
2 A historical perspective

The history of international finance is full of exam-
ples of its productive contribution to economic
development. It has also produced occasional
financial crises and, more frequently, debt-servic-
ing difficulties for a variety of countries. This chap-
ter starts by examining the role of international
capital since the late nineteenth century. The
object is to highlight lessons that help to analyze
the experience of the 1970s and 1980s, rather than
to provide a detailed history. The chapter then
pays closer attention to the postwar period and
particularly to the past two decades.

The pre-1945 period

The years before 1945 an be conveniently divided
into two parts, 1870-1914 and the interwar period,
each of which had its own distinctive features.

From 1870 to 1914

This period was dominated by the London finan-
cial market as a source of capital for other coun-
tries. Europe's industrial revolution produced a
strong demand for food and raw materials, which
could be satisfied only by investment in many
other parts of the world. Expansion of railroads
and other infrastructure was externally financed,
and foreign investors were repaid later from the
resulting export earnings. Some of the countries
where these investments were madesuch as
Argentina, Australia, Canada, and the United
Stateswere able to buy imports of manufactures
from the more industrialized countries in Europe.
Then, as now, this growing economic interdepen-
dence was facilitated by international finance.

What was unique about the years 1870-1914 was
the scale of international finance. Over the period
as a whole, Great Britain invested 5 percent of its
GNP abroad, reaching a peak of 10 percent just
before World War I. Its net receipts of investment
income from abroad were in the range of 5 to 8
percent of GNP, implying that new foreign invest-

12

ment did not keep up fully with inflows of interest
and dividends. As a proportion of British savings,
capital outflows ranged between 25 and 40 per-
cent. France and Germany also invested heavily
abroad, though not as much as Britain. By the late
nineteenth century, French and German gross
capital exports were averaging 2 to 3 percent of
GNP.

The nature of the capital flows varied consider-
ably in 1870-1914. The largest single group
included the market-oriented investments, largely
undertaken by Britain, in the resource-rich coun-
tries of North America, Latin America, and
Oceania. In 1914, these accounted for 70 percent of
Britain's total foreign investments and more than
half of all gross foreign assets. A second group,
accounting for a quarter of all foreign investment,
involved investments in Russia and other Eastern
European countries and in Scandinavia; France
and Germany were the principal investors. A third
group covered the primarily politically motivated
investments in China, Egypt, India, Turkey, and
some African colonies. These three groups
received capital at different times, so new regions
were financially linked with the world economy
only gradually.

For the large debtors in the nineteenth century,
capital inflows had only a small weight in their
economies. For most decades, capital inflows to
the United States were around 1 percent of its
GNP and never exceeded 6 percent of its domestic
investment. For the smaller debtors, however,
capital inflows as a proportion of GNP were higher
than they are for many developing countries
today. Capital inflows to Canada averaged 7.5 per-
cent of its GNP, accounting for between 30 percent
and 50 percent of annual investment from 1870 to
1910. Ratios were similar in Australia and the
Scandinavian countries. The most striking case
was that of Argentina, where capital inflows annu-
ally ranged between 12 and 15 percent of GNP and
financed about 40 percent of its total investment
during the first two decades of the twentieth cen-



tury. By contrast, net capital inflows to all develop-
ing countries averaged 2 to 3 percent of GDP
between 1960 and 1973. Since 1973 they have not
exceeded 6 percent of GDP and have financed
between 12 and 20 percent of gross investment.

Differences do not stop with geography and the
relative volume of external finance. In the years
1870-1914:

Almost all lending came from private sources,
in the form of stock and bond issues.

Lending terms were long: maturities of up to
ninety-nine years were not uncommon.

Nearly two-thirds of foreign capital went to
finance investment in railroads and utilities.

A large proportion of the flows went to then
relatively high-income countries; North America,
Latin America, and Australia received more than
half of the total. The international capital market in
the nineteenth century did not, and was not
designed to, provide poorer countries with access
to capital. For example, even Indiathough
favored in British capital marketsreceived very
little investment. Capital was drawn to invest-
ments that yielded higher returns than were avail-
able in the domestic economy. Thus it operated
selectively, to the advantage of high-income bor-
rowers; although there were some politically moti-
vated investments with marginal economic
returns, they were not significant in terms of the
volume of flows.

These differences compared with the recent past
were also accompanied by some close parallels:
periodic debt-servicing difficulties and an early
version of what is now known as conditionality.
Lenders and borrowers operated against a back-
drop of large cyclical swings in international eco-
nomic activity compounded by rebellions and
wars. Sometimes borrowers failed to make their
payments. They fell into two broad categories.
First, countries such as Argentina and Brazil,
where foreign capital was important in integrating
their economies into an expanding world econ-
omy, experienced cyclical problems related to
abrupt declines in foreign exchange earnings. For-
eign loans were used, along with domestic policy
changes, to alleviate liquidity crises until exports
recovered. In some cases, foreign creditors got
involved in domestic policy issues. In the Brazilian
crisis of the 1890s, for example, the government
pledged all its customs receipts and agreed to a
moratorium on new (internal and external) debt
issues.

The second kind of debt crisis was the result of
stagnant domestic revenues and expanding fiscal

deficits. Countries in this group included Egypt,
Peru, and Turkey in the 1870s, and Greece in the
1890s. Capital inflows could not continually
finance deficits and became increasingly expen-
sive. These countries' export growth slowed con-
siderably before they defaulted. In these cases,
creditors intervened not only at the moment of
default but sometimes much sooner. In the Turkish
crisis, for example, a foreign loan (the first in a
series) was issued in London with the encourage-
ment of the British government. A condition of the
loan was that commissioners should be sent to
oversee the expenditure of the proceeds.

Notwithstanding all these difficulties, the record
up to 1914 shows that investment abroad was prof-
itable for investors in Great Britain and continental
Europe. It earned returns that have been calcu-
lated to be between 1.6 and 3.9 percentage points
higher than returns on domestic investment.
Within that average, although there were a num-
ber of defaults on foreign loans, the most profit-
able investments were in railroads in the United
States. Although they were untypically lucrative,
they helped to foster a general climate in favor of
foreign investment. Another influence working in
the same direction was that loans were used to
purchase British exports, so financial and real
flows went together. When borrowers got into dif-
ficulty, they found that the London capital market
was not an unyielding taskmaster.

The interwar period

Between the two world wars, the pattern of inter-
national investment shifted dramatically. The
United States emerged not merely as a net creditor
country, but as the main source of new capital
flows. In certain respects, it played a role similar to
Britain's earlier one. It financed many long-term
bond issues: of the 1,700 foreign dollar issues
offered in the United States in the 1920s, almost
half had average maturities of twenty years. Some
4 percent had average maturities of forty years,
and 1 percent of more than forty years. At least
forty-three governments borrowed during the
1920s, and none defaulted. During the peak period
of flotations, from 1924 to 1928, the interest rate
differential in favor of new foreign issues was
between 1.7 and 1.9 percentage points. The United
States also financed a large amount of direct
investment, mainly in Canada and Latin America.
Its direct investment rose by almost $4 billion dur-
ing the 1920s, two-thirds of it going to Western
Hemisphere countries.
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However, the 1920s were different from earlier
decades in several vital respects. First, the volume
of government lending and borrowing was far
greater. Borrowings by governments accounted for
nearly half of the foreign dollar issues in the
United States. No less important, World War I had
left a legacy of official debt. The United States was
owed almost all the debts made between the
Allies, totaling more than $16 billion. In addition,
the Allies had heavy reparation claims against Ger-
many.

The second difference was that foreign capital
was no longer part of an integrated pattern of pop-
ulation and trade. By the mid-1920s, commodity
prices were falling. Some countries borrowed to
finance a growing stockpile of unsold commodi-
ties; one example was Brazil in the 1920s, to
finance coffee stocks. In the mid-1920s, there was
an increase of 75 percent in commodity stocks,
financed indirectly by foreign capital.

The third difference with the pre-World War I
period was the trade policy followed by the major
global creditor. British free trade had served to
guarantee debtors a market for their products. The
United States was more protectionist and its exter-
nal trade was a relatively small portion of its GDP.
Following the recession of 1920-21, it raised tariffs
back to where they had been before some liberali-
zation in 1913. If debtors could not generate export
surpluses, they needed capital inflows to service
past debts. The process inevitably produced ever
increasing debt.

The Great Depression of 1929-32 turned a poten-
tial threat into a disaster. Between 1929 and 1932,
output in industrial countries fell 17 percent and
the volume of world trade by more than a quarter.
The international monetary system disintegrated.
There was no lender of last resort to provide
liquidity, a function that the United Kingdom had
previously undertaken. And the liberal trading
system of the prewar years virtually disappeared.
Most countries raised tariffs and applied quotas
and exchange controls. Lack of finance contributed
to the decline of international trade, and vice
versa.

