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Introduction: 
Internal debt, external debt and economic transformation

The topics of internal debt, external debt and the process of adjustment and economic transformation 
have special features which distinguish them from each other. But they also have important 
interrelationships, often obscure, which must be studied with care. This issue of the CEPAL Review 
takes up these three topics, with emphasis on their interrelationships.

The Latin American experience of the last 15 years has demonstrated the risks of rapid financial 
deregulation. W hen this deregulation occurred swiftly (Chile, Argentina and Uruguay), the financial 
system experienced real domestic interest rates far in excess of any reasonable figure.

Before deregulation, interest rates in the domestic financial systems were low or even negative in 
real terms. This led, inter alia, to a situation in which debt owed to the financial system was a very 
large component in the assets of enterprises. But capital, another important component in such 
assets, usually represented a relatively low proportion thereof. Certain fiscal policies helped to 
accentuate this phenomenon by allowing interest payments to be treated as costs, thus reducing 
profits and therefore profits taxes, and by forbidding similar treatment of the dividends paid to 
shareholders and other holders of the capital.

This situation was sustainable as long as interest rates remained very low or negative in real 
terms. But when the financial system began to experience high interest rates, the existing debt 
entailed interest payments incompatible with the regular income of the enterprises. They were then 
forced, firstly, to refinance their payments of interest and even of capital to the financial system, and 
then to freeze them, with the result that the investment portfolios of financial institutions became 
less secure or even irrecoverable.

W hen at the same time the level of economic activity declined, both the costs and the incomes of 
enterprises were affected, and they were forced to transfer the problem to the financial system.

This process was not synchronous in all enterprises or in all sectors of the economy, but as time 
passed it was clearly becoming more widespread. Accordingly, the institutions of the financial system 
did not all perceive the problem in the same way at the same time, although sooner or later the system 
itself was affected: the level of debt at the higher interest rates became unsustainable and action by the 
State in support of the financial system inevitable.

T he first three articles in this issue, prepared as part of the Jo in t Project U N D P /EC LA C  "Im plica
tions for Latin America of the International Monetary and Financial System”, consider the topic of 
internal debt from a general standpoint and in terms of two specific cases: Colombia and Peru. It is of 
particular interest to analyse the positions of these two countries, for in general terms they are two of 
the best known cases in the Latin American region.

For a long time Colombia maintained stable economic policies with no abrupt changes in the 
degree of control or in the openness of the financial system. These stable policies helped to limit the 
scope of the problem and prevent the widespread financial difficulties encountered in the countries of 
the Southern Cone. In Peru enterprises succeeded in transferring to the rest of the economy a 
substantial part of their financial difficulties; the problem thus produced a very sharp drop in real 
wages and in fiscal revenue rather than declines in production and increases in unemployment.

The risks of rapid financial deregulation were demonstrated with particular sharpness when this 
deregulation was combined with equally rapid financial openness. Although deregulation coincided 
with high domestic interest rates, openness offered the possibility of avoiding them, at least partially, 
by incurring foreign debt, for interest rates in the international financial markets were moderate and 
in some cases negative in the currencies of their countries of origin. Accordingly, the assets of 
governments, enterprises and private individuals began to show an increasing proportion of direct or 
indirect external debt. This process stimulated rapid expansion in the international financial markets. 
W hen the years of the lean cows arrived, in other words when the growth in the world economy came
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to a halt, when interest rates in the international markets rose and the terms of trade deteriorated, it 
became impossible for the region to continue the normal servicing of its external debt.

In the debtor countries government support for enterprises and private individuals was not 
sufficient to cope with the external debt. This support might have been sufficient if the responsibility 
for the foreign debt had not ultimately fallen, for contractual reasons or through international 
pressure, on the governments of the debtor countries themselves. W hen these governments accepted 
responsibility for the foreign debt, they were also forced to apply the brake to their national 
economies, thus aggravating the problem of domestic debt. The suspension of the flows of external 
financing was followed by several rounds of renegotiation which managed merely to defer the 
problem.

T hree articles in this number of the Review deal with external debt. T he first of them, prepared in 
ECLAC’s Division of Economic Developm ent, takes up the important topic of economic transform a
tion in the light of the limitations imposed by the transfer of resources abroad occasioned by the debt. 
The second article, revised and updated specifically for this issue from a work produced by the Latin 
American Economic System (SELA), studies the possibility of converting the external debt into capital 
and draws attention to the difficulties and problems of such conversion. The third article, prepared in 
ECLAC’s Mexico City Office, studies the external debt of the Central American countries, which have 
perhaps received less attention because their absolute levels of debt do not seem high, although some 
of them have the highest figures for external debt in proportion to their product or population.

Faced both with an unsustainable domestic debt situation and with a foreign debt which cannot be 
regularly serviced, the debtor countries are being forced to adopt policies of economic adjustment and 
transform ation to deal with the situation. In the case of domestic debt the financial system and the 
debtors must improve the make-up of their assets, increasing capital in proportion to debt; it is also 
necessary to allocate resources more efficiently and to stimulate saving to underpin rapid capital 
accumulation. In the case of the external debt, as well as generating the resources for repayment it is 
im portant to transform  these resources into currencies acceptable to the creditors; the emphasis must 
therefore be on the production of internationally marketable goods and services, which often requires 
changes in the production structure and not merely in profit incentives.

How can these adjustments and this transformation be achieved? This question has arisen 
persistently in recent years. The traditional methods were devised mainly to deal with isolated cases, 
so that when they are given general application they acquire a clear recessionary bias which must be 
corrected.

The last two articles in this issue of the Review, prepared as part of the project on "M acroeco
nomic policies and the adjustment process in Latin America" which is being implemented by ECLAC in 
collaboration with the Netherlands, deal with the topic of adjustment. T he first of them does so on the 
basis of the Latin American experience, emphasizing both the internal rigidities of the economies and 
the need to consider the problem of adjustment from a global perspective. The second and last article 
views the problem from  an opposite perspective, taking the existing theoretical focuses and setting 
them against the Latin American situation in order to determine whether they are applicable thereto.

Thus these articles examine three interrelated topics: internal debt, external debt-and the process 
of adjustment and transformation. They indicate two fundamental lessons. T he first is that stable 
policies are more important than the ideal policies which certain fashionable models seek to carry to 
extremes. The stability of policies depends not only on their intrinsic quality but also on the political 
support which they obtain; if this support is to be sufficiently broad, the policies will have to 
guarantee a fair distribution of costs and benefits among all population groups and across frontiers. 
The second lesson is that policies cannot be analysed as if each of them pursued a goal separate from 
the goals pursued by the others. A policy of high interest rates which succeeds in increasing saving and 
reducing the external deficit can be destroyed by its harmful effects on the financial system as a whole. 
An exchange policy devised to restrain inflation can heap imbalances on the external sector which 
cause it to explode with greater force. An adjustment policy designed to reduce the external deficit of a 
small country can prove counterproductive if many other countries apply it at the same time; or it can
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prove completely useless if the policies of the bigger countries do not leave it sufficient room for 
manoeuvre. Economic policies must therefore be considered carefully as a whole, both in the case of a 
single country and in the case of the entire international community.

Carlos Massad





Another view 
of the Latin 
American 
crisis:
domestic debt

Carlos Massad* and 
Roberto Zahler**

Closely linked to the external financing difficulties of 
Latin America is the problem o f domestic financing 
and debt, a problem less studied and understood but 
no less important. In many countries of the region 
this problem has helped to delay economic recovery 
and discourage the accumulation o f capital, and 
sometimes the steps taken to solve it can work 
against the programmes and policies designed to 
cope w ith  the problem of the region’s foreign debt.

The increased supply of international liquidity 
and inappropriate domestic policies encouraged 
domestic over-indebtedness which, by virtue of its 
extent, duration, concentration and risk, distorted 
and impeded economic growth and the efficient allo
cation o f resources and undermined the stability and 
solvency of domestic financial systems.

This has been the experience, to greater or 
lesser extent, of the countries of Latin America in 
recent years; although the process can be seen as a 
simple transfer of wealth, in practice it usually 
involves numerous economic costs for society. In a 
search for some way of preventing a recurrence of 
the problems o f domestic over-indebtedness, the 
authors of this article have drawn lessons for the 
form ulation o f macroeconomic financial policies. 
Prudence in the management of certain key prices, 
co-ordination o f economic reforms, caution in  inte
gration in international markets, and establishment 
o f a system of financial institutions adapted to the 
goals and designed to trigger alarm signals are some 
examples of the action lines indicated by the region's 
experience.
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Is domestic debt a problem?

The external financing crisis which has been 
affecting the region since the beginning of the 
1980s has become the central focus of attention 
of international bodies, analysts, and national 
economic authorities. Closely linked to the exter
nal financing difficulties of Latin America is 
another less studied and understood yet critical 
factor — domestic financing. In several countries 
this problem has helped to delay economic rec
overy and discourage the accumulation of capital, 
and sometimes the steps taken to solve it have 
worked against the programmes and policies 
designed to cope with the region’s foreign debt.

As is the case with foreign debt in normal 
periods, the countries usually operate with cer
tain levels of domestic debt. The various initial 
stocks of resources and capacities of economic 
agents, the age-distribution of the population, 
the structure of its priorities, and the potential to 
generate investment projects are just some of 
the factors which ensure that lending and bor
rowing units interact, basically through interm e
diary institutions (mainly the financial system), 
in domestic borrowing and lending. As in the 
case of the foreign debt, if the domestic debt is to 
serve the process of economic development, 
there must be a degree of correspondence 
between the amounts, periods and rates of 
growth of the debt, on the one hand, and the 
dynamism of the economy (and of exports, in the 
case of the foreign debt) on the other, and indeed 
between the interest rates charged on loans and 
the productivity of capital. W hen this correspon
dence is lacking and the imbalances last for sig
nificant periods, what is a usual and useful 
process for economic development in normal 
situations can become a serious impediment.

In the study of domestic debt it is customary 
to distinguish between public and private debt. 
Public Domestic debt has been analysed exten
sively in the literature, because it forms part of 
fiscal policy and because it is assumed that from 
the economic standpoint the government can 
and usually does behave differently from the 
private sector. The study of domestic debt has 
covered topics such as the transfer of welfare

I
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from  the present to the future (i.e., the intergen- 
erational distribution of welfare), the effect of 
the public debt on the private sector’s rate of 
capital accumulation, the displacement or sup
plem enting of private expenditure by public 
expenditure, the effect of the public sector debt 
on the interest rate and ultimately on the net 
risk, and the reaction of the private sector. These 
phenomena depend on expectations about the 
mechanisms which will be used by the govern
ment to service its debt and on the expected 
evolution of the debt over time.

Private domestic debt, in contrast, has 
received much less attention in the literature, 
especially from a macroeconomic perspective, 
because it has usually been assumed that the net 
effect of the economic behaviour of lenders and 
borrowers tends to be nil (since each debt has an 
equivalent loan). This means believing that the 
market mechanisms which transfer rights of 
ownership from  some owners to others in the 
private sector are merely making transfers of 
assets, without there being any net losses of 
capital resulting from  possible negative effects 
of the domestic debt on the allocation of resour
ces, the volume of investment or other factors.

However, what has happened in recent years 
suggests that in a large number of countries the 
domestic debt of the private sector has symp

toms and characteristics which make it a major 
obstacle to economic reactivation and mastery of 
the crisis which has been affecting the region 
since the beginning of the 1980s. Table 1 shows 
that the domestic debt of Argentina, Chile, Ecua
dor and Mexico grew very quickly between the 
mid-1970s and the early 1980s. Similar results 
were observed in Uruguay and Venezuela as 
well. In the cases of Colombia and Peru, although 
there was some increase in the ratio of private 
debt to product, it was not very large. However, 
in Brazil this ratio declined, owing partly to a 
crowding-out effect of pressure from the public 
sector on the monetary systems.

Owing to the magnitude, duration and scope 
(in different areas of economic activity) of the 
domestic debt in the majority of the countries of 
the region, the time needed for and the cost of 
transferring assets between lenders and borrow
ers have been greater than usually assumed in 
theory. Moreover, the diversity of the agents 
involved (borrowers, financial intermediaries, 
depositors, foreign banks, governments) and the 
widespread nature of the situation have made 
the legal procedures for redefining and reallocat
ing rights of ownership more lengthy and 
difficult.

All this has meant greater arrears on the 
part of the debtor banks and larger matured and

Table 1

PRIVATE DOMESTIC DEBT, 1975-1985*

(As a percentage of the gross domestic product)

Argentina Brazil Colombia Chile Ecuador Mexico Peru Uruguay Venezuela

1975 8 25 12 5 12 5 10 14 19
1976 6 25 12 5 13 5 9 16 24
1977 10 24 11 9 13 6 8 18 29
1978 12 24 11 16 15 12 7 21 30
1979 15 21 10 19 16 14 5 23 28
1980 22 18 10 25 16 13 7 27 25
1981 26 14 12 39 18 14 9 33 26
1982 22 14 14 60 19 13 11 39 28
1983 18 12 15 57 20 10 10 46 30
1984 10 14 53 22 8 9 40 28
1985 14 52 9 8 38 30

Source:  In ternational M onetary Fund, international Financial Statistics, Yearbook 1986 and several monthly issues up to 
Ju n e  1987.

"M onetary system  loans to the private sector as at the end of the first quarter of each year.
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high-risk portfolios in the national financial sys
tem, whose liquidity and even solvency have 
been severely affected. The reduced supply of 
resources for lending for profitable and dynamic 
activities and the increased cost of credit have 
aggravated even further the position of the bor
rowers in the banking system and reduced their 
capacity to service their domestic debt. This has 
undermined the expansion of productive capac
ity and complicated and obstructed even further 
the possible ways of solving the problem.

T he magnitude and widespread nature of 
private domestic debt and its close links with the 
national financial systems, together with the 
recession in recent years and the high domestic 
interest rates, demanded a massive transfer of 
ownership as a means of solving the problem. 
This transfer was impossible owing to the great 
political and economic costs which it would have 
involved. This helped to weaken the national 
financial systems, paralyze investment and the

supply of bank credit and encourage the flight of 
capital. These very tangible phenomena have 
imposed a major restriction on the recovery and 
future expansion of the production apparatus. 
No less tangible and important have been the 
adverse redistributive effects of the allocation of 
public resources to the maintenance of certain 
economic activities, including of course those of 
the financial sector, in the search for a "solution” 
to its debt problems.

All of this justifies the attempt made in the 
following pages to understand the common fea
tures of the present process of domestic borrow
ing in the region and its consequences. After a 
brief analysis of the origins and the recent devel
opment of the domestic debt, its main effects 
will be described and the implications of possible 
alternative solutions to this problem will be 
explored, with, lastly, an indication of the main 
lessons of the recent experience of excessive 
domestic debt in Latin America.

II

Main causes of domestic over-indebtedness

At the beginning of the 1980s the domestic debt 
of most of the countries had grown to such an 
extent that if the assets representing the current 
value of the income expected from the (con
sumption or investment) projects financed by 
the debt had had to be sold to pay it off, the 
amount obtained would not have been sufficient 
to cover the payment and the creditors would 
have been faced with an uncovered capital loss. 
This high level of domestic debt originated in 
the very high level of expenditure in Latin 
America in the boom period of the second half of 
the 1970s. The external and internal conditions 
underlying that boom were transitory, so that 
when they disappeared the precariousness of the 
national economies stood revealed: excessive 
levels of internal and external debt and inability 
of national financial and productive systems to 
recover and expand.

One of the factors which most encouraged 
this unbridled expenditure in the region was the 
abundant influx of foreign capital between 1974

and 1981. The changes in the world monetary 
system and the increasing privatization of inter
national liquidity, the macroeconomic policies of 
the industrial countries and the impact of the 
sharp increase in hydrocarbons prices, in con
junction initially with the low concentration of 
loans from private international banks in Latin 
America, explain the great influx of external 
credit into the region, initially at low cost. This 
increased supply of international liquidity 
greatly expanded the possibilities of direct bor
rowing from abroad — mainly for governments, 
public enterprises and banks—  and increased the 
capacity of national financial systems to make 
domestic loans.

Domestic policies also stimulated the 
demand for internal and external financing. The 
greater the speed of the financial reforms, which 
almost all the countries of the region carried out 
to some extent, the more they encouraged 
domestic borrowing by national economic 
agents. The domestic financial liberalization,
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also called financial deregulation, was a process 
designed to eliminate or reduce some of the 
restrictions on the region's financial systems. 
Prom inent among them were interest rate con
trols, the amount and composition of the assets 
and liabilities portfolios of the financial system, 
and the rules governing the type and nature of 
the financial instruments which financial inter
mediaries were authorized to issue and place on 
the market. All these restrictions had impeded 
the proliferation of informal financial markets.

The links between domestic borrowing and 
domestic financial liberalization were very close. 
The rapid decontrol of interest rates caused, 
amidst anti-inflationary policies, high real lend
ing and borrowing rates,1 although positive real 
rates did not occur in all cases (table 2). The real 
rates attained were much higher than historical 
interest rates.

National-currency deposits in the national 
financial systems grew very strongly in real 
terms and also as a percentage of the gross 
domestic product,2 enabling these systems to 
increase their lending capacity, with a conse
quent increase in financial assets.

Moreover, the financial deregulation in 
economies unaccustomed to operating competi
tively in this sector encouraged financial inter
mediaries to be over-bold in their efforts to 
increase their lending. Accustomed to operating 
in the pre-reform s market, the banks based their 
risk and solvency analyses on the past perfor
mance of their clients3 and on their real guaran
tees,4 rather than on a technical evaluation of the 
quality of the projects and the net earnings 
expected from them. This encouraged the 
imprudent expansion of bank investments. Very 
optimistic expectations about the economic 
future, confidence in the stability of macroeco
nomic policies and the prevailing "up-beat" eco
nomic atmosphere helped to distort the 
perception of the real possibilities of economic

'T h e  bo rro w in g  rates exp ressed  in dollars had  values m uch 
h ig h e r th a n  th e  in te rn a tio n a l rates.

2T ak in g  th e  place to  som e e x ten t o f o th e r  fo rm s o f w ealth  
re te n tio n , so th a t th e ir  ne t im pact on  dom estic  saving  was g e n e r
ally m uch low er th an  on financial saving.

J W h ich  can be and  usually is radically a ltered  by tariff, price, 
tax and  o th e r  reform s.

4W h ich  can be exaggera ted  by specu la tion  in certa in  assets 
m ark e ts  o r  by policies w hich encourage overva lua tion  o f th e  
currency.

growth. This euphoric atmosphere was often 
encouraged by the national economic authorities 
themselves and even by international financial 
bodies. Th is generated widespread over
borrowing on the part of domestic agents and 
business sectors and an over-expans ion of lend
ing even by more professional financial 
institutions.

A last factor of fundamental importance in 
the financial liberalization was the lack of ade
quate supervision and control of the financial 
sector, in conjunction with an institutional sys
tem conceived for a much more regulated and 
interventionist context. This facilitated, more by 
omission than commission, excessive financial 
laxity, which was closely associated with the 
domestic over-indebtedness.

The financial deregulation briefly described 
above played an especially important role in

Table 2

REAL IN TER EST RATES, 
1975-1985°

(Annual percentages)

Argentina Chile Uruguay

Lend Bor Lend Bor Lend Bor
ing rowing ing rowing ing rowing

1975 114.8* 18.6*
1976

15.9*
51.3 0.0

1977 -6.3* 39.2 5.1 5.3 -12.1
1978 0.9 -14.6 35.1 18.7 19.1 0.8
1979 -2.2 -9.4 16.6 4.4 -9.6 -21.7
1980 5.7 -4.4 11.9 4.7 16.7 5.1
1981 19.3 9.3 38.7 28.5 23.9 12.8
1982 11.4 -19.7 35.1 22.4 34.0 27.2
1983 -30.2 15.9 3.9 28.3 12.3

Source: Argentina and Uruguay: Joseph Ramos,
Neoconservative Economics in the Southern Cone 
of Latin America, 1973-1983, Baltimore, Johns 
Hopkins University Press, 1986.
Chile: Roberto Zahler, "Las tasas de interés en 
Chile, 1975-1982” , in El desarrollo financiero de 
América Latina y  el Caribe, Instituto 
Interamerícano de Mercados de Capital, Caracas, 
1985.

“ Nom inal interest rates deflated by the consumer price 
index.

6The second half extrapolated for the whole year, after the 
financial liberalization had begun.
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Table 3

EVOLUTION OF REAL EXCHANGE RATES, 1975-1986°

(Index: 1980 =  100)

Argentina Brazil Colombia Chile Ecuador Mexico Peru Uruguay Venezuela

1975 196 71 120 131 109 102 76 108 112
1976 129 70 113 115 102 108 82 118 108
1977 166 69 101 111 98 119 90 116 103
1978 149 72 103 127 99 115 113 112 107
1979 111 82 99 114 100 109 107 98 109
1981 143 89 97 93 90 91 84 96 91
1982 170 86 91 112 92 135 87 102 84
1983 167 96 91 118 90 174 90 132 92
1984 163 91 97 118 121 128 86 122 101
1985 190 91 110 138 116 136 99 118 91
1986 191 88* 133 147 130 155 78b 114* 99

Source: ECLAC, on the basis o f in form ation from  the International Monetary Fund.
°The average o f the indices of the real exchange rate o f the currency of each country against the currencies o f the main 
countries from  which it imports, weighted according to the imports structure.

^Prelim inary figures.

Argentina, Chile and Uruguay and, more 
recently, in Venezuela, Ecuador and Bolivia. The 
external financial openness, which was particu
larly developed in the countries of the Southern 
Cone, expanded even further the capacity of 
national financial systems to increase their 
investments; domestic borrowing was encour
aged by strong expectations of interest rate cuts, 
in the hope of a swift and considerable fall in the 
cost of borrowing. Furthermore, the greater 
facilities and incentives for borrowing abroad,5 
offered to financial intermediaries in particular, 
encouraged the acquisition of external financial 
resources for subsequent intermediation in local 
markets.

Thus the financial deregulation made a deci
sive contribution to the encouragement of the 
domestic demand for financing (which by the 
very nature of the market in loan funds in coun
tries such as those of Latin America tends to 
exert pressure on bank lending) and the 
increased supply of funds for domestic lending

5By m eans o f  sh arp  d ifferen tia ls  betw een th e dom estic inter* 
est rates, ad justed in  exp ectatio n  o f devaluation, and th e  in tern a
tional rates, a situ atio n  caused to  a large ex te n t by th e financial 
d eregu lation  itself.

by the financial system, which grew very 
strongly.

In many of the countries of the region 
macroeconomic policies, and in particular those 
designed to check and reverse inflationary pro
cesses, also helped to encourage expenditure and 
domestic borrowing, especially in the frame
work of the financial reforms described above.

The influence of the so-called monetarist 
approach of the balance of payments was felt 
strongly in Latin America in the second half of 
the 1970s, not only through the policies on 
financial openness and foreign currency reserves 
but also through the stabilization programmes. 
In the light of the theory of parity of purchasing 
power and in anticipation of the increasing 
importance of internationally tradeable goods in 
the national economies, it was thought that 
exchange rate policy could play a fundamental 
role in containing inflation. There was wides
pread acceptance of the idea that an increase in 
domestic prices was closely linked to the future 
movement of the nominal exchange rate 
through the direct impact of the exchange rate 
on both production and financial costs (by its 
effect on tradeable goods and inputs and on the 
indexed prices and costs characteristic of the
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economies in the region with high inflation) and 
on expectations of inflation. Because it was 
thought that the current and programmed 
movement of the exchange rate would have a 
strong influence on the anticipated exchange 
rate, there was a tendency in practice to devalue 
at a slower rate than was consistent with move
ments in prices and other key economic varia
bles.6 This retardation of the exchange rate was 
particularly serious in the cases of Argentina, 
Colombia, Chile, Uruguay and Venezuela, even 
though it was quite apparent in Mexico and Peru 
at different periods (table 3).

T he tendency to overvalue the exchange 
rate, in conjunction with an external financial 
openness usually implemented without due care 
or adequate supervision encouraged excessive 
domestic borrowing by various means. On the 
one hand, it gave a powerful boost to expendi
ture on internationally tradeable goods. Further
more, the retardation of the exchange rate not 
only helped to accentuate the deficit in the trade 
account of the balance of payments, but also 
pushed up the domestic interest rate in the local 
currency, by virtue of the expectation of devalua
tion, as it stimulated the demand for domestic 
credit intermediated by financial institutions. 
Lastly, and this was certainly of great importance 
in several countries of the region, the overvalua
tion of the currency and the external financial 
openness, in the absence of compensating 
macroeconomic policies or adequate control and 
supervision of external borrowing, tended to 
reinforce themselves and cause an increase in the 
relative prices of goods and assets which were 
not internationally tradeable. In several coun
tries the inflation of assets prices (the price 
bubble) to levels which subsequently proved not 
to be those of equilibrium, generated an appar
ent increase in wealth which encouraged expen
diture and the demand for financing even 
further and at the same time contributed to the 
overvaluation of the real worth of bank guaran

6T h is  m an ag em en t o f th e  exchange  ra te  was m ade  possib le  
and  in m ost cases stim u la ted  by th e  am p le  supp ly  o f  fo reign  
exchange  resu ltin g  fro m  th e  d ram atic  increase in th e  in te rn a tio n a l 
liquid ity  flow ing in to  th e  reg ion  and fro m  th e  p ro life ra tio n  of 
policies o f financial and tra d e  o p en n ess  in L atin  A m erica  d u ring  
th is  period . F u r th e rm o re , th e  increase  in fo reign  currency reserves 
re su ltin g  from  th e  g re a te r n e t inflow  of capital, and  in som e cases 
fro m  s tric te r co n tro l o f  th e  pub lic  sec to r deficit, s tre n g th e n ed  th e  
a rg u m e n ts  in  favou r o f th is  exchange  policy.

tees and, therefore, to the increased supply of 
bank credit. Figure 1 shows the evolution of real 
share prices in Argentina, Colombia and Chile.

In some countries of the region tax policies 
caused the financing of enterprises and the for
mation of capital to come to depend much more 
on the financial sector and external capital than 
on share issues and direct participation in enter
prises. The tax incentive to increase domestic 
borrowing at the expense of capitalization arose 
when interest payments came to be classed as 
costs deductible from the taxable income of 
enterprises. This exemption was not extended to 
other forms of investment financing (or housing 
purchases) such as share issues, inputs of own 
capital, etc.

Lastly, the domestic over-indebted ness in 
some countries of the region was also encour-

Figuie 1 

REAL SHARE PRICES

fIndex: 1980*100)

O.)------1------1------1------1------1------1----- 1------1------1------1
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S ource: Argentina: Joseph Ramos, N eocontervattve E con om ics  in th e  Sou thern  C on e  
o f  Latín America, 1973.1983, Baltimore, Johns Hopkins University Press, 
1986; Colombia: IM F, In tern ational F inanciai S tatistics Y earbook, 1986; 
Chile: Roberto Z abler, L as tasas d e  Interés en Chile, 197S-1987, in Et 
desarrollo fin an ciero  d e  A m érica L atin a  y  e l  Caribe, Instituto Interimerícano 
de Mercados de Capital, Caracas, 198$.
“For Argentina the 1977 value is the price in the second half-year, after the 

financial liberalisation had begun.
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aged by the extensive interests of economic con
glomerates in the ownership of the banks. The 
activities of these groups, such as the creation of 
"paper businesses” or the use of financial practi
ces at odds with the techniques of risk evaluation 
and concentration of credit, were decisive in 
increasing arrears of payment and the value of 
the exposed portfolio, the related portfolio7 and

the matured portfolio of the banking system, 
thereby jeopardizing the solvency of the finan
cial intermediaries and even, on occasion, caus
ing their failure or State intervention or both.

7T h e  re la ted  p o rtfo lio  is th e  p o rtfo lio  m ade up  o f loans 
g ran te d  by th e  bank ing  system  to  e n te rp rise s  w hose  ow n ers  have 
an in te res t in  th e  o w n e rsh ip  o r  m an ag em en t o f  th e  lend ing  banks.

Ill 

Growth and effects of domestic over-indebtedness

T he growth of domestic borrowing and the per
sistence of the factors which stimulated it had a 
number of effects on the economy in general, 
and on the financial sector in particular, which 
have been of great importance in the crisis 
affecting several countries of the region since the 
early 1980s.

Theorists and those responsible for carrying 
out the financial reforms believed basically that 
both the "financial expansion”, which ultimately 
consisted of an increase in the liabilities of 
domestic origin in the financial system, and the 
contribution of external saving to the formation 
of capital would promote greater volume of sav
ing and a better allocation of loan funds.

In practice, the results in most of the coun
tries of the region were very different from what 
had been expected. This was due to the very 
rapid introduction and inadequate regulation of 
the financial reforms, to the volume and rapidity 
of the net influx of foreign capital, and to the 
simultaneous implementation of other policies 
and reforms whose end result was to promote 
consumption and capital flight rather than sav
ing, speculation rather than production, and 
imports rather than exports. Although financial 
expansion became widespread in the region 
there was also an increase in domestic borrow
ing, which is nothing more than the other side of 
the coin viewed from the standpoint of the assets 
(domestic credit) of the financial system. In the 
long run the magnitude, short-term  concentra
tion and excessive risk of the domestic over
borrowing distorted and impeded economic 
growth and the efficient allocation of resources

and very seriously undermined the stability and 
solvency of the domestic financial systems.

The effects of the financial reforms, the lack 
of coherence of the macroeconomic policies, the 
excessive influx of external credit, the lack of 
adequate control of the financial sector and the 
domestic over-borrowing itself tended to feed on 
each other and spread to other areas of the econ
omy. W ith the exceptions of Brazil and Ecuador, 
the financial expansion was reflected in an 
increase in the financial system’s liabilities 
(table 4) but not in concomitant increases in 
saving, which also fell in some countries as 
financial saving grew. Other policies boosted 
total consumption.

The financial deregulation encouraged a 
greater variety of financial instruments designed 
to attract funds from different income groups 
and offering various incentives to save. How
ever, the expectations generated by the external 
financial openness with respect to a rapid and 
large fall in the domestic interest rate to interna
tional levels, in conjunction with the high and 
erratic inflation rates and the uncertainty about 
the stability and duration of the financial 
reforms, meant that both saving and lending 
were very short term.

The increasing financial intermediation, the 
rise of which was explosive in some cases, led to 
a sharp increase in the debt-capital ratio in the 
majority of the countries, in both financial and 
non-financial enterprises. These latter enter
prises became more vulnerable to interest rate 
increases and to declines in economic activity 
and other changes unfavourable to business



18 CEPAL REVIEW No. 32 / August 1987

profitability, and the financial enterprises were 
more vulnerable to payment difficulties and the 
larger amounts of arrears accumulated by the 
non-financial enterprises, as well as to unex
pected withdrawals of domestic deposits and 
external loans. Owing to the importance of 
external loans, exchange rate fluctuations had a 
strong impact on businesses borrowing in dol
lars and in many cases on the financial system 
itself.

W hen real interest rates rose, businesses 
which had had access to bank credit before dereg
ulation found their financial burden increased. 
Those agents which had been kept out of the 
formal financial market, and especially the con
sumers, were relatively advantaged by the new 
interest rates because, although they rose very 
high, they were generally lower than the rates 
prevailing in the informal credit markets. 
W here savings were concerned, as stated above, 
the sharp increase in financial saving was not 
reflected in total saving as measured in the 
national accounts.

From  another angle it must be stressed that, 
as the cases of Argentina, Chile and Uruguay 
show, despite the influx of external credit, the

dollar levels of domestic interest rates were 
much higher than the corresponding interna
tional rates (table 5). The causes of these high 
levels included risk components and national 
situations; government demand for loan funds; 
the sharp increase in the demand for domestic 
credit stimulated by inflation of assets prices and 
in some cases by the artificial demand from eco
nomic groups with an interest in the ownership 
of the banks; the excess demand for financing 
which existed before the financial reforms; and 
the high costs of intermediation.

T o  the factors described above must be added 
the effect of exchange rate policy and the exter
nal financial openness on the expectations of 
devaluation and thus on the real interest rates in 
most of the countries of the region during the 
second half of the 1970s. As stated above, the 
greater availability of foreign exchange through 
the capital account of the balance of payments 
affected the exchange market and contributed to 
the overvaluation of national currencies, which 
was fed back in the anti-inflationary use of 
exchange rate policy in most of the countries. 
Accordingly, although for some time the global 
balance of payments presented no problems, and

T a b le  4

FIN AN CIAL EXPA N SIO N , 1975-1985

(As a percentage of GDPf

Argen- Brazil Chile Colom Ecuador Mexico Peru Uruguay Vene 
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1975 6 15 1 15 7 11 4 16 4 20 3 12 4 22 3 12 10 28
1976 2 12 1 13 4 8 4 16 4 18 5 13 3 20 10 21 13 33
1977 7 17 1 12 7 11 5 17 4 20 5 13 3 18 14 24 16 38
1978 12 22 2 12 8 13 5 17 4 19 15 25 3 16 18 28 16 40
1979 12 20 2 11 10 14 4 16 4 19 15 25 4 14 23 33 15 35
1980 14 20 1 9 11 17 4 15 4 20 16 25 7 19 22 29 14 31
1981 15 19 1 7 17 23 6 18 4 19 18 27 8 18 30 38 14 31
1982 12 17 2 7 23 29 8 19 4 20 19 26 11 19 38 45 19 36
1983 10 14 2 6 18 24 7 18 3 18 17 23 11 19 40 46 21 41
1984 3 5 19 25 8 17 4 16 19 24 11 17 30 35 21 42
1985 22 26 8 17 17 22 30 35

Source: International Monetary Fund, International Financial Statistics, Yearbook 1986, and several monthly issues up to 
June 1987.

"Quasi-money and M2 as at the end of the first half of each year, as a percentage of gross domestic product.
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Table 5

BORROW ING RATES IN  DOLLARS, 
1975-1983"

(Annual percentages)

Argentina Chile Uruguay LIBOR1

1975 3.T 7.7
1976 44.3 6.1
1977 16. I e 19.6 2.2 6.4
1978 37.2 32.7 12.9 9.2
1979 34.6 25.9 19.5 12.2
1980 45.7 37.4 26.8 14.0
1981 -30.5 40.8 26.3 16.7
1982 -62.9 -20.4 -30.0 13.6
1983 -22.2 6.4 32.8 9.9

Source; Argentina and Uruguay: Josep h  Ramos, 
N eocon servative E conom ics in th e  Southern Cone 
o f  Latin A m erica, 1975-1983, Baltimore, Johns 
Hopkins University Press, 1986.
Chile: Roberto Zahler, "Las tasas de interés en 
Chile, 1975-1982”, in El desarrollo  fin an ciero  de  
A m é r ic a  L a t in a  y  e l  C a r ib e , In stitu to  
Interamericano de Mercados de Capital, Caracas, 
1985.
LIBOR: IM F, In ternation al Financial Statistics, 
Y earbook  1986.

“The nominal rates adjusted for exchange rate variations. 
*The average annual interest on six-month dollar deposits. 
cThe second half rate extrapolated for the year, after the 
financial liberalization had begun.

even registered increases in foreign exchange 
reserves, the sustained and at times growing 
deficit in the current account of the balance of 
payments fuelled expectations of devaluation, 
which in turn produced higher domestic interest 
rates.

The effects of the high interest rates on 
domestic borrowers were very considerable. 
W ith real lending rates which exceeded five, ten 
and even more times the rate of economic 
growth, domestic borrowers had serious diffi
culty in paying the interest, especially as these 
rates were also applied to the total previous debt. 
The explicit or implicit reason why domestic 
borrowing continued at such rates lay in the 
excessively optimistic view of future income and 
expectations of rapid and large falls in the inter
est rate. W hen these hopes were disappointed, 
the borrow ers, who w ere already over
committed, continued to seek loans to try to

defer indefinitely the liquidation of the assets 
with which they had backed their debt, but 
whose value was now insufficient. For this rea
son alone, borrowers had nothing to lose. This 
stimulated greater borrowing in the hope of 
improvement in the conditions described above, 
and this increased the upward pressure on inter
est rates.

The very essence of the boom which fol
lowed the oil price increase in the 1970s, a boom 
financed by foreign debt and domestic over
indebtedness, was its inherent transitoriness. 
For the reasons given above, the change in rela
tive prices stimulated production, mainly in the 
sector of goods which were not internationally 
tradeable, such as construction and services. Par
ticularly affected were services connected with 
the import trade (very dependent on the increas
ing foreign debt financed by the great influx of 
international capital) and financial services 
(owing to the enormous margin between lend
ing and borrowing rates); this was also reflected 
in the greater participation of the financial sec
tor in the gross domestic product. The excessive 
expenditure, which overstimulated the produc
tion of goods which were not tradeable interna
tionally and the purchase of consumer goods and 
imports, was destined to disappear with the ces
sation of the influx of capital and deposits which 
fuelled it. The international situation changed 
towards the end of the 1970s: the terms of trade 
worsened, the dollar climbed, interest rates rose 
in the international markets, and recession set in 
in the United States and Europe. The boom came 
to a sudden stop, and the onset of recession was 
accompanied by a sharp increase in real interna
tional interest rates, which was transmitted to 
the domestic economy and helped to make the 
burden of debt incurred in the boom years 
unsupportable.

T he recession at the beginning of the 1980s 
brought with it a sustained increase in arrears 
and a large number of bankruptcies, which hurt 
the assets portfolio of the financial system. This 
had particularly adverse effects on those econo
mies in which the financial sector and the overall 
debt-capital ratio had expanded sharply. In these 
cases the effect of the recession on the capacity of 
domestic borrowers to pay was even greater, and 
they had serious difficulties in servicing their 
debt; the capacity of the financial system to cope
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with the reduced recovery of its loans was also 
affected. Both the official backing of the foreign 
debt and the State guarantees of deposits, de 
facto or de jure, made the banks less vigilant 
about the quality and the risk element of their 
assets portfolio, and at the same time encour
aged them to increase the lending rates effec
tively paid by the more efficient or more 
responsible borrow ers (aggravating their 
already difficult situation) and their borrowing 
rates, in order to attract more deposits and thus 
cope with their liquidity problems.

T he general economic decline, in conjunc
tion with the reduced influx of foreign capital 
and the need to devalue local currencies, burst 
the bubble of inflated prices of assets in goods 
which were not internationally tradeable. The 
upward trend of these prices, extremely specula
tive in many cases and unsustainable in the 
medium term, was partly responsible for the 
expansion of the supply of bank credit and of 
domestic borrowing by some sectors, despite the 
high interest rates. W hen this bubble burst, the 
value of the real guarantees of the financial sys
tem ’s debtors fell, aggravating the system’s 
situation even further. Domestically, the capac
ity of the financial systems to increase their

deposits in a situation of already high interest 
rates was made even more difficult owing to the 
increasing vulnerability of domestic borrowers 
and of the financial intermediaries themselves. 
Expectations of devaluation, which were fairly 
widespread in the early 1980s, meant that inter
est rates in local currencies were increasing in 
real terms, exacerbating the problem of domes
tic debt; on the other hand, the effective depreci
ation of local currencies, which affected the 
whole region, increased the problems of foreign- 
currency borrowers.

The magnitude, far-reaching effects and 
duration of the crisis of the 1980s exacerbated 
the situation of domestic borrowers, with the 
result that the search for a solution to the prob
lem of domestic debt was constantly postponed. 
In its turn, the fall in the real value of assets hit 
the financial system especially hard. In order to 
prevent this situation from worsening, several 
financial institutions had to be merged, liqui
dated or subjected to intervention by the authori
ties. T h e resulting economic cost has affected the 
recovery capacity of the region’s economies and 
has generally had a marked regressive impact on 
distribution.

IV
Some choices in the quest for solution of the 

domestic debt problem

The magnitude and universality of the domestic 
debt problem and the fragility of domestic finan
cial systems forced governments to seek solu
tions which usually took the form of official 
assistance for debtors and financial intermediar
ies and indirectly for domestic and foreign dep
ositors and creditors. This situation arose 
because the economic authorities did not foresee 
the seriousness of the approaching problem or 
its effects on bank liquidity and solvency and the 
interest rate, nor did they allow the failures of 
financial institutions seriously to affect deposi
tors or foreign creditors.

The different methods of solving the domes
tic debt problem have equally different effects on

incentives and the allocation of resources and on 
wealth distribution, for the crux of the domestic 
debt problem lies in the transfer of ownership 
among different economic agents.

An outline of a bank’s balance sheet will help 
to explain the nature of the problem. A common 
feature of the banks is that they work with a high 
leverage, i.e., they can invest much more than 
their paid-up capital (10 to 20 times more in 
most of the countries of Latin America). In order 
to do this, the banks have to obtain deposits and 
loans for an amount equivalent to the difference 
between their loans and investments and their 
capital. Accordingly, the paid-up capital of the 
banks is a small percentage of their loan portfo-
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lio and their third-party debt. Another feature of 
the banks is that the value of their assets portfo
lio fluctuates in step with the conditions facing 
their borrowers, but this is not true of the value 
of their liabilities portfolio. T h e knowledge that 
(here will be a State guarantee for deposits and 
official backing for the foreign debt means that 
in practice the value of bank liabilities tends to be 
fairly inflexible on the down side; this sets a rigid 
lower limit which can cause serious distortions if 
the economic value of bank assets falls below 
that of their liabilities.

There are several factors which can render a 
domestic debt problem more serious. A reces
sion, inefficient allocation of credit, excessive 
concentration of bank loans, bursting of an 
assets price "bubble” (with a consequent fall in 
the real value of guarantees), the impact of a 
devaluation on foreign-currency debtors in the 
banking system, a decline in the terms of trade, 
or any other factor which has an adverse effect 
on the current value of income from bank loans 
produces a discrepancy between the (lower) eco
nomic value of bank assets and the (rigid) value 
of their liabilities. In terms of reserves, this 
situation amounts to a loss of bank capital. 
Owing to the high value of these institutions’ 
own loans-capital ratio, when a percentage 
(even a fairly small one) of total loans is consi
dered irrecoverable, a procedure must be devised 
to distribute the loss among the bank’s owners 
(who put up its capital), foreign depositors and 
creditors, the banks’ debtors and eventually 
other economic agents.

The universality of the domestic debt prob
lem, together with its duration and magnitude, 
meant that in the majority of cases the own 
capital and reserves of the banks were insuffi
cient to cover the loss of capital. Deposit insu
rance or a political decision not to permit 
significant losses to depositors, the official back
ing of the foreign debt and the power of the 
foreign creditors, together with other character
istic features of the banking system, meant that 
depositors and creditors neglected to control the 
banks’ administration and to evaluate their oper
ational results. T he State was compelled to inter
vene to capitalt2e the banks and/or distribute 
the capital loss and make the necessary transfers 
of assets.

Different mechanisms have been used in 
different countries. In a few countries part of the 
loss was borne by the foreign creditors. In others 
such as Argentina, the domestic borrowers were 
the beneficiaries, mainly at the expense of the 
depositors, in the process called "liquidation of 
debts", when the real value of bank deposits was 
cut sharply by means of interest rate controls and 
accelerated inflation.

In Chile the official intervention in most of 
the private banks did not greatly affect either 
depositors or foreign creditors. The capital loss 
was borne by the State by means of official con
tributions to liquidated banks and the purchase 
by the Central Bank of part of the matured port
folio of the banking system, with a commitment 
by the banks to use their future profits to buy 
back this portfolio. There was also direct aid for 
foreign-currency debtors (as there was in Vene
zuela) by means of a subsidy for the "dollar 
debtor”, the price of which remained far below 
the market value of that currency. More recently, 
the reprivatization of banks has gone ahead in 
Chile with financing from the private sector and 
with the stimulus of generous tax incentives.

In Uruguay several banks had to be sold as a 
result of the decline in the real value of the 
financial system’s assets. In order to facilitate the 
sale, the Central Bank intervened, as it did in 
Chile, by taking over part of the bad debts of 
these institutions.8

T he other countries of the region had tackled 
the problem of their domestic debt with a combi
nation of the methods described above, with 
Peru as perhaps the main exception. In this 
country the distribution of the burden of the 
domestic debt affected foreign creditors; for 
their part, the debtor enterprises managed to 
transfer to the rest of society most of the impact 
of the recession by means of cuts in real salaries 
and lower tax payments, while negative real 
interest rates improved their net worth. For 
these reasons, the financial system was not so 
seriously affected in Peru as in most of the other 
countries of the region by a widespread deterio
ration in its loans portfolio.

8In  an o th e r type  o f o p e ra tio n  th e  C en tra l B ank o f U ruguay 
also bough t doub tfu l debts fro m  p riv a te  banks, w hich  u n d erto o k  to  
p u t in  new  fo reign  financing. T h is  was a fru itless a tte m p t to  
m a in ta in  its exchange ra te  policy at a tim e  w hen  access to  in te rn a 
tional loans had  declined sharply .
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These methods of 'solving" the domestic 
debt problem in the region have usually been 
supplemented by measures to make it easier for 
debtors to pay by means of the rescheduling of 
payment periods and some reductions in finan
cial costs. Behind this policy stands the assump
tion that the conditions which created the 
problems of domestic borrowers would soon 
change; therefore, in order to gain time, the 
relief provided by the rescheduling or refinanc
ing secured in the foreign debt negotiations 
which the countries of the region have engaged 
in since the end of 1982 is transferred to the 
domestic debtors. Perhaps the main negative 
aspect of this type of measure is that it offers no 
incentives to domestic debtors to meet their 
financial commitments; they continue to expect 
to obtain similar facilities in the future, some
thing which is increasingly less likely if the 
arrears are not reduced and the problem remains 
widespread.

Viewing the situation from another stand
point, a distinction must be made between deb
tor en terprises which are econom ically 
inefficient and those which are financially non- 
viable. The enterprises in the first group 
— which produce losses even in the best possible 
operating conditions—  have no valid reason, 
either economic or financial, to remain in exist
ence, for their market value is nil (or negative). 
The enterprises which are economically efficient 
but not financially viable owing to the excessive 
debt burden are different. These enterprises per
form  a useful social function, for they generate 
an economic benefit even when their share
holders are suffering financial losses. T he eco
nomic value of such enterprises at social prices is 
usually positive; in normal conditions their 
situation is resolved by an equity loss on the part 
of their shareholders, which ought not greatly to 
affect their economic efficiency since, in princi
ple, the generation of the product is not neces
sarily impaired by the price at which ownership 
rights are transferred.

This reasoning seems to suggest that in real
ity there is no "problem " of domestic debt, for 
economic mechanisms exist to prevent the 
excessive debt from affecting the overall effi
ciency of the economic system. However, when 
the domestic debt is very large, when it is wides
pread and of long duration and jeopardizes the

financial system’s stability and solvency (all con
ditions pertaining in Latin America in recent 
years to one extent or another), what is in theory 
a simple transfer of wealth, usually involves in 
practice considerable net economic costs for 
society.

These costs arise in part because under the 
conditions just described the transfers of wealth 
and ownership among debtor enterprises does 
not correct the asymmetry between the value of 
the assets and liabilities of the financial system. 
This occurs because the fall in the value of the 
guarantees of the doubtful loans is such that they 
cannot recover their original value and because 
the depositors and creditors of the financial sys
tem do not bear their full share of the capital loss 
involved. Moreover, the widespread nature of 
the problem has impeded and delayed the legal 
process of liquidating enterprises, and this pro
cess indeed is not cost-free and can help to erode 
even further the value of the real guarantees and 
thus the overall quality of the banks’ portfolio.

Accordingly, the solutions to the problem of 
domestic over-indebtedness have large eco
nomic costs. These costs include the fiscal 
burden resulting from the direct contributions 
by the Treasury or the Central Bank to capitalize 
the financial system. There are other indirect 
costs connected with the purchase of matured 
portfolios, subsidy of interest rates and the for
eign exchange price (this to ease the situation of 
foreign currency debtors) and, in more general 
terms, with resources furnished to different 
pressure groups which are trying to solve their 
own domestic debt problems. The over
indebtedness also generates very tangible costs, 
owing both to the effect of the uncertainty about 
ownership rights on private investment and to 
the restrictions imposed on lending by the finan
cial system to those activities which could rec
over more easily or which offer clear advantages 
for the resumption of recovery and growth.

All this leads to the conclusion that the 
region's excessive domestic debt has become a 
serious problem which is impeding the reactiva
tion and expansion of the productive capacity, 
owing both to its effect on enterprises in the real 
sector of the economy and to its effect on finan
cial institutions. As a result of institutional and 
legal rigidity and the downside inflexibility of 
the nominal value of bank liabilities, ownership
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must be transferred and capital losses recog
nized; the effects of these processes are not neu
tral from the perspective of either efficiency or 
equity.

Experience suggests that in order to minim
ize the economic costs, preference must be given 
to rapid solutions which, in view of the discre
pancy between the size of the problem and the 
available resources, should be of a selective kind. 
T he legal and institutional problems which are 
delaying the normalization of economic activity 
must be solved, so that the financial sector can 
provide new resources for activities which are 
economically efficient in terms of the viability of 
the debtor enterprises and of the contribution 
which they can be expected to make to recovery 
and economic growth. In this same spirit, the 
solution to the domestic debt problem should 
give priority to the meeting of commitments and 
encourage the reduction of the arrears, while at 
the same time discouraging expectations of 
future financial pardons.

W here distribution is concerned, any solu
tion which does not envisage the appropriate

transfer of ownership among the agents directly 
involved (debtors, owners, depositors and credi
tors of the banks) must be viewed, essentially, as 
containing a large element of discretionality or 
arbitrariness. And the same can happen with 
certain specific forms of transfer of ownership. 
At the same time, the direction which official 
intervention gives to the "solution” of the prob
lem certainly involves a political aspect. No deci
sion, ranging from nationalization of the 
banking system to its reprivatization, which 
envisages measures which affect to different 
degrees and in different ways domestic and for
eign depositors and creditors, and taxpayers in 
general, wage earners, investors, or any other 
group or sector on which all or part of the cost of 
financing the capital loss may fall, can be des
cribed as based on strictly economic considera
tions. However, because these decisions have 
different effects on incentives to save and invest, 
the flight of capital, the reduction of arrears, etc., 
they warrant specific study which takes into 
account the special features of each situation, so 
that the relative merits of the available choices 
can be evaluated in their totality.

V

Main lessons of the domestic over-indebtedness of 
Latin America

The region’s recent experience with respect to 
domestic over-indebted ness has taught several 
lessons of definite usefulness in the formulation 
of macroeconomic and financial policies.

Firstly, there seems to be a close link 
between domestic over-indebtedness and certain 
modalities of financial deregulation. Abrupt 
financial reforms without adequate supervision 
may indeed help to secure a considerable 
increase in financial savings (financial expan
sion), but they can also cause an explosion of 
domestic debt (debt expansion) in relation to 
other forms and sources of financing of eco
nomic activities. This situation in turn makes the 
economic system more vulnerable to changes in

interest rates, the terms of trade, the net influx 
of (internal and external) deposits and loans, 
and economic activity. This is particularly true 
when interest rates are floating, for their varia
tion will affect both new loans and the total 
existing debt. In this case, interest rate changes 
will have significant repercussions, for they will 
directly affect the net worth and economic viabil
ity of existing enterprises.

Secondly, although the decontrol of interest 
rates can balance the market in loan funds, it can 
cause the interest rate to rise to very excessive 
levels with respect to variables with which it 
ought to maintain some connection (such as, for 
example, the productivity of capital and the eco-
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nomic growth rate), and this tends to cause sig
nificant imbalances in other markets. Extremely 
high interest rates weaken the situation of the 
debtors and increase the exposure of the assets 
portfolio of financial intermediaries; they also 
distort the foreign exchange market by artifi
cially stimulating the influx of capital, they cause 
the exchange rate to be overvalued, they 
threaten the dynamism of the sector of interna
tionally tradeable goods, and they have an 
adverse effect on the current account of the bal
ance of payments. In the long term this last 
effect tends to undermine the supply of foreign 
financing and contributes in practice to devalua
tion of the exchange rate; this affects foreign 
currency debtors and, through them, the whole 
of the financial system. Therefore, if certain pri
ces, no m atter how free they may be, fall out of 
line with what would be reasonably normal 
values, this fact must be given particular weight 
in order to anticipate problems in the operation 
of the market concerned or serious imbalances in 
other markets.

Thirdly, a massive influx of external financ
ing is not sufficient to bring domestic interest 
rates down and hold them down. The increased 
risk associated with national situations and the 
greater expectations of devaluation resulting 
from the increasing foreign debt and exchange 
rate overvaluation both have the effect of accen
tuating the disparity between the domestic and 
international interest rates. Segmentation of 
markets, unequal access to external credit, 
uneven degrees of substitution among various 
domestic and international assets, and overva
luation of assets which are not tradeable interna
tionally are more likely to cause assets to be 
overvalued than to reduce interest rates. The 
wealth generated in this way tends to encourage 
consumption rather than saving, although at the 
same time there may be an increase in the hold
ing of financial assets. The lack of correspon
dence between the massive influx of external 
capital and domestic investment, together with 
the impact of financial openness on the 
exchange rate, which is quite the opposite of 
what is expected from trade openness, under
m ine the potential advantages of economic 
openness and impair the efficient allocation of 
resources by economic agents who borrow in

foreign currency, and, worst of all, they erode the 
quality of the assets portfolio of the financial 
system.

Fourthly, financial reforms in economies lit
tle accustomed to operating competitively in this 
sector are not sufficient in themselves to ensure 
better allocation of financial resources. T he tra
ditional criteria for portfolio management and 
risk evaluation on the part of financial interm e
diaries, in conjunction with the legal or de facto 
availability of deposit insurance and official 
backing of the foreign debt, fuel the upward 
movement of interest rates and encourage 
unprofessional and excessively risky manage
ment (both of the loans portfolio and of mea
sures to increase deposits) on the part of 
domestic financial systems. In particular, very 
harmful effects have resulted from the combina
tion of a free interest rate and State guarantees of 
the financial system’s assets, outmoded banking 
legislation and inadequate supervision and regu
lation of the composition and quality of the loans 
portfolio, and the competition in attracting dep
osits by means of interest rate manipulation. 
This combination encourages excessive growth 
of the financial sector and imprudent and exces
sively risky bank lending policies, and it fuels the 
domestic over-indebtedness; it also creates con
ditions for an unstable interest rate and makes a 
large part of the financial system very vulnerable 
if not directly insolvent.

Fifthly, the tax structure and legislation can 
stimulate domestic borrowing which is excessive 
and undesirable with respect to other capitaliza
tion mechanisms. The tendency to tax dividends 
and distributed profits and to make interest pay
ments deductible from taxable income creates a 
clear distortion, and taxation policies must cer
tainly be reexamined in this respect. Sixthly, 
certain key macroeconomic prices, such as the 
exchange rate, the interest rate and wages, ought 
to be managed in a more flexible and co
ordinated manner. In particular, an attempt 
should be made to spread the impact of sharp 
and unexpected changes in the economy among 
different markets, so as to minimize any price 
disalignments and influence the movement of 
those economic variables which are fundamental 
to proper resource allocation. This means that
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no price should be excessively rigid, for this 
rigidity will isolate the market from the impact 
of external events and concentrate it in the rest 
of the economy.

Lastly, an attempt must be made to discon
nect the ownership of the big enterprises in the

real sector of the economy from the ownership 
of the financial system, with a view to reducing 
the concentration of this system’s loans portfolio 
and thus its exposure as well, and in order to 
discourage speculative and potentially destabil
izing management of the financial sector.





Private 
internal 
debt in 
Colombia,
1970-1985
Mauricio Carrizosa 
and Antonio Urdinola*

In the firs t half o f the 1980s one of the clearest 
developments in Colombia's financial sector as in 
that of several other Latin American economies, was 
the increasing indebtedness of private and public 
enterprises. A  large part of the increased lending was 
o f domestic o rig in  and this led to an unprecedented 
grow th in the financial assets held by the public and 
the interm ediation systems. A t the same tim e the 
form erly buoyant stock market went in to its death 
throes; the great majority o f shares came into the 
hands o f a few large investors, for the small investor 
put his savings into the financial instruments issued 
by the intermediaries who were lending to business.
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national currency from  debt in foreign currencies 
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the effects o f the domestic debt on the vulnerability 
o f the financial sector. Obviously, high debt coeffi
cients increase the risk of bankruptcy, and if  this 
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Evolution of business 
sector debt

This description of the evolution of the debt over 
time makes a distinction between non-financial 
and financial enterprises. The reasons for this 
distinction are clear: on the one hand, the debt of 
financial bodies is specifically regulated by legis
lation in terms of their net worth; on the other 
hand, a large part of business debt is supplied 
indirectly from the resources obtained by the 
banks, so that it is wrong to add together the debt 
of the two types of body.

1. Debt o f non-financial enterprises
There exist statistics which show the evolution 
of the debt of corporations which are not finan
cial intermediaries between 1950 and 1984. The 
figures show a trend for capital to be financed 
from borrowing (table 1). At the beginning of 
the 1950s the proportion financed by debt was 
less than a quarter of total liabilities. By the 
mid-1980s almost three-quarters of these liabili
ties did not pertain to the owners of the 
companies.

There is of course the familiar bias caused by 
the counting of fixed assets as historical costs; 
but even if this were corrected, it would hardly 
offset the upward trend of the debt, for other 
economic indicators support the descriptive 
hypothesis set out above. One of these indicators 
is the comparison, from 1970 onwards, of the 
interest and dividends paid by enterprises, which 
shows the increasing importance of interest 
(table 2). A second indicator is the significant 
growth in non-stock financial assets in relation 
to the gross domestic product, especially in the 
1950s and from 1970. A third indicator is the 
significant decline in the 1970s in the commer
cial value of a sample of shares of all the incorpo- 
ra te d  c o m p a n ie s  w h ich  w e re  o n c e  
unincorporated expressed as a proportion of a 
total which also includes non-stock financial 
assets.1 It is thus clear that the increasing busi-

'T h e  last tw o  ind icato rs are g iven  respectively  in C arrizosa  
( 1985), p. 140, and in C arrizosa  ( 1986), pp . 94-96. T h e  indicator of 
in te re s t and d iv idends is ob ta ined  from  th e  incom e and e x p en d i
tu re  accounts o f th e  e n te rp rise s  in  th e  N a tio n a l A ccounts o f  
C olom bia p rep a red  by th e  N a tio n a l B ureau  o f S ta tis tics  (DANE).

I
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ness debt had its counterpart in the rapid devel
opment of financial instruments intermediated 
by lending institutions and in the stagnation of 
stock issues as a means of mobilizing resources.

It is now necessary to consider the distribu
tion of debt between national and foreign cur
rencies. Unfortunately, this cannot be done 
directly since the financial statements submitted 
to the Office of the Superintendent of Compan
ies make no distinction between the two types of

Table 1

COLOMBIA: CORPORATE DEBT 
COEFFICIENTS, 1950-1984

Index

1950 24.0
1951 27.0
1952 27.0
1953 32.0
1954 31.0
1955 29.0
1956 32.0
1957 32.0
1958 34.0
1959 35.0
1960 37.0
1961 37.0
1962 40.0
1963 40.0
1964 43.0
1965 43.0
1966 45.0
1967 44.0
1968 44.0
1969 46.0
1970 43.9
1971 47.4
1972 49.8
1973 53.7
1974 57.0
1975 60.5
1976 62.1
1977 61.6
1978 61.1
1979 65.1
1980 73-0
1981 71.2
1982 71.7
1983 71.2
1984 71.9

Source; 1950-1980: Restrepo (1985), p. 14.
1981-1983: Office of the Superintendent of 
Companies (1984), Boletín mensual, Nos. 3, 4, 
and 6.

Table 2

COLOMBIA: INTEREST COSTS AND 
DIVIDENDS OF NON-FINANCIAL 

PRIVATE COMPANIES AND 
QUASI-COMPANIES, 1970-1983

(Millions of pesos)

Year Interest Dividends Interest/
dividends

1970 3 930 7 099 0.55
1971 5 347 8 022 0.67
1972 6 458 12 270 0.53
1973 8 748 16 770 0.52
1974 10 804 23 084 0.47
1975 17 364 26 803 0.65
1976 22 054 36 196 0.61
1977 27 010 46 564 0.58
1978 35 460 50 096 0.71
1979 44 916 56 029 0.80
1980 69 751 79 051 0.88
1981 104 461 92 362 1.13
1982 140 233 117 463 1.19
1983 163 421 133 756 1.22

Source: National Bureau of Statistics (1985), Cuentas
N acionales d e  Colom bia, 1970-1983, table 25, pp. 
128-141.

debt. But it is possible and useful to compare the 
total external private debt of the non- financial 
sector with the total national-currency portfolio 
of the banking system and of private financial 
corporations. This comparison (table 3) indi
cates no specific trend in the relative importance 
of the two types of debt.2 T he relative propor
tion of the debt in foreign currencies declined for 
a time between 1975 and 1978. In fact, the exter
nal private debt expressed in dollars remained 
stationary at around US$1 100 million up to 
1978 and then grew vigorously up to 1982. The 
external debt expressed in dollars then stabilized 
and the increase in its peso value from 1982 was 
due basically to the increase in financial costs 
resulting from the devaluation.

