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L-pduchtl on

1 The International Broup of Independent Expert 3 was
astablished inresponse to the praopeosal of tho |1: Warl i
Scienti1fic Banki ng Meeting, heldi nDubrovnik , Yugosl avi a, on
7-10 June 1989, "ta i1nvestigata possible measures to mzet
the requirenonts for resumption of growth and financial
gtabt 1 tzation over the next gix vyaars or s, and their
inmplications for international debt policy”, (Concluding
Ytatement by the Chairmen.)

2. The Group met in Tokyo on 1S=17 April 1990 and in
Beagrad on 23-24 June 1990, chaired by Dr. Katuo TAKAHASHI,
the Programme Director of the Sasakawa Peace Foundation. It
submits thia report to the Round Yable o n \ n nd
Eurther Enhancing Developmeant Momer :
Rapid Global Change, to be haeld in Sveti Stefan, Yugosl avia,
under the auspices of the Wirld Scientific Banking Meeting
Permanent Secretariat, Peograd and European Centaer for Faaco
and Davel opment , Beograd, and with the @831 3tanc@ o f %ha
United Nations Duvelaopment Programme and the Yugoslav
Federal Government.

3. The report consists of the foll owing sectionor

(a) a reviewo f the present debt and devel opment
situation in debtor countriess

(b) mayor challenges in the 19908 and policy refwurms in
developing countries;

(c) an assessment of i nternational debt pmlicyj

(d) need for an anal ytical framework: for the solution
of the debt problam;

(@) reflections on inplenentation of internati:onal cebt
policy}

(f) overcrowdi ng of financial markets and need for an
tnterim debt arrangement:

(g) ai1d and trade policies!
(hi references; and

(i ) list oaf 3uperts.




I

——ppy e

AVAILABLE

Al45/531

English
Page 5
I Present debt and development g1 tuat 10n
Copkipuwing perveraa raaguree tranafarg
4. At the Dubrovni Lk June 1989 neeting , “there was an

apprehension tha% over the near and medium term, the pasitian
cf many debtor zountries would remain estrensl v serious”.

Thia

apprahension was Justlf iLed. The advarse rasoui-s

transfer on | oan account from developing countries -- the
excasa of their debt service payments over 1 oan recei phts
(disbursements) -- is now higher than ever: US & 52 billion
from all developing countries, of which 32 billion from the
severely indebted countries, estimated for 1989 (Table 1).
The cumulative total of this "met resource transfari n the

wrong

direction” in the phrase of Dr.Karl Qto Foahl,

President of the Bundesbank L/y moving from the severely

i ndebt

ed nmddle i1ncome countrias, ham now reached us & 183

billion during 1982-89, a staggering mum on any reckoning. A
particul arly disturbing development in 1988 was that even the
1 ow income several y indebted countries, nostly in Africa,
experienced a negative resourcze transfer on | oan account.

Table L Debt-Reiated Net Flows and Transfers, 1960-89

(USS duitions)
Couniry group (980 (980 (942 194} /9 [P35 1984 1987 [988e /989 »
Net flowy ¢
All developing countnes ¢ 6.3 MO 148 623 418 NS 26.6 219 201 256
Severely indebted 3.1 e 46 92 23 1.9 9.0 13.9 86 TN
income 59 70 68 s 34 0.7 16 39 24 1A
Middle income .0 a4 M8 28 104 68 $.4 100 6. 11
Moderaiely indebied 15.4 49 147 183 " 3.1 1.9 10.1 6.3 04
Low income 39 4“7 60 6l 41 1) 63 X Yy’ 43
Middle incoms 1.8 102 8.7 9.0 1.8 9.8 8.2 4.6 ¥ 39
Net tranefers ¢
All developing countries ¢ 19.6 22.7 6.4 <24 219 <321 382 403 520 -516
Severely indeteed .3 2119 -26) TH RS TN )
Low income )1 4.4 4.) 3.0 0.2 -2.4 1.3 1.9 0.5 1.0
Middle income (R 68 63 141 -2001 36 <277 -6 -8 -126
Modersiely indebied 6.) 3.2 2.0 16 =26 -0 -2 1.0 -11.0 4.4
Low income 19 2.4 3 14 0.8 N\ 0.4 46 101 0.7
Middle income e 08 i3 0.8 =33 08 =31 -1
a. Estimates. _
b. Preliminary esti nates.
C. Flows and transfers on.account of all debt.
4. DRSS countr tea.

Source: DRS. (Debt Reporting Sysatem) of the Worl d Bank,
in World Debt Tables 1989-1990, Volume 1, Analvys13_and
Summary Tabl g5, De-emher 1909, page 9.
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3. The difficult situation in financial tranaf era was

aggravated by a renewed weaknaud of commodity pric2s --  they
fell 12% between March 1999 and March 1990. 3/ Broadly, the
commodity alump has now buen with wus since 1920, In the
judgment uf the United Natione Secretariat, "“{if commodity

prices, including ei11, had remained at their 1980 lavals
throughout ths decade, it IS likaly that the debt cris:s
wiaul 4 have been averted”. 3/

b. In 1989, coffee and cocoa, two key export conmodities of
developing countriaes, suffered maj or declines. Coffee, their
second | argest commodity export after petroleum collapses
due to a breakdown of the International Coffee Agreement ,
hopeful 1 y tenporari 1 y.Cocoacoll apsedbecause of excessive
production, caused by a boom in planting in the early and
mid-1980gs, .partly encouragedob y international lenders
financing the adjustment programmeo. The effects on West
Africa, a major producer, have been catastrophic; this is the
second time in the last 25 years that this region is
experiencing an economic, social and pelitical wupheaval due
to a massive fall in commodity markets.

