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INTERNATIONAL DEBT PROBLEM: ASSESSMENT AND STRATEGY

The international debt prablem has been the principal international financial issue
for some time now and is likely to remain a dominant concern for years to come. It is a '
truly global issue that, directly or indirectly, affects almost all countries, the banks, and 2-
official insititutions. Currently, about 30 developing and Eastern-bloc countries, with
total external debt of close to $300 billion and bank debt of ovér $200 billion, or roughly
half the bank debt of the non-industrial countries, are in arrears or have sought debt re-
negotiation. Moreover, countries that are not in arrears or have not rescheduled debts
are feeling the impact of an overall slowdown in international lending and a stiffening of
lending terms.

Since the debt issue surfaced last summer, there hqs been a gradual evolution of
thinking about how to proceed. During the Mexican and Argentine cr'ises, it was recognized

- [ .

that close cooperation among the industrial countries, LDCs, banks, and official institutions
would be r{ecessary to avert a collapse of confidence. By year's end, with IMF-backed
adjustment programs about to be implemented in several key countries, the mood was

more upbeat. The assessment, based on aggregate analysis of the 21 major LDC borrowers
and which assumed a moderafe OECD r.ecovery, was that their debt-servicing capacity,

as measured by external indebtedness in relation to exports of goods and services, would 5
improve substantially within 2 or 3 years on average. The results, however, were ir;fluenced

by the inclusion of several Asian countries with comparatively low debt/export ratios [)t
such as Taiwan, Malaysia, Thailand, Korea, and Indonesia, and it was recognized that it

would take longer for ‘some of the high debt LLDCs. The current appraisal, based on more
di~~-greqated and country-specific analysis, bears the latter contention out, particularly

for some Latin countries and oil exporters. It suggests that L.DC adjustment and OECD

<

recovery are necessary, and sufficient, to solve the debt problem, but that it could well
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take most of this decade for somt; of ;:he majc-n- LDC borrowers to regain normal market
access.

While the debt issue is manageable, it will require skillful and cooperative manage-
ment on the part of governments, official institutions, and the banks. It will not manage
itself. A first step in tackling the debt issue is to identify and begin to correct various |
aspects of the problem that have contributed to its severity. Second, conflicting objectives
between the need for balance-of-payments adjustment and additional financing need to
be —reconciled. Third, new initiatives may be- required to provide banks with incentives to 2
c;ntine l.ernding, to assure that additional long-term development assistance is forthcoming,
and to foster a climate for increased foreign direct investment and free trade.

A I

Dimensions of the problem

The global debt problem is a highly complex issue that'tannot be dealt with through
a quick "push button” solution. There are at'least five key aspects that will require considerable
time to correct, and efforts to deal with them may conflict with one another to some

extent.

1. Excessive LDC debt

First of all, the excessive buildup of LDC debt since the mid-1970s needs to be
corrected. For the 21 major LDC borrowers growth of external debt averaged over 21%
per annum since the mid-1970s and has slowed significantly only within the last year or
so (see Chart 1).’ LDC exports of goods and services were able to keep pace with the
debt buildup during the inflationary environment of the 1970. However, they have slowed
significantly in the 1980s, and even fell slightly in nominal terms in the last two years
because of world recession and depressed commodity prices. The average growth rate

since the mid-1970s has fallen to 16% per annum. This has resulted in a sharp rise in the
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total external debt of the major LDC borrowers in relation to their exports of goods and
services, from less than 125% in 1980 to over 170% in 1982 (see Chart 2). The debt buildup
has been particularly great in Latin America, where it has climbed to about 260% of
exports, reflecting difficulties those countries have had in adjusting to the new global
environment of disinflation. |
Any estimates of the amount of excess LDC debt ciearly must be imprecise, since

they invariably reflect subjective judgments about debt servicing capabilities, which vary
from country to country. Based on experiences of countries that relied heavily on com-
“mercial | 1k borrowings since the first oil shock, the incidence of debt reschedulings is
found to be considerably higher for countries with debt/export ratios in excess of 160%
and to rise steadily thereafter. Virtually all countries at one time or another have been
forced to reschedule portions of their debt as the ratio climbed beyond 200%. Using the
latter ratio as a guide, the amount of excess debt of the LQACs and Eastern bloc countries

is estimated to be on the order of $100 billion, of which about two thirds is accounted for