Several industrial countries defaulted on their
war debts and reparation. Germany, facing declin-
ing production, exports, and prices, first obtained
a one-year moratorium in 1931 and then defaulted
on all its external debts in 1932. Developing coun-
tries were also failing to service their debt. Bolivia
defaulted on its dollar obligations in 1931 and was
soon followed by most other Latin American coun-
tries. By the end of 1933 Argentina was the only
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Latin American country that maintained full serv-
icing on its external debts. Effectively, access by
developing countries to commercial markets
ceased until the 1960s.

Although the deterioration in the general eco-
nomic climate was the proximate cause of defaults
in the interwar period, it was not the only one.
Other contributions came from excessive borrow-
ing, particularly between 1925 and 1929; poor risk
assessment on the part of lenders; panic; and an
abrupt cessation of lending just before a default. In
general, the financial penalties for defaulting were
rather small in the 1930s. Defaulting governments
had established a precedent, and the number of
private defaulters was too large for sanctions to be
enforced. However, the cost in domestic adjust-
ment could be severe. Between 1929 and 1938, the
maximum peak-to-trough declines in output for
major Latin American countries ranged from 7 per-
cent for Brazil to 26 percent for Peru.

Some historical lessons

Three broad lessons emerge from the experience of
international finance between 1870 and 1939.

Finance seeks out profit: in general, the high-
est returns were from investments that directly or
indirectly exploited natural resources. Technologi-
cal innovationsuch as the expansion of railroads
in the nineteenth centurywas also a major
absorber of capital, and international capital in par-
ticular. Repayments were more likely when invest-
ments led to increased exports (as was generally
the case before 1914) than when the ability to
export was constrained by protectionist measures
in capital-exporting countries (as was the case in
the interwar period). Political risk was minimized
by investing in colonies or in countries that were
integrated with capital exporters through trade
and finance.

The volume and composition of finance
changes to reflect shifts in the world economy.
Before World War I, private capital markets were
dominant; in the interwar period, public borrow-
ing and lending assumed a much larger role.
Financial innovation is also influential: for exam-
ple, the nineteenth century saw the establishment
of mutual funds, which separated ownership from
the management of portfolios and spread risk
more widely.

Reschedulings and defaults were the result of
inadequate policy responses by borrowers to
declining terms of trade. Defaults were typically
settled in negotiations with bondholder commit-



tees on terms that seldom preserved more than a
small fraction of the original capital value. Negotia-
tors explicitly assessed the borrowers' ability to
undertake policy reforms; this "capacity to repay"
formed the basis for determining how much debt
should be forgiven. In most cases, existing debt
was consolidated and extended with a significant
reduction in principal and interest due; interest
arrears were often waived entirely. External inter-
vention, including military force, was common

where lending had been determined by political
factors. When countries ran into liquidity difficul-
ties, they were able to borrow more if they revised
their policies and while they waited for their
export earnings to recover.

The post-1945 period

The Bretton Woods Conference (see Box 2.1) in
July 1944 outlined the postwar international eco-
nomic system and led to the creation of the Inter-
national Monetary Fund and the International
Bank for Reconstruction and Development. This
discussion will divide the postwar era into two
periods: 1945-72 and 1973-84.

From 1945 to 1972

After World War II, the United States continued as
the major creditor country, and its dollar became
the main reserve currency. In 1947 it announced
the Economic Recovery Program (or Marshall
Plan), designed for the reconstruction of the war-
ravaged countries of Europe. Between 1948 and
1951, the program provided over $11 billion to
Western Europe, with a further $2.6 billion

Box 2.1 The Bretton Woods conference and its twin institutions

The International Monetary and Financial Conference of
the United and Associated Nations was convened in
Bretton Woods, New Hampshire, on July 1, 1944. By the
time the conference ended on July 22, 1944, based on
substantial preparatory work, it had defined the outlines
of the postwar international economic system. The con-
ference also resulted in the creation of the International
Monetary Fund (IMF) and the International Bank for
Reconstruction and Development (IBRD, or the World
Bank)the Bretton Woods twins.

The World Bank was to assist in reconstruction and
development by facilitating the flow and investment of
capital for productive purposes. The International Mone-
tary Fund was to facilitate the expansion and balanced
growth of international trade and to contribute thereby
to the promotion and maintenance of high levels of
employment and real income. Also discussed at Bretton
Woods were plans for an International Trade Organiza-
tion (ITO). This institution did not materialize, but some
of its proposed functions are performed by the General
Agreement on Tariffs and Trade (GATT), which was
established in 1947.

The discussions at Bretton Woods took place with the
experience of the interwar period as background. In the

1930s every major country sought ways to defend itself
against deflationary pressures from abroadsome by
exchange depreciation, some by introducing flexible
exchange rates or multiple rates, some by direct controls
over imports and other international transactions. The
disastrous consequences of such policieseconomic
depression with very high unemploymentare well
known. The participants in the Bretton Woods confer-
ence were determined to design an international eco-
nomic system where "beggar thy neighbor" policies,
which characterized the international economic commu-
nity when World War II began, did not recur. There was
also a widespread fear that the end of World War II
would be followed by a slump, as had the end of World
War I.

Thus the central elements of the system outlined at
Bretton Woods were the establishment of convertibility
of currencies and of fixed but adjustable exchange rates,
and the encouragement of international flows of capital
for productive purpose. The IMF and the World Bank
were to assist in the attainment of these objectives. The
economic accomplishments of the postwar period are in
part the result of the effectiveness of these institutions.

between 1951 and mid-1953. The aid primarily
took the form of grants of commodities. The coun-
terpart funds were used to finance investment.
This helped Europe to make a dramatic recovery:
the countries participating in the Economic Recov-
ery Program increased their industrial production
by 39 percent between 1948 and 1952.

The ending of Marshall aid did not produce a big
swing in the U.S. balance of payments. On the
contrary, U.S. foreign investment expanded as a
result of incentives to U.S. banks and corporations
to invest abroad, plus a big devaluation of Euro-
pean currencies against the dollar in 1949 and the
large U.S. military presence in Europe. The United
States also increased its loans and grants to devel-

15



oping countries, and private direct investment
increased sharply in Latin America. The overall
U.S. balance of payments moved into deficit in
1950 and stayed there for many years. During the
1950s, this aroused little concern. It was a com-
monly held view that there was a "dollar short-
age" and that such deficits were appropriate for
the leading international creditor.

Europe's balance of payments improved consid-
erably in 1958, boosting its foreign reserves. At the
end of that year, most European governments
declared their currencies convertible (Japan did the
same only in 1964). Capital markets in Europe and
the United States started to integrate, with private
capital flows becoming responsive to movements
in interest rates. In the late 1950s European banks,
notably in London and Switzerland, began to deal
in dollars. This marked the inception of what came
to be known as Eurocurrency markets (described
in Chapter 8, Box 8.3). The decade had begun with
official capital flows contributing to economic
growth and trade expansion; it ended with a grow-
ing volume of private capital flowing between
industrial economies.

The postwar years also saw the progressive
decolonization of the developing countries. The
United States and later other industrial countries
began their formal programs of foreign aid. In the
early 1950s, the World Bank shifted its focus from
reconstruction to development, though it contin-
ued lending to industrial countries, including
Japan, during the 1950s and 1960s. In 1956 the
International Finance Corporation (IFC) was cre-
ated to assist the private sector in developing
countries through loans and equity investments.
In 1960 governments formed the International
Development Association (IDA) to provide a mul-
tilateral source of concessional finance for low-
income countries. These years also saw the estab-
lishment of several regional development banks,
including the Inter-American Development Bank
(1959), the African Development Bank (1964), and
the Asian Development Bank (1966).

For most of the 1960s, the world economy
enjoyed a period of largely untroubled progress.
Industrial economies grew by an average of 5 per-
cent a year, with little year to year variability in
growth rates. World trade grew even faster, at an
average of 8.4 percent a year, helped by the pro-
gressive trade liberalization policies pursued under
the GAY!'. Inflation rates in industrial economies as
a group varied between 2 and 4 percent a year,
though individual countries had bouts of more
rapid price increases. Nominal interest rates
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adjusted for inflation (that is, real interest rates)
were usually in the 2 to 3 percent range.

Developing countries benefited from these inter-
national conditions. As a group, their output
increased by over 5 percent a year. Some develop-
ing countries grew much faster than others, accen-
tuating the differences in average incomes. Cur-
rent account deficits were financed chiefly by
official flows (loans and grants), by private direct
investment, and by trade finance. Official aid grew
by about 3 percent a year in real terms in 1950-65.
Direct foreign investment also increased rapidly, as
multinational corporations sought new supplies of
raw materials in developing countries. Export
credits revived as a source of finance for develop-
ing countriesa mixed blessing, as their relatively
short maturities contributed to debt-servicing
problems for many countries.