To sum up, the aggregate figures show, 
firstly, an increase in the global indices of busi-

2H ow ever, it is possib le  th a t o th e r  no n -trad itio n a l in te rm e 
diaries, fo r ex am p le  com m ercial finance com panies, may have 
supp lied  an increasing  am o u n t o f funds. But such funds s till co n sti
tu te  a sm all frac tion  o f th e  to ta l m arket.
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Table 3

COLOMBIA: EXTERN A L AND IN TERN A L D EBT, 1970-1984

(Millions of pesos)

Private
external

debt

(1)

Banking
system

Loans in 
national 
currency

(2)

(2) / (1) 

(3)

Private
financial

corporations

Loans in 
national 
currency

(4)

(4) / ( 

(5)

1970 10 065 12 922 1.28 2 339 0.23
1971 14 030 15 392 1.10 2 823 0.20
1972 16 203 18 125 1.12 3 819 0.24
1973 18 295 23 984 1.31 4 807 0.26
1974 28 922 32 951 1.14 5 813 0.20
1975 35 860 42 593 1.19 8 130 0.23
1976 43 447 54 085 1.24 11 884 0.27
1977 40 313 77 505 1.92 19 009 0.47
1978 48 093 95 413 1.98 25 134 0.52
1979 82 588 110 459 1.34 25 873 0.31
1980 20 782 165 541 1.37 42 184 0.35
1981 177 032 238 620 1.35 58 890 0.33
1982 251 357 286 946 1.14 '62 817 0.25
1983 328 626 390 993 1.19 73 474 0.22
1984 415 812 477 206 1.15 79 783 0.19

Source: (1) Bank o f the Republic.
(2) and (4) Banking Association o f Colombia (1985).

ness debt and, secondly, no permanent changes 
in the distribution between debt of external and 
internal origin. It seems that the capacity for 
domestic intermediation of funds grew roughly 
in the same way as the access to debt in foreign 
currencies, at least during the 1970s.

A more detailed description must be given of 
the debt of non-financial companies. A sample 
was taken of corporations with a view to calcu
lating coefficients of total debt and debt by type 
of creditor, together with indices of liquidity and 
short-term  debt, which indicate changes in the 
global debt characteristics (table 4). T he average 
shown in the last line confirms the upward trend 
of debt, except in the last year when the trend 
shows a considerable decline. There are some 
extrem e cases of debt greater than total assets, 
indicating negative net worth.

T he proportion of short-term  liabilities in 
total external liabilities remained constant, on 
average, throughout the period (table 5). Cur
rent (short-term ) liabilities represent a more or 
less constant proportion — about 6 0 % —  of the 
total debt. However, as the increase in total debt 
was not accompanied by a similar increase in 
liquid assets, the ratio of current assets to current 
liabilities declined significantly. As can be seen 
from table 6, this decline occurred during the 
1960s and 1970s; the average liquidity index of 
corporations was around 1.5. In comparison 
with the 1960s, these companies now run a 
greater risk of being unable to meet their current 
obligations on time. It is therefore no surprise 
that, as will be discussed below, the matured 
portfolio of financial bodies should also have 
increased significantly.
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Table 4

COLOMBIA: EVOLUTION OF DEBT INDICES IN A SAMPLE 
OF 42 NON-FINANCIAL ENTERPRISES, 1960-1985

Debt (percentage)"
1960 1971 1978 1980 1982 1983 1984 1985

Bavaria 33.4 30.7 57.5 58.8 77.0 51.8 43.6
Cervecería Unión 20.6 20.5 43.9 58.6 63.2 61.2 59.6 46.5
Proleche 18.5 39.2 43.2 51.6 50.3 47.7 55.9
Cía. Colombiana de Tabaco 21.3 55.4 57.2 61.5 69.3 72.5 72.2 71.1
Cía. Molinera de Herrán 17.5 18.9 65.3 53.7
Cía. Nacional de Chocolates 44.8 27.6 34.5 38.7 67.0 48.2 42.7 47.9
Industrias Alimenticias Noél 44.8 19.5 62.3 65.9 61.7 61.6 58.4 58.1
La Industria Harinera 25.0 13.7 46.2 61.4 66.4 76.1 73.4 74.9
Manuelita 39.5 20.3 52.1 62.6 81.4 79.3 79.9 78.2
Colcurtidos 16.7 32.8 45.5 52.3 77.3 65.8 70.9 66.8
Coltejer 31.3 35.8 58.2 77.4 76,3 73.7 74.0 77.6
Fabricato 24.8 43.7 65.3 69.0 74.6 76.8 75.3 58.1
La Garantía-A. Dishington 21.6 51.7 79.6 68.2 99.0 159.4 234.1
Paños Vicuña Santa Fé 43.0 52.5 58.8 79.6 73.0 74.9 74.3 70.4
Sociedad Industrial Alicachín 23.6 36.9 53.3 78.1 92.1 127.7 156.9
Tejicondor 41.2 44.5 57.9 69.5 80.6 84.9 70.2 69.4
Tejidos Unica 55.3 59.3 55.9 66.8 67.7 78.8 47.1
Cartón de Colombia 38.8 56.6 68.0 74.3 66.5 64.3 62.8
Cauchosol 36.8 43.2 61.8 73.0 68.2
Croydon 42.1 58.2 78.3 61.8 69.6 95-7 84.6
Cementos Argos 0.4 8.7 9.8 13.7 28.0 27.1 21.8 18.0
Cementos del Valle 20.1 76.8 71.8 70.4 71.1 69.5 70.8 70.9
Cementos Diamante 23.0 33.1 51.2 52.8 62.9 65.0 40.8 36.6
Manufacturas de Cemento 26.7 39.8 64.1 72.6 91.6 74.1 72.2 72.4
Eternit Atlántico 32.9 31.2 47.8 28,9 44.1 49.7 46.7 38.8
Eternit Colombiana 38.7 33.0 50.8 26.3 46.3 52.3 44.6 38.1
Eternit Pacífico 29.1 35.5 53.4 57.9 64.0 51.8 48.6 42.3
Ladrillera La Candelaria 15.0 31.4 51.5 70.9 73.9 72.5 67.6
Tubos Moore 13.4 31.1 73.6 74.8 71.9 75.3 83.4 88.8
Vidriera de Colombia 16.7 45.1 84.4
Acerías Paz del Río 6.1 38.5 53.0 73.7 94.3 73.5 80.6 85.6
Colmotores 87.8 84.9 90.1 88.9 116.8
Distral 71.7 81.2 80.2 80.6 76.8 64,1 72.5
Furesa 25.8 78.7 71.6 80.5 78.3 82.3 79.5
Icasa 81.7 92.9 85.8 88.1 66.3 69.5 72.3
Industrias Metálicas de Palmira 23.4 63.5 58.1 70.0 94.9
Industrias Metalúrgicas Iderna 24.1 65.0 65.4 79.8 76.2 67.7 67.2
Muebles Artecto 57.0 73.0 88.3 89.1 92.6 97.0 132.3
Avianca 57.2 73.3 81.2 75.0 81.8 89.4 93.5 93.2
Cine Colombia 23.9 24.9 34.9 33.5 48.6 46.8 51.5 56.0
Urbanización David Puyana 23.0 33.3 73.9 68.2 79.1 81.9 83.3 72.7
Hipódromo de Techo 25.0 31.3 39.0 82.5
Average* 28.3 39.4 59.7 63.6 72.4 73.3 73.7 68.2

Source: Financial statem ents o f the companies. O ffice of the Superintendent of Companies. Commerce Section.
Note: T h e figures for 1960-1982 were compiled in Figueroa Jaram illo (1983). Those for 1985 were compiled directly by the authors. 

Total third-party liabilities
'D e b t  index =   x 100

Total assets
*The arithmetical average.
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Table 5

COLOMBIA: EVOLUTION OF RATIO OF CURRENT TO TOTAL 
THIRD-PARTY LIABILITIES IN A SAMPLE OF 42 

NON-FINANCIAL ENTERPRISES, 1960-1985

1960 1971 1978 1980 1982 1983 1984 1985
Bavaria 48.9 59.2 45.5 30.3 24.3 29.8 32.0
Cervecería Unión 78.5 83.9 75.3 71.9 66.5 62.0 53.3 60.7
Proleche 30.4 71.1 80.3 60.6 73.5 79.5 87.9
Cía. Colombiana de Tabaco 88.2 68.1 53.3 60.9 62.8 61.0 52.9 56.2
Cía. Molinera de Herrán
Cía. Nacional de Chocolates 66.5 55.1 75.5 57.8 62.2 63.3 45.9 53.7
Industrias Alimenticias Noél 94.5 70.4 71.8 78.7 78.8 70.4 60.0 74.6
La Industria Harinera 43.3 6.4 79.3 90.0 89.6 89.7 92.1 91.4
Manuelita 76.4 67.1 26.9 53.7 25.7 27.5 36.0 36.6
Colcurtidos 77.7 41.8 63.1 65.0 69.0 61.8 66.9 69.2
Coltejer 57.1 64.5 51.6 50.6 42.7 28.8 31.6 30.1
Fabricato 74.2 59.9 55.6 52.8 61.5 57.5 60.4 28.2
La Garantía-A. Dishington 100.0 42.3 56.0 58.7 61.5 61.3 66.9
Paños Vicuña Santa Fé 51.3 71.4 35.7 55.7 54.3 54.9 55.8 62.6
Sociedad Industrial Alicachín 71.4 20.9 55.7 56.3 67.8 72.6 75.0
Tejicondor 59.7 77.5 46.4 45.9 34.2 20.6 26.6 26.2
Tejidos Unica 50.8 67.0 68.5 63.0 74.2 86.5 100.0
Cartón de Colombia 81.7 63.7 67.4 61.0 62.5 65.4 58.7
Cauchosol 68.0 15.1 95.7 94.2 91.5
Croydon 74.5 62.8 72.7 69.5 65.0 70.2 70.3
Cementos Argos 42.8 33.7 74.7 68.3 65,0 64.3 63.7 67,6
Cementos del Valle 66.6 55.9 53.6 40.8 33.9 28.7 31.2
Cementos Diamante 72.6 79.8 60.6 62.1 60.7 66.9 60.6 53.2
Manufacturas de Cemento 58.3 20.0 52.7 61.0 33.7 37.5 60.4 57.8
Eternít Atlántico 17.3 48.3 54.8 60.0 69.9 77.0 69.9 60.9
Eternit Colombiana 55.1 43.3 62.9 67.0 59.2 81.1 75.6 64.6
Eternít Pacífico 47.8 40.8 52.3 61.0 77.8 65.7 55.7 57.3
Ladrillera La Candelaria 43.2 53.7 22.4 31.9 44.0 40.0
Tubos Moore 57.Ï 30.5 35.2 30.9 26.1 39.5 34.5 36.7
Vidriera de Colombia 50.0 43.3 74,3
Acerías Paz del Río 57.5 27.3 42.7 30.2 38.2 38.3 37.9 47.2
Col motores 66.2 74.8 70.3 76.9 98.0
Dístral 42.9 38.5 37.9 53.1 62.0 53-7 52.5
Furesa 44.3 67.9 21.8 18.5 14.4 18.2 18.6
Icasa 69.9 67.5 68.6 68.5 63.9 68.7 67.8
Industrias Metálicas de Palmira 47.5 67.6 88.2 82.2 94.6
Industrias Metalúrgicas Iderna 75.3 82.2 79.5 89.1 85.8 73.5 82.5
Muebles Artecto 89.5 80.3 76.5 82.1 60.0 69.8 41.9
Avianca 58.5 34.3 22.3 37.6 33.6 64.3 77.2 80.7
Cine Colombia 79.2 56.6 62.8 49.5 44.9 40.4 55.7 62.1
Urbanización David Puyana 16.9 24.0 95.8 95.5 96.8 97.6 95.7 56.1
Hipódromo de Techo 39.2 48.5 81.6 96.9
Average0 59.4 51.4 61.6 61.0 59.0 57.7 57.4 59-9
Source: F inancia l s ta tem e n ts  o f  th e  com pan ies. O ffice o f th e  S u p e rin ten d e n t o f  C om panies. C om m erce Section.
Note: T h e  figures fo r 1960-1982 w ere  com piled  in F igueroa Ja ram illo  (1983). T h o se  fo r 1985 w ere  com piled  d irectly  by th e  au thors. 
° T h e  a r ith m e tica l average.
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Table 6

COLOMBIA: EVOLUTION OF LIQUIDITY INDICES IN A SAMPLE 
OF 42 NON-FINANCIAL ENTERPRISES, 1960-1985

Liquidity4

1960 1971 1978 1980 1982 1983 1984 1985
Bavaria 3.1 1.2 1.8 3.0 2.9 2.3 2.2
Cervecería Unión 2.0 1.8 0.8 1.1 1.6 1.9 1.8 1.8
Proleche 2.9 1.2 1.1 1.3 1.3 1.3 1.1
Cía. Colombiana de Tabaco 2.5 1.7 1.8 1.6 1.3 1.3 1.5 1.4
Cía. Molinera de Herrán 9.7 6.5 2.0 1.8
Cía. Nacional de Chocolates 2.4 3.0 1.9 2.0 1.6 1.7 2.5 2.1
Industrias Alimenticias Noél 1.4 1.4 1.4 1.4 1.3 1.4 1.8 1.7
La Industria Harinera 6.2 3.8 1.8 1.4 1.3 1.2 1.1 l.l
Manuelita 1.6 4.3 1.7 1.3 1.3 1.4 1.2 1.3
Colcurtidos 2.7 2.4 2.5 1.8 1.4 1.6 1.5 1.6
Coltejer 2.4 1.8 2.1 1.4 1.2 1.3 1.4 1.4
Fabricato 2.1 1.5 1.8 1.8 1.1 1.1 1.3 3.2
La Garantía-A. Dishington 3.3 2.2 1.6 1.9 0.8 0.4 0.2
Paños Vicuña Santa Fe . 3.1 2.2 3.2 2.6 1.8 1.7 1.7 1.5
Sociedad Industrial Alicachín 4.3 9.2 4.1 1.7 1.5 1.0 0.8
Tejicondor 1.8 1.9 1.7 1.9 1.8 3.2 2.9 3.2
Tejidos Unica 1.8 2.0 1.8 15 1.0 0.8 1.9
Cartón de Colombia 1.3 1.6 1.3 1.3 1.2 1.2 1.3
Cauchosol 2.5 3.3 1.4 1.3 1.4
Croydon 2.2 1.0 1.4 1.6 1.6 1.Ï 1.4

Cementos Argos 20.0 1.9 0.9 1.1 0.8 0.9 1.4 1.1
Cementos del Valle 2.8 7.1 1.2 1.3 1.9 1.9 2.5 2.5
Cementos Diamante 1.4 2.5 2.0 1.0 0.7 0.7 0.8 0.9
Manufacturas de Cemento 2.1 2.9 1.6 1.6 2.6 2.4 1.1 1.2
Eternit Atlántico 10.0 4.0 2.6 2.7 2.5 1.5 1.7 2.4
Eternit Colombiana 3-0 2.3 1.9 2.2 2.5 1.3 1.9 2.4
Eternit Pacífico 5.0 3.5 2.8 2.2 1.6 1.6 2.1 2.3
Ladrillera La Candelaria *♦* 0.7 1.6 1.8 1.2 0.6 1.0
Tubos Moore 2.0 1.5 1.2 2.3 2.9 1.9 1.5 1.2
Vidriera de Colombia 6.5 2.6 1.0
Acerías Paz del Río 8.2 3.0 2.3 1.9 1.1 0.9 0.9 0.6
Colmotores 1.4 1.2 1.2 1.1 0.5
Distral 2.0 2.4 2.1 2.0 1.8 2.0 1.9
Furesa 1.1 3.7 2.6 3.7 2.7 2.9
Icasa 1.5 1.5 1.3 1.4 1.3 1.3
Industrias Metálicas de Palmira 1.7 1.6 1.4 0.3
Industrias Metalúrgicas Iderna 2.2 1.3 1.4 1.1 1.1 1.7 1.5
Muebles Artecto 1.5 1.5 1.4 1.1 1.5 1.1 1.2
Avianca 1.4 1.0 2.6 1.5 1.7 0.9 0.7 0.6
Cine Colombia 0.9 2.3 1.0 1.8 1.3 1.6 0.9 0.8
Urbanización David Puyana 15.3 2.3 2.3 1.2 1.1 1.1 1.1 1.9
Hipódromo de Techo 0.8 1.8 1.8 1.2
Average* 4.1 2.6 1.8 1.7 1.5 1.5 1.5 1.8
Source: Financial statements of the enterprises. Office of the Superintendent of Companies. Commerce Section.
Note; The figures for 1960-1982 were compiled in Figueroa Jaramitlo (1983). Those for 1985 were compiled directly by the authors. 

Current assets
‘Liquidity index =  —“ ---------- , —

Current liabilities
*The arithmetical average.
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Table 7

COLOMBIA: AVERAGE COM POSITION 
OF TH IR D -PA R TY  LIABILITIES 

OF A SAMPLE OF EN TERPRISES 
IN THE REAL-ESTATE SECTOR

(Percentages )

Finan
cial

liabil
ities

Person
nel

liabil
ities

Govern
ment
liabil
ities

Miscel-
lane-aous

Total

1971 36.1 18.0 14.6 31.3 100.0
1978 39.4 23.2 6.9 30.5 100.0
1980 40.0 22.7 6.6 30.7 100.0
1982 41.3 21.3 6.7 30.7 100.0
1983 43.6 21.3 5.3 29.8 100.0
1984 37.3 25.3 5.0 32.4 100.0
1985 41.9 22.1 5.9 30.1 100.0

Source; For 1971, 1978, 1980 and 1982: F igueroajaram illo 
(1985).
For 1985, 1984 and 1985: authors' calculations. 

"Includes commercial and non-bank debt.

2. Distribution o f total debt

In the previous sections an analysis has been 
made of the increase in the total debt of Colom
bia’s business sector; this section will consider 
the holdërs of this debt, with respect to the 
non-financial sector.

Table 7 shows the variation between 1971 
and 1985 in the composition of the third-party 
liabilities (debt) of the companies in the sample 
presented in the previous section. Between 1971 
and 1978 the debt owed to the government 
declined from 14.6 to 6 .9%  of the total debt, 
owing largely to a series of tax amnesties for 
companies which brought their tax returns up to 
date. In contrast, there was an increase in finan
cial liabilities from 36.1 to 39-4%  for reasons 
which are explained in the next section, and 
especially in the personnel liability, which 
increases from 18 to 23-2% ; this item consists 
basically of pensions paid by the enterprises and 
the entitlem ent to retirement pensions3 accumu
lated by currently employed staff. The other lia-

JT h e  re tire m e n t pen sio n  is a benefit estab lished  under 
C olom bian  law equ iva len t to a m onth ly  p ay m en t for each year 
w orked, payable  on th e  re tirem e n t o f th e  w orker; its cum ulative 
value is upda ted  on  th e  basis o f th e  last salary received.

bilities remain relatively stable, as is to be 
expected in view of their predominantly com
mercial nature (for example, suppliers’ credit).

Between 1978 and 1983 there is a clear trend 
towards higher borrowing from the financial 
sector, which increases from 39.4 to 43 .6%  of 
the total, while the personnel liability declines 
from 23-2 to 21.3 %4 and the official (govern
ment) liability from 6.9 to 5 .3% ; the commercial 
(miscellaneous) liability also declines slightly. 
The 1982-1983 financial crisis is reflected in a 
sharp relative decline in financial debt from 
43 .6%  in 1983 to 37.3%  in 1984, with increases 
in the proportion of personnel and commercial 
liabilities. The financial system had difficulty in 
maintaining the growth rate of new loans to the 
non-financial sector in 1984, especially owing to 
the closure of lines of credit by foreign partners.

In 1985 there was a return to figures similar 
to those of 1982, with financial liabilities 
amounting to 41 .9%  of the total.

3. Financial sector debt

Major financial reforms were introduced in the 
1970s which led to the establishment of new 
intermediaries (savings and housing institu-

Table 8

COLOMBIA: RATIO OF M 2 TO  GROSS 
DOMESTIC PRODUCT AND TO  M„ 

BETW EEN 1970 AND 1985"

(Percentages)

m ,/m 2 m 2/g d p

1970 86.3 18.9
1972 83-7 18.8
1974 69.5 20.6
1976 62.7 23.8
1978 57.2 25.9
1980 50.0 27.1
1982 43.8 29.8
1984 41.7 32.6
1985 39.8 34.1

Source: M , and M 2: Bank of the Republic. Gross domestic 
product: National Bureau of Statistics (DANE). 

“ M,: Money in circulation plus current accounts. M 2: M , 
plus quasi-money (broad money supply).

4As the  In s titu te  o f  Social Security is b eg in n in g  to  take 
responsib ility  for an increasing  p ro p o r tio n  o f  pensions.
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tîons, commercial finance companies and fidu
ciary companies) and to an increase in the real 
rates of taxation of financial bodies with the 
removal in 1972-1974 of the legal ceilings which 
kept these rates at negative levels in real terms.

As a result, quasi-money (savings accounts, 
time deposits) increased swiftly in importance 
(table 8). T he trends are clear. Between 1970 
and 1985 money in circulation plus current

accounts (M t) declined continuously: it fell from 
86.3 to only 39.8%  of the broad money supply 
(M 2); this means, among other things, that the 
composition of resources in the financial system 
shifted radically from free resources (current 
accounts do not bear interest in Colombia) to 
interest-bearing resources, thus increasing the 
likelihood of liquidity problems if the portfolio 
declines.

Table 9

COLOMBIA: COMMERCIAL BANK DEBT, 1970-1985

E xternal
credit

E x ternal E x tern a l In te rn a l
T o ta l N e t th ird -p a rty th ird -p a rty In te rn a l credit

liabilities w o rth liabilities liab ilities / cred it re so u rces /
(m illions

(m illions 
o f pesos)

(m illions (1 H 3 ) T o ta l resources E x tern a l
o f  pesos) of pesos) (m illions liabilities (4 )-(2 ) liabilities

of pesos) (percen tage) (pe rcen tag e)
(1) (2) (3) (4) (5) (6) (7)

1970 June 21 365 2 870 18 495 86.6
December 22 996 3 302 19 694 85.6

1971 June 25 348 7 022 3 632 21 716 85.7 14 694 67.7
December 25 533 7 071 3 860 21 673 84.9 14 602 67.4

1972 June 29 544 8 901 4 243 25 301 85.6 16.400 64.8
December 31 684 9 011 4 561 27 123 85.6 18 112 66.8

1973 June 38 029 10 090 4 992 33 162 87.2 23 072 69.6
December 44 568 10 114 5 367 39 201 88.0 29 087 74.2

1974 June 50 523 12 537 6 072 44 451 88.0 31 914 71.8
December 58 363 20 191 6 740 51 623 88.4 31 432 60.9

1975 June 66 466 21 341 7 429 59 037 88.8 37 696 63.9
December 73 992 22 228 8 485 65 507 88.5 43 279 66.1

1976 June 86 925 24 610 9 964 76 961 88.5 52 351 68.0
December 99 008 27 169 11 115 87 893 88.8 60 724 69.1

1977 June 127 021 24 199 12 780 114 241 89.9 90 042 78.8
December 138 151 27 483 14 073 124 078 89.8 96 595 77.8

1978 June 170 212 29 735 16 193 154 019 90.5 124 284 80.7
December 178 181 29 725 19 566 158 615 89.0 128 890 81.2

1979 June 251 047 31 092 22 005 229 042 91.2 197 950 86.4
December 252 376 49 412 25 714 226 662 89.8 177 250 78.2

1980 June 300 178 57 967 29 771 270 407 90.1 212 440 78.6
December 362 281 73 579 35 697 326 584 90,1 253 005 77.5

1981 June 409 873 79 590 40 187 369 686 90.2 290 096 78.5
December 491 634 91 026 47 227 444 407 90.4 353 381 79.5

1982 June 558 496 108 783 51 181 507 315 90.8 398 532 78.6
December 594 176 118 438 60 292 533 884 89.8 415 446 77.8

1983 June 685 682 161 181 61 466 624 216 91.0 463 035 74.2
December 758 026 167 331 68 672 689 354 90.9 522 023 75.7

1984 June 837 968 195 579 71 039 766 929 91.5 571 350 74.5
December 909 494 206 824 71 563 837 931 92.1 631 107 75.3

1985 June 1 018 559 232 355 75 996 942 563 92.5 710 208 75.3
December 1 182 232

Source; (1) Revista del Banco de la República (January  1986), 1970-1985, tab le 3.1.2.
(2) C alcu lations based o n  da ta  o f  th e  B anking  A ssociation  o f  C olom bia (1985), tab le  5, p- 22.
(3) A s fo r (2), b u t on  th e  basis o f data from  tab le  4, p. 20.
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Similarly, the relative availability of credit in 
the economy increased considerably from an 
M 2/GDP ratio of 18.9%  in 1970 to 34.1%  in
1985. The financial sector then had to deal with 
three basic factors: a larger relative volume of 
resources to invest, a higher average cost of their 
resources resulting from the increase in the pro
portion  of in terest-bearing  over current 
accounts, and a sharp rise in the interest rates 
paid and charged.

T he greater availability of domestic resour
ces also changed the internal and external pro
portions of the financial sector’s debt. The only 
Colombian intermediaries authorized to incur 
debt in foreign currencies are the commercial 
banks and financial corporations (investment 
banks).5

Since in Colombia the total debt (or third- 
party liabilities) of financial intermediaries is 
regulated by law, it is not surprising that the 
ratio of commercial bank debt should have 
shown a slight but sustained increase between 
June 1970 and June 1985 from 86.6 to 92 .5%  
(table 9, column (5)).

T he proportion of domestic resources in the 
total bank debt moved cyclically (table 9, column 
(7 )), depending on the greater or lesser degree of 
access to external credit determined by the 
government by means of the exchange controls 
which have been in force in Colombia since 1967. 
Between 1975 and 1979 the proportion of 
national resources increased sharply from 60.9 
to 86 .4%  in step with the expansion of the 
national financial saving described above, which 
resulted from a coffee boom and reduced 
recourse to foreign loans. Between 1979 and 
1983 there was a decline in the relative propor
tion of domestic resources (to 74 .2% ) owing to 
greater flexibility on the part of the government 
with respect to external debt. This trend was 
checked by the international crisis of 1982-1983, 
since when the reluctance of foreign banks to 
increase their loans to the third world has held 
the figure at about 75 %  for the commercial 
banks.

Table 10 demonstrates in another way the 
increasing dependence of the banking system on

5Since th e  d is trib u tio n  o f th e  business debt betw een obliga
tions in na tional and  fo reign  currency show s no p e rm a n e n t 
change, it is concluded th a t th e  e n te rp rise s  reso rted  increasingly  to 
d irect borrow ing .

Table 10

COLOMBIA: RA TIO  OF IN TER EST- 
BEARING IN TERN A L RESOURCES* 

TO  PROD UCTIVE A SSETS OF 
BA N KIN G SY STEM ,* 1970-1984

Percentages

1970 25.5
1971 30.6
1972 31.4
1973 32.2
1974 39.7
1975 47.3
1976 49.3
1977 54.0
1978 60,7
1979 60.2
1980 60.0
1981 63.6
1982 74.0
1983 70.8
1984 76.2

Source: Carrizosa (1985), pp. 110-111 
“ Savings deposits, time certificates o f deposit, and 

resources o f the Bank of the Republic. 
hLoans, discounts, various debtors and investments.

interest-bearing domestic resources — with con
sequences which were to emerge in the crisis of 
the 1980s.

The performance of financial corporations 
was similar to that of the commercial banks with 
regard to their total level of debt, which 
increased steadily from 77 .8%  in 1970 to 88 .3%  
in 1985 (table 11, column (5)). The composition 
of this debt remained relatively stable up to 
1978: domestic resources accounted for 85.89%  
of it between 1970 and 1978; this proportion 
subsequently declined to 61 .5%  in 1985. The 
financial corporations were less able to attract 
domestic savings and became increasingly 
dependent on external resources channelled 
through the Bank of the Republic to finance 
imports of capital goods. This dependence was 
to have serious consequences for them with the 
speed-up of the devaluation initiated at the end 
of 1984 as part of the adjustment programme 
agreed with the International Monetary Fund 
(IMF).
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When their borrowing became 100% 
dependent on interest-bearing resources, the 
financial corporations found themselves in the 
same situation as other non-banking interme
diaries: the savings and housing institutions and

the commercial finance companies. Accor
dingly, the crisis in the real-estate sector had a 
serious effect on the liquidity and even the 
solvency of some of them, as will be discussed 
in section III.

Table 11

COLOM BIA: FIN A N CIA L CORPORATION D EBT, 1970-1985

(Millions of pesos)

Total
liabil
ities

(1)

External
credit

resources

(2)

Net
worth*

(3)

External
liabilities

<D-(3)

(4)

External
liabilities/

Total
liabilities

(percentage)

(5)

Internal
credit

resources
(4)-(2)

(6)

Internal
resources/
External
liabilities
(6)/(4)

(percent
age)
(7)

1970 8 891 813 1 975 6 916 77.8 6 103 88.2
1971 11 241 1 271 2 323 8 918 79.3 7 647 85.7
1972 14 052 1 352 2 533 11 519 82.0 10 167 88.2
1973 15 899 1 694 3 173 12 726 80.0 11 032 86.7
1974 19 353 2 221 3 681 15 672 81.0 13 451 85.8
1975 24 481 2 731 4 415 20 066 82.0 17 335 86.4
1976 31 908 2 965 5 220 26 688 83.6 23 723 88.9
1977 44 997 4 218 6 080 38 917 86.5 34 699 89.1
1978 57 619 6 878 8 938 48 681 84.5 41 803 85.9
1979 70 039 9 774 10 696 59 343 84.7 49 569 83.5
1980 105 536 18 678 13 463 92 073 87.2 73 395 79.7
1981 142 919 25 561 16 711 126 208 88.3 100 647 79.7
1982 182 537 37 056 27 952° 154 585 84.7 117 529 76.0
1983 220 846 44 790 31 686 189 160 85.6 144 370 76.3
1984 265 391 75 189 35 593 229 798 86.6 154 609 67.3
1985 385 261 130 985 45 094 340 167 88.3 209 182 61.5

Source: (1) 1970-1977: Manager’s report, statistical annex, pp. 80 and 64.
1978-1985: R evista  d e l  Banco d e  la República.

(2) 1970-1977: Manager’s report, statistical annex.
1978-1985: Manager’s annual reports to the Management Board.

(3) 1970-1971: Ibid  (1). Net worth =  paid-up capital +  legal reserve + contingency reserves + year’s profits. 
1972-1977: N e t w orth  = paid-up capital +  legal reserve + contingency reserves.
1978-1985: R ev ista  d e l Banco d e  la R epública  and Manager’s reports.

"T he  increase is due to the Government’s contribution to Financiera Eléctrica Nacional (FEN).
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II

Reasons for the internal debt

It is now necessary to offer an interpretation of 
the debt trends identified in the previous section 
and to examine their effects on the productive 
sector. W ith this purpose in mind, a presenta
tion will now be given of the fundamental fac
tors which determine the choice between debt 
and capitalization and the composition of the 
debt according to its origin (internal or exter
nal). This model will then be used to analyse the 
possible behaviour of demand and supply of 
domestic credit. At the end of the section an 
account is given of the effects of the increased 
debt on the productive sector and of the role 
played by the higher interest rates at the end of 
the 1970s and the recession in the first half of the 
1980s.

1. Determination o f the structure 
o f the financing o f capital

The most widely studied topic in the literature 
on the financial structure of enterprises is the 
distinction between owned capital and debt. The 
essence of this distinction lies in the rights of 
ownership pertaining to each form of financing. 
The value of and return on owned capital 
depends directly on the performance of the 
enterprise. In contrast, the factors which deter
mine the value of and return on the debt are 
mainly a function of supply and demand in the 
credit market and are relatively independent of 
the perform ance of the enterprise. The link 
between the financial term s of the debt and the 
debtor enterprise is constituted by a risk pre
mium covering the likelihood of inability to 
meet third-party obligations. But in any event it 
is significant that the agreed terms of the return 
on and value of the debt capital are relatively 
independent of the results achieved by the enter
prise, which instead affect the value of dividends 
or the share price. In other words, the interest 
which an enterprise must pay or the debt capital 
which it must repay do not decline if its results 
deteriorate — a factor which imposes inflexibil
ity in financial management.

These two main options with respect to the 
structure of a company’s assets basically reflect 
the alternative ways in which private individuals 
can finance business capital. This point is illus
trated in the figure. A personal financial portfo
lio may consist of shares or bonds. These bonds 
or shares can be issued directly to individuals by 
the enterprises or initially to financial interm e
diaries and institutional investors. Broadly 
speaking, there are four main ways of financing. 
First, individuals may hold shares in corpora
tions; second, they may hold instruments from 
institutional investors which in turn invest in 
company shares; third, individuals may hold 
company debt; and fourth, they may hold bonds 
and deposits in financial bodies which lend 
directly to enterprises. There are of course other 
means of financing capital which are not shown 
in the figure (for example, institutional inves
tors can buy bonds instead of shares). But these 
four ways are the most important for the pur
poses of this study.

W ithin debt or business ownership there are 
other distinctions which must be pointed out. 
There are different types of stock (common or 
preference for example) ; different types of stock 
holders (natural persons, private juridical per
sons, public sector bodies); different types of 
debt (internal or external, long- or short-term ); 
and different types of borrower. For the pur
poses of this study, which is concerned basically 
with domestic business debt, the theoretical 
analysis must be conducted in two stages, exa
mining first the factors determining the total 
debt of enterprises and then the distribution of 
this debt between foreign and domestic debt.

a) Issue o f shares or contraction o f debt

The traditional approach to the study of the 
structure of the assets of an enterprise, either its 
net worth or its debt, is based on the familiar 
theory of the cost of capital. This theory analyses 
the factors which determine the cost of capital in 
the two financing options, with a view to com
paring the incentives for choosing one or the
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Figure

PRINCIPAL METHODS OF FINANCING CAPITAL

other. The concept of the cost of capital makes it 
possible to determine the cost to an enterprise of 
the resources obtained by borrowing and of 
those obtained by issue of shares. A basic analysis 
indicates that the interest rate is the fundamen
tal variable, but this answer oversimplifies a 
problem which becomes very complex when the 
effects of taxation, inflation and distribution of 
profits are taken into account.

The role of these variables can be evaluated 
by means of a simple example which illustrates 
the concept of cost of capital: a businessman has 
to decide whether he should buy machinery to 
increase his production capacity. Assuming that 
there is no inflation or taxes, that our business
man distributes to him self all the profits, that he 
cannot place shares on the market and that his 
physical assets do not depreciate, it can be con
cluded that the cost of the capital is simply the 
interest rate in the credit market. This cost indi
cates the minimum additional amount which the 
new machinery must produce to justify borrow
ing to expand the operation. If the machinery 
does not produce this minimum, the business
man would do better to maintain his present 
production level or seek a more profitable line of 
activity.

W hen the effects of taxation (personal and 
company) and of inflation are included in the

analysis, the cost of capital for the issue of share 
(X a) is calculated as follows:

X a =
r - q -I- qc 

f
(1)

where r is the nominal interest rate, q is the 
inflation rate, c is the rate of capital gains tax, 
and

f =  (1 - t) [1 - (pu +  (1 - p) c)] (2)

where t is the rate of company tax, q is the rate of 
tax on natural persons, and p is the distributed 
proportion of profits. The cost of capital 
financed by borrow ing (Auerbach, 1983, 
pp. 905-940) is:

X d
r - q + q i ! - i ! 6 (3)
l-u  1-u 1-t

It is to be expected that at the margin the two 
financing alternatives have the same cost. How
ever, it is not clear which is the variable (or set of 
variables) to be adjusted to equalize these costs 
when the tax levels or inflation rate vary. In the 
model described the possibilities are limited to

6T h is  fo rm u la  assum es th a t all in te re s t is deductib le  but 
d iv idends (d is trib u ted  p ro fits )  a re  not.
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the discount rate or the proportion of distributed 
profits. T o  give an example, an increase in the 
company tax rate increases X a and reduces X j .  
Given a total distribution of profits (i.e., p =  1), 
the effect of an increase in r would be greater on 
X a than on X j ,  so that the equalization of the 
two would require a reduction of r. However, 
there is no need to dwell on this point for the 
purposes of this study. It is sufficient to point 
out, returning to the example, that an increase in 
t will stimulate borrowing and that it is this 
effect which one should seek to corroborate in 
the figures presented in the previous section.

It is necessary to indicate the expected effects 
of changes in the interest rate, the inflation rate 
and the tax rates. To facilitate the analysis it is 
assumed that companies distribute all their prof
its and that capital gains due to inflation are not 
taxed. Given these assumptions, an increase in 
the interest rate, with the inflation rate remain
ing constant, will increase the cost of issuing 
shares more than the cost of borrowing. The 
reason is that part of this increase is deductible as 
a cost in the case of borrowing, but it is not 
deductible when the return on capital is paid as 
dividends. T o  put it another way, profits are 
taxed twice and interest is taxed only once, so 
that an increase in the real interest rate increases 
the cost of share issues more.

In  contrast, the effect of an increase in infla
tion, with the real interest rate remaining con
stant (i.e., r - q), depends on the values of 
company and personal tax rates. If  the company 
rate is higher than the personal rate, the cost of 
borrowing goes down. The opposite happens if 
the personal rate is higher than the company 
rate. An increase in the inflation rate, given the 
assumptions described above, has no effect on 
the cost of capital through share issues, since it 
has been assumed that capital gains due to infla
tion are not in fact taxed.

An increase in company taxation increases 
the cost of borrowing less as it also generates, in 
this case, a deduction. But the heavier taxation 
increases even further the double taxation of 
profits distributed as dividends. On the other 
hand, an increase in the personal tax rate 
increases the cost of borrowing more, for it taxes 
at the personal level the inflationary movement 
of interest rates. The validity of this last conclu
sion depends of course on interest actually being

subject to personal taxation. This assumption is 
debatable in the case of Colombia, where the 
evasion of taxes on interest income seems to be 
greater than in the case of dividend income.

b) Internal borrowing as against external
borrowing

T he analysis so far has been concerned with 
the distribution of business liabilities between 
debt and capitalization, with the implicit 
assumption of homogeneous borrowing alterna
tives. However, one of the main purposes of this 
study is precisely to study the behaviour of 
domestic borrowing.

In the Colombian economy the distinction 
between domestic and foreign borrowing is vir
tually the same as that between debt in the 
national currency and debt in foreign currency, 
although there are some lending operations in 
the national currency using external resources, 
when the exchange risk is assumed by the Bank 
of the Republic.

In a credit market with no artificial or insti
tutional restrictions on quantities or prices 
(interest rates for example), with absolutely cer
tain forecasts of exchange rate movements, and 
with equality of tax treatment, businessmen 
would not care whether they borrowed in the 
national currency or in foreign currency, for the 
interest rate in the national currency would be 
equal to the sum of the external interest rate and 
the accurately forecast devaluation. However, if 
the forecast of devaluation is only slightly out, it 
is no longer a m atter of indifference whether the 
debt is acquired in one or the other type of 
currency. For an enterprise whose prices are not 
adjusted in step with the exchange rate, the risk 
of losses through external borrowing is greater 
than for an enterprise with an internationally 
marketable product. Furthermore, there may be 
major restrictions on access to the different 
types of credit, and this factor is of greater 
importance in the case of Colombia. At times in 
the past institutional factors have determined 
access to credit in the national currency; at other 
times, the exchange rate policy or the credit 
policy of international lending bodies have 
limited the use of external resources. It is there
fore necessary to review both the devaluation 
pattern in Colombia and the various policies
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which have restricted the market in one way or 
the other during the last 20 years.

Colombia of course has been using the sys
tem of crawling peg devaluation since 1967, The 
devaluation rate is adjusted according to the 
availability or otherwise of foreign exchange. U p 
to 1975 the devaluation in real terms was fairly 
rapid and designed to increase the supply of 
foreign exchange following its sharp decline in 
the mid-1960s. During the second half of the 
1970s real devaluation was slow (negative, in 
fact), because coffee and other products (includ
ing narcotics) generated an abundant supply of 
foreign currency. But from  1983 the devaluation 
was rapid as a result of the foreign exchange 
crisis which occurred in that year. T he year of 
sharpest devaluation in this latter period was 
1985, with a fall of 50%  in the value of the 
Colombian peso without precedent in the 
crawling peg period. This episode had probably 
been anticipated by businesses for some time, 
although there had been doubt as to the precise 
moment when it would occur.

W ith regard to institutional restrictions, 
those of internal origin are due to the monetary 
policy, usually preoccupied with the possible 
effect on the monetary sector of foreign 
exchange obtained by external borrowing. In the 
second half of the 1970s when it was assumed 
that the slow rate of devaluation would stimulate 
the demand for credit in foreign currency, this 
demand was limited by the restrictions intro
duced by the Monetary Board. In the 1980s the 
lim itations originated instead in the foreign 
lending institutions, which wished to make a 
sizeable reduction in their loan expansion in the 
Latin American area in general. Colombia was 
affected by this change in the perception of the 
risk, although it fared better than some other 
countries of the region.

Lastly, attention must be drawn to an impor
tant difference between the tax treatm ent of the 
cost of external debt and the treatment of the 
cost of internal debt. Up to 1978 the exchange 
rate adjustment of the external debt incurred to 
provide working capital was not accepted as a 
deduction. In contrast, the interest on borrowing 
in the national currency has always been fully 
deductible., Th is creates an imbalance in the 
determination of the cost of the debt, depending 
on whether it is in foreign or the national 
currency.

2. Stimulation o f the demand fo r  credit

Using equations (1) and (3) it is possible to 
calculate the evolution of the theoretical cost in 
Colombia of capital for corporations, depending 
on whether it is financed by borrowing or by 
share issues. This calculation was made in Carri
zosa (1986). H is results in the case of total distri
bution of a corporation’s profits are given in 
table 12. This shows that the cost of capital 
obtained by share issues has usually been higher 
than the cost of capital obtained by borrowing. It 
is now necessary to analyse the reasons for this 
constant discrepancy.

Before 1953 there was no double taxation of 
profits in Colombia. Corporation shareholders 
paid no taxes on the dividends they received, but 
the corporations did pay taxes on their profits at 
progressive rates. Furthermore, limited liability 
companies did not pay taxes, while their share
holders paid income tax on their holdings in 
these companies. Both companies and natural 
persons were also affected by the tax on excess 
profits and other surtaxes which formed part of 
the taxation of income. Even though there was 
no double taxation before the 1953 reform, the 
cost of borrowing was still lower at that time 
than the cost of share issues. This was due to 
inflation (a phenomenon which increases the 
tax advantage of borrowing when interest pay
ments are fully deductible) and to the low nomi
nal interest rates up to 1974. W ith the 1953 
reform the relative advantage of borrowing 
increased significantly, for this reform, in addi
tion to introducing double taxation, increased 
the tax rates applicable to corporations more 
than those applicable to natural persons. Double 
taxation reduced the tax advantage of dividends; 
the greater increase in the company rates 
increased the effect on company taxes of the 
deductibility of interest payments.

From  the 1953 tax reform up to the I960  
reform inflation increased the tax rates applica
ble to each level of the real income of natural 
persons and companies. An increase in the com
pany tax rate increases the relative advantage of 
borrowing; an increase in the personal rate 
decreases that advantage, for it is applied to the 
totality of interest payments but does not affect 
the portion of profits already taxed in the corpo
ration. The net effect of these forces reduced the 
relative advantage of borrowing for natural per
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Table 12

COLOMBIA: TH EORETICAL COST OF CAPITAL FO R A CORPORATION , 
ACCORDING TO  SHAREHOLDER INCOM E0

Year

Share issues Debt

Income of 
one millionbpesos

(1)

Income of 
2.5 million

_ bpesos
(2)

Income of 
10 millionbpesos

(3)

Income of 
one millionbpesos

(4)

Income of 
2.5 million 

pesos6 
(5)

Income of 
10 millionbpesos

(6)

1953c 4.18 4.18 4.18 1.40 1.98 3.08
i m d 5.02 5.41 6.48 -0.31 0.77 3.77

1960c 5.40 6.20 7.03 -0.21 2.40 4.69
I960d 5.60 6.44 8.06 -1.17 1.00 5.16

1967e 10.48 12.83 14.09 3.28 7.51 9.78
1967^ 10.88 13.22 14.57 4.00 8.22 10.65

1974e 9.16 9.61 11.06 5.86 8.07 15.18
1974^ 8.93 11.79 14.20 -0.60 12.58 23.67

(20.83/ (27.52) (33.14)

1982 28.25 32.68 37.88 17.66 26.96 37.88

1983^ 16.67 18.71 19.58 3.82 10.94 13.41

1985 16.67 18.70 19.58 4.59 11.18 14.54

Source: Carrizosa (1986), p. 75.
“ A  total distribution o f profits is assumed.
^Constant 1985 pesos.
^Before that year’s tax reform. 
dA fte r that year’s tax reform.
*The percentages in brackets assume a capital gains tax o f 20%.

sons with high incomes, while the effect of infla
tion on the rates applicable to low incomes was 
insignificant.

The I9 6 0  tax reform lowered the rates appli
cable to natural persons (except in the case of 
high incomes) and raised those applicable to 
companies, so that the relative advantage of bor
rowing was again increased. The positive effect 
o f cumulative inflation on the real tax rates 
applicable to natural persons reduced this advan
tage between I9 6 0  and 1967, as did the increases 
in these rates announced in 1967. Between 1967 
and 1974 inflation and interest rates increased, 
and cumulative inflation again increased the tax 
rates applicable to each level of the real income 
of natural persons. This latter effect again 
reduced the advantage of borrowing, even 
though the greater increase in inflation as 
opposed to interest rates partially offset the

effect of heavier personal taxation on the cost of 
borrowing. The 1974 tax reform increased the 
tax rates applicable to medium and high incomes 
and reduced even further the advantage of bor
rowing, except for low incomes; this effect 
would have been greater if it had not been 
decided at the same time to raise the rates appli
cable to company profits. Between 1974 and
1982 the effect of cumulative inflation on per
sonal tax rates again reduced the tax advantage 
of borrowing, but the increase in interest rates 
had a greater impact on the cost of obtaining 
capital by issuing shares, because the alternative 
of borrowing permitted the deduction of interest 
payments. Accordingly, the net advantage of this 
latter option was maintained. Subsequently, the
1983 reform eased the burden of double taxation 
on dividends and personal taxation of interest, 
with  ̂ net result in favour of borrowing.
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T he figures in table 12 show that the theo
retical cost of issuing shares has generally 
remained above the theoretical cost of borrow
ing. In view of the additional fact that personal 
taxation of interest is more easily evaded than 
personal taxation of dividends, the advantage of 
borrowing over share issues is even greater. This 
advantage explains to a great extent why in 
Colombia companies have sought to borrow in 
the form described in the previous section.

Another less familiar aspect of the problem 
is the role played by borrowing as a means of 
restricting shareholding in companies and iso
lating them  from  control by small savers. Use of 
this mechanism is stimulated by increases in tax 
rates, for tax evasion is easier through close 
companies.

Although information about the distribution 
of the business debt between national and for
eign currencies is very limited, the figures pres
ented above in table 3 suggest that this 
distribution has undergone no permanent 
changes. T he analysis of the choice between the 
two modes of debt should also take into account 
the changes both in the degree of exchange risk 
and in the access to the two types of resource. 
Moreover, ex post devaluation affects the true 
cost o f external debt, an aspect reflected in the 
changes observed in the borrowing pattern. It 
was seen earlier that the relative importance of 
private external borrowing declined between 
1975 and 1978, owing mainly to two factors: 
firstly, the slower rate of devaluation in the 
period reduced the increase in the peso value of 
the existing external debt; secondly, although 
this slower rate of devaluation increased the 
demand for external credit, the financial policy 
limited access to these resources, in order to 
check the accum ulation of in ternational 
reserves, a phenom enon which was threatening 
monetary stability.

It is also of interest to analyse the period 
1982-1985. The available figures indicate that in 
this period the dollar debt stabilized and then 
fell. This was helped both by the greater per
ceived risk of sudden devaluation and by the 
gradual hardening of attitudes towards Latin 
America in the external credit markets. How
ever, the peso value of this debt increased more 
quickly than the debt contracted in the national 
currency, owing to the rapid rate of devaluation.

Little more can be said on the basis of the global 
figures available. It seems clear, however, that 
the distribution of the debt between foreign and 
national currencies is very sensitive to the provi
sions of financial policy, the effective devalua
tion rate and the access allowed by external 
lending bodies. N or is it surprising that, on aver
age, the relative importance of external resour
ces has undergone no permanent change.

3. Institutional aspects o f the 
provision of credit by the 

financial sector

The financial reforms of the first half of the 
1970s increased considerably the volume of 
financial savings and the numbers and types of 
bodies involved in intermediation. There was an 
explosion in financial activity and a proliferation 
of all kinds of enterprise, some regulated by the 
Office of the Superintendent of Banks and others 
under no kind of control seeking to attract per
sonal savings by offering high real interest rates; 
these bodies, as has been indicated, were no 
novelty in Colombia (Carrizosa, 1985), for even 
before the 1970s there were high real rates in the 
free money market. The novelty lay in perm it
ting (initially the savings and housing institu
tions in 1972 and thereafter the whole financial 
system) to pay high real positive interest rates 
for financial savings. The result was a dramatic 
increase in the ratio of M 2 to GDP, which almost 
doubled during the last 15 years (table 8).

The great increase in the acquisition of sav
ings by financial intermediaries had a number of 
important consequences both for share values 
and for the concentration of loans, the prolifera
tion of intermediaries and the quality of their 
portfolios.

a) Decline in share values

Since the country did not have a stock market 
with big institutional investors capable of appre
ciating the impact of such factors as net worth or 
profitability on the intrinsic value of shares, 
share prices came to depend on the capacity of a 
corporation to pay the small or medium saver a 
dividend competitive with the interest rates 
offered by financial intermediaries.
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The increases from 1972 in the real interest 
rates offered to the saver by financial bodies had 
a devastating effect on shares: "in 1965 they 
accounted for 59%  of the value of transactions 
on the Bogotá Stock Exchange; in 1970 the pro
portion was still 5 7 % ; in 1975, 2 5 % ; in 1980, 
14% ; and in 1982, 5.5 % ” (Figueroa, 1983, p. 6).

Corporations tried to protect themselves by 
distributing a larger proportion of their net 
profits, from 64 .4%  in 1970 to 77 .3%  in 1982 
for the sample studied. "D espite this, and as was 
to be expected, dividends alone could not make 
shares competitive. Therefore, the share price 
index deflated by the index of implicit GDP pri
ces shows a steady deterioration after the estab
lishment of double taxation in the 1950s.” 
(Figueroa, 1983, p. 6).

Between 1970 and 1975 the decline in the 
real value of shares worsened to a level between 
23 and 33%  lower than the 1970 level, reflecting 
the new interest rates paid from 1972 by the 
system which operated with units of constant 
purchasing power and by the financial system as 
a whole from 1974.

T he real depreciation of share values 
brought their market prices down to a level 
much below their intrinsic value; this attracted 
the interest of business groups which saw a good 
opportunity to acquire the country’s big open 
corporations at low cost, taking advantage of the 
fact that the shares of these companies were held 
by a large number of small and medium inves
tors who were interested only in dividends, 
which were becoming increasingly less competi
tive with the interest rates offered by the finan
cial sector.

From  the 1970s Colombia underwent an 
intense process of concentration of the owner
ship of its main corporations.

Many of the company acquisitions in this 
period were made by industrial-financial conglo
merates using resources obtained from the pub
lic at high real interest rates. It was assumed that 
these acquisitions would provide bigger profits 
than dividends alone by concentrating within 
the group a whole series of sources of profit 
(insurance, deposits, etc.); this situation, 
together with windfall profits from the sale of 
the fixed assets of the acquired enterprises, 
enabled the group to pay the interest to the 
savers and make a good profit in the process.

Lastly, the small size and the inadequacy of 
the national market in shares meant that real 
share values were weakened by measures such as 
double taxation and the freeing of interest rates, 
which in turn stimulated high-risk speculation 
with the public’s savings.

The government was worried by the impli
cations of this process and in 1979 it set up the 
National Securities Commission to regulate the 
acquisition of companies in the Stock Market 
and the public offer of securities in general; but it 
was too late, because an enormous volume of 
assets had already been taken over by a few 
conglomerates whose consolidated debt level 
through the process known as "pyramidation” 
was very high. These conglomerates, just like the 
independent companies which entered the 
1980s with high levels of debt, proved to be 
incapable of withstanding the economic slow
down which began in 1980, as will be seen below.

b) Concentration o f loans

T he abundance of resources and financial 
intermediaries created strong competition in 
lending to clients who could show "in  the books” 
sufficient profit margins to be able to pay the 
high interest rates charged by the intermediar
ies. Many of these intermediaries lacked the 
extensive banking networks needed for the wide 
distribution of their loans among consumers and 
small and medium enterprises or a wide geogra
phical distribution, and accordingly they concen
trated their lending on the more dynamic 
enterprises of the non-financial sector. As the 
fixed assets of these enterprises were mortgaged 
to the bodies which had acted as intermediaries 
in their acquisition (banks or corporations), the 
new loans were usually granted them without 
real guarantees, and this was to have a devastat
ing effect in the future, as will be seen below.

T he problem of excessively high debt levels 
in the balances of productive enterprises was 
solved by ingenious accountants by means of 
"com m ercial” revaluations of the fixed assets; 
the inclusion of this increased value in the net 
worth secured a considerable reduction in the 
companies apparent debt. This method was also 
used by the financial bodies, as will be seen 
below, and its dangers came to light when later 
many of these assets had to be accepted instead
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of payment, revealing the unreality of many 
"com m ercial” valuations.

W hat was even more serious, the com peti
tion among intermediaries in the swift and 
wholesale investm ent of their abundant and 
costly resources caused them  to accept as stand
ard practice the constant refinancing of short
term  loans, so that loan applications were 
considered only on the basis of the clients’ capac
ity to pay the interest but not to repay the capital. 
W hen the economy slowed down at the end of 
the 1979 coffee cycle and the banks began to find 
that their clients were having difficulty in paying 
the interest on tim e, they realized with alarm 
that it would be even less possible for them to 
repay the principal and that the high level of 
debt meant that the owners of the debtor enter
prises were not interested in saving them with 
injections of capital. In other words, by concen
trating its lending on a relatively small number 
of enterprises, the financial sector would end up 
as their owner when the cyclical decline of coffee 
affected the profit levels of the non-financial 
sector in the 1980s.

c) Proliferation o f intermediaries and taxation
difficulties

T he proliferation of intermediaries and 
their offices made it impossible for the Office of 
the Superintendent of Banks to exercise effective 
control over their activities. This body had been 
set up in 1923 in order to carry out extensive, 
detailed and frequent audits of a fairly small 
number (20) of banks and insurance companies. 
W ith the passage of the years it acquired all 
kinds of supervisory functions for such dissimi
lar bodies as urban development corporations 
and stockbrokers.

In the m id-1970s the Office was supervising 
more than 300 bodies with 2 500 offices. How
ever, its machinery for visits, analysis and con
trol remained the same as in 1930, despite the 
increasing systematization of financial bodies. 
Accordingly, the Office could neither detect nor 
prevent the abuses, self-loans and theft which 
some unscrupulous businessmen committed 
with the public’s savings, not to mention those 
which occurred in enterprises not supervised by 
the Office which also sought to attract public 
savings on a massive scale and quite irresponsi

bly at very high real interest rates (20%  and 
above). This led the government in 1982 to 
decree it a crime for bodies to acquire the public's 
savings on a massive and regular basis unless 
specifically authorized to do so, but it was too 
late.

Over the years the Office has had to inter
vene in and administer the bankruptcy of 32 
financial bodies, and it was not equipped for this 
task either. The government has now instituted 
a thorough reform of the Office, including a 
reduction of the number of bodies supervised 
and of reports required, total systematization of 
data handling, and an improved programme of 
training and remuneration for the staff, now 
mostly young and with a high turnover rate. 
There is no doubt that many of the problems of 
the financial sector (such as laxity in granting 
loans, illegal self-loans, theft, etc.) could have 
been avoided if the Office of the Superintendent 
of Banks had been modernized ten years earlier.

d) Inadequacy of accounting regulations

Just as there was no proper machinery for 
control of financial bodies, so the country had no 
clear and comprehensive regulations governing 
the accounting of enterprises in the productive 
sector; there were big gaps in the interpretation 
of the accounting regulations in critical areas 
(such as the treatment of the effects of inflation 
on balances and profit and loss statements, pres
entation of suspense accounts, etc.) which gave 
accountants and auditors a wide margin of dis
cretion; this prompted unscrupulous business
men to use accountants and auditors who were 
"broad-minded”, when not frankly dishonest. 
This is what creditors found when they came to 
check the truth of the financial statements of 
their defaulting debtors, and many prosecutions 
resulted.

The administrative inadequacy of the Office 
of the Superintendent of Companies, responsi
ble for supervision and control of corporations 
and the larger limited companies was, in con
junction with the ineffective accounting rules, 
another critical factor in the errors committed by 
the banks when they made loans on the basis of 
these massaged financial statements. As in the 
case of the Office of the Superintendent of 
Banks, the Office of the Superintendent of Com
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Table 13
COLOMBIA: DISTRIBUTION OF INVESTMENT INCOME, REAL 

INTEREST RATES, AND DEVIATION OF GROSS DOMESTIC 
PRODUCT WITH RESPECT TO THE TREND 

GENERATED BY POPULATION 
GROWTH, 1970-1983

(Percentages)

Year

Dividends 
and profits/ 

Income from property 
(private company)

(1)

Real interest 
rate

(2)

GDP deviation 
owing to 

population 
trend

(3)
1970 60.0 2.5 (5.5)
1971 57.1 5.2 (4.3)
1972 63.3 2.3 (1.4)
1973 63.9 (1.1) 1.0
1974 66.7 0.4 2.8
1975 59.6 0.2 1.2
1976 61.1 3.1 2.0
1977 62.4 1.7 2.2
1978 57.7 3.8 6.7
1979 54.6 8.4 8.2
1980 52.7 9.6 8.6
1981 46.5 12,4 7.2
1982 45.1 13.0 4.5
1983 44.5 8.8 1.8

Source: (1) DANE, National Accounts of Colombia: income and expenditure accounts o f private non-financial enterprises.
(2) Carrizosa (1985), p. 96.
(3) Logarithm ic regression o f the gross domestic product in terms o f population.

panies did not have the technology nor did it give 
its poorly paid staff sufficient training to cope 
with the enormous increase in the number and 
complexity of the enterprises under its supervi
sion; this does much to explain investors’ mis
trust of the statements of net worth made by 
companies and of the reliability of valuations as a 
factor in determining share values in addition to 
distributed dividends.

In 1986 the government issued Decree 2160 
on accounting regulations, with a view to cor
recting the most obvious shortcomings in this 
area, although this did not provide any basic 
solutions to the thorny problem of the account
ing of inflation.

4. Effects on the productive sector

One of the interesting problems caused by the 
increase in borrowing discussed here relates to 
its effects on the performance of the productive

sector. The point which has to be examined, 
therefore, is the effect of debt on the likelihood 
of the enterprises becoming bankrupt. A high 
level of debt increases the risk of bankruptcy as a 
result of recession or higher interest rates. It 
must be assumed that the high bankruptcy rate is 
inversely related to the proportion of profits in 
total investment income for the economy as a 
whole. The lower this proportion, the higher the 
probable number of bankruptcies.

The value of this proportion from 1970 to 
1983 is given in table 13, column (1). Column 
(2) of the table gives estimates of the real inter
est rate. Column (3) indicates the percentage 
difference between the value of the GDP and the 
long-term GDP trend associated with population 
increase. In the period under study there were 
two stages of vigorous economic growth (1970-
1974 and 1976-1980), one short recession in
1975 and another long one from 1980 onwards.
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It is interesting to analyse this latter recession. 
The figures in the first column of the table show 
both the high level of debt and the effect of the 
economic recession and the high interest rates 
on profits since 1980. For many enterprises the 
recession meant losses which prevented them 
from  m eeting their obligations to the financial 
system. T h e coincidence of sharp recession, high 
real interest rates and high levels of debt pro
duced a situation in which part of the productive 
sector could not remain solvent and transferred 
its losses to the lending bodies, making them pay 
for the risk they had incurred by lending without 
due caution, with the support by omission of an 
Office of the Superintendent of Banks which was 
incapable of evaluating the ratio of capital to risk 
assets in these lending bodies.

By contrast, the relatively low debt indices of 
earlier decades enabled enterprises to absorb the 
blows of recession with less financial damage. 
The Colombian economy had undergone pro
found recessions in the past (in 1967, for exam
ple), but it had never before experienced such 
widespread bankruptcy. N ot since 1950 had the

banks had such high indices for their matured or 
doubtful debt portfolios. This point will be con
sidered in the next section.

From another standpoint, it must be won
dered whether the phenomenon of bankruptcy 
has a feedback effect on the productive sector. 
An enterprise which cannot pay its obligations 
to the banks and goes bankrupt ceases to pro
duce; although its operations may continue to be 
profitable, the enterprise is not institutionally 
viable, owing to the conflict of entitlem ent 
which the bankruptcy proceedings have to settle. 
The result can be different in a well-capitalized 
enterprise since the losses are absorbed by the 
shareholders, for whom the loss on the share's 
value may be temporary in the case of an enter
prise viable in the long term. It is very difficult to 
determine how many bankrupt enterprises in 
Colombia could have continued to operate if they 
had a solider capital base instead of being con
verted into scrap or distrained and mortgaged 
goods awaiting the unfolding of the whole 
gamut of legal and institutional procedures 
involved in bankruptcy.