International jnterest ratesg

7. International interest ratas are gradually movi ng
upwards, this time under the influence of an upward shift i n
the fornerly lowrate financial centere in West Germany,
Japan ana Switzerl and. The Swiss rates are now at the same
| evel a® in the United States, the high-rate area since the
late 19708t 8 122% for a one-year certificate of dsposit as
of early May 1990, a devel opnent in Switzerland which would
have boon consi dered unbelievsb 1 @ onl vy tw years ago. The
af fects on the debtor countries can be catastrophicy it has
been estimated that each one percaentage 00InNt increase :in
international interest rates means axtra interest payments by
these countries of uUsS#& Z-4 billion dollars per year. This
affects particularly the middle-income debtors which have
borrowed heavily on a floating-rate basis.

8. n the two main deb tar regions, Latin Ararica and
Sub-3aharan Africa, the rate =f 1investment has fallen oy
one- juar*ter to gne-third between theear 1 y 1980z 2nd 17988,



with no indication of recovery in 1989-90, The investmant
decl ine has been caused by saveral factora aperating wrth
different force in different countrieat massi va@ outward
transfer of resources reducing the aggregate pool of savings
avai |l abl e for investment, reductioin in public investment due
to budgetary crises and short-term policies of adjustment,

reduction of private investment due to incraases in interest
rates ‘t1e real rate3 in some develoning countries =2nceec
easi1ly TO percent per yaar, makl ng anv inveRstmant

pr-ohibi tive' and depressed demand in the process o f
adjustment. The decline of investment of the estimated
magni tude (Table 2> may have occurred in the past anly during
the Graat Depression of the 19308 in the industrialized
countries.

1980 198) 1982 1983 21984 1985 1986 1987 1988 a/

Sub-Saharaa
Africa 20,8 20.8 17.6 149 115 125 146 158 141

Latin America
and Caribbean 24.2 23.6 21.4 169 167 175 174 18.2 15.7

Eurcpe, Middle

Eaat and North
Africa 27.8 27.7 27.0 29.0 28.3 26.8 26.9 25.9 25.8

a)Preliminary estimatas.

Source: The Wérld Bank,_Annual Rgpgort 1989, page 27.

9. “The fall in investment has ween sa severe that some
countries may not even have been fully replacing depreciating
capital. In Africa, the minimum investment needed to replace

depreciated capital is estimated at 13 percent of GDF, and
seven Sub-Saharan countries had investment rates below that
level in 1997. Simlarly, the minimum investment rate to
repl ace capital i n Latin America is estimated at 14 percent,
and three countries were below that level in 1987". &/ The
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gsituaition probably worsened in 1988 and 1989. I n additiion

to adverse impact this trend has on the economic and social
conditions of these countries, it hae aggravated thsi r
environnmental situation significantly.

Y AVAILABLE
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Stagnation and dacling 1n real i1ncoma

10, Per capitaincoma in Sub-Saharan Africa and Latin
America fell in most years since 1980, at | east cartlv as a
result of forces described abcve. The same occurrsd i n most
major debtor counkrias i N other reqgions -- in No-th Africa
and Southern and Sastern Europe, and 1nthe Far &ast ‘Table
.

GLP GDP pex caoita

1981-86 1987 1988 as 1981-86 1987 1988 a/

Sub-Saharaa
Africa 0.4 -1.4 3.0 -2.6 -4.5 -0.4

Latin America
and Caribbean 1.4 2.7 1.4 -0.7 -0.6 -0.6

Eur ope, Middle
East and North
Africa 3.3 1.6 2.5 1.1 -0.5 0.3

a) Freliminary esti mat es.

Source: The World Bank, Annual Report 1989, page 2S.

1. Stagnation and decli ne have affected the 1 ower income
groups with a particular force. Real wages have fallen
drastically in many countries: in Africa, on the aver age,
they fell by S0 to &0 percent between the mid-=-{970s and lats
1980s. F/Jnemployment and under -2mpl oyment hava Incveased
al most everywhere. Adjustment progr-ammes have not -alowd:

“There was very |limted attantion i1n the first group of
structural adjustmentloans to the social tmplications
of ad Justment.. . ". &/ "As the decade of the 19803

progressed, the impact of stabilization and certain
types of structural adjustnent on the most wvulnerable
and disadvantaged socioezonomit gJroups b2c ame an
i nportant concern”. 7/ . . . "Adiustmert-:nduced gJrowth
13 proving to be a far-off achievement and
trickle-down has not reached the poor adequately.
Ferausa of the weight 0 f  human suffering w2 cannsth
simply s1t hack and wait far growth and ad;ustment =0
oczur . "3/
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Considerable attention is now paid to poverty prabl ems in
adjustment grogrammes; but their effects i nevi tably will b=
limited unless thers2 IS resumption of economic grawti, an
1noirRasse in empl oyirent, and fairness in income
distribution .

Tasks ahead

2e Three key tasks are facing the debtor c_ountri es in the
1990s: resumption Of economi c growth, alleviation of puverty,
and financial stabilization.

13. Resunpti on of econonmic growth i S not possible W thout
an increase in efficient invastment producing tradeables.
Alleviation of poverty calls for recovery Of pub: it
supenditures on social services and welfare, in addition *=a
rising employment and inproved real wages. Fi nanci al

stabilization calls for reconstruction of fiscal systems in

many zountriss, fur reduction of intersst payments on pwli =
debt, and fur reduction of armament spending.

