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Preface

The affluent, industrialised North normally seems rather
apathetic to the economic difficulties of the developing
South. With enough of problems of their own, politicians,
the press and the public in the North do not bother much
about the problems of the South. No doubt pictures of the
poor faced by starvation do evoke some human cordiality in
the rich, but only to the extent of writing cheques in favour
of some charitable institution to appease their troubled
conscience. At the same time, the rich accuse the ‘low-wage
countries’ of the South of dumping and thus, it is said,
significantly adding to unemployment in the North. In joint
action, employers and employees in industrialised countries
lobby for protectionism and countervailing measures, and
politicians comply with these requests, although it is obvious
that an artificial protection of domestic industries in the
North will further aggravate the misery of the South.

The scenario seemed to have changed in the early eighties
with Brazil, Mexico and some other heavily indebted Third
World countries declaring that they were unable to meet
their foreign debt obligations. The Third World’s economic
difficulties became a major issue of public debate in indus-
trialised countries. However, this was not because of a rising
interest in developing countries’ well-being per se. It was
rather the widespread fear that the debt problems of some of
the Third World’s major borrowers could adversely affect
the economic well-being of the industrialised countries
which caused considerable concern. Developing countries’
defaults, when added to the repayment difficulties already
experienced by Eastern Bloc nations, it was argued, could
severely impede the smooth functioning of world financial
markets. Widespread failures of commercial banks which
were heavily engaged in lending to the Third World could
even result in a collapse of the international financial system.
Frequently, the threat of another worldwide depression,
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Xiv Preface

comparable to the one half a century ago, was conjured up.

Since then the mood of panic has cooled somewhat.
Politicians, banks and international organisations, in joint
effort, have mounted quick rescue operations which have
provided quite a few developing countries with additional
funds. The crisis management has so far succeeded in
preventing the Third World’s repayment difficulties from
substantially affecting the world economy. However, the
underlying problems have been postponed rather than
solved. Major repayment difficulties are expected to recur in
the second half of the eighties, when huge debt repayments,
recently postponed, will fall due.

Moreover, there is still a considerable degree of confusion
regarding the Third World’s debt situation:

1. Notwithstanding a significant improvement in the data
base, information on the external indebtedness remains
far from complete.

2. Many analyses of underlying factors are rather one-
sided. Frequently, debt problems are exclusively attri-
buted to ‘anonymous’ world market developments. The
responsibility of both debtors and creditors remains
inadequately exposed.

3. Possible worldwide repercussions arising from bor-
rowers’ repayment difficulties are still heavily disputed
between rather pessimistic and more optimistic ob-
servers.

4. Considerable disagreement also prevails as to how to
ease the developing countries’ debt burden and how to
prevent international ramifications.

This list already indicates the central topics of this book.
Besides presenting a short global overview on the Third
World’s foreign indebtedness in Chapter 1, the first part of
the book endeavours to identify important differences in the
debt situation of different developing country groups (Ch. 2)
and eighteen major individual borrowing countries (Ch. 3).
This part culminates in an attempt to discriminate between
sound borrowers and problem borrowers in Chapter 4. This
analysis forms the basis for the following investigation.

The second part that focuses on the causes of the recent
debt crises in the Third World comprises of three more
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chapters. The first (Ch. 5) questions the widely held view
that difficulties in servicing foreign debt are the inevitable
consequence of unforeseen external shocks which were
outside the control of both debtors and creditors. This view
is further challenged thereafter. Chapter 6 stresses the
relevance of borrowing countries’ economic policies in
becoming a problem borrower or not. Chapter 7 analyses
the lending attitudes of Western commercial banks, which
nowadays are the most important creditors of the Third
World’s largest debtor nations. The question is posed
whether the banks bear part of the responsibility for the
borrowers’ debt problems.

Turning to possible worldwide consequences of develop-
ing countries’ defaults in the third part, Chapter 8 presents a
comparison of economic conditions prevailing in the twen-
ties and thirties on the one hand and in the early eighties on
the other. In this way we may discover whether the Great
Depression is really the relevant point on which to focus in
view of the present economic tensions. Chapter 9 discusses
in some more detail the probability of bank failures and
possible chain reactions.

The question as to how to tackle the Third World’s debt
problems is dealt with in the subsequent chapters. The
practice of rescheduling, and especially the role of the
International Monetary Fund in it, is critically reviewed
(Ch. 10). Since the success of short-term emergency pro-
grammes critically depends on an improvement in the
international economic environment, Chapter 11 tries to
assess whether there are reasonable prospects that debt-
service obligations will become easier to handle in the near
future. Even those who are rather optimistic about future
developments in world markets will largely agree that debt
problems cannot be solved exclusively by simply postponing
the repayment of foreign loans. The short-term approach
has to be supplemented. That is why the proposals which are
intended to ease the developing countries’ debt situation in
the longer run are evaluated in Chapter 12. Finally, Chapter
13 summarises the main elements of a longer-term solution:
specific reference is made to the question of defining the
lender-of-last-resort function of monetary institutions.
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THE SETTING






1 Developing Countries’
Deteriorating Debt Situation

Twice in the last decade the non-oil developing countries
(NOPECs)! have experienced a sharp rise in their current-
account deficits. Following the oil-price explosion in 1973/
74, the net total of balances on goods, services and private
transfers resulted in a deficit of $46 billion in 1975, more
than four times that of 1973. The NOPECs had just
succeeded in improving their current-account position to
some extent when the second oil-price crisis of 1979/80
occurred. Combined with economic stagnation, intensified
protectionist pressures in the industrialised world and the
NOPECs’ own domestic policy mistakes, this oil-price hike
contributed to a renewed steep rise in deficits, which in 1981
exceeded $100 billion.

It was not only the large financial needs but also some
obvious structural changes in their capital account that
caused concern for the NOPECs’ balance of payments
situation (Table 1). The extent to which current-account
deficits were matched by non-debt-creating capital inflows
diminished significantly. Whereas in the period 1970-73 net
external borrowing could largely be used to fill up inter-
national reserves (as about 60 per cent of the annual average
deficit of $10 billion was financed by official transfers and
direct investment flows), this proved impossible later on. In
the periods following the first oil-price shock, non-debt-
creating inflows barely covered 40 per cent of capital
requirements. Their share further declined to about 27 per
cent at the beginning of the eighties. After 1979, develop-
ment assistance in the form of outright transfers stagnated in
nominal terms; the industrialised donor countries, them-
selves confronted by severe economic difficulties, were
increasingly reluctant to grant non-repayable aid to the
Third World. The record of direct investment flows was
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