
5 Managing foreign finance

The previous chapter showed that sound eco-
nomic policies can raise the expected return from
international borrowing. Furthermore, with adapt-
able policymaking and flexible economic struc-
tures, countries can also reduce the risks involved
in foreign borrowing. This chapter switches the
focus from the policies that determine the level
and effectiveness of capital inflows to the manage-
ment of the inflows themselves. By the manage-
ment of capital flows we refer to the technical and
institutional aspects of organizing the external lia-
bilities and assets of the nation; its purpose is to
pick the best possible combination of risk and
return consistent with the supply conditions in
capital surplus countries.

Effective management of foreign capital is not a
substitute for sound macroeconomic management;
it is an essential part of it. Lending and borrowing
decisions cannot be made independently of macro-
economic policies. Debt managers need a clear
understanding of expected macroeconomic devel-
opments, while policymakers must have a good
grasp of expected new borrowing requirements
and debt service payments. Although these princi-
ples seem obvious, many countries suffer from a
lack of communication between debt managers
(usually in the Ministry of Finance), reserves man-
agers (usually in the central bank), and macroeco-
nomic planners (often in the Ministry of Planning).
Governments have often treated the level of capi-
tal inflows as a residual and have framed their fis-
cal and monetary policies independently of their
effect on the level and structure of debt. A recent
study of twenty countries by the IMF found that
only one-fifth of developing countries were explic-
itly managing their debt systematically. Several
countries are now arranging to bring debt manage-
ment into the mainstream of economic decision-
making.

This chapter discusses two sets of issues. First,
to what extent should governments seek to regu-
late inflows of foreign capital, beyond ensuring
that their economic policies are sound? Second,

what is the appropriate composition of capital
inflows and debt?

Managing the level of capital inflows

In a world where all decisions were made by mar-
ket forces alone, governments would not be
involved in deciding how much their countries
should borrow from abroad. In reality, they are
involvedfor two main reasons. First, in most
countries the public sector itself is the largest bor-
rower. Second, the set of prices facing private com-
panies may be distorted by government policies,
so the private sector may be encouraged to borrow
too much or too little. While private companies can
be expected to try to ensure that their investments
will generate enough domestic currency to repay a
loan, the availability of enough foreign exchange is
the responsibility of the monetary authorities.

How much borrowing?

Each individual loan must be justified on its own
merits. But experience suggests that it is also nec-
essary to pay attention to the aggregate level of
inflows and debt. The sustainable rate of borrow-
ing depends on the rate of growth of a nation's
income and more particularly its exports. As long
as income is growing faster than the rate of interest
over the long run, the country is solvent. To mini-
mize the likelthood of liquidity problems, it is nec-
essary for the rate of growth of exports to exceed
the rate of interestthat will ensure that the pro-
portion of export revenues required to service the
debt will not continually rise (see Box 4.4).

A number of rules of thumb have been sug-
gested for managing the overall level of indebted-
nesssuch as the need to limit the total debt ser-
vice ratio to 20 percentbut caution must be
exercised. No simple rule is adequate in all circum-
stances. A country's ability to sustain any particu-
lar debt ratio depends on a number of factors
including the outlook for the country's exports,
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expectations about future terms of trade and inter-
est rates, and the flexibility of the country to adjust
rapidly if necessary. For example, a country with a
proven ability to take necessary measures when
difficulties arise may be able to sustain a debt ser-
vice ratio of 30 percent, while a less flexible coun-
try may encounter difficulties with a ratio of less
than 20 percent.

A few developing countries have statutory rules
on how much borrowing can be done by the public
sector and by the country as a whole; Korea is one
such example. About a third of all developing
countriesthough the number is fallinghave no
clear borrowing guidelines; in effect, they judge
each investment on its own economic, commercial,
and political merits and on the availability of for-
eign funds. Most countries follow strategies
between these two extremesusually overall
guidelines are announced either in the form of the
absolute value of new commitments in any year or
in terms of some debt or debt service ratio. Often,
target levels of public debt are approved by the
government or by parliament at the beginning of
the year, but on many occasions these targets are
not observed. Usually nonguaranteed debt is not
included in the guidelines.

Formal borrowing rules do not guarantee that
debt-servicing difficulties will be avoided. The
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Box 5.1 Borrowing rules: the case of the Philippines

The government of the Philippines aims to limit foreign
borrowing by stipulating that debt service payments in a
given year may not exceed 20 percent of the foreign
exchange receipts (including capital inflows) of the pre-
ceding year. This rule is part of a framework for debt
management that has operated since the balance of pay-
ments crisis of 1969-70.

Enforcing the 20 percent limit requires comprehensive
figures on debt. The central bank's Management of
External Debt and Investment Accounts Department
(MEDIAD) has a monthly reporting system that requires
all borrowers to report in detail on their debts. MEDIAD
also sets guidelines on the uses and terms of foreign
borrowing. Its other responsibilities include informing
the central bank about demands for foreign loans by the
public and private sectors and ensuring that borrowers
queue up for medium- and long-term loans.

Two other features of the Philippines' debt manage-
ment system are the Consolidated Foreign Borrowing
Program (CFBP) and the Investment Coordination Com-
mittee (ICC). The CFBP borrows large sums from abroad
and then onlends the money to banking institutions to
finance development projects or to refinance existing

Philippines has one of the most systematic
approaches, relying primarily on a statutory ceil-
ing of 20 percent for the public debt service ratio
(see Box 5.1). Although its controls were useful
during much of the 1970s, they did not prevent a
debt service moratorium in 1983. This was partly
because the rules were not comprehensive and
partly because, faced with a steep fall in the terms
of trade, the government adopted fiscal and mone-
tary policies that were inconsistent with a sustain-
able current account balance.

However, some countries have found that bor-
rowing limits can be a useful complement to mac-
roeconomic decisionmaking. Thailand, for exam-
ple, has an official debt committee charged with
ensuring that guidelines are met (see Box 5.2).
Guidelines require that amortization and interest
payments on government and government-guar-
anteed debt should not exceed 9 percent of export
earnings over a five-year rolling period. When this
guideline was exceeded in 1983 and again in 1984,
the debt committee was requested to plan future
borrowing so as to reduce the public debt service
ratio to below 9 percent by 1987, the beginning of
the next Five Year Plan period. This ceiling is sup-
plemented by a rule limiting new commitments of
government and government-guaranteed debt to
20 percent of budget appropriations.

debt. The ICC, which was established in 1978, is respon-
sible for approving projects and setting priorities within
the context of the national development plans.