FPaolicy ref orms in devel oping countries

14. In recent years, there have beensignificant changes in
the institutional framework in developing countries. Wil e
the basis i s still fragile, an increasing number =f these

countries arenoving toward pluralistic demacrszy. This shi ft
was noticeable in nost Latin Anerican countries in the:1980s,
and is taking place in a number of African zountri=s now.

15. Since the beginning of the debt crisis, and in some
cases and same sectors even before, the developing countries
have made substantial progress in gconumic reforns in three

critical areas:. %/

ta) Economic (incentive) product pricing is becoming a
rule I n nost d=veloping countries. Masar price
distortions have been removed and prices

1

essentially dezontral 1 e¢ in energy, agrizul tura and
industry. Exceptions sti 11 exist, but the general

5T COPY AVAILABLE
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policy and trend have been in the directionof
incentive pricing.

Priority is8 now giver. to expart development al nost
everywhere, particularly in diverai fied fields,
This has i nvol ved devaluationa in nost cases, and
duty-free imparta of inputs for auport production
and other incentives in many. There ia virtuallv no
davelapi Ny zountry today whara the zritucal
importance for growth afi ncr-eased f arai 3n2uchanga
@arnings has not been ragcognized. Moat caunkrias
have also adopted measures to attract di rect
foreign investment.

(c) Fiscal diacipline ls ncw recognized as being of

[nflation
growth

14, Most
anather my

majar inportance foroarderly economic growth and
avoidance of balance of paymenta crises. In Latin
America, "“the tranaf ormation af attitudes towards
fiscal discipline has been profound. There are
atill |[ively dabates as to how the plirase ‘'fiascasl
discipline’ should be interpreted and there are
still political arqumento about who ohould bear the
burden of fiscal consolidation, but, in sharp
zantragt ka3 the posi t lon a docada agn., the
impartance o f ffocal discioline is now widely
accepted. A though mest cauntries naeed further
consolidation and & few have not vyat started the

pProcess, a great deal has al r eady been
achieved".ll/ The World Bank, reporting an the
developmants in 23 caunteriaa | mplamantl ng
Bank-supported adjustment programmee

("@arly-intensive-adjustment-lending-countrias"),
cal cul ated that their fiacal deficita as a
oroportion of BDF fell from 7.6% in 1981-82 ¢to
4.6% in 1985-88. This group cansista of 7 countrias
in Latin America, 13 in Afrtcza, 4 in Asia and 11in
Europe.}l’/ Fiscal inprovenent has boon widespread
rather thanlimted to one geoqraphic region.

A maior obstacle to -Further curtailment of the
budget deficit ara intaereat payments. In 17 highly
indebted countries, tinterast payments cn external
debt amounted to 4.3% uf GNP 1n 19828, 13/ In
addition, there are inter @st payments on internal
public debt, which are form dabl e in some Cases.

~dobtor countries have not bssn successful n
jor refarm: el imination Of inflation. Especially

/"l
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far this poor, it 1+ a crucirallv impartant to contain i1nf lation,
The latter accelaratsd thraugh 19CG3, part:cularly 1n ESurape
and LatinAnar i s a, 4l though dJevel opmenta i1n 1990 mav e  mora
favorable if the on-going stabilization efforts in several
Mma Jar countr i @s prove succegsful.

T

; r pric n_dayv
.,i\ll}l’"a';-a él:ll Bk . |'Daﬁ|;§
1999, 1904 1987 1988 1789
Devel oorng countries 8.4 Q.6 TS.T 59.3 86.7
Africa 11.9 12.2 12.4 18.9
Agia 8.0 T.6 7.4 11.8 1042
Europe 26.6 7.0 41.2 80. I  Aweod
Mddle East 14.0 11‘8 LI B ) e 0 L I B )
wWegtarnHemisphara i A Hon.2 116, =189 I%80,0
Sources IME Memorandum, 7 May 1990,
17. In part, the | ack of succass in combating rnflation has

been due to the multiplicity of objectives and problems o f
timing and sequencing I N gconemiz adjustmant proqr ammes.
Correction of fiscal deficit has sometime been done through

inzreaaes i n indirect taxed ‘instead of raising and
collecting profit and |and taxes) and thue in product prices.
Remaining fiacal deficits were | argely f inancead b y

resorting to the inflation tax, since foreign finance waa
no longer easily available. Conflicts between stabilization
and ad justmant policies may also arise from daval uatione that
are required to improve the country 'a competitive positron in
the world market. In the short run, however, genaration of
external surpluses t as drained qoode from the domaati .: market
and fuelled inflation bv higher import prices, A1l this
mtigated againgt price stabilizatiion, The latter calla for
an inflow of resources, paraligl with the rastorationo f a
sound fiscal syatan and @it change rate stabilization,
The job of reconstruction of the monetary aystem remains to
be doru v 1 many developing countries, and this ia hardly
posaible without the solution of the debt problem. The same
ialds for the resumption of investment in debtor countries --
a fundamental condition for resumption of economic grawth.

|
|
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astarn it yn _bran n_an LA

19. AN gupansioni n @xtarnal trade and £i1nancral
ralaticngahips AS likely to result from reforms3 i1n Eagtarn
Europe. The i1ni1%:al 1mpact of these raformatary changes on
ths financial pos:itiion of som2 countrigs has been negaktivae,
however’, and a furt-ar werasening may be inevi %abl @ bafore
Ay L Dproyemant Sccur 5. Tasterm Eurocean countimie 3 wi 1! need
3 :izaatlaresource i1~¢flow aver the medium tars. Scae  are
f azy mv3 mny 9f the san2 problems as other mid-1nzome heavily
indebted countr 1 es, however- under more complex zircunstanzes.
UJnemplowmen®t and drastic price 1nAcreases are smergrng a3 kev
rmmediate issues, and they have to Se handled while at the
gama@ trme formulacing and executing anshkitutianal rsf arms
and, in some cases, finding soluticas to an acute debt
arablem.