Several developing countries ran into debt diffi-
culties in the 1950s and 1960s. Between 1956 and
1970, there were seventeen debt reschedulings
involving seven countries (Argentina, Brazil,
Chile, Ghana, Indonesia, Peru, and Turkey), each
of them more than once. The reasons for their diffi-
culties varied. Argentina, Brazil, Chile, Peru, and
Turkey shared certain problems: large budget defi-
cits; rapid inflation and delayed adjustments of the
exchange rate; deteriorating terms of trade; declin-
ing export earnings; the accumulation of short-
term external debt. Ghana and Indonesia also had
these problemsthough more acutely, because
they launched large, long-term projects that they
financed with short-term credits and executed
inefficiently. In a number of other cases, including
India, debt rescheduling was used to provide
increased capital flows to low-income countries
when concessional flows from industrial econo-
mies were constrained.

Creditors rescheduled their loans through ad
hoc multilateral groups, such as the Paris Club.
The International Monetary Fund was also
involved in providing extra finance to support pol-
icy reforms. In general, creditors did not incur
capital losses; they extended maturities and
received interest on schedule. Borrowers under-
took policy reforms designed to bring their balance
of payments into better equilibrium and to estab-
lish the basis for economic growth.

Although the 1960s saw a rapid expansion of
world output and trade, some international mone-
tary problems started to emerge. The United
States made efforts to control capital outflows.
Many countries experienced difficulty in maintain-
ing their exchange rates, notably Britain in the



mid-1960s and France a few years later. The need
for reform of the international monetary system
was formally recognized as early as 1963.

By the end of the 1960s, the rate of growth of
industrial economies had begun to slow and infla-
tionary pressures to build up (see Chapter 3). Con-
tinued deficits in the U.S. balance of payments
found their counterpart in surpluses in Europe and
Japan. The dollar's exchange rate started to come
under pressure. In August 1971 the United States
temporarily suspended the convertibility of the
dollar into gold. In December 1971 it devalued the
dollar as part of a general realignment of curren-
cies. Further pressures on exchange markets led to
generalized floating of exchange rates in 1973. In
the same year, the first major increase in oil prices
took place. The world had changed.

From 1973 to 1984

With the oil price increases, the financial system
was faced with a major change in world current

account imbalances. The industrial economies
went into deficit in 1974 but reverted to a surplus
in 1975. Oil-importing developing countries had
run current account deficits that averaged slightly
more than 2 percent of their GNP in the 1960s and
were at a low of 0.8 percent of their GNP in 1973.
In 1974 they reached 3.5 percent of GNP and
climbed to 4.0 percent in 1975 (see Table 2.1,
national accounts data). Current account deficits
did not return to historical levels until 1976-78,
when developing countries benefited from recov-
ery in industrial economies and their own policy
reforms.

The years between 1979 and 1983 saw a second
series of major external shocks for developing
countries. Oil prices rose sharply in 1979-80. Real
interest rates increased dramatically in 1980-81
(see Figure 1.4), reaching historically high levels.
There was a prolonged recession in industrial
countries in 1981-83. There was a recovery in 1984.
Industrial countries grew by 4.8 percent in 1984,
and developing countries 4.1 percent. Fastest

Table 2.1 Current account balance as a percentage of GNP in selected country groups and years, 1960-84

1984

-1.3
-0.6
-9.4

-2.7
-1.3
-7.4

-0.7

-1.8

-2.1

Data for 1960 and 1965 do not include net private transfers.
Major exporters of manufactures.
Excluding official transfers.

Source: World Bank data.
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Data source
and country
group 1960' 1965' 1970 1971 1972 1973 1974 1975 1976 1977 1978 1979 1980 1981 1982 1983

Based on national accounts
Low-income

countries -1.6 -1.8 -1.1 -1.6 -1.0 -0.9 -1.7 -2.1 -0.9 -0.7 -1.2 -1.4 -2.2 -1.4 -0.9 -1.0
Asia -1.4 -1.6 -0.9 -1.0 -0.5 -0.6 -1.1 -1.2 -0.1 0.4 -0.1 -0.6 -1.4 -0.5 0.2 -0.2
Africa -3.3 -4.1 -3.4 -7.3 -5.6 -4.4 -7.8 -10.2 -7.3 -7.6 -8.3 -7.7 -9.8 -10.5 -12.0 -10.0

Middle-income
oil
importers -2.9 -2.0 -3.2 -3.6 -1.2 -0.8 -4.8 -5.3 -2.9 -2.3 -2.2 -3.2 -4.1 -5.2 -4.7 -4.4

Exportersb -2.7 -2.0 -3.2 -3.5 -0.9 -0.9 -5.7 -5.5 -2.8 -1.6 -1.7 -3.1 -3.6 -4.2 -4.0 -3.1
Other -3.5 -2.0 -3.0 -4.0 -2.2 -0.2 -1.8 -4.5 -3.4 -4.5 -3.9 -3.7 -5.9 -8.3 -7.3 -8.6

Middle-income
oil
exporters -1.6 -2.4 -3.0 -3.0 -2.4 -1.1 3.3 -3.4 -2.4 -3.6 -5.1 -0.2 0.8 -3.8 -4.4 -2.1

All developing
countries -2.2 -2.0

Oil-importing
developing
countries -2.3 -1.9

-2.3

-2.2

-2.7

-2.7

-1.4

-1.1

-0.9

-0.8

-1.9

-3.5

-3.9

-4.0

-2.2

-2.2

-2.2

-1.7

-2.6

-1.8

-2.0

-2.6

-2.3

-3.4

-3.9

-3.9

-3.7

-3.4

-2.8

-3.1
High-income oil

exporters 9.7 20.9 15.7 26.2 22.5 21.2 51.5 40.2 35.0 26.3 15.5 21.2 31.4 32.2 20.1 -4.7
Industrial

countries 1.0 0.9 0.8 1.0 0.9 0.7 -0.2 0.6 0.1 0.1 0.7 .0 -0.5 .0 .0 0.3
Based on balance of payments
All developing

countries -2.6 -3.0 -1.7 -1.3 -2.3 -4.2 -2.8 -2.6 -3.3 -2.9 -3.3 -4.9 -4.8 -2.8
Oil-importing

developing
countries -2.5 -3.0 -1.5 -1.1 -3.9 -4.3 -2.6 -2.1 -2.5 -3.4 -4.6 -5.1 -4.2 -3.1

-0.4

-1.8

-2.1



Table 2.2 Current account balance and its financing in selected years, 1970-84

growing were the East and South Asian countries,
in contrast to sub-Saharan Africa where output
continued to decline in 1984. For oil-importing
developing countries as a group, current account
deficits reached a peak of $78 billion in 1981-more
than 5 percent of their GNP, compared with $33
billion and 4.3 percent of GNP in 1975 (see Table
2.1, balance of payments data). The deficits of all
developing countries were $105 billion or 4.9 per-
cent of their GNP in 1981 (Table 2.2).

The finance for these large deficits was obtained
without particular difficulty until 1982, when Mexi-
co's debt-servicing problems caused an abrupt
slowdown in bank lending. Developing countries
then had to reduce their current account deficits
and did so most commonly by cutting imports. In
1984, however, exports from developing countries
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grew by 8.9 percent, and many countries produced
trade surpluses. Current account deficits as a pro-
portion of GNP have declined continuously since
1981. In 1984, the current account deficit of all
developing countries was 1.8 percent of their GDP.
But the interest payments of all developing coun-
tries in 1984 totaled $58 billion, exceeding their
combined current account deficits of $36 billion
(Table 2.2).

The changing nature of capital

Two major shifts in international capital have
occurred in the past two decades: from equity to
debt and from official to private finance (see Figure
2.1). The more advanced developing countries
obviously obtained the bulk of commercial capital.

(millions of dollars)

Country group and item 1970 1973 1980 1981 1982 1983 1984b

Low-income Asia
Net exports of goods and nonfactor services -1,358 -879 -15,755 -11,498 -6,831 -7,246 -8,688
Net factor income -390 -427 78 -212 -983 -522 -604

Interest payments on medium- and
long-term loans 286 375 1,363 1,560 1,515 1,598 1,833

Current account balance -1,551 -972 -9,685 -6,166 -1,363 -1,001 -3,083
Financing

Official transfers 370 569 1,952 2,084 1,885 2,011 1,953
Medium- and long-term loans 987 1,145 4,878 3,227 3,957 4,199 6,541
Official 971 1,189 3,410 3,452 3,883 3,542 4,222
Private 16 -44 1,468 -225 74 657 2,319

Net direct investment 29 -16 159 422 488 546 643
Changesinreserves -28 1 1,152 882 -4,127 -4,224 -3,184

Low-income Africa
Net exports of goods and nonfactor services -381 -607 -5,385 -5,901 -4,590 -4,359 -3,78
Net factor income -161 -274 -901 -1,098 -1,004 -1,029 -1,291

Interest payments on medium- and
long-term loans 80 143 698 643 567 662 1,000

Current account balance -679 -998 -5,837 -6,419 -5,432 -4,900 -4,594
Financing

Official transfers 377 649 2,109 1,813 1,515 2,008 1,925
Medium- and long-term loans 277 911 3,349 2,863 2,198 1,910 2,025
Official 247 412 2,366 2,249 1,858 1,922 2,231
Private 30 499 983 614 340 -12 -206

Net direct investment 173 164 236 221 223 211 86
Changes in reserves -38 -381 781 555 945 171 607

Middle-income oil importers
Net exports of goods and nonfactor services -7,064 -6,572 -47,071 -50,500 -35,135 -12,234 9,972
Net factor income -2,728 -4,364 -22,246 -31,510 -38,583 -42,035 -49,049

Interest payments on medium- and
long-term loans 1,565 3,272 19,337 25,055 29,272 26,872 33,841

Current account balance -7,423 -4,508 -53,823 -65,758 -57,894 -39,712 -24,367
Financing

Official transfers 1,085 2,237 5,569 5,829 5,840 5,833 6,273
Medium- and long-term loans 5,337 8,882 33,190 42,027 36,917 24,535 28,272

(continued)



Table 2.2 (continued)

Note: Data are based on a sample of ninety developing countries. Data for the current account balance exclude official transfers.
Estimated.
Projected.