-

by Latin borrowers (see Table 1).
It st;ould be stressed that these calculations do not imply that LDC debt levels
actually have to be reduced by the estimated excess debt, either through repayment or
forgiveness of debt. To bring the debt export ratios to more reasonable levels and to |
restore creditworthiness, however, it is vital that the rate of debt accumulation slow 1,‘
significantly and exports accelerate. As recent experience attests, debt ratios that were \l
maintained in the past owing to siz: le infusions of new bank money may prove untenable
in a noninflationary environment of high real interest rates and slower growth of inter-
national lending. Thlj;, t;\e relevant threshold range indicating likely onset of debt-servicing
problems may be considerably below the 160%-200% range in the inflationary environment

of the 1970s. If so, the amount of excess LDC debt to be worked off would be even greater

than that estimated above and more time would be required to bring debt ratios down to



more manageable levels.
2. Excessive short-term debt

A major part of the excessive debt is short term. Such debt (original maturity of
one year or less) is estimated to have been $125 billion as of end-1982 for the major LDC
borrowers, or one quarter of their total external debt. In the past, there was a tendency
to ignore short-term debt partly because of indequate data, and also because it was assumed
to be trade related and therefore automatically rolied over. For a number of countries,
however, the level of short-term debt far exceeds any reasonable relationship to trade
f-i-nancin-g—: and has been used for long-term balance of payments financing. Moreover,
rollover has proved to be far from automatic. If a country uses medium-term financing
to cover mainly capital goods imports and borrows for up to 90 to 120 days to finance its
remaining imports, short-term debt should be equivalent; at most, to about three months
of merchandise imports. This is probably a reaéonably good‘yardstick for most LDCs
that are not money centers, athough allowance should be nrade for any reserve accumulation
in excess of three months' imports. Applying this guide,. the amount of excess short-term
debt of the developing countries is estimated to be on the order of $65 billion, or roughly
two-thirds of the total excess LDC debt (see Table 2).

To prevent a recurrence of the present situation, information will have to be provided
on a much more timely and comprehensive basis so that short-term debt accumulation
can be monitored closely. Also, guidelines covering short-term debt will need to be formulated
by the Fund and the banks. In addition, a number of developir - countries will need to
have portions of their short-term debt stretched out and converted into medium-and
longer-term credits to alleviate pressing cash-flow problems. The major LDC borrowers
will have to roll over about $35 biflion in term debt that matures this year, raising the
total amount of debt falling due in 1983 to over $160 billion. This represents a third of

their total external debt and 80% of projected debt service payments.
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'3. International lending surge and concentrations of credit

As a counterpart to the LDC debt buildup, there has also been an excessive growth
of bank lending to the developing countries. Such lending to all LDCs has averaged slightly
over 20% per annum since 1975 and has been even higher, 25% per annum, to the major
LDC borrowers. The initial surge after the first oil shock occurred during the 1974-75
recession, when private credit demand in the United States and other industrial countries
and when levels of credit outstanding to developing countries were relatively low. The-
momentum was maintained even after brivate credit demand picked up in the industrial
c-ountrie:and credits to developing count;'ies expanded significantly. It partly reflected
increased participation by foreign banks in international lending, such as domestically-
oriented European banks and new Arab institutions, as well as new U.S. entrénts, particularly
a growing number of smaller, regional banks. The latter group now account for about
20% of all U.S. bank credits to the LDCs. - =

Even with these new entrants, the rate of increase of-bank lending to the LDCs far
outstripped the growth of bank capital, whit;h for the major U.S. banks has been running
in the vicinity of 9%-10% since the mid 1970s. This resulted in an overall deterioration
in capital/loan ratios and increased concentrations of credits to a few countries in relation
to capital. Credits to Mexico, Brazil, and Argentina, for example, now represent about
115% of the capital of the nine largest U.S. banks and almost 85% of that of all U.S.
banks.

While; there cl¢ 'ly is need to reduce lending concentrations in the future, it is also
imperative that this is done within the context of a moderate expansion of new bank
lending to the LDCs. IMF standby programs call for an overall expansion of new bank
credits of 7% per annum in order to assure orderly balance of payments adjustmeﬁt.
Assuming that a number of the smaller, regional banks either leave exposures unchanged [ 4

or reduce them, the remaining U.S. banks would have to extend new credits at a rate of
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'9%-10% per annum if the overall‘targ.et set Sy the IMF were to be met. Thus, improve-
ments in capital/loan ratios hinge on significant expansions of bank capital. A doubling
of capital of the largest U.S. banks over the next five years, implying a 15% per annum
increase, would eventually bring credits of these banks to the three principal LDC borrowers
down to about §0% of their capital. It would also raise their overall capital/asset ratios
from 4% at present to about 6%, assuming lending both domestic and international, grew
at a 10% rate.
- -2 .
4. Insufficient official financing and foreign direct investment

The rapid growth of bank lending to LDCs has resulted, in part, because of the in-
ability of-official financing, bonded debt, and foreign direct investment to keep pace
with LDC financing requirements. The proportion of net capital flows to all developing
countries, excluding short-term capital and reserve changes;-provided by these sources is
estimated to have declined from 60% in 1970 to 50% in 1982. If short-term capital flows
are _il :d, the share in 1982 is about 40%.

One of the principal drawbacks of substituting bank lending for official financing
and bonded debt or equity is that many of the development projects undertaken by the
LDCs require longer-term financing than can be extended by commercial banks. It is
important in the future, therefore, to make longer-term financing more readily available
to the middle-and higher-income LDCs. The proposed expansion of IMF resources will
not address this aspect of the debt problem, since the Fund's role is to provide temporary
balance of payments ~a_ssiftance to countries. Rather, the role of the World wank and
other multilateral development institutions must be strengthened to provide long-term
development assistance. This will entail boosting the resources of the World Bank, as
well as modifying its lending policies and the concept of "graduation®.