19. A widely debated probiem 13 t-e advisability of using
debt-acul Lty swaps. It is believed that this technique can be
useful for some Eastern European countr 1@8 too, however
rather as a tool to attract foraign investment then as a debt
reduction instrument. Other debt reduction techn: quas, i f
availabla, shoild be used first because they generally allcw
the a@ebtar country to capture a substantially larger oat-t of

t=a secondary markaet discount than in the zasa of
debt-t3-eguity swaps which leave th e main part of thi s
discount in the hands of the investor. That is why all the
countries havrng already negot ated officially supnorted debt
radustiong suspendad debt-to-equity swap programs till the
conclusion o f the agreement . I, however, such A

comprehensive agreement were not to be reached in ¢oresgwable
future, 1% may be advisable to admit debt-to-eaur ty swaps at
an early stage in suitable cases.

It ntarnmation Jep+ P
Rag-ant v it ion

20, Two changes in rnternattonal debt policy furing tre
l'ast _wenty four nonths have opened a ne~ phase <cf majlor
gotential s1gni f icance. The 1928 Toroanto Summit decisicn
2penad ke door for reduction of principai or intarest on
9i l2terxl of€i1c1 al debt of poor <ountr:i2s, mostly Afrizar,
Tha 1937 adoptiono f th2 Brady olan, which frllowad the
231 1ar Franch and Japanese 1nt %iat: /3ag, agenad the deoar  for
2d_c+tion  Oof  daght3z of niddia=-1nzane cCounbtrias, dwes ko
nnerzi1al  bant s, Both azti1cons have bean 91 e

Iy
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implementation, and the rrsul £3 30 far and current estimatas
have been disappointingi in the case uf the Brady plan, this
was part 1l v due to the 1likelihood that both debtors and
private crediturs continue to be engaged in bargaining un a
batter deal I N transferring risks and lossead to the publ icC
‘wait - and - see attitudes). And both the Toronto and the
Brady initiatives hava left areas not covered, such as debts
to official creditors of mddle-incone countries and debts ta2
commercsial banks 2f low -inczome countries, But the principla
of debt reorganization, 1neluding scaling it down and/cr
raducing khe rake ofi ntarast , nuw have been recognized.

21. “Twel ve Sub-Saharan African countrias have raschaeduled
debts at the Paris Club (official craditors) under Toronto
terns. The short-term cash flow benefit is relatively snell.

The estimated savings o n interest payments for these
countries amounts to US & SO mllion in 1989, or 2 percent of
their total debt service falling due in that year..."13/

=2, “Some progress also has been made in the forgiveness of
bilateral development aseietance | oans. It is eztimatee that
if all the new forgiveness oplans announczad b y individual

creditors are fully implemented, the reduction in th e stock
of Sub-Saharan debt woul d amount to US % $to & billion, or

8% of their outstanding debt in 1989. Againm, the cash flow
relief from these measures is not likely to be large...".1Z/

23, Even though every cent counta, in Africa and el sewhere,
the above reductions i n aggregate interest payments and in
debt outstanding must be considered only a marginal

contribution to Africa's debt problem. Toronto decigsions
apply to a very mall part of aggregate debt service: most of
the latter is owed to orivate banks and international
institutions, and they are not <coverad b y the Turonto
deci si ons.

24, Proposal s have been made to recycle a part of African
debt service to financing intra-African trade and i nvest nent,
t hus pronoting regional integration. This is an important
ob jective, and a speci fic scheme should be el aborated by
African institutions as soon as possible and submitted to
African creditorsa. Such a scheme should be accompanied by an
in -deoth anal ysis of the factors that caused the failure of
previous integration attempts.

e w e e eae o
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Brady plant middle wncome zouniries dabts

29, Ag of 1l April 990, thrse Jdeb tur countries have
reached agresaments wi th credr tar banks under the Brady plan;
Me:i1co, Fhilippines ana Costa Rica. I't i s reportad that
aadikional two -- Venezuela and Marocco = have reachea
agreements wt th banks in principl e. In a parti al

arrangemant, Chi le had borrowed from th e Bratton Woods
inatitutiona for a buv-back from banks of a fraction of its
debe, Thasesl: achual amd potential baneficiaries over one
+aar 2f npl ementaion compare with a n  estimata of 79
benef 1z1arves over three years. made when the plan was
launched, in March 1989. The World Bank 18 now eatimating that
wikth the total of US & 30-39 bi 11 ion avai lable for financing
tive owlan, "total debt and debt service relief would amount to
US§ 4 billion annually” 14/ or under 19% of the debt service
obligations (amortization and interest) of the severel vy
rndeated middlae income countries of US & 66,886 mllion
proja:tad for 1989. {8/ To put these numbers i N persoective,
World Bank otaff addss "A two percentage-point | ncrease in
rnternationai I Nterest ratec would conpletely wpe out the
maximum anount of debt and debt service reduction that can be
achieved under the new strategy, While |eaving the borrcwing
countries wrth the additinnal debt burden of 30 to 35 billion
gollars resulting from | oans in support. of debt and dJdebt
service raduction apwrations”. 1&/ It thus would seam that
the US £ 4 bill ion annual interest savings is a gross rat her
thana net f iguresnetfigure would be only slightiv above ‘JS
£ 2 billian per year, or S%4 of current debt service of
saverely indebted middle income countr 1 es. Either 3 or 6
vi1llion dollars savings per year 13 not a negligitle figure
by any means. But as in Toronto decisions, spread over a
1 arge number of countries, these savings are nmarginal in
relation to the size of the aggregate burden.