Source: World Bank data.

However, even in low-income countries the share
of private flows (including trade finance)
increased. In low-income Africa, it did so in the
mid-1970s; in low-income Asia, only after 1979.

Official supplies of foreign capital, concessional
and nonconcessional, provided 50 percent of all
the developing countries' inflows in 1970; for the
low-income countries, their share was 78 percent.
By 1983 these figures had fallen to 46 percent and
45 percent, respectively (see Table 2.3). Even in
nominal terms, official development assistance has
fallen since 1980; by contrast it rose sharply after
the first rise in oil prices, by almost 80 percent (or
21 percent a year) between 1973 and 1976. Bilateral
ODA declined in the 1970s as a proportion of total
inflows for every group of developing countries-
and fastest of all for the low-income countries. The

falling share of bilateral aid was partly offset by
more multilateral flows, particularly for low-
income countries. In the 1980s retrenchment of
expenditure programs by developing countries
resulted in a decline in multilateral aid disburse-
ments.

The weight of debt-creating foreign capital
gained particular prominence during the 1970s.
For all developing countries receipts of medium-
and long-term loans averaged 4.4 percent of GNP
over the decade, rising steadily from 3.1 percent in
1970 to 5.7 percent in 1979. These funds financed
between 10 and 21 percent of gross domestic
investment in that period. There were, however,
great variations among country groups. Debt-cre-
ating flows averaged just over 1 percent of GNP
and 4 percent of gross domestic investment in low-
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Country group and item 1970 1973 1980 1981 1982 1983' 1984b

Middle-income oil importers (continued)
Official 1,667 2,939 10,996 11,258 10,732 11,685 12,959
Private 3,670 5,943 22,194 30,769 26,185 12,850 15,314

Net direct investment 1,225 2,976 6,009 7,981 7,244 5,868 5,732
Changes in reserves -1,160 -7,547 488 126 13,547 7,372 -9,092

Middle-income oil exporters
Net exports of goods and nonfactor services -915 1,286 14,628 -10,713 -13,701 7,854 16,666
Net factor income -2,207 -4,313 -16,186 -19,008 -23,982 -22,631 -24,692

Interest payments on medium- and
long-term loans 693 1,296 11,454 13,903 16,660 17,463 21,252

Current account balance -2,930 -2,652 1,501 -27,302 -35,683 -11,052 -3,543
Financing

Official transfers 595 1,213 2,008 2,483 1,919 1,918 1,809
Medium- and long-term loans 1,643 5,396 16,998 23,559 20,503 18,133 13,323
Official 762 1,433 4,800 4,706 5,314 3,660 6,194
Private 881 3,963 12,198 18,853 15,190 14,473 7,129

Net direct investment 890 1,312 4,192 6,369 5,283 3,717 2,922
Changesinreserves -309 -2,884 15,602 4,730 17,542 3,549 -7,339

All developing countries
Net exports of goods and nonfactor services -9,717 -6,772 -53,582 -78,612 -60,256 -15,966 14,168
Net factor income -5,486 -9,378 -39,255 -51,828 -64,553 -66,238 -75,640

Interest payments on medium- and
long-term loans 2,624 5,086 32,851 41,161 48,014 46,596 57,925

Current account balance -12,583 -9,130 -67,844 -105,645 -100,373 -56,665 -35,588
Financing

Official transfers 2,427 4,668 11,638 12,208 11,159 11,768 11,960
Medium- and long-term loans 8,243 16,333 58,414 71,675 63,575 48,778 50,162
Official 3,646 5,972 21,572 21,665 21,786 20,810 25,606
Private 4,596 10,361 36,842 50,011 41,788 27,969 24,556

Net direct investment 2,317 4,426 10,595 14,992 13,237 10,342 9,383
Changes in reserves -1,534 -10,811 -13,180 6,292 27,907 6,868 -19,008



Figure 2.1 Composition of net flows
to developing countries, 1960, 1970, 1980,
and 1983
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income Asia. In low-income Africamuch more
dependent on external capitalthe ratios were 5
and 30 percent, respectively. Among the middle-
income countries, the major exporters of manufac-
tures financed less than 20 percent of investment
with such funds. For other middle-income oil
importers the share was 25 percent, rising to more
than 35 percent in the early 1980s.

The increased lending by commercial banks was
the main reason for the dramatic increase in exter-
nal financing. Accordingly, although private direct
investment continued to increase in nominal
terms, its share in total external finance declined
from 20 percent in 1970 to less than 9 percent in
1983. The increase in commercial bank lending was
accompanied by a large increase in export credits,
which maintained their share of total foreign
financing between 1970 and 1980. In the early
1980s, however, export credits declined sharply.

The growth of borrowing during the past ten to
fifteen years has produced a corresponding rise in
external debt. Between 1970 and 1984, the out-
standing medium- and long-term debt of develop-
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ing countries, as recorded in the World Bank's
Debtor Reporting System (DRS), increased from
$68 billion to $686 billion, an average increase of
16.7 percent a year. The 1984 figure includes an
estimated $25 billion of short-term liabilities con-
solidated into long-term debt through reschedul-
ings. Including countries not covered by the DRS,
as well as short-term debt and borrowings from
the International Monetary Fund, the total external
liabilities of all developing countries reached
almost $900 billion in 1984 (see Box 2.2).

Debt service payments increased from $9.3 bil-
lion in 1970 to $100 billion in 1984. Interest pay-
ments, which were about one-third of total debt
service in 1970, had increased to over one-half in
1984. The rise reflects both the increased amount of
debt and also the higher level of interest rates.

The terms that developing countries obtained on
medium- and long-term finance changed signifi-
cantly during the 1970s. The average maturity of
their total public debt shortened from 20.4 years in
1970 to 14.2 years in 1982, because loans from pri-
vate sources (the fastest growing component) car-
ried shorter maturitiesan average of 8.2 years in
1983. The reduction in average grace periods was
less dramatic, from 5.5 years in the 1970s to 3.9
years in 1983. In 1983 the average maturity and
grace periods for new lending were the shortest
ever recorded for developing countries.

Among the important changes in the structure of
developing countries' debt was the increasing use
of floating rate loans and of debt denominated in
dollars.

The share of floating rate debt in total out-
standing disbursed public debt rose from 16 per-
cent in 1974 to 43 percent in 1983. The increase was
concentrated among the middle-income countries,
particularly in Latin America, which borrowed
heavily from private sources. For low-income
countries, the share of variable rate debt did not
increase much (see Table 2.4). Interest rates on
new long-term loans to public borrowers, which
had averaged 7.0 percent in 1974-76, increased to
an average of 10.5 percent in 1980-82 before falling
to just under 10 percent in 1983 (see Figure 2.2).

The share of long-term public and publicly
guaranteed debt denominated in dollars rose from
65 percent in 1974 to 76 percent in 1983 (see Table
2.5). Again, there were regional differences: in
1983 the ratio was almost 90 percent for Latin
America, 68 percent for East Asia, and only 54 per-
cent for sub-Saharan Africa. For many countries,
the rise in the dollar has increased the cost, in
terms of domestic goods, of servicing the debt. The

1960

1970



Table 2.3 Net resource receipts of developing countries from all sources in selected years, 1970-83

a. Excluding bond lending and export credits extended by banks, which are included in private export credits.
Source: OECD 1984.

Table 2.4 Floating interest rate loans as a percentage of public debt in selected years, 1974-83

Note: Data are for public debt outstanding and disbursed.
Source: World Bank data.

desirability of developing countries' diversifying
the currency composition of their borrowings and
debt is discussed in Chapter 5.

Trade and debt indicators

As a group, developing countries expanded their
exports considerably in the 1970s, from about 13
percent of their GDP in 1970 to over 23 percent in
1983. In low-income Africa, however, the share of
exports in GDP fell steeply. Then the world reces-
sion of 1981-82 reduced commodity prices and
slowed the growth in the volume of developing
countries' exports. The volume of oil exports fell,
as did the oil price, hitting the middle-income oil
exporters. The economic recovery since 1983 has
raised the growth of exports, but the terms of trade
of developing countries have deteriorated since
1980 (details of trade are in the Statistical Appen-
dix, Tables A.8 and A.9).