Ill

Role of company debt in the difficulties of 
the financial sector during the 1980s

1. Evolution o f the portfolios 
o f finance bodies

In earlier sections we saw how the joint effect of 
an unlimited demand for credit on the part of the 
non-financial sector and a great increase in the 
resources available in the financial sector owing 
to the 1972-1974 reforms pushed the borrowing 
of the country’s main non-financial enterprises 
to very high levels at the beginning of the 1980s.

W e also saw that the profit margins of com
panies in the productive sector began to fall as a 
result of the slower growth rate, so that these 
companies could not continue to pay the high 
real interest rates prevailing in the country. The 
over-borrowed enterprises then began to fall 
behind in their interest payments and this prob
lem was initially solved by the finance bodies

through the continual refinancing of principal 
and interest, increasing even further the debt 
levels of their clients. This was due to the need 
not to leave the portfolio hanging due, for other
wise these items would have to be included 
among the doubtful debts. Under Colombian 
law, debts not backed by real guarantees have to 
be covered by portfolio-protection arrange
ments equivalent to 100%  of the value of the 
debts plus the interest due but not paid, and the 
same must be done for that part of the doubtful 
debts which is not fully backed by real guarantees 
(mortgages, liens, etc.).

It was explained earlier that the finance 
bodies had granted loans to many over-borrowed 
enterprises without real guarantees, for these 
enterprises were usually mortgaged to the credi
tors who had financed the construction or
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Table 14

COLOMBIA: PROPORTION OF MATURED AND DOUBTFUL 
PORTFOLIOS IN THE TOTAL PORTFOLIO, 1970-1985

(P ercentages)

Year

Commercial
banks

Financial
corporations

Commercial
finance

companies

Savings and 
housing 

institutions

Matured
portfolio

Doubtful
portfolio

Matured
portfolio

Doubtful
portfolio

Matured
portfolio

Doubtful
portfolio

Matured
portfolio

Doubtful
portfolio

1970 June 3.1
December 2.6

1971 June 6.6" 2.6
December 6.2° 2.5

1972 June 5.3" 2.7
December 5.3" 2.9

1973 June 5.4" 3.1 1.9
December 4.6" 3.5 1.6“ 6.5

1974 June 4.6" 3.5 1.6
December 6.0" 3.0 2.3 5.9

1975 June 5.4" 4.0 2.5 5.6 4.9* 0.1
December 4.8" 4.1 6.1 5.1* 0.2

1976 June 4.9" 5.8 3.8 6.1 9.4* 0.4
December 4.5" 4.0 2.3 5.6 10.6* 0.8

1977 June 5.0“ 4.8 2.3 5.6 8.4* 0.6
December 4.5" 4.1 2.4 4.0 0.1 11.6* 1.3

1978 June 5.2" 4.2 3.0 3.7 11.5* 2.8
December 4.3 4.2 2.3 3.6 0.4 5.3* 2.3

1979 June 6.1" 3.5 5.1 4.2 6.1 2.2
December 5.2" 4.5 4.7 5.6 0.9 7.8 2.9

1980 June 7.1 3.7 5.5 6.5 8.0 2.3
December 6.2 3.2 3.8 4.8 1.3 7.2 2.3

1981 June 8.1 3.8 4.1 5.6 9.8 1.1 8.8 1.8
December 7.6 3.7 4.1 7.8 1.4 1.4

1982 June 10.1 5.0 5.4 4.7 8.2 1.4 10.4 1.4
December 11.5 7.5 6.6 7.3 10.0 5.0 9.5 1.8

1983 June 13.1 8.8 7.5 8.2 13.4 13.8 8.5 1.6
December 11.4 7.5 10.0 14.4 9.7 15.7 6.6 1.6

1984 June 12.2 10.0 5.4 14.2 8.5 2.4
December 9.5 15.2 7.4 14.2 5.8 2.5

1985 June 12.2 18.7 5.4 14.6 8.5 3.4
December 6.9 16.8 5.2 21.4 4.9 3.6

Source: R ev ista  d e l Banco de la R epública  (January 1986).
û Refers to the banking system, excluding the Caja Agraria and the Banco Central Hipotecario (BCH). 
b Refers to loans due as a proportion of total loans and discounts of savings and housing institutions.

import of the fixed assets. Thus the first reaction 
to the crisis by the financial sector was to close 
the eyes and refinance, in the hope of an eco
nomic recovery. W hen this did not occur, 
harassed businessmen continued to request 
more loans to pay their interest, not to mention 
the permanent refinancing of the principal.

Finally, the banks had to settle the problem 
once and for all by leaving the obligations due, in

order to force the businessmen to seek alterna
tive means of recapitalization by punishing 
them with penalty payments and threats of 
distraint.

Table 14 shows that in June 1980 the 
matured portfolio of the commercial banks 
exceeded for the first time the limit of 7% , 
without this being reflected at first among the 
doubtful debts. But given the economic situation,
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this alarm signal was not enough, and the banks’ 
matured portfolio continued to increase from 
that year until 1983; at this level the problem 
had already become one of accumulated bad 
debts, as can be seen from their rapid increase 
from_1982 to a peak of 18.7%  in June 1985.

T he main reason why the problems were 
shifted to the area of bad debt and therefore to 
the profit and loss statements of the financial 
sector in accordance with the mandatory regula
tions governing such cases was the sudden pro
liferation of concordats in the productive sector.

W hen the banks brought pressure to bear on 
overextended businessmen by refusing to refi
nance the interest payments or the principal, the 
businessmen refused to capitalize their compan
ies owing to the enormous burden of the debt 
and the uncertainties about the economy’s devel
opment, and they preferred to use the formula of 
preventative concordat to protect themselves 
against the finance bodies and other creditors.

Colombian law provides that once an enter
prise requests a preventative concordat with its 
creditors, the creditors cannot distrain upon it or 
call in their real guarantees until a decision about 
the future of the enterprise has been taken by a 
majority representing not less than 70 %  of the 
value of the amount owed. This amount must 
first be accepted by the enterprise or, in the 
event of a dispute, determined by a judge.

Throughout this process the owners retain 
control and management of the enterprise. In 
many cases they themselves complicate the pro
ceedings (by contesting the validity of debts, for 
exam ple), so that years can pass without a m eet
ing of creditors capable of taking decisions about 
the enterprise’s future: to liquidate or administer 
directly.

In some cases the time gained by the busi
nessmen is used to strip the enterprise from 
within, leaving the creditors with a shell full of 
liabilities.

The widespread use of the concordat has had 
enormous effects on the financial sector, for 
according to the rules of the Office of the Super
intendent of Banks, once an enterprise requests a 
concordat, the debts, due or not, are included 
among the bad debts, with the additional prob
lem that even in the case of obligations backed by 
real guarantees cover must be provided for 50%  
of the value of the interest due but not paid.

Accordingly, from  1983 the banks’ bad debts 
have increased more quickly than their matured 
portfolio.

Finance corporations were affected in the 
same way as the banks from 1979 when their 
matured portfolio began to increase until it 
reached a peak of 10%  of the total in December 
1983, then declining once more (table 14). As in 
the case of the banks, the bad debts exceeded the 
7%  lim it for the first time in December 1982, 
when the Office of the Superintendent of Banks 
began to demand greater strictness in the treat
ment of the matured portfolio. A fter stabilizing 
for a while at 14%  the corporations’ bad debts 
increased to 21 .4%  owing to a large number of 
new concordats which, as was explained above, 
fall directly under this heading even when the 
obligations are not due.

T he savings and housing institutions, thanks 
to their special regulations which permit them 
to give only first-class mortgages, did not have 
the problems of the other financial intermediar
ies, as can be seen from table 14. Their bad debts 
did not begin to have an effect until 1984 when 
the recessionary adjustment policies reduced the 
ability of wage-earners to service their housing 
loans, a problem which has grown worse since 
that time.

The commercial finance companies, which 
in many cases had concentrated their lending in 
the same way as the banks (usually without real 
guarantees in view of the generally short terms 
of their loans), experienced problems very sim 
ilar to those of the commercial banks, as can be 
seen from the sharp increase in their bad debts 
from December 1982. Their difficulties were 
greater because, unlike the other financial inter
mediaries, they lacked direct sources of liquidity 
in the Bank of the Republic, so that problems of 
this kind tended to become crises of solvency 
which led to official in tervention  and 
bankruptcy.

2. Evolution of the profitability 
o f finance bodies

The accounting problems described above con
cerning the treatment of the effects of inflation 
on fixed assets mean that the concept of the net 
worth of Colombian companies is an unreliable 
basis for calculating their profitability; accord
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ingly, we have preferred to work with the con
cept of gross financial margin as a proportion of 
productive assets, which excludes from the 
denominator all kinds of unproductive assets, 
such as deferred accounts receivable and invest
ments in fixed assets. This relationship is out
lined in order to show how the deterioration in 
the portfolio of finance bodies, which compelled 
them to provide cover for the interest and prin
cipal of their bad debts, was increasingly threat
ening their profitability. In the case of the 
commercial banks, the gross profit margin of the 
investments began to decline from a very high 
level of 8 .2%  in 1980 to 3%  in 1985 (table 15).

The finance corporations, with more real 
guarantees in their whole portfolio for the full 
period of the terms for which they lent a large 
part of their resources, did not find their profita
bility affected until a later stage, but the flood of 
bankruptcies and concordats from 1983 onwards

Table 15

C O LO M BIA : R A T IO  O F TH E G R O SS 
F IN A N C IA L  M A R G IN  O F B A N K S 

A N D  P R IV A T E  FIN A N C IA L  
C O R PO R A T IO N S T O  

P R O D U C T IV E  A SSE T S,
1970-1985

( Percentages)

Year0 Banks Finance
corporations

1970 7.8 3.8
1971 6.9 3,8
1972 6.7 3.7
1973 8.9 3.7
1974 7.0 3.9
1975 7.1 4.6
1976 6.9 4.8
1977 6.6 3.5
1978 6.3 3.2
1979 6.9 2.9
1980 8.2 4.9
1981 7.5 6.1
1982 6.6 7.6
1983 6.2 6.2
1984 3.8 1.8
1985 3.0 -1.2

Source: B a n k in g  A s s o c ia t io n  o f  C o lo m b ia  (1 9 8 5 ) ,  p p . 2 6  
a n d  44 .

“June o f each year.

finally had an even more dramatic impact on 
them: in 1984 the profit margin was 1 .8% , but 
by 1985 it had turned negative at -1 .2% . Their 
greater relative borrowing in foreign currency 
became a serious problem when the real devalua
tion rate increased from 1984.

T he fall in financial profit margins was no 
more than a reflection in the books — in the 
profit and loss statem ents—  of the portfolio 
crisis caused by the inability of the productive 
sector to pay its debts, as was explained earlier; 
the result was the eventual illiquidity of many 
finance bodies, complicated by panic on the part 
of savers when they learned of the bad practices 
or various kinds of illegal lending in some of the 
bodies; from 1982 this led to widespread inter
vention by the government and the establish
ment of a special legal régime permitting the 
immediate nationalization of a finance body 
with the reduction almost to zero of the value of 
the contributions of the previous owners. By this 
procedure the government acquired control of 
the finance bodies of the Grupo Grancolom- 
biano, the biggest group in the country, and of a 
series of banks, finance corporations, etc., as a 
result of which the State now controls more than 
70 %  of banking assets.

The difficulties of other banks compelled the 
government to set up capitalization funds in the 
Bank of the Republic, through which a large 
amount of money has been issued to subsidize 
the capitalization of the financial sector; but this 
has complicated the management of the means 
of payment, with harmful effects on an already 
very unequal distribution of income.

It must be added that although the nationali
zations and the acquisition by the State of fidu
ciary control over a number of large finance 
bodies saved them from bankruptcy and thou
sands of savers from losing their deposits owing 
to the lack of assets to cover liabilities, the cost to 
the nation has been high. In other cases the 
Office of the Superintendent of Banks simply 
ordered the liquidation of the insolvent finance 
bodies, as was explained above; but as it was not 
capable of managing the 32 bodies which it had 
to administer, the Office had serious difficulties 
in exercising effective control over its own liq
uidators and in providing due protection for the 
savers. It must be pointed out that there is no 
deposit insurance in Colombia and that when a
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financial body finds itself in difficulties, the only 
alternatives are State control or ownership. In 
1985 the N ational Finance Institution Guaran
tee Fund came into being with the object of 
solving the liquidity problems of such bodies 
before their liquidation or nationalization 
becomes inevitable; in view of the sector’s criti
cal situation, it has been necessary in practice to 
continue the process of State financial control by 
means of numerous inputs of capital from the 
Fund, resources of the Bank of the Republic and 
the savings of the National Coffee Fund.

Although the National Finance Institution 
Guarantee Fund has powers to create a system of 
deposit guarantees, it has not yet done so, owing 
to the magnitude of the problems and the uncer
tainty about the real situation of many 
intermediaries.

3. Decapitalization and concentration

From  the accounting standpoint, the losses of 
the finance bodies must be set against their paid- 
up capital and reserves. The sharp variation in

the structure of the net worth of the country’s 
banks is therefore no surprise (table 16). In 1970 
the paid-up capital represented 57.7%  of the 
banks’ net worth, the legal reserve 33% , the 
contingency reserves 3 % , the book valuation 
6 .1% , and the exchange rate adjustment 0.02% . 
In other words, about 94 %  of the banks’ net 
worth in 1970 consisted of cash inputs or 
retained profits, while only 6 %  was provided by 
the book valuation of fixed assets or foreign 
currency.

By 1985 the proportions had altered radi
cally as a result of the decline in the profitability 
of shares; in 1978 the government authorized 
the inclusion of the book valuation of assets to be 
included in the net worth in order to comply 
with the borrowing regulations, with the result 
that the accounting phenomenon already des
cribed for the productive sector was repeated in 
the financial sector. Shareholders naturally tried 
to make use of this mechanism before putting in 
new money, which from 1972 was more profita
bly invested in fixed-income bonds, as was 
pointed out above. Accordingly, in 1985 paid-up

Table 16

COLOM BIA: N ET W ORTH OF THE BA N KIN G SYSTEM , 1970-1985

(Millions of constant 1970 pesos)

End of: Paid-up
capital

Legal
reserve

Contingency
reserves

Book
valuation

Exhange
rate

adjustment
Total

1970 1 856.3 1 064.1 94.8 195.9 5.7 3 216.9
1971 1 795.9 1 141.9 131.5 175.8 10.3 3 255.3
1972 1 636.2 1 171.7 165.0 193.8 13.2 3 179.9
1973 1 341.2 1 147.1 111.5 191.9 15.9 2 807.8
1974 1 182.8 1 067.2 89.3 220.6 24.3 2 584.3
1975 1 154.6 1 164.1 79.0 273.3 37.4 2 708.4
1976 1 194.2 1 222.4 87.4 266.5 40.9 2 811.5
1977 1 306.1 1 294.4 89.5 296.6 56.3 3 042.9
1978 1 286.7 1 333-1 143.3 625.9 62.6 3 451.6
1979 1 102.8 1 313.0 107.2 956.5 81.8 3 561.3
1980 1 066.6 1 440.9 113.2 1 231.8 126.7 3 979.1
1981 910.4 1 381.5 161.3 1 673.0 194.4 4 320.4
1982 844.9 1 235.9 159.6 1 987.3 271.7 4 499.4
1983 755.3 1 151.3 109.5 2 235.5 454.9 4 706.5
1984 671.0 868.5 100.0 2 106.7 344.2 4 090.4
1985 720.0 694.3 91.8 1 752.7 605.7 3 864.4

Source: Banks’ balances and calculations of the Banking Association. T h e  figures have been deflated by the w holesale price 
index.
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Table 17

COLOMBIA: GINI COEFFICIENTS OF THE DISTRIBUTION 
OF SHAREHOLDING IN SIX INCORPORATED 

FINANCE COMPANIES

Banco
de

Colombia

Banco
de

Bogotá

Compañía 
Suramericana 

de Seguros
Colseguros

Banco
Comercial

Antioqueño

Banco
del

Comercio

1970
1971
1972
1973
1974 0.80 0.80 0.61 0.91
1975
1976

0.82 0.80 0.81 0.66 0.92

1977 0.84 0.85 0.84 0.81 0.66 0.92
1978 0.86 0.82 0.91 0.88 0.69 0.91
1979 0.88 0.90 0.89 0.78 0.90
1980 0.84 0.93 0.90 0.76 0.93
1981 0.85 0.94 0.94 0.88 0.94
1982 0.79 0.73 0.84 0.84 0.78
1983
1984

0.94 0.94 0.90 0.94 0.88 0.94

Source: Bogotá Stock Exchange (1984), M anual d e l M ercado Bursátil, Bogotá,

capital and reserves constituted less than4 0 %  of 
the banks’ net worth, while 61 %  was provided 
by book valuations of very dubious real 
significance.

W hat is striking is that even though these 
accounting mechanisms were used, the losses 
reduced the real value of the banks' net worth 
from a maximum of 4 706 million 1970 pesos in 
1983 to 3 864 million in 1985. Even in the peak 
year of 1983 the increase over 1970 was only 
4 6 %  (2 .95%  a year compounded) in real terms, 
over a period of 13 years in which M 2 increased 
at a dizzying speed in comparison with the gross 
domestic product.

In addition to the real decapitalization of the 
banks from 1983, this period also saw the culmi
nation of a process of concentration of share
holding which, as we said, developed in all the 
country’s big corporations in the 1970s.

A sample of four big private banks and two 
insurance companies (table 17) shows that in all 
of them  the index of shareholding concentration

increased between 1974 and 1983; in all except 
one of the banks the number of shareholders 
declined, for shareholding became concentrated 
in companies which bought the holdings of indi
vidual shareholders who then invested the pro
ceeds in fixed-income bonds. This process was 
followed by the operation of the companies 
through the mechanism of the group or conglo
merate, with the resulting concentration of loans 
and profits.

T h e previous government made efforts to 
democratize the finance bodies by means of 
decrees establishing mandatory tim e-lim its for 
this; these deadlines have had to be extended 
time and again owing to the sector’s poor returns 
and the public’s lack of confidence in it; 
moreover, the subsidized loans from the capitali
zation funds established to bring new investors 
into the financial and productive sectors have 
only accentuated the process of concentration, 
for in practice the issues of shares and of bonds 
convertible into shares have been taken up only
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by the same shareholders who control the issu
ing company.

The goal of the previous and the present 
government of capitalizing the productive and 
financial sectors, making them more democratic 
along the way, has not only not been achieved, it 
is actually impossible before the solution of the 
major structural problems noted in earlier chap

ters with respect to the development of the 
national capital market; nor is any improvement 
possible in the current low profitability of the 
majority of corporations in comparison to the 
rates of interest paid to the saver; nor is it possi
ble to overcome the savers’ lack of confidence in 
the moral qualities of many of the administra
tors and businessmen.

IV 
Summary and conclusions

This article has demonstrated clearly the trend 
towards greater indebtedness in Colombia’s bus
iness, financial and non-financial sectors from 
1950 to 1985. This debt was distributed in rela
tively constant proportions between internal 
and external debt throughout the period from  
1970, during which the present exchange control 
regulations have been in force. The short-term  
debt also remained relatively stable as a propor
tion of the total debt of non-financial enter
prises, according to a sample analysed in detail.

During the period under study enterprises 
increased their debts to the financial sector and 
the labour sector, although this latter debt has 
remained relatively stable since the mid-1970s. 
The reason for the increasing debt of the produc
tive sector lay therefore in the financial field.

T o explain this phenomenon use was made 
of a theoretical model of the cost of capital which 
links the tax, interest and inflation factors and 
indicates that the demand for credit on the part 
of corporations has been strongly stimulated, at 
least since 1950, by tax and inflation factors. In 
particular, the taxation of company income, 
inflation and the easier opportunities to evade 
personal taxes on interest have all encouraged 
borrowing.

The supply of capital was directed basically 
into shares up to the end of the 1960s, owing to 
the freezing at negative real levels of the interest 
rates which the financial intermediaries could 
offer. The reforms of the 1970s changed this 
situation and rapidly increased the supply of 
credit based on quasi-money acquired at high 
real rates by the finance bodies.

Investment costs and concentration in con
glomerates produced an accumulation of loans 
which facilitated dangerous levels of debt in the 
country’s main companies, which believed that 
their gross profits were sufficient to cover the 
financial costs and that the supply of credit 
would permit the permanent renewal of the 
loans.

The decline in the growth rate of the Colom
bian economy from 1980 surprised a large part 
of the productive sector with high financial costs 
which were increasingly difficult to meet; then 
followed the payment delays and defaults which 
finally led to concordats and to bad debts in the 
finance bodies. This in turn caused substantial 
losses as a result of application of the regulations 
concerning bad-debt provision in financial inter
mediaries, which led to the official control of 
banks and corporations and finally to their 
nationalization in some important cases.

A number of significant conclusions can be 
drawn from this summary:

a) If the company tax regulations allow the 
deduction of interest paid but not dividends dis
tributed, there is an incentive to borrow as a 
means of obtaining capital. This incentive will 
be greatest when the nominal interest rates are 
highest and when it is easiest to evade personal 
taxation of interest income.

b) However, if enterprises in the productive 
sector are actually to incur increased debt, the 
financial intermediaries must have sufficient 
resources and the will to assume the risks of this 
debt. The first condition is met in imperfect
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capital markets in which the increase in share 
values is not perceived by investors as part of the 
return and which instead allow intermediaries to 
offer high interest rates to attract savings.

The willingness to run the risks depends on 
the degree of concentration of the enterprises in 
industrial-financial conglomerates, on the dis
persal and size of the intermediaries, on their 
professionalism, on the control effectively exer

cized by the State, and on the economic outlook.
The factors stimulating the demand for 

credit grew stronger in Colombia during the 
period 1970-1985, and at the same time there 
was an institutional response designed to satisfy 
this demand not by means of share capital but by 
means of debt capital. The result was the crisis in 
the productive sector when the economy began 
to slow down in 1980.
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The crisis of the 1980s was preceded in Peru by five 
years of economic stagnation which accentuated its 
effects. Gross investment fell sharply, as did indus
trial and farm production and construction. How
ever, this fall was due mainly to activities connected 
with domestic demand, for activities responding to 
the international market did not have the same 
results.

Against this background the author analyses the 
financial evolution of enterprises in the period 1980- 
1985. He shows that although the financial situation 
of productive enterprises deteriorated rapidly, they 
managed to transmit to other sectors a large part of 
this deterioration. This did not produce widespread 
bankruptcies, despite the sharp drop in sales at the 
beginning of the crisis. On the one hand, there was a 
decline in real wages and in the relative prices of 
industrial sector inputs. On the other hand, enter
prises deferred and reduced their tax payments and 
the service of their debts, with the result that the 
doubtful debts in the banks’ portfolios reached 
unprecedented levels. The authorities abandoned the 
policy of positive real interest rates introduced in 
1981 and made it easier for enterprises to obtain 
refinancing loans. According to the author, busi
nesses managed to withstand the crisis with surpris
ing success, but their survival mechanisms had a high 
social cost and probably helped to aggravate the 
overall crisis.

•The author was Chairman of the Central Reserve 
Bank of Peru. This study was prepared under the auspices 
of the Jo in t Project UNDP/IiCLAC RLA/77/021 "Im plica
tions for Latin America of the Internationa) Monetary and 
Financial System".

During the period 1980-1985 Peru, like the 
majority of the countries of the region, under
went an economic crisis without precedent in 
this century. This crisis saw a drop of 16%  in the 
gross domestic product and a doubling of the 
inflation rate from 60 to 120%  a year in the first 
months of 1983. Real wages and salaries in mod
ern activities fell by 40%  between 1982 and 
1985, while the external public debt increased by 
44% .

As in the rest of the region, in Peru the crisis 
was closely connected with the well-known 
external events of those years: world recession 
and sharp decline in raw materials prices, 
increase in world interest rates, protectionism, 
and closure of external financial markets.

But there were two additional factors in the 
Peruvian crisis. The first was the El Niño ocean 
current, a dramatic phenomenon which caused a 
direct loss of 5%  of the gross domestic product 
in 1983 and the effects of which exacerbated the 
effects of the crisis in the external sector during 
this period.

The second factor was a consequence of 
events in the decade before the crisis. In Peru the 
recession of the 1980s was a continuation of a 
state of almost continuous financial and produc
tive crisis since 1975. Unlike the rest of the 
region, Peru did not grow between 1975 and 
1979, and in this period the economy suffered a 
collapse of its traditional financial stability and 
was further weakened by institutional changes 
and State intervention throughout the 1970s and 
especially in the period 1970-1975. The state of 
the economy at the end of the 1970s — beset as it 
was by distortions in the labour, land and capital 
markets and by an inflated and exceptionally 
inefficient public sector—  probably reduced its 
adjustment capacity during the 1980s.

W hat was the effect of this crisis on business 
debt? Was there a financial crisis in the private 
sector? How did the financial problems of enter
prises affect the overall performance of the 
economy?

An attempt will be made to answer these 
questions. Section I summarizes the aggregate 
economic performance to show the global con
text in which businesses operated in that period.

Introduction
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Section II considers the financial performance of 
enterprises on the basis of their audited balances 
submitted annually to the National Supervisory 
Commission for Companies and Securities 
(CONASEV). Lastly, section III offers some 
interpretation of all this.

It must be pointed out that generally speak
ing the available statistics are limited and many 
of them unreliable. Furthermore, this topic has 
received little attention in the country. The 
material presented here is therefore extremely 
tentative in nature.

I 

Economic performance in 1970-1985

1. B ackgrou n d  (1970-1978)

It is difficult to understand the performance of 
business in the 1980s without a knowledge of 
what happened in the previous decade.

The 1970s produced two negative factors for 
business. The first was the sharp increase in 
intervention and direct participation by the State 
in the economy (1970-1975). This d irig ism e  was 
accompanied by redistributive measures which 
smashed the rules of the game with respect to 
the domestic and foreign guarantees enjoyed by 
business.

In this period the government imposed a 
drastic agrarian reform, the effects of which on 
business attitudes were due not only to the 
expropriation itself but also to the bureaucratic 
arbitrariness and political hostility with which 
the transfer was carried out. The ownership of 
industries and mines was affected by thejoint- 
Ownership Law which transferred part of the 
profits to the workers and gave them a share in 
the management of the enterprise. There were 
at the time draft laws with the same objective for 
other sectors of activity, and although they were 
not promulgated the feeling of threat persisted. 
Business was also affected by the Labour Stability 
Law which made manpower cuts almost impos
sible. Lastly, the government expropriated var
ious activities and enterprises, mostly in foreign 
ownership, but including some Peruvian ones, as 
in the fishing industry for example.

State intervention increased with the estab
lishment of exchange rate and imports controls, 
as well as with the increased regulation of invest
ment and other aspects of productive activity.

The second negative factor occurred in the 
second half of the 1970s. From  1975 to 1978 
there was a period of acute macroeconomic 
instability in which inflation far exceeded its 
earlier levels of 10 to 20% . From  1975 to 1979 
inflation averaged 44%  and relative prices, espe
cially of items controlled by the government 
such as foreign exchange and fuel, underwent 
large and sudden changes. The Central Bank lost 
all its reserves and both access to foreign 
exchange and its price became extremely uncer
tain for business, a situation which the country 
had not known since the 1940s. Production stag
nated and at the end of the decade the per capita 
income was 5 % lower than in 1974. Throughout 
the 1970s investment, especially private sector 
investment, declined.

The adverse effect of all this was offset in 
part by a recovery in the balance of payments in 
the last years of the decade. The volume of 
exports increased by 65%  between 1975 and 
1979 when the oil pipeline from the northern 
forests and a large copper mine came into opera
tion, and non-traditional exports increased from  
US$96 million in 1975 to US$845 million in 
1979. In addition, and by way of exception, 
export prices rose in 1979- The improvement in 
the balance of payments was also due to a sharp 
reduction in imports following the measures of 
fiscal austerity and monetary control of 1978- 
1979. In those two years the gross domestic 
product began to recover at an annual rate of 
3% , despite the reduction in aggregate demand 
imposed by the stabilization programme.

The balance of the 1970s was not favourable 
for the productive capacity. This capacity
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Table 1

PERU: GROSS PRIVATE INVESTMENT," 
1950-1985

(Percentage o f  gross domestic product)

Percentage

1950-1959 17.7
1960-1969 12.3
1970-1979 8.0
1980-1982 10.8
1983 7.9
1984 6.8
1985 6.8

Source: Prepared on the basis of national accounts figures 
from the National Institute of Statistics (INE) and 
the Central Reserve Bank of Peru (BCRP). 

^Includes variations in stocks. Excludes public enterprises.

declined under the cumulative effect of a decade 
of lower investment and as a result of the loss of 
business flexibility due to the various distortions 
in the factor and goods markets and to the sub
jection of a large part of the economy to greater 
regulation and direct management by the 
bureaucracy. The experience of those years also 
affected the business outlook, reducing the wil
lingness to invest in the country and increasing 
speculative operations. This trend was streng

thened by chronic uncertainty about the availa
bility of foreign exchange, by the possibility of 
using loans in the national currency at negative 
real interest rates, by the feeling of greater inse
curity with respect to the rights of ownership 
and profits, and by the greater risks resulting 
from an unstable macroeconomic situation. All 
this increased the reluctance to risk investing 
own capital and therefore enhanced the relative 
advantage of borrowing.

The effects of all this on business perfor
mance can be summed up in the following statis
tics on private investment and the probable 
flight of foreign exchange: the average annual 
rate of private investment for the decades 1950, 
1960 and 1970 was 17.7, 12.3 and 8%  (table 1). 
The apparent decline in investment was accom
panied by an apparent increase in the flight of 
foreign exchange: in the same decades the errors 
and omissions in the balance of payments were 
on average 0 .6 ,0 .8  and -1.1 % of the annual gross 
domestic product.

2. T h ree  an d  a h a lf  y ea rs  o f  recovery : 
January 1979 to Ju n e 1982

The 1970s closed with a number of swallows 
which seemed to be heralding summer. Between 
January 1979 and June 1982 the economy slowly 
recovered and it grew by 13%  throughout the

Table 2

PERU: GROSS DOMESTIC PRODUCT BY EXPENDITURE", 1980-1985

(Index: 1980 = 100)

Year

Consumption Public
expenditure

Private
investment Exports Imports Gross domes

tic product

In
dex

Percent
age

varia-
In-
dex

Percent
age

varia-
In-
dex

Percent
age

varia-
In-
dex

Percent
age

varia-
In-
dex

Percent
age

varia-
In-
dex

Percent
age

varia-
tton tion tion tion tion tion

1981 102 2.0 106 6.0 127 27.0 95 -5.0 110 10.0 103 3.0
1982 102 115 8.5 115 -9.4 107 12.6 116 5.5 105 1.9
1983 93 -8.8 103 -10.4 55 -52.2 95 -11.2 87 -25.0 92 -12.4
1984 96 3.2 94 -8.7 58 5.5 100 5.3 70 -19.5 97 5.4
1985 98 2.1 87 -7.4 58 101 1.0 61 -12.9 98 1.0

Source: Prepared on the basis o í information from the Central Reserve Bank of Peru (BCRP).
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period, while inflation remained at a high but 
stable rate of 60%  a year. The shortage of for
eign exchange for business disappeared with the 
exports boom of 1979-1980, and several mea
sures were introduced to open up imports. The 
total demand increased with the higher wages of 
1980 and with the growth of public investment. 
The legal framework for owners seemed more 
reliable with the return of a democratic govern
ment, which moreover tended towards the cen
tre or centre-right. The government also aligned 
itself directly with the attitude of the second 
phase of the previous régime, moderating some 
of the reformist measures, in particular the one 
concerning labour stability. Furthermore, the 
increased supply of foreign exchange and the 
good relations with the IMF and the rest of the 
world financial system created expectations of 
less macroeconomic instability.

But the promised summer did not come. 
Export prices began to fall in the first months of 
1980 and by June 1982 the index of the purchas
ing power of traditional exports had lost half its 
January 1980 value. Confidence in the availabil
ity of foreign exchange disappeared rapidly in 
the face of the external recession, the sharp 
increase in imports (41%  in three years) and the 
drop in reserves which began in the first months 
of 1981.

The industrial sector suffered the joint 
impact of lower tariffs, higher exchange rates, 
openness measures, rapid expansion of overseas 
purchases by enterprises and State bodies which 
traditionally pay no customs duties, and smug
gling stimulated by the laundering of the foreign 
currency generated by the drugs traffic, and by 
the dumping caused by the world recession. In 
1980-1981 the relative prices of industrial goods 
fell: the reduction was 28%  for the textiles and 
footwear sectors and 21%  for household 
appliances. The external sector acted as a strong 
depressive force through its .effects both on 
direct demand and on expectations.

The growing fiscal deficit added to the wor
ries about the future. On the other hand, the 
heavy inflow of external loans helped to main
tain the level of international reserves, and the 
recovery of the world economy created hopes. In 
these circumstances business invested little, but 
there was a solid flow of return on capital from 
abroad which was invested mainly in foreign

currency bank certificates. The growing uncer
tainty about the future did not seem to affect this 
instrument of dollar savings. Private investment 
increased slightly from 1980 to 1982 (to 10.8%  
of GDP), but without reaching the levels of 1950- 
1969 (table 1).

3. Crisis; July 1982 to July 1985

The last half of 1982 was a period of deepening 
recession, a result of the continuing decline in 
the value of exports and of the external competi-

Table 3

PERU: GROSS DOMESTIC PRODUCT 
BY  ORIGIN0

(Index: 1980 = 100)

Farm-

ingsector
Mining

Manu
fac

tures

Con
struc
tion

Others^

Total
gross

domes
tic

product

1978 101 96 91 81 93 93
1979 105 105 95 84 96 97
1981 110 96 100 111 104 103

1982
I 112 103 100 122 104 105

II 118 99 100 114 108 107
III 112 102 98 114 104 104
IV 111 104 90 104 100 100

1983
I 110 86 86 88 98 95

II 100 99 82 93 95 93
III 95 99 79 84 89 88
IV 101 98 75 92 94 90

1984
I 110 101 80 87 94 93

II 110 100 84 91 97 95
III 120 102 85 97 99 98
IV 120 103 83 88 98 97

1985
I 120 106 93 88 101 101

II 117 108 85 79 98 97
III 115 108 82 72 96 95
IV 117 108 83 75 98 97

Source: National Institute of Statistics (INE). 
“Deseasonalized,

Încludes the fisheries sector.
Încludes the government sector.



INTERNAL DEBT AND FINANCIAL ADJUSTMENT IN PERU / R. Webb 59

Table 4

PERU: GROSS DOMESTIC PRODUCT, 1978-1986"

(Millions o f  1970 intis)

Exogenous

Endogenous Exogenous6 Total adjusted 
by terms 
of trade

Adjustt
total

1978
I 55.2 23.0 78.2 23.0 78.2

11 55.6 22.8 78.4 22.8 78.4
III 55.2 22.7 77.9 22.7 77.9
IV 55.4 25.1 80.5 25.1 80.5

1979
I 56.9 24.6 81.5 28.7 85.7

II 55.1 25.4 80.5 30.8 85.9
III 57.3 26.5 83.8 32.6 89.9
IV 56.8 25.9 82.7 32,0 88.8

1980
1 60.5 25.2 85.7 32.7 93.2

II 58.9 24.3 83.2 32.5 91.4
III 59.4 24,2 83.6 32.2 91.6
IV 62.2 23.4 85.6 30.4 92.6

1981
I 63-7 23.6 87.3 27.1 90.8

II 60.7 25.1 85.8 29,0 89.7
III 62.6 24.2 86.8 27.8 90.4
IV 63.3 25.1 88.4 28.0 91.3

1982
I 63.1 25.7 88.8 26.5 89.6

II 63.7 26.4 90.1 27.1 90.8
III 62.9 25.3 88,2 25.7 88.6
IV 59.2 25.1 84.3 25.0 84.1

1983
I 56.9 22.5 79.4 24.1 81.0

II 56.3 22.6 78.9 24.4 80.7
III 53.1 22.4 75.5 24.0 77.1
IV 52.8 22.7 75.5 23-6 76.4

1984
I 53.7 24.6 78.3 25.2 78.8

II 55.7 24.8 80.5 25.2 80.9
111 57.1 26.1 83.2 26.2 83.3
IV 55.3 26.6 81.9 26.2 81.5

1985
I 58.3 27.0 85.3 26.2 84.5

II 56.1 26.0 82.1 25.0 81.0
III 46.1 33.9 80.0 31.6 77.7
IV 54.9 26.7 81.6 23.4 78.3

1986
I 59.3 25.0 84.3 21.2 80.5

II 62.8 26.3 89.1 21.5 84.3
III 64.0 26.7 90.7 21.1 85.1

Sou rce:  National Institute of Statistics (IN E).
‘ Deseasonalized.

Includes: agriculture, fisheries, mining, primary manufactures and non-traditional exports, where the output depends to a large extent on 
factors independent o f domestic policy (mainly the position in world markets and the weather).
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tion confronting the industrial sector. Despite a 
restrictive monetary programme — the Central 
Bank did not lend to the government—  the 
expenditure capacity was maintained by means 
of heavy external borrowing, both public and 
private, increasingly in the form of short-term  
loans. However, much of this spending capacity 
was directed abroad, and almost all the produc
tive sectors recorded declines in the second half 
of 1982.

From  the first months of 198$ the crisis took 
on a new dimension with the climatic disaster 
caused by the El Niño current. The loss of harv
ests, mineral and oil shipments, fisheries, and 
certain manufactures and other light activities 
connected with the affected raw materials 
amounted to 5%  of the national product. 
Moreover, the fiscal and monetary losses 
depressed industrial and commercial sales even 
further: public expenditure declined 7%  in real 
terms (table 2).

The business disaster was not limited to the 
collapse of sales; from the first months of 1983 
inflation rose to an annual three-digit rate, and 
relative prices began to undergo major changes 
especially with the faster devaluation, the reduc
tion of subsidies for fuel and other controlled 
items, and the shortage of many farm goods.

In the space of a year and a half (June 1982 to 
December 1983) industrial production fell 25% , 
farm production 17%  and construction 19%  
(table 3).

W hen these production losses are broken 
down it can be seen that the decline caused by the 
reduction of aggregate demand was greater than 
the production losses due to outside causes (the 
weather and the international recession). Dur
ing those 18 months the real product of primary 
and export activities fell 14%  (table 4). When 
the loss of real income connected with the terms 
of trade is included, the decline is 13% . How
ever, in the rest of the economy (i.e., in indus
trial, commercial and service activities where 
production responds better to demand in the 
short term) the reduction in the product was 
17% .

This pattern was repeated in the manufac
turing sector. The production of primary goods, 
mainly for export, fell 29%  in the space of nine 
months owing to the weather (table 5). But the 
recovery was rapid; between January 1983 and

T able 5

P E R U : V A L U E  A D D E D  IN  M A N U F A C T U R IN G : 

M A N U F A C T U R E  O F  P R IM A R Y  G O O D S  

A N D  O T H E R  M A N U F A C T U R E S , 

1978-1985

(Index: 1980 = 100)

M anufacture 
o f prim ary 

goods0

O ther
m anufactures

T ota l

1978
I 99.0 85.0 88 .0

II 91.0 89.0 90 .0
III 81.0 9 2 .0 89-0
IV 122.0 9 1 .0 98 .0

1979
I 105.0 84 .0 8 9 .0

II 107.0 89.0 94 .0
III 105.0 93.0 9 6 .0
IV 117.0 97.0 102.0

1980
I 108.0 89.0 9 3 .0

II 100.0 99.0 100.0
III 95 .0 101,0 100.0
IV 96 .0 111,0 108.0

1981
I 86 .0 97,0 9 5 .0

II 104.0 98.0 99 .0
III 84.0 102.0 98 .0
IV 110.0 107.0 108.0

1982
I 99.0 95.0 96 .0

II 102.0 98.0 99 .0
III 91.0 100.0 97 .0
IV 99.0 96.0 96 .0

1983
I 72.0 85.0 82 .0

II 73.0 84.0 81 .0
III 83.0 78.0 79.0
IV 81.0 79.0 80 .0

1984
I 94.0 71.0 76.0

11 98.0 79.0 83 .0
III 97 .0 81 .0 84 .0
IV 104.0 83.0 88 .0

1985
I 112.0 82.0 88.0

II 91.0 82.0 84.0
III 102.0 75.0 81.0
IV 107.0 83.0 88,0

S ou rce :  Central R eserve Bank o f Peru (B C R P ). 
a Indudes the m anufacture o f  non-ferrous basic m etals, 

sugar, petroleum , fish meal and other fisheries products.
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June 1985 production increased 31.3% . The rest 
of industry, which had much idle capacity from 
1983 or even 1982, grew by only 0 .6%  between 
December 1983 and June 1985.

Another of the effects of the international 
recession and the weather problems was the 
decline in investment; private investment fell by 
35%  in real terms in 1982-1983 and total invest
ment by 29% . It can be seen that the internal 
component was larger than the external one in 
the recession in this period.

The global situation underwent no substan
tial change in the following 18 months, i.e., until 
the introduction of the radically different eco
nomic programme imposed by the government 
in July 1985. Production in the primary sectors 
and in other sectors where supply does not 
depend on domestic demand made a full recov

ery during 1984, but the rest of the domestic 
economy remained in deep recession. The finan
cial framework also remained unstable, with 
three-digit inflation which continued to rise, 
owing largely to faster devaluation and the 
increase in the prices of energy and public servi
ces. The monetary programme restricted lend
ing and increased interest rates in a desperate 
attempt to check the flight of capital and the 
transfer of liquid assets into dollars. These pro
cesses were already stimulated not only by the 
general instability and the high relative profita
bility of the dollar but also by a degree of uncer
tainty about the measures which the new 
government might take.

In these circumstances it was natural that 
private investment should remain depressed and 
that speculation and recession should continue.

i i

Financial performance of enterprises in 1980-1985

1. P u rp ose  an d  m eth o d

The purpose of this section is to examine the 
effect of the crisis on the financial performance 
of enterprises, using information obtained 
directly from their balances. A particular pur
pose is to discover in what way the crisis affected 
the liquidity, borrowing, profitability and sol
vency of the most important enterprises.

The data on the financial performance of 
enterprises presented below are based on the 
audited balances submitted annually to the 
National Supervisory Commission for Compan
ies and Securities (CONASEV) by major enter
prises in various areas of activity. As these data 
had been published only in partial form and 
intermittently, it was necessary to obtain addi
tional information directly from the CONASEV 
work sheets.

The statistical value of this sample has some 
limitations owing to certain features of the data: 
the sample is biased towards the large enter
prise; the structure by activity (table 6) differs 
from that of the country, and the size of the 
sample of enterprises has increased over time.

(The number of enterprises submitting returns 
increased from 785 in 1980 to 2 010 in 1984.) 
However, the degree of cover of total sales has 
varied less: as a percentage of GDP, reported 
sales were 43%  in 1980, 57%  in 1982 and 48%  
in 1984; in the case of manufacturing enter-

T a b le  6

PERU: PERCENTAGE BREAKDOWN  
OF NET SALES, BY SECTOR,

1980 AND 1985

1980 1985

M illions Percent- M illions P ercent
o f intis age o f intis age

M ining 591 27.3 7 924 10.7
M anufacturing 990 45.8 33 569 45 .4
Com m erce 480 22.2 20 702 28 .0
O thers 101 4.7 11 771 15.9

Total 2 162 100.0 73 9 6 6 100.0

S ou rce :  Based on data o f the N ational Supervisory 
C om m ission for Com panies and Securities 
(C O N A SEV ).
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prises, the sample increased from 19%  of total 
GDP in 1980 to 23%  in 1982 and 21%  in 1984.

In addition to these limitations, the data 
have another defect, the importance of which is 
impossible to establish; the non-truthfulness of 
the balances. Replying to a question about the 
real impact of the crisis on his lending bodies, a 
banker told me: "It is really very difficult to say, 
and I would never try to find out from the balan
ces because they have nothing to do with the 
truth. The only thing I can do to verify the 
position of a businessman is to check the bor
rowing ratio (debts to other banks reported by 
the Office of the Superintendent of Banks) and 
look him in the eyes”.

2. Liquidity

During the period under study the liquid assets 
of the enterprises declined, but they managed to 
maintain a positive level of liquidity (table 7).

The most important changes in the structure 
and composition of the liquidity of the enter
prises were the following:

a) In manufacturing enterprises current 
assets declined as a proportion of total assets. In 
1980 liquid assets made up 0.61 % of total assets, 
whereas in 1985 the figure was 0.50% , with a 
drop of 16.7% . Nevertheless, these enterprises 
managed to maintained a balanced liquidity posi
tion by adjusting their short-term liabilities to 
changes in their liquid assets. Thus, the liquidity 
index (the ratio of current assets to current lia
bilities: index 7.1 in table 7) remained positive 
and declined by only 5 .9% , with its lowest level 
in 1983 (1.18). By 1985 the index had recovered 
to 1.28, similar to its pre-crisis level in 1982. The 
commercial enterprises were able to maintain 
greater stability in the management of their liq
uidity owing to the nature of their activities, and 
the mining enterprises had positive levels in 
each year, despite the especially acute crisis, and

Table 7

PERU: EVOLUTION OF THE LIQUIDITY OF ENTERPRISES, 1980-1985

1980 1981 1982 1983 1984 1985

a) Manufacturing enterprises
7.1 Liquidity index 1.4 1.4 1.3 1.2 1.3 1.3
7.2 Cash liquidity .54 .76 .80 .82 1.0 1.0
7.3 Cash-bank turnround (number of days) 11 12 27 29 34 27
7.4 Accounts receivable turnround (number of days) 74 64 71 91 74 64
7.5 Current assets/total assets .61 .52 .53 .48 .49 .50
7.6 Assets in hand and at bank/total assets .03 .03 .06 .06 .08 .14

b) Commercial enterprises
7.1 Liquidity index 1.3 1.3 1.2 1.2 1.2 1.2
7.2 Cash liquidity .81 .82 .83 .90 1.0 1.0
7.3 Cash-bank turnround (number of days) 12 11 17 20 24 21
7.4 Accounts receivable turnround (number of days) 79 80 69 86 62 55
7.5 Current assets/total assets .75 .77 .76 .77 .77 .77
7.6 Assets in hand and at bank/total assets .05 .05 .07 .08 .12 .15

c) Mining enterprises
7.1 Liquity index 1.6 1.3 1.1 1.4 1.2 1.4
7.2 Cash liquidity 1.3 .52 1.0 1.4 1.6 1.5
7.3 Cash-bank turnround (number of days) 36 10 15 28 30 28
7.4 Accounts receivable turnround (number of days) 69 42 64 80 86 82
7.5 Current assets/total assets .36 .39 .18 .21 .22 .32
7.6 Assets in hand and at bank/total assets .07 .02 .02 .04 .04 .14

Source: National Supervisory Commission for Companies and Securities (CONASEV).
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even achieved a surprising increase in their liq
uidity index in 1985.

b) The slower rate of turn-round of accounts 
receivable (accounts receivable as a proportion 
of sales: index 7.4) was a major problem for the 
enterprises, but they offset it with a slower turn- 
round of accounts payable. Thus, the average 
collection period increased in manufacturing 
from 71 to 91 days between 1982 and 1983 and 
then declined to 74 days in 1984 and to only 64 
days in 1985.

c) On the other hand, the increasing profita
bility of very liquid financial instruments, in 
particular bank certificates in foreign currency 
(table 8), meant that the enterprises tried to 
maintain their liquidity in a more profitable 
form, i.e., cash in hand and at bank, in particular 
by delaying settlement of their accounts payable. 
Thus, in the manufacturing sector the ratio of 
resources in hand and at bank to sales (multip
lied by 360: index 7.3) increased from 11 days in 
1980 to 27 days in 1982 and continued to rise to 
34 days in 1984. The same thing happened in 
commerce and mining. Paradoxically, therefore, 
the enterprises maintained a higher balance in 
hand and at bank during the years of crisis than 
before (table 7, indices 7.3 and 7.6). The 
CONASEV statistics do not distinguish between 
types of bank deposit, but the information 
obtained in interviews and the sharp increase in 
the total deposits in foreign currency at the 
national level confirm that the increased amount 
of cash at bank was mostly invested in foreign 
currency.

d) The performance of the mining enter
prises was similar to that of manufacturing, but 
with greater variation of their liquidity indices 
and with smaller immediately available balances 
in hand and at bank (index 7.6).

3. A ssets  tu rn over

The assets turnover (ratio of total sales to total 
assets) can be used as an indicator of changes in 
output and installed capacity, although it does 
not indicate the absolute level of use of installed 
capacity.

In the commercial sector the assets turnover 
remained stable, but this was not the case in 
manufacturing (table 9). In manufacturing 
(index 9 2) the ratio tended to decline up to 1983

Table 8

PERU: REAL FINANCIAL PROFITS 
AND REAL COST OF 

C R ED IT / 1980-1985

(Annual rates)

Deposits Opportu
nity 

cost of 
intis 

deposits 
(% )

Cost
of

credit
in

. . bintis
( 96 )

In
intis
(% )

In
dollars

(% )

1980 -14 -5 -9 -4
I -18 -14 -5 -9

II 6 -6 11
III -27 -16 -13 -19
IV -10 11 -19 1

1981 -5 -5 -1
I -31 -10 -23 -28

II 5 -8 14 9
HI 9 8 1 13
IV 5 13 -7 8

1982 -1 24 -20 -2
I -6 7 -12 -5

II 5 37 -23 6
III 3 27- -19
IV -7 42 -35 -9

1983 -21 14 -31 -20
I -34 1 -35 -36

II -23 30 -41 -24
III -28 20 -40 -25
IV 5 -3 8 13

1984 -14 21 -29
I -24 -10 -16 -8

II -8 33 -31 -1
III -6 27 -26 15
IV -15 94 -56 3

1985 -31 12 -38 -10
I -39 44 -58 -24

II -45 1 -44 -12
III -29 -29 -8
IV -5 -23 23 4

S o u r c e :  B ased  o n  data o f  th e  C en tra l R e se rv e  B an k  o f  P eru  
(B C R P ).

“Deflated by the cost of living.
D o es n ot includ e tax  o n  in terest.
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and to recover in 1984-1985. The fall in 1983 
occurred despite the maintenance of inventory 
levels during that year owing to the rapidity of 
the decline in sales (index 9.1). The reaction 
seemed to set in from 1984 when the average 
level of inventories began to fall. This decline 
also meant that the increased assets turnover 
from 1984 was achieved without greater use of 
installed capacity.

It is interesting to see that in the manufac
turing and commercial enterprises gross profit 
margins on sales were maintained despite the 
smaller turnover (table 10, index 10.1, and table 
9, index 9-2). The gross profit on sales managed 
to absorb the increase in fixed costs within the 
average operating costs (table 10).

It is concluded that the increase in fixed costs 
was absorbed by the reduction in variable costs, 
such as labour, and by the fall in the relative 
prices of certain components. In the case of 
labour, this is confirmed by the sharp decline in 
the index of real wages and salaries in enter

prises employing 16 or more workers in Lima: 
real average earnings fell by 26%  between the 
mid-points of 1980-1982 and 1983 and by a 
further 19%  between 1983 and 1985 (table 11). 
It is also possible that the lower prices of certain 
agricultural products, such as timber, sugar and 
meat, also contributed to the reduction of varia
ble costs.

The commercial sector also maintained a 
very stable gross profit margin on sales through
out the period.

4. Solvency

An enterprise’s solvency is its capacity to meet 
its obligations, which also implies a degree of 
financial independence and borrowing capacity.

The main conclusion to be drawn from the 
summary of the management and solvency indi
ces (table 9) is that, with the exception of min
ing, the crisis did not increase the enterprises’ 
debt levels. Moreover, the ratio of net worth to

Table 9

PERU: MANAGEMENT AND SOLVENCY INDICES OF ENTERPRISES, 1980-1985

1980 1981 1982 1983 1984 1985

a) Manufacturing enterprises
9.1 Holding of stocks (number of days) 156 142 157 152 133 129
9.2 Total assets turnover 1.0 .95 .82 .75 .81 .91
9.3 Long-term net worth borrowing .30 .28 .32 .18 .18 .14
9.4 Borrowing/assets .57 .53 .55 .54 .52 .51
9.5 Leverage 1.4 1.1 1.2 1.2 1.1 1.0
9.6 Net worth guarantee .85 .87 .99 1.1 .98 .95

b) Commercial enterprises
9.1 Holding of stocks (number of days) 95 85 91 92 79 70
9.2 Total assets turnover 1.6 1.7 1.6 1.5 1.7 2.0
9.3 Long-term net worth borrowing .26 .41 .32 .14 .16 .15
9.4 Borrowing/assets .66 .75 .73 .73 .73 .72
9.5 Leverage 1.9 3.0 2.7 2.7 2.7 2.6
9.6 Net worth guarantee .50 .51 .67 .77 .69 .62

c) Mining enterprises
9-1 Holding of stocks (number of days) 142 186 86 120 91 115
9 2 Total assets turnover .70 .66 .47 .49 .58 .57
9.3 Long-term net worth borrowing .26 .35 .91 .69 .18 .06
9.4 Borrowing/assets .38 .48 .56 .53 .47 .31
9 5 Leverage .61 .92 1.3 1.1 .90 .44
9.6 Net worth guarantee .95 .90 1.8 1.6 1.5 .93

Source: National Supervisory Commission for Companies and Securities (CONASEV).
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Table 10

PERU: PROFIT INDICES, 1980-1985

1980 1981 1982 1983 1984 1985
a) Manufacturing enterprises

10.1 Gross margin/sales 0.29 0.30 0.33 0.33 0.32 0.32
10.2 Gross profits/net worth 0.24 0.21 0.12 0.09 0.15 0.19
10.3 Gross profits/assets 0.10 0.10 0.05 0.04 0.07 0.09
10.4 Net profits/sales 0.05 0.02 0.02 0.01 0.05 0.04
10.5 Administrative costs/total earnings 0.07 0.07 0.09 0.08 0.08 0.09
10.6 Financial costs/total earnings 0.07 0.07 0.10 0.15 0.13 0.12
10.7 Operating costs/total earnings 0.26 0.27 0.35 0.37 0.34 0.33

b) Commercial enterprises
10.1 Gross margin/sales 0.26 0.24 0.26 0.26 0.25 0.25
10.2 Gross profits/net worth 0.42 0.40 0.27 0.13 0.30 0.44
10.3 Gross profits/assets 0.14 0.10 0.07 0.04 0.08 0.12
10.4 Net profits/sales 0.06 0.03 0.02 0.01 0.03 0.04
10.5 Administrative costs/total earnings 0.04 0.06 0.10 0.10 0.10 0.10
10.6 Financial costs/total earnings 0.10 0.08 0.06 0.10 0.07 0.07
10.7 Operating costs/total earnings 0.24 0.24 0.29 0.30 0.28 0.28

c) Mining enterprises
10.1 Gross margin/sales 0.62 0.39 0.53 0.62 0.53 0.39
10.2 Gross profits/net worth 0.45 0.16 0.28 0.26 0.07 0.12
10.3 Gross profits/assets 0.28 0.08 0.12 0.12 0.03 0.08
10.4 Net profits/sales 0.13 0.02 0.12 0.13 0.02 0.07
10.5 Administrative costs/total earnings 0.03 0.08 0.11 0.10 0.24 0.11
10.6 Financial costs/total earnings 0.05 0.06 0.04 0.14 0.16 0.12
10.7 Operating costs/total earnings 0.50 0.41 0.42 0.50 0.55 0.48

S o u rc e ;  N ational Supervisory C om m ission for Com panies and Securities (C O N A SEV ).

debt tended to improve in the manufacturing 
sector. Thus, the operating leverage (total liabil
ities to net worth: index 9.5) in this sector 
declined from 1.55 in 1980 to 1.03'Ín 1985, and 
the ratio of long-term debt to net worth (index 
9.3) fell even further. On the other hand, the 
ratio of total assets to total liabilities (index 9.4) 
remained stable throughout the period 1980- 
1985. The difference between the behaviour of 
total debt and leverage is due to the fact that the 
leverage was favoured by the positive perfor
mance of the net worth. The high level of fixed 
assets and their upward revaluation protected 
the net worth against inflation. The resulting 
increase in net worth helped to prevent any 
increase in the leverage index.

The financing of the enterprises was basi
cally short-term throughout the period (indices 
9.3 and 9 .5), reflecting both the unavailability of

long-term credit and the reduced investment in 
plant and equipment.

In 1984, after the sharp decline in sales 
(16 .8% ) in 1983, the enterprises were not dis
posed to increase their output, preferring to run 
down their stocks. The uncertainty was so great 
that they even preferred not to make invest
ments in labour and repairs and other minor 
operating investments.

5. P rofitability

The gross profit margin (table 10, index 10.1) 
indicates sales profits, after the cost of sales has 
been deducted, as a measure of the capacity to 
meet necessary operating costs, such as financial 
and labour costs, taxes, etc.

The gross profit margin remained almost 
constant throughout the period under study, des-
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pite the fact that the increase in sales operating 
costs (index 10.7) was higher than the increase 
in operating income. Financial costs accounted 
for an increasing proportion of operating costs 
as a result of the increase in nominal interest 
rates. Between 1982 and 1984 operating profits 
— the difference between the gross margin and 
operating costs (indices 10.1 and 10.7)—  were 
negative.

Despite this negative level of operating 
profits, the enterprises made profits from the 
management of their liquid assets.

6. E volu tion  o f  th e  p er fo rm a n ce  
o f  th e  en terp r ises  by p e r io d

If the performance of the manufacturing and 
commercial enterprises is considered in terms of 
their response to the macroeconomic context, 
the following subperiods can be distinguished:

Table 11

PERU: REAL SALARIES AND WAGES

M etrop olitan  Salaries
Lim a o f M ini-

fin  1979  intis) central mum Incom e
G overn- legal index: 

(1 ) m ent incom e inform al

Sal
aries Wages

tin
ployees 
(in 1979 

intis)

(2)

1979
intis)

(3) (4)

1979 39.93 26.91 33.88 11.06 100.00
1980 42.88 28.46 40.08 13.69 114.85
1981 43.60 27.87 40.24 11.55 144.21
1982 47.05 28.25 39.34 10.73 174.16
1983 40.34 23.38 31.36 11.02 148.69
1984 37.19 19.94 31.56 8.53 131.99
1985 - - 26.42 7.49 130.24

S o u rce :  N ational Supervisory C om m ission for Com panies 
and Securities (C O N A SE V ).
(1) M in istry  o f Labour and Social Advancem ent, 
Survey o f E stablishm ents w ith 16 or m ore 
workers.
(2 ) C entral R eserve Bank o f Peru (B C R P ): fiscal 
sector, based on  data o f th e  M inistry o f the E con
om y and Finance (excludes bonuses).
(4 ) C entral R eserv e  B ank  o f Peru (B C R P ): incom e 
and product. Based on  Consum er P rice  Index data 
(1 9 7 9  =  100) o f the N ation al Institute o f Statistics. 
A verage o f dom estic service wages, prices of shoe 
repair services, tailoring and other inform al sector 
services.

a) January 1980 to  Ju n e  1982: Although 
there was some dynamism in the sales of the 
manufacturing enterprises, the availability of 
idle capacity reduced the need for investment in 
plant and equipment.

The sales of the commercial enterprises 
were more dynamic, partly owing to the sharp 
increase in exports which was reflected in 
greater use of installed capacity and higher bor
rowing. The mining enterprises, despite the fall 
in mineral prices, continued with their medium- 
term investment plans.

b) July 1982 to  en d  o f  1983: There was a 
general decline in sales in both commercial and 
manufacturing enterprises and major changes in 
the management of their liquid assets. The 
enterprises tried to maintain a greater propor
tion of their assets in financial investments by 
delaying settlement of their obligations to the 
State, their suppliers and the banking system. 
The reduction in sales meant less use of installed 
capacity and declining profits.

c) 1984-1985: The profit indices of the 
enterprises recovered and there was some 
improvement in sales, which was absorbed more 
by a reduction of inventories than by higher 
output. They continued to use financial invest
ment instruments in the management of their 
liquidity.

7. E volution  o f  p ro fits :  
th e  m anufacturing sector

The evolution of the income and expenditure of 
the manufacturing sector will now be considered 
for the critical period 1981-1985 on the basis of 
the balances submitted to CONASEV (table 12). 
The situation is analysed at three points: the 
second half of 1981, a moderately prosperous 
stage preceding the crisis; the second half of 
1983, the time of deepest recession; and the first 
half of 1985, following two years of adjustment.

The most striking point is that, despite a fall 
of 23%  in the real value of sales, net profits 
remained positive, although declining to only a 
quarter of their earlier level. Furthermore, profit 
levels recovered rapidly and for the first half of 
1985 almost equalled the absolute amount of 
profits in 1981, although sales remained 11%  
lower than in 1981. Accordingly, the net profit 
per unit of sales in 1985 (5 .3% ) exceeded the 
1981 level (4 .8% ).
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Table 12

PERU: PROFITS OF MANUFACTURING ENTERPRISES, 1981-1985

(Percentage o f  sales)

H alf year
N et
sales

revenue Sales
costs

Costs

Financial
costs Taxes O ther

costs

O pera
ting

m argin

Finan
cial

incom e

N et
p rofits

Index o f 
overall 

profitability

1981: II 100.0 70.4 7.2 5.2 16.4 2.0 2.8 4.8 100.0
1983: II 77.0 66.6 14.2 4.3 19.6 -4.7 5.6 1.6 25.0
1985 :I 89.0 65.1 12.7 4.0 18.1 0.1 5.2 5.3 98.0

Source: Prepared on the basis of data from the reports of the National Supervisory Commission for Companies and Securities 
(CONASEV).