Increased foreign direct investment is also vital as it provides a means for developing
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countries to finance their @nt account imbalances without adding to their external

debt burden. Moreover, the balance-of-payments cost incurred in the form of profit
remittances is directly related to the commercial success of the venture. Developing
countries increasingly seem to recognize these advantages, with net direct investment
flows to them rising from about $2.5 billion in 1970 to nearly $16 billion in 1982. This

rep ‘ents an average annual increase of 17% in nominal terms and 6% in real terms. In
part, the increased emphasis on foreign direct investment reflects growing disenchantment
with Socialist experiments in a number of LDCs. Nonetheless, it will be difficult to
—sustain.;his real rate of increase in the ;‘uture, considering the diminished growth prospects
of many LDCs and the stiff competition they face from industrial countries, which account
for about two-thirds of all foreign direct investment inflows.

5. Need to restore LDC growth - e

It is in the interest of the industrial eountries to tackle the LDC debt issue in a
way that will restore economic érowth in tl.1ese countries and improve their living standards
as soon as possible. The LDCs are a significant market for industrial-country products,
accounting for nearly 40% of U.S. exports (3% of GNP) and one-quarter of OECD exports
(4% of C ?). Reductions in their import'demand necessitated by the slowdown in inter-
national lending was a factor delaying U.S. economic recovery last year, and could dampen
the upturn. A uniform 3% cutback in LDC growth, for example, is estimated to lower
OECD grc;wth by 0.8% and U.S. growth by 0.5%, and the impact on the United States
would be even greater if’Eutbacks were concentrated in Latin America, as seems likely
(see Table 3). |
Beyond this, there are also important political and strategic interests at stake.
With ‘al LDCs, especially those in Latin America, now facing a third year of austerity,

further cutbacks in living standards are likely to increase political and social tensions,
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raising the risks of a moratorium on repayment of principal or interest, and at the extreme,
outright repudiation.

To reduce these risks, it is imperative that the net flow of resources to the LDCs
improve (see Chart 3). The slowdown in LDC growth in recent years has been accompanied \”
by a sh;clrp reduction in net financial transfers to these countries, Which in many cases
has turned ne: .ive. Unless additional official financing and/or foreign direct investment y |
are forthcoming, the-overall net resource transfer to the developing countries as a group
could turn decidedly negative in the remainder of this decade, especially with interest I {

- -
payments continuing to rise.

Alternative strategies

Any plan for dealing with the international debt issue, if it is to succeed, must
come to grips with the various aspects of the ‘problem vutlined above. The key oﬁjectives
for the borrowers are: (i) to restore their-creditworthiness by reducing relative debt i
burdens, (ii) to restructure their debt, especially short-term debt, and establish guidelines 2
for subsequent accumulations, and (iii) to resume moderate economic growth in the next 3
couple of years or so partly by improving overall resource transfers to them. For the

lenders, the main goals are to raise their overall capital/loan ratios, to reduce their lending

concentrations, and to avoid new surges in international lending.

To some extent, these objectives conflict with one another. Thus, there is need for .
the LDCs to adjust, and yet restore growth. There is need to reduce relative ~ )C debt
burdens and credit concentrations of banks, and yet continue with new lending. The
solutions, therefore, fequire treading a very narrow path between balance-of-payments ”
adjustment and additional financing. Tilting too far in either direction may jeopardize

the entire strategy.

The various proposals to deal with the debt problems fall into three basic classes,
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each calling for different degrees of financing and adjustment. One is a relatively optimistic,
laissez-faire type school that views the current debt situation as a fairly short-term
‘liquidity issue to be solved primarily through LDC adjustment and reliance on market
forces. Such adjustment together with an optimistic assessmen’t of the prospects for a
strong OECD recovery — exceeding 4% per annum — would.provide a sharp boost in LDC
exports and substantial current account improvement. It is felt that banks will restore

new lines of financing fairly quickly-even if some existing obligations are marked down.

Accordingly, adherents to this school downplay the need for stepped-up official assistance,

- 2

other than on a strictly temporary basis—. Some even question the need for an IMF quota
incr e

The principal advantage of this approach is that it properly stresses the need for
LDC adjustment and recognizes what can be accomplished through sound economic poli-
cies. Ex] ‘-ience has demonstrated that, in a favorable ext&rnal context, an individual
country's overall payments positon can improve significantly within a couple of years
following the adoption of sound adjustment. programs. Such programs are essential to
restore confidence and to create incenti\)es for‘banks to commit new funds.

Nonetheless, it is also a high risk strategy, and there are serious flaws in using ’ /
this approach to tackle a global or systemic problem. The chief shortcoming is that it !

considerably underestimates the time required to reduce the relative debt burdens and to

restore the creditworthiness of seveyal of the major LDC borrowers. The strategy may
produce a~ quick current ac-count improvement in individual-country cases, such as Turkey,
which adopted an austere stabilization program in a favorable environment of rapidly
expanding middle-Eastern exports. However, the same progress cannot be expected of a
large group of countries in a less favorable external environment. Moreover, as Turkey's

experience attests, even when there is substantial current account improvement, it still

may take considerable time for countries to regain normal financial market access. By
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ignoring long-term structural eieménts of the international debt program or overstating Jj

the prospects for global recovery, this approach risks forcing excessive costs on both / |
borrowers and lenders. It is also overly optimistic about the willingness of financial
institutions’\continue lending.