This institutional framework for debt management
worked well throughout most of the 1970s, but the past
five years have illustrated three weaknesses: (a) inade-
quate monitoring of short-term debt and banking debt;
(b) a failure to integrate debt management fully with
economic management; and (c) too much attention on
the current year at the expense of future years. In addi-
tion, the definition of the 20 percent limit was changed
several times so as to maintain debt service payments
within legal limits. It can even be argued that the statu-
tory ratio gave a false sense of security and so failed to
warn of the crisis in time for preventive actions to be
taken.

Aware of these drawbacks, the government has over
the past two years sought to complement the statutory
debt service ratio with other controls. For example,
short-term debt is being monitored more closely, and an
approval system for short-term borrowing has been
established.



Box 5.2 Integrated debt management: the case of Thailand

The Thai government has traditionally taken a prudent
approach to international borrowing. Thailand's debt
service ratio has been one of the lowest among middle-
income countries. Its guidelines on public external bor-
rowing have been administered by an External Debt
Committee chaired by the minister of finance.

In 1984, in part prompted by debt-servicing difficulties
in the Philippines, the Thai government decided to
upgTade the role of the External Debt Committee and to
bring debt management into the mainstream of macroec-
onomic policymaking. In particular, it decided that pub-
lic external debt should no longer be considered inde-
pendently of private borrowing and public domestic
borrowing. Reflecting this change, the committee's
name was changed to the Committee for National Debt
Policy. It is chaired by the minister of finance and con-
sists of senior representatives from the Bank of Thailand,
the National Economic and Social Development Board,
and the Bureau of the Budget. Its secretariat is based in
the Ministry of Finance. It will benefit from an improved
data management system currently being installed there,

especially if staff training is stepped up.
The committee's responsibilities include vetting all re-

quests for loans (including military loans) from govern-
ment agencies and public enterprises, within the context
of the country's debt service capacity. It is also consider-
ing possible guidelines for foreign borrowing: (a) oper-
ating deficits may not be financed by foreign borrowing;
(b) any subsidies to public enterprises must be made
explicit in the central government budget; and (c) pricing
policies of public enterprises should be analyzed for their
effect on the financial viability of the enterprises and
their ability to service foreign debts. However, a final
determination on guidelines has not yet been made.

The committee is also responsible for monitoring and
reporting disbursement performance under foreign-
financed projects, for managing the composition of
external debt, and for reporting to the Economic Cabinet
every four months. It suggests limits on public borrow-
ing for the year ahead and points out any inconsistency
between government budgetary policy and these limits.

In general, a formal ceiling on borrowing is use-
ful. It encourages discipline and helps to focus offi-
cial attention on central macroeconomic questions.
Official borrowing rules can be particularly helpful
if they cover military expenditures and projects
that, for political reasons, are not always easy to
control. But formal rules also carry dangers. They
can create a sense of security that may not be justi-
fied. They rarely cover all types of borrowing: for
example, short-term debt is usually uncontrolled
and may rise dangerously, as happened in Mexico
in early 1982. Sometimes the overall debt structure
can be biased by partial controls. In Thailand, for
example, the public sector's foreign borrowing has
been subject to clear ceilings but its domestic bor-
rowing has not. As a result, the public sector may
borrow heavily from the domestic market, crowd
out the private sector, and so force it to borrow
abroadoften at higher interest rates and shorter
maturities than the government could have
obtained.

How much control?

The level of control over capital inflows has, on
average, increased in the 1980s. Increased control
has been required mainly because of the inade-
quacy of economic policies. To the extent that gov-
ernments adhere to fiscal and monetary policies
that are consistent with a sustainable balance of

payments position and to the extent that govern-
ments set pricesincluding interest rates and
exchange ratesto reflect opportunity costs, the
need to actively control the level of capital flows is
diminished. However it may still be desirable to
control the structure or composition of borrowing.

The extent to which the central government con-
trols foreign borrowing as a whole varies greatly
from country to country (see Table 5.1). Even its
procedures for approving and monitoring its own
borrowing differ. Generally, the Ministry of
Finance is the official borrower on behalf of the
government. However, if the loan is to support the
exchange rate or to build up reserves, the central
bank may well be the borrower. In a few cases,
other government departments have indepen-
dently borrowed from abroad, usually short term.

In most developing countries, public enterprises
are allowed to borrow on their own account. Usu-
ally they must register their loans with the central
government; in a growing number of countries,
they now need its prior approval. Sudan recently
introduced this requirement, and Costa Rica, Tur-
key, and Zambia have strengthened the screening
process. Mexico introduced a foreign borrowing
law in 1977, requiring all borrowing by public
bodies to be authorized in writingthough some
(notably PEMEX) have occasionally borrowed
without explicit permission. In a few countries, the
central government borrows on behalf of public
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Table 5.1 A taxonomy of external borrowing controls

Public enterprises and All borrowing must be initiated by and undertaken by the central
local governments government.

Borrowing must be authorized by the central government.

No controls unless government guarantee requested.
Local authorities permitted to borrow freely.

Commercial banks Selective restrictions on foreign borrowing.
Freedom to borrow and lend in any currency and to incur exchange

risks.

Private (nonbank) Borrowing must be approved; minimum maturity and maximum
borrowers interest rate stipulated.

Source: World Bank informal survey.

enterprises. For example, following the PER-
TAMINA crisis in the mid-1970s, the Indonesian
government prohibited most public enterprises
from borrowing abroad; public enterprise debt is
now generally indistinguishable from central gov-
ernment debt.

It is common practice for governments to guar-
antee foreign loans made to public enterprises and
even to the private sector (sometimes for a fee, as
in Pakistan). The potential advantages of a guaran-
tee include better borrowing terms and greater
control over the investment programs of public
enterprises. But guarantees place an extra financial
burden, potentially a large one, on the central gov-
ernment. They also transfer part of the responsibil-
ity for project appraisal to the government, further
stretching its scarce administrative capacity. And
by ensuring a dependence on the government, a
guarantee policy may unintentionally stop public
enterprises from becoming more financially
sophisticated and more accountable for their
actions.