26, Several major points have been made recently :oncerning
the experience I n the implementation of the plani

(a) Commercial banks have practically 3s%“oppad new
lending. Credi tors which have decrdeo %2 take a
| o0ss on their outstanding | oans ara unwilling to

increase their lwuans. 17/ However, banks have
stupoed voluntary lending to moc' of these
countries already beforethe inplenmentation of the
Brady pl an.

(b) Countri1es whose debts are owed nmostly to
internatiornal 1nstitutions and Dbilateral publ i ¢
credr tore cannot benefi t f rum the wolan, and these
debts are substantial in .a number of cases. 18/

(=) International inatitutimns have finarced debt
reduction wnich 18 not- deep enough, Fenca too manv
publ 1c resour<as have been absarbed in too 3mall

impro /ement o¢ credi tworthi neas, 19/

BESTC
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(d) Much greater enphasis ehould be placed on reduction

(@)

(£)

of debt service paynents in the near future rather
than on long-term debt reductiony “the need is For
net reduction in net transfer today”. g/

"The resources provided under the Brady plan are
insufficient to support on a adequata scal e debt
relief arrived at thraowyh voluntary negotiations in

A/45/531
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whicn creditors can chooaa whether t o Farticipacs

or not, , . “But * more resources to suppert debt
rel 1ef ma, make the banks nore optim stic about the
prospect-9 wf the debtor countri e and so nore
inclimed to cling to ¢their claine instead of

concedi ng debt relief. At the very least, nore
banks are likely to try freeriding...” g&gl/ "Nene
of the rdabt initiatives « IMF-designed

stabilization plans, Baker plan, Brady plani have
worked “because’ publ ic resources have never been
guft+tlcient and making them | arger, in the context
where “h@ banks could choose whether to Join in,
would be rather 1 ike a dog chasing 1its own
tail". 22/

"The program appears unlikely to produce definitive
debt settlements in most cas@s8 and may in fack
create a new saet of uncertainties about future debt
managam:nt and official private burdensharing”. z2I/
This statement by the Wrld Bank managrsnent appears
to reflect the fear that debt reduction does not go
fat- ennugh, that private sector wil | not lend iIn
the@ future, and that the Bank wi 11 be loft heolding
tho bag.

IV Need for an analytical framewgrk

Two basic flaws have existed in the approacht o the
debt problem since the beginning of the criais:

(a) No detailed estimates appear to have been made, on

a country-by-country basis, of the cnpi ta
requirements for ovarcaming the criais Aand
restoring a satisfactory rate of growh over the
medi um termy or if 3such estimates have been nade,
they do not appear to have been used 1n putling
forward the past internatinnal averal 1 debt
policies.
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{(b) No attempt s=2=2m3z 3 have been made to examine the
prospects for | ong-run debt sarvicing capacity, on
a cauntry=-ogvy-country basts. and determine the
extent of debt rel 1e+ or of cash-f |ow rearrangement
accordingly, There has been gener al talk of “debt
sverhang", withn o clear and argued speacific
analyses of the size and assumptions.
Misaing estimates of ;apa*:al regquiraments ndr-elated jssues
23, Several praomunent anal ysts have arawn attentioin to the
anal ytical empty space:
(a) "The Bank and Fund have not received a mandate to

wor k: out the inplication3 for the debtor countries
of resuming the growth process which North and
South both agree is an indispaensable objective for
growing out of the debt erigig, This in turn means
that the caocital requirements for adjustment with
growth 1m the debtor countries as a whole have not
been studied bv the Bretton Wonds institutions, | et
al one agreed ueon by the international community.
Tha rate of growth of the debtor countries emerges
as aresidual, a by-product of the feasible rate of
borrowing . . . Thi figures for debt raliaf or debt
reduction currently discussed are based more on
some kind of guess as to political feasibility than

on any scientific analysis of the data. 1In the
absence of such an investigation, the debt strategy
will continue to be an rmprovased affair in which

the solutions proposed tend %@ amount to the
minimum @t®@s necessary t o keepthings going
inetead o f being a reaionable approximati on to
growth requirements.. . The capi tal exporter3
obvi ously have the rignst o take their own
positions on the <capital to be orovrdea both
overall and to individual countries. But they
should at laast be in possession of 1ndependently
determined facts and analyzes.'" a4/

“The prospect 18 for South-North net transf @rsto
be maintained al nost 1ndefinitely at a | evel of US
¥ 4%5-3% billion annually wWth an ac:empanving
build-up of debt due to arrears. If thig s :tuation
is to be turned around, which 1t must, creditor
governments (and bank-s) must first adopt target3

fur reduction in negative net tranifers rnd ‘then
compute: l!a! what levels of relief are mecessary to
achi1eve raiucti On 3 of rina targeted magnitudes: (b)

now giuich relief might be shared among Hilarteral,
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multilateral and private creditorsi and (c) what
| evel s of new lending are necessary to accompany
dabt relieft o achi1eve net transfer reduction

targets.