At the other extreme are proposals that reflect a pessimistic view of the LDC debt
situation. Their proponents see the situation essentially as a structural, rather than
short-term liquidity, problem that is not solvable by LDC adjustment or OECD recovery
alone. The main concern is that current reliance on IMF adjustment programs will jeopardize
econor;—\;c growth in the LDCs, creating ‘political and social strains in those countries, and
in turn adversely affect industrial country growth. Their proposals seek to eliminate the
debt o' hang through a simple magic formula and, in addition, to resume private lending ~
thereafter as soon as possible, albeit in a more orderly way. They call for forgiveness or
write-offs of substantial amounts of LDC deb.t, new institutions to take over bank claims
on LDCs at a discount and restructure them, or repayment tied to future export growth.

The virtue of this approach is that it recognizes the severity and duration of
the problem, as well as impediments to st)stained LDC adjustment if OECD recovery is
only moderate. The main shortcoming, however, is that writing off or forgiving portions
of existing obligations would reduce incentives for LDCs to honor future obligations and
jeopardize new flows of money to the LDCs. Choking off new loans risks precipitating
crisis situations, rather than avoiding them, in effect turning good debt into bad debt.
The various proposals also ignore important differences among developing countries,
applying the same trg_atfpent to all borrowers, irrespective of the need for debt relief.

As a result, there would be strong incentives for countries to seek debt relief even when
they do not need it.

The third approach to the debt issue seeks to balance needs for adjustment and

financ g, borrowing positive elements from the two former >jproaches. It recognizes
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that considerable time will be required to restore LDC creditworthiness and restructure
bank balance sheets and calls for a sharing of adjustment/financing responsibilities among
the participants. The industrial countries would strive for economic recovery, while the |
LDCs would pursue IMF-backed adjustment programs with the goal of restoring moderate 2
growth after a couple of years or so. At the same time, the banks would be cailed on to =
supply additional financing and to restructure, but not reduce, existing obligations, whilé "{
official institutions would provide incg-eased_l_qng_-term assistance._

Given the time horizon involved and shocks that could occur, there are considerable

—risks eﬁiailed in this approach. Critical in the defense of this strategy is sustained economic
growth in the industrial countries leading to a partial rebound of LDC terms of trade.
Without such a recovery, LDC debt service capacity will not improve very rapidiy and
financing requirements to support moderate LDC per capita income growth of 1%-2%
per annum or so will be excessive. There are also risks-that-sufficient new bank money
may not be forthcoming to handle the new.financing needs of some of the very high-debt
countries or the oil exporters. Moreover, with the industrial countries facing severe
budgetary p lems, official lending may not be able to fill the financing gap. In that
event, even more of an adjustn it burden will fall on the LDCs, with attendant political
and social risks.

Among the alternative strategies, how rer, this approach is the most attractive in
terms of being the least disruptive both to lenders and borrowers. It enables banks to build
up their éapital and to reduce lending concentrations gradually. It also allows for gradual
reductions of LDC debt/export ratios, while requiring prompt adjustments on their part
in reducing current a;coﬁn.t imbalances. Provided all elements hold together, this approach
offers a means of resolving the debt problems of most developing countries within about

3-5 years althougﬁ it will take longer far enme of the very high debt countries. This is
-_— - A

borne out in the scenarios elaborated below, which are based on balance of payments
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models for ten k_ey individual LDC borrowers and for a composite of the 21 principal

LDC borrowers.

Medium term scenarios

The base case assumptions about world economic conditions shown in Table 4
reflect current economic policies in the key OECD countries, which aim for a return to

noninflationary growth. They envision a moderate OECD recovery beginning in 1983 that

gathers strength in 1984-85, averaging 3 1/2% per annum, with 3% per annum growth
- sustained thereafter. Industrial-country inflation is assumed to rise gradually, from an
average of 4% in 1983 to 6% per annum in 1985 on, as measured by wholesale
manufactures' prices in local currency terms. Some softening of the dollar is assuméd
later thi; year a;1d continuing into 1984-85, but which would still leave it on a real
effective basis about 10% above its 1975-79 average. Interest rates as represented by
LIBOR for 6-month Eurodollars are positeg to decline to an average of 8 1/2% next year
and to average roughly 3% in real terms in the second half of the 1980s. Oil prices, as
measured by the effective average OPEC price, are assumed to average $28/barrel in
1983 and to rise to $32 by 1985, ren ning constant in real terms thereafter, which
would bring then to nearly $43 by 1990. Prices of non-oil commodities, as measured by
a composite dollar index, are assumed to increase by about 25% between 1982 and 1985,
which would reverse more than two-thirds of their nominal decline between 1980 and
1982. In real terms, they would recover only one-quarter of their 1980-82 decline of 21%

it two-t....ds by the end of this decade.
Under these conditians, it is estimated that exports of goods and services of the 21 \

major LDC borrowers would grow at an average rate of 13 1/2% per annum in the rest of ‘ ,

this decade, while their imports would rise at a 12 1/2% rate. With imports declining

again in 1983 and increasing only 10% next year, their aggregate current account
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the ten individual borrowing countries shown in Table 5 improve substanfilly/by 1985,
The deficits of Argentina, Mexico, and Korea narrow to 5% or less of exports, and Chile
moves into equilibrium. Although diminished, Brazil and Indonesia continue to have the
largest deficits in absolute terms and relative to exports in 1985, and in 1990 the two are
joined by Venezuela.