In most developing countries, local or regional
authorities are not permitted to borrow abroad
independently of the central government. There
have been a few exceptions, in federal states such
as Nigeria and Yugoslavia. But autonomous bor-
rowing by local government can seriously compli-
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Borrowing must be approved and is often required for capital
goods imports over a certain level.

Borrowing must be registered, but is almost always approved.

No controls or accurate measurement.

Indonesia.

Mexico, Ecuador, Korea,
Portugal, Brazil.

Sudan.
Yugoslavia (pre-1982),

Nigeria (pre-1982).

Brazil, Korea.
Chile, Ecuador,

Argentina (pre-1982).

Turkey, Costa Rica,
Philippines, Brazil,
Korea.

Portugal.

Thailand, Mexico,
Ecuador.

Indonesia.

cate the management of overall public debt. Fol-
lowing recent difficulties, the government of
Yugoslavia has coordinated all the foreign debts of
the regions.

Control over foreign borrowing by the private
sector varies greatly (see Table 5.2). Until recently,
some developing countries sought to encourage
private companies to borrow abroad. In Argentina
and Mexico in 1981 and 1982, governments urged
large corporations to get foreign loans so as to
make room in domestic financial markets for
increased public borrowing. Exchange rate guaran-
tees have also been a fairly common means of
encouraging private borrowing, particularly in
Latin America. Asian governments have generally
not provided formal guarantees, though central
banks have sometimes offered a "swap" facility,
which effectively achieves the same goal.

With the debt-servicing difficulties of the past
few years, governments have tightened their con-
trols on foreign borrowing by the private sector. In
about half of the developing countries, private bor-
rowers need permission from the government. A
few governmentsincluding those in Brazil,
Korea, and the Philippineshave used their
powers actively to control the level and composi-
tion of total debt. Costa Rica and Turkey are two
countries that have recently begun to control pri-

Borrowers Range of controls Country examples

Central government Tight control within overall statutory ceilings. Thailand, Philippines,
Brazil.

Government departments permitted reasonable freedom within Most countries.
loose overall borrowing controls.



vate borrowing more carefully. In Mexico, private
foreign debt was neither controlled nor even regis-
tered until exchange controls were introduced in
1982; now private debtors must register their bor-
rowings and report any changes every six months.

Part of the reason for closer government involve-
ment in private borrowing is that, in a crisis, the
central government may be obliged to take respon-
sibility for private sector debt, even if it had not
initially guaranteed it. This has happened in sev-
eral cases, notably Mexico and the Philippines. In
principle, the government has been required to
ensure the availability of foreign exchange to ser-
vice the debts (transfer risk) while the commercial
risk remained the province of the private compa-
nies. In practice, however, the distinction between
transfer and commercial risk has been blurred.
Mexico's rescheduling agreement has produced
legal disputes between the government and for-
eign banks on this very issue.

Some governments have used indirect measures
to control private foreign borrowing. These
include withholding taxes on interest payments
(for example, Indonesia, Malaysia, and Thailand)
and requirements that borrowers should deposit a
proportion of their loan with the central bank at
zero or low interest rates (for example, Brazil and
Chile). Other governments have set limits on the
interest rates on new private debt, trying to protect
private borrowers who may be inexperienced in

dealing with foreign lenders. This runs the risks of
limiting foreign borrowing opportunities to well-
established local borrowers and discriminating
against smaller innovative companies. Other mea-
sures are designed to influence the maturity struc-
ture of a country's debt, such as the prohibition of
short-term borrowing. Finally, monetary policy
may be used to vary the attractions of foreign bor-
rowing. Many governments have at times raised
domestic interest rates in order to encourage capi-
tal inflows or discourage outflows, and in some
instances interest rates have been lowered in order
to discourage inflows.

Managing market access

Not all financial markets are open to all developing
countries. A country may be able to obtain Euro-
dollar loans but not bond finance or loans in non-
dollar currencies. Some countries may be able to
do swap transactions at low cost; for others, they
may be expensive or impossible. It is important
that debt managers think strategically about how
to increase access to markets at low cost.

Managing market access involves two elements.
First, coordination is required because borrowing
can be much more expensive if several borrowers
from the same country approach the same market
simultaneously. Some governments require public
bodies to queue up, with only one borrower at a

Table 5.2 Instruments affecting private foreign borrowing in selected developing countries

Note: = instruments used at present or in the recent past; 0 = instruments not used at present or in the recent past.
No new guarantees are provided at present.
Not in place at present.
Contracting of supplier credit requires Bank of Thailand approval.
Refers to borrowing by self-managed social sector enterprises.

Source: World Bank data.
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Country
Prior

approval
Minimum
maturity

Deposit
require-

ment

Ceiling on
interest
rate or
spread

Withhold-
ing tax on
interest

payments
abroad

Import
restriction
based on

financing

Exchange
rate

guarantee

Argentina o 0 0 0 0 . .'
Brazil . . . 0 S S
Chile 0 0 0
Costa Rica . 0 0 0 0
Ecuador o 0 0 0 0 . 0
Indonesia o 0 0 0 0 0
Korea 0 0 0 0 S 0
Mexico o 0 0 0 0 0
Morocco 0 0 0 0 0 0
Philippines . 0 0 . 0
Sudan 0 0 0 0 0 0
Thailandc o 0 0 0 0 0
Turkey S 0 0 0 0
Yugoslavia' 0 0 0 0 . S
Zambia 0 0 0 0 0 0



time being allowed to approach the market. The
Korean government includes Korean commercial
banks (the main private borrowers) in this system,
so as to avoid competing for loans. And Portugal is
one example of a country in which the central bank
can refuse to authorize borrowing if the spread
over the London interbank offered rate (LIBOR) or
the U.S. prime rate is above a specified level.

Second, countries must establish a good name
for themselves. Reputation depends partly on eco-
nomic performance and a willingness to change
policies. Indonesia, for example, can borrow at
lower cost than most countries at similar income
levels because, in times of difficulty during the
past decade, its government has consistently
shown a willingness to cut spending, raise reve-
nues, or devalue the currency.