At present the process works i n reverse Wwth
congtrainta o n debt ralief and new nonav
determining levels of net transfer for individual

counkrieg and for the Third World as a whole. As
long a8 the process keeps working in this fashion
there 18 virtually no prospect in saight for a
reversal to a more @ensible situation from the
viewpoint o f debtor countries and gl obal
welfare. "ag/

"“Advising on policies is8 nothing now < for
international fimencial institutions», gince they
have been doing thim for years. Adviaing on debt
relief , however, wWill require some change in their
approach. In the past, thry have tendedt o w o r Kk
within the framework of what external resocurces
they thought m ght be avail abl e rather than in
terms of what were necessary (0 paermit economic
re@form and make it politically palatable.” g&/

“Designing a genuine credible
adjustment-with-growth-and-equity package for a
given LDC cannot be achieved in a routine, stylized
fashion we have become @ ccuatomod to in recent
yeara... What is needed instead is a full-fledged
review of the specific characteristics of each of
the major countries i n quastion and an assessment

of itsa position along the growth path. This
assessment would be foll owed by a deatermination of
the country’s potential for reentering the

international capital market within five to Lun
years, the actiona needed to get there, and the
pref @erred sequence of these actions. In other
words, we need to fashion genuine structural change
packages... together wrth an estimation of the
additional financial resources... needed to
facilitate the adoption of these packages from a
political point of view.” @Z/

29. Difficulties of making capital requirements estimates
shoul d not be under-estimated, and they are wel | known. The
required net resource inflow depends on a vamt bundle of
internal and external factors. It i8 crucially important to
prn-point the underlying assumptions of any projection and
critically discuss whether they are reasonable. As f a r as
wzonamic policies of debtor countries are =oncerned, capital
requirement cal cul ati on nmust be based on the best available
econom ¢ policy set ta contain moral hazard Problens. Al so,

=
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aur knowl edge on the effects of internal adjustement neasures
and e:ternal shocks on capital requirenents is limited. These
limitationa do not nean, however, that financial requirenments
estimates should not be done, asthey are indispensable for
decisian-makingt they nean that care should he taken in
maki ng them

M1331n3 aralyaes af debt garvicing capacity

30, The extent of debt relief 1is now determned b
bargai ning between the banwm as a group and individua
debtors in case of debts to bankay and by the decision of
creditor governnontmin caseof official ?/oans. The mar ket
price of debt serves am oneofthe elenents in determning
the scaling.down debts to banksg but the Wrld Bank notes
that "in actual negotiaticins, the secondary market price.. .
might not be a good predictor of the ternms of <debt
reducti on> transactions because the secondary markets are
re) ativelythin, and demand and supply may be influenced by
agents wth shrewd behaviour on either aide, raising ths
issue of noral hazard. Moreover, it may only be possible to
nogoti ate | arge-scal e transactions by offering a prem um over
the secondary pri ce". 28/ A comment on present practice
suggests "“injection of nuch-needed econom cs into t he
negoti ati ons and use of nuch <analytically derived» estimates
as a starting point for guided bargaining on the extent and
form of debt reduction”. &9/

1. In came of good long run growth prospects, t he cash
fl ow problem over the ahort and medium term may be resolved
through postponamant O f anortization (repaynment of
principal), and partial or total capitalization of interest
and paynent in local currency for a tenporary period. In
cases of poorlong run prospects, 1in addition to sonme of
theme measuraes a reduction in the rate of interest is needsd,
the extent of the reduction depending on growh e:pectations.
What needs to be avoided tsa a "viciously growing debt” --
debt growth continuously faster than product. ZQ/

prial The assunption concerning the future rate of interest
plays a major role in determining the “debt overhang” and
hence the needed debt relief. (lfinterest rates were to fall
anywhere near their historical real level, muchif not all! of
the “overhang” of mddle incoma countries would disappear.)
In thr 3 respect, contingency provisions can be made to allow
for future changes. Capitalized interest can be wrrtten off
in parr i1n case an assumed decline in the internatioinal rate
of 1ntere-at duas not take place. Concerning wne:pectad
development3 in export prices and matural resource discovaery,
a sontingency pravision can allow for changes 1n either
direztion o f theobligations of the debtor.
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IT. Modalities of debt relief would vary from case to «<is@,
takirg into account the practice which has been devalopad
al ready and the numerous proposal -3 which have been made. "A
strength of the Brady plan is precisely its flexibility in
adapting to the various mixes that are necessary". 21/
34. The coverage of debt where either a cash flow
rearrangement or debt relief 1s proposed Will wvarv from case
to casa@. |In principle it would cover all debts. Howaver |, it

woul d not make much sense to apply rel ief or cash flow
raarranyement vis-a-vis creditors which continue to grant new
loans in excess of debt s@rvice. i-his WIS particularly the
casa@ With international institutions.

V Meghanism of implementation

=S, Two possibilitias were considered by the Group of
Exports for the inplenmentation of the anal ytical framework:

(a) Establish a Debt Restruecturing Advisory Committee
to serve as an “inparti al debt mediator“ which
woul d prepare an official estimate of adequate debt
reduction, based on the cal cul ations of the IMF and
the World Bank, t0 serve as a starting point in
creditor-debtor negotiationsy act as an honest
broker in nagotiations baetween the debtors and the
creditors) and use its good offices to persuade the
top leadership of the debtor countrioe to adopt and
sustain ‘“"sensibl @' pol icy measures. Committee
members can be chosan from major creditor
governments,the IMF, World Bank, the regional

development banks and i ndependent davelopmant
experts from devel oping countries. The Committee
can draw on otaf f resQurces o f the member
intornatioinal inotitutiono.