Current account improvements notwithstanding, debt/export ratios for many of the
ten countries shown in the_table exhibit only limijted declines between 1982 and_1985, i -
indicating that considerable time is required, even under relatively favorable conditions,

" Tto redu-t:e relative debt burdens. Brazil's ratio in 1985 is unchanged from last year's level,
while those of oil-exporters Venezuela and Indonesia increase, albeit from much lower
initial levels. Hawever, Mexico, by virtue of more rigorous adjustment, succeeds in re-
ducing its ratio. By 1985 debt/export ratios of all six L'atin borrowers as well as Turkey
and the Philippines remain‘above 160%, the initial threshold based on past experience \
with debt servicing problems; the ratios for Brazil and Argentina are still above 300%. \ \<
Even through 1990, Brazil and Argentina remain heavily indebted in relation to gxports, 1 ’ ‘ >A ’
while Venezuela's ratio rises above 200%. Korea stands out with its comparatively
maderate relative debt level throughout, although by 1990 Chile, Colombia, Mexico, the
Philippines, and Turkey bring their debt ratios down to 110%-130%.
As regards financing needs, the additional external debt buildup of the 21 major
LDC borrowers is estimated to approach $350 billion in the remainder of the 1980s, or | -
neag er annum. This compares with debt buildup of $375 billion from 1975 '
to 1982, or almost $55 b'illion per annum. The projections imply a growth of LDC external
debt of abouf 708 £er.annAum (less than 1% per annum in real terms), or about one-quarter
of the annual rate of increase since the mid-1970s.

In the event that bank lending grew roughly in line, the bank debt of the major

borrowing countries would rise by about $210 billion over the rest of this decade, or by
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ovef $25 billion per annum. It would mean that banks would continue to supply roughly
tw s of these countries' external financing requirements in the aggregate. This
would leave the remaining $130 billion of funds to be supplied by nonbank sources, mainly
official creditors and suppliers.
The projections raise two sets of questions: (1) Are the baseline assumptions
unduly optimistic or pessimistic? (2) Will the amount of new financing envisioned be
forthcoming? As regards the first question, the baseline scenario presented must be
considered relatively optimistic, for it assumes that the rémaining impedimentsto [ . (
- ®economiit recovery are overcome and are followed by a period of steady economic /""ﬂ' !
growth, relatively low inflation, no rise in interest rates, and no shocks or setbacks.
Undo! tedly, there could be favorable surprise developments such as a' return of private
capital inflows in some countries c;r greater upturns in individual commodity prices than
those envisioned. Nevertheless, to base policy on an even more optimistic appraisal risks
falling into the trap of assuming the international debt problem away.
As regards the question of ‘financing, there are two issues: Will the banks, which
are already overextended to a number of developing countries, extend new credits at a
7% per annum rate, implying 9%-10% annual expansions on the part of the major money-
center banks? Will additional official assistance be forthcoming to reduce the burden on

the banks and to substitute more long-term development assistance for short-term. trade

credits?

Assuring new financing

L

To assure that banks continue to provide the major portion of funds to the

developing countries, they must first have confidence that the adjustment efforts and
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clearer and more systematic guidelines for the supervision and regulation of
international lending. In Japan, banks have been encouraged to set aside reserves
of 1% to 5% for credits to troubled countries, and in Europe, there are reports of
some banks rﬁaking provisions for up to 20% of credits to problem countries. In all
this, it is important to increase prudence in international lending in such a way as

to provide for orderly balance-of-payments adustment through continued steady

flows of bank credits.
= -

- As regards offi_cial financing, the IMF will serve as the principal source of
new funds in the next few years. With the Fund's i‘roldings of usable currencies
likely to be virtually committed by year's end, the proposed 47% increase in quotas
and enlarged GAB are absolutely essential. Together, they will add'some $25-$30
billion in usable currencies and enable the Fund to maintain its higher profile. A
number of key developing countries already are committed to borrow the maximum
allowable over the next three yéars. In view of the magnitude and durat?on of
adjustments required of some countries and the large financing requirements
entailed, the option of permitting them to return to the Fund a second time should
be left open. Therefore, rather than to scale back IMF lending limits fron:{ ,g% of
quota, as someofficials have suggested, these limits may have to be liberalized in-
the future.

