
With debt ratios still high after years
of adjustments, and with the eco-
nomic prospects for debtor countries
unclear, concern about the prospects
for full, uninterrupted servicing of
developing-country debt has increased.
The growing discount below book
value for debt traded in secondary
markets manifests this concern.

There is a relationship between the
financial and resource-adjustment
aspects of the international-debt
problem. Solving the problem, or
even understanding it, is like catching
a zebra-you have to look for both
black and white stripes. One must
consider the interplay between real
economic adjustment and financial
outcomes. The appropriateness of
debt rescheduling, refinancing, or res-
tructuring depends on the ability and
willingness of debtor countries to
make the necessary resource adjust-
ments, and often the willingness of
debtor countries to make the adjust-
ments is related to availability of refi-
nancing, rescheduling, and
restructuring.
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• Footnotes

1. Throughout this article, we compare
the trade-account adjustments to capital-
account adjustments in debtor countries.
By trade account, we mean exports and
imports of goods and services, except net
interest payments. We shift net interest
payments into the capital accounts along
with the errors and omissions component
of the balance of payments. Typically, net
interest payments are treated as payments
for a service (capital) and are recorded in
the current account along with exports
and imports. We feel that presenting net
interest payments as a capital-account item
enables us to focus more clearly on the
real resource adjustments, reflected in net
exports, that are associated with the
developing-country debt situation. Our
conclusions would not change had we
compared current-account adjustments
and capital-account adjustments, but the
relationships would be harder to illustrate.

2. We consider only debtor-country
adjustments. If the heavily indebted coun-
tries are to run a trade surpl us, the rest of
the world must maintain a trade deficit
with them. This requires corresponding
resource adjustments among the nondeb-
tor countries.

3. The heavily indebted countries are:
Argentina, Bolivia, Brazil, Chile, Colombia,
Cote d'Ivoire, Ecuador, Mexico, Morocco,
Nigeria, Peru, Philippines, Uruguay, Vene-
zuela, and Yugoslavia.

4. Internal policies also played an impor-
tant role in the abiliry of debtor countries
to handle their debt burdens.

5. Unless otherwise noted, all data in this
Economic Commentary are from: Interna-
tional Monetary Fund, World Economic
Outlook (April 1988) Statistical Appendix,
pp.103-89.

6. World Bank, World Development
Report, 1985, (New York: Oxford Univer-
sity Press), p.4.

7. See also: International Monetary Fund,
World Economic Outlook, 1986, pp.78-89.

8. World Bank, World Debt Tables, 1987-
88 Edition, vol. 1, (1988), pp.30-33. The
World Bank includes Costa Rica and
Jamaica among the heavily indebted
countries.
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Debt Repayment and
Economic Adjustment
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Some people believe that zebras are
white with black stripes; others main-
tain that they are black with white
stripes. The truth, of course, is that
zebras are both white and black.

Many observers consider the
developing-country-debt situation
from a similarly one-sided perspec-
tive. Some see it primarily as a finan-
cial problem, focusing on the difficul-
ties associated with obtaining and
servicing foreign loans. Others see it
largely as a problem of real economic
adjustment, focusing on consump-
tion, investment, and trade patterns in
heavily indebted countries.

Like the zebra's stripes, however,
these elements of the debt problem
are both part of the same animal. The
ability of heavily indebted countries
to service their international debts
depends on their ability to generate
and to sustain a commensurate trade
surplus. The extent to which these
countries make the requisite policy
adjustments will determine whether
full and timely servicing of the debt is
feasible or whether additional restruc-
turing is inevitable.

• The Correspondence between
Financial Flows and Trade Flows
External financing is vital to the eco-
nomic growth and prosperity of
developing countries. Such countries
often are rich in labor or in natural
resources, but lack sufficient capital
to develop their full potential. For-
eign loans can supplement domestic
savings in developing countries and
permit the import of needed capital
goods.

Both borrower and lender benefit
from this arrangement. The scarcity of
capital and the potential for more
rapid growth promise high returns on
foreign capital, while faster growth
enables debtors to service loans and
increase their standard of living. The
heavily indebted countries, the focus
of this Economic Commentary, grew
nearly twice as fast as the major
industrial countries during the 1970s.
This potential for rapid growth
attracted foreign capital.