It is also important for lenders to get to know
borrowers. International capital markets are seg-
mented, so a welcome in one does not guarantee a
welcome elsewhere. In the late 1970s, Mexico
could borrow in the syndicated loan market at
spreads as low as Sweden's, but it failed to borrow
from the dollar bond market, because it was not
familiar there. Bond investorsusually individuals
and nonbank financial institutionsmay have per-
ceptions of a country's creditworthiness quite dif-
ferent from those of commercial bankers. Coun-
tries can gradually gain access to markets by
borrowing on a small scale when money is not
urgently needed.

Although this discussion relates primarily to bor-
rowing from commercial markets, it is also neces-
sary for policymakers to make strategic decisions
concerning borrowing from official sources. Coun-
tries can often borrow more nonconcessional offi-
cial money if they want to. But building up a pipe-
line of good projects takes time. Bilateral and
multilateral agencies usually operate within the
framework of rolling three- or five-year lending
programs. It is generally not possible to increase
lending quickly. Debt managers must therefore
focus on foreign exchange needs over the medium
term, as well as for the current year.

Lessons from recent experience

The following conclusions emerge from the experi-
ence of the past few years:

Close control of government borrowing and
careful coordination and monitoring of all borrow-
ing by public enterprises are essential.

Whether it is desirable or necessary to control
private borrowing depends on a government's
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economic policies. Less control is needed the more
that prices, interest, and exchange rates are
aligned with world market levels; if they are not, a
country runs the risks of large capital inflows or
outflows, probably regardless of controls.

Where governments have actively encouraged
private borrowing, the encouragement has almost
always been in the context of policies (such as an
overvalued exchange rate or an excessive govern-
ment deficit) that are unsustainable over the long
run. The resulting borrowings have delayed
needed policy reforms and have contributed to the
magnitude of future debt-servicing difficulties.

Where the costs and risks of foreign borrow-
ing to the nation as a whole exceed those to the
private borrowerswhere a government may have
to take over private debts, for examplethere is a
good case for a modest tax on private foreign bor-
rowing.

Managing the composition of capital inflows

Debt servicing in future years is largely deter-
mined by the composition of external borrowing.
The total volume of borrowing that can be under-
taken from one year to the next is not independent
of the source and terms on which it is undertaken.
Among the issues on which decisions need to be
made are (a) the appropriate balance between debt
and equity capital flows, (b) the relative roles of
official and commercial sources of funds, (c) the
proportion of debt at floating rates and fixed rates,
(d) the appropriate maturity structure of the debt,
and (e) the appropriate currency composition of
borrowing. Of course, these are not totally self-
contained issues, nor may a borrowing country
have adequate options. If the desired composition
of capital inflows is not possible, it may be neces-
sary to cut back on the level.

The appropriate structure of foreign liabilities
differs among countries and varies over time. It
depends on external conditions (such as the out-
look and uncertainty concerning interest rates,
exchange rates, and access to international mar-
kets) and internal conditions (such as the growth
of domestic savings and exports and the capacity
to adjust rapidly in a time of crisis). The more flexi-
ble are policies and the more diversified is an econ-
omy's structure, the more risk the country is able
to bear.

Debt managers have two primary tasks. First,
they must continually assess the extent to which
the structure of existing net liabilities is optimal
within the constraints of the financial instruments



available to the country. Some techniques sug-
gested below for modifying the structure of exist-
ing debtsuch as interest rate and currency
swapsare not available to all developing coun-
tries, but otherssuch as adjusting the currency
composition of the nation's official reserves in light
of the composition of its debtare available to all.
Second, careful management of the composition of
new capital inflows is necessary.

The balance between debt and equity

Equity financedirect foreign investment and
portfolio investmentdeclined in importance dur-
ing the 1970s, largely because of the ready avail-
ability of bank loans carrying low or negative real
interest rates. Nonetheless, equity funds have two
advantages over debt. First, the foreign investor
bears both the commercial and the exchange rate
risk. This lowers the overall risk to the recipient
country, so it can sustain larger capital inflows and
a higher level of investment. Second, direct for-
eign investment is generally accompanied by man-
agement and technology, which often benefits the
recipient country and raises the rate of return on
the project. But equity finance may cost the recipi-
ent more. Although measuring the rate of return
on foreign investment is extremely difficult, most
studies show that, over long periods of time, the
average return required by direct foreign investors
is several percentage points higher than the inter-
est rate on commercial debt.

Direct foreign investment is generally not a sub-
stitute but a complement for borrowed money. It
usually is part of a package in which there is some
equity financing, some commercial bank credit,
and some export credit. But in some cases coun-
tries have a choice between debt and equity. A
particular investment can be made by a domestic
company that borrows from foreign banks, or by a
foreign company bringing in finance, or as a joint
venture. Although political considerations may
suggest that ownership should be retained in
domestic hands, on economic grounds there is a
strong case for increasing the share of foreign
equity in total capital inflows, particularly in the
present climate of high real interest rates. The
scope for enlarging the role of equity finance is
discussed in detail in Chapter 9.

The balance between official and commercial sources

The proportion of developing-country debt
financed from commercial sources has risen rap-

idly over the last decade. In the aggregate, the sup-
ply of official funds to developing countriesboth
concessional and nonconcessionalincreased only
slowly, while there was an explosive increase in
commercial financing. But there may be more flexi-
bility for individual countries than is often
assumed. Obviously a country will generally maxi-
mize its use of any highly concessional funds
before resorting to commercial markets, but for
less concessional official flows and for "mixed"
creditswhere concessional and nonconcessional
loans are linkeda careful strategy is required,
based upon the following considerations.

First, the true costs and benefits of official lend-
ing vary according to the supplier and the terms on
which it is offered. Official finance is usually
accompanied by technical assistance, usually of
longer maturity than commercial loans, and often
at fixed interest rates. But even grants can be
expensive if the donor wants them to finance low-
priority projects. And official lenders may also
misdirect a country's investment pattern if their
loans come through export credit agencies that are
biased toward certain types of capital goods.

Second, there may be a tradeoff between the vol-
ume of ODA and its grant element. Some donors
may be willing to give more ODA than others, but
on less concessional terms. Japan, for example,
provides a volume of ODA that is about average
for OECD countries, but the proportion it gives as
grants and the grant element of its loans are below
the OECD average. The opposite is true of coun-
tries such as Australia, New Zealand, and Norway.
Methods of estimating the grant element of a loan
or of a mixture of grants and loans are described in
Box 5.3.