Figure 2.2 Interest rates on new long-term
commitments to public borrowers, 1975-83

Percent
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Note: Data are the weighted average interest rates on new loans
at the time of commitment, For loans on variable interest rates,
interest actually paid will vary with changes in market rates.

Source: World Bank data.
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(billions of dollars)

Type of receipt 1970 1975 1980 1981 1982 1983

Official development assistance 8.1 20.1 37.5 37.3 34.7 33.6
Bilateral 7.0 16.2 29.7 29.4 27.2 26.1
Multilateral 1.1 3.9 7.8 7.9 7.5 7.5

Grants by private voluntary agencies 0.9 1.3 2.3 2.0 2.3 2.2
Nonconcessional flows 10.9 34.3 59.4 70.5 60.4 63.9

Official or officially supported flows 3.9 10.5 24.5 22.2 22.0 19.6
Private export credits 2.1 4.4 11.1 11.3 7.1 5.5
Official export credits 0.6 1.2 2.5 2.0 2.7 2.1
Multilateral flows 0.7 2.5 4.9 5.7 6.6 7.0
Other official and private flows 0.2 0.8 2.2 2.0 2.6 3.0
Other donors 0.3 1.6 3.8 1.2 3.0 2.0

Private flows 7.0 23.8 34.9 48.3 38.4 44.3
Direct investment 3.7 11.4 10.5 17.2 11.9 7.8
Bank lending' 3.0 12.0 23.0 30.0 26.0 36.0
Bond lending 0.3 0.4 1.4 1.1 0.5 0.5

Total 19.9 55.7 99.2 109.8 97.4 99.7

Memo items
Short-term bank lending 26.0 22.0 15.0 -2.0
IMP purchases (net) 0.3 3.2 2.6 6.2 6.4 12.4

Country group 1974 1976 1978 1979 1980 1981 1982 1983

Low-income Asia 0.0 0.0 0.4 0.6 1.8 2.9 3.7 3.9
Low-income Africa 8.5 8.1 6.7 6.8 7.0 9.4 9.1 7.6
Middle-income countries

Oil importers 18.5 26.6 30.3 35.2 36.5 40.2 41.4 43.7
Oil exporters 23.9 30.4 34.9 40.1 41.7 45.2 48.3 54.6

All developing countries 16.2 23.0 27.3 31.8 33.2 36.7 38.7 42.7
Memo item
Major borrowers 18.4 26.8 32.5 39.0 40.5 45.0 46.7 51.2



Box 2.2 External liabilities of developing countries

Both the quantity and quality of information on interna-
tional finance have improved considerably in recent
years. The main sources of information are:

The World Bank's Debtor Reporting System (DRS).
Comprehensive data are collected on debt with a matu-
rity of more than one year, plus annual figures on com-
mitments, disbursements, amortization, and interest
payments. Publication: World Debt Tables (published
annually).

Developing-country governments report public and
publicly guaranteed debt on a loan by loan basis. Figures
on private nonguaranteed debt are incomplete, so they
are supplemented by staff estimates. By convention the
DRS excludes the use of IMF credit, which is treated as a
"monetary movement" rather than a medium-term
loan. For some low-income countries, however, obliga-
tions to the IMF are a large part of their nonconcessional
external debt.

IMF balance of payments statistics. Comprehensive bal-
ance of payments data are compiled according to the
standards of the IMF Balance of Payments Manual and
reported periodically to the IMF. They include interna-
tionally comparable data on private and public sector
grants and all capital flows, including direct investment,
long-term borrowing, short-term borrowing, and reserve
movements. Publication: International Financial Statistics,
Supplement on Balance of Payments (formerly called Balance
of Payments Yearbook; published annually).

Both the DRS and the IMF data are limited by the
ability of developing countries to marshal primary statis-
tics. However, both data sources have become more
comprehensive in recent years, partly as a result of
intensive technical assistance to member countries by
both the IMF and the World Bank.

Information on debtors can usefully be supplemented
by figures on creditors and bank lending. The main
sources are:

OECD annual aid questionnaire and Creditor Reporting

System. Data from the annual aid questionnaire prepared
by the seventeen countries that are members of the
Development Assistance Committee (DAC) show annual
disbursements and repayments of official grants and
loans to each developing country. The Creditor Report-
ing System provides individual reports on all official
long-term loans, plus summary information on export
credits. The OECD estimates financial flows from OPEC
and centrally planned economies, building on DRS data.
It then prepares comprehensive estimates of developing-
country debt. Publications: Development Co-operation and
External Debt of Developing Countries (both published
annually).

The OECD figures on long-term intergovernmental
loans are a valuable cross-check on DRS data. However,
its figures on officially guaranteed export credits contain,
in some instances, future interest due, and it excludes
export credits that are not guaranteed in the creditor
country. A more general drawback is that the OECD's
primary statistics are not global in their coverage,
although DAC countries are the chief source of financial
flows to developing countries.

BIS banking statistics. The Bank for International Set-
tlements compiles figures on lending by banks in fifteen
countries. A quarterly series classifies banks on a resi-
dency basis, and a semiannual series on a nationality
basis (that is, "United States loans" are those made by
mainland U.S. banks plus their offshore branches). The
six-monthly series classifies loans by maturity and thus
provides the main estimates of developing countries'
short-term debt. Unfortunately, the figures are compiled
according to the time remaining to maturity, so they are
not comparable with DRS and OECD data, which docu-
ment loans by their original maturity. Publications: Inter-
national Banking Developments (published quarterly);
Maturity Distribution of International Banking Lending (pub-
lished semiannually).

IMF banking statistics. These collate international

Table 2.5 Shares of key currencies in public long-term debt, 1974-83
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Note: Data are based on the currency of denomination, not the currency of repayment.
a. The share of U.S. dollars includes "multiple currency" lending, predominantly in dollars, at variable interest rates, and accounting for an 8-10
percent share of external debt during 1974-83. The share of U.S. dollars is therefore an upper bound, but the trend is unaltered, with the dollar's
share rising by eleven percentage points in a decade.
Source: World Bank data.

(percent)

Currency 1974 1975 1976 1977 1978 1979 7980 1981 1982 1983

U.S. dollars' 65.1 69.0 70.3 67.8 64.8 66.8 68.1 71.8 73.4 76.3
Deutsche mark 8.8 7.3 7.6 8.2 9.2 8.6 7.3 6.3 6.0 4.8
Japanese yen 3.8 3.8 4.1 5.4 7.2 5.9 6.9 6.2 6.0 6.0
French francs 4.3 4.3 4.1 4.4 4.8 4.9 4.6 3.8 3.6 2.9
Pounds sterling 5.6 4.3 3.3 3.1 2.7 2.5 2.3 1.9 1.6 1.5
Swiss francs 0.8 0.7 0.8 1.1 1.6 1.5 1.3 1.4 1.3 1.0
Canadian

dollars 1.5 1.5 1.5 1.3 1.1 1.1 1.1 1.1 1.0 0.9
Others 10.1 8.9 8.4 8.6 8.7 8.8 8.4 7.6 7.2 6.5
Total 100 100 100 100 100 100 100 100 100 100



Preliminary.
Estimated.
Includes data for 104 developing countries for which standard and complete reporting is made through the World Banks Debtor Reporting System

(DRS).
Debt of original maturity of more than one year.
Reflects the rescheduling of $22 billion of short-term debt to banks into long-term debt during 1983.
Reflects the rescheduling of $25 billion of short-term debt to banks into long-term debt during 1984.
Debt of original maturity of no more than one year. Data are estimated from information on bank claims on developing countries as reported by the

Bank for International Settlements and are amended to take account of information on short-term debt reported by individual developing countries.
Excludes loans from the IMF Trust Fund; they are included in medium- and long-term debt.

Includes data for developing countries that do not report through the DRS and for those that either have reported incomplete data through the
DRS, or report in a form that does not permit publication in the standard tables. Excludes debt of the high-income oil-exporting countries and
includes estimates for developing countries that are not World Bank members but are included in the global analysis underlying the World Development
Report.

The composition of the developing countries'
exports has also changed considerably over the
past two decades. The share of manufactures rose
from about 15 percent of the total in the early 1960s
to nearly 50 percent in the early 1980s, while the
relative importance of all primary products
declined. Although this greater diversity of
exports has reduced the vulnerability of develop-
ing countries to world recession, the increased
share of manufactures has made them more vul-
nerable to protection in the industrial countries
whose main focus is manufactured goods.

Despite this robust export performance, the
rapid growth of borrowing combined with big
increases in interest rates contributed to the deteri-

oration in the main debt indicators (see Table 2.6).
For all developing countries, the ratio of debt ser-
vice to exports for all developing countries rose
from 15 percent in 1970 to 21 percent in 1982, then
declined slightly to 20 percent in 1984; the ratio of
debt to GNP increased from 14 percent in 1970 to
34 percent in 1984 (Box 2.3). The ratio of debt to
exports also increased, from 109 percent (1970) to
135 percent (1984); and the ratio of interest pay-
ments to GNP more than quintupled, from 0.5 per-
cent in 1970 to 2.8 percent in 1984.