The crisis impaired the profit margin by 
increasing the fixed costs per unit of sales and 
the financial costs through a higher nominal 
interest rate. The effect of fixed costs was 
reflected mainly under the heading "Other 
costs”, which increased from 16.4 to 19.6%  of 
sales between 1981(11) and 1983(11). Financial 
costs rose even more: from 7.2 to 14.2%  of sales. 
In all, these factors increased the cost per unit of 
sales by 10.2 percentage points.

The compensatory factors were reflected 
primarily in the decline in variable costs or 
"Sales costs” from 70.4 to 66.6%  between 
1981(11) and 1983(H)- As was stated above, the 
enterprises benefitted from a sharp reduction in 
real wages and some reduction in the relative 
prices of certain current inputs. In the case of 
wages, the reduction was sufficient to influence 
the average cost, despite their small impact on 
total costs. The decline in real wages offset in 
part the obstacles to manpower cuts created by 
the Labour Stability Law (although this law had 
given the enterprises a degree of flexibility dur
ing the three-year trial period before workers 
acquired tenure). As to the other inputs, between 
1981 and 1983 the terms of trade improved by
11.5%  in favour of industry (table 13).

The tax burden per unit of sales also 
declined. Part of this movement was reflected 
under the heading "Taxes”, which fell from 5.2 
to 4 .3%  in the first period and then 4 .0%  in 
1985(1). W ith respect to the other taxes counted 
as sales costs, it must be assumed that they also 
showed a reduction, at least in payments made, 
for the government’s total revenue declined by

28%  in real terms between 1981 and 1983. Much 
of this reduction took the form of arrears and 
delays on the part of taxpayers, who in Peru are 
almost all enterprises.

The increase in the financial income of the 
enterprises also contributed to the maintenance 
of profit levels. This was due to the payment of 
higher nominal interest rates on their deposits 
and even more to the gains made by them as 
holders of liquid assets in foreign currency. As

Table 13

PERU: RELATIVE PRICES, 1980-1985

Manufacturing Agriculture

Index* Var¡- Index* Vari'
'1 9 7 9  =  a t lo n  n 9 7 9  =  a t *on

' 100) <Percent- 100)

1980 85.3 -14.7 105.6 5.6
1981 80.3 -5.9 96.2 -8.9
1982 81.6 1.6 81.7 -15.1
1983 89.6 9.8 86.7 6.1
1984 92.9 3.7 95.2 9.8
1985 93.9 1.1 77.4 -18.7
1981-1985 16.9 -19.6

S ou rce ;  A griculture: Sectoral Statistical O ffice o f the 
M inistry of Agriculture.

“Im plicit deflator o f the value added in m anufacturing 
divided by the G D P  deflator. Based on data o f the 
N ational Institute o f Statistics ( IN E ), C u en tas N a c io n a le s  
d e l  Perú, 1950-1985 , Septem ber 1985, tables 4  and 5. 
Price index based on a basket of 15 products and deflated 
by the cost o f living index.
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was seen in the previous section, the enterprises 
maintained their liquidity throughout the crisis 
— a fact incompatible with a sharp decline in 
sales—  owing to the high return on the liquid 
assets maintained in foreign currency. Between 
the end of 1981 and June 1985 the average real 
return on foreign currency deposits was 23%  
(table 8). And it is probable that the decline in 
sales costs also reflected, in the form of capital 
gains on the movement of inventories, a finan
cial profit resulting from the difference between 
the nominal interest rate and the inflation rate, 
which thus offset the greater burden of financial 
costs.

The net effect on profits can be seen in 
table 12. The margin of operating profits moved 
into the red under the first impact of the crisis, 
then fell from 2 %  in 1981(1) to -4.7%  in 
1983(11); however, this was offset by the 
increased financial income. The net profit per 
unit of sales remained positive, although falling 
from 4.8 to 1.6% . The continual reduction in 
operating and tax costs, and even a certain reduc
tion in fixed costs per unit of sales shown under 
"Other costs", produced a full recovery in net 
profits for 1985(1). The net profit margin of 
5.3%  in 1985(1) also exceeded the level of 4 .8%  
recorded in 1981(11). This recovery was com

bined with a partial normalization of sales, 
which increased total 1985 profits to their pre
crisis level.

The results were similar in the commercial 
enterprises (table 14).

Table 14

PERU: COMMERCIAL SECTOR: 
FINANCIAL EARNINGS AND  

PROFITABILITY OF THE 
COMMERCIAL ENTERPRISES, 

1980-1985

(Percentage o f  sales)

Oper
ating
profit

margin

Finan
cial

income

Other
income

Net
profits

1980 2 2 2 6
1981 0 2 2 4
1982 -3 3 2 2
1983 -4 4 1 1
1984 -3 4 2 3
1985 -2 4 2 4

S ou rce : N ational Supervisory Com m ission for Com panies 
and Securities (C O N A SEV ).

Ill
An interpretation

1. T h e  h y p o th es is

The starting point for this consideration of the 
financial experience of the enterprises in 1980- 
1985 is the crisis of production and foreign debt 
which the country underwent. The analysis is 
expected to show whether there was a compara
ble and parallel crisis in the financial situation of 
the enterprises.

Several elements combined in the crisis 
affecting the enterprises during this period. The 
most important was the sudden collapse of sales 
between June 1982 and December 1983. The 
drop was 22%  in real terms in the private non
farm sector; it was probably even greater in

modern-sector enterprises owing to the increase 
in informal and illegal activities in the economy. 

Business finances were struck another blow 
by the faster rate of devaluation; after three years 
of decline (33%  between December 1978 and 
June 1982) the real exchange rate began to climb, 
increasing by 19%  during the next 18 months. 
This made the considerable foreign-currency 
debt incurred by the enterprises since 1980 more 
expensive: in two and a half years the foreign- 
currency debt (direct and endorsed) increased by 
144 % and at the end of 1982 it represented 51 % 
of the total short-term debt of the enterprises 
(table 15). However, most of this foreign- 
currency borrowing did not form part of the
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Table 15

PERU: SHORT-TERM PRIVATE SECTOR DEBT, 1974-1985

(Millions o f  1980 intis)

Direct Indirect (guaranteed) Total

N /C° V/Cb Total N /C F/C Total N /C F/C Total
1974 December 1 185 544 1 729
1975 December *** 1 236 »*« 508 1 744
1976 December 1 022 51 1 073 91 461 551 1 112 512 1 624
1977 December 939 94 1 033 80 666 745 1 018 760 1 778
1978 December 682 124 805 90 566 656 771 690 1 461
1979 December 615 148 763 107 346 453 723 494 1 216

1980 March 607 194 801 112 399 511 718 593 1 312
June 695 187 881 131 432 563 826 619 1 444
September 679 197 876 128 466 594 807 663 1 470
December 710 228 938 137 471 608 847 699 1 546

1981 March 592 212 804 115 434 549 707 646 1 353
June 742 209 951 116 387 503 858 596 1 454
September 798 214 1 013 133 446 579 932 660 1 592
December 895 222 1 117 127 450 578 1 022 672 1 694

1982 March 842 269 1 111 122 532 654 964 800 1 764
June 892 319 1 210 Í38 564 702 1 030 882 1 912
September 851 364 1 215 124 632 756 976 995 1 971
December £54 391 1 245 131 631 762 985 1 022 2 007

1983 March 776 386 1 161 114 538 652 890 924 1 813
June 706 400 1 106 116 455 571 822 855 1 677
September 668 395 1 063 265 484 749 932 879 1 811
December 693 378 1 071 122 405 526 815 783 1 598

1984 March 667 343 1 009 94 452 546 761 794 1 555
June 696 364 1 060 99 375 474 795 739 1 534
September 700 368 1 068 105 386 490 805 754 1 558
December 694 425 1 120 103 400 503 797 825 1 622

1985 March 582 463 1 045 98 425 524 680 889 1 569
S o u rce : C entral R eserve Bank o f Peru (B C R P ), M onetary Sector Division. 
“N/C =  N ation al currency,
6 F/C — Foreign  currency, valued at the exchange rate at the end o f the period.

country’s external debt but was financed by 
means of dollars kept in the country in the form 
of bank certificates in foreign currency.

The initial effect of the faster devaluation in 
1983 included a psychological factor: the deva
luation rate doubled in nominal terms in the first 
months of 1983 from an annual rate of 72%  in 
1982 to 140%  in the first half of 1983. The real 
increase was actually much less because inflation 
also doubled, but for much of the year the out

look seemed alarming to businessmen burdened 
by an increasing dollar debt.

At the same time businessmen began to feel 
the effects of the restrictive monetary policy: 
real lending to the private sector in local cur
rency declined by 21%  between June 1982 and 
the end of 1983- Moreover, the credit restrictions 
were aggravated by the external financial crisis: 
the level of external short-term borrowing, 
including endorsed loans, declined by 26%  from
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a maximum of US$3 028 million at the end of 
1982 to US$2 238 million in the first quarter of 
1984. Part of this reduction was probably volun
tary, as a response to the faster devaluation, but 
the cutback in lending to Peru by the interna
tional banking system must also have made a 
contribution.

As was to be expected, the combined effect of 
these factors produced a serious financial crisis 
in the enterprises. Their cash flow suffered the 
simultaneous effects of the decline in sales, tigh
ter credit and larger financial payments on the 
dollar debt. Profits were affected by the reduced 
capital turnover and the high level of fixed costs, 
which included part of the labour costs owing to 
the rigidity of Peru’s Labour Stability Law. And 
the decline in profits and the increase in the 
burden of foreign-currency debt undermined the 
solvency of the enterprises.

2. T h e  results

The information presented in the previous sec
tion indicates that the enterprises were less 
affected by the crisis than might reasonably have 
been expected. There were few bankruptcies 
(some timber companies, some companies 
linked to a bank which failed) and a few tempor
ary shut-downs. The survival rate was high, at 
least in the modern sector of the economy.

The performance of the financial indices 
presented in section II confirms this picture of

survival. The liquidity index declined but with
out becoming negative, and one of its compo
nents (cash and bank liquidity) even increased. 
In the majority of activities current liabilities 
increased as a percentage of sales between 1981 
and 1983, but then declined in 1984-1985. In 
1985 the level of short-term debt was lower than 
in 1981 in manufacturing, commerce, transport 
and services (table 16). Leverage declined in 
manufacturing and mining and remained rela
tively stable in commerce. Under the combined 
impact of smaller capital turnover and larger 
financial costs, including the foreign exchange 
losses due to devaluation, operating profits were 
negative throughout the period 1982-1985  
(table 14). However, total profits were pro
tected by increasing financial earnings which, 
between 1982 and 1985, more than exceeded the 
operating losses and enabled the manufacturing 
and commercial sectors, for example, to record 
positive net profits even in 1983, the worst year 
of the crisis.

3 . T h e  d e fen ce  m echan ism s

The survival of the enterprises was due to their 
own defence mechanisms, help from the govern
ment and the eventual recovery of the economy. 
The most important defence mechanisms as 
such seem to have been the successful transfer of 
the necessary adjustment to other parts of the

Table 16

PERU: CURRENT LIABILITIES BY SECTOR OF ACTIVITY, 1980-1985

(Percentage o f  sales)

Sector 1980 1981 1982 1983 1984 1985

Agriculture 49.8 76.4 44.4 40.7 36.0 30.0
Mining 23.0 32.6 33.8 30.8 39.7 38.7
Manufacturing 45.2 41.7 49.8 54.2 47.6 41.6
Construction 84.5 73.7 63.8 58.8 84.0 71.8
Commerce 36.5 35.9 39.0 41.6 36.4 31.6
Transport 34.8 51.8 51.4 48.3 42.6 37.4
Finance 60.9 83.0 48.2 144.8 55.0 51.1
Services 31.7 68.0 68.7 50.1 43.9 47.7

Total 37.5 38.9 43.5 48.9 44.3 45.5

Source: National Supervisory Commission for Companies and Securities (CONASEV).
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economy and the financial gains made by the 
enterprises.

These gains offset the operating losses of 
1982 to 1985 with large financial earnings 
which, in the case of industry, amounted to 6%  
of the value of sales in 1984 and, in the case of 
commerce, 4%  of this value in 1983-1985  
(table 14).

The opportunity to make these gains was 
created by the strong and persistent distortion of 
the financial market from 1982 and, in particu
lar, by the high absolute profits derived from 
foreign-currency holdings. During the three 
years from March 1982 to March 1985 foreign- 
currency profits averaged 20%  in real terms. In 
contrast, holdings of local currency invested at 
the highest market interest rate had a negative 
profit rate of 26% . Foreign exchange holdings, 
therefore, were the safest and on average most 
profitable investment for several years.

The importance of financial investments 
during this period can be measured by the value 
of the foreign currency deposits in the banking 
system. These deposits increased from US$592 
million at the end of 1979 to a maximum of 
US$1 680 million in March 1985. As a propor
tion of total quasi-money this value increased 
from 38 to 72% . Some of these deposits were 
made by natural persons and some by the State, 
but it is estimated that private enterprises held 
between 60 and 70%  of the total. Enterprises 
also held deposits abroad, as well as other securi
ties in foreign currency. Thus, the financial 
losses suffered by foreign currency borrowers 
were offset by speculative gains, at least in the 
business sector as a whole.

Businessmen tried hard to obtain the liquid
ity to enable them to transfer their debt from 
dollars or to invest in foreign currencies. This 
quest for liquidity often had a recessive effect, 
especially when it meant reduced inventories, 
deferred investments and even the postpone
ment of purchases and contracts necessary to the 
production cycle.

The enterprises also protected themselves 
by transferring the necessary adjustment to oth
ers. In 1983, for example, tax revenue declined 
by 31%  in real terms over the previous year. An 
IMF mission thought that the government had 
permitted a "collapse” of the tax administration. 
In fact, many of the enterprises had no other

choice; the involuntary reduction of the tax 
burden from 17.6%  of GDP in 1982 to 14.2%  in 
1983 meant a transfer of 3.4%  of the gross 
domestic product from the State to the 
enterprises.

The workers also absorbed part of the 
adjustment: average wages and salaries in urban 
areas fell by between 20 and 30%  from 1982 
(table 11). The reduction mechanism was 
mainly the market, but the wages policy, which 
was designed to check big raises in order to 
reduce inflation and the fiscal deficit, probably 
helped to weaken the labour sector’s defences. It 
is more difficult to assess the role played by 
manpower cuts. There was certainly more flexi
bility than is implied by the Labour Stability Law, 
which permitted the dismissal of workers who 
had not completed three years of service. Furth
ermore, businessmen used the purchase of 
retirement pensions, persuasion and other 
methods to reduce their workforce.

The transfer of the adjustment to the 
workers was also an automatic result of mecha
nisms such as piecework, commission work and 
other forms of payment which tied the worker’s 
income to his output or to sales.

T a b le  17

PERU: DOUBTFUL DEBT PORTFOLIO OF 
THE COMMERCIAL BANKING SISTEM 

AND SAVINGS BANKS 1979-1985

(Millions o f  intis)

Doubtful debts

Year Total
loans Due

In
legal

collec
tion

Total

Per
cent
age

loans

1979 197.3 1.0 4.4 5.4 2.8
1980 391.1 2.6 4.8 7.4 1.9
1981 843.0 9.8 13.8 23.6 2.8
1982 1 514.4 44.7 36.2 80.9 5.3
1983 3 570.4 130.8 222.7 353.5 9.9
1984 6 953.1 231.6 708.4 940.0 13.5
1985" 15 512.0 389.9 2 393.0 2 782.9 17.9

S ou rce ; O ffice of the Superintendent of Banks and 
Insurance Companies.

"Prelim inary  data to Septem ber.
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Table 18

PERU: DOUBTFUL DEBT PORTFOLIO WITH THE COUNTRY’S 
CREDIT SYSTEM, DECEMBER 1985

(Millions o f  intis)

Private enterprises Public enterprises Total system

Number 56 4 623
Unsecured loans 414 375 77 170
Loans in arrears 338 199 523 891
Legal collection 1 561 499 3 487
Total doubtful portfolio 2 314 073 604 548 5 654 001
Total portfolio 3 464 072 1 441 790 22 880 227
Percentage of doubtful portfolio 66.8 41.9 24.7

S ou rce : O ffice o f the Su perintendent o f Banks and Insurance Com panies.

Part of the adjustment was also transferred 
to the banks, a fact which contributed to the 
failure of three of them in 1983- 1984 (table 17 
and 18). The banks’ total bad debts increased 
each year from 1980, rising from only 1.9%  of 
the total investments of the banking system in 
1980 to 17.9%  in 1985. In the end the Central 
Bank absorbed part of these bad debts, for it 
made support loans to several banks and had to 
guarantee the deposits of the banks which 
closed.

Lastly, it is possible that a part of the adjust
ment was transferred to the primary sector 
through a decline in the relative prices of raw 
materials. This is suggested by the index of real 
prices in the farming sector, which was 9%  
lower in 1983-1985 than in 1980-1982  
(table 13).

Another source of aid for business was the 
government, mainly through the heavy subsidy 
implicit in the negative interest rates (table 19). 
In 1983 20.9%  of the national currency debt was 
"liquidated” by the rates in force, and in 1985 the 
subsidy amounted to 18.6% . In all over the three 
years half of the 1982 debt was liquidated.

The monetary authorities deliberately 
sought to liquidate the debt. This meant aban- 
doning. the policy of real interest rates intro
duced with great political difficulty in 1981 and 
caused a disagreement with the IMF which con
tributed to the collapse of the standby loan 
agreement signed in 1983.

A second instrument used by the govern
ment to support business in this period was

refinancing loans, which between 1983 and 1985 
represented roughly 0 .7%  of the gross domestic 
product (table 20). It is probable that most of 
these loans were intended for the transfer of 
debt from dollars or the purchase of foreign 
currency.

However, notwithstanding these special 
refinancing loans the fairly tight monetary pol
icy pursued during 1983-1985 led to a contrac
tion of real lending. At the same time, the

Table 19

PERU: EFFECT OF NEGATIVE REAL 
INTEREST RATES ON OPERATIONS 

IN NATIONAL CURRENCY

(Millions o f 1985 intis)

Depositors’ Subsidy to
losses private borrowers

Millions Percent- Millions Percent- 
of intis agea of intis agefc

1980 -2 303 15.6 413 3.8
1981 -918 5.7 73 0.5
1982 -595 4.0 234 1.7
1983 -3 738 30.9 2 447 20.9
1984 -1 743 14.6 705 6.1
1985 -3 125 54.8 1 253 18.6.

S o u rce : Based on data o f the Central R eserve Bank of Peru 
(B C R P ).

"R e fe rs  to total deposits in the national currency.
* R efers to total investm ents in the national currency.
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Table 20

PERU: SUPPORT LOANS TO BANKS AND  
ENTERPRISES GRANTED BY THE 

CENTRAL RESERVE BANK, 
1982-1984

(Flows in millions o f intis)

To
enter
prises

To
banks Total

Percent
age
of

CtDP

1982
I .08 .38 .46 .56

II .24 .42 .66 .69
III ,01 -.39 -.38 -.42
IV .15 .10 .25 .30

1983
I .18 .50 .68 .93

II .07 1.27 1.34 1.58
III .66 .02 .68 .87
IV .28 .22 ,50 .68

1984
I .42 .13 .55 .76

II 1.03 .54 1.57 1.81
III .32 .53 .85 .99
IV .29 .15 .44 .56

S ou rce ; Based on data o f the Central R eserve Bank o f Peru 
(B C R P ).

increase in the inflation rate speeded up the 
circulation of money and also contributed to the 
contraction of lending in real terms. Lastly, the 
large loans made to the government in 1985 to 
cover the deficit caused by the fall in revenue 
reduced the availability of credit for the private 
sector. The combined effect of these factors 
caused a sharp decline in the supply of credit in 
soles to the private sector: between June 1982 
and March 1985 this sector’s debt in local cur
rency fell by 34%  in real terms (table 15). 
Accordingly, Central Bank loans acquired much 
greater importance in the total flow of credit to 
the private sector (from 6%  in 1980-1982 to 
14.9%  in 1983-1984), but they could not check 
the adverse effects of the factors mentioned 
above (table 21). Moreover, this cutback in lend
ing had the opposite effect to that produced by 
other government measures, for It obliged the 
enterprises to make a larger adjustment.

4. F in al com m en ts

The social cost of the crisis for the enterprises 
took the form of losses of investment and even 
of productive capacity, and the lack of mainte
nance rendered equipment useless. For three 
years the net investment of the private sector 
was no more than 3 or 4 %  of GDP. Businessmen 
protected themselves by means of the flight of 
capital, which contributed to the balance-of- 
payments crisis. The errors and omissions in this 
balance increased from an annual positive 
amount of 2.4%  of GDP in 1980-1982 to a crisis 
level of -3-4%  of GDP in 1983-1985. Further
more, a disproportionate part of the adjustment 
was transferred to the workers. Some non
tenured workers lost their jobs and those with 
tenure suffered a heavy loss of purchasing 
power. Incomes also declined sharply in the 
informal sector (table 11). Part of the adjust
ment was absorbed by the population as a whole 
by means of the inflationary financing of the 
fiscal deficit created by the non-payment of taxes 
and the protection of bank deposits. Inflation 
had a particularly damaging effect on savers who 
were not protected by assets in foreign currency.

The greatest damage, however, resulted 
from the recessionary multiplier effect of the

Table 21

PERU: REAL INVESTMENTS,
BY ECONOMIC SECTOR,
OF COMMERCIAL AND  
INVESTMENT BANKS

(1979 = 100)

Public sector 1983 1984 1985

Agriculture 70 66 62
Livestock 2 2 1
Fisheries 4 5 4
Industry 193 185 147
Mining 42 52 51
Commerce 69 54 45
Construction 50 42 28
Public sector 11 2 3
Miscellaneous 75 76 61

Total 516 484 402

S ou rce :  O ffice of the Superindendent o f Banks and 
Insurance Com panies,
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defensive reactions of businessmen exacerbated 
by the great distortion in the financial market. 
This tendency to react by cutting back had been 
strengthened by the business experience of the 
1970s and it aggravated the recession: the enter
prises achieved a degree of financial balance but 
at lower levels of production, investment, wages 
and total demand. N ot only did demand-led pro
duction not recover after the collapse in 1983, it 
even fell by 2%  between 1983 and the first half

of 1985, while production determined by the 
climate and the external demand increased by 
17.3%  in the same period.

In conclusion, it can be said that the financial 
experience of the enterprises during the crisis 
period under consideration contained a paradox: 
although they withstood the crisis with surpris
ing success, their survival mechanisms had a 
high social cost and probably helped to aggravate 
the global crisis.



Economic 
restructuring 
in Latin America in 
the face of the 
foreign debt and 
the external 
transfer problem

Robert Devlin*

T h ere  is a grow ing consensus in the region that the 
Latin A m erican econom ies should becom e m ore effi
cient, m ore internationally com petitive and less 
insulated from  m arket forces, even if this restructur
ing is achieved through m ore pragm atic and selec
tive instrum ents than those usually proposed by the 
Centre.

T h is  econom ic restructuring is being frustrated 
by the heavy econom ic and social burden involved in 
transferring  internal resources abroad to service the 
foreign debt. A ttem pts to confront the so-called 
"tran sfer problem " have been very costly due to both 
internal and external factors. T h e  external environ
m ent has been hostile, involving grossly inadequate 
and costly finance, figid conditionality, adverse trad
ing conditions and world econom ic instability.

Thu s, concom itant w ith the serious dom estic 
efforts being made in the debtor countries to restruc
ture, the creditors must contribute w ith finance, a 
readiness to grant debt forgiveness for borrowers 
who are insolvent, m ore pragm atic conditionality, 
and m ore serious efforts to correct m acroeconom ic 
disequilibria in the N orth  itself. U nless this is done, 
sporadic m oratoria and m ore inw ard-looking eco
nom ic policies could be perceived by debtors as an 
attractive second-best solution to the region’s 
problem s.

•Staff member o f the ECLAC Economic Development 
Division. This is a revised version of a paper presented at 
the University o f Pittsburgh's Bicentennial International 
Symposium on "Restructuring of Latin America ", 12-13 
March 1987, A. Bianchí, R. Ffrench-Davis, C. Mesa Lago 
and J. Ram os provided extensive comments on an earlier 
draft. H. Assael, S. Astete, F. Fajnzylber.J. Malloy, M. Lazo 
and L. W illm ore also contributed helpful comments, while 
G. Mundt and L.A. Santa Cruz provided valuable statistical 
assistance.
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Capitalist development is dynamic (Schumpeter, 
1980). Growing economies do not simply repro
duce the prevailing productive structure, but 
rather undergo a constant transformation or res
tructuring. While the process of restructuring, 
both social and economic, is present to some 
degree in all nations that experience sustained 
economic expansion, its importance is relatively 
more accentuated in the economic growth of 
societies at lower levels of development — those 
we usually term developing countries.

In the post-war period Latin America under
went important socio-economic transforma
tions (ECLAC, 1979, pp. 3-26). The economic 
strategy underpinning the process has been 
characterized as "inward-oriented import substi
tution". Although it has been pointed out that 
Latin America’s transformation in the post-war 
period lagged behind some other countries 
which employed "an outward-oriented export- 
led growth strategy” (Balassa and others, 1986, 
pp. 1-74), the region’s economic performance 
was certainly respectable up until the 1980s, 
with an average annual growth of per capita 
product of slightly less than 3%  between 1950 
and 1980. Since the explosion of the crisis in 
1982, however, economic activity has stagnated, 
and by 1986 per capita product was 8%  below 
the level recorded in 1980 (table 1).

By most estimates the 1980s will be a "lost 
decade" for Latin America in terms of economic 
growth and socio-economic development. While 
the region undeniably faced some unusually 
adverse external conditions at the outset of the 
1980s (high international interest rates, reces
sion in the OECD countries, etc.), the severity 
and prolonged nature of the crisis suggests that 
the prevailing development strategy left most of 
the countries excessively vulnerable to unfavou
rable shifts in external parameters and not well 
situated to respond dynamically to them.

These circumstances have placed demands 
on the region to rethink its development stra
tegy and make the necessary adjustments to con
front the changing external environment. Some 
formulas emanating from the North suggest 
that the panacea is a fashionable outward- 
oriented strategy based largely on exports, "cor
rect”, free market-determined prices, and

Introduction
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private initiative (Balassa and others, 1986). 
Others, even while sharing some of the goals of 
this formulation such as the need to increase 
domestic savings, raise productivity and interna
tional competitiveness, expand export activity 
and rationalize the State, find it essentially 
overly simplistic (ECLAC, 1986b and Fishlow, 
1985, pp. 137-168). This latter analysis gives 
much greater attention to issues related to insti
tutional development, growth of endogenous 
technological capacities, sectoral industrial 
strategies, exports of manufactures, selectivity in 
the use of policy instruments and incentives, 
government intervention in the market place, as 
well as normative questions of equity and 
democracy.

Although there are important differences in 
their conception and policy mix, the aforementi
oned two views on the future requirements of 
Latin America indisputably converge on the 
issue of a development crisis in the region and 
the need for a dramatic restructuring of the econ

omies. However, this "crisis of development” 
and the need to pursue economic restructuring 
over the medium term is frequently oversha
dowed by discussion of the "debt crisis” and the 
immediate need for external adjustment of the 
balance of payments. So much attention has 
focused on debt and adjustment because these 
are the aspects of the development crisis which 
involve the most immediate short-term links 
between N orth and South. On the one hand, the 
health of the N orth’s private banks — the 
region’s principal creditor—  and of its financial 
system is influenced by how quickly Latin Am er
ica adjusts its balance of payments to demands 
for repayment of its large US$380 billion foreign 
debt. On the other, as we will see later, the 
payment of debt service involves a huge outward 
transfer of resources from the region that drains 
resources needed for investm ent, socio
economic restructuring and growth.

This paper proposes to address the question 
of economic restructuring in Latin America by

T able  1

L A T IN  A M E R IC A : M A IN  E C O N O M IC  IN D IC A T O R S

Indicators 1980 1981 1982 1983 1984 1985 1986"

G ross dom estic product at m arket 
prices (index base year 1 980  =  100) 100.0 100.5 99.0 96 .6 99.7 102.4 105.9
P opu lation  (m illions o f inhabitants) 355 363 372 380 389 398 4 0 6
P e r capita gross dom estic product 
(index base year 1 980  =  100) 100.0 98.1 94.5 90.1 90.9 91.3 92 .4

G ross dom estic product
G ro w th  rates

5.3 0.5 -1,4 -2.4 3.2 2.7 3,4
P er capita gross dom estic product 2 .8 -1 .9 -3.7 -4.7 0 .9 0 .4 1.2
Consum er prices* 56.1 57.6 84.8 131.1 185.2 275.3 69.1
T erm s o f trade (goods) 4.3 -5.8 -9.0 1.1 6.5 -5.0 -8.7
Purchasing pow er o f  exp orts o f goods 10.3 1.9 -7.6 10.1 13.3 -4.8 -9.7
C urrent value o f exp orts o f  goods 32.3 7.6 -8.8 0.1 11.7 -5.9 -14 .8
C urrent value o f im p orts o f goods 34.9 8,1 -19.8 -28.5 4 .0 0.3 2 .4

E xp orts o f  goods
B illio n s  o f  dollars

89.1 95.9 87.4 87.5 97.7 9 2 .0 78.3
Im p orts o f goods 90 .4 97 .6 78.3 56.0 58.3 58.5 59.9
T rad e balance (goods) -1.3 -1.9 9.1 31-5 39.4 33.5 18.4
N e t paym ents o f p ro fits  and interest 17.9 27.2 38.7 34.3 36.2 35.3 30.7
B alance on  cu rrent acco u n t -28.3 -40.3 -41 .0 -7.6 -0.2 -4.0 -14.2
N e t m ovem ent o f  capital^ 29.4 37.5 20 .0 3.2 9.2 2 .4 8.6
G lobal balance' 1.4 -2.8 -21 ,0 -4.4 9.0 -1 .6 -5.6
T o ta l gross extern al debt 230 .4 287 .8 330.7 350.8 366.9 373.2 382.1

S o u rce: ECLAC, on the basis of official data.
"Prelim inary estim ates subject to revision.
^Variation from Decem ber to December. 
eIncludes net unrequited private transfer payments.
^Includes long and short-term  capital, official unrequited transfer payments and errors and omissions. 
'R e la te s  to the variation in international reserves (of reverse sign) plus counterpart items.
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studying the dynamics of the outward transfer of 
resources being effected from debtor nations to 
creditor nations. The result will be to show that, 
independently of the debtor countries’ domestic 
efforts, the policies of the creditors and their 
governments have decisively contributed to 
making the short-term  economic adjustments 
needed to bring about an outward transfer 
extremely costly for Latin America, and have not 
been broadly supportive of the medium-term  
objective of economic restructuring. Indeed, the 
short-term  adjustment process has been so 
costly that it might actually place in jeopardy the 
economic restructuring of the region that almost 
everyone admits is necessary. Thus, without a

more far-sighted policy in the creditor countries 
the efforts of Latin America to restructure its 
economies could be frustrated.

The organization of this paper is as follows. 
Section I will examine the general nature of the 
transfer issue and the magnitude of Latin Ameri
ca’s transfers. Section II will focus primarily on 
those external factors that have most contrib
uted to making these payments so difficult to 
effect and the reasons why the transfers have 
undermined the process of economic restructur
ing. Finally, section III provides the conclusions 
and suggestions for a more appropriate policy 
focus.

I
External adjustment and resource transfers

Since 1982 analysis of the Latin American eco
nomic situation has centered largely on the ques
tion of the external debt and adjustment. Viewed 
in its simplest and most commonly referred to 
form, the process of adjustment in a developing 
country normally involves a reduction (or elimi
nation) of the current account deficit of the bal
ance of paym ents, w ith corresponding  
reductions in the requirements for external 
finance and debt accumulation. The reduction of 
the negative current account balance can be 
voluntary, as when a country’s authorities seek a 
lower deficit in order to accommodate a lower 
ex -an te  "desired” annual level of external 
finance and indebtedness. Alternatively, the

reduction of the current account balance may be a 
non-voluntary ex -p ost  response to a lower avail
ab le  annual volume of external finance. (Deficits 
cannot occur unless they are validated by 
finance.)

As we will see in more detail later, the reduc
tion of Latin America’s current account deficit 
— from US$41 billion in 1982 to an average of 
less than US$7 billion per annum in 1983-1986  
(table 1)—  was largely non-voluntary. In cases 
of non-voluntary adjustment, analysis can be 
conveniently organized around the inherent ten
sion that arises between creditor and debtor 
when the former insists on a reduced financial 
commitment to the latter.

A. The unilateral external demand for an outward resource transfer:
an overview

The aforementioned tension in the adjustment 
process expresses itself in the two major compo
nents of a current account deficit: i) a financial 
component in the form of interest payments on 
the foreign debt and ii) a trade component in the 
form of the balance of imports over exports.1

The former involves a legal contract which 
creditors are disposed to enforce and therefore is

theoretically rigid and not subject to compres
sion. The latter, on the other hand, is theoreti
cally flexible and responsive to domestic policy.

’For the sake of exposition, we can momentarily assume that 
there is no direct foreign investment and therefore no profit 
remittances to be concerned about. In Latin America roughly 909 f 
o f all factor payments contributing to the current account deficit 
take the form of interest payments.
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LATIN AMERICA: FINANCIAL RESOURCE BALANCE (REGISTERED LOANS 
AND DIRECT FOREIGN INVESTMENT)"

T abie  2

M illions o f dollars M illions o f 1980 dollars*

D irect foreign investm ent Loans D irect foreign investm ent Loans

N et P rofit _  . N et inflow G ross _  . Total N et P rofit _  , N et inflow Gross Q . T o ta l
B a la n ce ______________________  . Balance balance balance ______________________  . Balance balance

in- rem it- J 2  Medium sh o rt m ter^ 1 4 + 5 -6  3 + 7  fl,n" remK'  9 -1 0  Medium Short “ inB« t 12+ 13-14  11-15
flow tances paid flows tances paid

tArrn torm * rnrm 1term  term  r  term  term
(1) (2) (3 ) (4 ) (5) (6 )

Average

1961-1965 330.8 1 147.2 -816.4 6 1 5 .0 -70.8 410 .6 133.6 -682.8 1 120.0 3 902.5 -2 782 .6 2 126.2 -236.7 1 391.0 498.5 -2  284.1

Average

1966-1970 726.0 1 676 .0 -950.0 1 282 .8 452 .8 885 .6 850.0 -100.0 2 263.5 5 236.8 -2 973 .2 4 000.3 1 410.5 2 764.7 2 646.1 -327.1

Average

1971-1975 1 711.8 2 228.4 -516.6 6  602 .6 1 128.2 2 973.2 4 757.6 4 241.0 3 758.4 5 086.3 -1 327.9 14 100.4 2 261.1 6  308.7 10 052 .8 8  724 .8

Average

1976-1980 3 714.8 3 360.4 354.4 17 932 .8 2 086 .0 13 021.4 6 997.4 7 351.8 4 645 .0 4  346.5 298.4 23 365.1 3 067.1 15 875 .0 10 557.2 10 855 .6

1978 3 814.0 3 503 0 311.0 21 676 .0 -1 522.0 10 327.0 9 827.0 10 138.0 5 231.8 4  805.2 426 .6 29 733-9 -2 087.8 14 166.0 13 480.1 13 906 .7

197 9 4 938.0 4 014 .0 924 .0 17 247 .0 4 188.0 15 731.0 5 704.0 6 628 .0 5 871.6 4  772 .9 1 098.7 20 507.7 4 979.8 18 705.1 6  782.4 7 881.1

1980 5 487.0 4 000 .0 1 487 .0 22 068 .0 6  892.0 25 377.0 3 583.0 5 070 .0 5 487.0 4 000 .0 1 487 .0 22 068 .0 6  892.0 25 377.0 3 583.0 5 07 0 .0

1981 7 185.0 4 9 9 7 .0 2 188.0 38 547 .0 2 138.0 37 291.0 3 394.0 5 582.0 6 759-2 4  700.8 2 058.3 36 262.5 2 011.3 35 080 .9 3 192.9 5 251.2

1982 5 688.0 5 097.0 591.0 27 888 .0 -4 326.0 46  572.0 -23 010 .0 -22 419 .0 5 330.8 4 766.9 553.9 26  136.8 -4 054.4 43 647 .6 -21 565.1 -21 011 .2

1983 3 123.0 3 521.0 -398.0 20 237 .0 -18  451.0 39 925 .0 -38  139.0 -38  537.0 3 014.5 3 398.6 -384.2 19 533.8 -17 809.8 38 537.6 -36  813 7 -37 197.9

1984 3 093-0 3 411 .0 -318.0 15 301 .0 -10  236.0 43 092.0 -38  027 .0 -38  345.0 3 017.6 3 327.8 -310.2 14 927.8 -9 986.3 42 041 .0 -37 099-5 -37 40 9 .8

1985 3 680 .0 3 860.0 -180.0 6  855 .0 -6  016.0 40  466 .0 -39  627 .0 -39  807 .0 3 586.7 3 762.2 -175.4 6  681.3 -5 863.5 39 440.5 -38 622 .8 -38  798.2

S o u rce :  Calculated from the balance o f payments series constructed by EC LA C s D ivision o f Statistics and Q uantitative Analysis.
"AH private and official creditors, except IM F. N ote that net inflows exclude interest earned on deposits and loans placed abroad, and disbursements o f grants and oth er transfers. T h e  
errors and om issions line o f the balance o f payments is also excluded.

* N om inal data were deflated by an index o f unit prices for im ports o f goods and services.
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Thus, in circumstances where interest payments 
are treated as sacrosanct, the weight of adjust
ment really falls on the trade deficit (and hence 
the domestic economic parameters of the bor
rower) rather than on the current account deficit 
as such.

Foreign creditors decisively influence the 
degree of tension between the financial and 
trade components of the current account. During 
the expansive phase of a credit cycle new lending 
by private creditors can often exceed annual 
interest payments and amortization on the debt 
owed to them. In effect, the private credit system 
as a whole makes no effective "demand” for 
payment by the borrower; debt service is accom
modated easily through a semi-automatic roll
over of payment obligations and, moreover, 
additional capital is typically made available to 
support a trade deficit. In these circumstances, 
there is a positive transfer of resources from 
creditor to debtor and no apparent tension 
between the financial and trade components of 
the current account.2

The above situation could be favourable for a 
developing country because the creditors’ posi
tive transfer — if not offset by a net outflow on 
other types of transactions—  permits invest
ment to exceed internal savings, providing 
important stimulus for growth and develop
ment. Indeed, a protracted period in which for
eign resource transfers are positive is 
traditionally considered to be a normal and desir
able stage in the process of development.3

Throughout the 1970s and in the early years 
of the 1980s Latin America enjoyed a positive 
resource balance on the total of registered for-

;In theory some tension should always arise from the so- 
called "discipline of the marketplace”, which rests on the notion 
that private creditors continuously evaluate the creditworthiness 
of their clients and effectively translate that evaluation into their 
credit decisions. Private banks have in fact been found to carry out 
creditworthiness evaluation, and employ as a prime indicator the 
rate of growth of exports. (Group of Thirty, 1982, p. 41.) However, 
there is also evidence that during most of the 1970s the so-called 
discipline of the marketplace was not felt by most Latin American 
borrowers, because of deficiencies in the banks' creditworthiness 
analysis and/or difficulties in institutionally translating that eva
luation into credit decisions. Indeed, the credit environment in the 
1970s can be best characterized as having been permissive and full 
of deceptive signals as to the long-term availability and cost of 
finance. (See Devlin, 1986.)

'One of the best expositions of the classic debt cycle hypothe
sis of a developing country is still Avramovic and others (1964). 
Also see Ohlin (1966).

eign loan and direct foreign investment transac
tions. The positive balance was extraordinarily 
large in both nominal and real terms and had 
most of its origin in loan transactions (table 2, 
column 8). The dynamic loan account in turn 
basically reflects the fact that during this period 
private international banks initiated their mas
sive penetration of Latin American markets, 
expanding lending in the region at a rate of more 
than 25%  per annum (Morgan Guaranty Trust 
Co., 1983, p. 6).

It can be expected that at any given time 
private creditors may view the existing trade 
deficits and financing of the borrowing country 
as excessive, calling forth adjustment on the part 
of the debtor. However, as long as the financial 
system does not demand effective payment of 
debts, — i.e., new net lending remains above 
interest payments— trade deficits can still be 
run and resource transfers for investment and 
growth remain positive. The need to reduce 
trade deficits in response to tighter external 
financing conditions is not an uncommon event 
in the debt cycle of a developing country. 
Moreover, if the earlier financing exceeded the 
absorptive capacity of the borrower with respect 
to efficient investment, somewhat lower financ
ing, as part of a programmed reduction of the 
current account deficit, could be a helpful form of 
discipline consistent with a strengthening of 
overall economic performance.

It is also possible that the net annual financ
ing may fall below levels required for the roll
over, or refinance, of interest payments. The 
situation may be part of a natural and voluntary 
process, as in the case of a developing debtor 
nation which, through the sagacious deployment 
of earlier loans, has reached a stage in develop
ment where the internal savings and foreign 
trade gaps have been closed, making resources 
available to effectively pay all or part of the 
interest on the foreign debt. Alternatively, the 
reduction in available finance may be imposed 
unilaterally on the borrower by its creditors, 
which for any number of reasons begin to 
"demand” effective payment of interest (and 
perhaps even amortization) on the debt. An 
unexpected demand for payment can be very 
disruptive to the process of savings, investment 
and growth in the debtor country and fully 
exposes the tension between the financial and 
trade components of the current account deficit,
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which during the upswing of the credit cycle had 
been hidden by the veil of abundant and uncondi
tional finance.

Once the private creditors make effective 
demands for payment of interest, the full weight 
of adjustment must theoretically fall on the flexi
ble trade balance, because the deficit on factor 
services (interest payments) is a rigid contract. 
Unless financing is available from the country’s 
accumulated reserves or other official compensa
tory sources, the trade balance must register a 
surplus equivalent to that part of the interest 
payments not covered by new loans from the 
creditors. Meanwhile, the domestic counterparts 
of the trade surplus are that internal savings

must be greater than investment and domestic 
absorption less than the product. In these cir
cumstances the flow of resources reverses itself, 
as the debtor must now transfer net resources to 
its private creditors in an amount equivalent to 
the trade surplus and the excess of internal sav
ings over investment.

Any non-voluntary transfer of resources 
from debtor to creditor is difficult and raises 
tensions between the two parties. But when the 
non-voluntary transfer occurs at an unnatural 
stage of development — i.e., when there is a 
genuine savings-investment gap to be filled for 
the purpose of development—  the situation can 
be particularly delicate.

B. Latin A m erica and the outward resource transfer

In recent years Latin America has been effecting 
large and protracted net payments to its private 
bank creditors that are largely non-voluntary 
and considered by many to be premature with 
respect to the region’s stage of development. 
The general phenomenon appeared in 1982, 
although for some countries it began earlier.

The effect of those net payments on the total 
resource balance for loans and direct foreign 
investments can be observed in table 2. There it 
can be seen that the average annual resource 
balance for the region as a whole in 1982-1985  
was negative to the tune of US$35 billion. 
Table 3 presents the same balance for 10 indi-

T able 3

TEN LATIN AMERICAN COUNTRIES: RESOURCE BALANCE OF REGISTERED 
FOREIGN FINANCIAL TRANSACTIONS, 1978-1985°

(M illion s  o f  d o llars)

1978 1979 1980 1981 1982 1983 1984 1985

A rgentina -721 2 894 -280 -2 868 -3 158 -5 431 -2 727 -3 260
Brazil 5 783 -272 1 500 1 373 -3 204 -6  187 -7 7 8 6 -12 394
Colom bia -279 4 1 6 229 795 517 -311 -631 231
Costa R ica 314 202 592 -64 -166 -106 -339 -181
Chile 1 4 3 0 1 454 2 009 2 704 -1 394 -1 417 -283 -876
Ecuador 370 242 346 -92 192 -484 -801 -796
M exico 44 9 465 6  026 12 926 -5 800 -12 881 -13 308 -12 439
Peru -430 -781 -261 -734 546 -634 -419 -935
Uruguay 3 345 547 429 739 -66 -261 -506
Venezuela 2 171 1 903 -1 769 -4 897 -5 854 -7 711 -8 433 -5 549

Sou rce: Calculated from data in the balance-of-payments series prepared by ECLAC’s Division o f Statistics and Quantitative Analysis. 
°T h e sum of D FI +  L - U, where D FI is net direct foreign investment, L is short and medium term loans net of amortization and U is profit 

remittances on direct investments and gross interest payments on the foreign debt. T h e  balance is analogous to column 8 of table 2.
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T ab le  4

COMPARISON OF LATIN AMERICAS 
NEGATIVE RESOURCE BALANCE ON 
REGISTERED FOREIGN FINANCIAL 
TRANSACTIONS WITH THE WAR 

REPARATIONS OF GERMANY 
AND FRANCE0

(P erc en ta g es)

Per-
T ran sfer centage

o f  debt 
w ith

G D P 6 E x \  Prlvf e
ports banks

(1 9 8 5 )*

G erm any 1925-1932* 2.5 13.4
France 1 8 7 2 -1 8 7 5 ' 5.6 30.0
Latin  A m erica
1982-1985* 5.3 32.5 65 .0

A rgentina 5.6 38.2 59.7
Brazil 3.3 28 .9 75.4
Colom bia 0.1 1.1 50.3
Costa R ica 6.3 16.7 20.4
C hile 4 .8 21.7 70.2
Ecuador 3.8 16.5 70.8
M exico 7.4- 4 0 .0 76.2
Peru 1.7 9.4 40.6
Uruguay 0 .4 1.7 39.8
Venezuela 11.7 42.3 76.4

S ou rce: Germany and France: Calculated from data in Machlup 
(1976, pp. 378-386) and Reisen (1986). Latin America: 
Estimated from data in the balance-of-payments and 
national income data series o f ECLAC’s Division of 
Statistics and Quantitative Analysis.

aIn view o f the dates of the Germ an and French cases, data and 
comparisons should be viewed with appropriate caution and 
taken as estimates o f rough orders o f magnitude.

fcT h e donominator is national income in the case of Germany and 
France and G D P  in the case of Latin America. N ote that G D P  is 
larger than national income for debtor nations.

'Goods and services for Latin America and presumably just goods 
for France and Germany.

rfData on bank debt are drawn from the statistics o f the Bank for 
International Settlem ents in Basle. T heir reporting system tends 
to underestimate the banks’ assets so that this column may 
underestimate the respective percentage o f bank debt in each 
country.

'W a r  reparations of Fr. 5 00 0  million as part of the 1871 peace 
treaty o f Frankfurt which ended the Franco-Prussian War.

^War reparations to victorious nations of RM  10 720 million in 
currency and payments in kind as formulated in the 1919 Treaty 
o f Versailles.

'N e t  payments to foreign capital calculated as D FI + 1 - U , where 
D FI is net direct foreign investment; I, is short- and medium- 
term  loans net o f amortization and; U is profit remittances plus 
gross interest payments on foreign debt.

vidual Latin American countries. Only Colombia 
— a country which clearly was cautious about 
going into debt with the banks during the 
1970s—  has escaped a persistent negative 
balance.4

By any measure Latin America’s negative 
resource balance with its foreign creditors and 
investors is large. It is estimated to have been 
equivalent, on average, to roughly 5%  of the 
region’s GDP and 30%  of its export earnings 
over the period 1982-1985. Moreover, the 
cumulative negative balance over those 4 years 
(US$ 139 billion) is more than double the cumul
ative positive balance during the previous 11 
years (table 2).

The negative balance on the aforementioned 
capital transactions is a rough indicator of the 
foreign creditors’ effective demand — taken as a 
whole—  for an outward resource transfer. The 
Latin American debtors’ compliance with that 
demand is to a large degree non-voluntary. It is 
this non-voluntary character which makes for an 
interesting comparison with two historically 
famous transfer cases involving war reparations: 
France in the 1880s after the Franco-Prussian 
W ar and Germany’s payments to victorious 
nations after World W ar I (table 4 ) .5 H ere it can 
be seen that the magnitude of the demand for a 
transfer in terms of the Latin American debtor 
nations’ income and exports is large: it is 
approximately double that of Germany’s and it is 
roughly comparable to France’s. Going beyond

4Up until 1980 Colombia — in contrast to most other Latin 
American countries—  was a very cautious user o f bank loans. In his 
study o f developing country borrowers in the Eurocurrency market 
Wellons (1976) classified Colombia as an "am bivalent" borrower. 
However, during 1980-1981 the country becam ea more aggressive 
borrower, in part because of the monetarist economic orientation 
o f the Turbay administration. W hen the crisis broke out in Latin 
America in 1982 Colombia became engulfed in the negative exter
nalities created by payment problems in neighbouring countries 
and found access to new credit exceedingly difficult. Nevertheless, 
it is the only major Latin American debtor to avoid a need for a 
rescheduling of its foreign obligations.

'O f course, war reparations are essentially different from 
debt service. Debts are voluntarily contracted, while war repara
tions are imposed. In theory, debts should generate a return on 
capital that make them  self-liquidating; there is nosuch dynamic in 
war reparations. However, if the ex -p ost  return on capital is not 
sufficient to service the debt — as is the case in most Latin Am eri
can countries—  the creditors' insistence on effective payment 
represents a type o f lien on the economy that, in terms of its effects, 
may be not entirely dissimilar to a demand for war reparations.
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Table 5

CUMULATIVE TRADE SURPLUS OF FRANCE, GERMANY AND LATIN AMERICA 
DURING PERIODS OF NON-VOLUNTARY TRANSFERS

(P erc en ta g es )

As a percentage o f incom e0
As a percentage o f 

exports*'
Increase in 

reserves"

Trade
surplus
(goods)

Trade 
surplus 

(goods and 
services)

j  Trade T rade .
, surplus 

surplus , r  ,
(goods) « í00*  a" d

services)

Trade 
surplus 

(goods and 
services)

France 1872-1875 2.3 12.3
G erm any 1 925-1928 - - - -

1 929-1932 2.5 13.8

Latin  A m erica 1982-1985 4.3 3.5 31.1 21.4 4 .0
A rgentina 5.9 5.6 48 .0 38.1 -

Brazil 3.7 2.7 34.6 22 .9 17.0
Colom bia -2.2 -2.9 -25.0 -25.7 -

Costa R ica -0.4 0.3 -1.5 0 .8
Chile 2.6 0 .8 14,3 3.7 -

Ecuador 6.6 4.5 32.2 19.7 -

M exico 7 .0 7.3 46 .8 39.3 2.0
Peru 2.3 1.2 15.8 6 .8 60 .6
Uruguay 4 .6 2.9 24 .0 11.4 -

Venezuela 11.2 7.2 43.3 26 .0 12.3

Source: See table 4.
“For France and Germany, the denominator is national income, whereas in the case of Latin America it is GDP. For a developing country, 
GDP is normally larger than national income.

6The first column corresponds to exports of goods and the second column to exports of goods and services,
cThe increase in reserves is divided by the trade surplus. Note that the trade surplus is a faithful reflection of the transfer when there is no 
increase in reserves. Only in the case of Peru is there a very large increase in reserves.

T ab le  6

LATIN AMERICA: TRADE SURPLUS (GOODS AND SERVICES) AS A PERCENTAGE 
OF NET FACTOR PAYMENTS, 1982-1986"

(P erc en ta g es )

1982 1983 1984 1985 1986*
Annual
average

1982-1981

L atin  A m erica 77 97 85 51 61
A rgentina 53 59 59 83 51 61
Brazil 37 99 96 87 56
Colom bia 64
Costa R ica 19 7 31 7
C hile 32 30 33 13
Ecuador 85 73 90 26 51
M exico 49 154 138 101 49 98
Peru 3 67 93 17
Uruguay 75 61 66 124 66
Venezuela 320 510 230 74 201

Source: Calculated from data in the balance-of-payments series prepared by ECLAC’s Division of Statistics and Quantitative Analysis. 
"Factor payments comprise net interest payments on the foreign debt and profit remittances on foreign direct investments.
*Very preliminary figures.
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the regional average, it can be seen that the 
individual Latin American countries facing rela
tively high demands for a transfer are Argentina, 
Brazil (in terms of exports), Costa Rica (in terms 
of income), Mexico and Venezuela. Moreover, 
with the exception of Costa Rica, the countries 
facing the greatest relative demand for a transfer 
are those with proportionally more debt with 
private banks.

While the creditors’ effective demand for a 
transfer from Latin America in the 1980s gener
ally compares unfavourably with the transfers 
demanded from nations defeated in war, the real 
burden of payments apparently compares even 
more unfavourably. The real burden depends 
partly on the degree to which the required 
transfer can be financed with other sources of 
foreign exchange. For instance, during 1925- 
1928 Germany received foreign loans well in 
excess of the requirements for war reparation 
payments. Only during 1929-1932 did those out
ward payments actually exceed the inward flow 
of resources made available through foreign bor
rowing. In the case of Latin America, during 
1982-1985 it was able to finance part of the net 
payments to creditors through a draw down of 
international reserves, a small annual inflow of 
grants, and roughly US$10 billion per year 
(average) from interest earnings on deposits and 
loan placements abroad — although for the 
region as a whole all this finance was partially 
offset by a negative Errors and Omissions line in 
the balance of payments averaging some US$3 
billion per year.

If financing available from other sources is 
greater than the required transfer, a country can 
still run a trade deficit while effecting payments. 
In contrast, if other income falls short of the 
required transfer, the payments can be made

only by converting a trade deficit into a trade 
surplus. In other words, as described earlier, a 
real effective transfer creates a tension in the 
external accounts in the form of an excess of 
exports over imports. W e have seen that, in the 
case of Germany, it did not have to generate a 
trade surplus until 1929. France ran a surplus 
throughout 1872-1875, while Latin America has 
had a trade surplus since the outbreak of the 
crisis in 1982. However, the required trade sur
plus in Latin America has been roughly double 
the magnitude of that registered in France and 
Germany, whether measured as a percentage of 
income or of exports (table 5).

At the level of individual Latin American 
countries, one can see from the same table how 
their trade surplus compared with the two 
nations defeated in war. Those countries which 
compare quite unfavourably with the two cases 
of war reparations are Argentina, Brazil, Ecua
dor, Mexico, Uruguay and Venezuela.6

W hile Latin A m erica’s transfers are 
obviously extremely large, they still have gener
ally fallen short of the required payments for 
interest and profit remittances on foreign capital 
(tableó), not to mention amortization of the 
debt. Thus, even after effecting a large outward 
transfer to creditors the region's debt has not 
been reduced: indeed, it has continued to grow, 
albeit at rates far below those registered up until 
1982 (table 1).

'’T h e  trade surplus is an accurate p icture o f an effectiv e 
outw ard tran sfer to the degree that th ere is no sig n ifican t accum u
lation  o f in tern ation al reserves. T h e  last colum n o f table 5 show s 
that in 198 2 -1 9 8 5 , for the region as a w hole, th ere was no s ig n ifi
cant reserve accum ulation vis-a-rh  th e trade surplus. At the level 
o f our 10 selected countries, only Brazil, V en ezu ela  and Peru used 
any noticeable part o f th e trade surplus to accum ulate in tern ation al 
reserves. T h u s in th ese three cases the trade surplus overstates the 
tran sfer, but th is is o f an im p ortan t m agnitude only in Peru.

II

The degree of tension in the transfer of resources

Cases of non-voluntary transfers of resources are 
generally controversial. The French transfers 
effected in the last century were accompanied by 
violent social disturbances and economic disloca
tions (Keynes, 1929a, p. 406). The German

transfers after World W ar I, although appar
ently less burdensome than the French case, set 
off a long and famous debate (found in 
M oggridge, 1983, pp. 4 5 1 -4 8 0 ) over the 
"transfer problem” and how best to deal with it.
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T able  7

L A T I N  A M E R IC A : S E L E C T E D  E C O N O M IC  IN D IC A T O R S , 1980 A N D  1985

<% G D P )

D o m estic  savings G ross investm ent Consum ption Im ports0

1980 1985 1980 1985 1980 1985 1980 1985

M em o
item :

1982-1985
trade

surplus

D om estic
savings

(annual
average)

L atin  A m e rica 2 2 .4 23 .2 2 3 .7 15 .8 7 9 .2 77 .7 14 ,6 9.1 15 .6
A rgentina 20.7 18.6 22 .8 11.5 79.3 81.4 8.5 3.8 28 .6
Brazil 20 .2 22 .4 22 .6 16.1 79.8 77.4 11.1 6.1 12.9
Colom bia 18.3 16.5 18.7 16.5 81.7 83.5 16.3 14.7 -21.7
Costa R ica 17.1 21.3 26 .6 19.0 82.9 79.0 34,3 26.3 -1,4
C hile 17.2 22.1 21 .0 12.2 82.1 77.9 25.5 15.3 4.5
Ecuador 25 .6 29.5 26.2 16.9 74.4 70.5 24.9 16.3 16.7
M exico 26 .9 27.7 28.2 19.8 73.1 72.3 13.8 8.3 26.3
Peru 22.2 20.7 18.3 9.1 7 7 .8 79.3 20 .0 14.2 6 .0
Uruguay 11.3 16.6 17.4 8.0 88.8 83 .9 21.3 12.4 18.1
V enezuela 28 .6 28 .9 24.8 16.3 67.1 73 .0 25.5 17.0 26.8

Source: Calculated from national accounts and balance-of-payments data prepared by ECLAC's Division of Statistics and Quantitative 
Analysis.

"Goods and services.

Latin America’s transfer is today the subject of 
heated debate and at times has given rise to 
social unrest in a number of countries.

Broadly speaking, classical transfers in the 
form of war reparations conceptually have two 
different stages: first there is a budgetary phase 
in which a government must tax away resources 
from its citizens, and second there is the transla
tion of those resources into foreign exchange 
through the generation of a trade surplus. Dur
ing the great debate in 1929 about the German 
transfer problem some economists thought that 
once the budgetary problem was resolved, the 
transfer phase followed so automatically, due to 
the natural working of market forces, that in 
practice it was not really a phase at all.7 Keynes 
(1929b), on the other hand, argued that an auto
matic transfer was not so simple and could be 
hindered by a number of internal and external 
factors, although he stressed that he was not 
positing the technical impossibility of the 
transfer, only that it could be "politically and 
humanly difficult” (Keynes, 1929a, p. 405).

Latin America’s transfer of resources has 
some clear technical analogies with the classical

war reparations cases. A budgetary issue cer
tainly exists because most of the foreign debt was 
contracted by the State; moreover, foreign banks 
unquestionably pressured debtor governments 
to provide, in one form or another, ex -post  gua
rantees on private sector debts that the banks 
were originally willing to grant without any pub
lic guarantees.8

Thus most of the transfer has had to come 
directly or indirectly out of government budgets. 
Reisen (1986, pp. 151-152) has shown that 
Latin America’s budgetary phase was generally

'See Machlup (1976, pp. 396-416) for a review of the logic.
®The insistence on ex-post guarantees has no justification 

from the standpoint of conventional economic criteria. The banks 
supposedly evaluated the risk of default of lending to private 
entities without public guarantees, and charged the appropriate 
premiums, when they originally authorized the loan. To demand a 
guarantee after that risk materializes is entirely arbitrary, unless 
the banks are willing to pay the State guarantor an insurance 
premium. And this insurance premium would have to be qui te high 
— indeed infinite in some cases— because many of the private 
sector debts are quite simply bad. The banks generally have not 
paid premiums for the State guarantees, although a token fee was 
granted to the Government of Chile in its third round of debt 
rescheduling in 1985, when it reluctantly renewed its guarantor 
status on private debts.
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not resolved during the 1982-1985 adjustment 
process because governments found it "impossi
ble” to enforce fully the required restrictive fiscal 
and credit policy. Deficits resulting from the 
transfer burden and other factors were therefore 
financed by borrowing from the domestic bank
ing system with inflationary consequences. 
According to Reisen, this fiscal dilemma of the 
debtor governments "will surprise only those 
who are not aware of the huge budgetary burden 
involved” (in the transfer).

But aside from the budgetary problem it is 
also evident that the transfer phase as such has 
not been easy either. Indeed, the large transfers 
(via trade surpluses) referred to earlier have 
absorbed a very large share of the domestic sav
ings of the borrowers, and have been realized 
largely at the expense of sharply reduced domes
tic investment, import volumes and economic 
growth (tables 7 and 8). Moreover the high 
social costs of the economic depression are quite 
unsettling (World Bank, 1986). The transfer 
problem is related both to internal and external 
factors.

As regards the internal factors that have 
hindered a smooth adjustment to the external 
demand for a transfer, a recent paper (Bianchi, 
Devlin and Ramos, 1987) has examined them in 
detail as part of an evaluation of Latin America’s 
adjustment process over the period 1982-1986. 
The study concludes that the domestic effort to 
adjust has been considerable, but that neverthe
less domestic factors have clearly contributed to 
the costliness of the economic adjustment 
needed to effect a transfer of resources. The 
major domestic factors cited are:
—  The high level of the foreign debt in terms of 

exports (2.5 in 1981 compared to 1.0 in 
South Korea);

—  The high percentage of the debt contracted 
with a floating interest rate (66%  versus 
33%  for South Korea);

—  In the case of some countries, there was 
inefficient use of borrowed resources during 
the 1970s, as reflected in highcapital/output 
ratios, failed projects, conspicuous consump
tion and over-dimensioned military sectors;

—  The low levels of exports relative to GDP 
(13%  compared to 38%  in South Korea), 
which provided a low base on which to gen
erate trade surpluses through increased sales 
of domestic products abroad;

Table 8

LATIN AMERICA: REAL AVERAGE ANNUAL 
GROWTH RATES OF SELECTED 

INDICATORS, 1982-1985a
(P erc en ta g es)

G ross
invest
m ent

Im ports 
Con- o f goods 

sum ption and 
services

Per
capita
G D P

L atin  A m erica -7 .7 0 .3 -1 0 .3 -1 .7
A rgentina -12.7 -1.2 -15.7 -2 .9
Brazil -2.1 2.3 -9.1 0 .8
Colom bia -3.5 2.4 -1.1 0.2
Costa R ica 5.7 1.0 1.5 -1.5
Chile -3.5 -3.5 -13.5 -2.8
Ecuador 1.3 -0.9 -6.1 -0.7
M exico -7 .9 0.3 -9.2 -2.3
Peru -19.5 -2.0 -12.5 -4.1
Uruguay -18 .4 -5.7 -15.4 -5.2
V enezuela -3.2 -1.2 -8.7 -4 .8

Source; Calculated from national accounts data prepared by 
ECLAC’s Division of Statistics and Quantitative Analysis. 