Managing interest rate risk

As fixed interest rates on medium- and long-term
loans are generally available only from official
bilateral sources, borrowers may have no option
but to obtain floating rate debt. Even multilateral
institutions such as the World Bank have found it
necessary to lend at rates that vary over the life of
the loan (although the variability is generally much
lower than on most commercial loans). This makes
it essential to explore future debt service payments
on various assumptions about interest rates. The
ratio of future interest payments to projected
export earningsthe interest to export ratiois a
particularly useful indicator of vulnerability, since
interest payments generally cannot be resche-
duled. Table 5.3 gives some indication of the vul-
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Box 5.3 Estimating the grant element

The grant element in a loan is defined as the difference
between the original face value of the loan and the dis-
counted present value of debt service, as a percentage of
the original face value. As Box table 5.3A shows, the
grant element is greater the lower the interest rate on the
loan and the longer its maturity or grace period.

Box table 5.3A Grant element of selected loan terms

Interest rate Maturity Grace period Grant element'

Loan terms

a. Assumes immediate disbursement of loan and equal annual repay-
ments.

In theory, the discount rate should be carefully chosen
to reflect the cost of capital. In practice, a 10 percent rate
is usually assumed for all currencies and time periods
the convention used in the grant element tables pub-
lished by the OECD. However, using any single inflexi-
ble rate has obvious drawbacks, as it does not take
account of changes in market interest rates or of big dif-
ferences in rates for different currencies.

A better alternative is to set the discount rate equal to
the rate of interest at which commercial finance with the
same maturity could be borrowed in international mar-
kets at the time and in the particular currency of the loan
in question. In many instances, of course, commercial
funds would not be available for such long maturities, so
a premium should be added to the discount rate to make
allowance for this. The effect of a discount rate that var-
ies according to currency and over time is to lower the
grant element for official loans from countries in which
interest rates are low and to raise it for loans from coun-
tries in which rates are high and during periods of high
international rates in general.

Box 5.4 Three innovative financial instruments and their use by developing countries

Three financial instruments that are increasingly used in
domestic financial markets (notably the mortgage mar-
ket) have not yet been used by developing countries, but
may have certain merits for them.

Flexible maturity loans. Instead of variable interest
rates, loans carry a variable maturity. Debt service pay-
ments are held constant in absolute terms (or, perhaps,
in relation to a borrower's income). When interest rates
rise, the amortization part of debt service declines and
the loan's maturity increases accordingly. With a large
rise in interest rates, negative amortization will occur;
lenders will effectively be providing new money to bor-
rowers. Flexible maturity loans offer advantages to both
borrowers and lenders. Borrowers are certain of their
debt-servicing obligations. Lenders are able to manage
their assets with less worry about debt rescheduling and
possible write-offs. For developing countries, this would
be doubly attractive if debt service payments could be
tied to export receipts, as it would reduce the uncertainty
over volatile commodity prices.

Graduated payment loans. Debt service payments are
initially low and gradually build up. In the early years of
a loan, amortization may even be negative. This instru-
ment could be particularly suitable for project finance,
where earnings and debt-servicing capacity rise as the
project matures. By matching the stream of debt service
obligations with the expected foreign exchange earnings
of a project, debt managers would avoid tying up foreign
reserves for debt servicing.

Shared equity loans. Lenders would accept below-
market interest rates in return for a share in the equity of
projects. For the borrower, the risk involved in a project
is shared with the lender. However, since a project's
earnings depend on what price is charged for its output,
a loan agreement would have to contain some pricing
formula. This would give lenders some influence over
the management of the project (though it would also
raise their administrative costs). Lenders might also
want to stipulate some compensation procedure or
insurance against political risks.

nerabiity of borrowing countries to rising interest
rates. For those developing countries that have
recently rescheduled their debts, the proportion of
debt at floating rates (34 percent at the end of 1983)
was nearly twice that of nonrescheduling coun-
tries. Similarly, the interest to exports ratio of
reschedulers was more than twice that of nonre-
schedulers and rose much faster between 1980 and
1982.
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Debt managers may sometimes be able to raise the
proportion of debt at fixed terms. For example, offi-
cial export credits can often substitute for commercial
borrowing (see Chapter 7). New financial instru-
ments, such as flexible maturity and shared equity
loans, are becoming available to developing coun-
tries (see Box 5.4). And some middle-income coun-
tries are already using interest rate swaps to ex-
change floating rate for fixed rate loans (see Box 5.5).

10 percent discount rate
0 30 5 77 percent
6 20 0 23 percent
6 10 0 15 percent
6 10 5 21 percent

15 percent discount rate
6 10 5 40 percent



The maturity structure of debt

Recent debt-servicing difficulties have often been
caused or exacerbated by a shortening of the matu-
rity structure of foreign debt. The average maturity
of total medium- and long-term debt of the major
borrowing countries fell from 17.9 years in 1972 to
12.7 years in 1981. The average maturity was even
lower for the largest borrowers: Brazil, 9.7 years in
1981; and Mexico, only 8.7 years. In part this
occurred because commercial bank debt rose much
faster than ODA and other official financing. The
sharp increase in short-term debt, especially after
1979, has further shortened the debt structure. By

Table 5.3 Indicators of vulnerability to rising interest rates

early 1983, short-term debt of developing countries
had increased to an estimated $130 billion, roughly
one-quarter of all developing-country debt.

For many countries, the shortening of maturities
was not a deliberate policy that then led to difficul-
ties. Often they faced a choice between borrowing
short term or not borrowing at all, since commer-
cial creditors were no longer willing to lend longer
term. Heavy short-term debts were therefore at
least as much a symptom as a cause of difficulties.
But in many instances they should have signaled
the need to change economic policies before those
changes were forced upon policymakers by credi-
tors during rescheduling negotiations.

Note: Asterisk denotes rescheduler and time of rescheduling. (The Philippines rescheduled in 1984.) The interest to exports ratio reflects interest
actually paid on medium- and long-term debt. Exports include goods and services. Debt at floating rates refers to public medium- and long-term
debt.

Arithmetic average for ninety developing countries. Because of the averaging method used, data differ from those in other chapters.
Average for twenty-seven countries rescheduling between 1975 and 1984, as indicated in Figure 4.1. For details, see Box 2.4.
Estimate.