(b) Establish independent t@eams of expertaf o r each
debtor country that want8 them,headed by a prominent
person in finance, ® conomicm or political life, to
work out proposals for restoration of economc
growth, suitabl e debt reorganization, and domestic
measures to support them. These teams woul d draw on
all  sources of information and advice, including
the IMF and the World Bank, but 1t is the teams
whieh woul d be responsible for all cal culations and
proposal s.Za/ It would be up to thedebtor and the
credr tors whether to accept the propcsala. Fast
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successful precadentas for this procedura are the
German and the | ndonesi an debt settlements of 1953
and 1970, respectivelyi both wwre prep ared and
neqgotrated by a well known German banker, Mr.
Hermann Abs. The German settlenent reduced i1ts
oblrgations by some 74%. 23/

N Two prominent persons, Skeptical of the possibilities

of an agreed joint creditor-debtor solution, at least with

respect to middle 1i1ncome countri es, have suqggeeted an

uni l ateral decision of the debtors on the amount of debt
relief, exercisad in a conciliatory manner, and within a
framework of a resoonsible domestic policy perhaps agreed
with the Fund and the Worl d Bank. According to Dr knox, “there
is no international mechaniem to impose a sol ution on both
credi tore and debtors. Unpalatable as this is to t he
creditors, the tine has come to face the fact that the
international debt problem, if it is to be solved at al I,
will be solved by wunilateral action of the debtors.
Unilateral action has the advantage that it aveida the two
problems that have bedevilled every attenpt so far to bring
about sufficient debt relief through the veluntary consent of
the credi tors: the free rider problem and the UnW 11 ingness
of creditor country governments to put up the resources

necessary to ‘buy consent on a sufficient scale". 1. ¥4
Profesgsor Luiz Car los Bresser Fereira, former Finance
Minister o f 3razil,stresses that the Brady pl an, a great
conceptual step farward in recogniting the need for debt
reduction, will not solve the debt problem because the plan
i s underfunded and it is unlikely that more public resources
will be devoted to it, while its gradual, mar ket -control |ed

approach requires much more funds. On the other hand, the
present w despread “undeclared moratoria” 2§/ 4re very
damaging as they introduce much uncertainty in debtor
countries , accelerate their inflationary expec*%ations and
discourage investment. Hence an unilateral OF
‘quasiunilateral’ decision of debtors to reduce debt is
needed, as a part of larger stabilization programs. according
to professor Bresser Pereira. "W say quasiunil at eral
“eci si on because the decision does not need to be fully
unilateral. Negotiations will necessarily take place between
the debtor and the creditor banks. It would be desirable that
the stabilization plan would be undertaken under the
supaervision of IMF, The structural reform should have the
orientation or the participation of the World Bank. But the
diabt reduckion would have a baesically unilateral charactar as
long as the gqovernment of the debtor country w~ould Inform the
z-adi tar banks -- including the banks of the Paris Club 32Z&/
-- that it would only be able to pay the banks tha* agreed to
reduce the debt and t o extemndi t for around thirty
y=ars,"27/
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7. A major change is *aking place in the gl obal fi nanci al
system. In recent years, the major surplus =a4aving econom es
have been Japam and the Federal Republic of Germany, whereas
the | argest absorber of capital has been the United State-a.
The demand for German savings i S now increasing snarply
because of the unif rcation o f Garmany and apeci al
consideration given to Eastern European countriee. The
i nvestment of Japan in East and Southeast Asi an countrias
Wil increase due to improvement in thair investment cli nmate.
Thus the surplus ravings flow available i1l the Federal
Republic of Germany and in Japan for investment elsewhere
Wll tend to decrease. Inaddition, there has been a general
dounward trend in savings in the world economy in recent
years.

38. On the demand side of capital, thereis likely to be an
increase. It s@ema that the United States wi | | continue to
require high | evel s of external capital i n the near future.
While the requirements of the official flows to East European
countries have been estimated at around US $ 2% billion in
the comng three years, t he unknown levels of the
requi rements of the Soviet Union may become an inportant
factor i n the coming period. Private flows to these countries
are likely to be limted in the immediate future.

9. Putting the supply side and the demand side together,
the financial system is entering a peri od when the scarcity
of funds wi | | probably be the predominant feature, thus
pushing upwards the rate@s of i nterest in the near future.
Whi l e financial markets frequently reveal many surprises, it
iS Now more prudent than ever bafore for debt policy makers

and managars to analyse t he issues involved in capital
requirements and debt sServicing capacity o f .individual
debtor countri@s in the comi ng period.

40, In view of the likely ovarcrowdingO f demand in
financi al markets and corresponding difficulties which highly
indebted countries are likely to encounter in mobilizing
external resources in the near future, and the time it wll

take to prepare and agree ona lasting solution to the debt
and resource problems, consideration should he given to an
interim bridging arrangement which would include:

(a) pastponemant of anortization;

(b) payment of interest in three fractions:

ti) 1in foreign exchange at, say, 2% of outstanding
debt -- the historical real rate of interest;
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(vi) in local <currency of the debtor, say, 3ZI-4%,
with protection of value during the period of
inconvertibility. These f unde should be

devoted nostly to export ariented activities.

For that purpose, axport oriented companies
may be ostabliohed as joint ventures o f
damnastiz and foreign capital to be oparated on
a profitable basig. The i nterest payments
through the debtor countries’ enports would be
aventuall vy recetr ved by credi tor bank sj

(ii1) the balance of intarest, say 7T-4%4, wll be
capital ized into new loans payable in foreign
anchange.