It ;s pa  lyin that by IMF by
increased long-term dp;/glopment assistance from the World Bank. In all the recent
calls for a new Bretton Woods system, too much emphasis has been placed on the
need to reform the exchange rate system aﬁd not enough attention has been

devoted to the critical issue of development finance and the need to expand the

activity of the World Bank. Whereas over the past decade the IMF has undergone a
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real terms, or about half the real rate of increase as in the past decade. While it will be
highly desirable to maintain the trend rate in the 1970s, it will be difficult without a
marked improvement in the LDCs' overall external financial position and economic
growth prospects. A recent OECD study concludes that, while fiscal incentives or
guarantees can help private capital flows to developing countries, the principal .
determinant is the overall investment climate and economic policies of the host coun-
tries. In this regard, the World Bank could play a useful role in advising LDCs on
“a;aprop?fate tax, pricing, and exchange rate policies to attract foreign capital. Beyond
this, there is need to clarify and strengthen rules and institutional arrangements to
protect foreign investment from government intervention, possibly within a GATT-type
framework.

Finally, it is imperative that an open tréding system be maintained in order to
enhance the LDCs' capacity to service external debt and to reduce their reliance on
external borrowing. Current adjustment efforts fall heavily on import reduction, given
the weak global environment. Over the longer run, however, efforts need to be directe
at export and trade-expansion so that LDC economic growth can be restored. The in-
dustrial countries clearly must resist pressures to limit low-cost imports of manufactures
from developing countries. But, the LDCs also have an obligation to liberalize their

trading regimes and bring them more in line with the standards of the industrial coun-

tries.















Special Drawing Rights D ment - The SDR facility was
created 1in 1969 to supple »nt _____ting reserve assets. SDR

operations differ from other IMF operations in that SDR
allocations represent the creation of an international monetary
reserve asset, rather than an extension of temporary financing by
the IMF. SDRs are allocated to member countries in proportion to
their quotas, and are available to n ibers to meet balance of
payments financing needs.




Fact Sheet

The' World Bank Group

The World Bank Group consists of three principle
institutions: the International Bank for Reconstruction and
Development (or the "World Bank") the International Finance
Corporation and the International Development Association.

International Bank for Recor truction and Development (IBRD)

Following up on a U.S. prc »>sal to the Bretton Woods
Conference, the IBRD was formall established in 1945. 1It is
owned by 144 countries which are the member countries of the
IBRD. The Bank's capital is subscribed by these member countries
and it finances its lending operations primarily from its own
borrowings in the world capital markets. Retained earnings and
flow of repayments on its loans also contribute to the IBRD
lending resources. IBRD loans generally have a "grace period" of
5 years and are repayable over 20 years or less. They are
directed toward developing countries at more advanced stages of
economic and social growth. The interest rate the IBRD charges
on its loans is calculated in accordance with guidelines related
to the Bank's cost of borrowing.

The Charter establishing the Bank outlines certain rules
which govern bank operations. Among these, the Bank must lend
only for productive Iirposes and must stimulate economic growth
in the borrowing country.

International Finance Corporation (IFC)

The IFC was established in 1956 to assist the economic
development of less develc 24 countries by promoting growth in
the private sector of their economies and by helping to mobilize
domestic and foreign capital for this purpose. Membership in the
IBRD is a prerequisite for membership in the IFC (which totals
124 countries). The IFC is legally and financially distinct from
the IBRD but draws upon it for administrative and other services.

The IFC's portfc investment contains loans and equity
investment in 485 o« _ 1ies located in | developing countri_s.

At the end of the Bank's Fiscal Year 1983, the IFC's
investment portfolio held for its own account was $1.88 billion.
In addition, $1.12 billion was being held and administered for
participants in IFC financing.




International Development Association (IDA)

The IDA was established in 1960 to provide assistance for the
same basic purposes as the IBRD, but targeted primarily in very
poor developing countries. There were more than 50 eligible
recipients of IDA funds as of June 30, 1983. Membership in the
IDA is open to all members of IBRD and 131 have joined to date.
The funds used by IDA are called "credits" in order to
distinguish them from IBRD "loans."” 1IDA's funds come mainly from
government contributions and are extended on concessional terms.
IDA credits have a 10 year grace period, 50 year maturities and
*no interest. A service charge is payable at the rate of 0.75
percent on disbursed balances, and a commitment charge of 0.5

] rcent is payable on undi »ursed balances. The Association is
legally and financially distinct from the IBRD but has the same

staff.
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LONG TERM PLAN FOR RESCHEDULING DEVELOPING COUNTRY DEBT -~
1~

Introduction

It has been one year since the debt crisis errupted in
the financial markets and some observations can now be

made concerning the events of the last 12 months.

On the positive side is the fact that, so far, the crisis
has been contained. This is principally due to a
perception by all parties of the strong commonality of
interests that exists to avoid a default, which in turn
has brought unprecedented co-operation between Governments,
International Official Financial Agencies and the Private
Banking sector.