There were, however, major differences among
developing countries. With the exception of low-
income Asia, the debt to GNP ratio increased sig-
nificantly for all groups. The rise was sharpest for
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(billions of dollars, unless otherwise noted)

Country group 1980 1981 1982 1983' 1984h

DRS reporting countries' 540 629 699 761' 810'
Medium- and long-term debtd 412 470 525 598' 655'

From official sources 160 174 191 209 225
From private sources 252 296 334 388' 430'

Short-term debts 119 145 155 134e 122'
Use of IMF credith 9 14 19 29 33

Other developing countries' 70 73 76 82 85

Medium- and long-term debtd 59 58 57 60 62

From official sources 17 18 19 20 20

From private sources 42 40 38 40 42

Short-term debts 11 15 16 20 20

Use of IMF credit" 0 0 3 2 3

Total 610 702 775 843 895

Memo item
Growth of total liabilities

(percent) 15.1 10.4 8.8 6.2

banking assets and liabilities. They are comparable to developing-country debt to commercial banks. So far,
those of the BIS, but ultimately come from a wider group the project has eliminated the duplication of figures on
of banking centers. The figures were first published in officially guaranteed export credits extended by banks,
1984, as the first stage of a project to integrate all data on which had appeared in both sets of data. Publication:
the external debt of developing countries. Publication: OECD, Development Co-operation (1984 Review).
International Financial Statistics (published monthly). When all these data sources are brought together, a

Joint OECD/BIS external debt project. A project reasonable estimate of external liabilities of developing
designed to integrate data on (a) officially guaranteed countries emerges (Box table 2.2A).
trade-related bank credits collected by the OECD and (b)

Box table 2.2A External liabilities of developing countries, 1980-84



Table 2.6 Debt indicators for developing countries in selected years, 1970-84

low-income Africa, from 18 percent in 1970 to 55
percent in 1984. Although the absolute size of Afri-
ca's debt is small-$27 billion in 1984-in relation
to income and exports it is the highest among
developing countries.

Reschedulings

Although about a hundred developing countries
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Note: Interest and debt service for 1970-83 are actual (not contractual) service paid during the period. Interest and debt service for 1984 are
projections of contractual obligations due based on commitments received through the end of 1983 and take into account reschedulings through
the end of 1984.
Source: World Bank data.

have avoided debt difficulties so far in the 1980s,
the deterioration in debt indicators was reflected in
a spate of debt reschedulings. The number of for-
mal reschedulings for World Bank members rose
from an average of five a year in 1975-80 to thir-
teen in 1981 and thirty-one (involving twenty-one
countries) in 1983. At least that number of debt
negotiations took place in 1984, but formal agree-
ment was reached on only twenty-one, involving

(ratios in percent; amounts in billions of dollars)

Country group and item 1970 1974 1976 1978 1980 1981 1982 1983 1984

Low-income Asia
Ratio of debt to GNP 7.0 7.2 8.2 7.8 7.8 8.1 8.8 9.0 9.7
Ratio of debt to exports 183.6 128.4 131.6 123.1 96.7 89.5 95.1 98.9 100.0
Debt service ratio 12.4 7.8 7.7 7.2 8.0 9.3 10.9 8.3 8.4
Ratio of interest service to CNP 0.2 0.1 0.2 0.2 0.3 0.3 0.3 0.3 0.3
Total debt outstanding and disbursed 12 18 22 29 38 40 43 46 53
Private debt as percentage of total 6.9 5.4 4.1 5.6 17.3 14.7 13.6 13.9 16.7

Low-income Africa
Ratio of debt to GNP 17.5 23.8 27.7 26.9 39.8 43.4 47.7 52.0 54.5
Ratio of debt to exports 75.2 99.5 135.3 162.3 175.8 216.5 260.6 279.5 278.1
Debt service ratio 6.1 8.6 8.5 9.6 12.5 13.8 15.7 16.5 19.9
Ratio of interest service to GNP 0.5 0.7 0.6 0.7 1.3 1.2 1.1 1.4 2.1
Total debt outstanding and disbursed 3 7 10 15 21 23 25 25 27
Private debt as percentage of total 33.5 39.3 36.6 38.9 29.8 29.3 26.9 22.4 18.4

Major exporters of manufactures
Ratio of debt to GNP 16.2 18.0 20.1 22.1 22.8 24.7 27.9 3.4.4 37.6
Ratio of debt to exports 91.5 76.0 90.9 92.4 77.3 81.7 97.1 105.2 109.1
Debt service ratio 15.1 13.7 14.2 17.7 16.1 17.1 19.3 16.2 16.0
Ratio of interest service to GNP 0.7 1.1 1.1 1.4 2.0 2.5 2.9 2.9 3.6
Total debt outstanding and disbursed 24 57 82 124 167 191 216 242 267
Private debt as percentage of total 73.2 75.5 75.9 76.7 77.0 77.8 78.6 78.5 76.9

Other middle-income oil importers
Ratio of debt to GNP 21.4 20.3 21.1 24.9 29.7 33.4 40.2 47.5 53.0
Ratio of debt to exports 111.0 88.7 98.3 122.7 120.7 136.4 155.4 175.5 183.9
Debt service ratio 13.6 11.4 14.8 20.9 17.2 20.8 22.7 23.1 24.9
Ratio of interest service to GNP 0.8 0.9 1.0 1.3 1.9 2.4 3.1 3.3 3.9
Total debt outstanding and disbursed 12 21 27 43 68 79 89 98 108
Private debt as percentage of total 42.9 42.1 43.8 47.8 51.0 51.6 51.5 49.6 49.3

Middle-income oil exporters
Ratio of debt to GNP 18.4 18.0 22.4 30.1 24.7 24.9 32.0 39.9 43.8
Ratio of debt to exports 115.3 67.2 102.1 136.0 87.4 98.5 123.7 157.8 164.2
Debt service ratio 18.1 11.0 14.5 22.9 17.8 19.8 25.0 26.1 28.1
Ratio of interest service to GNP 0.7 0.9 1.1 1.6 2.1 2.2 3.1 3.3 4.0
Total debt outstanding and disbursed 18 38 63 103 136 155 174 208 232
Private debt as percentage of total 57.2 63.3 66.5 67.7 69.4 71.2 71.8 75.3 75.1

All developing countries
Ratio of debt to GNP 14.1 15.4 18.1 21.0 20.9 22.4 26.3 31.3 33.8
Ratio of debt to exports 108.9 80.0 100.2 113.1 89.8 96.8 115.0 130.8 135.4
Debt service ratio 14.7 11.8 13.6 18.4 16.0 17.6 20.5 19.0 19.7
Ratio of interest service to GNP 0.5 0.8 0.8 1.1 1.6 1.9 2.3 2.3 2.8
Total debt outstanding and disbursed 68 141 204 313 430 488 546 620 686
Private debt as percentage of total 50.9 56.5 59.0 61.5 62.9 64.1 646 65.8 65.0



Box 2.3 How inflation affects loan repayments

The last few years have seen substantial fluctuations in
inflation and interest rates, Inflation and interest rates
influence the debt indicators usually relied on to evaluate
the creditworthiness of borrowers. First, the nominal
value of debt must be deflated by some price indicator to
obtain a realistic assessment of its real value. Second, to
the extent that inflation either outstrips or lags behind
the rise in nominal interest rates, a real transfer of
resources will occur-to the debtor in the former case
and to the creditor in the latter. Finally, the real debt
burden will not be altered by inflation if nominal interest
rates exactly keep pace with inflation. In that case, never-
theless, the loan will be amortized at a faster real rate
than the original terms might indicate.

When inflation goes up and nominal interest rates rise
in line, interest payments include a component to com-
pensate the lender for the erosion in the real value of
loans. Although this does not change the real value of all
repayments, it does speed up the real amortization: the
inflation component of nominal interest rates is added to
the regularly scheduled nominal amortization payments.
Thus, for a given loan maturity, higher inflation rates

Box table 2.3A Inflationary effects on debt service
(percent)

produce larger real debt repayments in the near future
and lower real debt repayments near the end of the loan
repayment schedule. This forward tilt in the real amorti-
zation schedule ("front-loading") is more pronounced
the longer the original maturity of the loan.

Box table 2.3A shows how the different components of
total debt service have moved over time. A variety of
price indexes could be used in these calculations. Here
the developing countries' export prices (merchandise,
fob., excluding fuel) are used. This implies measuring
the value of the debt service in terms of the domestic
goods that need to be exported to service the debt. The
debt service ratio shows very little variation from year to
year, but total amortization payments fluctuate widely as
a result of the inflationary component of interest pay-
ments. The share of debt service in export earnings
declined during the period 1971-73, but the inflation-
adjusted amortization payments reached their highest
level in 1973, Similarly, the debt service ratio increased
during the period 1980-82, but in fact the share of infla-
tion-adjusted amortization payments showed a sharp
decline.