Source: World Bank data.
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(percent)

Country and indicator 1973 1975 1977 1979 1980 1981 1982 1983

Argentina*
Interest/exports 12.3 13.7 8.2 9.6 12.9 17.2 25.0 23.3*
Debt at floating rates 6.8 17.5 39.4 48.0 57.1 59.4 70.0 75.0

Brazil*

Interest/exports 10.6 20.6 14.9 26.4 27.1 29.4 39.8 31.5*
Debt at floating rates 34.8 51.8 54.3 59.6 61.2 67.3 69.6 76.5

Costa Rica*
Interest/exports 5.6 6.1 5.3 10.5 14.0 11.2 97 450*
Debt at floating rates 19.3 29.2 32.0 46.6 46.5 52.1 51.9 57.0

Indonesia
Interest/exports 3.6 4.6 5.6 6.8 5.3 5.7 7.4 8.2
Debt at floating rates 4.5 19.4 18.7 14.5 16.8 17.8 20.0 22.7

Kenya
Interest/exports 4.0 4.5 3.8 7.2 8.3 9.2 11.6 10.9
Debt at floating rates 3.8 2.9 5.1 8.3 11.4 13.0 11.0 9.1

Korea
Interest/exports 5.9 5.3 3.8 4.7 6.0 6.4 7.2 6.2
Debt at floating rates 8.7 21.0 23.0 27.8 29.0 37.5 40.9 42.1

Mexico*

Interest/exports 10.4 16.9 18.7 20.5 18.3 19.6 26.7 30.1*
Debt at floating rates 40.0 51.2 53.3 69.7 71.1 74.8 76.0 82.4

Phiippines*
Interest/exports 3.6 3.6 5.0 7.5 6.9 9.1 10.5 10.3
Debt at floating rates 8.0 21.0 21.9 24.9 29.5 30.8 36.2 36.0

Turkey*

Interest/exports 4.5 5.8 8.0 8.3* 17.2* 13.9* 12.0 15.0
Debt at floating rates 0.5 0.8 7.8 29.2 22.7 22.1 23.3 25.0

Developing countries'
Interest/exports 4.3 5.0 5.0 6.7 6.9 8.2 10.1 9.8
Debt at floating rates 6.4 9.4 11.8 15.5 17.3 19.0 20.2 21.6

Reschedulers"
Interest/exports 7.0 7.4 7.0 9.9 10.5 12.4 16.5 17.0c
Debt at floating rates 11.9 17.2 23.1 29.9 31.2 33.2 34.9 38.3

LIBOR (3 months) 9.2 11.0 5.6 8.7 14.4 16.5 13.1 9.6



Box 5.5 Currency and interest rate swaps

Most foreign finance going to developing countries has
been denominated in dollars and lent at floating interest
rates. Since both features have their drawbacks, coun-
tries may be able to swap them for a more desirable
combination.

A currency swap might work in the following way.

Dollar loan Swiss franc loan
Borrower A 13 percent 6 percent
Borrower B 11 percent 5 percent
Spread between A and B 200 basis points 100 basis points

Suppose that borrower B is more creditworthy than bor-
rower A, so B can borrow more cheaply in both dollars
and Swiss francs. Nonetheless, B has a comparative
advantage in the dollar market. Suppose also that, to
balance its portfolio, A would prefer its debt to be
denominated in dollars, and B would prefer its debt in
Swiss francs. In that case, B should borrow dollars and A
should borrow Swiss francs; they can then agree to ser-
vice each other's obligation, and work out a mutually

beneficial arrangement for doing so. Depending on their
negotiations, B will receive between 100 and 200 basis
points a year from A, but A will still obtain the dollars it
wants more cheaply than if it had borrowed on its own.
The same principle applies when parties swap fixed for
floating rate debt.

Swaps allow for flexibility and diversity in a country's
financial management. They use existing market institu-
tions, are anonymous, and can be carried out quickly.
They involve less exposure than a direct loan because, in
the case of default, liabilities revert to their original own-
ers.

Swap markets are already quite large (an estimated $60
billion in 1983) in industrial countries, but only a few
middle-income developing countries have used them so
far. This is partly due to a lack of awareness of the mar-
kets' advantages. Another factor, however, is the percep-
tion of potential swap partners that the risks are greater
if they join up with developing countries. A strong third-
party "insurance" agency may therefore be needed.

Loan maturities should, to the extent possible,
be matched with the payoff period of investments
that are financed. Many countries have run into
problems by borrowing too short. For example, in
the late 1950s and early 1960s debt-servicing diffi-
culties of Argentina, Brazil, Chile, Ghana, and
Indonesia were largely due to the mismatch of
five- to seven-year supplier credits with invest-
ment programs having a much longer gestation.

Two further lessons can be derived from recent
experience. First, "bunching" of debt service obli-
gations must be avoided. This was one cause of
recent problems in Argentina, for example, where
the introduction of the exchange rate guarantee
system in 1981 encouraged the extension of exist-
ing loans by eighteen months, and where the elim-
ination of deposit requirements encouraged large-
scale short-term borrowing in 1980-81; all of these
obligations fell due at about the same time in 1982.
Second, it is dangerous to assume that short-term
borrowing will be continually rolled over. Many
countriesincluding Ecuador, the Philippines,
Portugal, and Romaniahave found that the with-
drawal of roll-over privileges because of poor eco-
nomic performance has contributed to debt-servic-
ing difficulties.

The use of short-term borrowing for general bal-
ance of payments support can jeopardize a coun-
try's access to these funds for valid trade-related
purposes. Occasionally countries have success-
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fully borrowed short term to prevent reserves from
falling (for example, Korea in 1980), and on rare
occasions some countries have successfully bor-
rowed short-term funds to buy time to bargain for
lower rates on medium- and long-term loans (for
example, Brazil in 1980). But generally, heavy
short-term borrowing for other than trade-related
purposes has proved costly.

What therefore is an appropriate level of short-
term debt? Although there are no hard and fast
rules, some general guidelines are useful, based on
the level of a country's noncapital goods imports
and needs for pre-export finance. (Capital goods
imports, accounting for about 25-35 percent of
total imports, are generally financed by longer-
term funds.) Since trade finance is generally for
90-120 days, this implies that short-term debt gen-
erally should not exceed three months of imports,
and in most normal situations should probably be
less. (An exception must be made for countries
that act as international money centers, where
short-term banking liabilities may be higher.) Fig-
ures 5.1 and 5.2 bear out this simple rule of thumb.