A debt-servicing problem arises when
events disrupt developing countries'
growth potential and leave them with
debt obligations that overwhelm their
economic capacity to service them. In
such circumstances, both resource and
financial adjustments must follow.
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-The international debt situation
involves questions about financial
arrangements and about resource
adjustments. To fully appreciate the
complexity of the problem, one must
consider both sets of questions and
must understand how they interact.

Assume, for example, that a debtor
country must service a debt to the
United States. Because its financial
obligations are in dollars, the debtor
country must acquire dollars. It might
do so initially through the sale of
official international reserves, but
nations generally hold only small
amounts of reserves and, once
depleted, must seek other remedies.
Over the long run, the debtor can
acquire the necessary dollars only by
running an export surplus.

Consequently, a country that must
service loans through a sustained net
capital outflow must adjust its domes-
tic economic policies to generate a
commensurate trade surplus.' The



-FIGURE 1 A CORRESPONDENCE BETWEEN TRADE PATTERNS AND
CAPITAL FLOWS
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NOTE: Trade includes all current account items except net interest
payment; capital includes all capital account items except official
reserve transactions, and also net interest payments plus errors and
omissions.

SOURCE: International Monetary Fund World Economic Outlook,
April 1988.

adjustment process requires changes
in prices and incomes that can
impose severe social and economic
costs.! If the debtor cannot make
these adjustments immediately, a
rescheduling of debt service must fol-
low to buy time for the adjustments;
otherwise, the debtor will default.

• Rapid Change and
Rapid Adjustment
In the early 1980s, the overall finan-
cial position of the heavily indebted
countries rapidly changed from that
of net recipient of capital, the tradi-
tional position of developing coun-
tries, to that of net remitter of capital,
a role typically played by advanced
nations (figure 1).3 Underlying this
shift in capital flows was a sharp
increase in the interest rates and a
pronounced deterioration in world
economic prosperity.'
For the heavily indebted countries,
net interest payments more than
doubled in the short span of two
years from $17 billion in 1979 to $38
billion in 1981, and rose to $46 bil-
lion by 1984.5 In the late 1970s and

in the early 1980s, central banks in
industrial countries began tightening
monetary policies to stem a rapid
acceleration of inflation. Interest rates
rose sharply, and translated quickly
into higher debt-service costs,
because international lending agree-
ments permitted frequent adjust-
ments to market interest rates.

With the economic prospects of the
debtor countries becoming more
uncertain, capital flight aggravated the
adjustment problems of some coun-
tries, especially from 1980 through
1983_ In addition, inflows of private
capital, especially long-term credits,
dried up after 1982, as did miscel-
laneous sources of funds tied to the
financing of exports and of direct for-
eign investments. By 1983, the heavily
indebted countries became net remit-
ters of capital.

The one-to-one correspondence
between financial and trade flows
required debtor nations to generate
and to sustain a trade surplus. As the
debtor countries' net inflow of capital
rapidly shrank from 1980 to 1981,
however, their collective trade deficit
grew larger. The volume of exports,

-FIGURE 2 PRINCIPAL DEBT RATIO FOR HIGHLY INDEBTED
COUNTRIES

which had grown at an average
annual rate of 2_6 percent between
1970 and 1979, slowed in 1980 and
declined in 1981 and 1982_ The
volume of imports did not contract
initially, but began to slow in 1981
and fell sharply in 1982.
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The further deterioration in the
developing countries' trade deficit
reflected the slowdown in worldwide
economic activity that quickly fol-
lowed the rise in interest rates. Eco-
nomic growth in the large industrial-
ized countries, which constitute the
major market for developing-country
exports, was very sluggish in 1980
and 1981, and fell 0.4 percent in
1982. As economic growth in devel-
oping countries slowed, exports and
income growth also slowed. In addi-
tion, commodity prices fell sharply in
1981 and 1982, affecting nearly all
heavily indebted countries, which
typically are exporters of natural
resources and agricultural goods.

SOURCE: International Monetary Fund World Economic Outlooe,
April 1988.

(reduce private consumption) rela-
tive to private investment and to
lower their governments' budget
deficits. Developing countries often
undertook these adjustments as part
of a rescheduling agreement.