Nste: The decomposition of the debt service ratio into inflation adjusted interest payments and inflation adjusted amortization is based on the
identities

DS = IN + AM
IN = (i - p)D + pD

where DS is debt service; IN is interest payments; AM is amortization; i is the nominal interest rate c
current period (IN) to debt outstanding and disbursed in the previous period (0); p is the annual
deflator excluding fuel. Thus,

DS = (i - p)D + pD + AM

where (i - p)D equals inflation adjusted interest payments, and pD + AM equals inflation adjusted amortization. The various components may not
add up to debt ratio due to rounding.
Source: World Bank data.

alculated as the ratio of interest payments in the
inflation rate based on the merchandise (FOB.)
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Year

Debt
service/exports

Inflation_adjusted amortization/exports Inflation-adjusted
interest

payments/exportsScheduled
amortization

Inflation-
induced =

amortization
Total

amortization

1970 14.7 10.6 3.0 13.6 1.2
1971 15.6 11.2 -4.2 7.0 8.6
1972 15.2 10.9 5.9 16.8 -1.6
1973 14.1 9.9 32.4 42.3 -28.1
1974 11.8 7.9 19.1 27.0 -15.1
1975 13.9 9.0 -8.6 0.4 13.5
1976 13.6 8.9 8.2 17.2 -3.5
1977 14.8 9.7 10.0 19.7 -5.0
1978 18.4 12.3 6.0 18.3 0.1
1979 18.4 11.7 13.5 25.2 -6.8
1980 16.0 9.2 12.5 21.7 -5.6
1981 17.6 9.4 -6.8 2.6 15.0
1982 20.5 10.4 -7.4 3.0 17.5
1983 19.0 9.1 0.5 9.6 9.3
1984 19.7 8.2 -0.4 7.8 11.9



sixteen countries and just over $11 billion by the
end of the year. Although more than $115 billion
was under negotiation in 1984, three countries
Argentina, Mexico, and Venezuelaaccounted for
$93 billion, four-fifths of the total.

Creditors have rescheduled debt on a case by
case basis, mostly through the adaptation of well-
established channels (see Box 2.4). The terms of
reschedulings were generally easier in 1984 than in
1982 and 1983. Maturities and grace periods were
generally longer; spreads over the London inter-
bank offered rate (LIBOR) on rescheduled debt
ranged from one and seven-eighths to two and
one-half percentage points in 1982 and 1983, but
fell to one and one-eighths to two percentage
points in 1984. Rescheduling fees are also known
to have declined.

The approach to reschedulings has varied,
mainly in response to the concerns of the commer-
cial banks. They have wanted assurances of the
soundness of countries' policies. Multilateral insti-
tutionsand particularly the IMFhave been
involved in designing packages that included pol-
icy reforms, debt restructurings, and new money.
Central banks have made important contributions,
either indirectly through the Bank for International
Settlements (BIS) or directly, as in the case of the
Federal Reserve Board. Latin American debtors
have been the main beneficiaries of this approach.
A path-breaking multiyear rescheduling of $49 bil-
lion of Mexico's debt to commercial banks was
agreed to in principle in 1984; this was followed by
a multiyear rescheduling of almost $21 billion of
Venezuela's debt. At the end of 1984 discussions
were in progress on a multiyear rescheduling of
about $50 billion of Brazil's debt. These and other
negotiated agreements have relieved the debt con-
straints on growth of some major borrowers.
Nonetheless, some observers have suggested that
debt difficulties need to be treated more radically
(see Box 2.5).

Aside from a few major borrowers, reschedul-
ings have been on a year by year basis. In varying
degrees they have involved official flows (includ-
ing guaranteed export credits) from bilateral
sources, as well as commercial flows. Official debt
has been rescheduled under the aegis of the Paris
Club, often with parallel exercises for commercial
debt. This approach has ensured broadly equal
treatment of creditors. It is also one that has been
best suited to dealing with liquidity problems and
restoring normal debt servicing in the expectation
that a debtor's exports will recover.

However, year by year rescheduling has certain
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shortcomings. In 1983-84 alone, twenty-five coun-
tries (including Cuba and Poland) have resche-
duledmainly their guaranteed and insured
export credits, which were originally provided by
private lenders. These reschedulings have put
great strains on the resources and solvency of
export credit and insurance agencies in creditor
countries. In addition, a number of African coun-
tries have rescheduled. Their difficulties often arise
from structural weakness compounded by a short-
term lack of liquidity. For them, as well as for the
middle-income countries that depend heavily on
exports of primary commodities, rescheduling has
not produced the benefits that some Latin Ameri-
can countries have obtained. Only in the case of
Sudan did a country's creditors and donors con-
sider its long-term financing needs, in a meeting
organized by the World Bank and the IMF. In a
later meeting, the Paris Club members provided
debt relief over an extended period. But this was
not successful because the size of rescheduling
was not sufficient and the country was not able to
pursue the required policies.

Conclusions

During periods of global economic stability, such
as the 1950s and 1960s, international finance has
contributed significantly to economic growth. In
periods of volatile change, such as the past fifteen
years, it has played a dual role. On the one hand, it
helped countries adjust to external shocks, as hap-
pened during the 1974-75 recession. On the other
hand, it was an additional channel for the trans-
mission of external shocks, as in the 1981-83 reces-
sion.

Within the total flows of capital to developing
countries, shifts from equity to debt financing and
from official to private sources were perhaps to be
expected. As developing economies grow and
their structures change, their relations with the
world economy increasingly resemble those of the
industrial countries. As infrastructure projects
require a smaller share of investment, as industry
expands, as exports shift from primary to manu-
factured products, as the domestic financial sys-
tem matures, so developing countries increase
their ability to exploit opportunities in interna-
tional financial markets.

However, the flow of private external capital to
developing countries did not increase slowly, in
line with their economic progress. It expanded
suddenly in the 1970s and was accompanied by
unprecedented imbalances in international pay-



Box 2.4 The changing nature of debt renegotiations

There are two main institutional arrangements for debt
relief: the Paris Club for debts to or guaranteed by gov-
ernments; and ad hoc consortia of commercial banks
(sometimes called the London Club) for uninsured debts
to financial institutions.

The Paris Club

The Paris Club was born in 1956 when a group of creditor
countries met in Paris to renegotiate Argentine debt
owed to export credit guarantee institutions, which had
reimbursed private creditors following delays in Argenti-
na's debt service to them. Although the club has no writ-
ten rules, it has evolved a standard approach based on
experience and precedent, one objective being equitable
treatment of all creditors.

The scope of the club's debt relief covers service on all
bilateral official loans, including concessional credits and
officially guaranteed export credits. Consolidation peri-
ods are normally for one year, but successive agreements
are common: debt relief has been extended more or less
continuously during the past decade to Liberia, Senegal,
Sudan, Togo, and Zaire. Previously rescheduled debt
has been consolidated when circumstances required.

Debt relief is normally restricted to current maturities.
The proportion typically rescheduled varies from 80 to
100 percent. This consolidated portion is repaid over
eight to ten years, with a grace period of four to five
years. For countries with severe balance of payments
problems, the nonconsolidated portion may be repaid
over the grace period; in such cases, debt relief ap-
proaches 100 percent of eligible maturities. Arrears are
occasionally rescheduled, but they are normally repaid at
a faster rate.

The Paris Club arrangements help restore normal trade
and project finance to debtor countries. When the debtor
countries experience severe international liquidity diff i-
culties resulting in a breakdown in relationships with
their creditors, a Paris Club agreement sets the frame-
work for rescheduling arrears to official creditors and
clears the way for direct or guaranteed new credits. It is
followed by bilateral agreements with each of the partici-
pants in the Paris Club meeting within the agreed frame-
work. After bilateral agreements are concluded (some-
times a lengthy process), each agency concerned restores
export credit cover to the rescheduling countries.
Indeed, debtor countries can approach the Paris Club
even before encountering liquidity problems that would
lead to the cessation of trade finance; ideally, they
should do so. The Paris Club requires that debtor coun-
tries take prompt and effective measures to address their
underlying economic problems; an IMF-supported
adjustment program that will give a country access to the
upper credit tranches is, typically, a prerequisite to a
Paris Club agreement. The Paris Club, while still consid-
ering debt relief mainly in the context of short-term
liquidity problems, has shown flexibility in its response
to the debt-servicing problems of developing countries

that are willing to take steps to address their problems.
The Paris Club has worked best, however, for coun-

tries where temporary liquidity difficulties were due
principally to a bunching of debt service payments. The
Paris Club has been less successful in resolving the diffi-
culties of countries, such as those in sub-Saharan Africa,
where debt service difficulties are related to structural
economic problems. When prospects for restoring nor-
mal debt service are dim for many years, successive
annual reschedulings of payments for a decade often has
served only to postpone the problem. The flexibility that
the Paris Club has demonstrated provides the basis for
expecting that it will adapt its practices to address these
problems as well.