°At constant 1980 prices.

—  A high dependence on primary commodity 
exports (80%  of the total), which have rela
tively low supply and demand elasticities;

—  Domestic policies which, while usually mov
ing economies in the right direction, some
tim es su ffered  from  slu g g ish n e ss , 
incoherence and lack of continuity. This was 
due to flawed conceptions and/or weakState 
bureaucracies, which were unable to fully 
carry out the selective policies that could 
have ameliorated some of the costs of adjust
ment; and

—  Capital flight which, while difficult to define 
and quantify, was a problem in many coun
tries, particularly Mexico, Venezuela and 
Argentina.
N otw ithstanding these lim itations of 

domestic policy, it is also evident that the exter
nal environment for making a transfer was 
extremely adverse. Indeed, Bianchi, Devlin and 
Ramos (1987) conclude that the hostile external 
environment was the most general weak link in 
the adjustment process and frustrated the efforts 
of the debtor countries to adjust at minimum 
social cost. The rest of this section will therefore 
concentrate its attention on these external fac
tors. Moreover, in examining them in more 
detail, we will find that they were mostly directly 
and indirectly related to creditor and creditor 
government policy.
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A. The insufficiency and high cost of finance

I . T h e  ro le  o f  fin a n ce  in ad ju stm en t: 
th eory

Unless a country is at a very mature stage of 
development, it would presumably prefer to 
avoid an outward transfer of financial resources; 
that way trade deficits could be run, investment 
could remain higher than internal savings, and 
growth could be accelerated. If obliged to under
take a premature transfer, the adjustment to this 
situation should be ideally as socially efficient as 
possible.

In simple terms, for an adjustment process 
to be socially efficient, the trade surplus which is 
necessary to effect financial transfers must be 
mostly "produced” through a rise in savings and 
in the output of tradeable goods — i.e., exports 
and import substitutes—  rather than "created” 
through a reduction in domestic expenditure, 
output and hence imports. W hen a trade surplus 
is "produced” a nations total absorption will 
necessarily be less than its output, since part of 
what is produced must be turned over to foreign 
creditors, but at least economic activity and 
employment remain robust and standards of liv
ing can theoretically still rise. However, when a 
trade surplus is "created" through an economic 
recession, not only must total absorption be less 
than the domestic product, but economic activ
ity, employment and standards of living must 
fall for the purpose of squeezing foreign 
exchange out of the economy for payments on 
the debt.

The problem confronting an efficient adjust
ment is that to produce more tradeable goods, 
resources must be switched, or reallocated, to 
this activity. Economists, to borrow from 
Keynes’ insight (1929b, p. 5), often think of 
economies as if they were a liquid; in practice, 
however, they are more viscous in the short term  
as there are definite rigidities in the reorienta
tion of internal expenditure and production. 
These rigidities exist even in the most developed 
economies (hence the discussion of thej-curve in 
the question of the reduction of the U.S. trade 
deficit), and are usually considerably more pro
nounced in more disarticulated economies such 
as those found in underdeveloped regions (and

are further aggravated if borrowed/lent resour
ces were deployed poorly). In other words, for an 
adjustment to be socially efficient and based 
mostly on the production of tradeable goods it 
must be gradual. This requirement increases 
proportionately with the level of underdevelop
ment and structural problems of the adjusting 
economy. Thus, while shock treatment can be 
effective for an efficient stabilization pro
gramme, it can never be compatible with an 
efficient adjustment programme (Bianchi, 
Devlin and Ramos, 1987). Efficient adjustment 
simply is constrained by the factor of time.

Consequently, while an economy is going 
through the process of reallocating resources to 
the production of tradeable goods it often needs 
considerable amounts of compensatory financ
ing. In other words, initially financing must rise 
above that which private markets might feel 
naturally comfortable with; later, when adjust
ment policies and the produ ction  of tradeable 
goods (and a trade surplus) begin to take hold, 
that financing can be gradually pulled back.9 If 
adequate financing is not available to support 
the adjustment programme, it cannot be effi
cient. In these circumstances the adjustment will 
be largely based on a compression of domestic 
expenditure and economic activity, which in turn 
leads to reduced imports and lower trade and 
current account deficits.

Outward transfers of resources that are 
squeezed from an economy via recessionary 
adjustment are perverse in general, but espe
cially so for developing countries where the 
opportunity cost of lost income is presumably 
greater than that in wealthy and developed coun
tries. This type of adjustment is negative in 
character because it unnecessarily weakens the 
debtor country and its productive capacity 
through a deep and/or prolonged recession that 
indiscriminately eats into the productive muscle 
of the economy as well as the fat. National 
resources potentially available for the produc
tion of tradeable goods and a trade surplus lie

’The transitory boost in financing required for expansive 
adjustment is nicely analysed inSelowsky and Van der Tak 09 8 6 ).
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idle because a scarcity of foreign exchange blocks 
the purchase of complementary imported 
inputs. Moreover, recessionary adjustment prej
udices the growth of savings and investment 
(including investment in human capital) that is 
so necessary in cases where economic restructur
ing is vital in order to produce new types of 
tradeable goods and to improve international 
competitiveness through productivity gains 
rather than falling real wages. The payment of 
debt in the midst of a situation where an econ
omy is stagnating or contracting also exacerbates 
the tension between creditor and debtor that 
inevitably occurs when a trade account is pres
sured by requirements for factor payments.

In sum, transfers based on recessionary 
adjustment are so perverse because payment is 
made at the expense of the present and future 
productive capacity of the borrower. Moreover, 
they are especially damaging when circumstan
ces demand an important restructuring of the 
debtor economy’s productive structure, as 
opposed to a mere expansion along a path which 
is similar to the existing production pattern. In 
contrast, with appropriate time and finance, co
operative debtors can be made to efficiently pro
duce the trade surplus needed to pay debts. In any 
perspective other than a short-sighted one this is 
clearly a more satisfactory solution for both cred
itor and debtor.

2. E xtern a l f in a n ce  in p ractice ; 
th e  pro-cyclica l retreat o f  cred itors

W e have just seen that socially efficient adjust
ment demands adequate finance. But in the case 
of Latin America, there was an even stronger 
case for financing the adjustment process 
because the crisis itself was widely diagnosed in 
the N orth as one of illiquidity, not of insolvency 
(Cline, 1984a; Sprinkel, 1984). If Latin America 
was indeed illiquid at the outset of the crisis, 
financing a systemic regional adjustment prob
lem made eminent sense for the creditors too, 
for without a critical mass of external finance 
there were serious risks of generating a vicious 
circle of recession and negative expectations 
which could cause an initial condition of illiquid
ity to degenerate into one of insolvency.

These risks are unfortunately looming 
nearer than ever. The financing of adjustment

has been extremely tight, even by orthodox 
standards. The latter employ a relatively restric
tive criterion for financing adjustment: only 
deficits due to transitory shocks merit financing, 
while those due to permanent shocks must be 
adjusted to. However, a recent study by Ground 
(1986, p. 78) has found that during 1982-1985  
external finance covered only 37% , 25% , 36%  
and 16% of the respective annual apparent tran
sitory components of the deficits of the non-oil 
exporters. The effect of the underfinancing was 
a massive "over-adjustment”.

As can be seen in table 9, the combination of 
normal internal rigidities and abnormally low 
external finance caused adjustment in the first 
two years to be disproportionately based on a 
near free-fall of import volumes, with its conse
quent negative effects on economic growth. In 
the next biennium export volumes were gener
ally better, while import volumes slowed their 
fall, or even rose. This, coupled with the reap
pearance of albeit extremely modest growth of 
the GDP, led some to conclude that the debt 
problem was finally beginning to resolve itself. 
In 1986, however, adjustment fatigue in the deb
tor countries contributed to a decisive upward 
shift in import volumes; although this stimu
lated modest economic growth, export volumes 
failed to keep the pace established in 1984-1985. 
The result of this erratic path is that after five 
years of arduous adjustment, per capita GDP is 
still below 1980 levels for most countries, and as 
highlighted in a recent ECLAC report (1986a, 
pp. 7-8), at the end of 1986 most indicators of 
most countries’ debt burden (debt/exports; 
interest payments/exports, etc.) were approxi
mately as bad as, or worse than, they were at the 
outset of the crisis.

The first major factor behind the paucity of 
financing relates to the pro-cyclical retreat of the 
region’s private creditors. As seen in table 2, net 
registered medium- and long-term lending to 
Latin America fell from an average of US$25 
billion per annum in 1978-1981 to only US$14 
billion per annum in 1983-1985. The contraction 
of nearly 50%  in lending was due largely to a 
retreat by private banks. Data from the Bank for 
International Settlements (1983) show that the 
banks had expanded their assets in the region at 
an annual average rate of about 26%  per annum 
between mid-1978 and mid-1982. However,
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with the outbreak of the crisis in August of the 
latter year, lending collapsed: the same BIS 
(1985, and 1986abc) data indicate that the banks 
claims in the region rosebyonly4%  in 1983 ,2%  
in 1984 and 3%  in 1985. Moreover, preliminary 
data for 1986 suggest that claims did not grow at 
all in that year and perhaps fell in absolute 
terms.

An examination of U.S. banking, where 
there is relatively more openness with data, is

illustrative of the nature of the retreat of the 
banks. Here it can be found that over the period 
June 1982-March 1986 U.S. banks actually 
reduced their total exposure in Latin America by 
2% . This represents the net effect of a 6%  
expansion by the country’s 9 big money centre 
banks, coupled with a 15%  contraction in the 
exposure of the remaining small and medium
sized institutions (table 10). At the level of indi
vidual countries, over the last four years only

Table 9

LATIN AMERICA: ANNUAL GROWTH RATES OF VOLUME OF 
EXPORTS AND IMPORTS OF GOODS

(P erc en ta g es)

1982-1983° 1984-1985° 1986* 1982-1986°

Exports Imports Exports Imports Exports Imports Exports Import

Latin American 4.4 -21.7 4.5 4.7 -2.5 7.1 3.1 -5.4
Argentina 5.8 -25.4 3.4 -4.8 -5.9 14.3 2,5 -9.2
Brazil 5.1 -13.7 10,3 -3.3 -7.6 26.0 4.6 -1.6
Colombia -4.1 1.9 15.7 -6.1 30.9 14.3 10.8 1.2
Costa Rica -3.6 -2.7 4.4 6.7 -0.1 6.3 0.3 2.9
Chile 10.3 -27.0 6.2 2.5 5.4 11.6 7.7 -7.5
Ecuador 3.7 -22.9 14.4 3.7 4.0 20.8 8,0 -3.5
Mexico 19.1 -39.2 2.0 22.8 -14.1 -12.6 5.6 -1.2
Peru 1.3 -11.4 9.6 -12.2 -5.3 30.7 3.3 -3-3
Uruguay 4,3 -30.0 -12.4 -5.7 34.4 25.4 3.6 -9.2
Venezuela -7.8 -18.0 -1.4 12.7 13.9 1.8 -0.9 -1.8
Source: Calculated from data provided by ECLAC's Division of Statistics and Quantitative Analysis. 
“Average annual rate. 
fcVery preliminary estimate.

Table 10

EXPOSURE OF U.S. BANKS IN LATIN AMERICA

(Billions o f dollars)

June 1982 March 1986 June 1982/March 1986 
(growth rates)

Top 9 Rest Total Top 9 Rest Total Top 9 Rest Total

Latin America 49.1 33.4 82.5 52.2 28.4 80.6 6.3 -15.0 -2.3
Argentina 5.6 3.2 8.8 6.0 2,5 8.5 7.1 -21.9 -3.4
Brazil 12.3 8.2 20.5 16.0 7.7 23.7 30.1 -6.1 15.6
Colombia 2.0 1.0 3.0 1.6 0.7 2.3 -20.0 -30.0 -23.3
Costa Rica 0.2 0.2 0.4 0.2 0.2 0.4 - - .

Chile 3.3 2.8 6.1 4.0 2.3 6.3 21.2 -17.9 3.3
Ecuador 1.3 0.9 2.2 1.2 0.8 2.0 -7.7 -11.1 -9.1
Mexico 13.6 11.6 25.2 13.8 10.4 24.2 1,5 -10.3 -4.0
Peru 1.3 1.0 2.3 0.8 0.6 1.4 -38.5 -40.0 -39.0
Uruguay 0,4 0.3 0.7 - - - - - -

Venezuela 7.2 3.5 10.7 6.9 2.8 9.7 -4.2 -20.0 -9.3
Source: Calculated from U.S. Federal Financial Institutions Examination Council (1982 and 1986).
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Brazil has experienced any noticeable expansion 
of net lending from U.S. institutions: 16% , giv
ing a modest average annual rate of 4% .

The different trends among U.S. banks 
reflect the conflicting interests of the institu
tions. The big banks are very heavily exposed in 
Latin America vis-à-vis  their capital and there
fore have been more inclined to lend for the 
partial refinance of interest payments in order to 
avoid default. Most of the other lenders are much 
less exposed in the region and therefore were 
willing and able to pull out of the region when 
any opportunity presented itself.10

Indeed, this conflict of interests — which is 
general in the world banking system—  was only 
assuaged, and an even more severe collapse of 
lending avoided, by the imaginative policy of the 
IMF and its then Managing Director, J. de 
Larosière. In order to avoid a wholesale panic 
among the banks, and consequent massive 
defaults by the debtors, in mid-1982 the IMF 
began to act as a "catalyst” for private funds by 
conditioning its willingness to monitor standby 
programmes in the debtor countries with an 
ex -an te  commitment from the banks to support 
those programmes with specific quantities of 
new loans — termed non-voluntary lending. The 
original formula called for the banks to expand 
their portfolio by 7 % per annum — which in the 
first round of reschedulings in 1982/1983  would 
have allowed for refinancing of roughly half of 
the interest payments to the banks.11 This, 
coupled with IMF lending and the banks’ resche
duling of amortization and maintenance of 
short-term credit lines, was the creditors’ contri
bution to the debtors’ adjustment process.12

New forced lending from the banks totalled 
some US$14 billion during the first round of the 
rescheduling exercises. However, we saw earlier 
that the actual expansion of the banks’ exposure 
was less than 7 % ; this was due to the ability of 
many banks to pull out of other types of lending, 
especially short-term lines of credit. W e have

l0At th e o utset o f  th e crisis , loans by U .S . banks to  Latin 
A m erica  rep resen ted  about 1 3 0 %  o f  th e ir  capital; how ever, for th e 
to p  9  banks th e figure was 1 8 1 % . M org an  G uaranty T ru st Co. 
(1 9 8 4 , p. 4 ) and Ban k for In tern atio n al S e ttlem e n ts  ( 1986d, p. 2).

llF o r  m ore detailed analysis o f th e  resched uling exercises see 
ECLAC (1 9 8 5 , pp. 4 7 -9 8 ) ; Brau and o th e rs  (1 9 8 3 )  and D illion  
(1 9 8 5 ) .

l2F o r m ore analysis on th e re la tion sh ip  betw een  th e  IMF and 
th e  banks see  ECLAC (1 9 8 5 ) , pp. 7 6 -7 7  and pp. 8 5 -86 .

also observed that in subsequent rounds of 
rescheduling bank lending has fallen off sharply 
from the original 7%  formula, and it dried up 
altogether in 1986.

In sum, the innovative arrangements for 
non-voluntary bank lending cum  rescheduling of 
amortization were clearly successful in terms of 
staving off defaults, big losses for the banks, and 
disruptions in world financial markets. They 
were dramatically less successful, however, in 
terms of supporting efficient adjustment in the 
debtor countries.

The second major factor in the paucity of 
financing was the inability of governments and 
official lenders to fill in the gap left by the 
retreating banks. The pro-cyclical behaviour of 
the private banks during the crisis really should 
have come as no surprise, since private capital 
often behaves that way. Indeed, Bretton Woods’ 
public lending institutions were created in part 
to counterbalance this pro-cyclical tendency of 
private capital and thereby provide more stabil
ity for the world economy. However, during the 
1960s and 1970s authorities in the OECD coun
tries oversaw a hyper-expansion of the pro
cyclical component of the world financial system 
(private banks), coupled with an atrophying of 
its anti-cyclical components — as witnessed by 
the fact that at the outset of the crisis IMF quotas 
were equivalent to 4%  of the annual value of 
world trade, compared to 10%  in 1970 (Cline, 
1984b, p. 124). The structural weakness of the 
world financial system is illustrated by the fol
lowing fact: between 1981 and 1983 the com
mercial banks’ net lending to the world’s non-oil 
developing countries fell from US$51 billion in 
1981 to only US$17 billion in 1983, while the 
IMF could boost its lending over the same period 
only from US$6 billion to U S$10 billion 
(Feinberg, 1985, p. 29)- Overall, the net 
transfers from the Bretton Woods twins to Latin 
America have been tiny compared with the with
drawal of the banks. W hat is most incredible, 
however, is that in 1986 the IMF became a net 
recipient of resources from the region (table 11).

The third factor in the scarcity of financing 
was the capital flight we referred to earlier. In 
effect, such financing as became available was 
sometimes partially eroded in its effect by a 
simultaneous outflow of private capital to north
ern financial centres (this outflow was voluntary



90 CEPAL REVIEW No. 32 / August Î987

at the private level and presumably non
voluntary at the public level). The existence of 
capital flight clearly undermined the legitimacy 
of new lending to the region.

Capital flight can undoubtedly be attributed 
mainly to domestic dynamics in the debtor coun
tries, However, external factors clearly compli
cated the problem. On the one hand, the massive 
procyclical retreat of private creditors, and the 
consequent collapse of economic activity in the 
debtor countries, had a destabilizing effect and 
aggravated — and indeed validated—  any nega
tive expectations of private domestic capital. 
Second, as the late Carlos Diaz-Alejandro (1984, 
pp. 377-380) pointed out, many foreign private 
banks and financial institutions were accompli
ces of capital flight as competitive pressures 
induced them to actively solicit deposits from 
private economic agents in the region.

3. T h e  cost o f  credit

The adjustment process was also handicapped by 
the extremely high cost of credit. First, and most 
importantly, the tight monetary policy prevail
ing in the OECD countries helped to cause world 
interest rates, which were applied to Latin 
America’s floating-rate debt, to rise to record 
levels; this acted simultaneously as a factor in the 
need to adjust, as well as — given the theoretical 
rigidity of factor payments—  in the costliness of 
the process. Table 12 shows that LIBOR reached 
record levels in the 1980s. It peaked at an aver
age of 16.5%  in 1981 and was at an average of 
10.7%  in 1982-1985. in 1986 the average was 
6.7% , with LIBOR hovering around 6%  at end- 
year — its lowest level since 1977. On balance,

then, LIBOR tended to decline over the period of 
adjustment.

Any decline in this rate represented marked 
savings for the region: indeed, in recent years a 
one-point drop in LIBOR has represented a sav
ing of about US$2.5 billion in interest payments 
(ECLAC, 1986c, p. 10). The net effect of declin
ing interest rates on the region’s interest pay
ments (taking into account the growing stock of 
debt) was as follows (excluding Panama), US$ 
billions: 1981 (32); 1982 (41); 1983 (36); 1984 
(39); 1985 (37); and 1986 (32).

While nominal rates declined and eventually 
reached an ostensibly reasonable level (6 % ) in 
1986, real rates remained persistently high. The 
real LIBOR, measured by the industrial countries’ 
rate of inflation, averaged 5%  in 1982-1986. 
This compares with an average real rate of zero 
between 1971-1980 and a long-term historical 
rate of around 2% .

But this tells only part of the story. The 
burden of interest payments depends too on the 
dollar value of the debtors’ exports. W hen this is 
falling, every dollar of interest paid costs more in 
terms of what the country sells abroad. Latin 
America’s exports suffered generally declining 
prices during the adjustment period. As a conse
quence, the average annual real interest rate 
from the debtors’ perspective was an extraordi
narily high 17%  for the period 1982-1986. This 
compares with an average of -4%  during the 
period 1971-1980 when most of the region’s 
foreign debt was contracted (table 12).

A second factor is that private banks aggra
vated the problem of the cost of credit by jacking 
up their spreads and commissions, as well as

Table 11

LATIN AMERICA: NET TRANSFERS FROM THE IMF AND WORLD BANK0

(Billions of dollars)

1980 1981 1982 1983 1984 1985 1986

IMF J  0.3* 1.9* 6.9* 3.2 0.5 -1.0
World Bank" ... ... 0.6 0.6 1.1 1.2 0.2
Source: Richard Feinberg and Edmar Bacha, "When supply and demand don’t Intersect: Latin America and the Bretton Woods Institutions 

in the 1980s”. Paper presented to a Seminar on the world economy and Latin American development, sponsored by SELA in 
Caracas, Venezuela, May 1987.

"Balance of net disbursements and interest payments. 
frNet disbursements only.
"Fiscal year.
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Table 12

INTERNATIONAL RATES OF INTEREST, NOMINAL AND REAL

(P erc en ta g es)

N om inal
L IBO R "

Consum er
prices,

industrialized
countries

Percentage 
variation, 
unit price 
o f exports 

of Latin 
Am erica

R eal
L IB O R
<U/(2)

R eal
L IB O R
( l)/ (3 )

(1) (2) (3) (4) (5)

1970 8,47 5.6 8.1 2.7 0.3
1971 6.79 5.2 1.9 1.5 4.8
1972 5.41 4.7 9.2 0.7 -3.5
1973 9.31 7.7 33.0 1.5 -17 .8
1974 11.20 13.3 57.5 -1.9 -29 .4
1975 7.61 11.1 -5.7 -3.1 14.1
1976 6.12 8.3 8.1 -2.0 -1.8
1977 6.42 8.4 10.6 -1.8 -3.8
1978 8.33 7.2 -3.7 1.1 12.5
1979 11.99 9.2 21 .0 2.6 -7.4
1980 14.15 11.2 21.2 2.0 -5.8
1981 16.52 9.9 -2.8 6 .0 19.9
1982 13.25 7.5 -11.2 5.3 27.5
1983 9.79 5.0 -6.5 4 .6 17.4
1984 11.20 4.8 2.6 6.1 8.4
1985 8.64 4.2 0.6 4.3 9.3
1986 6.71 1.8 -12.7 4.8 22.2

Sou rce;  Calculated from data in Morgan Guaranty Trust, W orld  F in an cial M arkets , and IMF, In tern ation a l F in an cial Statistics, various 
issues.

° 180 days.

shortening amortization periods, on rescheduled 
debt and fresh credit during the first round of the 
rescheduling exercises in 1982/1983. The nego
tiated cost of credit (based on spreads, amortiza
tion period and commissions) rose in most 
debtor countries by between 100%  and 250%  
(table 13). This rise — which has been shown to 
have little or no economic justification (Devlin, 
1985, pp. 74 -89 )—  was apparently not seriously 
questioned by the IMF and served to increase the 
burden of debt at an already critical moment, as 
well as to irritate the debtors and even the U.S. 
Congress. (See OAS, 1984.)

In subsequent rounds of rescheduling, the 
private banks have reduced the negotiated cost 
of credit in response to the stiffer bargaining 
positions of the debtors and criticism at home. 
Concessions have included multi-year reschedul
ings, lower spreads, longer amortization periods 
and the foregoing of commissions. By the third 
round the negotiated terms were only slightly 
above, or even below, those that countries were

contracting before the crisis. While the conces
sions have been welcome and helpful, they 
arrived late in the adjustment process and in 
general have still lagged behind the reality of the 
situation of many borrowers. In other words, 
although the banks made important concessions, 
they kept the negotiated terms at commercial 
levels even though a number of problem bor
rowers clearly were in need of non-commercial 
repayment terms if they were to effect efficient 
adjustment cum  socio-economic restructuring.

4. T h e structure o f  th e  m arket

The market structure also worked against the 
debtors. W e pointed out earlier that interest 
payments were a theoretically rigid component 
of the balance of payments. In practice, however, 
these payments have traditionally been flexible

n F o r  m o re  d e ta ils  se e  D e v lin  ( 1985 an d  1986).
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due to the competitive market’s mechanism of 
default. That is, when the burden of an outward 
transfer to creditors has reached certain critical 
levels, debtor nations have simply stopped pay
ing. Financial history is full of examples of coun
try defaults, many of them committed by today’s 
creditor nations.

Default is an effective risk-sharing device. In 
theory, creditors evaluate the risk of default, and 
cover for it by charging the borrower a special 
risk premium on the loans and by diversifying 
their portfolio. In the event of the materializa
tion of that risk, the bank must confront the 
consequences. If the risk has been efficiently

T able 13

LATIN AMERICA: CONDITIONS OF 
INDEBTEDNESS WITH PRIVATE BANKS0*

( In d ex : 1 9 8 0 -Ju n e 1981  =  100)

Country

Reschedulings

First
round
1982-
1983

Second
round
1983-
1984

Third
round
1984-
1985

A rgentina 317 - 116
Brazil 144 108 43
Costa R ica 133 - 84
Cuba 148 93 65
C hile 2 50 151 89
D om inican
Republic 235 - 61
Ecuador 342 191 109
H onduras 153 - 63
M exico 281 160 83
Panam a 2 74 - 79
Peru 197 133 -
Uruguay 3 49 - 97
Venezuela - - 68

S ou rce; Calculated on the basis of data provided by the Economic 
Developm ent Division of ECLAC, 

aBased on an index o f elements of the cost of credit which are 
subject to negotiation. T h e  formula is:

c, c0
—  +  M , —  +  M 0

A[ A0

where: C =  comm issions; A =  amortization period; M =  margin 
over LIBO R and the subscript 1 refers to conditions during the 
respective reschedulings, while 0  refers to  the conditions o f the 
normal credit market o f  1980-June 1981.

^During the reschedulings the banks often forced the State to 
assum e responsib ility  for unguaranteed private sector 
obligations. T his deterioration o f terms is not captured in the 
index.

evaluated, the creditor is in a condition to absorb 
the losses. The default, of course, temporarily 
releases the debtor from payment and can be an 
important source of relief, especially if costly 
sanctions are avoided.

During the 1930s Latin America defaulted 
on its foreign debt due to the vertical fall of its 
export earnings during the Great Depression. By 
1935 the defaults brought a wholesale decline 
— 7 5 % —  in the value of the governments’ for
eign debt, which was freely traded in foreign 
markets and subject to a market valuation. 
Indeed, some countries bought back part of their 
debt at a fraction of its cost (ECLAC, 1965, 
pp. 29-30).

Defaults were not without costs, especially 
in terms of the loss of access to new credit. But 
the countries did not suffer sanctions, and the 
loss of new credit was less of a sacrifice than it 
might at first appear, because financial markets 
were generally in disarray and not disposed to 
lend to Latin America in any event. Although 
loans made to Latin America were on the whole 
profitable (ECLAC, 1965, p. 30 and Folkerts- 
Landau, 1985), those profits were dented by the 
default mechanism, which passed a significant 
part of the adjustment cost onto the holders of 
debt paper. Latin America’s economic perfor
mance benefited as a consequence (Díaz- 
Alejandro, 1985).

Why is there a difference between this situa
tion and the 1980s? It is partly related to market 
structure. In the 1930s Latin America’s debt took 
the form of bond issues. Bonds were purchased 
anonymously by disperse economic agents, rang
ing from great corporations to little old ladies. 
The bonds were openly traded and their value 
was competitively "marked to the market”. 
W hen the countries defaulted, the bonds’ prices 
automatically declined. Moreover, the disperse 
and anonymous nature of the bondholders made 
it difficult for them to organize themselves for 
the purpose of imposing sanctions, or having 
their governments do it for them .14

The debt of the 1980s, in contrast, is largely 
in the hands of international commercial banks. 
The international banking market is oligopolis-

14Bondholders did organize councils in New York and Lon
don to protect their interests, but they were largely ineffectual 
(ECLAC, 1965, pp. 27-32).
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tic, with a relatively small number of large banks 
dominating lending activity. The big banks dom
inated the inter-bank market and loan syndica
tion and did most of the lending to the region. 
They all know each other, communicate on a 
regular basis, can co-ordinate among themselves 
much more easily than bondholders and can be 
politically well connected with their govern
ments as well. Moreover, their loans do not 
generally trade freely in markets, but rather sit 
quietly on balance sheets.

Thus, when the crisis broke out, the banks 
were able to quickly form steering committees to 
co-ordinate their position and to negotiate en  
bloc  with individual borrowers. The steering 
committee is undoubtedly a socially valuable 
mechanism to the extent that it helps avoid a 
panic retreat by the banks and random sanctions; 
however, it also unfortunately has acted in prac
tice as a cartel. Since the creditors’ cartel insisted 
on, and the borrowers willingly accepted, the 
case-by-case approach to negotiations, its bar
gaining power vis-a-vis  individual countries 
could be enormous. This bargaining power was 
further enhanced by the action of the IMF and 
creditor government central banks, which 
helped the steering committee to persuade the 
more reticent small and medium-sized lending 
institutions to join a common bargaining posi
tion vis-a-vis  individual debtor countries. They 
also helped the committee to encourage borrow
ers to accept an orthodox adjustment pro
gram m e and massive outward transfers. 
Meanwhile, the banks could protect their loans 
from a market valuation because their assets are 
not marked to a market; moreover, secondary 
market trading in those assets is only now devel
oping and is still thin and very personal in 
nature.

The upshot of the above is that a modern 
international banking market can exercise con
siderable control over debtors and assets, as 
reflected in the fact that default has been avoided 
despite public debt service ratios in Latin Am er
ica of more than 40%  of exports. In the 1930s 
massive defaults occurred with ratios at half that 
level (ECLAC, 1965, p. 8 and IDB, 1986, p. 28).

This also explains the anomaly that in the mid
dle of their gravest financial crisis since the 
1930s the banks have generally been reporting 
robust profits (Salomon Brothers, 1983» 1984, 
1985 and 1986). Those which have not, such as 
Bank of America and the formerly bankrupt 
Continental Illinois, have owed their problems 
to bad returns on domestic energy and farm 
loans, in which borrowers are protected by the 
rules of the game established in Chapter 11 of 
the U.S. bankruptcy laws (it is unfortunate that 
no such laws exist to protect international 
borrowers).

In sum, the market structure, aided by the 
creditor governments’ overriding concern for 
the health of their financial systems, has been 
very helpful in avoiding defaults and any poten
tial sanctions that the debtors could incur. How
ever, this has been achieved by passing the bulk 
of the cost of a problem with inherent co
responsibility onto one party: the debtor coun
tries in Latin America. In the light of what has 
happened so far in the decade, and the not easily 
reversible revulsion of private credit markets 
with respect to voluntary lending to Latin Amer
ica, it is not at all obvious that the debtor coun
tries would have been worse off with full or 
partial conciliatory defaults and acceptance of 
the risk of significantly costly sanctions, which, 
incidentally, appears to have been exaggerated 
by some analysts in the North (see Kaletsky, 
1985).

5. R ecessiv e  conditionality

Another adverse factor was the creditors’ condi
tionality. This has been a subject of intense 
debate for many years and there are so many 
critiques of conditionality that space can be saved 
by referring the reader elsewhere (Dell and 
Lawrence, 1980; Killick and others, 1984; and 
Ground, 1984). I am, however, inclined to agree 
with those who argue that there is a recessionary 
bias in conventional conditionality and that this 
fact — perversely consistent with the more fun
damental problem of the underfinancing of the 
adjustment process—  further aggravated Latin 
America’s problems.
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B. Adverse trading conditions

The difficulty in effecting a transfer abroad also 
depends on the behaviour of the creditor 
nations’ economies. The faster they grow, and 
the higher are the price and income elasticities 
for the debtors’ exportables, the more the deb
tors’ transfer can be "pulled in" from abroad; in 
inverse circumstances, the more the transfer 
must be "pushed out” of the debtor country 
(Machlup, 1976, pp. 425-477). The former pro
cess can be relatively painless, while the latter 
can be difficult and unpleasant.

During Latin America’s adjustment in 1982- 
1986 benign external circumstances were much 
rarer than one could have hoped for. W ith the 
exception of 1984, economic growth in the 
industrialized countries during 1982-1986 was 
well below the annual average rate of 3*5% reg
istered in 1968-1977. The same holds true for 
world trade volume, the growth rate of which 
was considerably below the 7 .9%  annual average 
mark registered over 1968-1977 (IMF, 1986, 
pp. 38-58). Moreover, the high rates of growth 
of 4 .8%  (OECD product) and 8.6%  (world trade) 
recorded in 1984 were disproportionately reliant

on the extremely robust expansion of the U.S. 
economy. Indeed, after its 1982 slump, the U.S. 
was the only major industrialized country whose 
economy grew at a rate equal to, or greater than, 
its 1966-1978 average. Growth was exception
ally vigorous in 1983-1984 (annual average rate 
of 5.5% ), and over that period the country’s 
trade deficit trebled to US$123 billion (E co
n om ic R ep o rt  o f  th e  P residen t 1986, pp. 254 and 
370).

The fact that the U.S. economy was an 
exception to the rule did make the industrialized 
economies’ sluggish performance less painful 
for Latin America, because it is the region’s 
number one export market. Indeed, the U.S. 
trade deficit pulled in the bulk of the region’s 
marginal exports (especially from Brazil) during 
the adjustment process (table 14). It was also a 
factor in the improvement of the evolution of 
the region’s GDP from negative growth rates in 
1982-1983 to a modest positive rate in 1984 
(table 1), suggesting to some that a recovery was 
underway and that the debt problem was licked 
(Hector, 1985).

T able 14

L A T IN  A M E R IC A : G R O W T H  O F  E X P O R T S  A N D  IM P O R T A N C E  O F  
U N IT E D  S T A T E S  M A R K E T , 1982-1985

(M illion s o f  d o llars)

T o ta l exports > _ s

1980-1981 1982-1985  1980-1981 1982-1985______ _ 2 - l ____________4-3__________ 6  / 5°

( ï )  (2 ) (3 ) (4 ) (5 ) (6 ) (7 )

A nnual averages

A rgentina 8 584 8  0 3 6 791 9 3 6 -548 145
Brazil 21 731 23 659 3 811 5 9 2 6 1 928 2 115 109.7
Colom bia 3 451 3 248 881 1 004 -203 123
Costa R ica 9 95 9 46 329 345 -49 16
C hile 4 318 3 752 590 922 -566 332
Ecuador 2 508 2 184 895 1 395 -324 500
M exico 17 4 6 9 23 137 10 394 13 451 5 6 6 8 3 057 53 .9
Peru 3 581 3 152 1 174 1 115 -429 -59
Uruguay 1 116 1 067 89 209 -49 120
Venezuela 11 632 15 583 5 229 5 4 0 4 -4 0 4 9 175

Source: ECLAC calculations on the basis o f  data from International Monetary Fund, D irection  o f  Trade, various issues. 
“Percentage.
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Table 15

LATIN AMERICA: SELECTED TRADE INDICATORS

(C o e ffic ien ts )

1982-1 9 8 6  (average) 1982-1985 1986

Increase Increase Increase Effects o f
N et N et

in value in volume in value
change

interest in terest
o f exports o f  exports o f exports in term s 

of trade paym ents paym ents

Increase Increase Current
Increase in real in real N et Current value of

in volume effective effective interest value of exports
o f exports exchange exchange paym ents exports at 1980

rate rate prices

L atin  A m e rica 7 0 .4 -7 2 .6 35.1 2 4 .2
O il-exp ortin g
countries 53.9 -63 .6 36.1 19.9
N on-oil-exp orting
countries 85.5 -7 8 .9 34.5 27 .6
A rgentina 68.5 77.9 54.1 -78.0 58.6 37.2
Brazil 86.7 111.7 97.4 -69.0 36.7 29 .8
Colom bia 118.1 111.5 131.9 -37.1 19.3 20.2
Costa R ica 106.7 113.6 134.5 -99 .4 25.0 24 .0
C hile 74.2 88.1 66 .6 -93 .6 39.4 25.2
Ecuador 55.1 93 .0 51.2 -65.5 36.0 19.4
M exico 6 1 .6 74.3 41.8 -74 .9 47.5 26.6
Peru 67,2 116.4 77 .9 -69.7 31.3 21 .0
Uruguay 78 .0 77.8 60.5 -122.1 27.4 20.3
V enezuela 47 .6 94.5 45 .0 -4.1 18.4 9.2

Source: Bianchi, Devlin and Ramos (1987), table Í 1.

Notwithstanding this help by the U.S. in 
making possible the resource transfer, the world 
economy has nevertheless been unusually slug
gish and the overall trading environment not 
propitious. Moreover, the slowdown of the U.S. 
economy in 1985-1986 aggravated the problem. 
This situation is reflected in table 15.

The burden of effecting a transfer becomes 
heavier if export prices fall in the face of rising 
export volume. The first column of table 15 con
firms that this happened for nearly all the coun
tries, as the increase in the value of exports over 
the period 1982-1986 was but a fraction of the 
rise in export volume. As might be expected, the 
most severe cases are the oil exporters, but non
oil exporters such as Argentina, Chile, and Uru
guay also had a big part of their export effort 
frustrated by falling world prices for their goods. 
Brazil suffered somewhat less. Only Costa Rica 
and Colombia escaped the treadmill of falling 
prices, mostly because of skyrocketing prices for

coffee in 1986. Coffee also obviously helped 
Brazil.

It may also be noticed in the second column 
that for the majority of countries real devalua
tions during 1982-1986 were associated with a 
more than proportional movement in export 
volume. However, the corresponding relation 
for export value finds only Colombia and Costa 
Rica with a coefficient greater than 100, and 
then only modestly so.

Why the persistently weak export prices? 
Full answers must await more research, but sev
eral hypotheses may be advanced. One is related 
to price elasticities: while they could be accepta
bly high for any single primary commodity 
exporter in isolation, they could be quite low for 
all producers taken as a group. W ith the outburst 
of generalized debt problems in the developing 
world, most debtor countries simultaneously 
entered into distress selling in order to accom
modate the trade surpluses demanded by their
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IMF adjustment programmes. Primary commod
ities — which dominate the exports of most 
developing countries—  generally may be more 
vulnerable than manufactured goods to this type 
of competition. Another problem may have been 
that productivity gains in the use of synthetic 
substitutes outpaced the growth of competitive
ness of Latin America’s primary commodity 
exports.

Besides the negative effects of sluggish 
growth of income in creditor countries, it is also 
possible that income elasticities for primary 
commodities have undergone a long-standing 
decline. One frequently encounters observations 
to the effect that miniaturization, energy conser
vation and changing eating and drinking habits 
in the N orth have all adversely affected the 
demand pull for primary commodities out of 
every dollar of growth of the industrialized coun
tries’ income. Meanwhile, others have pointed to 
a high value of the dollar and high real world 
interest rates as a partial cause of weak commod
ity prices (The Amex Bank Review, 1986).

Another way of examining the adverse 
impact of trade conditions on transfer efforts is 
to examine the region’s terms of trade, which 
incorporate the effects of variations in both 
export prices and import prices. Over the period 
1982-1985 the loss of income due to adverse 
movement in the terms of trade has been gener

ally large. Moreover, it can be seen in table 15 
that the cumulative dollar loss was equivalent to 
nearly three-quarters of the region's total bill for 
net interest payments. Indeed, for Costa Rica 
and Chile the loss was roughly equal to the value 
of net interest payments and for Uruguay it was 
substantially greater.

W hat would have happened if export prices 
had held their ground while the countries 
increased the volume of their exports to effect a 
transfer? The last two columns of table 15 are 
suggestive. Valuing 1986 exports at 1980 export 
prices gives a sharp fall in the region’s net inter
est payments/export coefficient from its actual 
high 1986 level of 35%  to only 24% . All coun
tries except Colombia and Costa Rica (due to the 
high 1986 coffee prices) show important 
declines in their respective coefficients. Some 
countries, such as Ecuador, Peru and Uruguay 
display what might be termed acceptable coeffi
cients when their exports are valued at 1980 
prices, while Venezuela’s coefficient turns out to 
be a remarkably low 9% .

Finally, there is the subject of protectionism. 
Even though the world trading system has 
remained remarkably open in the face of slug
gish growth and high unemployment in the 
North, protectionism, or threats of protection
ism, have nevertheless plagued some exporters 
(ECLAC, 1987).

C. The unstable behaviour of the world economy

In addition to the above factors which are linked 
in one way or another to policy variables in the 
creditor countries, it must also be admitted that 
managing adjustment has undoubtedly been 
unusually difficult because of erratic features in 
the world economy. The first rise in OPEC prices 
was generally viewed as temporary, but it proved 
to be more permanent than originally thought. 
The second price hike was generally viewed as 
permanent, but we now have more reason to 
believe it was temporary. The dollar has soared 
and tumbled in a six-year period. Nominal inter
national interest rates skyrocketed at the turn of 
the decade. In 1982-1983 rates began their

downward course, but not before an unexpected 
and worrisome rise in 1984. Moreover, rates 
remained persistently high in real terms even 
after an extended period of world price stability. 
Meanwhile, recovery from the world recession 
in 1981-1982 has been slow and uncertain, and 
the hope for the beginning of a strong recovery 
in the OECD economies in 1983-1984 did not 
materialize. In subsequent years the industrial
ized countries’ annual performance has disap
pointed and frequently required downward 
revisions of world growth projections. And, of 
course, looming large is the question of adjust
ment in the North and how quickly the U.S.,
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Germany and Japan will adjust to their respec
tive trade deficits and surpluses, and the effect 
this will have on Latin America.

The ups and downs of the world economy 
have undoubtedly had their corresponding 
effects on the adjustment process of the debtor 
countries in Latin America. For many, the acute 
instability may well have been entirely unex
pected. On the other hand, well before the crisis 
there were analysts who had been putting forth

statements about structural problems in the 
world economic system that were at least sugges
tive of a possible rough road ahead.15

l1The 1978 Annual Report of the BIS ( 1978, p. 8) suggested 
that the world economy might have fallen into a Kondratieff type 
of downturn. Meanwhile, Nobel laureate W. Arthur Lewis (1980) 
also suggested that the world economy was in a downward cycle, 
but shorter than the Kondratieff type. In 1977 the German econo
mist Ernest Mande) (1978) first published a work about a deep 
structural crisis in the western economy.

Ill

Final remarks and conclusions

Any level of outward transfer is technically feasi
ble if creditors and their governments are wil
ling to exert sufficient political and economic 
pressure on the debtor country. But as Keynes 
pointed out, large and protracted transfers can 
be politically and humanly difficult to effect. 
This, of course, is even more so if the transfer is 
demanded at a premature level of socio
economic development, or when a country is in a 
state of insolvency. Moreover, the financial 
benefits of the transfer for the creditor countries 
must be weighed against some important costs.

For the debtor country, the economic cost of 
an outward transfer is that it siphons off domes
tic savings that could be used for investment, it 
puts restraints on import growth and consump
tion, and it limits the expansion and socio
economic transformation of the economy. These 
costs can be politically onerous to the degree that 
they contribute to stagnation, or decline, in the 
living standards of the debtor country’s popula
tion. Moreover, transfers based on depressed 
debtor economies also can be technically 
counter-productive as physical and human fac
tors of production lay idle and deteriorate, and 
political problems can progressively create bot
tlenecks in production. The costs are more toler
able, politically and technically, if the transfer is 
produced through the expansion of the output of 
exports and import substitutes. In this case the 
cost of a transfer does not necessarily have to 
mean idle resources and stagnating living stand
ards in the debtor country.

For the creditor country the debtors’ out
ward transfer allows its banks to prosper even 
while they slow, or eliminate, the expansion of 
loans to the affected countries and thereby redi
rect their portfolio strategy. However, should 
the outward transfer be won at the expense of 
reasonable economic growth in the debtor coun
tries there are important costs for the creditor 
nation as well. These involve loss of export 
markets (hence jobs) due to slow growth and 
import barriers in the foreign exchange-starved 
debtor countries, and the loss of investment 
income from home enterprises with direct 
investments in the debtor countries’ depressed 
economies. The political price can also be high: 
as internal resentment builds up in the debtor 
country, politicians and technicians committed 
to socio-economic restructuring and interna
tional integration can have their authority 
undermined by the growth of political forces 
more inclined towards political and economic 
delinking from creditor countries, which can 
include full or partial default on debts. And, of 
course, with sporadic defaults banks face highly 
unpredictable losses, exporters in creditor coun
tries lose even more markets, and the hope of 
promoting efficient socio-economic restructur
ing in debtor countries evaporates as economies 
are forced by circumstances into a siege mental
ity and an extreme inward orientation.

W e have already seen that adjustment in 
Latin America has been recessive and extremely 
costly for the debtors. But the costs are also now
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rising for the creditors. The exports and 
hundreds of thousands of jobs lost in the creditor 
nations due to recession in Latin America are 
now serious enough to have finally caused con
siderable alarm and doubt in certain Northern  
political circles about the wisdom of the credi
tors’ current management of the debt problem 
(JEC, 1986). There is also concern that the debt 
burden could be undermining the pragmatic 
democratic political coalitions that originally 
arose out of the debt crisis and which have 
offered such promise for Latin America’s full 
integration into the world’s democratic political 
system (Bradley, 1986).

By now it should be clear that there are two 
key ingredients for making the socio-economic 
restructuring of Latin America compatible with 
the servicing of foreign debt: i) the debtor coun
tries must persist in their internal efforts to 
make their economies more efficient, more 
internationally competitive and capable of 
dynamically generating exports and import sub
stitutes and ii) there must be an external envir
onment that is supportive of these efforts. The 
latter in turn involves adequate external finance, 
lower real international interest rates and 
greater encouragement for Latin American 
exports via increased growth of the industrial
ized countries’ output and international trade. 
Without component ii), component i) will be 
very difficult to achieve and all but the hardiest 
societies will, in frustration, be tempted to seek 
alternative strategies which are less inspired by 
current preoccupations concerning the honour
ing of debts, economic efficiency, and fuller inte
gration into the world capitalist economy and its 
democratic political system.

In the near term adequate amounts of new 
finance will probably be the decisive variable. On 
the one hand, most countries have already dem
onstrated that they are very disposed to alter 
their past development pattern, adjust and res
tructure. On the other, high real international 
interest rates and sluggish OECD growth reflect 
the need for internal adjustments in Northern  
economies that will necessarily be slow in forth
coming. Moreover, the longer the N orth’s 
macroeconomic problems remain unresolved, 
the proportionately greater the requirements for 
new finance will be. Without the required 
finance world-wide adjustment will be asymmet

rically biased against the debtor countries and 
even the best efforts at economic restructuring 
will risk frustration.

More generally, socially efficient adjustment 
cum  restructuring must be dynamic and based on 
growth. This will require a change in strategy: 
the outward transfer of financial resources will 
have to "adjust” to the payment capacity of the 
debtor countries, with that capacity defined in 
terms of minimum acceptable rates of invest
ment and economic growth. In other words, 
investment and economic growth can no longer 
be the residuals of the debt management stra
tegy. Rather they must be explicit targets that 
other parameters — in particular the transfer of 
resources and financing—  must accommodate.

There is in fact a growing recognition of the 
need for this new strategy, proposed by ECLAC 
(1983a and 1983b) at the outset of the crisis. 
Indeed, the Baker Plan, announced in September 
1985, fully recognizes the need to promote 
"adjustment with growth”. The recent innova
tive financial package designed for Mexico gave 
concrete form to the stated principles of that 
Plan: the traditional economic adjustment 
parameters, in fact, adjust themselves to the 
need to support a 3%  rate of growth in that 
country in 1987.

There are, however, at least four major 
shortcomings of the Baker Plan, which space 
will permit me to comment on only very briefly. 
First, many analysts agree that the announced 
financial commitment of US$29 billion over 
three years for 15 problem debtor countries falls 
considerably short of what is required to stimu
late adequate growth (5-6%  per annum). The 
Baker Plan has raised hopes, but in essence it is 
still founded on the principle of extracting large 
volumes of resources from Latin America. 
Indeed, as shown by Ffrench-Davis (1986, 
p. 11), the shortfall in financing is implicitly 
admitted in recent IMF projections which con
tain underlying estimates of large outward 
financial transfers from Latin America up 
through the early 1990s.

Second, the limited financing offered by the 
Baker Plan is also overly reliant on the private 
banks for the raising of new money, even on a 
non-voluntary basis. The banks are clearly in 
retreat, and with growing loan loss reserves are 
in a progressively better position to resist new
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forced lending to Latin America. The difficulty 
in gaining the co-operation of the banks in the 
recent Mexico package underlines the fragility of 
the Baker initiative. Thus, there is no alternative 
to strengthening the financial power of official 
lenders and seeking ways to speed up their 
disbursements.

Third, the Baker Plan insists on commercial 
terms for dealing with problem debtors, under 
the pretext that non-commercial terms will ruin 
the debtors’ future access to private credit. How
ever, commercial terms on the debt make no 
sense for a borrower suffering from symptoms 
of insolvency. The market already admits to the 
existence of this problem, as many Latin Ameri
can country loans experience deep discounts as 
soon as they confront the fresh air of competi
tive trade. Even though secondary markets are 
still underdeveloped and the values on them 
therefore suspect, any discount of more than a 
third of face value is a good indication of a bad 
loan. To charge commercial terms for loans 
whose real value is less than their face value will 
merely cause insolvent debtor countries to expe
rience perpetually high or rising debt/export 
and debt/GDP coefficients. In these circumstan
ces, and also because of the difficult in reversing 
"revulsion” in private credit markets vis-a-vis  
Latin America, the probability of significant new 
voluntary private lending is in fact quite low for 
many countries. Thus, for those countries where 
the restructuring problem is severe and a large 
and protracted overhaul of the economy is 
required, there is no substitute for debt forgive
ness in the form on non-commercial interest 
rates (negative spreads) and/or a reduction of 
principal. Banks sometimes forgive debts at 
home (with the help of their governments) and 
it would be wise to extend this practice 
internationally.

Fourth, the Baker Plan’s conditionality is 
rigidly formulated around simplistic notions, 
such as the assumptions that free markets are 
the handmaiden of growth; private initiative is 
virtue while public initiative is vice, and foreign 
investors are unequivocal energizers of develop
ment. While Latin America would undoubtedly 
benefit from less skepticism of market mecha
nisms and private initiative, the blanket free- 
market formulas in vogue today are based more 
on ideology than on historical experience

(Hirschman, 1986). Development is a rich pro
cess in which each country must pragmatically 
find its own way; success moreover often 
involves formulas that imaginatively deviate for 
a time from market principles and involve 
important State intervention. Any attempt to 
squeeze debtors into a single magic formula risks 
encouraging many of them (for technical and/or 
political reasons) to avoid bilaterally organized 
adjustment programmes in which debtor and 
creditor work together in resolving a problem. 
This would be unfortunate for everyone; 
although a debtor country "going it alone" can 
certainly muddle along in a second-best world, 
and even raise economic growth, the widely 
accepted goal — both in the North and in the 
South—  of raising economic efficiency becomes 
more problematic as a result of the creditor car
tel’s ability to ostracize non-con for mists and sig
nificantly deprive them of normal channels of 
finance and trade.

In sum, what is needed is a concerted solu
tion to the debt problem that involves a major 
contribution from all parties. The debtor coun
tries should commit themselves to a serious and 
pragmatically designed economic restructuring 
in return for serious commitments on the part of 
private creditors (and above all their govern
ments) to support investment and growth. For 
countries with basically strong economies it is 
the interest of both creditor and debtor that the 
finance be on commercial terms. However, for 
those which are obviously confronting the need 
of a large and protracted economic overhaul, a 
degree of debt forgiveness is unavoidable as well 
as technically appropriate for the banks and the 
borrowers.

Objections are always raised in the North  
when there is a proposed solution that uses non
commercial criteria in the management of the 
debt problem; e.g., the banks cannot afford the 
cost of providing debt forgiveness; the creditor 
nations’ taxpayers should not be made to bear 
the cost of underwriting the support of the banks 
and new public lending, etc. (see BIS, 1986e). But 
every problem has a cost too. There is co
responsibility in the genesis of the debt problem, 
yet its costs have been disproportionately borne 
by the debtor countries. There is an evident 
tendency in the North to postpone resolving the 
problem as long as most of the costs can continue
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to be externalized. But as demonstrated repeat
edly over the last five years of the management 
of the crisis — and most recently in the 1986 
Mexican financial package—  the creditor 
nations’ "we can’t” quickly turns into "we can” as 
soon as the weight of the debt burden threatens 
to provoke major defaults which would internal
ize the costs of the problem (Devlin, 1987).

In 1987 the debt problem shows signs of 
being extremely critical even after five years of 
difficult adjustment in the debtor countries. 
Moreover, both debtors and creditors are suffer

ing from severe fatigue. Without new and more 
equitable approaches there are serious risks of 
more countries dropping out of organized 
adjustment programmes, spasmodic defaults, 
unilateral limitations of debt service and more 
closed and inefficient debtor economies. This is 
clearly a second-best solution that few would 
want, but one that many will find understanda
ble if the creditor countries continue to drag 
their feet regarding a comprehensive solution to 
the systemic and protracted debt problem in 
Latin America.
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C onversion of foreign debt is an econom ic policy 
instrum ent o f both positive and negative potential 
for the regional economy. T h e  positive potential 
includes reduction of the cumulative value of the debt 
and of the interest paym ents, im provem ent o f the 
financial situation o f enterprises, repatriation of fug
itive capital, and direct foreign investm ent in prior
ity sectors. T h e  negative potential includes a net 
adverse effect on the balance of paym ents, increased 
inflation resulting from  increased issue o f money, 
denationalization of the econom y using subsidized 
capital, and crowding out in the use o f foreign 
exchange. T h e  final m ix resulting from  conversion is 
determ ined m ainly by the m odalities w ith which this 
tool is used.

T h e selection of these m odalities ought to be 
designed to satisfy the national econom ic priorities, 
which do not necessarily coincide w ith those of the 
groups pushing for the conversion. T h ere  is a dis- 
juncture, for exam ple, betw een the big banks, which 
are concerned above all to reduce their risks in the 
region, and the countries, w hich are seeking to renew 
the inflow o f net external financing. T h e  sam e situa
tion exists betw een transnational corporations, 
which want to make profits from  the subsidized 
purchase of existing assets, and the countries, which 
want additional investm ent in sectors producing 
tradeable goods. Thu s, conversion of external debt is 
a technique requiring, for its correct use, clarity of 
goals and fine-tuning in im plem entation,

Conversion has little effect on the position of 
the regional foreign debt. Perhaps its greatest signif
icance in this respect is the recognition by the banks 
that the present value o f the debt is d ifferent from , 
and lower than, the official value.

*  ECLAC consultant. This article is based on the study 
prepared by the author for the Latin American Economic 
System (SELA) and used in the discussion of this topical the 
International Economic Workshop of the Economic 
Research Corporation for Latin America (CIEPLAN). The 
author is grateful for the comments of Robert Devlin, 
Nicolás Eyzaguirre, Alicia Frohmann, Roberto Zahler and 
the members of the Joint ECLAC/CTC Unit on Transna
tional Corporations, but they are not responsible for the 
content of this article.

The purpose of this article is to analyse and 
evaluate the modalities of converting Latin 
America’s foreign debt into share equity or 
financing for other activities in the region. The 
situation is examined from the standpoint of the 
Latin American economy. The adoption of this 
standpoint rules out any in-depth discussion of 
other assessments, such as those of banks, multi
lateral bodies and governments of the central 
countries. This method has been chosen in order 
to keep the article short and achieve a more 
focussed analysis. In any event, studies made 
from the other standpoints are legion.

The conversion of foreign debt should be 
analysed against the background of the crisis 
which has been affecting the external financial 
sector of Latin America since 1982. Since that 
year — and unlike what happened in the 1930 
crisis—  the continued payment of the interest on 
the foreign debt became, with a few exceptions, 
the new consensus of the region’s macroeco
nomic management. This consensus was to 
some extent involuntary and imposed by exter
nal circumstances: between January 1983 and 
September 1986 a committee of bankers co
ordinated 93 % of the commitment of long-term  
bank loans for Latin America, and these loans 
were made in the context of debt rescheduling 
agreements (OECD, 1987, and IMF, 1987). There 
is a very marked contrast between the 1930s 
situation, characterized by the wide dispersal of 
bond holders, and the present control exercised 
by a handful of banks.

The implementation of severe recessionary 
adjustments, including the radical reduction of 
imports which artificially produced a positive 
trade balance incompatible with full employ
ment, facilitated a continued net transfer abroad, 
which amounted to U S$130 000 million by the 
end of 1986 (SELA, 1987). Real wages and 
employment fell, and inflation rose.

In the more concrete area of the foreign debt, 
several governments of the region took steps 
designed to obtain positive results in the 
decade’s main variable: the continued payment 
of an external debt which was unpayable on its 
official term s. These measures included 
exchange rate insurance for borrowers, cancella
tion in advance, State backing of private foreign

Introduction
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debt, and the conversion of foreign debt, the 
topic of this study.

The topic of conversion of foreign debt lies 
at a thematic crossroads, involving mainly direct 
foreign investment but also monetary policy and 
the flight of capital. It allows of many modalities, 
and some of the resulting differences are merely 
formal or of secondary importance; others, how
ever, modify substantially the effect of conver
sion on the different macroeconomic variables. 
It is thus necessary to establish a typology of 
conversion schemes.

This study consists of four parts. The first 
describes conversion in general terms, the 
second analyses each individual country in which 
it is used. The third part evaluates the impact of 
conversion on the following aspects of Latin 
America’s economy: balance of payments, direct 
foreign investment, laundering of capital, local 
finances and foreign control of the national 
economy. The fourth and last part draws some 
conclusions and outlines various possibilities 
with respect to this topic.

i

Characteristics of conversion

1. W hat is conversion?

Capitalization of a debt is a long-established 
financial operation which represents the concre
tion of the risk incurred by the debtor in the 
event of non-payment of a debt. When a debt 
obligation is not met it is normal for the collat
eral to be used as a means of liquidating the 
financial obligation; this collateral often consists 
of participation in the equity of some commer
cial operation of the debtor. These modalities are 
common in local loans but they have not yet 
occurred in the cáse of public loans, where it is 
simply a question of a State guarantee. Problems 
can also arise in the private sector when this 
capitalization implies the transfer of assets to 
foreign factors. The crisis in Latin America’s 
external financial sector and the subsequent 
creation of a secondary market for doubtful loan 
instruments have opened up this possibility.

The market value of a loan contract is the 
current value of the expectation of payment 
being made according to the terms of the con
tract. In the majority of cases the contractual 
value will be a little higher than the market value 
in order to cover the risk of non-payment. When 
the creditor and the debtor have a legal residence 
in the same country, any conflict that may arise is 
resolved in the courts by means of bankruptcy 
proceedings. W hen this is not the case, the deb
tor’s difficulty in obtaining new financing is due 
to the fact that the potential creditors will be 
obliged to share the anticipated loss (the differ
ence between the market value of the obligation

and its contractual value). The attitude of the 
creditors will be influenced by the market value 
of the debt as well as by the willingness or ability 
of the debtor to meet his obligations (Dooley, 
1987, p. 7).

The idea of converting debt into equity is 
also used in the reorganization of bankrupt 
enterprises: part of the debt is converted into 
shares in the company, and this reduces the debt 
and the interest payments. The creditors receive 
shares and if the company recovers and 
prospers, they will obtain profits, as happened in 
the case of Chrysler (Weinart, 1986/1987, 
p. 89).

There are various types of capitalization. 
The simplest one is when the debtor and creditor 
entities form part of one and the same enter
prise, as happens in a transnational corporation. 
The situation is more complicated when the 
creditor is a different company, a bank for exam
ple. Both cases occur in current commercial prac
tice. However, there is a third possibility: the 
formation of a common debt fund from which an 
agent can select any instrument for capitaliza
tion in assets of his choice in the debtor country. 
This implies a deliberate policy.

2. M echan ism  o f  th e  conversion

Most of the conversion systems assume the pur
chase of a foreign obligation by a local or foreign 
agent — an investor if he subsequently invests—  
or by a commercial bank. The agent then 
changes this obligation into local currency with
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the central bank — at or a little below its nominal 
value—  or into a debt instrument in local cur
rency which can be traded in the local bond 
market. The original debt is thus extinguished 
(Sloakes, 1986, pp. 40 and 41). The proceeds of 
this transaction can be used to purchase an equity 
participation in a local enterprise, to increase the 
plant and equipment expenditure of an existing 
enterprise, to extinguish pending obligations in 
the local currency and improve the enterprise’s 
cash flow, or for any other legal purpose.

Conversion of foreign debt therefore implies 
the purchase —  by local residents or foreign 
investors—  of obligations of the debtor country 
in foreign currency at a given discount rate and 
their conversion into the local currency at a 
lower discount rate. In the case of residents, the 
operation can amount to a repatriation of capi
tal. Agents thus obtain funds in local currency 
which they can use for authorized purposes. 
These funds are cheaper than those obtained in 
the official exchange market and in the parallel 
market ( W orld  F inancial M arkets , September
1986, p. 8).