To reduce their short-term borrowing, some
developing countries now impose a minimum
maturity or a deposit requirement on foreign bor-
rowing by private enterprises. Some countries
including Brazil, Korea, and the Philippinescon-
trol access to trade credit by specifying acceptable
terms and the items for which credits are permit-



Figure 5.1 Short-term debt as equivalent
months of imports for developing
countries, 1978-83

Months of imports

Countries rescheduling in
1982-84

Source: World Bank data.

ted. Other countriesfor example, Costa Rica and
Turkeycontrol all short-term borrowing. In
Chile, the proportion of loan proceeds that has to
be deposited with the central bank is higher for
shorter maturities.

Managing exchange risk

Some countries have informal rules on the cur-
rency composition of their debt. For example, Por-
tugal in 1978-80 insisted on dollar-denominated
loans, despite much lower interest rates on other
currencies, on the grounds that over time the dol-
lar was likely to depreciate. Some industrial coun-
tries have adopted more explicit guidelines. Some,
such as Sweden, have diversified their debt portfo-
lios by increasing the number of currencies in
which they borrow. Others have sought to mini-
mize exchange. risk by borrowing in currencies
with which their own currencies are linked; Ire-
land, for example, has incurred almost half of its
debt in deutsche marksthe dominant currency in
the European Monetary System, to which Ireland
belongs.

In recent years over three-quarters of foreign
borrowing of developing countries has been
denominated in dollars (see Table 2.5). This was
partly due to the ready availability of dollar loans
in comparison with other currencies. But in many
instances dollar-denominated loans were actively
chosen by debt managers. In retrospect, this has
often harmed borrowing countries, because of the
large appreciation of the dollar. Loans denomi-
nated in nondollar currencies have benefited some

developing countries greatly. For example, some
loans made by the World Bank between 1978 and
1982 will have effective interest rates of less than 1
percent a year when expressed in dollars, if
exchange rates remain unchanged between now
and the loans' maturity. But hindsight always pro-
duces successful strategies. More important is
whether there are lessons that will assist portfolio
managers in the future.

In simple terms, borrowers have two objectives:
(a) to minimize the variability of their debt service
obligations and (b) to minimize the cost of borrow-
ing. These objectives correspond to two compo-
nents of a borrowing decision, the hedging and the
speculative.

The hedging component reflects the choice of
a borrower concerned solely with minimizing risk.
Under this strategy, currencies are chosen that will
help to insulate the economy from currency volatil-
ity and changes in terms of trade. The object is to
choose currencies whose real values rise and fall
with the borrower's real income.

The speculative component reflects the bor-
rower's expectations of changes in exchange rates
and interest rates. For any particular loan the bor-
rower should choose the currency that will mini-
mize the expected cost of borrowing, adjusted for
the expected exchange rate changes. To the extent
that (a) interest parity holds (that is, the premium

Figure 5.2 Short-term debt as equivalent
months of imports for selected Latin American
countries, 1978-83
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Box 5.6 Automated debt management systems

Some twenty-eight developing countries are now using
computerized systems for debt analysis and manage-
ment. Some, such as Brazil, have created their own with-
out outside assistance. Others have hired international
firms to design a system for their particular needs or
have bought ready-made designs.

Peru has recently installed one of the most sophisti-
cated systems in the developing world, It was created by
a private firm under a technical assistance loan provided
by the World Bank in conjunction with an analysis and
planned reorganization of the bodies that manage Peru's
debt. It cost over $1 million (including hardware), and a
Peruvian technical team has been trained to maintain it.
The new system can track future requirements for for-
eign exchange and manage daily requirements; produce
letters authorizing debt payments; incorporate all kinds
of debtpublic and private, short- or medium- or long-
term, external and internal; and handle fixed and varia-
ble rate loans. The system is not yet being used effi-
ciently because of difficulties in making the legal and
administrative changes needed to ensure the required
flow of information among agencies. Another system,
costing about the same as Peru's, evolved from an advi-
sory group's experience in helping countries in debt
rescheduling negotiations; thus the system is good at

analyzing alternative debt strategies. Mozambique uses
this system, and Indonesia is installing it.

A more modest system has recently been developed by
UNCTAD. It is designed for countries that have well-
organized and centralized control of their external debt.
The system classifies each loan; monitors foreign
exchange liabilities on a daily basis; evaluates fixed and
variable rate loans; and generates standard reports. The
system is designed to run on a microcomputer, and
UNCTAD provides the software free. The UNCTAD
package is now being installed in Bolivia, Liberia, Mada-
gascar, and Togo. Another system that will be free to
developing countries is being developed by the Com-
monwealth Secretariat.

Whichever system is used, all basic data on debt must
be reported promptly to the debt office. Specifically, this
means centralization of loan agreements, prompt report-
ing of disbursements by implementing agencies, and
prompt reporting of debt service payments by banks. As
for the systems themselves, sometimes they are too
sophisticated. By attempting to include both accounting
and analytical functions, it may do neither efficiently.
Focusing separately on these two areas may be more
appropriate, especially because data in many countries
are still unreliable.

or discount between forward and spot exchange
rates reflects only nominal interest rate differen-
tials) and (b) the forward rate is an unbiased pre-
dictor of the future rate, there will be no specula-
tive decision to make. "Perfect market" conditions
will ensure that expected borrowing costs in all
currencies are identical.

Both these principles present practical difficul-
ties. Predicting movements in exchange rates and
interest rates is notoriously difficult. In addition,
some of the relationships requiredsuch as the
positive correlation between the borrower's real
income and another currency's exchange rate
may not be very stable, and the past may be a poor
guide to the future.

In the light of these difficulties, one favored
strategy is to base the currency composition of a
country's debt on the pattern of its trade. This
would mean that countries borrow in the curren-
cies they earn from exporting and hold their
reserves in the currencies in which their imports
are denominated. If the currency of an export mar-
ket appreciates, the borrower's terms of trade are
likely to improve, thus partially offsetting the
higher costs of servicing debt in that currency.

This strategy is attractively simple and practical.
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With hindsight, it would have been superior to the
dollar-borrowing strategy of most borrowers in
recent years, which was based on the belief that
the dollar would fall. However, it is not necessarily
consistent with the hedging and speculative strate-
gies, and in some instances would lead to inappro-
priate borrowing. There may be no alternative but
to make pragmatic judgments about changes in
trade, interest rates, and exchange rates.