Commercial bank debt

By contrast to the Paris Club, arrangements for renegoti-
ating debt owed to commercial banks have developed
only since the late 1970s (see Box figure 2.4A). Since
much of this debt consists of syndicated loans, as well as
uninsured trade or project finance, and the number of
creditor banks may be in the hundreds, the banks are
represented by an "advisory" committee that negotiates
with the government of the debtor country. An agree-
ment, when reached, must be approved by each creditor
bank. The process has become increasingly streamlined
in the 1970s, with small advisory committees now the
rule and with coordinated actions to seek rapid agree-
ment from all participating banks.

Commercial banks reschedule mainly current maturi-
ties of long-term debts, and occasionally arrears of prin-
cipal as well. They do not reschedule interest; any
arrears of interest must be settled before rescheduling
agreements become effective. Some agreements have
consolidated short-term debts. In many recent resche-
dulings, fresh long-term loans and trade credit facilities
have been extended as part of a debt relief package, in
effect offsetting interest payments. The negotiations
have been flexible; some have arranged year to year
deferments of debt while comprehensive longer-term
agreements were still being discussed. Repayment of
consolidated debt typically ranges from six to nine years,
including two to four years of grace. Interest charges
vary from a margin of one and seven-eighths to two and
one-half points over LIBOR. Debt rescheduling is nor-
mally accompanied by a commission charge of 11/4 to 11/2

percent.
Year to year rescheduling has effectively overcome

immediate debt-servicing difficulties, but it leaves uncer-
tainty over the debtor's future position, which can pre-
vent its returning to normal market financing. In Mexi-
co's case, the commercial banks signed an agreement in
March 1985 to consolidate public sector debt falling due
in 1985-90 and to accept repayment over fourteen years,
with lower spreads for the early years of the repayment
period and no restructuring fees. Recently a multiyear

(continued)
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Box figure 2.4A Multilateral debt renegotiations, 1975-84
(millions ofdollars)

Country 1975 1976 1977 1978 1979 7980 1981 1982 1983 1984

Argentina 970 $23,241
Bolivia $444 $536
Brazil $4,532 $5,350

$3,478
Central African Rep. $55 $13
Chile $216 $3,400

$97Costa Rica
$1,240

Dominican Rep. 497
Ecuador 20O $4,475

$1,835 590
Gabon 105a
Guyana 29 $14 $24
Honduras 148
India 157 $169 .110
Ivory Coast $153

$306
Jamaica $126 $103 $106

$148
Liberia 63O $25 $27 18 $17

71
Madagascar $142 $103 $l95

$120

Malawi $24 830
Key: $ Paris Club renegotiation $59

Mexico Commercial bank renegotiation 1550b $48,725'
R Aid consortia renegotiation $23 625U Agreed in principle

Morocco $1,225 $530
Mozambique $200
Nicaragua $582 $188 $102

Niger i33 $22
28

Nigeria $1,920
Pakistan 263
Peru $478 450 $1,000

$821 $380 $1,415
Philippines $4,904

7 685

Romania $234 47 195i

$1,598 567
Senegal $77 $84 4764 $97
Sierra Leone $27 $41 $25

$88
Sudan $373 $638 $174 8502 $245
Togo $170 !92 47114 55

68 $74
Turkey $2,640 $3,100

U 1,223 $873 $2,600
Uganda $56 $22
Uruguay $815
Venezuela 20,750
Yugoslavia $988 $500b

$1,586 $1,246

Zaire 211 ':236 $1,147 $402 574 471,317
Zambia 47285 $150

$75
Total 373 1,350 373 1,806 6,179 3,723 5,757 2,382 51,089 116,220

Note: Data in italics are estimates, a. Denotes an agreement of a special task force. b. Agreement of a creditor group meeting, not a Pans Club.
c. Includes debt of $23,625 million previously rescheduled in 1983. d. Proposed. Source: World Bank data.



agreement has been reached with Ecuador. A similar
agreement in principle was reached with Venezuela in
late 1984, and an agreement with Brazil is in the
advanced stages of negotiation. These multiyear agree-
ments have been implemented for countries that have
made substantial progress in adjusting their balance of
payments and have credible commitments to future pol-
icy directions.

Year to year reschedulings, whether of official or com-
mercial bank debt, are expensive in the use they make of
the time of senior officials in both developing countries
and creditor institutions. They also tend to focus atten-
tion on financial problems to the detriment of policy
reforms. Multiyear arrangements, on a case by case
basis, in support of policy reforms are a preferred
approach.

Box 2.5 Recent proposals for dealing with debt-servicing difficulties

Numerous solutions have been offered for the debt cri-
sis. The proposals reflect a range of views about the na-
ture of debt-servicing difficulties and appropriate
responses to them. They include ad hoc financing
arrangements; case by case debt reschedulings; interest
capitalization schemes; formal insurance; stabilization
funds; innovative instruments, including equity shares
in public enterprises in borrowing countries as swaps
with outstanding debt; and comprehensive restruc-
turings, including write-downs or external claims. The
objective of these solutions is to permit the resumption
of growth and restoration of creditworthiness of devel-
oping countries and the restoration of "spontaneous"
lending by commercial banks. It is not the purpose here
to discuss the individual proposals. The proposed solu-
tions can best be evaluated by considering four elements
that go to the heart of the relationship between debtors
and creditors.

The distinction between the collective interests of creditors
and their individual interests. If the creditors of debtor
countries cannot be paid full debt service, it is in their
collective interest to defer paymentperhaps even to
forgive part of the paymentrather than provoke a mor-
atorium or repudiation by debtors. Individual creditors,
however, have an incentive to hold out for repayment, in
effect by being bought out by other parties. Any debt
reform scheme must provide an answer to this "free
rider" problem. Some of the proposals advocate a once-
and-for-all restructuring of developing countries' debt
into long-term low-interest loans. Most proposals argue
that debts should be taken over by a new international
agency and raise questions about the availability of addi-
tional official capital for this purpose.

Limits to debt service. Debtor countries have now
shown their ability to run big trade surpluses to service
their debt. For some countries, at their present levels of
development, it may be difficult to keep running trade
surpluses large enough to pay all interest, particularly if
interest rates rise. So a feasible debt reform plan must
not only reschedule all principal, in some cases it may
also have to reduce the current interest burden.

In order to reschedule principal, most proposals sug-
gest that bank loans should be converted into some other
long-term asset, particularly long-term bonds. To reduce
the burden of interest payments, some proposals argue
for relending interest; others suggest an automatic

process of relending interest by capitalizing interest pay-
ments. A few proposals advocate new instruments
such as replacing fixed claims on a country with shares in
the country's foreign exchange earnings, or with equity
in state-run enterprises.

Continuing uncertainty. Any scheme that attempts to
settle the debt problem at a stroke must either reduce the
expected burdens on countries so much that a second
rescue will not be needed or make some allowance for
future contingencies, such as world recession or higher
interest rates. It must also offer inducements for banks to
keep lending in the future.

Several proposals contain measures to deal with uncer-
tainty, ranging from stabilization funds for fluctuations
in oil prices and interest rates to establishing a formal
insurance scheme to avoid another crisis. It is less clear
how these proposals ensure future lending by banks;
which route is taken has important implications for the
distribution of the burdens and for future access to inter-
national capital markets.

Maintaining the solvency of the banking system. Major
banks hold claims on developing countries equal to sev-
eral times their capital. Any scheme that implies a large
write-down of debt must therefore provide for the con-
tinued operation of these banks. Most proposals attempt
to minimize write-downs, so that banks remain solvent.
Others include the use of official capital to buy part of
developing-country debt.

The current approach, which combines restructuring
of debt service payments with adjustment policies by
debtor countries, has an answer for each of these four
issues. Abstracting from important details, it deals with
the free rider problem through ad hoc pressure and sua-
sion on banks; it relies on conventional reschedulings to
reduce the interest burden by relending; it copes with
uncertainty by keeping the banks involved, and there-
fore it preserves the ability to demand additional loans
from existing creditors; and it copes with the solvency
problem by avoiding write-downs. So far this approach
has worked better than many had expected. However,
wider use of multiyear debt restructurings on a case by
case basis as a part of an overall financial package sup-
porting stabilization and adjustment, particularly in sub-
Saharan Africa, will help to alleviate debt-servicing diffi-
culties.
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ments. The potential for using foreign capital to
expand investment was therefore limited by the
immediate need to pay for dearer oil.

Despite the economic shocks of the past dozen
years, some developing countries made enough
progress to qualify for increased access to interna-
tional financial markets under "normal" circum-
stances. Those that managed to avoid a debt crisis
in the early 1980s had for the most part fulfilled the
key prerequisites for commercial borrowing. They
had a prolonged period of growth before entering
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the market, they had expanded their traded goods
sector, and they had diversified exports. Although
they borrowed heavily in the 1970s, they were able
to withstand reasonably well the unprecedented
rise in real interest rates, world recession, and vol-
atile exchange rates in the early 1980s. At the cen-
ter of the historical experience and the outlook for
the future, therefore, are the policies of industrial
countries and developing countries. These are
taken up in the next two chapters.