Table 1 shows the market quotations of the 
foreign debt notes of several countries and their 
variation since June 1985. Its complement is the 
discount rate applicable to these notes. The price 
is a reference price, since this is a very opaque 
market which carries out many more operations 
than are published, and at different prices.

This discount is justified mainly by the doubt 
as to Latin America’s payment of its foreign debt 
at its nominal value. The doubt is based on the 
difficulty of continuing both the transfer abroad 
of part of the region’s product and the imple
mentation of recessionary adjustments. The 
generation of trade surpluses is also encounter
ing growing difficulties. All these factors have 
joined with the lack of an alternative plan for 
positive adjustment, which would enable Latin 
America to restructure its economy and continue 
to develop, to create a situation of partial non
payment of the debt. Eight countries of the 
region, including Brazil, have suspended or 
imposed conditions on their foreign debt pay
ments. Although hardly anyone expects a gen
eral moratorium, the North American banks are 
already envisaging a reduction of payments, and 
this has been reflected in the selling price of the 
shares of the biggest banks, which has fallen by

60%  in relation to the market price. The market 
was already applying discounts even before 
Citicorp increased its reserves (F ortu n e , 30 May 
1987).

The conversion operations carried out in the 
region total US$4 895 million (table 2).

3. A gents

Many different kinds of banks have been selling 
discounted debt. In the beginning it was mainly 
banks with only small amounts invested in 
doubtful debts which they wanted to reduce or 
eliminate from their portfolios; others wanted 
to exchange one type of financial investment for 
another; and others which had taken precautions 
against losses and could absorb the discounted 
sale. They were mainly European and Japanese 
banks, but among them were a few North 
American regional banks. The big United States 
banks continued to count these debts at their 
parity value, for if they sold debt at a discount 
they would have to recognize the loss and use it 
to punish the other loans in the country in ques
tion. These banks engaged in a lot of brokerage, 
but they did not feed the market with the instru
ments they held.

As capitalization business has increased, 
these banks have changed their attitude and are 
participating ever more actively in this market, 
crowding other intermediaries out of it and in 
some cases selling their own notes. This has 
happened in the case of Citibank, Bankers Trust, 
Libra Bank and the Bank of Montreal (F ortu n e, 
March 1987). The Industrial Bank of Japan and 
Sumitomo have been active in Japan.

The situation was given a jolt when in May 
Citicorp announced that in direct relation to its 
doubtful loans it was increasing its reserves by 
US$3 000 million. This decision unleashed a 
wave of similar moves by the other main United 
States banks and it perhaps marked a turning 
point in Latin America’s financial relations with 
the banks. Citicorp is now in a better negotiating 
position both with Latin America and with the 
United States Government. The main conse
quences with respect to debt conversion is that, 
at least for Citicorp, lending new money just to 
ensure continued payment of the interest on the 
debt has become a thing of the past. Among 
other things, this produced a large increase in



106 CEPAL REVIEW No. 32 / August 1987

the supply of foreign debt instruments for con
version. At his press conference on 19 May the 
President of Citicorp announced that for the 
next three years it was expected that US$1 000  
million of the expanded reserve would be used to 
cover losses resulting from the conversion dis
count. These losses would range between 
US$2 000 and US$3 000 million in those years, 
depending on the discount. As the President of 
Citicorp said: "we are not going to get anywhere 
by giving out new 20-year loans subject to all

kinds of restructuring... Today it is a much better 
idea to invest in a profitable company in, say, 
Brazil than to keep lending money to the Central 
Bank of that country... In the next few years we 
are going to try to relocate and capitalize a large 
part of the money we are owed... W e will invest 
in anything that is economically advisable... We 
are even ready to withdraw our investment if 
somebody is interested in buying our share ten 
years from now. This is because we dot not want 
to be long-term capital investors" (Reed, 1987).

T able 1

V A L U E  O F  F O R E IG N  D E B T  N O T E S , B Y  C O U N T R Y

(1 0 0  =  n o m in a l va lu e)

Country
1985 1986 1987

Ju n e January June D ecem ber February M arch May

A rgentina 60-65 6 2 -6 6 63-67 62-66 62-65 63 58
Boliv ia I a 55-10 11-13
Brazil 75-81 75-81 73-76 74-77 73-75 69 62
Costa R ica 40 45
Colom bia 81-83 82-84 80-82 90
Chile 65 -6 9 6 5 -6 9 64-67 65-68 68 68 71-72
Ecuador 6 5 -7 0 68-71 63 -6 6 63-65 62 50
M exico 80-82 69-73 55-59 54-57 56-58 58 58
Peru 45 -5 0 25-30 17-23 16-19 16-19 14
Uruguay 64a
Venezuela 81-83 80-82 75-78 72-74 72-74 72 72-75
Philippines 72-76 74 74 70

Source: June 1985 to December 1986: Shearson, Lehman Brothers, Loan transactions group, T he Econom ist, London, 21 March 1987; 
February 1987: Fortune, 30 March 1987 and Shearson Lehman Brothers, op.cit,\ March 1987: Business Latin America, 20 April 
1987.

"May 1986, R. Dornbusch, T h e debt problem  and som e proposed  solutions, Cambridge, Mass., Massachussets I ntitute of Technology, 1986.

T ab le  2

F O U R  L A T IN  A M E R IC A N  C O U N T R IE S : A M O U N T S  O F  
F O R E IG N  D E B T  C A P IT A L IZ A T IO N

(M illion s o f  d o llars)

1984 1985 1986 T ota l foreign
debt

Brazil 745 581 60 0  1 92 6  108 2 00  1.8
Costa R ica ... ... 6 0  83 4 2 40  2.0
C hile ... 375 812 1 186 22 0 00  5.4
M exico ... ... 700 700 105 9 0 0  1.5
T o ta l 745 9 5 6  2 172 4 895 370 0 0 0  1.3

Source: Official information for each country.
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This event illustrates perfectly the diver
gence between the interest of the banks which 
take this attitude and the interest of Latin Am er
ica. The banks’ second-best solution is not what 
was expected of them as their main activity by 
the countries of the region. Secretary of State 
Baker said that a counterpart of the new funds 
envisaged in the Baker Plan was the creation of a 
more favourable environment for foreign 
investment. The banks decided to take a short 
cut: to acquire the goods without lending the 
money. Of course, not all the banks will copy the 
Citicorp strategy; we will have to see what 
happens.

Other conversion agents are local or foreign 
financiers who want to invest, finance produc
tive and other operations, repatriate capital or 
use profitably the foreign exchange that they 
keep in the country. A small group of big com
mercial and merchant banks, together with 
firms of lawyers or intermediaries, are earning 
fat commissions by matching up the supply and 
demand for notes. A swarm of intermediaries, 
advisers, economic and political analysts and 
public relations men has thus appeared on the 
scene. Even the N ew  Y ork T im es  (5 May 1987) 
has mentioned the interest of these banks and 
firms as one of the driving forces of conversion.

4. T h eo re tica l advantages o f  conversion

From the standpoint of the creditor banks, to sell 
debt notes at a price lower than their face value 
ensures the partial payment of a doubtful debt 
(hence the discount) and enables them to reduce 
or alter the percentage of investments in a coun
try or region.

The creditor banks which sell the notes 
im prove their portfolios, eliminate their 
exposed debts and obtain a partial advance pay
ment of a doubtful debt. On the other hand, if 
they sell the notes to third parties, they accept 
that the risk for which they had charged a higher 
interest rate when they made the loan actually 
occurred. If they carry out the transaction 
directly, they exchange a financial asset for a real 
asset; they can thus improve their position, for 
100 units of doubtful debt are converted into 
95-100 units of the better local assets, which are 
profitable to boot and can be sold a few years 
later with a gain. This operation is usually too

complex for the small banks to carry out. By 
cancelling the original debt, the bank gains a 
greater degree of freedom with respect to the 
countries, and this — in the case of Latin 
America—  enables it to get rid of the burden of 
this chain of debtors.

The agent obtains local financing at a lower 
cost than in the local market and at less than it 
would cost him to bring in foreign exchange 
from abroad and change it in either the official 
market or the free market. The transactions fol
low the ups and downs of the relationships 
between discounts, commissions and the 
exchange rate differential.

For the local firms which want to reduce 
their debt in the local currency, this system is a 
cheap way of improving the flow of funds and 
increasing the firms’ profitability, with a view to 
financing a future expansion. A country which 
authorizes the capitalization of its foreign debt 
obtains the resulting reduction of the volume of 
this debt and of the annual interest payments, 
and this is achieved with an actual payment 
smaller than the face value of the instruments in 
question.

N ot all the legal terminations are directly 
productive. Furthermore, it is difficult, if not 
impossible, to avoid running foul of some of the 
banks — such as the one on recycling of used 
dollars. The multilateral financial bodies have 
supported debt capitalization as a partial solu
tion to the problem of a possible moratorium. 
According to recent statements by David Mul- 
ford, United States Under-Secretary of the 
Treasury, the United States Government openly 
supports this initiative and it is part of the Baker 
Plan,

It would thus seem to be a faultless solution 
which leaves everybody happy. This swapping of 
a debt for an asset warrants the unanimous 
approval of foreign creditors, international 
banks, transnational corporations, central banks 
and the financial systems of a number of Latin 
American countries, the International Monetary 
Fund, the World Bank and the United States 
Government. Everyone seems to gain from con
version, but to see whether this is really so it will 
be necessary to examine its real terms and 
results; this will be done in the following section.



Table 3

EIGHT LATIN AMERICAN COUNTRIES: CHARACTERISTICS OF FOREIGN DEBT CONVERSION PROGRAMMES

Argentina Brazil Costa Rica Chile Ecuador Philippines Mexico Venezuela

GENERAL ASPECTS 
Date of programme start-up May 1987 December 1982 

June 1984
August 1986 May 1983 December 1986 August 1986 April 1986 April 1987

Type of convertible debt Public Public, private Public, private Public, prime Private Public, private Public Public, prime

Acceptable uses of local 
currency binds

Investment, payment of 
local debt

Investment Investment Investment, payment of 
local debt, others

Investment Investment Investment, payment of Investment, payment of 
local debt local debt

Authorized operators Banks. TNCs, firms Banks, TNCs Banks, TNCs, 
individuals

firms. Banks, TNCs, legal and 
natural persons, natio
nals under ch. XVIII

Banks, TNCs, firms, 
individuals

Banks, TNCs. firms, 
individuals

Banks. TNCs, 
individuals

Banks, TNCs, firms

Programme ceiling US$2 000 million in 5 
years

None None US$2 000-US$4 000 
million

US$1 346 million US$6 000 million US$8 500 million None

OPERATIONAL ASPECTS 
Time limits Yes No No Yes No No Yes No

Exchange rate Central Bank buyers' 
closing rale

Official Official Dollar
Monitored

Official Official Official Bs. 14.5

Central Bank means of 
payment

Australes Cruzados Bonds Pesos or bonds Sucres Pesos Bolívares or bonds

Exchange price 100% 100% Up to 70% 100% 100% 100% 70% - 100% 100%

CONDITIONS 
Priority investment sectors Yes No Yes No No Yes Yes Yes

Purchase of assets No Yes Yes Yes No Yes Yes Yes

Application of foreign 
investment míes

Yes Yes No Yes No Yes

Need to bring in new funds Yes No No No No No No No

Special conditions for 
remittance of profits

Not for 4 years No limit No limit Not for 4 years Not for 4 years No limit in priority sec
tors. Not for 4 years in 
others

For 5 years must be less 
than interest

Not more than 10% for 
3 years

Conditions for repatriation 
of capital

Not for 10 years Period not less than 
original debt

Period not less 
original debt

than Not for 10 years Not for 12 years Not for 3 years in prio
rity sectors and 5 years 
in others

Not for 12 years Not for 5 years. Not 
more than 12.5%. in 
next 6 years

Operation in stock market No No No Under study No No
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II
The conversion as such

1. B ackground

The systems of foreign debt conversion have 
much in common but also large differences 
(table 3). The debt to be converted is both public 
and private in most cases, but in Argentina and 
Mexico it is only public, whereas in Ecuador it is 
only private. The accepted uses of the local cur
rency funds include exchange for assets in all 
cases but also payment of local debt in Chile, 
Mexico and Venezuela. The agents are usually 
banks and transnational corporations, but local 
enterprises and individuals may make transac
tions in several cases. Several countries have not 
set any limit on the extent of the system, but 
Argentina, Chile, Ecuador, Philippines and Mex
ico have done so, for a potential total of 
US$20 800 million. Most of the countries have 
not set any time-limits, except for Argentina, 
Chile and Mexico. The official exchange rate or 
some variant of it is usually used. The means of 
payment is usually the local currency on bonds or 
both. The swap price is usually the nominal 
value of the notes, except in Costa Rica where it 
cannot exceed 70%  thereof, and Mexico where it 
fluctuates between 70 and 100% .

Most of the countries have priority invest
ment sectors, but not Brazil, Chile and Ecuador. 
In most of the countries it is also possible to buy 
assets, but not in Argentina and Ecuador. The 
usual foreign investment rules are generally 
applicable, but not in Chile and Mexico. W ith the 
exception of Argentina, there is no obligation to 
put in new funds, nor is there any incompatibil
ity with other promotion schemes. Almost all 
the countries impose some time-limit on remit
tance of profits and repatriation of capital.

Lastly, no country so far allows debt conver
sion funds to be used in the stock market.

2. T h e  im p lem en ta tion  o f  th e  system  
by cou n tries1

a) B razil

Law 4131 on foreign investments authorizes 
the conversion of loans into equity. During the 
1980s in Latin America Brazil pioneered the 
implementation of a system for swapping debt

for equity; in December 1982 fiscal incentives 
were introduced to promote conversion, includ
ing tax cuts from 5 to 10% . These were revoked 
in June 1984.

Brazil also has the largest amount of con
verted debt: US$1 926 million. Most of this 
amount is accounted for by transnational corpo
rations which have transformed into share capi
tal their foreign debt with the corporation’s 
subsidiaries, subject to the restrictions contained 
in the foreign investment regulations. The repa
triation of the capital was confined to the terms 
of the original loan, eight years in most cases 
(Business A m erica , 19 January 1987, p. 3, and 
IMF, 1987). However, this procedure has also 
been used by transnational corporations to remit 
profits (Business Latin A m erica , 27 June 1984, 
p. 204, and E u rom on ey , August 1986, p. 69).

From June 1984 conversion was confined to 
the direct equity of the debtor in intra-company 
loans and international and external loans gua
ranteed by the parent company. At the begin
ning of 1985 the tax allowance was likewise 
restricted.

The programme had a moderate inflationary 
impact while it lasted, for no steps were taken to 
neutralize the increase in money in circulation 
(Marques Moreira, 1986). It was finally discon
tinued in early 1986, although some transactions 
are still carried out on the basis of case by case 
approval (T h e  E con om ist , 7 May 1987).

The Central Bank is at present considering 
the possibility of re-authorizing capitalization. 
The new conversion plan is encountering pow
erful political resistance and its details are still 
not known. However, there is speculation that 
the purchase value of the discounted notes will 
range between 65 and 100%  of the nominal 
value, depending on the investment and the 
region. It will be possible to use the resulting 
local currency only for new investments or for 
capital widening and not as working capital for 
the payment of local debt.

The programme will include special incen
tives for firms which carry out swap transactions

‘The countries are taken in the chronological order in which 
they began to implement the system.



110 CEPAL REVIEW No. 32 / August 1987

for exports. Remittance of the profits of these 
firms will be based on a percentage of the net 
exports and not of the equity. Investment in 
shares using conversion funds may also be auth
orized, as Brazil’s stock market is the largest in 
the debtor countries (Business' Latin A m erica , 27 
April 1987).

b) C hile

In May 1985 the Central Bank of Chile estab
lished two methods of converting external pub
lic debt and private guaranteed debt in different 
chapters of the Law on International Exchanges: 
chapter XVÍII, covering only local transactions, 
and chapter X IX  which covers overseas ones as 
well. The Chilean programme has the highest 
rate of debt conversion in relation to its cumula
tive value (5% ). In both systems foreign debts 
with terms longer than 365 days can be used for 
conversion into assets, debt payments in local 
currency and other activities in Chile.

Except in the case of a bank which uses its 
assets in Chile for the transaction, the notes are 
bought at a discount in the secondary interna
tional market. Before making the conversion the 
agent makes an application to the Central Bank 
for approval in a funds proposal. The conversion 
is made at the current dollar exchange rate. Once 
the application has been approved, the note is 
exchanged for national currency or bonds 
expressed in national currency at a nominal 
value. Under chapter XVIII the Central Bank 
keeps a commission of about 16% , which is not 
the case under chapter X IX . The foreign debt is 
thus cancelled. Most of the debt is converted into 
financial instruments, which are later sold at a 
discount in the local market to obtain national 
currency. The current discount is 10 to 15%. 
According to information from the Economics 
Ministry, the limit imposed on the programme 
by the government is between US$2 000 and 
US$4 000 million (E u rom on ey , August 1986). 
Chapter XVIII authorizes individuals and enter
prises to buy with their own foreign exchange 
foreign debt instruments with terms longer than 
365 days. Prior agreement between the pur
chaser and the debtor is required for the acquisi
tion of instruments, for the obligation will be 
immediately payable in Chile on delivery of the 
document. This agreement is not required for 
notes of the Central Bank, which can be swapped

directly for negotiable instruments expressed in 
units of investment at a discount of 3%  of the 
original value. The principal of this instrument 
will have a term of 10 years and the interest will 
be payable quarterly.

The amount of these transactions may not 
exceed the principal or the balance of the debt in 
the original instrument plus the respective 
interest,

A local agent, through a foreign agent, 
locates suitable Chilean external debt and buys it 
at a discount. This purchase is financed with the 
agent’s own dollars or dollars bought in Chile’s 
parallel market or with own dollars from abroad. 
This third possibility may amount to a repatria
tion of capital. The person concerned then auth
orizes a local bank to obtain the agreement of the 
Chilean debtor for the redenomination of the 
foreign debt in national currency, This bank sub
mits an offer to the Central Bank for part of the 
monthly quota to be allocated to the highest 
bidder, stating how much it will pay for the 
conversion transaction.

Once the Central Bank has given its appro
val, the obligation is purchased and it is rede
nominated in pesos by the local bank, thus 
creating a new domestic debt instrument. The 
foreign debt is cancelled and the new (indexed) 
instrument is delivered to a local agent. The 
bank’s costs in obtaining the quota are passed on 
to the agent. The new debt is placed in the local 
market at about 92%  of its value. The resulting 
amount is handed over to the agent.

The advantage of chapter XVIII does not lie 
solely in the lower cost of local currency funds 
resulting from the difference between the dis
counted and the nominal value of the note, less 
the cost of obtaining the quota and the difference 
between the parallel market exchange rate and 
the official rate used for the transaction, but also 
apart from the profit gained, in the possibility of 
laundering capital withdrawn from the country 
or from the public accounts of the enterprises.

Chapter X IX  authorizes individuals or legal 
entities, Chilean or foreign, resident or non
resident, to invest in Chile by purchasing and 
using foreign debt instruments, with the right to 
use the foreign exchange market to send capital 
and profits abroad. This chapter has antecedents 
in the Decree with the Force of Law No. 600, 
which regulates direct foreign investment in
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Chile and includes among its provisions the pos
sibility of capitalizing duly authorized debts and 
non-remitted profits. Both types of capitaliza
tion constitute an input of capital which carries 
with it the right of unlimited remittance and of 
repatriation after three years.

Creditor banks can carry out transactions 
with their own notes or these notes may be 
bought at a discount by third parties in the secon
dary market. The persons concerned must make 
an application to the Central Bank, identifying 
the applicant and describing clearly the pro
posed investment. As in the previous case, an 
agreement is required stating that the debt will 
be paid in Chile on the terms indicated. Central 
Bank instruments do not require this agreement. 
In no case may the amount of the transactions 
exceed the value of the original instrument.

Applications may be accepted or rejected by 
the Central Bank, which may make its approval 
subject to part of the investment being made 
with the proceeds of the sale of foreign exchange 
in the free market, but it has not so far done this. 
If it approves the application, the Central Bank 
may authorize remittance and repatriation; the 
profits may not be remitted during the first four 
years, and from the fifth year only 25%  of the 
net profits may be remitted. Profits obtained 
after the fifth year may be remitted without 
restriction. Capital may only be repatriated in 
the amount of the proceeds of the alienation of 
assets or rights corresponding to the original 
investment. Remittances are made at the bank 
exchange rate. The note is thus acquired by the 
agent and then redeemed by the original debtor 
in pesos at a discount of 10%  of the nominal 
value. The investment is made with the 
proceeds.

When the debtor is the Central Bank, the 
debts are converted into national currency notes 
at their nominal value and at the official 
exchange rate. Otherwise the terms are agreed in 
each case. The Central Bank holds the informa
tion and controls remittance and repatriation.

The legal guarantee of transactions under 
chapter X IX  is an agreement with the Central 
Bank, unlike investments under Decree Law 
No. 600 which are guaranteed by a contract-law 
with the State. The general taxation schedule is 
applicable, and the possibility granted under 
Decree Law No. 600 to other forms of foreign

investment to opt for tax exemption for 10 years 
is not available. There are no sectoral limitations 
and established or operating public or private 
enterprises may be acquired. There is no differ
ence of treatment among sectors and conversion 
is not an alternative to special development 
schemes. There are no pre-established quantita
tive limits, but each transaction must be 
approved by the Central Bank, and this enables 
the Bank to control the system (table 4).

In August 1986 the Central Bank established 
a third method of capitalization, by means of 
which persons acquiring Chilean foreign debt 
instruments may apply them to the subscription 
and payment of shares issued by enterprises 
which need to increase their capital because of 
excessive debt. Chileans and foreigners may take 
advantage of this provision, which makes it dif
ferent from chapter XVIII. There is no right of 
remittance or repatriation. These transactions 
are not subject to Central Bank quotas; therefore, 
no interest or taxes are payable on the value 
added. Another method is the recycling of the 
debt notes of public enterprises contracted with 
overseas suppliers to enable these enterprises to 
reduce their obligations. The foreign debt notes 
issued by enterprises such as Ferrocarriles, 
Endesa and the Metro which are not included in 
the renegotiation of the foreign debt can be 
transferred to the country and handed over to 
the Treasury, which will accept them at a larger 
discount than under chapters XVIII and X IX  (E l 
M ercurio , 15 August 1986).

There are other methods of reducing the 
debt, such as forgiveness of part of it under a 
bilateral agreement; however, this does not 
amount to conversion of foreign debt.

Up to February 1987 transactions under 
chapter XVIII amounted to US$594 million and 
under chapter X IX  to US$441 million, to which 
could be added the capitalization of debts under 
DL 600, which are suspended. Transnational 
corporations have preferred to buy others’ debt 
at lower prices, keeping their own debt in force. 
Transactions of this kind have been used for the 
purchase of enterprises and about half of them  
have been attributable to pension and insurance 
funds (table 5), with working capital included in 
the category.

Some financial advisers and foreign banks 
have indicated the possibility of establishing an
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international mutual fund in Chile with a view to 
attracting resources from insurance companies, 
pension funds and other institutional investors 
which want to invest in specialized portfolios {E l 
M ercurio , 20 March 1987). At the same time, 
inputs are envisaged for investing these funds by 
means of chapter X IX  transactions with foreign 
debt notes {La E p oca , 17 June 1987). These 
bodies may not own more than 5 % of the equity 
of a single issuer, nor may their investments in 
an enterprise exceed 10%  of the Fund’s assets. 
Remittance of profits will be subject to a single 
income tax of 10% .

c) M exico

The Mexican capitalization programme 
started up in April 1986. Foreign investors may 
buy foreign debt of the public sector at a discount

in the secondary and exchange markets at the 
official peso exchange rate for use in authorized 
investments. It may also be swapped for Mexi
can Treasury notes which are traded in the 
market to obtain local currency.

The debt is redeemed at 70 to 100%  of its 
nominal value, depending on the purpose for 
which the pesos obtained in the transaction are 
to be used. The authorized purposes include the 
purchase of enterprises which are being privat
ized; repayment of loans in pesos to Mexico’s 
nationalized banks; prepayment in pesos of 
Ficorca2 obligations; and payments to national 
suppliers. The highest priority, and therefore 
the lowest discount, applies to the sale of 
selected State enterprises and new investments

^Exchange insurance scheme of the Bank of Mexico.

Table 4

CHILE: FOREIGN DEBT NOTE TRANSACTIONS, BY TRANSACTION TYPE

(M illion s o f  d o llars)

Capitalización 
151.600 +  others

Ch. XVIII v i v  n ¡ i -  Debt forgivenessCh. X IX  Portfolio swaps . .
and others Total

May August 
1986 1986

Feb.
1987

May August 
1986 1986

Feb.
1987

May August 
1986 1986

Feb.
1987

May August 
1986 1986

Feb.
1987

May August 
1986 1986

Feb,
1987

May August 
1986 1986

Feb.
1987

. Public sector (a + b + c+ d ) - 84 168 2 9 0 87 92 344 13 32 42 - 57 183 292 733

a) C entral Bank - 45 4 9 56 60 6 0 232 10 11 12 115 119 3 0 0

- N ew  funds - 41 34 - 75

* 1983/ 1984 rescheduling - - 4 26 * 30

- O th ers 10 10

b) S ta te  Bank 6 18 44 4 4 5 9 22 4 9

- 1 9 8 3/ 1984  rescheduling - 6 - 6

- O th ers - - 4 - 4

c) Pu blic en terp rises * - 8 36 42 27 32 35 2 - 57 35 68 136

d) P riv ate  sector w ith

public guarantees 25 65 149 77 17 22 25 82 24 9

- 1 9 8 3/ 1984  rescheduling o f 

private financial sector - 25 - 25

. P riv ate  sector (a + b ) 149 149 155 155 213 304 42 6 6 101 37 19 26 155 2 0 0 358 538 647 944

a) P riv ate  financial sector 63 63 65 147 204 295 42 6 6 101 34 16 23 14 14 34 2 0 0 262 517

- A rticle  14 loans 63 63 147 42 34 14 300

b) P rív ate  e n terp rises  sector 8 6 8 6 9 0 8 9 9 3 3 3 141 186 324 239 285 4 2 6

- A rticle  14 loans 86 86 8 3 133 231

- O th ers 8 8

ota l (A  +  B) 149 149 155 239 381 594 128 158 445 51 51 68 155 2 0 0 414 722 9 3 9 1 6 7 7

S o a n e :  C e n t r a l  f la n k o f  Chi le .
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Table 5

CHILE: SECTORAL DISTRIBUTION OF DEBT 
CAPITALIZATION TRANSACTIONS UNDER 

CHAPTER XIX, MID-1985 TO 
OCTOBER 1986

(M illions o f  dollars and percen tages)

Sector" Amount Percentage

Pension funds and
insurance companies 81.0 43.0
Industry 30.9 16.4
Trade 15.8 8.4
Fisheries 11 .0 5.8
Transport and
communications 9.3 4.9
Forestry and farming 7.3 3.9
Mining 2.9 1.5
Miscellaneous 30.3 16.1
Total 188.3 100.0

Source: C en tra l B ank o f  Chile.
"Increases in w o rk in g  cap ital have been included in th e

e n te rp rise s ’ secto ral category.

or capital widening which generate exports, 
reduce imports and create jobs, or are located in 
special zones ( W orld  Financial M arkets, August 
1986, pp. 11 and 12). The funds may not be used 
for working capital, except in support of an 
increased capitalization programme {Business  
Latin A m erica , 1 August, pp. 270 and 271).

Although in principle Mexican companies 
may not use the programme, in two cases already 
contracts have been signed through subsidiaries 
of Mexican companies abroad {F inancial T im es, 
5 January 1987). It has recently been confirmed 
that local firms may participate, with priority 
given first to export companies and then to 
subcontractors and tourism companies. Transac
tions in 1987 were below US$1 200 million 
{Business Latin  A m erica , 9  February 1987, and 
T h e E con om ist, 1 March 1987).

All the transactions require authorization 
from the Economics Ministry and the National 
Foreign Investment Council. Once the conver
sion has been approved, an additional complica
tion comes into play. The proceeds in local 
currency are deposited in the Treasury and dis
bursed directly to suppliers, creditors and con
tractors on presentation of the corresponding 
documentation.

The approved investments cannot guaran
tee profits not related to their income levels and 
effective profits, and the terms of the conversion 
of the instrument may not be more favourable 
than those of the original loan (IMF, 1986). The 
remittance of profits in the first five years may 
not exceed the interest on the original debt. 
Capital may not be repatriated for 12 years {Bus
in ess Latin  A m erica , 20 April 1987).

The Mexican programme was suspended in 
February 1987 owing to lack of progress in the 
renegotiation of the foreign debt. Half of the 60 
banks (mostly in the United States) which had 
refused to commit new funds in the renegotia
tion will not be able to participate in the conver
sion programme {Business Latin  A m erica , 18 
March 1987). Moreover, in order to offset the 
inflationary impact of the programme, it has 
been limited to US$100 million per month 
{A m érica  E con om ía , No. 4, 1987, p. 28).

d) Costa R ica

Costa Rica’s capitalization programme 
began in August 1986; it includes tax exemp
tions for investment in priority sectors, such as 
those which generate non-traditional exports, 
tourism and the new free zones in which assem
bly work for export is being developed. The first 
investments were in the banana industry, the 
financial sector and flower growing {South, 
December 1986). The Central Bank considers 
applications case by case and pays up to 70%  of 
the nominal value; the bonds which are issued 
are sold at a discount. There are no restrictions 
on the immediate remittance of profits. Repatri
ation of capital may begin only after a period 
equivalent to the term of the original debt {Busi
ness Latin A m erica , 20 April 1987). The possi
bility has been indicated of establishing a plan 
for buying Costa Rica’s foreign debt notes at a 
discount of 25%  (lower than commercial dis
count) for forest conservation projects {U m aña, 
1987). Up to May 1987 transactions amounting 
to US$83 million had been processed, and no 
new operations are envisaged for the moment.

e) P hilipp in es

Detailed regulations concerning the conver
sion programme of the Philippines were pub
lished in August 1986; the programme is open to
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local and foreign investors. Almost all the exter
nal public debt and most of the private debt can 
be traded. The notes are swapped by the Central 
Bank at the official exchange rate, provided that 
the proceeds are used for investment in selected 
economic sectors, each of which has its own 
priority.

The sectors receiving preferential treatment 
include industries producing exportable goods, 
the farm sector, construction and health and 
education services. In these sectors there are no 
restrictions on the remittance of profits, and 
capital can be repatriated in quotas after the first 
three years. The terms are different in the other 
sectors of the economy. The Central Bank 
charges 10%  — and not 5 % —  on the transac
tion’s value; profits may be remitted only after 
four years and the repatriation of capital may not 
begin until the sixth year. These investments 
also require new funds equivalent to 10%  of the 
value of the converted debt.

The Central Bank has received applications 
amounting to U S$220 million, but up to October 
1986 it had approved only 19 transactions 
amounting to US$33 million (E u rom on ey , Feb
ruary 1987).

It has also been reported that the capital of 
the commercial financial system and of the coun
try’s 50 biggest companies amounts to around 
US$6 000 million or a little less than a quarter of 
the debt. Conversion could therefore result in a 
foreign takeover of the economy.

The Philippines has recently proposed 
another conversion system: Philippine invest
ment notes. Banks are offered the option of 
converting the above-LIBOR margin of their 
interest payments into these notes instead of 
money. These are foreign debt dollar instru
ments, without interest, maturing in six years 
(T h e  E con om ist, 14 March 1987).

f) E cuador

At the beginning of December 1986 the 
Monetary Board issued resolution 395/86 , 
approving a capitalization system limited to the 
private foreign debt which was "securitized” in 
1986 in a programme which was subsequently 
incorporated in the consolidation of Ecuador’s 
foreign debt with the banks in August 1986. Its 
ceiling is US$1 346 million (E x p reso , 5 
December 1986).

Nationals and foreigners may buy notes, 
which will be acquired by the Central Bank at 
their nominal value less a commission. The Cen
tral Bank will deliver local currency to the agent 
making the capital investment, thereby cancel
ling the private debt. There will be no monetari- 
zation in this programme: credits will be 
exchanged against debt of equivalent value. The 
Central Bank will be exempt from granting new 
loans to replace those paid back by means of 
capitalization (A nálisis Sem anal, 19 December 
1986).

Each contract signed will spell out the limits 
on remittance of profits and repatriation of capi
tal (Business Latin  A m erica , 5 December 1986). 
Profits may not be remitted until the fifth year or 
capital repatriated for 12 years (Business Latin  
A m erica , 20 April 1987). The capital may not be 
repatriated within a period shorter than the one 
set out in the amortization schedule in the agree
ment on consolidation of the foreign debt.

This transaction is singularly attractive for 
banks and financiers which need to improve 
their debt ratio. There are no other restrictions 
except those governing foreign investment. 
Resolution 3 9 5 /8 6  indicates the possibility of 
establishing priority sectors, but it is not known 
whether this will be done by general regulation 
or individual decisions. However, the capitaliza
tion agreement contains an intrinsic selectivity 
criterion. It is not applicable to the formation of 
new businesses but only to the conversion of 
debt into equity: if there is no debt, there can be 
no conversion. The first conversion transaction 
was completed at the end of March 1987.

g) V enezuela

Debt conversion is governed by Decree 1521 
of 1987, but several aspects are left blank, and 
these will probably be clarified when the Decree 
is implemented. The conversion may be effected 
by means of capitalization of foreign loans, con
version of foreign public debt into foreign 
investment, and conversion of foreign public 
debt into national investment. This latter 
method will be supervised by a special commis
sion, for which the Superintendent of Foreign 
Investments will act as executive secretary. 
Applicants have to undertake not to remit prof
its amounting to more than 10%  of the capital 
for three years; capital may not be repatriated
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during the first five years, and during the next 
eight years the maximum repatriation will be 
12.5% ; there are no restrictions on repatriation 
after 13 years.

Conversion into foreign investment may be 
authorized when the investment is intended for 
imports substitution or exports promotion, or to 
prevent the collapse of enterprises or when it is 
for use in the agriculture and agro-industry sec
tors, road and railway infrastructure works, tour
ism, construction of social housing, domestic 
transport, capital goods, chemical and petro
chemical products, electronics and informatics, 
biotechnology, and aluminium and its process
ing. Other sectors may be approved.

Once the conversion has been authorized, 
the Central Bank will buy from the investor 
notes representing foreign public debt and it will 
supply him with local currency with which to 
make the authorized investment. Alternatively, 
the Central Bank will furnish domestic public 
debt instruments. The purchase or guaranteed 
value of the notes will be the nominal value, 
although discounts may be introduced.

For the conversion of foreign public debt 
into national investment the Central Bank will 
buy notes from public enterprises and pay them 
in cash or with bonds at an exchange rate to be 
established. Lastly, the capitalization of external 
loans in debtor enterprises will be governed by 
Decree 1200, which regulates foreign invest
ments in general.

A general condition for the purchase by the 
Central Bank of foreign public debt notes is that 
they shall be converted into domestic debt on 
financial terms equal or better for the debtor.

On the same date the Economics Ministry 
and the Central Bank issued an exchange rate 
agreement which set the rate for the three tran
sactions at 14.4925 bolívares to the dollar (Latin  
A m erica  W eekly  R ep ort, 11 June 1987).

h) H onduras

In June 1987 the Government of Honduras 
approved a foreign debt conversion operation 
amounting to US$6 million. The Central Bank 
swaps the notes into local currency at 100%  of 
their nominal value. The local currency is depos
ited in national banks and may be used only to 
finance local investment costs.

Export projects may use the system, in 
which case the foreign exchange used for remit
tance of profits must come from the export earn
ings of the company concerned. Projects of 
considerable benefit for the country may also use 
the system, including probably the privatization 
of certain public enterprises (Latin A m erica  
W eekly  R eport, 11 June 1987).

i) A rgentina

In May 1987 Argentina established a public 
foreign debt conversion programme, the main 
feature of which is the requirement of invest
ment of new funds, which must be at least equal 
to 100%  of the nominal value of the debt to be 
converted.

There is the possibility of integrating the 
dollar by means of a direct investment of the 
foreign currency, a six-year loan or application of 
Bonex’87 at 96%  of its nominal value. In all 
cases a dollar is brought in directly from abroad, 
but there are other less rigid systems for includ
ing the additional dollar. Only 50%  of the new 
funds may be integrated through capital depos
ited in the investment fund or loans obtained 
from the International Finance Corporation. 
The system permits the integration of the new 
funds by means of foreign exchange spent on the 
import of investment goods and equipment.

Conversion applications will be valued and 
selected by public bidding, and the preference 
given to projects will depend on the ratio of the 
new funds required to the debt to be converted. 
Priority will be given to proposals offering a 
larger input of dollars.

The agent will have to undertake to use the 
local currency to buy equipment or construct 
factories or other work which increase the pro
ductive capacity and the net supply of goods. 
Consideration will also be given to investment 
proposals designed to enhance the efficiency and 
productivity and increase the supply of services, 
especially those which strengthen the balance of 
payments. Permission will not be given for stock 
market investments financed by the conversion 
or for funding privatization or investment under 
the Houston Plan (petroleum).

The conversion operates only with foreign 
currency already processed through other mech
anisms and this currency may not be used for the 
transfer of existing assets. Consideration is still
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being given to the possibility of using conversion 
to cancel loans obtained through rediscount by 
the Central Bank {E l Clarín, ed. int., 1-7 June 
1987).

. Investments by foreigners will be subject to 
prior approval of the investment under the 1980 
law on foreign investments. Proposals will not 
be .accepted if they involve the transfer of blocks 
of stock which affect domestic security or are 
designed to increase the supply in economic sec
tors which require rationalization.

The administrative period for approval of 
the projects before the bidding is 45 days.

The additional funds will have to be brought ' 
in before or at the same time as the conversion 
for projects of up to one million dollars, and in 
other cases the transaction will be made in accor
dance with the approved time-table. The inves
tor must deposit a guarantee with the local 
acting bank or put up a bank guarantee; the same 
bank will be responsible for acting at all stages of 
the bidding and of the programme in general.

Once the deposit has been produced — equal 
to 3%  a year on the outstanding balance of 
additional funds—  the Central Bank will convert 
the obligations into local currency at the agreed 
prices. The exchange rate used will be the closing 
buyer's rate of the Banco de la Nación Argentina 
on the day. The resulting amount will be depos
ited in the local acting bank and the converted 
obligation will be extinguished.

The bank will release the deposits in accor
dance with the agreed schedule and the guaran
tees will be released in amounts equal to the 
converted percentage of the total transaction. 
The same bank will notify the Central Bank of 
the completion of the transaction.

In the event of non-completion within 60 
days the investor will lose the guarantee. If the 
non-completion is partial, the loss will be so as 
well. If the additional funds are not brought in, 
the total guarantee is lost, as is the right to effect 
the remainder of the agreed conversion. Sanc
tions will also be imposed.

The acting bank will also monitor the use of 
the deposit for the project. The additional funds 
will have to be furnished in accordance with a 
time-table proposed by the investor and used in 
the project in the proportion which served as the 
basis for the approval. The bank will also issue 
the necessary certificates, approvals and verifica

tions to ensure the correct and timely use of the 
funds in the approved investment project.

The programme envisages investments of 
around US$4 000 million over five years, of 
which half will be financed by conversion and 
half by the entry of additional funds from abroad, 
either as investment of capital or as medium- 
and long-term loans.

j) O ther countries

A special case of swapping has been estab
lished by Peru, which has begun negotiations for 
the exchange of foreign debt notes for goods. 
Two-thirds of non-traditional exports may be 
paid for in foreign exchange and the remaining 
third in Peruvian foreign debt notes. A transac
tion totalling US$20 million was carried out in 
Docember 1986, when a United States bank 
accepted asparagus and minerals instead of for
eign currency (Latin A m erica  W eekly  R ep ort, 9 
April 1987).

The Government of Bolivia made an official 
offer to the bank which heads the committee for 
that country to but at a discount of 90%  the 
US$671 million owed to 128 commercial banks 
{Latin A m erica  W eekly  R ep o r t , 9 April 1987, 
and Business Latin  A m erica , 25 May 1987). It 
has recently been reported that transactions 
were being performed for repurchase of public 
debt at a discount of 75%  {A m érica  E con om ía , 
No. 4, 1987).

Jamaica has announced its intention to 
establish a programme for converting into 
equity up to US$100 million of foreign debt with 
commercial banks. These transactions may be 
used for new investments in factories and hotels 
(T h e  Jou rn a l o f  C om m erce , 25 May 1987).

In Colombia there have been hints of the 
possibility of initiating a capitalization pro
gramme using bank debt, for the discount on the 
rest of this country’s debt would not be sufficient 
to get such a programme off the ground {Busi
ness Latin A m erica , 22 September 1986).

The Dominican Republic is exploring the 
possibility of permitting the conversion of debt 
into equity. Guatemala is expected to announce 
shortly a debt-to-equity conversion plan, espe
cially with respect to the stabilization bonds 
callable in 1988 and 1989.

In Nigeria notes for non-secured unpaid 
obligations may be redeemed in local currency on
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terms agreed between the holders and the Cen
tral Bank. If the approved long-term investment 
is actually made with the proceeds of this tran
saction, it will be treated as if it has been made in 
foreign currency with respect to taxation of rem
ittance of profits and repatriation of capital 
(.In te r n a t io n a l  C a p ita l M a rk e ts , December 
1986).

3. O ther d ev e lop m en ts

a) T h e  Ja p a n ese  corp ora tion  in th e  Cayman
Islands

The 28 mainjapanese banks which have lent 
to Latin America have established a company 
—JBA Investment Inc.—  in the tax haven of the 
Cayman Islands to buy their own debt notes at a 
discount. The discount is established by thejapa- 
nese Centre for International Finance, a semi- 
State body set up to examine the situation of the 
holder countries.

The banks can offset the resulting capital 
losses against their taxes. The new body receives 
payments of capital and interest on the original 
terms; the amounts received are distributed to 
the banks as profits (E u rom on ey , April 1987).

JBA Investment will begin operations by 
buying Mexican notes representing US$13 000  
million of the total of US$36 000 million owed 
by the region to Japanese banks.5 The new com
pany’s first goal will be to sell the loans totalling 
US$830 million made to Mexico in 1983. Opera
tions will then continue with other public debt of 
Mexico or other countries.

Some of the possible consequences of this 
initiative are as follows:

—  Increased pressure for the creation of a 
multilateral system of the same kind by means, 
for example, of the establishment of a subsidiary 
of the World Bank specializing in the purchase 
of third-world debt at a discount (Business Latin  
A m erica , 25 May 1987).

—  The Japanese Banks are very large credi
tors to the region and a large-scale operation in 
this market will affect the unity of the creditors, 
which has so often been contrasted with the 
disunity of the debtors.

’T h e  deb t o f o th e r  coun tries  w ith  Jap an e se  banks is as fol
low s, in descend ing  o rder: B razil US$11 000 m illion; A rg en tin a  
US$5 500 m illion ; V enezuela  US$4 300 m illion; C hile US$1 800 
m illion.

—  The discount rate applied by this body to 
the sale of the debt will either be limited to the 
secondary market rates or, what is more likely, it 
will be a different rate, in which case the existing 
market will be seriously affected.

—  In the medium term the Japanese body 
will be able to begin other activities, such as debt 
swap transactions, and even play an active role in 
debt renegotiation.

—  The competitive capacity of the Japanese 
banks will be improved in the opposite direction 
to the one envisaged in the Baker Plan, for it will 
be easier for these banks to de-link themselves 
from Latin America.

—  There may possibly be an increase in 
direct investment by Japan in Latin America.

b) M utual Funds

The International Finance Corporation (a 
subsidiary of the World Bank) is urging the 
debtor countries to form a stock market for for
eign investment and establish national mutual 
funds in which foreign investments can be made. 
Doubts persist as to who should manage the 
funds, the taxes to be levied and the type of 
shares which might be bought by such funds 
(T h e  E con om ist , 7 March 1987).

As stated earlier, Brazil and Chile are exa
mining the possibility of permitting the conver
sion of debt into special mutual funds for stock 
market investment.

c) C onversion  transactions outside th e  o ffic ia l
p ro g ra m m e

Lastly, it must be pointed out that, in addi
tion to the programmes of agreements initiated 
and approved by the economic authorities of the 
debtor countries, some creditor banks have 
swapped notes for capital in private transactions 
(IMF, 1986). So far most of these transactions 
have concerned Mexico.

At the end of April authorization was 
expected for a debt-equity swap between the 
Grupo Industrial Alfa — the country’s main pri
vate corporation—  and the creditor banks, 
which was granted in December 1986. The tran
saction will cover a foreign debt of US$920 mil
lion to be exchanged for 45%  of the group’s 
shares, plus US$25 million in cash and the pur
chase of US$200 million of public debt (Council 
of the Americas, 1987, and Financial T im es, 10 
April 1987).
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III 

A provisional assessment

1. T h e  balan ce o f  paym en ts

The question as to whether a conversion system 
helps the balance of payments can be examined 
from several perspectives. The first question 
ought to be about the advantage of repaying 
ahead of time debt for which normal servicing 
has been suspended or restricted by several coun
tries and which represents a large proportion of 
the total debt. The banks have been gradually 
accepting the possibility of relatively large par
dons. Debt extinguished by conversion could not 
take advantage of any changes in the renego
tiated terms.

Conversion reduces the amount of the debt 
and improves slightly the country’s negotiating 
position with its creditors, but there should be no 
illusions about the early restoration of the flow 
of capital to Latin America. The reduction of the 
debt will not create a new supply of credit and in 
this sense it will not be beneficial.

From  another perspective, the operation 
does not offer a global solution to the debt prob
lem, nor has anyone suggested that it does. It is 
sufficient to compare the volume of cumulative 
direct foreign investment in the region 
— US$60 000 million at the end of 1985—  with 
that year’s debt, which amounted to US$368 000 
million. It would be necessary to increase six-fold 
the present volume of foreign investment to 
bring it up to the level of the debt, even though 
the ratio would clearly be smaller if discounts are 
applied to the debt.

Conversion of the debt reduces the amount 
of annual interest, and this helps the national 
balance of payments. However, there are two 
opposite effects which can impair — or even 
reverse—  this result. The reduction in the debt 
through conversion is offset by the decline in 
real foreign investment caused by this fictitious 
investment; it must be remembered that there is 
no inflow of foreign exchange.

Furthermore, the investment generates 
future obligations, including remittance and 
repatriation, which might be greater than the 
original payment of debt even though occurring

at a later stage. Since the purchase prices of the 
assets are established in a period of recession 
— in which they are the prices which offer the 
best possibility of investment—  it is very possi
ble that the converted capital may prove more 
profitable than the medium-term interest rate. 
In fact, the net effect of conversion on the coun
try’s balance of payments is neither simple nor 
positive. In the long term, the control exercised 
by the banks over real assets will probably mean 
repatriation of capital, for the banks will not 
wish to retain these assets indefinitely.

Lastly, the fact that the notes are paid at a 
discount involves a paradox: the conversion 
checks the rise in the discount rate for the notes 
and in some cases it would seem to have reversed 
this upward trend; the discount rate does not rise 
any further — or even falls—  by virtue of the 
willingness of the countries to pay the debt at 
this level.

2. D irect fo r e ig n  in vestm en t

Given the decline in direct foreign investment in 
the region and the associated gloomy outlook, it 
would be useful to have an effective incentive for 
attracting such investment.

A careful judgement must be made as to 
whether it is worth losing the positive effect of 
direct foreign investment on the region’s econ
omy in exchange for an insignificant improve
ment in the foreign debt situation. The 
conversion system must be evaluated in the con
text of a national policy for foreign investment, 
for otherwise it will merely be a question of 
liberalization and reduction of this investment 
under another heading; the widespread use of 
the capitalization system would be one more 
factor in the reduction of restrictions on foreign 
investment which is taking place in Latin Am er
ica, a process which certainly ceased long ago to 
have much incentive effect.

If optimum investment results are not 
expected from the conversion scheme, it can be 
used for many different purposes, including the 
acquisition of working capital or replacement of
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Table 6

E ST IM A  D ES D E B T  O F S U B S ID IA R IE S  O F 
U N IT E D  S T A T E S  T R A N S N A T IO N A L  

C O R P O R A T IO N S , 1977 A N D  1982

(T housands o f  m illions o f  dollars)

Value

1977 1982

I. Foreign debt 21.8 38.1
a) Long-term 7.3 16.9

W ith parent companies 1.5 5.3
W ith other foreigners 5.8 11.5

b) Short-term 14.5 21.3
W ith parent companies 5.3 11.0
W ith other foreigners 9.2 10.3

II. Debt with bodies in
the recipient country 30.9 47.8
a) Long-term 1.9 4.3
b) Short-term 29.0 43.5

T otal debt I +  I I 52,7 86.0

Source: E stim ates o f th e  U n ite d  N a tio n s  C en tre  o n  T ran sn a tio n a l 
C o rp o ra tio n s  in "F o reign  d irect in v e stm en t in  L atin  
A m erica: recen t trends, p rospects , and issues”, UNCTC 
Current Studies, Series A , N o. 3, N ew  Y ork. U n ited  
N a tio n s  pub lication , Sales N o .: 86.11.A. 14, 1986.

local loans. Not all transfers of assets result in 
greater productive capacity in the national econ
omy, nor is foreign investment equally advan
tageous in all economic sectors. It might even 
stimulate unnecessary operations which do not 
increase national investment, such as the pur
chase of assets for subsequent resale, all on less 
explicit terms than before. The quantitative 
effect of diverting the investment might have 
unfavourable qualitative implications.

If the flows resulting from conversion are 
considered to have the benefits of direct foreign 
investment, a paradoxical situation is created. A 
foreign currency transaction carried out abroad, 
as a result of which local assets are bought with 
cheap local money and at a discount, provides 
rights equivalent to those resulting from a tran
saction using risk capital in foreign currency 
effectively brought into the country which in the 
short terms increases the country’s productive 
capacity.

Conversion can become a subsidy for shifted 
investment, which would have taken place in any 
case without the conversion (IMF, 1986). There 
is an implicit subsidy when a transnational cor

poration with X million dollars buys x3 million 
in pesos to invest today and remit tomorrow  
from the region.

From another standpoint, this situation con
centrates on one factor of direct foreign invest
ment — the capital—  but it disregards others, 
such as technology and exporting capacity.

The foreign debt of the transnational corpo
rations in the region amounted to US$38 100 
million, of which US$17 000 million was long
term and US$5 300 million obligations to parent 
companies (table 6). However, it is interesting 
to note that, to judge by the available informa
tion, the transnational corporations prefer to 
pay off their debts in full and purchase other 
cheap debt.

Apart from special cases — such as the immi
nent bankruptcy of viable enterprises—  the pur
chase of existing assets by transnational 
corporations brings no great benefit. Moreover, 
it can encourage speculation in the prices of the 
assets.

3. R epatriation  an d  laundering  
o f  capital

In the case of the return of fugitive capital or the 
laundering of capital, there is a positive saving 
on the payment of interest without the disadvan
tage of loss of foreign exchange through debt 
payments or subsequent remittance. Further
more, the central bank can reserve to itself part 
of the discount when such a policy is in force. 
The repatriation of capital is a clear positive 
element.

However, as far as can be determined from 
the available data and although we must await 
the relevant information before forming a final 
opinion, conversion is not producing a massive 
repatriation of capital. Indeed, the success of the 
system can lead to new flights of capital or 
revolving movements of capital, i.e., the removal 
of capital from the country for subsequent re-use 
in the country, followed by removal once again.

The system implies using the repatriation of 
capital to pay in advance the foreign debt which 
otherwise might perhaps have been rescheduled 
over a longer term. There are other uses for this 
capital of greater priority for national develop
ment (Arellano and Ramos, 1986).

From another standpoint, conversion offers 
a new profitable opportunity to enterprises
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which commit an illegal act in some cases or an 
act harmful to the country’s development in oth
ers. It has been said, perhaps with irony, that one 
of the advantages of converting the debt into 
foreign investment would be that when foreign
ers buy local businesses, national financiers 
might become convinced that it was a good thing 
to invest in the country itself instead of remit
ting their funds abroad (F ortu n e , 18 August 
1986), and this might halt the flight of capital.

From  a perhaps extra-economic perspective, 
it may be wondered why the owners of assets 
abroad should be rewarded with capital gains, 
when for the same objective — the payment of 
the foreign debt as the main variable of eco
nomic policy—  real wages and public expendi
ture fall, with harmful effects on the well-being 
of most of the population.

4. L oca l fin an ces

One advantage of capitalization is that the debt 
is paid in local currency and not in foreign 
exchange. However, it is advanced payment of 
the debt and it is questionable whether this is 
justified in the present circumstances of most of 
the Latin American economies; the payment is 
financed from national savings or capital, which 
are diverted from other possible uses. This can 
lead to speculation or a merely transient 
improvement with respect to the assets and to 
juggling of capital gains among economic agents 
(Dornbusch, 1986a).

From another perspective, if conversion 
results in an increased money supply, inflation 
may be stimulated. "W hen a foreign creditor 
exchanges its claim on an entity in a debtor 
country for equity in the same entity, no flows of 
funds are involved. Domestic monetary condi
tions are unaffected... When local-currency funds 
are paid out in exchange for the foreign-currency 
debt being swapped, domestic liquidity will 
increase...”, although the monetary expansion 
may be limited in various ways, one of them 
being the application of periodic installments or 
quotas (W orld  F in an cial M arkets , September
1986).

If the notes are exchanged for bonds which 
are converted into local currency in the secon
dary market, the scheme will not have the same 
inflationary effect, always provided that the 
volume of transactions is relatively small in rela

tion to the national money base. However, the 
programme can have an inflationary effect if the 
economic authorities do not try or are unable to 
neutralize the monetary impact of conversion. If 
the notes are exchanged directly for local cur
rency in the central bank, the monetary authori
ties should reduce the money supply by an 
equivalent amount to prevent an expansion of 
the money base.

In the absence of clear incentives to direct 
the process towards investment, its main effect 
may be the allocation of budgetary resources to 
the financial system which is carrying out these 
transactions, which ultimately will become 
simply a form of financing and not a stimulus to 
genuine investment, which can be promoted 
with much better means applied more accurately 
(Dornbusch, 1986b).

From the fiscal standpoint, it is possible that 
the domestic debt incurred by the redemption of 
the notes may bear more interest than the origi
nal foreign debt. Furthermore, an effect of 
expulsion from the local financial market may 
occur.

Lastly, one consideration of interest is the 
effect of conversion transactions on the 
exchange rate, especially with respect to the 
margin between the official and parallel rates. 
This will depend on the demand created by the 
conversion transactions and the supply of for
eign exchange in the black market, funds which 
have not left the country but are not official 
either.

5. F oreign  con tro l o f  th e  
nation al econ om y

If foreign direct investment is thought desirable, 
there will inevitably be a relative loss in eco
nomic independence, which in an optimum  
situation will be offset by other advantages. The 
growth in direct foreign investment as a result of 
conversion may be viewed through the prism of 
cumulative investment of this kind throughout 
Latin America’s history, which amounts to 
US$60 000 million. Potential conversion tran
sactions might total US$20 000 million over a 
few years, which gives an idea of the magnitude 
of the possible transfers of assets if there are no 
restrictions.

However, this is not just a problem of quan
tity but also of quality. Today the supply of assets



THE CONVERSION OF FOREIGN DEBT VIEWED FROM LATIN AMERICA / E, Lafoera 1 2 1

is more indiscriminate — as a result of policy 
liberalization—  and the costs are lower owing to 
the recession. However, the demand is con
trolled partly by transnational corporations but

also by transnational banks in which the han
dling of assets is by definition transitory. Is it the 
best situation when the biggest banks manage on 
a transitory basis some of the best local assets?

IV 

Conclusions and future possibilities

W ith conversion there may have been disco
vered a way of increasing national investment 
while reducing the country's foreign debt, with 
benefits for all the sectors involved. However, 
some modalities do give rise to problems in the 
way in which they are applied at present.

The creditor banks gain from this operation, 
for they liquidate some risky debts — they would 
not otherwise sell their instruments at a 
discount—  or exchange their financial assets 
directly for real assets. At the same time they 
continue to insist on the total repayment of the 
rest of the debt. Local residents who launder 
capital also benefit because they obtain for their 
dollars a higher local currency rate than in the 
parallel market. Foreign investors profit because 
they finance with cheap pesos — the difference 
between the face value and the value paid—  the 
purchase of real assets at recession prices and 
their transactions enjoy some of the guarantees 
offered to foreign investment. Multilateral lend
ing bodies approve because the debtor country 
thus gives priority to the main variable of real 
importance to them, namely the payment of the 
foreign debt. The country exchanges a debt of 
doubtful origin and problematical recoverability 
for a certain debt, which is paid by diverting 
funds which might be used for other purposes, 
by transferring real assets to new owners or by 
reducing its working capital.

From  another standpoint, conversion makes 
it impossible to monitor or audit the part of the 
foreign debt which is capitalized, owing to the 
superimposition of a commercial transaction 
involving third parties. This is important in 
those countries in which there has been criticism 
of the legitimacy of the debt as well as of the 
efficiency of its use.

In some cases this amounts to a burdensome 
method of reducing the foreign debt which can

have major collateral effects. In order to attain 
the country’s objectives — re-entry of capital and 
increased productive foreign investment—  spe
cial policies, of benefit both to the countries and 
to their creditors, should be put into effect in 
order to increase foreign investment in specific 
sectors and not merely to reduce the debt.

It is also clear that the various conversion 
schemes are very different in nature. It makes no 
difference whether the proceeds of the conver
sion are used for directly productive purposes, 
involve new capital, increase the production 
capacity and are directed toward sectors which 
generate exports, or whether, on the contrary, 
these proceeds are freely available — including 
for speculative purposes— , do not involve new 
funds and are used mostly for the purchase of 
existing assets.

It is beneficial to swap unproductive obliga
tions for investment opportunities, especially 
when the future of foreign investment is uncer
tain (Weinert, 1986/1987) but the proof of the 
benefit to the nation is not the dynamism of the 
process, if the initial conditions are unsuitable.

The main United States banks have recog
nized that risky investments in the third world 
have lost their parity value. It might therefore be 
necessary to recognize the value of the debt 
market. The reduced face value of the debt 
represents the market value of the regional for
eign debt, but this is a market with peculiar 
features. Why pay more than the real price of the 
debt? According to the secondary market in 
promissory notes, the real value of the notes is at 
least a third below their face value.

From another perspective, it is difficult to 
understand how Latin America’s creditor banks 
earn money be dealing in notes at one price 
while at the same time requiring the payment of 
other notes at higher prices. The creditor banks
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cannot continue negotiating the total payment 
of the interest owed and carrying out multilat
eral rescheduling with governments while they 
are actively participating in the secondary 
market in discounted notes. The multilateral 
bodies and the governments of the central coun
tries cannot continue to insist on payment of the 
nominal value of the debt while at the same time 
commending the conversion mechanism.

Moreover, it is important to note the terms 
on which conversion is acceptable. In the case of 
conversion into foreign investment it is impor
tant to determine what foreign investment is 
needed. If the conversion is to work properly, it 
must be governed by a selective and efficient 
policy and not based on differential terms which 
produce unreal solutions. It might be possible to 
require an infusion of new capital proportional 
to the capital of the conversion and to encourage 
investment in the production of tradeable goods, 
r e s t r i c t i n g  in v e s tm e n t  in f in a n c ia l  
intermediation.

Conversion operations might be made the 
responsibility of a Latin American fund which

would allocate the proceeds of these transactions 
to investment.

With regard to the capital which is to be 
repatriated or laundered, Ffrench-Davis (1987) 
has pointed out that a similar amount might 
perhaps be obtained by applying a preferential 
rate, in conjunction with directly accepted laund
ering of capital. In this way the capital might be 
put to other uses of greater priority for national 
development.

It might perhaps be necessary to negotiate 
with the countries in which external deposits 
have been placed to persuade them to change the 
tax regulations with regard to deposits by for
eigners. As Dornbusch (1986b) says about Uni
ted States policy in this respect: "It is also worth 
recognizing that the capital flight problem is to a 
large extent of our own doing. The Administra
tion in an effort to fund our own deficits at low 
cost has promoted international tax fraud on an 
unprecedented scale. The only purpose one can 
imagine for the elimination of the withholding 
tax on nonresident asset holdings in the United 
States is to make it possible for foreigners to use 
the United States financial system as a tax 
haven.”
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External 
debt in 
Central 
America

Rómulo Caballeros*

The countries of Central America did not manage to 
escape the effects of the crisis of the 1980s, despite 
having pursued a relatively conservative external 
financing policy. Although their external debt was 
mainly public or backed by the government, the 
increase in interest rates and deterioration in the 
terms of trade created considerable external imbal
ances which forced them to apply stringent adjust
ment policies. Economic activity weakened and the 
countries had to choose between finding new sources 
of financing or transferring the whole impact of the 
crisis to the domestic economy.

Although in absolute terms the external debt of 
Central America amounts to barely 4%  of the 
region’s total debt, the ratio of external debt to pro
duct is double the Latin American average. Only 
Guatemala has moderate relative debt figures. The 
various reprogramming rounds have succeeded in 
deferring the problem for a time without solving it 
and arrears and accumulations of unpaid interest and 
principal have occurred.