However, at this point, strains are starting to appear as
the realisation of the magnitude of the problem starts to
sink in. 1Indeed, questions are being asked on matters

such as :

a) The ability of borrowers to service their debt despite
the measures already taken and the need to reschedule

further large amounts of debts now becoming due.

b) The adequacy of the resources of the Official Inter-
national Agencies despite the agreed upon increases

under way.

c) The possible contradictions implied by the need to
implement austerity programmes in many countries at a
time when the economic recovery is still fragile limiting
export markets and putting in jeopardy the possibility

of new job creation.

Within this framework the decision to maintain, let alone

to increase, loan exposure to troubled borrowers is becoming
increasingly difficult. Official institutions and
Governments are forced to husband their resources and the

e/ onn
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Private sector is unwilling to provide the additional
resources because it cami : rationalise the cost of a

workable solution.

So far it is the "deterrent" value of the consequences
of a financial crisis that has held the system together,
but as in the case of armaments, if the deterrent looses

its credibility then its value disappears also.

The World is presently in very fragile equilibrium and
even a small incident could have vastly disproportionate
consequences affecting not only the financial and ec¢ 1iomic

scene, but leading to the ossibility - if not probability -

of social and political upheaval.

It is against this background that the need to concentrate
on a long term solution to the international debt crisis

is becoming a top priority.

objectives pursued are several and include :

1) Rescheduling developing country debt on a long term

basis on terms that are perceived as being realistic.

2) Restoring the percepi ¢ of solvency to the banking
system independently of the ability of sovereign
borrowers to meet their commitments.

3) Reinforcing the resources of International Financial
Agencies so as to ensure their ability to perform

their {1 1ction within the resc eduling :ocess.

The plan outlined hereunder does not underestimate e
difficulties to be overcome to implement the proposed
ideas. It attempts, nevertheless, to provide a coherent
framework within which to reach the stated objectives
and also pays due consideration to political and economic

realities.

oo/ unn
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Description of the Plan

The plan centers around the p:¢ :ial transformation of
the role of the 1 : International Financial Agencies :
the IMF, the World Bank and the I.D.A.

As a first step, member countries of these institutions
would be asked to agree to underwrite 1creases in the
resources of all three agencies covering a period of

15 years with funds being provided in instalments between
the 5th and 15th year. For purposes of this discussion we
assume that commitments totalling the equivalent of

U.S.2 400 to 500 billion can be cbtained.

Strengthened by the commitments of their members, the three
institut ons,working through the IMF acting as their agent,
would purchase at par value up to U.S.2 500 billion of
loans subject to reschedulir  £1 n the banking sector.
Payment would be in the form of 15 year IMF bonds
amortising on a schedule corresponding to the commitments
of capital contributions subscribed by the member

Gc ants. The interest rate would be set at say 5% p.a.
In - to enhance the atl ractiveness of the bonds,
Governments would be able to satisfy their capital
contributions by tendering these IMF bonds at par value.

As a third step the IMF would renegotiate the acquired

debt with the borrowers on a ong term fixed rate basis,
tailoring each ps age to the specific circumstances.

oo/ e
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system, if necessary, through negotiated repurchases
of IMF bonds. In addition, value could be also
given to these bonds by the creation of an active

secondary market.

3. Reinforce the Resources of the International Agencies :

The negotiation of long term capital contributions tc
the three agencies would permit each of them to
continue to carry out even more effectively their
existing mandates without the vexed question of
periodic reviews rearing its head and thereby
permitting long term planning. This would be
particularly useful for the I.D.A. and would have the
advantage of providing out of this whole plan some
tangible benefit for the poorest countries in the
World who did not have the "ability" to get into debt

problems in the first place.

It would, therefore, appear that the suggested plan
could find support from a broad base of interested
parties as it provides tangible benefits for the
Borrowers, Lenders, Governments and International
Agencies not to mention the overwhelming benefit to

the free world of avoiding a financial crisis.

As stated in the introduction this crisis has so far
been avoided mainly by "fear" of its consequences.

The time has now come to replace fear by a constructive
approach to the problem supported by the political will

to succeed.

P.N, Goldsc] idt

27 June 1983

v
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THE LDC DEBT PROBLEM: CURRENT OPTIONS

Introduction

This memo reviews the framework for deciding on the
external financing needs of the LDC debtor nations. The
example of Brazil is discussed in detail. There are two key
questions to be decided at the present time: (1) What level of
imports should Brazil be allowed to finance in 1984 and the
remainder of 1983? (2) How shall the proposed lending to
Brazil be kept flexible so that it can respond to changing
conditions that are beyond Brazil's control, especially changes
in the interest rate on its debt?

Background

Since the onset of LDC liquidity problems in the summer of
1982 the U.S. has supported the IMF in a strategy which
balances strong adjustment measures by debtor nations with a
continuing flow of finance. This overall strategy has not
changed. It was recognized from the beginning, however, that
details of the strategy would have to be adjusted over time.
In particular, the Administration foresaw the likelihood of a

.

programs and their associated financial packages. Brazil has

now initiated this second round. Other debtors will follow.
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The broad outlines of a solution to the current liquidity
problems have begun to appear. Commercial banks will continue
to be major providers of finance, through new syndicated
loans. IMF and private lending will, however, be supplemented
by additional official loans and guarantees, largely in the
form of export credits. The details of this second round
refinancing, however, remain uncertain. There is also an
opportunity now to remove some of the inflexibilities of the
original package.