This schenme would not apply to concomoionar y debts and to
trade credits. Al so exempted would be those credi tore
whose di gbursements exceed & country’'s debt aarvi ce.
Appropriate ad justment would be made in cases of partial
coverage of debt service by disbursements. Z8/

VIl _Aid and trade pgligigs

Aid plicigy
41. Aid fl ows of whatever magnitude cannot be a eubetitute

for sound macroeconomic management and appr opr i ate incentive
systems in the recipient countries. The focus of aid should
thus be on supportingthe implementation of internal policy
reform and the stabilization of fragile institutions. The
following basic guidelines are suggested:

(a) If policy reform and growth efforts are initiated
from within the countries concerned, donors should

be prepared to reward domestic efforts b y
increasing external support. In this way donors
will help to prevent tha* domestic objectives have

to be abandoned due to lacking aid responsa.

() A considerable part of external assistance should

be + geared towards institution bui lding, human
resource development, control of population growth
and other poverty-ralated areas, a0 social
politico-economic constraints, lack: of skills and
institutional wi2aknassas constl tuts major

bottlenects for economic devel opnent 1 n low-income
countries.
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(c) If the ruling elites in the recipient countrioo arm
unwilling to Put their economic house in order and
carry out. the needed soei al reforms, donors ahould
not hesitate to cease support for these governments
or at least reduca their afforts ta supply
amergency relief.

42. Spesial attention should be paid to the recomrendati on8
ot the Farliamantarians for Blebal Action, set oukt in their
Angtardan Appgal of 1 April 1989 for the solutiona of the debt

crisis andrepeated in their AgReal for Human Develooment of
20 April 19901

"E@s@ntial 18 the need for &4 more balanced approach to
conditionality which emphasi tea human devel opment . It is
necessary to appropriately change productive structures,
while alao eamphasizing:
-~ more axpansionary macro-economic policiesj
- concentrating wectoral policy on empl oyment and
income owning areas including r mal | farming and
informal activities

- greater equity am wall am coat effectivanass in
income policioe and social programei

- compensatory programs to protect health and nutrition
of the poor during restructuringj

= closer monitoring of major aspects c f living
standards, so as to respond more quickly t o deprivation;

- ecological responsibi 11 ty}

- democratic control of economic poelicy=-makings and

reduction of mlitary -expenditure.”

4.5, Presently, |l ow-i ncome «and aid-dopondent countries are
particularly concerned that the greater worldwide competition
for foreign rascurcas wi 11 be at their aexpence in the ¢irst

place. So, it i8 crucially important that international
financial institutions etrass their assi stancat o thase
countries, as they have little chance of obtaining
signif icant private capital in the near future. This may be

achieved by focusing the role ot these institutions on
poverty issues to a substantial |y greater dagree than in the
recent past.

& e —
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44, It is urgently required to strengthen the case fur
liberalization of CECD inport3 in order to overconme the
payments problens of debtor countries. Tr ade 13 now
Increasingly considered preferable to aid; ard provision
itself would be of limted effect in tackling “he debt and
development problens of most devel oping countries, wunlaess the
Industrial izedcountries remove %“heir rastrictions aninports

fromthe former -- prucssaed nr not. Consequently, a najor
aspect of any neaningful intermatioinal debt policy should be
to facilitate the exports of developing countries and
enhance their foreign exchange earnings, which w 11 also
foster their development.Their industrialization and
diversification are crucial, and they «call for access tO
mar ket s.

4. As one way to this end, conprehensive |iberalization

schedulaes could be worked out, e.g. by the GATT, which would
clearly pin-point the need for action in individual OECD
menber countries. Enforceability of much prograns will remain
an inportant problem unless the BATT has effective sanct:ions
at it5 disposal. A feasible way out may consist of a
commtment of OECD countrias to conpensat e devel opi ng
countries for ref used liberalization Dby contingent aid
pavmenta. The aid to be allocated unde- this rule would be
determined by the estimated |osses of recipient countries due
to refused |liberalization.

Monitoring

46. The needs of noni toring t he economi ¢ and
soci o-political devel opnments and governnent pelicies, as well
as the negotiating process, can be nmet by organizing
intarnational consultative groups such as that for Indonesia.
The main funct ion of the group is to ensure that government
aconomic policies, as raflected in the annual budget and its
i npl ementati on and in other measures, are sound, so that the
donor countries can estimte the assistancea needs every Yyear
and have the opportunity of raising relevant questions. This
will reduce the wuncertainties due to m sinformation or
mis judgment and increase the likelinoand of quick response to
the country’s needs,

47. The discussions in consultative groups may include even
such sensitive donestic issues as land raform, as tt may be
necessary to improve %the fundamentals of the aconomicC
conditions in the national economy. Othsr topics %“hat are
of ten i1mportant are: ta:: system and tax collection, ban'isg
system and aJdiministrative efficiency.
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48. It has been suggested that the focus of bilataral debt
reducti9n arrangements should be shiftec from the Faris Clup
to cansultat:ve groups. Z%2/ It has been further suggasted
that reprasentatives of other Jevaluping countries may be
invited to participate in the work of the consul tat i1ve
groups. This may bruaden the policy dialogue and gradual 1vy
evolve 1nto regi onal discussions. 49/

42, Theconsul tative grauo forum can also he used to
mopy tar trade pol icies of craedi tor countria@s. This wili
introduce some balance in creditor = debtor relationg and
represent a significant step forward towards a comprehensive
debt pol icv.
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