The author says that the renegotiation pro
cesses have not considered the real capacity of each 
country to service its debt, with the result that the 
agreed repayment periods have been too short and 
the costs too high. He also states that the use of the 
available internal and external investment funds 
must be decided with great care, bearing in mind that 
external resources must be a complement to and not 
a substitute for national development efforts.

•H e a d  o f  th e  Section  o f  E conom ic D evelopm en t, 
In te rn a tio n a ] T ra d e  and S tatistics at ECLAC’s M exico City 
office.

________________________________________

The Central American economy is currently suf
fering the effects of the deepest and longest 
economic crisis of the last four decades. The fall 
in output, combined with inflationary tensions, 
has cut back the real incomes of a large part of 
the population. The already high unemployment 
and underemployment indices have grown even 
bigger and other imbalances have worsened, 
including in particular the fiscal deficit and the 
balance of payments.

One of the most critical distortions, which is 
largely responsible for this economic perfor
mance, is the foreign trade gap. This is now at an 
unprecedented level in Central America, while 
for various reasons it is increasingly difficult for 
the countries of the area to obtain external 
financing.

On the one hand, the unfavourable terms of 
trade resulting from the instability of export 
prices and the sustained rise in import prices 
have continuously undermined the purchasing 
power of sales to countries outside the region. 
On the other hand, this instability, combined 
with higher costs, has slowed down the produc
tion of farm goods for export. The volume of 
foreign sales has therefore tended to stagnate or 
even, in some countries, to decline. Added to this 
is the decline in tourism services, due basically to 
the social and political upheavals in the region, 
and the increasing interest payments on the for
eign debt, producing the extremely difficult 
situation indicated by the current account of the 
balance of payments.

The continuous increase in intra-zonal trade 
for about the past 20 years demonstrates the 
high degree of interdependence of the econo
mies of the Central American Common Market 
(CACM), the autonomous strength of which has 
survived the political and other differences 
among the five countries of the Isthmus. How
ever, the financial restrictions have been creat
ing a critical situation which is threatening to 
have a profound effect on the CACM and to 
accentuate the downward trend in each of the 
economies. Although the common market is still 
in existence, financial difficulties caused by glo
bal imbalances in the balance of payments have 
prompted the countries to apply increasingly 
strict exchange restrictions which have also

Introduction
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affected trade within Central America. Further
more, the countries with surpluses in this trade 
have had to limit their sales because it is impossi
ble for them to grant or expand easy payment 
facilities to the others owing to their own finan
cial difficulties and their deficits with the rest of 
the world.

The flow of external financing to Central 
America grew dynamically during the period 
1970-1983. This financing also underwent major 
changes as a result of the shifts in the interna
tional economy and various general economic 
policy measures, including in particular the bor
rowing modalities adopted by the countries of 
the region. These changes manifested them
selves mainly in the volume of funds mobilized, 
in the main sources of funds and in the standard 
terms of the new debt.

Up to 1973 external financing had comple
mented the national investm ent efforts. 
Between 1973 and 1978 it increased considerably 
as a proportion of total savings and was becom
ing a dynamic element which enabled the coun
tries to cope with the great imbalances generated 
by the trade flows. In this period the countries’ 
increasing need for external financing coincided

with a ready supply of funds from international 
banks at low capital cost, and this produced a 
dramatic change in the situation: an increase in 
the participation of private sources in the exter
nal public debt.

This trend grew stronger from 1978; exter
nal financing now provided a majority of savings 
and financing from private sources acquired a 
dominant role in the total flow of external funds.

Lastly, in the past four years ( 1983-1986) the 
situation became asymmetric. On the one hand, 
interest rates in the international capital market 
had increased rapidly from 1981 — although 
they moderated in 1986—  producing a consider
able increase in the cost of the existing debt and a 
worsening of the external imbalance of the econ
omies. On the other hand, the reduced supply of 
funds from international banks, combined with 
the liquidity problems which the countries had 
in meeting their increasing commitments, dis
couraged the international financial system from 
continuing to channel funds to the Central 
American countries, or at least to most of them. 
Thus was tied the noose of financial strangula
tion which is now affecting the majority of the 
Central American economies.

i

The external debt in 1970

By 1970 the region’s external debt amounted to 
US$1 350 million, 4 8 %  of which consisted of 
loans contracted or guaranteed by the State, and 
52%  of obligations to the private sector.

As an average for the area, the amount of the 
external commitments could be considered mod
erate in both relative and absolute terms. For 
example, the per capita foreign debt was US$88, 
or roughly 25 %  of the average annual product of 
Central America, and its absolute level was 
almost equivalent to exports of goods and 
services.

Nevertheless, from the beginning of the 
decade important differences were emerging 
among countries, with respect both to the total 
value and to the structure of the foreign debt. In 
1970 Costa Rica, Nicaragua and Guatemala had

the highest absolute levels of debt, in that order. 
In El Salvador and Guatemala the public debt 
exceeded the private debt, while in Honduras 
and Nicaragua the proportions were roughly 
equal, and in Costa Rica the private debt was 
greater (69% ).

The situation varied with respect to capacity 
to pay. In Costa Rica and Nicaragua the commit
ments exceeded by about 50%  the annual value 
of exports, and both the ratio of debt to product 
and the per capita debt were the highest in the 
subregion. At an intermediate level, the debt of 
Honduras was almost equivalent to the value of 
exports and represented 25 % of the product; El 
Salvador and Guatemala were in a more favoura
ble position. The external debt contracted or 
guaranteed by the State was at a high level in
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Guatemala and Nicaragua (the two countries 
accounting for more than 50%  of the Central 
American total), followed by Costa Rica, with a 
share of 31 % , and much smaller shares for Hon
duras and El Salvador.

From the beginning of the 1970s private 
sources of financing had been acquiring particu
lar importance for the public sector. However, 
these operations were very different in nature 
from those of subsequent years. In most cases it 
was a question of placing public bonds with the 
overseas branches of the central banks for 
medium terms (between five and eight years) 
and at pre-established interest rates similar to 
those of other operations of the foreign banks at 
the time of the transaction.1

In the region as a whole, 36%  of the external 
public debt had been contracted with private

'It must be remembered that at that time and up to 1982 
interest rates were regulated in the United States, the main supp
lier of funds, and subject to specific limits.

sources, and most of the debt with official sour
ces (60% ) was with multilateral financing 
bodies.

In 1970 the region’s external public debt 
service (interest and repayment of principal) 
represented 7%  of the value of exports and a 
little under 13%  of public expenditure. The 
situation was satisfactory for the majority of the 
Central American countries, although Nicara
gua, Costa Rica and, to a lesser extent, Guate
mala had higher percentages because of the high 
absolute level of debt which they had contracted. 
The debt burden was much less for Honduras 
and El Salvador, in that order.

To sum up, Central America's total foreign 
debt was small in real terms in 1970, although in 
relation to other macroeconomic variables (pro
duct and exports) it was already reaching signifi
cant levels in Costa Rica and Nicaragua. In El 
Salvador and Guatemala, unlike other countries, 
the public debt accounted for a majority of bor
rowing and in Guatemala it had been contracted 
mainly with private sources.

II
Management of the changes in external financing

From  1974 two important phenomena occurred 
in the international capital market. The oil sur
pluses generated by the price increase led to 
intense competition among the banks in the 
investment of these funds, at a time when inter
est rates were even lower than world inflation.

The developing countries that were major 
net importers of oil, such as the Central Ameri
can countries, were doubly affected by the 
adverse developments in the world economy. On 
the one hand, they took the full impact of the 
increased prices of hydrocarbons and, on the 
other, they had to cope with the widespread 
increase in the prices of other imported goods. 
Furthermore, although shortly after these 
increases the prices of some of their own export 
commodities rose, they did so to a lesser extent 
than import prices.

In these circumstances the countries of Cen
tral America, like other countries of Latin Am er

ica, were faced with the dilemma of adjusting 
their economies to the new limits imposed by 
the world situation or maintaining their historic 
growth rates by mobilizing a larger volume of 
external resources.

The effects of this latter option and the dif
ferences in the particular emphasis and impor
tance which each country attached to the two 
alternatives can be seen in the different situa
tions in which these countries find themselves in 
the mid-1980s.

When the external imbalance worsened in 
1974, the countries of the subregion decided, to 
varying degrees, to have recourse to external 
financing to ensure an adequate level of interna
tional liquidity to meet the needs of their respec
tive productive systems. As it was impossible to 
obtain sufficient funds from official multilateral 
or bilateral sources, they had to incur high and
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increasing levels of debt with international pri
vate banks.

Three basic features distinguished this type 
of financing from financing obtained from offi
cial sources: i) the loans did not have to be used 
to finance productive or development projects 
and they were usually used to meet the country’s 
foreign currency commitments resulting from 
the trade deficit; ii) the agreed periods of the 
loans were short, especially for economies which 
tended to have recurrent imbalances in the cur
rent account of the balance of payments; and, 
lastly, iii) most of these loans were contracted at 
variable interest rates based on those prevailing 
in the international market, at a time when it 
was difficult to foresee the level to which these 
rates would shortly rise.

When the first of these loans were being 
contracted (and up to 1981), the United States 
financial system was regulated by the 1933 Bank
ing Act which prevented the banks from paying 
interest on demand deposits and gave the Fed
eral Reserve specific powers to set maximum 
limits on the interest rate in the majority of asset 
and liability operations. During the 1970s a 
number of changes were made in the United 
States financial system to liberalize it and stimu
late savings. In 1980 the Depository Institution 
Deregulation and Monetary Control Act pro
vided, in te ra lia % for "the progressive phasing out 
of interest-rate ceilings over a six year period...

from January 1981".2 This change in monetary 
policy and the changes in financial flows (caused 
by the decline in oil surpluses, the increased 
demand for funds by the productive apparatus 
and the increase in the United States fiscal 
deficit) swiftly produced spectacular interest rate 
rises in the international market. This increased 
considerably the interest payable on the external 
debt for all the countries and in particular for 
those which had opted to obtain massive financ
ing from external sources before the rules of the 
game were changed in the system which is the 
main source of these funds.

During this period the international situa
tion was also affecting the operating costs of 
multilateral financing bodies. On the one hand, 
since the beginning of the 1980s the supply of 
ordinary funds had expanded more slowly than 
the demand and therefore there had been an 
increase in the proportion of special funds origi
nating in several lending countries, which cost 
more than ordinary resources.3 On the other 
hand, the exchange rate changes among the 
creditor countries following the flotation of the 
dollar had increased the cost of the funds 
obtained from countries which had had to 
revalue their currencies. This was why, although 
slowly and gradually, the element of subsidy in 
the loans granted by official bodies4 had declined 
throughout the 1970s.

2See Charles Collyns and Yusuke Horiguchi, "Financial
supermarkets in the United States”, Fin an ce an d  D ev elo p m en t,
International Monetary Fund and World Bank, vol. 21, No. 1, 
March 1984.

3Although this cost is still above the international market 
interest rate.

''Indicated by the difference between the interest rate charged 
and the international market rate, among other factors.

Ill 
Recent evolution of external debt and 

situation in 1986

The combination of the financial instability in 
the subregion and the weakening of economic 
activity strengthened the characteristic trend of 
external financing from the earlier period, and 
subsequently certain imbalances between the 
economies’ capacity to pay and their commit
ments grew stronger.

From 1981 the growth rate of the total exter
nal debt declined for Central America as a whole 
and in each of the countries except Guatemala. 
The average increase for the area, which had 
been 18.5%  between 1978 and 1981, fell to 
17.8%  in the three years 1981-1983 and to 8%  
between 1983 and 1986. But these rates were still
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very dynamic in comparison with the weakening 
of other macroeconomic variables. Accordingly, 
in the period 1978-1986 the subregion’s capacity 
to pay deteriorated to the point where several 
countries had to renegotiate their external com
mitments. In 1983 the per capita debt of Central 
America averaged US$729 (more than double 
the 1978 figure), but the figures for Costa Rica 
and Nicaragua were especially high (US$1 400  
and US$1 700 respectively). In this same period 
the ratio of debt to domestic product doubled to a 
coefficient of 84 % for the subregion; it tripled in 
the case of Nicaragua. External liabilities 
amounted to more than three times the region’s 
exports and the situation was particularly diffi
cult for Nicaragua and, to a lesser extent, Costa 
Rica.

The slowdown in the growth of the total 
external debt was due to the decline in private 
sector borrowing, for this sector paid its commit
ments — by increasing external costs above 
internal interest rates—  or succeeded in trans
forming them into official sector liabilities.

In contrast, the external public debt con
tinued to increase between 1978 and 1981, 
thanks in particular to Guatemala, El Salvador 
and Nicaragua. In the following two years (1981- 
1983) the increase moderated owing to the diffi
culty encountered in 1983 in obtaining 
additional capital, although it was still 2 0% ; this 
increase was of great importance in absolute 
terms owing to the high level of external public 
borrowing in the previous years. Finally, during 
the period 1983-1986 the region’s public debt 
amounted to merely 9%  owing to the sluggish
ness of multilateral financing.

From  1979 — shortly after the second 
increase in the prices of hydrocarbons—  the 
external deficit had been eating into the interna
tional monetary reserves, while the fiscal deficit 
was at an unprecedented level. At that point the 
governments had to decide between adjusting 
their economies to the circumstances imposed by 
the international recession (with all the political 
and social consequences implied by a decline in 
living standards), seeking to defer and soften the 
effects of the crisis through a policy of stimulat
ing production (which implied an aggressive 
borrowing policy), or adopting a combination of 
these two options.

In fact, owing to the particular circumstances 
produced by the social and political confronta

tions in some countries of the region, none of the 
countries rejected the possibility of moderating 
the harmful effects of the crisis, although some 
of them placed greater emphasis on this and 
took action before the others. As a result, exter
nal public financing became the decisive element 
in almost all economic policy; it served as the 
basic support for savings, it financed practically 
all public investment and covered the fiscal 
deficit, as well as providing international liquid
ity for the external sector.

As the purpose of this borrowing had been 
to moderate the external and internal imbalan
ces rather than to finance far-reaching develop
ment projects, part of the new debt had to be 
contracted with international banks which were 
already operating with variable interest rates 
and short terms. Accordingly, the participation 
of private sources in the region’s total external 
public debt increased from 36%  in 1970 to 42%  
in 1979 and to almost 50%  in 1982. The same 
thing occurred in almost all the countries, and 
even when in 1983-1986 this proportion was 
forced down by the hardening of attitudes on the 
part of private sources of financing, the figures 
for Central America continued to be strongly 
influenced by those for Guatemala.

The average terms of the new debt deterio
rated perceptibly during the period 1980-1986  
and the burden of foreign debt service increased 
in all the countries. In 1986 the subregion had to 
allocate an average 39%  of its exports to debt 
service, as against 11%  in 1978. This meant a 
very great effort, especially when it is remem
bered that the prices of the main export goods 
showed a significant upturn in 1986.

On the other hand, it must be borne in mind 
that these indicators and in general all the flows 
connected with the external debt have been 
affected during the past three years by arrears in 
the repayment of principal and even in the pay
ment of interest, especially in the cases of N ica
ragua and Costa Rica, countries which, being 
quite unable to meet their commitments, had 
recourse to renegotiation. The position of Nica
ragua seems even more critical when the 1982 
coefficient5 is taken into account, and the results 
for Costa Rica were strongly influenced by the

5Even though the results of part o f the renegotiation were 
already included in this year.
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payment of arrears, the interest on which it had 
to settle in full between 1982 and 1983.

The deterioration in the structure of the 
foreign debt was due, on the one hand, to the 
maturity of the loans contracted with private 
sources — the periods of which were insufficient 
for domestic economic recovery—  and, on the 
other hand, to the sharp increase in interest rates 
in the international market from 1978, and to an 
even sharper increase since 1980, which affected 
a large part of Central America’s external debt 
(about 30% ). For example, in 1970 interest pay
ments accounted for 29%  of the external debt 
service for the whole region; by 1978 this figure 
had risen to 48%  and despite the decline in 
interest rates in 1986 it was still above 36%  in 
that year.

Two countries (Guatemala and El Salvador) 
opted for a conservative, foreign borrowing pol
icy, which enabled them by the end of the last 
decade to achieve the smallest amounts of debt 
with private sources. In the case of El Salvador 
these commitments have been declining in the 
past four years, partly as a result of the increas
ing flows of official external aid and to remittan
ces from nationals living abroad, which have 
helped to reduce the private financing require
ment; however, the average terms of the new 
loans made in 1982 were clearly worse than 
those obtained in 1980. Guatemala increased the 
proportion of private sources of credit above the 
1978 level and from 1984 it did so at a faster rate, 
to the point where these sources accounted for 
4 2 %  of the external public debt in 1986. The 
general indicators of the terms of the debt con
tracted in 1982 reflected a deterioration in com
parison with the terms which had been 
maintained up to 1980. On the one hand, the 
average repayment period was much shorter, as 
was the average grace period; on the other, the 
interest rate was higher.

A t first, Honduras also maintained a conser
vative attitude to obtaining external financing 
from private sources, but then it began to use 
this expedient rapidly, largely because its mone
tary policy induced the country’s private banks to 
obtain external financing to cope with the pres
sure for loans from the productive apparatus. 
Accordingly, by the end of 1982 the proportion 
of foreign debt with private sources amounted to 
35%  and the structure of the total external debt

was clearly worse than in 1970. For example, the 
average repayment period of the 1982 loans was 
reduced to 11 years and the interest rate was 
doubled.

At the other extreme, Nicaragua and Costa 
Rica opted for a massive reduction of external 
financing from private sources, although for dif
ferent reasons. Whereas the rest of the countries 
opted for external borrowing of this kind as a 
means of coping with the effects of the crisis, the 
greater part of Nicaragua’s debt had originated 
in external borrowing by the private sector 
which the State had to acknowledge and assume 
when the political situation changed. From  1980, 
therefore, the national authorities had to enter 
into complicated negotiations and in 1982 the 
proportion of the debt with private lenders had 
increased to 53%  (i.e., 32%  of the Central 
American debt with these sources). As a result of 
the renegotiation, the average repayment period 
for the external debt of Nicaragua contracted in 
1982 was about 10 years, with a grace period of 
six years and an interest rate of 9% , terms which 
were similar to the average for the region.

Lastly, Costa Rica opted to maintain the 
existing rate of economic growth and its living 
standards by means of a vigorous borrowing 
policy. Thus, using the opportunities offered by 
the international capital market, Costa Rica 
obtained increasing proportions of its external 
public financing from private sources. It 
achieved its goals in the short term, but by mid-
1981 it found itself in a serious situation owing 
to a lack of international liquidity and it even fell 
behind in its payments. In 1984 foreign liabili
ties of private origin accounted for 56%  of Costa 
Rica’s total liabilities and 36%  of the Central 
American debt from that source. Accordingly, 
the average repayment and grace periods of the 
external public debt contracted by Costa Rica in
1982 (six and two years respectively) and indeed 
the interest rate, were less favourable than the 
averages for the region.

At the end of 1986 the total external debt of 
Central America amounted to US$17 200 mil
lion and consisted mainly (95% ) of public sector 
commitments. Nicaragua (5 700 million) and 
Costa Rica (3 740 million) accounted for more 
than half of the total external debt; El Salvador’s 
share (2 100 million) was the smallest, and those 
of Guatemala and Honduras were roughly
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US$2 640 and US$2 930 million respectively.
W ith respect to the burden of the debt ser

vice on exports and services, the 1986 indicators 
include a number of distortions, as was pointed 
out above, owing to the arrears incurred by some 
countries. In any event, Central America as a 
whole had to allocate 39%  of its sales of goods 
and services to the payment of interest and prin
cipal; this high figure illustrates the unfavoura
ble terms on which most of the foreign debt had 
been contracted. The highest level (48% ) was in 
El Salvador, which was able to meet this kind of 
commitment thanks to remittances from its 
nationals living abroad and the official grants 
which it received, and in Costa Rica, which con
tinued to accumulate some arrears. For Guate
mala the proportion exceeded 30% , and 
Nicaragua could only make payments represent
ing 13%  of its exports, even though the commit
ments which it had to incur during the year were 
much higher.

The general deterioration in the terms of the 
foreign debt has certainly influenced the current 
payment difficulties of the Central American 
countries. However, it is thought that the 
greater problem for some of them is the absolute 
amount of the debt which has reached — and 
sometimes exceeded—  the limits imposed by 
economic size and capacity to pay.

The critical situation of Central America 
stands out against the Latin American back
ground. In absolute terms, the subregion’s total 
debt in 1986 represented only a little more than 
4%  of the total Latin American debt, and that of 
the most heavily indebted Central American 
country (Nicaragua) represented a little more 
than 4%  of the debt of Brazil; but in relative 
terms these countries, except for Guatemala, are 
in a very difficult position. In 1983 the average 
ratio of external debt to gross domestic product 
was 36%  for Latin America but more than dou
ble that amount (81% ) for Central America; the 
ratios of three countries (Nicaragua, Costa Rica 
and Honduras) were by far the highest in Latin 
America, and that of El Salvador was close to the 
highest (Venezuela and Chile). It can thus be 
seen that Central America has acquired an exter
nal debt which, in terms of its productive capac
ity, is bigger than that of the rest of Latin 
America.

The situation is similar with respect to the 
ratio of foreign debt to exports. Because of the 
high degree of openness of the Central Ameri
can economies, the differences between them are 
smaller. Nicaragua has the region’s highest 
ratio, and the average for Central America is 
higher than that of the other Latin American 
countries.

IV 
The renegotiation of the external debt

As the foreign trade balance of the Central 
American countries deteriorated, mainly as a 
result of the worsening of the terms of trade and 
the higher interest payments on the external 
debt, the flight of capital assumed considerable 
proportions.6 Monetary reserves were falling 
and in the end totally used up. As the countries

6Although there is no official information on each individual 
country, the approximate amount o f the flight of capital from 
Central A m éricain the past five years will have exceeded U S$4 500 
million. This estimate is based on a comparison of the results o f the 
analysis o f the balance o f payments and the total amounts o f the 
external debt according to exchange control records.

were quite unable to meet their external debt 
commitments, delays occurred in the repayment 
of principal (and even in the payment of inter
est) to the point where they were compelled to 
begin new negotiations to reprogramme the ser
vice of the external debt with international pri
vate banks and, in some cases, with official 
bilateral sources.

These negotiations are usually conducted by 
the national authorities and a d  h o c  banking com
mittees appointed by the lending banks in the 
case of private sources, or with the Club of Paris, 
made up of the main lending governments, in 
the case of the debt with bilateral sources.
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Although the negotiations are supposedly varied 
according to the economic characteristics and 
circumstances of each individual country, they 
have many features more or less is common.

1. T h e  IMF a g reem en ts

The standby loan agreements with the IMF 
involve the signature of a letter of intention in 
which the country undertakes to adopt an adjust
ment policy and meet certain concrete targets 
with respect to specific macroeconomic varia
bles, so as to be able to make the (usually quar
terly) payments agreed. This condition, which is 
intended to correct the fundamental imbalances 
in the economy, is applicable both to the finan
cial support from the Fund and to the use of the 
resources obtained through the renegotiation.7

The adjustment policy usually includes mea
sures to cut back aggregate demand (by means of 
fiscal, monetary and income mechanisms) which 
seek to adapt the basic elements of the domestic 
market (supply and demand) to the situation,8 
and other measures to stimulate exports (by 
means of exchange and tariff mechanisms, etc.) 
with a view to reestablishing the foreign trade 
balance by shifting relative prices in favour of 
export goods at the expense of items of domestic 
consumption. It has often proved difficult to 
reconcile these measures with the national 
priorities.

In the particular case of Central America, 
three countries concluded separate standby loan 
agreements in the past four years: Honduras in 
November 1982, Costa Rica one month later, 
and Guatemala at the end of August 1983.9 
These agreements included as a common 
denominator maximum limits on the growth of 
domestic monetary assets, domestic credit, the 
public sector deficit and the current expenditure

’Although there are no formal requirements in this res p e a , it 
has gradually become established practice that the signature of the 
required agreement means m ore for the countries than just the 
financial aid from  the IMF — which represents a small proportion 
o f the needs—  and it has become an almost essential requirement 
for the subsequent granting o f aid from the rest of the interna
tional financial community.

aT h e assumption is that the excess of imports over exports 
and the increase in domestic prices originate in an imbalance 
between purchasing power and domestic productive activity.

9Nicaragua did not accept the involvement of the IMF in its 
agreem ents and, although it continued to meet its existing comm it
ments to that body, it has succeeded, as a very exceptional case, in 
negotiating without it.

of the central government; they also stipulated 
an increase in the current revenue of the central 
government, in interest rates — to a level at 
which they were positive in real terms—  and in 
the tariffs of public enterprises, as well as setting 
specific levels for net external assets. In the case 
of Costa Rica and Guatemala the agreements 
stipulated the payment of the arrears of princi
pal and interest and exchange rate changes and, 
for Costa Rica, reductions in wages and salaries 
in real terms and specific levels of external pub
lic borrowing.

It can be seen that the terms imposed by the 
IMF for the granting of loans from its resources 
and for the possible renegotiation of a debt affect 
almost every aspect of the domestic economic 
policy of countries.

For many reasons the three countries in 
question had difficulty in meeting some of these 
terms and the agreements were therefore sus
pended before the end of the period originally 
agreed. At present these countries are at various 
stages of negotiation of new IMF agreements but 
no definite result has yet been achieved.

In the case of Costa Rica, the terms imposed 
by the Fund include: elimination of 5 000 public 
jobs; reduction of the fiscal deficit to a minimum; 
elimination of the exchange losses of the Central 
Bank; and moderation of wage increases. Hon
duras also held talks with the Fund in 1986 with 
a view to signing a standby loan agreement, with 
the discussion focussing on the central topics of 
reduction of the fiscal deficit and changes in the 
exchange rate. The most controversial topics in 
the case of Guatemala were exchange rate unifi
cation, elimination of the losses of the Central 
Bank and the privatization of a number of public 
enterprises.

2. t h e  rep rog ram m in g  ag reem en ts

a) N icaragua

The dramatic social and political events 
which took place in Nicaragua in m id-1979 pre
cipitated its financial crisis. As has already been 
pointed out, the new government took charge of 
the whole of the existing foreign debt, public and 
private. However, in view of the dire situation of 
the country’s economy, the authorities stated 
that they could not meet the commitments, 
including some existing arrears.
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Accordingly, after fairly broad financial and 
economic assistance had been obtained in the 
first year, an initial understanding was reached 
with the international banks at the end of 1980. 
The banks undertook, without the previous 
requirement of an IMF agreement, to renegotiate 
U S $390 million — representing principal 
already due or payable between 1979 and 1982—  
with a grace period of five years, a repayment 
period of seven years (with half-yearly install
ments) and a variable interest rate with a sur
charge of between 0.75 and 1.5%  above the 
LIBOR rate, but with a ceiling of 7% . The differ
ence between the rate agreed and the rate paid 
would be capitalized and repayment would begin 
in 1985. In addition, the country undertook to 
pay the interest due (US$90 million) in half- 
yearly installments over five years beginning in 
June 1981.

At the same time Nicaragua attempted a 
global renegotiation of the bilateral debt with 
the Club of Paris. However, the lack of a formal 
agreement with the IMF made an overall settle
ment difficult and in the end bilateral agree
ments were made with most of the lending 
governments.

During a second round at the end of 1982 the 
total commitments of the banking system — by 
then nationalized—  were renegotiated as were 
those of the recently confiscated enterprises, 
which together amounted to a little over U S$250  
million, on terms similar to those agreed in the 
earlier negotiation.

Lastly, the other private debts acknowledged 
by the State — approximately US$100 million—  
have been the subject of special negotiations case 
by case or have been formalized with certificates 
of deposit — in dollars—  for a period of five 
years and at an annual interest rate of 7% .

Owing to its adverse economic circumstan
ces, the country has not been able to meet some 
of the commitments programmed for 1983, and 
the authorities are therefore engaged in a new 
round of negotiations.

b) Costa R ica

As a result of the country’s high level of 
foreign debt commitments and its critical 
domestic economic situation, in September 1981 
"the Government of the Republic and the Cen

tral Bank notified their creditors, both official 
and banking, that Costa Rica could not continue 
the regular service of the debt’’.10 From that time 
and up to mid-1982 both the repayment of prin
cipal and the payment of interest on part of the 
outstanding foreign debt were declared in 
arrears, including the private debt consisting of 
matured liabilities for which the debtors had 
requested the necessary foreign exchange. Dur
ing 1981 public debt commitments amounting to 
US$61 million of principal and US$121 million 
of interest remained unpaid. In June 1982 the 
total amount of arrears of interest was U S$240  
million and the arrears of repayment of princi
pal amounted to US$520 million; in the second 
half of that year a further US$300 million would 
fall due and in 1983 a further U S$600 million 
would be due for payment.

This situation demonstrated the need to res
tructure most of the matured obligations with 
private creditors, including those which would 
be due for payment in 1982 and 1983, and var
ious negotiations to this end were set in motion 
in the second half of 1982.

Firstly, at the end of that year a new standby 
loan agreement was agreed with the IMF which 
included a loan of a little under US$100 million, 
and a second line of credit of U S$20 million was 
established to offset fluctuations in overseas 
sales.

Agreements were then reached with the 
majority of the unilateral creditors (Club of 
Paris) to reprogramme a little under US$140  
million of principal over a period of five years, 
with five years of grace and half-yearly payments 
beginning in September 1987.

In 1981 a co-ordinating committee drawn 
from 12 of the 170 creditor banks was set up to 
deal with the debt to international banks.11 The 
negotiations moved slowly but significant

10See P royecto  d e  Ley d e  R atificación  d e l  A cuerdo d e  R efinan- 
ciam ien to  d e  la D euda Pública Externa, and C on ven io  d e  C rédito  
R evolu tivo  suscrito en tre  e l  Banco C en tral d e  C osta Rica, la  R ep ú b 
lica d e  Costa R ica y  ¿os ban cos acreed ores , San José, 24 November 
1983, mimeo.

“ The Committee was chaired by the Bank o f America and 
included representatives from; Bank of Montreal, Bankers Trust 
Company, Citibank, Deutsche-Siidamerikanische Bank, Industrial 
Bank o f Japan, Lloyds Bank International, M arine Midland Bank, 
Royal Bank o f Canada, Security Pacific National Bank and W ells 
Fargo Bank.
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results began to emerge in the second half of 
1982, once the initial terms of reference had 
been established, and even more so when the 
standby loan agreement was concluded with the 
IM F.

This first stage was long and complex 
because Costa Rica was one of the first Latin 
American countries to fall behind in its pay
ments, and it was certainly difficult for the lend
ing banks to understand the depths of financial 
difficulty that the country had reached.12

Lastly, in December 1983 a first reprogram
ming agreement was concluded, not only on the 
payment of the capital due (1981 and 1982) but 
also on the payments for 1983 and 1984; this 
means, and it is very exceptional, that four years’ 
commitments had been renegotiated. The total 
amount negotiated was US$617 million, of 
which 95%  of "Stage I", amounting to US$475 
million, was restructured over a period of eight 
and a half years beginning in January 1983, 
including four years of grace (1983-1986) during 
which only the interest would be paid; the 
remaining 5%  was to be paid on 31 January 
1984. "Stage II” (U S$142 million) was restruc
tured over a period of seven and a half years 
beginning in January 1984, also with four years 
of grace.

W ith respect to the operating costs, the mar
gins agreed with the banks for the restructured 
portion were 2.25%  above the LIBO R  rate or 
2.125%  above the United States preferential 
rate. In addition, the charges for deferred pay
ments and refinancing were set at 0.25 and 1.0%  
respectively.

Lastly, in order to bring the payment of the 
interest due up to date, Costa Rica obtained a 
revolving commercial imports credit for 50%  of 
the total amount of current interest and matured 
interest — which in practice represented 80%  of 
the matured interest—  for a term of three years 
and at a rate of 1.75%  above the LIBOR rate or 
1.652%  above the United States preferential 
rate.

In m id-1986 a number of difficulties ree
merged with regard to the payment of foreign 
commitments. The authorities obtained a meet

l2See the P royecto  d e  L ey  d e  R atificación  d e l  A cuerdo d e  
R efin an c iam ien to  d e  la  D euda Pública Externa, op.cit.

ing with 150 commercial banks with a view to 
renegotiating US$1 600 million on the follow
ing conditions proposed by Costa Rica: a term of 
25 years with seven years of grace, interest rates 
below the United States preferential rate and 
payment limited to US$5 million a month until 
the US$30 million of interest arrears was met. 
These negotiations were not in fact held because 
the commercial banks required, before they 
would consider the proposal, that Costa Rica 
should sign a standby loan agreement with the 
IMF and pay the arrears of interest from June 
1986.

c) H onduras

In Honduras too the burden of external debt 
service on the meager supply of foreign 
exchange had become a problem in 1982, 
although less serious than in the cases described 
above. Accordingly, talks were started with the 
private banks in that year with a view to restruc
turing the payment of part of the principal due.

The negotiations continued in 1983, when 
the payments due in 1984 were also included, so 
that the amount involved totalled a little under 
US$125 million. In the middle of that year an 
agreement was reached in principal, under 
which Honduras obtained a restructuring of its 
debt in an amount of US$123 million with a 
term of seven years including three years of 
grace, and with a variable interest rate equival
ent to 2 .375%  above the LIBO R  rate or 2.25%  
above the United States preferential rate, plus 
commissions of 0.375%  for deferment of pay
ment and 1% for refinancing. However, the 
agreement remained pending owing, on the one 
hand, to disagreements about the amount of 
additional credit which would form part of the 
package and, on the other, to the condition that 
the agreement should be dependent on a standby 
loan agreement with the International Monetary 
Fund, which it had not been possible to conclude. 
In any event, Honduras acted as if the renegotia
tion had already been formalized with the 
implicit sanction of the creditors and it therefore 
stopped making part of the principal repay
ments to private sources, although by the end of 
1983 it had paid all the interest on its foreign 
debt.
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The lengthy process of renegotiation of the 
debt with international private banks was 
resumed in 1986. The agreement was to cover an 
amount of U S$218 million and, in principal, 
would meet the payments falling due between 
1987 and 1989. The Honduran authorities pro
posed the renegotiation of 100%  of these 
amounts, with a term of 16 years for repayment 
of the principal, three years of grace and the 
London interbank interest rate without surchar- 
ge.The Co-ordinating Committee of the Creditor 
Banks proposed the immediate payment of 10%  
and, for the remaining 90% , a term of 14 years, 
including three years of grace, and interest at the 
LIBOR rate plus 1.75% .

d) G uatem ala

Although Guatemala had generally been 
able to meet its external commitments, the 
amounts due on the loans contracted recently by 
the Central Bank and certain temporary arrears 
had obliged the authorities to seek reprogram
ming on a case by case basis. During 1986 they 
managed to renegotiate US$202 million of pay
ments due in 1986 and 1987 owed to three credi
tors (one private international financier, the 
Bank of Mexico and the Investment Fund of 
Venezuela). The terms varied in each case, but 
they consisted basically of longer repayment 
periods.

V
Some prospects

The region’s payment capacity over the next 
eight years (1987-1994) will be determined in 
part by the extent to which it can be offered hope 
of recovery of the international economy; but 
also by the domestic effort which it makes to 
achieve a sustained and significant surplus in the 
current account of the balance of payments, and 
by the financial support of the international 
community in response to that effort. W e will 
now give some estimates which may serve as a 
frame of reference for assessment both of the 
domestic effort and of the international co
operation.

The calculations have been based primarily 
on the forecasts of the burden of the existing 
debt — principal and interest—  on the average 
terms prevailing in 1986, taking into account the 
renegotiations obtained by Costa Rica and Nica
ragua. Account has also been taken of the possi
ble performance of exports in accordance with a 
reasonably optimistic assumption: the volume 
and prices of Central American exports will 
grow gradually during the period until they 
reach the highest levels recorded between 1970 
and 1985.

On the basis of these forecasts it is clear that 
each of the countries of the region will have to 
withstand at least three critical years in what

remains of this decade. Furthermore, even more 
serious problems could arise if the commitments 
already entered into for these years are disre
garded and new external financing is contracted 
with a repayment programme which includes 
this period.

To begin with the most immediate problem, 
the forecasts indicate that Nicaragua and Costa 
Rica will have more acute difficulties in the 
shorter term and over a longer period. The diffi
culties will perhaps be fewer for Honduras and 
El Salvador, but they will arrive quickly, 
although for a shorter period in the case of El 
Salvador; Guatemala will also have to cope with 
immediate tensions, although they will be less 
severe.

In absolute terms, and assuming that the 
present interest rates are maintained, the subre
gion will have to pay a little under US$15 000  
million between 1987 and 1994 in principal and 
interest payments on the existing external pub
lic debt, in annual installments ranging between 
US$2 700 and US$1 100 million. If overseas 
sales perform as forecast, the ratio of debt ser
vice to exports will exceed 40%  in the period 
1987-1989 and will exceed 30%  in the following 
two years.
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Even without taking into account the service 
of any debt contracted from 1987, Nicaragua, the 
region’s most heavily indebted country, will find 
itself in an extremely difficult position, for it will 
have to pay somewhat more than U S$4 000 mil
lion (2 6 %  of the external payments of the whole 
region) in annual amounts which may represent 
more than double its overseas sales in 1988 and 
more than 100%  of sales at the end of the 
decade.

Costa Rica will have to pay about US$4 000  
million (2 7 %  of the region’s total) and this will 
be very difficult, for the annual commitment will 
represent more than 45%  of its exports during 
1987-1989 and more than 25%  up to 1992.

Such prolonged efforts of this kind are quite 
incompatible with these countries’ capacity to 
respond, so that even given broad access to new 
flows of capital, it seems inevitable that in the 
short term they will have to begin a new round of 
negotiations to enable them to spread their pres
ent obligations over a much longer period and, 
above all, to ensure that the new financing does 
not include the present decade in its repayment 
programme.

The other three countries will be faced with 
a less critical situation but, on average, they will 
have to allocate around 30%  of their exports to 
service of the external public debt over the next 
four years (1987-1990) and maintain high coeffi
cients in the following two years. It is thought 
that the difficult period will be shorter for Gua
temala and that the coefficient, which may be 
more than 4 0 %  in 1988, will decline rapidly 
from 1992.

Of course the situation could turn even more 
serious if the effects of the international eco
nomic recovery on the Central American econ
omy are delayed or weaker than expected, or if 
there should be a return to the upward trend of 
interest rates in the international capital 
markets. The effects of the high public expendi

ture on security and defence should not be for
gotten, for it has eroded — directly or 
indirectly—  the financial capacity of some 
governments and forced them to borrow more 
from abroad. If this situation persists in the 
future, the prospects will be even more gloomy.

It is thought therefore that in the next seven 
years the region’s payment capacity will be small 
in terms of the existing commitments, even tak
ing into account the possibility of a prolonged 
and significant recovery in the international 
economy with beneficial effects on the econo
mies of the area.

This limitation is due, generally speaking, to 
the inability of the countries to generate sur
pluses in the current account of the balance of 
payments. Moreover, even for those which have 
the best conditions and a debt which is still 
manageable in the light of other economic and 
financial variables, there persists a problem of 
financial constraint which will compel them to 
obtain new loans. In the medium term this may 
tend to worsen the average terms of the debt.

It must also be remembered that the coun
tries with the greatest current difficulties will 
have to resort to costly and lengthy renegotia
tions which will mean further deterioration in 
their foreign commitments but will enable them 
to ease the tensions of the system only temporar
ily. In fact, so far the negotiations have not 
succeeded in bringing the debt into line with the 
countries’ real capacities; they have always 
involved a considerable increase in expenditure 
by way of the costs of renegotiation, banking 
commissions and risk surcharges above the rate 
in the international capital market. As a general 
rule, the agreed repayment periods have been 
too short to secure the recovery of the payment 
capacity of the applicant country, and this has led 
to further reprogramming of the debt with even 
higher costs.
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VI

The initiatives of the international community

As awareness of the critical social, political and 
economic situation of Central America has pene
trated abroad, the international community has 
taken a number of initiatives to determine mea
sures and mechanisms that might contribute in 
some way to a solution. The results of these 
initiatives will of course considerably improve 
the subregion’s prospects, for although the 
resources it needs to solve its problems 
— financial and economic in general—  are 
beyond its own means, they are small in terms of 
international financial flows.

1, T h e  C aribbean  Basin In itiative

The first initiative was presented in July 1981, 
when the Ministers for Foreign Affairs of Can
ada, the United States, Mexico and Venezuela 
met at Nassau in the Bahamas. On that occasion 
all the participants expressed their common 
concern about the economic and social problems 
of the countries of the Caribbean and Central 
America. The Ministers stressed the need for 
financial resources to be channelled to Central 
America to help to improve the situation and 
they thought that their efforts should be based 
on a process of consultation through which 
potential donors and recipients could come to a 
realistic understanding of the problems and 
aspirations of the countries of the basin, based 
on the national plans and priorities of those 
countries and on the available means of coping 
with their problems. On the basis of an agree
ment in principle to the effect that the external 
co-operation would have to be used essentially to 
promote economic and social development and 
that "the donor countries" would remain free to 
choose the countries with which they co
operated and the ways in which they could best 
help, the Ministers resolved to begin immediate 
consultations with the governments of Central 
America and the Caribbean and with other coun
tries and international financial institutions. 
The purpose of these consultations would be to 
determine the best procedure for agreeing a plan 
of action to facilitate trade, investment or co

operation measures which would stimulate sus
tained and balanced economic and social 
development in the region.13

In February 1982 the Government of the 
United States unilaterally informed the Organi
zation of American States (OAS) of the three 
areas of action included in its so-called Caribbean 
Basin Initiative: trade, investment and financial 
assistance. The basic element is support for trade 
activities through the decision to open a free 
trade zone for a period of up to 12 years with no 
requirement of reciprocity for the majority of 
the exports from the countries of the Caribbean 
Basin, except for those of Cuba, Grenada and 
Nicaragua. This was given concrete form in the 
submission — and subsequent approval by the 
United States Congress in 1983—  of the Carib
bean Basin Economic Recovery A ct.14 The 
majority of the countries concerned had indi
cated their interest in this possibility, but with
out underestimating the difficulties of achieving 
visible results in the short term, owing partly to 
the supply limitations of the Central American 
countries, whose products were not up to the 
standards of quality and homogeneity demanded 
in the United States market.

The second element of the initiative was to 
offer incentives for private United States invest
ment in the countries of the basin by means of 
tax exemptions. However, it seems unlikely that 
significant progress will be made in this direc
tion, at least while the political conflicts and 
tensions persist in the region and until a solution 
is found to the difficulties experienced by the 
integration programme and intra-zonal trade. It 
would also seem difficult for foreign investment 
to reach the level needed by these countries. This 
at least is what past experience indicates, for 
foreign investment has made only a modest con
tribution to flows of finance from abroad and to 
the formation of capital.

1 -'See th e  C o m m u n ic a tio n  o f  th e  C o n fe r e n c e  o f  M in is te r s  o n  

th e  D e v e lo p m e n t  o f  th e  C a r ib b e a n , N a s s a u , B a h a m a s , 1 l ju t y  1 9 8 1 .
‘■’See Ley d e  recuperación  econ óm ica  d e  los p a íses  d e  la 

Cuenca d e l  Caribe, A cuerdos G en era les  so b re  A ran celes A duaneros  
y  C om ercio  (L/5577), 14 N o v e m b e r  1983-
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The third element in the programme is an 
allocation for emergency economic assistance 
which in 1982 amounted to US$350 million for 
the 27 countries of the Caribbean Basin covered 
by the initiative.

2. T h e  m u ltila tera l in itiative p r o m o te d  by
th e  In ter-A m erican  D ev elop m en t B an k

In response to the Caribbean Basin initiative, the 
Ministers for Foreign Affairs of Central America 
and Panama stated in the Declaration of Teguci
galpa15 their political will to enter jointly into 
negotiations to obtain higher levels of external 
co-operation for the region and they prepared an 
institutional plan to facilitate the mobilization of 
the aid.16

In 1982 the Inter-American Development 
Bank (IDB) assumed the task entrusted to it by 
the governments of the Central American Isth
mus of seeking to mobilize a greater volume of 
external financing for the countries of the 
region. To this end, the Bank’s Administration 
carried out preparatory work for the organiza
tion of a forum of potential donor countries and 
the six countries of the Isthmus (including 
Panama). The first meeting of this kind was held 
in Brussels in September 1983. It was attended 
by representatives of the governments of Cen
tral America and of the international financial 
community, with a view to presenting the 
requirements for financial co-operation of each 
of the countries of Central America individually 
and of the region as a whole. On this same 
occasion a consultative meeting was held, at the 
invitation of the Central American govern
ments, with the representatives of private com
mercial banks.17

,5See S ecre ta ria t o f  F o re ig n  A ffairs o f  th e  R epublic  o f  H o n d u 
ras, D ecla ra tio n  o f T egucigalpa, annex  to th e  înforme del Relator 
de la Reunion de Cancilleres del Istmo Centroamericano, T eguci
g a lpa , 15 A ugust 1981, m im eo .

,6For m o re  de ta ils  on  th e  p roceed ings, ag reem en ts  and in s ti
tu tio n a l d e v e lo p m en t see ECLAC, Evolución dela integración cen
troamericana en 1981 (E /C E P A L /M E X /1981/1.. 17), M exico City, 
7 M ay 1982.

l7See In te r-A m eric an  D ev e lo p m en t Bank (IDR), Special Pro
gramme Meeting for the Development of the Central American 
Isthmus, Summary, B russels, 13-15 S ep tem b er 1983, W ash ing - 
ton,D ,C . (1CA-5), 11 O ctober 1983, m im eo.

A second and less formal meeting was held 
subsequently on the occasion of the Assembly of 
the Governors of the Bank held at Punta del 
Este, Uruguay, in April 1984. This meeting 
began to consider the possibility of translating 
the Bank’s initiative into the creation of a formal 
consultative group which would include the five 
Central American countries.18

At the same time the bank has been engag
ing in various activities, including in particular 
advice to the countries on the structuring of 
investment programmes. It has also collaborated 
with the countries in their efforts to stimulate 
production by means of a financing programme 
for industrial rehabilitation and recovery and to 
boost exports through the establishment of 
bilateral agreements of partial scope.

3. T h e  C ontadora In itiative

At the beginning of 1983 the Foreign Ministers 
of Colombia, Mexico, Panama and Venezuela set 
up the so-called Contadora Group at a meeting 
held on the island of that name in Panama. The 
Group has of course engaged in intensive diplo
matic activity to promote peace and détente in 
Central America, but this initiative also has an 
economic aspect. Taking a broad view of the 
origins of the subregion’s conflicts, the Group 
vigorously supported the Action Committee in 
Support of the Economic and Social Develop
ment of Central America (CADESCA) within the 
framework of the Latin American Economic Sys
tem (SELA), which is intended, in ter alia, to carry 
out a number of activities in support of the 
mobilization of resources and financial co
operation for the subregion.19 This body will also 
facilitate the expected collaboration of the inter
national community and will be able to improve 
the outlook for the Central American economy.

t8For som e of th e  background to  th is  in itia tiv e  see  ECLAC, 
Istmo Centroamericano: el carácter de la crisis económica actual, 
los desafíos que plantea y la cooperación internacional que 
demanda (E /C E P A L /C C E /4 0 2 /R e v .l) ,  M exico City, Ju ly  1981.

19SeeSELA, Reunión de Consultay Constitución del Comité de 
Apoyo al Desarrollo Económico y Social de Cenlroamérica 
(CADESCA), P an am a , 13 to  15 D ecem ber 1983, and  A ction  C om 
m itte e  for S u p p o rt o f the  E conom ic and Social D ev e lo p m en t o f 
C en tra l A m erica, f irs t reg u la r m ee ting , Informe del Relator, 
Anexo I, Programa de Trabajo 1984-1985, M exico City, 1 to 6 
M arch  1984.
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4. T h e  in itiative o f  th e  N ation a l B ipartisan
C om m ission  on  C entral A m erica  o f  th e  

U nited  States G overn m en t

W ith a view to obtaining bipartisan support for 
its foreign policy towards Central America and 
formulating a long-term position as to how the 
United States can contribute to the region’s 
development, at the beginning of 1983 the Uni
ted States Administration established a biparti
san commission which completed its work in 
January 1984 with the submission of the so- 
called "Jackson Report’’.20 This document states 
that "unless there is a substantial increase in aid, 
in our view, the prospects for recovery are bleak. 
The solution to the crisis of Central America 
does not lie along the path of austerity. W e 
believe that the people of the region must at a 
minimum perceive a reasonable prospect that, 
with sustained effort on their part, they can 
reach 1980 levels of per capita economic activity 
by no later than 1990... External financing needs 
between now and 1990 have been estimated at as 
much as US$524 billion for the seven countries 
as a group”.21 The Commission thought that 
multilateral financing bodies, other official lend-

2(1See Report of the National Bipartisan Commission on 
Central America, W ash in g to n , D.C., U.S. G o v e rn m e n t P r in tin g  
O ffice, Jan u ary  1984, pp. 52-53.

2lT h e  five C en tra l A m erican  coun tries, P an am a and  Belize.

ing institutions, private investors and commer
cial banks would be able to provide about half of 
this amount and that the remainder (US$12 000  
million) "would have to be supplied by the Uni
ted States”.

With respect to the problems of external 
debt, the Commission thought that the countries 
of the region should be encouraged to seek the 
renegotiation of their debts multilaterally, in 
contrast with the existing practice, which is 
essentially one of reaction. It went on to state 
that it was not intended that this should affect 
the debt negotiations of countries outside Cen
tral America, but it was felt that the debt burden 
should be treated as part of the emergency stabil
ization effort.

The report sets out in general terms an illus
trative institutional structure which would 
include an organization for the development of 
Central America and would be supported by a 
great variety of sources of economic information 
and analysis..., including for example the pro
ceedings of the economic advisory group now 
being organized by the Inter-American Devel
opment Bank.

Despite all these efforts there has been no 
major progress in obtaining from the interna
tional community the financial resources 
urgently needed by the subregion to ensure a 
reasonable chance of economic recovery.

VII

Some conclusions

From the arguments given above it can be seen 
that the Central American economies have had 
to cope with serious external financial imbalan
ces caused mainly by the increase in the external 
debt service and the additional reduction of for
eign exchange for other reasons. This increase 
derives from loans — especially from private 
sources—  contracted increasingly for short 
terms and at variable interest rates which have 
proved to be particularly high.

As the economic imbalance grew worse and 
the countries of the Isthmus came closer to a 
critical liquidity position, both the payment of

interest and the repayment of principal fell into 
arrears and began to accumulate, especially with 
respect to the international banks and bilateral 
financing sources, and the countries of the subre
gion were obliged to undertake intense and pro
longed renegotiation of the debt.

These negotiations have been accompanied 
by financing agreements with the International 
Monetary Fund in almost all the countries. 
These agreements usually stipulate a commit
ment to carry out economic stabilization pro
grammes which include various restrictions on 
total domestic demand combined with export
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incentive policies, and they envisage, in ter alia> 
limits on the public sector deficit, a tight mone
tary policy, prudent wage adjustments, pricing 
policies to restore to market forces their regula
tory role in the allocation of resources, and real
istic exchange and interest rate policies which 
favour flexibility in external trade and the mobil
ization of domestic savings.

Even when the renegotiations have eased 
the pressures of debt service on the external 
imbalance — and to a large extent on the fiscal 
imbalance as well—  results have so far proved 
unsatisfactory. Firstly, the renegotiation of the 
debt has meant an increase in the surcharges on 
the base rates to cover the costs due to the pay
ment of arrears and the greater doubt as to the 
recovery of the loans. Furthermore, a percentage 
has been applied in respect of "deferred charges" 
and "refinancing" of part of the debt, and the 
banks have charged other commissions, in their 
capacity as agents, for arranging the commit
ment of funds, opening of letters of credit, and 
legal fees. Secondly, the repayment periods have 
not been compatible with the real economic pos
sibilities, especially as they have been deter
mined to a large extent by expectation of the 
beneficial effects of the assumed international 
economic recovery and of the elimination of 
internal obstacles.

As to the stabilization policy — which in any 
event requires a relatively long period for its 
expected results to emerge—  it obliges the coun
tries to operate within a stringent austerity pro
gramme which makes it difficult for them to 
overcome production limitations and reduces 
their capacity to initiate a domestic economic 
recovery to restore the region’s capacity to ser
vice its external debt.

Accordingly, and taking into account the 
challenges (different in degree but of the same 
kind) which the Central American countries will 
have to take up in the remaining years of this 
decade, they will have to establish a cautious 
foreign borrowing policy with respect both to 
the possible renegotiation of part of the current 
debt and to the signing of new commitments.

W here renegotiation is concerned, it will be 
necessary to determine the critical period in 
which arrears will be inevitable, so as to preempt 
the need to begin a new reprogramming process. 
The debtor countries will thus be in a stronger

position and will be able to undertake multilat
eral negotiations and eliminate some of the addi
tional costs resulting from the current payment 
arrears.

It will also be necessary to analyse the true 
economic prospects for each country, in order to 
ensure that the repayment periods are consistent 
with their real capacity, thus avoiding a series of 
renegotiations, each of which increases the costs.

The international community will have to 
show greater understanding of the region’s eco
nomic problems, which stretch beyond the pres
ent economic crisis and into the long term, for in 
fact there are three juxtaposed crises: the general 
economic crisis, the crisis of the subregional 
integration programme and the social and politi
cal crisis.

The negotiating position of the Central 
American countries will of course be streng
thened to the extent that they devise forms of 
joint action or establish agreements for con
certed reaction. In this connection, it would seem 
that the solution of the crisis of the Central 
American Common Market warrants high 
priority.

With respect to the signing of new external 
financing commitments, the experience of the 
past will have to be taken into account in 
national borrowing strategies. Firstly, recourse 
to private sources will have to be reserved 
strictly for the financing of highly profitable 
activities which have a direct effect on the gener
ation of foreign exchange, and the gestation 
periods of these activities will have to be consist
ent with the repayment periods of the debt. This 
means that in future priority will have to be 
given to official external financing from multi
lateral and bilateral sources, and it will therefore 
be necessary to revive the national capacity to 
devise development projects, as far as possible 
with a low imports content.

The allocation of the resources among var
ious sectors and institutions will also have to be 
determined with care. The foreign debt has also 
caused financial imbalances and domestic bottle
necks when the resources have been channelled 
to institutions with little capacity to generate 
their own funds (in the national currency), and 
as a result their commitments have reverted to 
the enfeebled public exchequer.
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In any event, in the years ahead it will be 
essential to apply a clear foreign borrowing pol
icy which enhances the impact of the resources 
obtained on the national economies, in contra
distinction to what has happened in recent years. 
This is of particular importance because the net 
external resources which can be expected are

much smaller than those received in previous 
years, because the region has serious problems of 
recovery and reconstruction and because, in the 
end, it will have to revert to the basic principle 
that external resources are a complement to and 
not a substitute for national development 
efforts.

Statistical A nnex

Table 1

CENTRAL AMERICA: BALANCE OF TO TAL DEBT DISBURSED, 
BY DEBTOR, 1970-1986

1970 1975 1976 1977 1978 1979 1980 1981 1982 1983 1984 1985 1986

Central America I  349 3 390 3 888 4 601
M illions of dollars 

5 908 6 874 7 651 9 834 11 962 13 655 15 106 16 267 17 177
Public 648 1 863 2 201 2 798 3 776 4644 6 387 8 582 10 548 12 578 14 118 15 429 16 257
Private 701 1 527 1 687 1 803 2 132 2 230 1 264 1 252 1 414 1 077 988 838 920
Costa Rica 429 1 032 1 225 1 499 1 870 2 233 2 209 2 687 3 188 3 532 3 752 3 742 3 739
Public 134 421 535 734 1 112 I 463 1 797 2 315 2 807 3 184 3 419 3 425 3 432
Private 295 611 690 765 758 770 412 372 381 348 332 317 307
El Salvador 142 502 514 504 986 939 1 176 1 608 1 808 2 023 2 095 2 162 2 093
Public 117 323 355 358 512 597 1 030 1 391 1 615 1 839 1909 1 982 1 927
Private 25 179 159 146 474 342 146 217 193 184 186 180 166
Guatemala 281 465 588 670 821 939 1 053 1 385 1 841 2 149 2 505 2 624 2 641
Public 152 255 309 381 485 607 764 1 148 1 435 2 000 2 387 2 548 2 470
Private 129 210 279 289 336 332 289 237 406 149 118 76 171
Honduras 183 502 640 826 980 1 280 1 388 I 588 1 986 2 162 2 392 2 803 2 931
Public 90 264 344 458 696 864 971 1 162 1 552 1 766 2 041 2 538 2 655
Private 93 238 296 368 284 416 417 426 434 396 351 265 276
Nicaragua0 314 889 921 1 102 1 251 1483 1 825 2 566 3 139 3 789 4 362 4 936 5 773
Public 155 600 658 867 971 1 113 1 825 2 566 3 139 3 789 4 362 4 936 5 773
Private 159 289 263 235 280 370 - - - * - - -

Central America 100.0 100.0 100.0 100.0
Percentages 

100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0
Public 48.0 55.0 56.6 60.8 63-9 67.6 83.5 87.3 88.2 92.1 93.5 94.8 94.6
Private 52.0 45.0 43-4 39.2 36.1 32.4 16.5 12.7 11.8 7.9 6.5 5.2 5.4
Costa Rica 100,0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0
Public 31.2 40.8 43.7 49.0 59.5 65.5 81.3 86.2 88.0 90.1 91.1 91.5 91.8
Private 68.8 59.2 56.3 51.0 40.5 34.5 18.7 13.8 12.0 9.9 8.9 8.5 8.2
El Salvador 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0
Public 82.4 64.3 69.1 71.0 51.9 63.6 87.6 86.5 89.3 90.9 91-1 91.7 90.1
Private 17.6 35.7 30.9 29.0 48.1 36.4 12.4 13.5 10.7 9.1 8.9 8.3 9.9
Guatemala 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0
Public 54.1 54.8 52.6 56.9 59.1 64.6 72.6 82.9 77.9 93.1 95.3 97.1 93.5
Private 45.9 45,2 47.4 43.1 40.9 35.4 27.4 17.1 22.1 6.9 4.7 2.9 6.5
Honduras 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0
Public 49.2 52.6 53.8 55.4 71.0 67.5 70.0 73.2 78.1 81.7 85.3 90.5 90.6
Private 50.8 47.4 46.2 44.6 29.0 32.5 30.0 26.8 21.9 18.3 14.7 9.5 9.4
Nicaragua 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0
Public 49.4 67.5 71.4 78.7 77.6 75.1 100.0 100.0 100.0 100.0 100.0 100.0 100.0
Private 50.6 32.5 28.6 21.3 22.4 24.9 - - - - - - -

Source: ECLAC, based on figures of the W orld Bank, the Bank for International Settlements and the International Monetary Fund. 
'R efe rs  to the external public debt from 1980.
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Table 2

C E N T R A L  A M E R IC A : R A T IO S  O F  T O T A L  E X T E R N A L  D E B T  T O  P O P U L A T IO N , 
P R O D U C T  A N D  E X P O R T S , 1970-1986

1970 1975 1978 1980 1981 1982 1983 1984 1985 1986
Dollars

Per capita external debt
Central America 88 190 307 379 475 563 626 675 708 729
Costa Rica 248 525 870 969 1 147 1 325 1 430 1 480 1 439 1 404
El Salvador" 40 121 218 260 351 391 433 444 453 434
Guatemala 52 74 124 152 195 252 286 324 330 322
Honduras 69 162 285 376 416 502 528 565 641 650
Nicaragua 153 369 489 659 897 1 062 1 239 1 379 1 508 1 705

Percentages
Ratio to GDP*
Central America 24.9 33.8 35.1 37.2 53.7 67.8 74.0 77.0 89.2 83.6
Costa Rica 43.5 52.6 53.1 49.3 99.7 130.6 113.2 101.8 98.0 87.8
El Salvador 13.8 27.5 32.0 33.0 50.2 58.5 61.8 61.1 68.5 53.2
Guatemala 14.8 12.8 13.5 13.4 17.7 24.3 28.0 32.8 42.0 37.0
Honduras 25.3 48.1 54.2 54.6 60.1 75.1 84.2 91.8 103.1 100.4
Nicaragua 40.4 56.8 61.4 87.7 125.8 166.0 207.2 193.7 215.6 252.6

R atio  to  exports of
goods and services
Central America 104.4 122.7 125.0 137.1 197.4 270.0 306.9 324.0 364.0 359.8
Costa Rica 154.9 173.1 185.6 184.4 228.7 285.7 311.7 294.3 306.5 271.9
El Salvador 55.5 84.6 106.8 96.8 174.0 219.7 231.7 234.3 253.2 235.2
Guatemala 80.4 59.4 63.3 60.9 95.8 144.1 183.4 203.3 225.8 216.7
Honduras 93.1 145.7 142.6 147.3 179.6 258.9 269.9 287.5 313.5 264.6
Nicaragua 147.3 199.0 157.9 369.4 464.0 702.2 804.5 1 014.4 1 460.4 1 977.1

Source: ECLAC, based on World Bank and official figures.
"From 1979 these are the preliminary population figures estimated by the Planning Ministry (MIPLAN), which differ from theCELADE 
estimates. 

fcAt current prices.
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Table 3
CENTRAL AMERICA: BALANCE OF THE EXTERNAL PUBLIC DEBT, BY SOURCE, 1970-1986

1970 1973 1979 1980 1981 1982 1983 1984 1985 1986

C en tra l A m e ric a 648 1 863

M illio n s  o f  d o lla rs  

4 644  6  387 8 582 10 548 12 578 14 118 15 429 16 257
O fficial sources 416 1 013 2 694 3 336 4 559 5 381 7 734 8 808 10 179 10 731

M ultila te ra l 251 591 1 599 1 890 2 437 2 764 3 453 4 056 4  932 5 005
B ila teral 165 422 1 095 1 446 2 122 2 617 4 281 5 752 5 247 5 726

P riv a te  sources 232 850 1 950 3 051 4  023 5 167 4  844 5 310 5 250 5 526
C o s ta  R ic a 134 421 1 463 1 797 2 315 2 807 3 184 3 419 3 425 3 432
O fficial sources 96 241 615 658 903 1 081 1 379 1 491 1 654 1 613

M u ltila te ra l 57 140 361 364 4 68 511 529 609 959 927
B ila teral 39 101 254 294 435 570 850 882 695 686

P riv a te  sources 38 180 848 1 139 1 412 1 726 1 805 1 928 1 771 1 819
E l S a lv a d o r1 117 323 597 1 030 1 391 1 615 1 839 1 9 0 9 1 982 1 927
Official sources 70 145 388 523 716 822 1 539 1 642 I 764 1 727

M u ltila te ra l 41 78 229 300 385 431 704 771 823 858
B ila teral 29 67 159 223 331 391 835 871 941 869

P riv a te  sources 47 178 209 507 675 793 300 267 218 200
G u a tem ala" 152 255 607 764 1 148 1 435 2 000 2 387 2 548 2 47 0
O fficial sources 54 129 422 534 729 1 006 1 296 1 406 1 511 1 428

M u ltila te ra l 33 75 285 350 427 522 644 835 9 6 6 981
B ila teral 21 54 137 184 302 484 652 571 545 447

P riv a te  sources 98 126 185 230 419 429 704 981 1 037 1 042
H o n d u ra s 90 264 864 971 1 162 1 552 1 7 66 2 041 2 538 2 655
O fficial sources 86 244 577 618 769 1 009 1 302 1 565 1 954 2 044

M u ltila te ra l 62 163 374 417 503 660 818 1 049 1 345 1 407
B ila teral 24 81 203 201 266 349 484 516 6 0 9 637

P riv a te  sources 4 20 287 353 393 543 464 476 584 611
N ic a ra g u a 155 600 1 113 1 8 2 5 2 566 3 139 3 789 4 362 4  936 5 773
O fficial sources 110 254 692 1 003 1 442 1 463 2 218 2 704 3 296 3 919

M u ltila te ra l 58 135 350 459 654 640 758 792 839 832
B ila teral 52 119 342 544 788 823 1 460 1 912 2 457 3 087

P riv a te  sources 45 346 421 822 1 124 1 676 1 571 1 658 1 640 1 854

C e n tra l A m e ric a 100.0 100.0 100.0

P e rc e n ta g es

100.0 100.0 100.0 100.0 100.0 100.0 100.0
O fficial sources 64.2 54.4 58.0 52.2 53.1 51.0 61.5 62.4 66.0 66.0

M u ltila te ra l 38.7 31.7 34.4 29.6 28.4 26.2 27.5 28.7 32.0 30.8
B ilateral 25.5 22.7 23.6 22.6 24.7 24.8 34.0 33.7 34.0 35.2

P r iv a te  sources 35.8 45 .6 42.0 47.8 46.9 49.0 38.5 37.6 34.0 34.0
C o s ta  R ic a 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0
O fficial sources 71.6 57.3 42.0 36.6 39.0 38.5 43.3 43.6 48.3 47.0

M u ltila te ra l 42.5 33.3 24.7 20.3 20.2 18.2 16.6 17.8 28.0 27.0
B ila teral 29.1 24.0 17.3 16.3 18.8 20.3 26.7 25.8 20.3 20.0

P r iv a te  sources 28.4 42.7 58.0 63.4 61.0 61.5 56.7 56.4 51.7 53.0
E l S a lv ad o r 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0
O fficial sources 59.8 44.9 65.0 50.8 51.5 50.9 83.7 86.0 89.0 89.6

M u ltila te ra l 35.0 24.1 38.4 2 9.2 27.7 26.7 38.3 40.4 41.5 44,5
B ila teral 24.8 20.8 26.6 21.6 23.8 24.2 45.4 45.6 47.5 45.1

P r iv a te  sources 40.2 55.1 35.0 49.2 48.5 49.1 16.3 14.0 11.0 10.4
G u a tem a la 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0
O fficial sources 35.5 50.6 6 9 5 69.9 63.5 70.1 64.8 58.9 59.3 57.8

M u ltila te ra l 21.7 29.4 47.0 45.8 37.2 36.4 32.2 35.0 37.9 39.7
B ilateral 13.8 21.2 22.6 24.1 26.3 33.7 32.6 23.9 21.4 18.1

P r iv a te  sources 64.5 49.4 30.5 30.1 36.5 29.9 32.2 41.1 40.7 42.2
H o n d u ra s 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0
O fficial sources 95.6 92,4 66.8 63.7 66.2 65.0 73.7 76.7 77.0 77.0

M u ltila te ra l 68.9 61.7 43.3 43.0 43.3 42.5 46.3 51.4 53.0 53.0
B ila teral 26,7 30.7 23.5 20.7 22.9 22.5 27.4 25.3 24.0 24.0

P r iv a te  sources 4.4 7.6 33.2 36.3 33.8 35.0 26.3 23.3 23.0 23.0
N ic a ra g u a 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0
O fficial sources 71.0 42.3 62.2 55.0 56.2 46.6 58.5 62.0 66.8 67.9

M u ltila te ra l 37.4 27.5 31.5 25.2 25.5 20.4 20.4 18.2 17.0 14.4
B ila teral 33.6 25.2 30.7 29.8 30.7 26.2 38.5 43.8 49.8 53.5

P r iv a te  sources 29.0 57.7 37.8 45.0 43.8 53.4 41.5 38.0 32.2 32.1

Source: ECLAC: for 1970-1982, based on figures o f rhe W orld Bank, the Bank for International Settlem ents and the International M onetary Fund; for 1983- 
1986, prelim inary estim ates based on official data.