Technical assistance

Managing a country's foreign debt and borrowing
requires two particular kinds of technical exper-
tise. First is the capacity to assess the costs and
benefits of external borrowing and reserve-man-
agement strategies on various assumptions about
interest rates, export growth, and so on. Second is
familiarity with the international financial markets
and the ability to use them to the best advantage.

Governments in many developing countries are
using technical assistance in both these areas. The
World Bank and the IMF, as part of their support
for member countries, provide analysis of macro-
economic policies and their implications for exter-
nal portfolio management. They and others also



help to develop debt management systems (see
Box 5.6). As for the practical details of borrowing
from commercial markets, most developing coun-
tries now retain financial advisors to assist them.
The advisors are concerned with what financial
instruments to use and for how much, when to
approach the markets, and so on. On such issues,
it may not be cost effective for some developing
countries to build up in-house expertise. But on
debt management systems and macroeconomic
analysis, a main function of technical assistance
must be to strengthen each country's capacity to
undertake these tasks for itself.

Managing international reserves

International reserves form an integral part of a
nation's overall portfolio of foreign assets and lia-
bilities. At least two questions face the portfolio
manager: what is an appropriate level of reserves?
and when should a government borrow in order to
support or increase the level of reserves? Neither
question has a clear-cut answer. In general, how-
ever, a country should maintain higher reserves
the more variable are its export earnings, the
higher its debt exposure, the less flexible its eco-
nomic policies and structures, and the less likely it
is to have access to a steady flow of external capi-
tal. It is therefore sensible for most developing
countries to have higher reserve coverage levels
than do industrial countries. The experience of the
past few years argues for prudence by developing
countries in maintaining enough reserves to allow
a country to adjust to domestic or international
pressures without unduly jeopardizing its eco-

nomic growth. A reserve level equivalent to three
months of imports is sometimes suggested as a
desirable norn for developing countries, but this
should not be regarded as a hard and fast rule.

Looking back over the last decade, four points
are worthy of note. These are illustrated in Figure
5.3. First, in developing countries as a whole,
reserves as a proportion of imports have risen and
fallen with the commodity price booms of 1973-74
and 1978-79. Second, reserve levels in low-income
African countries have fallen to particularly low
levelsfrom 2.7 months of imports in 1970-73 to
1.5 months in 1980-82. Third, reserve levels in oil-
exporting countries rose sharply (from 3.4 months
of imports in 1970 to over 8.1 months in 1974) and
thereafter fell back almost as dramatically, as
development programs rapidly absorbed the for-
eign exchange holdings. Finally, considerable vari-
ation has been evident among countries in reserve

Figure 5.3 Reserves as equivalent months of
imports for selected countries and country
groups, 1970-83
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management strategies. For example, some coun-
tries, such as India (1975-80) and China, have
deliberately maintained high reserves, while oth-
ers have sailed closer to the wind, allowing
reserves to remain at low levels for long periods.

Low reserves can sometimes be augmented by
borrowed funds or lines of credit. There are obvi-
ously costs to such a strategy since at the margin
costs of borrowing exceed earnings on reserves,
usually by one or two percentage points, and
unused lines of credit involve commitment fees.
Furthermore, borrowing also increases future debt

83

1970 1974 1978 1982

- Low-income Africa
- India Venezuela

Oil-importing developing countries

Note: Total reserves include gold valued at yearend London
prices. Data for 1983 are estimates. Imports include goods and
services.

Source: World Bank data.

1970 1974 1978 1982

- Oil-importing developing countries
- Industrial countries

- - Middle- and high-income
oil-exporting countries

Months of imports



service payments and is subject to the roll-over
problems discussed earlier. With these caveats,
borrowing for reserve accumulation can some-
times be desirable in limited amounts. First, bor-
rowing is usually easier and cheaper when funds
are not needed urgently. Second, the level of
reserves is itself an important indicator to financial
markets that a country is financially sound; thus it
could lead to lower borrowing costs. Finally, by
borrowing when funds are not urgently needed,
the government may be able to tap new sources of
financefor example, the bond market.

The need for information

In many developing countries, economic man-
agers suffer from a dearth of information on exter-
nal finance. Debt-servicing difficulties are often
seriously exacerbated by the absence of informa-
tion. In the 1950s and 1960s, crises in Ghana and
Indonesia were brought on by an almost complete
lack of facts on the size of debt and debt service
obligations. More recently, Romania, Sudan, and
Zaire are examples of countries that have run into
costly and disruptive debt problems due partly to
data inadequacies

Most developing countries have good informa-
tion on public long-term debt, although several
(including Costa Rica, Turkey, and Yugoslavia)
have recently found that their data on public enter-
prise and local government debt were inadequate,
and many still fail to include military debt in
reported statistics. As for private long-term debt,
data are poor in more than half of the developing
countries and a few industrial countries, such as
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Denmark and Ireland. Many governments are now
trying to correct these weaknesses, tightening up
monitoring procedures and using more staff.

Recording short-term debt presents even greater
difficulties. Only a minority of developing coun-
tries have accurate data, even though the rapid
growth of short-term debt has often been central to
recent debt-servicing difficulties. Only about a
quarter of developing countries maintain system-
atic information on trade credits, although the data
are usually available from commercial banking
accounts.

Information must not only be accurate, it must
also be timely. Delays in data gathering and proc-
essing have caused serious difficulties for mana-
gers. In Mexico, for example, the law requires that
borrowing need not be reported until forty-five
days after the end of the quarter. In 1981-82 this
delay allowed $15 billion to be borrowed in one
quarter, essentially to finance capital flight, despite
an annual authorization of only- $4.5 billion. In
some countries, the stock of foreign assets and lia-
bilities may be accurately measured at one time,
perhaps by outside consultants, but the data are
not updated. This static picture may then become
the basis for borrowing and lending decisions,
even though it becomes steadily less relevant.

A growing number of developing countries are
introducing computerized systems for debt man-
agement; some of these systems are described in
Box 5.6. Similarly, many countries are now making
use of centralized data sourcesincluding data
from the BIS, the IMF, the OECD, and the World
Bank's Debtor Reporting Systemto supplement
their own sources and to check for consistency.