Current Account Targets

The key issue at this point is the size and rigidity of

current account targets. Note that the current account deficit

equals imports plus interest payments paid to creditors abroad

minus export earnings. A debtor country must finance its

current account deficit by borrowing from the IMF, from
commercial banks and from governments.

The IMF programs of 1982 and 1983 were different from
the usual IMF procedure in the way that the current account
targets were set. Under normal circumstances the IMF tries to
ascertain a sustainable current account balance based on a
country's future ability ts service its debt. It then agrees
with the country on an adjustment plan to move the country to

that balance. In the most recent wave of debt refinancings,

however, long run considerations did not play the usual primary

role in the setting of current account targets. Instead, the
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current account targets were determined by the IMF's estimate

of the likely available supply of finance. The IMF made a

judgement of the maximum rate of increase of exposure that
banks would be willing to accept, and this determined the
overall level of capital inflows and thus the current account.
(Of course, even if the commercial banks had been willing to
lend more, the IMF would not have wanted to see substantial
increases in the debt in excess of what was actually
available). To achieve these current account targets required
abrupt, drastic reductions in imports by the debtor nations.
These reductions in imports forced the debtor ﬁations to reduce
their domestic levels of economic activity and income, thereby
causing severe austerity conditions.

Additional Resources

With additional official finance to be provided in 1983-84
(by Ex-Im and other U.S. and foreign sources) the current
account targets should be reexamined. Although the additional

financial resources could simply be used to substitute for

private capital flows (i.e., reducing the rate at which bank

exposure grows over the next eighteen months), it would be

revising the financial plans to loosen somewhat the import

constraints on debtors and to increase the flexibiity of

financial flows.
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The case for looser constraints rests on the fact that the

remarkable improvement in the 1983 trade balances of the debtor

nations has been achieved alﬁost entirely through drastic cuts
in imports. The import reductions have gone beyénd
discretionary items and now cut into basic inputs for the
domestic industries of the debtor nations. These import
reductions are therefore provoking severe recessions. The
social and political risks are obvious. At the same time,
relativ ly small amounts of additional finance could ease the
situation considerably. For example, a billion dollars in
additional capital inflow could raise Brazil's GNP growth in
1984 by about $5 billion, a rise of about 2 percentage points
in Brazil's GNP.

Interest Rate Uncertainty

A problem that is as serious as the tightness of the
import targets is the fact that rigid current account targets

lead to great uncertainty about the quantity of imports a

debtor country will be able to afford. For the debtor

countries, both export receipts and interest payments are hard

to forecast. If countries are required to stay within rigid

cur: 1t ¢ _ ount i :s, a shortfall in er—orts or a rise in

interest rates forces an immediate offsetting reduction in

imports. This can have major destabilizing effects on domestic

growth. For example, a two percentage point rise in LIBOR -~

by no means out of the gquestion -- would raise Brazil's debt

5
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billion in 1982. Together with IMF funds and other smaller
sources, this was estimated to be enough to finance a 1983
current account deficit in Brazil of $7 billion. The projected
sources and uses of international finance for Brazil in 1983

were as follows:

Brazil: Projected Sources and Uses of Foreign Exchange in 1983

($ pillion)

Sources of foreign exchange:

Exports 22.0
Net bank lending 4.4

IMF and other net
credit 2.6
28.0

Uses of foreign exchange:

Interest on

international debt 2.0

Insurance,
transport, etc. 4.0
Imports 16.0

28.0
Since this plan was set out, a number of difficulties have
1. Althov 2 i E {
track, interest payments will be slightly higher than
anticipated. More important, financigl flows have been less

than anticipated primarily because of a failure of smaller
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banks to maintain their short-term credit line but also because
of shortfalls in direct foreign invesment and supplier's
credits. It is generally believed that $3-1/2 to 4 billion
will be needed to sustain the originally planned level of
imports.

Looking ahead to 1984, current estimates suggest that net
bank lending of about $4-1/2 billion would be necessary even to
sustain the 1983 level of Brazilian imports, which was iself
more than twenty-five percent below the 1981 level. In fact
given the difficulties which have been encountered in getting
banks to lend so far, it has been suggested that banks might
not lend more than $3 billion. 1In the absence of additional
official resoruces, this would force a further ten percent cut
in imports.

In providing additional official finance, there is both a
question of the'amount of resources prov;ded and the way those
resources are used. At one end of the spectrum, the resources
could be used principally to relieve the burden on the banks.
At the other end, the resources could be used principally to
permit expanded Brazilian imports.

‘The following table illustrates five hypothetical
scenarios for Brazil an financing in 1984, and their
consequences. I think we should discuss these alternatives as
soon as possible.

In addition to discussing where on this spectrum we should

attempt to go, we should also discuss two other issues. First,
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we should discuss the possibility of additional financing in

1983. Second, we should examine ways to make 1984 financial

flows contingent on interest rates,

so that a rise in .interest

rates, should it occur, will not provide a new crisis.