Because trade patterns could not
quickly adjust to the changing pat-
terns of financial flows, the heavily
indebted countries used official
foreign-exchange reserves to help
finance part of the net capital out-
flows, and thereby to "buy time" for
adjustment. Many also began to re-
schedule their debts_ According to the
World Bank, an average of three devel-
oping countries per year rescheduled
their debts in the 1970s. Thirteen
countries did so in 1981 and 21 coun-
tries rescheduled in 19826 Through
rescheduling, countries could stretch
out repayments and usually could
secure additional financing from com-
mercial banks and official channels. In
effect, rescheduling and refinancing
could reduce near-term net capital
outflows and could help debtor coun-
tries avoid default.

Despite cutting expenditures and rais-
ing taxes, budget deficits increased,
as governments in debtor countries
took over, or guaranteed most of their
countries' debts. Private consumption
fell sharply in 1983 and has remained
below 1982 levels in most heavily
indebted countries. With large budget
deficits and with further cuts in pri-
vate consumption politically infeasi-
ble, more and more of the adjustment
burden has shifted to investment
spending." Unfortunately, one way to
increase private savings relative to
private investment is to cut invest-
ment. The decline in investment
spending in developing countries
tends to worsen their long-term pros-
pects for economic growth and
development.

As they used reserves and resched-
uled loans, the heavily indebted
countries began to take steps to gen-
erate trade surpluses. This required
them to increase private savings

A deterioration in the terms of trade,
the ratio of a country's export prices
to its import prices, also contributed
to the shift from trade deficit to trade
surplus among the heavily indebted
countries from 1981 to 1983_ The

deterioration in the terms of trade
reflected both a decline in worldwide
demand as well as the development
of policies designed to enhance
exports and to counteract rising trade
barriers.

Although a decline in the terms of
trade could enable a country to carve
out a larger share of world markets, it
is a two-edged sword. As exports
become cheaper, debtor countries
must produce and sell more goods to
payoff a given level of debt service.
Because primary commodities are
likely to be less sensitive than manu-
factured goods to relative price
changes, developing-countries' trade
flows might respond only to relatively
large changes in the terms of trade.
The real resource costs of debt ser-
vice rise, and the debtor country is
worse off relative to the case where it
can service a given amount of debt at
a higher terms of trade.

• Two Steps Forward,
One Step Back
Thanks largely to rescheduling, and
with economic adjustments under-
way, the heavily indebted countries
generated an export surplus sufficient
to match their net transfer of financial
capital without a reserve loss after
1983. Interest payments leveled off,

and capital flight seemed to slow, In
1984, the situation improved further.
The trade surplus continued to grow,
and the heavily indebted countries
added to their reserves.

In 1984 and 1985, with the reschedul-
ing of debt, these countries could
generate a sufficiently large surplus to
achieve and to maintain the net capi-
tal outflow needed for their debt-
service obligations. worldwide eco-
nomic activity continued to accelerate
through ]984, enabling the trade ac-
counts of debtor nations to improve
more as a result from expanding ex-
ports than from contracting imports.
Capital flight also seemed to taper off,
and the terms of trade improved.

The gains made through 1985, unfor-
tunately began to erode in 1986.
Although interest payments and other
capital outflows continued to slow,
the heavily indebted countries could
not generate a trade surplus of equal
magnitude in 1986; they conse-
quently lost reserves. Last year
brought some improvement, but not
when compared to the situation in
1984 and 1985. Debtor-country export
volumes declined sharply in 1985 and
1986, largely reflecting a slower pace
of real economic activity among
industrialized countries. The terms of
trade for debtor countries declined
sharply once again in 1985 and 1986,
increasing the real-resource cost of
servicing their international debt.

• Continuing Uncertainties
After nearly six years of austerity,
rescheduling, and refinancing, the
heavily indebted countries have made
great strides in shifting their trade
accounts from deficit to surplus.
Nevertheless, they have made little
progress toward reducing their debt
burdens, The ratio of total external
debt to exports rose from 202.4 per-
cent in 1981 to 328.9 percent in 1987_
The ratios of debt service to exports
and of interest payments to exports
have improved somewhat since 1981,
but remain high (figure 2)_8
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