“ Includes C entral Bank debt.
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Table 4

C E N T R A L  A M ER IC A : S E R V IC E  O F T H E  E X T E R N A L  P U B L IC  D E B T , 
B Y  C O M P O N E N T , 1970-1986

1970 1975 1976 1977 1978 1979 1980 1981 1982 1983 1984 1985 1986

Central A m erica 95 264 285 408
M illions o f dollars 

491 553 669 1 168 1 626 1 635 1 661 1 620 1 848
Principal 67 158 156 244 256 258 235 569 798 931 996 987 1 167
Interest 28 106 129 164 235 295 434 599 828 704 665 633 681
Costa R ica 28 64 67 87 182 196 258 419 748 595 650 638 668
Principal 21 41 40 51 113 104 80 126 350 247 336 358 392
Interest 7 23 27 36 69 92 178 293 398 348 314 280 276
El Salvador0 12 98 89 141 91 119 139 301 223 519 364 255 427
Principal 6 75 53 109 42 47 67 234 130 397 269 189 330
Interest 6 23 36 32 49 72 72 67 93 122 95 66 97
Guatemala" 26 30 25 36 50 67 60 127 221 260 360 363 355
Principal 20 16 15 14 15 20 18 77 149 175 235 220 195
Interest 6 14 10 22 35 47 42 50 72 85 125 143 160
Honduras 5 16 28 42 65 113 102 129 231 158 208 296 360
Principal 3 6 13 20 34 71 48 61 110 72 128 197 237
Interest 2 10 15 22 31 42 54 68 121 86 80 99 123
N icaragua 24 56 76 102 103 58 110 192 203 103 79 68 38
Principal 17 20 35 50 52 16 22 71 59 40 28 23 13
Interest 7 36 41 52 51 42 88 121 144 63 51 45 25

Central A m erica 100.0 100.0 100.0 100.0
Percentages 

100.0 100.0 100.0 100.0 100.0 100.0 100,0 100.0 100.0
Principal 70.5 59.8 54.7 59.8 52.1 46.7 35.1 48.7 49.1 56.9 60.0 60.9 63.1
Interest 29.5 40.2 45.3 40.2 47.9 53.3 64.9 51.3 50.9 43.1 40.0 39.1 36.9
Costa R ica 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100 100.0 100.0 100.0
Principal 75.0 64.1 59.7 58.6 62.1 53.1 31.0 30.1 46.8 41.5 51.7 56.1 58,7
Interest 25.0 35.9 40.3 41.4 37.9 46.9 69.0 69.9 53.2 58.5 48.3 43.9 41.3
El Salvador 100.0 100,0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0
Principal 50.0 76.5 59.6 77.3 46.2 39.5 48.2 77.7 58.3 76.5 73.9 74.1 77.3
Interest 50.0 23.5 40.4 22.7 53.8 60.5 51.8 22.3 41.7 23.5 26.1 25-9 22.7
Guatemala 100.0 100.0 100.0 100.0 100,0 100.0 100.0 100,0 100.0 100.0 100.0 100.0 100.0
Principal 76.9 53.3 60.0 38.9 30.0 29.9

oo

60.6 67.4 67,3 65.3 60.6 54.9
Interest 23.1 46.7 40.0 61.1 70.0 70.1 70.0 29.4 32.6 32.7 34.7 39.4 45.1
Honduras 100.0 100.0 100.0 100.0 100.0 100,0 100.0 100.0 100.0 100.0 100.0 100.0 100.0
Principal 60.0 37.5 46.4 47.6 52.3 62,8 47.1 47.3 47.6 45.6 61.5 66.6 65.8
Interest 40.0 62.5 53.6 52.4 47.7 37.2 52.9 52.7 52.4 54.4 38.5 33.4 34.2
N icaragua 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0
Principal 70.8 35.7 46.1 49.0 50.5 27.6 20.0 37.0 29.1 38.8 35.4 33.8 34.2
Interest 29.2 64.3 53.9 51.0 49.5 72.4 80.0 63.0 70.9 61.2 64.6 66.2 65.8

Source; ECLAC, based  o n  figures o f  th e  W orld  B ank, th e  Bank fo r In te rn a tio n a l S e ttlem en ts  and  th e  In te rn a tio n a l M onetary  Fund. 
“ Includes serv ice  o f  th e  C en tra l B ank debt.
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Table 5

C E N T R A L  A M ER IC A : B U R D E N  O F E X T E R N A L  P U B L IC  D E B T  SE R V IC E , 1970-1986

(P ercentages)

1970 1975 1976 1977 1978 1979 1980 1981 1982 1983 1984 1985 1986

O n exports o f goods and services
Central A m erica 7.4 9.6 7.9 8.7 10.6 10.2 12,0 23.4 36.7 36.7 35.6 36.2 39.4
Costa Rica 10.1 10.7 9.5 9.1 18.1 17.9 21.5 35.6 67.0 52.5 51.0 52.3 48.6
El Salvador 4.7 16.5 10.3 13.0 9.9 9.4 11.4 32.6 27.1 59.5 40.7 29.9 48.0
Guatemala 7.4 3.8 2.6 2.7 3.9 4.4 3.5 8.8 17.3 22.2 29.2 31.2 31.7
Honduras 2.5 4.6 6.2 7.2 9.5 13.5 10,8 14.6 30.1 19.7 25.0 33.1 36.1
Nicaragua 11.3 12.5 12.3 14.2 14.3 8.6 22.3 34.7 45.4 21.9 18.4 20.1 13-0

On public expenditure
Central A m erica0 12.8 16.3 13.8 15.3 16.7 16.3 16.9 31.2 46.6 38.9 35.6 36.4 38.7
Costa Rica 16.8 14.7 11.4 11.7 21.3 18.0 26.4 89.5 183.3 89.1 91.9 90.5 80.9
El Salvador 8.6 28.6 22.9 26.5 15.1 17.6 22.6 46.7 36.7 73.6 55.2 47.2 58.0
Guatemala 13.2 8.1 4.9 6.0 7.2 8.0 5.0 9.4 17.6 23.7 30.5 30.6 17.0
Honduras 3.8 7.4 10.4 12.3 15.9 25.1 18.7 22.0 37.9 23.4 26.7 36.4 43.1
Nicaragua 22.4 22.0 24.2 22.9 27.2 16.5 17.3 27.4 27.4 9.2 5.9 5.3 3.4

Source: ECLAC, based o n  tab le  4.
“F ro m  1980 public ex p en d itu re  refers  to  th e  cen tra l go v ern m en ts .
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Table 6

CENTRAL AMERICA: AVERAGE GROWTH RATES OF 
EXTERN AL DEBT, 1970-1986

1970-1973 1973-1978 1978-1981 1981-1983 1983-1986

Total debt

Central America 12.7 25.1 18.5 17.8 8.0
Costa Rica 18.2 21.4 12.8 14.6 1.9
El Salvador 8.0 40.7 17.7 12.2 1.1
Guatemala 4.8 20.5 19.0 24.6 7.1
Honduras 11.8 30.8 17.5 16.7 10.7
Nicaragua0 14.0 21.9

Public debt

27.1 21.5 15.1

Central America 17.3 29.2 31.5 21.1 8.9
Costa Rica 22.9 34.9 27.7 17.3 2.5
El Salvador 8.6 27.8 39.5 15.0 2.6
Guatemala 5.8 21.9 33.3 32.0 1.6
Honduras 14.2 39.0 18.6 23-3 14.6
Nicaragua 29.2 23.8 

Private sources

38.3 21.5 15.1

Central America 21.6 31.2 -16.3 -7.3 -5.1
Costa Rica 35.7 44.4 -21.1 -3.3 -4.1
El Salvador 5.4 29.3 -22.9 -7.9 -3.4
Guatemala -1.4 14.9 -11.0 -20.7 4.7
Honduras 7.7 112.2 14.5 -3-6 -11.3
Nicaragua 55.1 20.3

Source: ECLAC, based on official figures. 
“From 1981 refers to the external public debt.
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Table 7

CENTRAL AMERICA: AVERAGE TERMS OF EXTERNAL 
PUBLIC DEBT," 1970-1982

1970 1975 1978 1980 1982

Costa Rica
Interest rate 5.6 7.9 8.6 10.9 14.7
Total term 28.0 17.1 15.3 12.6 6.5
Grace period 6.0 4.2 5.5 4.6 2.0
Subsidy element 13.1 10.1 0.7

El Salvador
Interest rate 4.7 6.3 6.0 3.4 8.7
Total term 23.0 17.4 23.6 27.3 13.0
Grace period 6.0 5.7 6.5 8.1 3.0
Subsidy element 27.2 29.5 50.1

Guatemala
Interest rate 5.2 7.0 6.1 7.9 9.3
Total term 26.0 18.1 21.3 17.8 13.0
Grace period 6.0 6.3 6.4 4.6 4.0
Subsidy element 21.0 28.4 13.2

Honduras
Interest rate 4.1 5.9 7.7 7.0 10.0
Total term 30.0 19.4 16.0 23.8 19.0
Grace period 7.0 5.5 5.5 6.5 4.4
Subsidy element 25.8 15.9 25.8

Nicaragua
Interest rate 7.1 7.3 6.4 4.1 9.0
Total term 18.0 17.8 17.3 25.7 10.0
Grace period 4.0 4.7 6.1 6.6 6.0
Subsidy element 20.2 26.2 41.5

Source;  ECLAC, based on World Bank and Inter-American Development Bank figures. 
"Refers to the average terms of the new loans signed in the years indicated.
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Table 8

LATIN AMERICA: TOTAL EXTERNAL DEBT AND ITS RATIO TO 1983 
GROSS PRODUCT AND FINAL EXPORTS"

Total debt  Percentages
(thousands of 

millions of 
dollars)

Ratio to 
product

Ratio to 
exports

Ratio 
of debt 
service 

to export!

Latin America 311.6 35.7 282.0 .
Central America 13.6 80.9 347.9 36.7

Costa Rica* 3.5 139-4 409.0 52.5
El Salvador* 2.0 66.4 235.6 59.5
Guatemala* 2.1 29.9 195.6 22.2
Honduras* 2.2 100.6 340.4 19.7
Nicaragua* 3.8 184.9 850.5 21.9

Oil exporting countries 134.5 38.6 243.0 -

Bolivia* 2.7 58.4 277.0 30.8
Ecuador** 6.2 43.5 236.0 64.0
Mexico* 85.0 33.0 270.0 44.3
Peru** 10.6 40.8 238.0 26.3
Venezuela** 30.0 61.8 134.0 13.5

Non-oil exporting
countries 165.1 33.7 322.0 -

Argentina* 42.0 41.4 365.0 53.0*
Brazil** 83.0 31.6 345.0 72.(f
Colombia* 10.3 17.4 230.0 20.8
Chile* 17.6 60.2 317.0 58.6
Guyana** 0.8
Haiti** 0.8 40.9 280.0 8.2
Panama* 3.1 49.0 26.3
Paraguay** 1.3 26.1 224.0 25.(/
Dominican Republic* 2.0 24.4 181.0 49.3/
Uruguay* 4.2 29.5 193.0 4 i y

Source:  For Central America: ECLAC, based on official and World Bank figures; and for the other countries: CEPAL, 
Políticas de ajuste y  renegociación de la deuda externa (E/CEPAL/G.1299), Santiago, Chile, 1984. 

''Preliminary figures.
*Total public and private external debt. 
r Public debt.
"includes officially guaranteed public and private debt plus non-guaranteed long- and short-term debt with financial 

institutions which report to the Bank for International Settlements.
'In terest on the total external debt.
■^Service of the total external debt.
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Table 9

CENTRAL AMERICA: FORECASTS OF THE PUBLIC DEBT SERVICE 
ON THE DEBT DISBURSED AT THE END OF 1986

(Millions o f  dollars)

Total
1987-1994 1987 1988 1989 1990 1991 1992 1993 1994

Central America 15 243 2 287 2 713 2 200 2 050 1853 1 653 1 351 1 136
Principal 10 208 1 399 1 827 1 422 1 366 1 267 1 165 954 808
Interest 5 035 888 886 778 684 586 488 397 328
Costa Rica 4 217 678 784 705 655 526 465 300 140
Principal 2 929 387 495 486 477 389 366 237 92
Interest 1 288 291 253 219 178 137 99 63 48
El Salvador 1 715 353 254 245 201 196 164 157 145
Principal 1 158 258 168 166 130 131 104 102 99
Interest 557 95 86 79 71 65 60 55 46
Guatemala 2 828 487 6 6 8 357 316 293 254 232 221
Principal 1963 320 520 241 210 196 167 155 154
Intérêts 865 167 148 116 106 97 87 77 67
Honduras 2 414 320 336 337 327 310 276 263 246
Principal 1 401 178 189 193 191 184 161 157 149
Intérêts 1 013 142 147 144 136 126 115 106 97
Nicaragua 4 069 449 707 556 551 528 494 399 384
Principal 2 757 256 455 336 358 367 367 303 314
Interest 1 312 193 252 220 193 161 127 96 70
Source: ECLAC, based on World Bank figures.

Table 10

C E N T R A L  A M ER IC A : FO R E C A S T S  O F E X P O R T S  O F G O O D S A N D  S E R V IC E S , 1986-1994

Average 
annual rate 
(1987-1994)

Millions of dollars

1986 1987 1988 1989 1990 1991 1992 1993 1984

Central A m erica 5.3 4 774 5 023 5 285 5 563 5 856 6 165 6 491 6 838 7 205
Costa Rica 4,2 1 375 1 433 1 493 1 556 1 621 1 689 1 760 1 834 1 911
El Salvador 6.0 890 943 1 000 1 060 1 124 1 191 1 262 1 338 1 419
Guatemala 4.8 1 219 1 278 1 339 1 403 1 470 1 541 1 615 1 693 1 774
Honduras 5.0 998 1 048 1 100 1 155 1 213 1 274 1 337 1 404 1 475
Nicaragua 10.0 292 321 353 389 428 470 517 569 626
Source: ECLAC.
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Table 11

CENTRAL AMERICA: RATIO OF PUBLIC DEBT SERVICE TO  
EXPORTS OF GOODS AND SERVICES, 1986-1994

(Percentages)

1986 1987 1988 1989 1990 1991 1992 1993 1994

Central America 39.4 45.5 51.3 39.5 35.0 30.1 25.5 19.8 15.8
Costa Rica 48.6 47.3 52.5 45.3 40.4 31.1 26.4 16.4 7.3
El Salvador 48.0 37.4 25.4 23.1 17.9 16.5 13.0 11.7 9.7
Guatemala 31.7 38.1 49.9 25.4 21.5 19.0 15.7 13.7 12.5
Honduras 36.1 30.5 30.5 29.2 27.0 24.3 20.6 18.7 16.7
Nicaragua 13.0 139.9 200.3 142.9 128.7 112.3 95.6 70.1 61.3
Source: ECLAC, based on tables 9 and 10.
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In  1982 the flow o f external resources to Latin Am er
ica suddenly stopped, and the countries o f the region 
were obliged to devise economic policies consistent 
w ith  the shortage o f foreign exchange. This article 
makes a critical analysis o f these policies and reviews 
a number of options.

The analysis o f the dilemma o f reallocating 
expenditure and production or depressing domestic 
demand as policy options for coping w ith  external 
restriction indicates that the best th ing is to combine 
the two alternatives. On its own, the reduction of 
expenditure causes production to fa ll and, paradoxi
cally, the excess o f expenditure over product is 
tackled w ith  policies which reduce the product. On 
the other hand, reallocation o f expenditure and pro
duction alone is not sufficient to correct an in itia l 
situation of excess expenditure.

The article then considers the difficulties o f 
find ing an adequate combination of cutback and real
location o f expenditure, difficulties which are con
nected w ith  the evolution over tim e o f the relevant 
elasticities, changes in the public’s expectations, and 
rig idities which impede the transformation o f the 
production structure.

Lastly, an account is given of the analytical d if
ferences between the separate adjustment of a small 
economy and the simultaneous adjustment of a 
group of economies; the earlier results are assessed 
in  the ligh t of this problem, and it is concluded that 
adjustment cannot be divorced from  the economic 
policies o f the creditor countries.

•ECLAC e x p e r t on  m onetary  policy.
••ECLAC ex p ert on  m onetary  and  financial affairs. 
T h is  study w as p rep a red  u n d e r th e  auspices o f ECLAC 

p ro jec t H O L /8 5 /5 4 3  "M acroeconom ic policies and ad ju st
m en t in L atin  A m erica", funded  by co n trib u tio n s  from  the 
G o v e rn m e n t o f th e  N e th e rlan d s .

In 1982 Latin America experienced a sharp cut
back in the flows of external resources which it 
had received in previous years, with the result 
that the financial balance (i.e., the difference 
between the net inflow of capital and the pay
ment of capital services) suddenly became nega
tive (table 1). Accordingly, financial movements 
caused a considerable hemorrhage of resources, 
compared, for example, with the value of the 
region’s annual exports. This marked the rever
sal of a long-term trend of net inflow of financial 
resources into Latin America from abroad 
(CEPAL, 1986). This trend was more in accor
dance with what is to be expected of capital 
movements between countries with different 
degrees of development.

The sudden loss of resources exhausted the 
region’s foreign exchange reserves and forced 
the Latin American countries to make sharp 
cutbacks in domestic expenditure. Per capita 
consumption fell in every year between 1981 and 
1985, except in 1984, and in 1985 it was 10%  
lower than in 1980. Investment fell 20%  
between 1981 and 1983, and recovered only 
slightly in 1984 and 1985; the sharp cutback in 
expenditure (which reduced imports and freed 
production for exports, as will be seen below, 
nevertheless had very adverse effects on output, 
and Latin America’s per capita gross domestic 
product fell 10%  between 1981 and 1983, with
out any appreciable recovery up to 1985 
(table 1). But not only did Latin America have to 
grapple with the production losses and the fall in 
living standards resulting from the cutback in 
consumption, it also had to accept a reduction in 
its future growth rate as a consequence of the 
decreased accumulation of capital.

The trade account of the balance of pay
ments thus suffered the adverse impact of the 
negative financial balance. This was inevitable in 
view of the magnitude and persistence of the 
draining of resources out of the region. The 
manoeuvering to finance this resource flow by 
using accumulated international reserves could 
not be kept up for more than a short time. Only 
in 1982 was Latin America able to finance the 
negative financial balance with the exterior 
without having a comparable trade surplus 
(table 1), In that year, indeed, it lost reserves of

Introduction
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US$22 000 million, equivalent to a quarter of the 
value of exports in the same period. After that 
the outflow of financial resources was financed 
by a more or less equivalent net loss of real 
resources.

Thus, and with sharp recessionary effects, 
domestic expenditure and production were 
adjusted and adapted to the need to generate the 
necessary surplus output of internationally 
tradeable goods and services. From 1983 Latin 
America produced unprecedented foreign trade 
surpluses, despite the deterioration of the terms 
of trade (table 1). The rest of the world, mainly 
the group of industrialized countries, began to 
absorb Latin American production in net terms. 
This external dissaving, equivalent to about a 
third of the value exported by the region in 
1983-1985, produced the sharp fall in invest
ment mentioned above, despite the fact that the 
cutback in per capita consumption, consistent 
with the decline in the per capita gross domestic 
product, not only failed to reduce the proportion 
of GDP saved but even increased it significantly 
in 1985.

One of the most dramatic effects of this 
recessionary adjustment of the Latin American 
economies to the new external conditions has 
been of a distributive nature. The fall in produc
tion caused sharp increases in unemployment

(table 2); furthermore, in many Latin American 
countries real wages fell more than the per cap
ita gross domestic product (table 3). These two 
facts support the supposition that both the par
ticipation of labour in the product and the living 
standards of the poorest citizens fell, and they 
back the intuitive perception that the recession
ary adjustment has exacerbated the poverty of 
vast sections of the population of Latin America.

The reversal of the flows of financial resour
ces from abroad had its origin in the sharp reduc
tion of the net capital inflows to unusually low 
levels from 1982. Furthermore, from the end of 
the 1970s and until 1981 there was a substantial 
increase in the region’s capital income, especially 
in the form of foreign loans (Massad, 1986). As a 
result the foreign debt grew very quickly, tre
bling between 1978 and 1982. In 1982 it was 
above US$300 000 million (table 4), a figure 
three times higher than the value of Latin Am er
ica's annual exports. In these circumstances an 
interest rate of 10%  on the debt meant allocat
ing 30%  of exports to the payment of financial 
services. As the international interest rate was 
far above that value from 1979, interest on the 
external debt weighed very heavily on the cur
rent account of the balance of payments, espe
cially from 1981 (table 4). And when the inflow 
of capital was interrupted in 1982, the whole

Table 1

LATIN AMERICA (19 COUNTRIES)0: ADJUSTMENT INDICATORS, 1980-1985

(Thousands o f millions o f dollarsb and percentages)

1980 1981 1982 1983 1984 1985

Financial balance* 12 10 -19 -31 -26 -30
Per unit of value exported 0.13 0.10 -0.22 -0.35 -0.27 -0.33

Trade balance d -10 -13 -3 -26 34 30
Terms of trade (variation rates) 4.2 -7.6 -8.9 -1.8 4.1 -2.9
Investment 188 183 153 120 124 128

Variation rates 11.1 -2.7 -16.2 -11.6 3.6 3-2
Per capita consumption (variation rates) 2.8 -1.1 -3.8 -5.4 0.6 -0.7
Per capita GDP (variation rates) 3.0 -1.9 -3.8 -4.8 0.9 0.3
Source: ECLAC.
“ Includes Argentina, Bolivia, Brazil, Chile, Colombia, Costa Rica, Dominican Republic, Ecuador, El Salvador, Guatemala, 

H a iti, Honduras, Mexico, Nicaragua, Panama, Paraguay, Peru, Uruguay and Venezuela.
Investment, consumption and gross domestic product expressed in 1980 prices. 

cDifference between net in flow  o f capital and net payment o f capital services.
^Exports less imports o f non-financial goods and services.
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Table 2

LATIN AMERICA (15 COUNTRIES): 
URBAN UNEMPLOYMENT, 1980-1985

(Average annual rates)

Country 1980 1981 1982 1983 1984 1985

Argentina 2.6 4.7 5.3 4.6 4.6 6.3
Bolivia 7.5 9.7 9.4 12.1 12.6 15.0
Brazil 7.2 7.9 6.3 6.7 7.1 5.3
Colombia 9.7 8.2 9.3 11.8 13.5 14.1
Costa Rica 6.0 9.1 9.9 8.6 6.6 6.7
Chile 11.7 9.0 20.0 19.0 18.5 17.0
Ecuador 5.7 6.0 6.3 6.7 10.5 10.4
Guatemala 2.2 2.7 4.7 7.6 9.7 12.9
Honduras 8.8 9.0 9.2 9.5 10.7 11.7
Mexico 4.5 4.2 4.1 6.7 6.0 4.8
Panama 9.8 11.8 10.3 11.4 11.1 11.5
Paraguay 4.1 2.2 5.6 8.4 7.4 5.2
Peru 10.9 10.4 10.6 13.9 16.4 17.6
Uruguay 7.4 6.7 11.9 15.5 14.0 13.1
Venezuela 6.6 6.8 7.8 10.5 14.3 14.3
Average0 6.9 7.2 8.7 10.2 10.9 11.1

Source: ECLAC. 
"A ritm e tic  average.

painful effort of adjusting the region’s foreign 
trade was insufficient to offset the payment of 
interest: the current account continued in the red 
and the debt continued to grow (table 4).

The indicators of the adjustment and of the 
external financial flows (tables 1 and 4) show 
that to understand the changes in Latin Ameri
ca’s balance of payments in recent years it is 
necessary to consider at least two complemen
tary factors. One is the variation in the net exter
nal financing available to the region; the other is 
the form in which the domestic economies have 
adapted their spending and the production of 
internationally tradeable goods and services to 
the cutback in financing.

The first factor is reflected in the current 
account of the balance of payments, including 
net flows of interest and profits. In recent years 
the central problem in this area has been rooted 
in the size of the foreign debt, the increase in 
international interest rates and the reduced 
supply of new loans.

The second factor was the need to reconcile 
the trade balance with the negative financial

balance. Of course, this adjustment of the trade 
balance takes place in the framework of world 
trade conditions, which can also undergo sudden 
changes (deterioration in the terms of trade, 
increases in quotas on Latin American exports in 
the industrialized countries, etc.).

As a rule, using the familiar scheme which 
distinguishes between two types of goods and 
services, those tradeable internationally (T) and 
those non-tradeable internationally (N ), the 
situation can be described as follows: If G is 
expenditure, Y  the product and P the price of 
goods and services N with respect to goods and 
services T, then, by definition:

G - Y  =  Gt - Y t +  P (Gn - Y n)

Now, Gt - Y t represents the trade balance 
of the balance of payments, which should be 
equal to the financial balance (BF). This balance 
in turn is equivalent to the net inflow of capital 
(dD) less payments for external capital services 
(rD), where D is the net stock of capital and r the 
average rate of interest earned by it.1

Thus:
G - Y  +  P (Y n - Gn) - BF
BF =  dD - rD

Table 3

LATIN AMERICA (7 COUNTRIES): 
AVERAGE REAL WAGES, 

1980-1985

(Percentage variation rates)

Country 1980 1981 1982 1983 1984 1985

Argentina 11.8 -10.6 -10.4 29.3 26.9 -9.9
Brazil 1.5 6.0 9.8 -8.6 -0.1 9.7
Colombia 0.8 1.4 3.7 5.0 7.5 -3.7
Chile 9.0 9.1 -0.4 -10.6 0.3 -6.5
Mexico -4.3 2.4 5.2 -27.7 -4.2 -0.6
Peru 12.4 -8.6 2.0 -7.3 -13.5 -20.5
Uruguay -0.4 7.5 -0.3 -20.7 -9.1 12.6
Source: ECLAC.

‘Foreign  currency reserves can be considered  ex te rn a l f in an 
cial in v estm en ts ; varia tions in th em  are  th e re fo re  included in th e  
financial balance. A n o th e r app roach  is to  assum e th a t these  
reserves rem ain  constan t. A t tim es o f ad ju stm en t to  a p ro longed  
ex te rna l shock, w hen  th ese  reserves have fallen to  th e ir  absolute 
lim it, th e  tw o  possib ilities are v irtually  equivalent.
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Table 4

LATIN AMERICA: INDICATORS OF EXTERN AL FINANCIAL FLOWS,
1973-1985

(Thousands o f millions o f  dollars)

1973-
1919a 1980 1981 1982 1983 1984 1985

1. Net capital inflow 17.6 29.5 37.3 19.8 3.0 10.3 4.7
2. External debt 102.3 222.5 277.7 318.4 344.0 360.4 368.0
3. Interest paid6 7.6 17.9 27.1 38.7 34.2 36.1 35.1
4. LIBORc 8.8 14.0 16.8 13.6 9.9 11.3 8.6
5. Current account

balance -12.2 -28.1 -40.4 -40.6 -7.4 -1.0 -4.4
Source: ECLAC.
"Annual averages,
^Includes interest on foreign debt and profits from direct investments, 
c Annual rate fo r dollar transactions in London, at 1980 days.

Strictly speaking, BF is a variable which can
not be considered in principle as a component of 
adjustment processes2 or susceptible to modifi
cation by adjustment policies. Although D and r 
must be viewed as domestic economic policy 
data,3 this is not in principle true of the capital 
inflows dD. There are also equally sophisticated 
theories on the capital account of the balance of 
payments.4 These theories show that certain 
domestic economic variables help to explain the 
high levels of net capital inflows.

As a rule, if i is the domestic interest rate, r 
the international interest rate and e the expected 
variation in the exchange rate, then 

i - e - r
represents the incentive in favour of capital 
inflows arising from the difference in returns. 
To the extent that Í and e are variables sensitive 
to the adjustment policy, dD will be so as well.

Now, these theories which treat the credit 
market as just another market and the interest 
rate as some kind of price of equilibrium have

2W ith  g re a te r  reaso n  if m o v em en ts  in in te rn a tio n a l reserves 
a re  accepted  as p a rt o f BF. A ccording  to  w hat was s ta ted  earlier, 
th e se  m o v em en ts  are excluded fro m  th e  analysis.

3O r ra th e r  as p a ra m e te rs  w hich can be m odified  by political 
n eg o tia tio n s, b u t w hich  can n o t be  m an ip u la ted  by econom ic policy 
as such. In  o th e r  w ords, D  and r re p re se n t th e  values o f th e  deb t and 
o f  th e  in te re s t ra te  on  th e  debt, w hich  th e  ad ju stm en t policies m ust 
take  in to  account.

4See an exce llen t rev iew  of th ese  th eo rie s  in M etier, 1987.

been the subject of much debate and criticism 
(Aliber, 1973; Dufey and Giddy, 1978; Stiglitz 
and Weiss, 1981; Fernández, 1983; Sarmiento, 
1985; Eyzaguirre, 1978a; Zahler and Valdivia,
1987). But apart from that there is the clear 
empirical fact that in recent years Latin America 
has had a remarkably inflexible supply of exter
nal funds (Massad, 1985). Accordingly there is a 
period, not necessarily short, during which BF 
should be viewed as an exogenous variable which 
affects the adjustment process.5 The IM F ’s own 
adjustment scheme treats the net influx of capi
tal dF in this sort of way (Zahler, 1986). This 
seems consistent with the fact that not even the 
IM F  agreements have prompted a significant 
resumption of financial flows from abroad 
(Abramovic, 1985).

Three views of the adjustment problem are 
now described. The first is the orthodox concept, 
or market adjustment. The second is a critique of. 
that concept in terms of the domestic rigidities 
of the economies undergoing the adjustment. 
The third takes into account considerations 
external to these economies and points to the 
need to treat the problem of adjustment from a 
global perspective that includes the economic 
policies of debtors and creditors.

’T h is  topic w ill be re tu rn e d  to  la te r, w ith  respect o f th e  
behav iou r o f  in te rn a tio n a l lenders th ro u g h o u t th e  in te rn a l and 
ex te rn a l econom ic cycles.
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I

Synthetic adjustment scheme in conditions of 
total flexibility

The balance-of-payments adjustment scheme 
most commonly used at present in the prepara
tion of adjustment policies is a synthesis of the 
absorption approach, which emphasizes total 
expenditure surpluses, and the relative prices 
approach, which focusses on the problem of the 
disalignment of the real exchange rate. When 
the total goods and services produced is divided 
between importables and exportables, this 
approach is called the "elasticity approach". We 
have preferred to use — it is certainly more up to 
date—  the distinction between internationally 
tradeable goods and services and goods and ser
vices which are not internationally tradeable 
(Dornbursch, 1980).6 (The topic of the various 
models for balance-of-payments adjustment is 
considered in Meller, 1987.)

W hat follows is a neoclassical interpretation 
of this kind of synthetic scheme, which assumes 
total price flexibility in the different markets.

Using the terminology explained above, the 
basic macroeconomic formula is:

G - Y  +  P (Y n - Gn) =  BF 
Given a degree of financial balance, the econ

omy will be in equilibrium if everything that is 
produced is sold and all demands are satisfied in 
both sectors. In other words, if there is an excess 
of total expenditure equivalent to the financial 
balance, an excess which should be concentrated 
in the market in tradeable goods and services, 
since equilibrium in the market in non-tradeable 
goods requires that expenditure and product are 
equal:

G - Y  =  BF 
P [Y n - Gn] =  0
Adjustment is a short-term process. It is 

therefore assumed that the stock of capital is 
fixed in each of the productive sectors 
— tradeable and non-tradeable goods and servi
ces. For this to happen, both supply functions 
(Y n, Y t) are subject to decreasing returns, i.e.,

they have increasing marginal costs. Therefore, 
it can be accepted that Y T and Y N depend exclu
sively on the relative prices (P ).7 The demand 
functions (GN, Gt) depend on P and the total 
expenditure (G).

Figure 1 summarizes the sectoral and global 
balances referred to above. Quadrants I and III 
show the supply and demand of tradeable and 
non-tradeable goods and services respectively. 
Quadrant II contains an equilateral curve for 
transforming P into P 1. Accordingly, quadrant 
IV contains the transformation or productive 
possibility curve.

Given the relative price P, point A on the 
productive possibility curve represents balance 
in both markets, in AN and AT, and therefore a 
global balance between expenditure and product, 
i.e., BF =  0. At point B there is an excess of total

Figure 1

n p-i i

6T o  save space w e shall re fe r to  in te rn a tio n a lly  tradeab le  
goods and  serv ices as tradeab le  goods and  to  goods and  services 7O bviously, they also d ep en d  o n  th e  respec tive  stocks of
w hich  a re  no t in te rn a tio n a lly  tradeab le  as non -tradeab le  goods. capital and th e  available vo lum e of w ork.
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expenditure and, since at price P the non- 
tradeable goods market is balanced at AN, this 
excess of expenditure occurs in the tradeable 
goods market (it equals BT - AT). The domestic 
supply and demand of tradeable goods are not 
equal; however, given the availability of external 
financing BF =  G - Y  =  BT - AT =  dD - rD, then 
point B is in equilibrium in the sense that every 
supply finds its demand and every demand finds 
its supply. In the case of tradeable goods, this 
supply is pa-rtly domestic (A t) and partly inter
national (Bt - At ). At point C there is an excess 
of total production and tradeable goods equival
ent to At - Ct. In this case, BF =  Y  - G =  At - CT 
=  dD - rD is negative: the accumulated interest 
on the foreign debt is greater than the inflow of 
new loans. C is the point of equilibrium in the 
sense that the surplus of tradeable goods AT - CT 
finds an external demand.

If a negative financial shock occurs, i.e., a 
sharp fall in the volume of external financing 
(BF declines), the domestic economy must 
adjust.8 Suppose (figure 2) that in the initial 
situation relative price P is balanced in the non- 
tradeable goods market at A N and there is excess

F ig u ie  2

8W h a t follow s is analysed in m a them atica l te rm s in the  
append ix .

expenditure in the tradeable goods market equal 
to Bt - At- This situation can be sustained given 
the availability of external financing BF — BT - 
At . The economy is producing at Q =  (A N, AT) 

on its productive possibility curve, and it is 
spending at E =  (AN, BT), below its production 
capacity. Now assume that, either through an 
increase in r or a reduction of the inflow of 
capital dD, there is a reduction in BF, a variable 
which becomes negative and equal to CT - At-

Suppose for a moment that the decline in 
external financing is absorbed without changing 
P. In this case, the quantities offered in the two 
sectors remain unaltered, Q =  (A N, AT) and the 
product Y  does not change. Accordingly, the 
adjustment of BF to the decrease in financing is 
achieved exclusively by the cutback in expendi
ture. Strictly speaking, it would be sufficient to 
reduce expenditure on tradeable goods from BT 
to CT, by cutting demand from GT to GT\ If price 
P is fixed, this can only be achieved by changing 
the basket of total expenditure from E to 
E =  (An, Cp).

Now, the cutback in total expenditure will be 
reflected in an equivalent cutback in expenditure 
on tradeable goods only if T  and N are perfectly 
substitutable. Otherwise, and this is obviously 
more realistic, the cutback in total expenditure 
will also reduce the demand for non-tradeable 
goods (for example, from G N toG N\ If P remains 
fixed, the position of total expenditure falls to 
E ” =  (BN, Ct). This is an excessive reduction, 
because in addition to satisfying the external 
restriction BF — CT - AT, it generates excess 
supply (An - B n) in the non-tradeable goods 
market.

The imbalance in the market in these goods 
cannot persist if prices are flexible; P will fall 
towards P ’ as long as the excess supply exists. 
Accordingly, the production of non-tradeable 
goods will decline towards AN’, while the pro
duction of tradeable goods will increase towards 
At’. If there is complete flexibility, the economy 
will immediately move from point Q =  ( AN, AT) 
to point Q’ =  (An\ At ’) on its productive possi
bility curve. The final effect on the total output 
will depend on the units in which it is measured. 
In units of tradeable goods, the output will 
decline; the opposite will happen if it is 
expressed in units of non-tradeable goods. 
Therefore, given the use of a deflator which
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weights the prices of the two groups of goods in 
accordance with the proportions of the total 
product which they represent, the real product 
has no reason to fall as a result of the adjustment. 
This is a fundamental consequence of the adjust
ment scheme in economic conditions of the 
neoclassical type. And the same thing happens 
with employment, both Q and Q’ are points of 
full employment.

At price P ’ the non-tradeable goods market 
is again in balance, now at A N’. In the tradeable 
goods market production increases to ATl, as 
already pointed out, and expenditure falls to CT’ 
if the demand function is G-r’- It can thus be seen 
that the excess supply in this market (AT’ - CT’) 
is higher than required by the new external 
financial conditions BF =  Ct - AT. This means 
that the reduction in demand from T does not 
have to be so sharp. For example, a reduction to 
Gt ” would be sufficient. As At’ >  AT,C T” >  CT. 
Therefore E ” ’ =  (A N’, CT” ) represents a higher 
total expenditure on both types of goods than 
E ’ — (Bn, Ct ).

Now, the global equilibrium term (G - Y  =  BF) 
shows that, when Y  declines (the product mea
sured in units of tradeable goods), expenditure 
measured in the same units must fall more than 
the financial balance. The opposite occurs if 
everything is measured in units of non-tradeable 
goods. If the deflator referred to above is used, 
real expenditure falls to the same extent as the 
real financial balance.

In broader conditions of "good behaviour" of 
the demand and supply functions, there would be 
relative prices P and a level of total expenditure 
which would restore equilibrium to the non- 
tradeable goods market and to the economy as a 
whole. In other words, if the equilibriums in the 
two markets are stable, the economy will adjust 
to the decline in external financing and balance 
will be restored. At this new position the real 
product remains constant, full employment does 
not change and real expenditure falls, together 
with the financial balance, while the relative 
price of the tradeable goods rises, as does their 
share of total production. Adjustment is always 
expensive in terms of welfare, owing to the 
cutback in expenditure, but it does not have to be 
expensive in terms of reductions in the product 
and employment. At least, this is the conse
quence of the scheme outlined above, when

neoclassical conditions prevail, i.e., when the 
supply functions depend exclusively on relative 
prices and relative prices are totally flexible.

In real life, of course, relative prices are 
determined by relationships between absolute 
prices expressed in units of account or curren
cies. In this case, moreover, different units are 
involved. The price of the tradeable goods is 
expressed in foreign currency and the price of 
non-tradeable goods in national currency. 
Accordingly, the exchange rate (i.e., the price of 
the foreign currency in the national currency) is 
a key variable in the establishment of relative 
price P.

In fact, if P-r* is the price of products T  
expressed in foreign currency and t is the 
exchange rate:9

P = P N /P T  = PN/( tP T* )
Since P-r* and P m are fixed, the devaluation 

reduces P. This is achieved by increasing the 
equivalent in the national currency (P-r) of the 
international price of the tradeable goods. This 
requires, of course, that the domestic markets 
have sufficient flexibility to accommodate these 
changes in the relationship between prices Pp 
and P N. In this case, P N does not "follow” the 
increases in Pp.

Furthermore, if P t* and t are fixed, the 
reduction in P made necessary by the negative 
external shock can only be made if P^ is reduced. 
This means that a fixed exchange rate policy 
facilitates economic adjustment only if the 
domestic prices of the non-tradeable goods are 
sufficiently flexible on the down side.

To sum up, whatever the exchange rate pol
icy used to cope with a negative external shock 
(fixed or flexible exchange rate), the change in 
the prices ratio P requires flexibility in the 
domestic markets. In one case the prices of the 
non-tradeable goods must be flexible on the 
down side. In the other, the prices of these goods 
must increase proportionally less than the prices 
in the national currency of the tradeable goods. 
Clearly, these are two very different require-

9N o te  th a t th e  equation  im plicitly  used (P T — tP T*) is no t a 
d efin ing  equivalence. If P T and P T* are th e  in te rn a l and ex terna l 
prices o f the  tradeab le  goods, th en  this equation  re p re sen ts  a 
cond ition  o f equ ilib rium  be tw een  th e  tw o  m arkets. T h is  is called 
the  "sing le  price law ”.
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ments. The upward adjustment of relative prices 
does not usually present any insuperable prob
lems (unless there is universal indexing). In con
trast, the downward adjustment of prices in 
absolute terms seems little less than impossible. 
This is a very important reason why fixed 
exchange rates do not last long in Latin America.

Before concluding this presentation of the 
ideal adjustment scheme, it must be pointed out 
that the sharp cutback in external financing has 
been one of the most important problems faced 
by Latin America in recent years, but it has not 
been the only one. The changes in the terms of 
trade have also hurt the region (table 1).

The tradeable/non-tradeable classification 
of goods is the most suitable for analysing the 
decline in external financing, but it is not the 
most suitable for examining the effects of 
changes in the terms of trade. Clearly, it would be 
better for this purpose to divide tradeable goods 
into importables and exportables; however, that 
would unnecessarily complicate this article on 
adjustment to external difficulties which have 
been mainly of a financial nature.

Here it is important to stress the following 
point. In the neoclassical conditions or condi
tions of full flexibility considered so far, a wor
sening of the terms of trade is not necessarily

incompatible with balance in the trade account 
of the balance of payments. This is because, as a 
rule, there have not been any restrictions of the 
magnitude or speed of the adjustment of expen
diture and of the respective outputs. In any 
event, the purchasing power of the product in 
terms of importable goods declines owing to the 
change in relative international prices.

The most interesting case is most probably 
when the deterioration in the terms of trade 
tends to create a deficit in the current account of 
the balance of payments. In other words, if the 
level of real expenditure remains constant, the 
new equilibrium (after the adjustment) in the 
non-tradeable goods market is only possible if 
there is a foreign trade deficit. Unless financing 
is obtained (either by running down reserves or 
securing foreign loans) this is tantamount to a 
negative shock in the financial balance. The 
economy has to adjust by reducing total real 
expenditure and increasing the relative price of 
the tradeable goods above that point of equili
brium which could not be sustained for lack of 
financing.

Thus, this simple scheme of adjustment to a 
sharp decline in external financing can also be 
used to illuminate the effects of poorer terms of 
trade.

II 

Difficulties and problems of the ideal adjustment scheme

The ideal scheme considered above poses diffi
cult problems of adjustment policy. This is borne 
out by the recessions usually accompanying an 
adjustment in practice, which, according to the 
theory we have outlined, ought not to exist.10 In a 
way, adjustment problems have been known to 
economic theory for a very long time, although 
some of them have been invested with new rele
vance by the exceptionally acute external crisis 
currently facing Latin America.

On the one hand, the problem is to deter
mine the right combination of exchange rate and

*°M arcelo d e  P aiva A breu  and  D io n is io  D ias C arn e iro  ( 1987) 
discuss a case o f  o r th o d o x  a d ju stm en t w ith  recessionary  results in 
Brazil betw een  1982 and  1984.

spending policies,11 and the precise mix of mea
sures for reducing and shifting expenditure and 
altering the composition of production. It is not 
easy to decide by how much expenditure should 
be reduced and relative prices changed, for the 
relevant elasticities are not accurately known. 
These elasticities link changes in output and 
sectoral spending with variations in relative pri
ces and total spending. Strictly speaking, it is not 
even safe to assume that these elasticities are 
stable. Moreover, in the conditions in which the

n T h is  is n o t the  place to  consider w hy the  stra tegy  o f a free 
exchange ra te  has no t been  used in L atin  A m erica. T h e  n o rm  has 
been  exchange contro ls. A ccordingly, th e  need, tim in g  and ex ten t 
o f devaluations have  been  bu rn in g  p rob lem s of econom ic policy at 
tim es o f ex terna l shock (F french-D avis, 1978; D ornbusch , 1981).
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policies are actually carried out, the variation of 
relative prices, and especially the reduction of 
expenditure, is rarely uniform. Accordingly, it is 
necessary to identify a set of specific elasticities 
in every case of adverse external circumstances. 
Clearly this is an irremediable problem of lack of 
information which affects adjustment policies 
even when the economy is operating with the 
flexibility assumed by the ideal scheme.

On the other hand, there can never be abso
lute certainty as to the effect on relative prices 
(P) of a given exchange policy decision. A nomi
nal devaluation will increase the domestic prices 
of the tradeable goods (PT). This will exert 
direct pressures on costs in the non-tradeable 
goods market, pressures which will be doubled if 
the economy is indexed, particularly with respect 
to wages and financial assets and liabilities. The 
devaluation may lead to nothing in real terms 
and relative prices may remain constant.12

The widespread existence of indexing (a typ
ical legacy of the chronic inflation of Latin 
American economies in the 1970s) has neutral
ized more than one exchange rate policy, In 
these conditions the devaluation solves no prob
lems. Of course, problems are even less likely to 
be solved by the alternative of not devaluing; in 
this case the adjustment of relative prices 
requires a reduction of the price of the non- 
tradeable goods (PN ), which is practically 
impossible, and especially so when prices are 
indexed. The successful devaluation schemes 
have included de- indexing of the economies, at 
least where wages and financial assets and liabil
ities are concerned.13 This does not of itself solve 
the problem of eliminating the inflationary 
effect of a change in the exchange rate parity, but 
it does at least suggest that a real devaluation is 
feasible.

12T h is  a rtic le  does n o t consider th e  p rob lem s o f  in flation  
w hich, w hile  d is tinc t from  e x te rn a l ad ju stm en t p rob lem s, o ften  
accom pany th e m  (R am os, 1986).

‘*It is a w idesp read  trad itio n  o f econom ic theo ry  to  consider
the  labour m ark e t as particu larly  liable to in te rv en tio n  and d is to r
tion  caused  by trad e -u n io n  o r  s im ila r activities. A ccordingly, wages 
usually seem  to take  m ost o f th e  b lam e fo r p re v e n tin g  th e  flexible 
ad ju stm en t o f re la tive  prices. T h e  recen t experience  o f  m any L atin  
A m erican  coun tries  w hich  have u n dergone  severe  d om estic  financ
in g  crises has h ig h lig h ted  th e  defects, d is to rtio n s  and  m an ipu la 
tions o f  th e  financial securities m arke t. It m ig h t be supposed  that, 
g iven  an o v er-ex p an sio n  o f financial activity, varia tions in th e  
p rices o f th e  financial liab ilities o f en te rp rise s  c o n stitu te  a m uch 
m ore s ign ifican t obstacle  to  the  flexible ad ju stm en t o f  re la tive  
p rices th an  does w ages rigidity  (Z ah ler, 1985; Eyzaguirre, 1987b),

Now, if P =  P N /P T  is too high, i.e., if a 
devaluation in response to a sharp decline in 
external financing is insufficient in real terms, 
the balance of payments can be balanced by a 
sufficient reduction of expenditure. However, 
this reduction will create unnecessary tensions in 
consumption or investment and will produce 
excess supply in the non-tradeable goods 
market. This excess supply will cause the pro
duction of these goods to decline and there will 
thus be an unnecessary fall-off in total produc
tion. Strictly speaking, the spending cutback may 
be so sharp as to cause excessive adjustment in 
the trade account of the balance of payments; in 
this case the excessive reduction of expenditure 
will be accompanied by an unwanted accumula
tion of international reserves.14 Of course, it is 
also possible that the cutback in expenditure will 
be insufficient to bring the balance of payments 
into equilibrium; in this case reserves will be lost 
at an undesirable speed: an unsustainable 
situation.15

However, if P =  P N /P T  is too low, i.e., if 
the devaluation in response to a sharp fall in 
external financing is too large in real terms, the 
balance of payments can be brought into equili
brium by a relatively smaller reduction in expen
diture. However, this reduction will generate 
excess demand in the non-tradeable goods 
market which will put pressure on its prices. If 
these prices do not rise, the supply will not 
increase and the total product will be lower than 
the potential product. Of course, the non- 
tradeable goods market can be balanced by reduc
ing total expenditure sufficiently. In this case the 
fall in consumption or investment is too great, 
the total product declines and international 
reserves are accumulated at an undesirable 
speed.

In contrast, if P attains its level of equili
brium, the insufficient reduction of expenditure 
reduces reserves by too much (and this is unsus
tainable) and causes excess expenditure and 
price pressures in the non-tradeable goods 
market. On the other hand, if expenditure is 
reduced too far, both sectors experience excess 
supply and the product falls unnecessarily.

HIf this increase in reserves is tre a ted  as an increase in 
foreign  loans, th e  excess reduction  o f ex p en d itu re  is equ ivalen t to  
an increase in the  im pact o f th e  shock on  th e  financial balance.

15T h is  loss o f reserves can be trea ted , o f  course, as a reduction  
in th e  im pact o f th e  ex terna l financial shock.



158 CEPAL REVIEW No. 32 f  August 1987

In all cases, there will be instability in for
eign exchange reserves, in the non-tradeable 
goods market and in the real exchange rate. The 
product will tend to fall below its potential level.

In short, there is only one combination of 
devaluation and reduction of total expenditure 
which allows the economy to adjust to the sharp 
variation in external financing and remain in 
balance. It is no easy task to find this combina
tion. In addition to the difficulty of obtaining the 
necessary information for the practical imple
mentation of this ideal adjustment scheme, the 
scheme also has problems in itself. One of them  
is that it lacks a definite dynamic. Although in 
the scheme the behavioural relationships are 
clear and coherent in themselves and the condi
tions of equilibrium (and of stability of equili
brium) are precisely defined, nothing is said 
about the speed at which the different variables 
reach this equilibrium.

It seems reasonable to expect that the differ
ent economic variables will not adjust instan
taneously and simultaneously to changes in the 
relevant parameters. On the one hand, demand 
and supply may react in different time-frames to 
changes in relative prices: demand probably 
rapidly, supply more slowly. On the other hand, 
supply may react swiftly to a fall in relative 
prices (reducing production levels in a very short 
space of time) and slowly to increases in relative 
prices (for the production increases imply 
transfer and reorganization of resources). This 
relative slowness in the production increases can 
be very significant in the case of exportable 
goods. These goods are rarely perfect production 
substitutes for the domestic market, for reasons 
of quality, specification, etc. Accordingly, not 
only do the production increases require invest
ment of time and resources in suitable projects, 
but the cutback in spending on goods which are 
in principle tradeable does not necessarily create 
surpluses which can actually be exported. Lastly, 
the adverse impact of larger quantities of goods 
on the supply functions can operate in the short 
term with greater force than the favourable vari
ations in relative prices. For example, a sharp 
cutback in total expenditure can quickly lead to 
widespread production fall-offs, even in sectors 
which are at the same time enjoying price incen
tives resulting from the devaluation, as can 
happen with the tradeable goods.

All this generates rapid falls in production 
which have no reason to be so pronounced 
(strictly speaking, they have no necessary reason 
to occur) in the medium or long term.

Variations in the domestic product 
expressed in units of tradeable goods depend on 
variations in the physical output of both sectors 
and on variations in the relative price of the 
non-tradeable goods with respect to the tradea
ble goods. In other words, if 

Y  =  Y t +  P Y n 
then,
dY =  dYT +  PdYN +  Y^dP 
In the case of a devaluation, dP <  0. If the 

production of non-tradeable goods falls rapidly, 
dYN <  0. If, on the other hand, the increase in 
the production of tradeable goods takes time, 
then dYT =  0 in the short term. As a result, the 
product falls: dY <  0.

This means that the devaluation has reces
sionary effects in the short term. The longer it 
takes the supply of tradeable goods to adjust to 
the devaluation, the more persistent will be this 
recessionary effect (Solimano, 1984).

Moreover, if in the short term the supply 
function of non-tradeable goods is sensitive to 
variations in expenditure, this means that:

Y t — Y t (P) and Y N =  Y N (P I, G /P )
In this case adjustment means a devaluation 

and a reduction of expenditure. The devaluation, 
as in the previous case, reduces in the short term  
the production of non-tradeable goods and its 
equivalent in units of tradeable goods. In turn, 
the spending cutback also reduces the production 
of non-tradeable goods (if the reduction of 
expenditure on them is proportionally greater 
than the devaluation). Therefore, the recession
ary effect is even more pronounced than in the 
previous case. It hardly needs saying that the 
sharp falls in domestic product will create heavy 
unemployment regardless of the degree of flexi
bility of nominal wages (Meller, 1978). The 
impact on employment will be proportional to 
the negative impact on the product.

All this means that, if it is not to have a 
destructive impact on the product (and on 
employment), adjustment needs time, which is 
the same as saying that it needs financing. This 
seems to be the key factor in moving beyond 
recessionary adjustment schemes and putting 
into practice expansionary adjustments, or at
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least ones which do not cause such large falls in 
the product. It is a question of reducing the speed 
at which the sharp reduction of a financial bal
ance BF to the lower BF’ is tackled. This means 
securing some alternative source of special 
financing to spread the effect of this reduction 
over time. The production of tradeable goods 
will thus have sufficient time to offset the 
decline in production of non-tradeable goods 
resulting from devaluations.

Linked to this is the additional problem that 
this adjustment scheme lacks an explicit model 
of expectations. It operates in fact as if the effec
tive value of the variables was their expected 
value, even though we know that this is not 
usually the case in practice.

The adjustment takes place in an interna
tional context whose future development is very 
uncertain. The external demand for tradeable 
goods is uncertain, as are international prices, 
the interest rate and the supply of foreign credit. 
Moreover, adjustment involves changes in eco
nomic policy which can be very costly in terms of 
welfare and can therefore ignite political con
flicts. Accordingly, there is also uncertainty 
about the durability of these changes (for exam
ple, changes in the real value of the exchange 
rate, the level of public expenditure, tariff policy, 
etc.).

This uncertainty can do much to increase 
rigidity, instability and delay in adjusting the 
expenditure and output of economic agents. For 
example, there will be no new investment in 
tradeable goods if there is mistrust of exchange 
rate policy and excessive uncertainty about the 
movement of international prices. Furthermore, 
in this case the expenditure may be shifted to 
speculative transactions.

The uncertainty about the (permanent or 
transitory) nature of policy changes and altera
tion of the international economic context can 
cause losses of product and employment and 
delay the rebalancing effects expected from 
these policies. The lack of mechanisms to clarify 
these expectations is a very important defect of 
the adjustment model.

It may be wondered whether the magnitude 
of the recession affecting the Latin American 
countries can really be explained by the difficul
ties and problems of the ideal adjustment 
scheme which have been described. Is this a

basically suitable adjustment "model” which, 
like any other model, has problems with respect 
to the information needed for its practical use? 
Do the difficulties arise mainly, or even to a large 
extent, from the lack of accurate knowledge of 
certain elasticities or of the real effects of a 
nominal devaluation? Can recessions of this 
magnitude be imputed to slowness of the adjust
ment process in balancing the sectoral outputs? 
Everything seems to indicate that this is not the 
case. It is thus necessary to determine whether 
the adjustment scheme itself contains some fun
damental errors.

The fall in the product does not result, 
strictly speaking, from an inability to increase 
the output of tradeable goods in the short term, 
but from the short-term decline in the output of 
non-tradeable goods. According to the adjust
ment scheme we are considering, this is a result 
of the fall in the price of these goods. As the 
economy is operating in conditions of equality of 
prices and marginal costs, and these are increas
ing, there is a direct one-to-one relationship 
between prices and the quantities produced. The 
implicit technical assumption, as pointed out 
earlier, is that capital assets are fixed and the 
available manpower variable. The output of the 
manpower factor is declining owing to the fixed 
factor, and this generates increasingly large mar
ginal costs.

In this model, then, alteration of the produc
tion structure is a crucial element in the adjust
ment. And particularly crucial is the fall in the 
output of non-tradeable goods owing to the 
alteration of relative prices. Workers are laid off 
and the intensiveness of the use of the fixed 
capital declines. The released manpower makes 
it possible to increase the output of tradeable 
goods, a sector in which the new relative prices 
facilitate more intensive use of the fixed capital. 
Since the adjustment model assumes full 
employment, the output of tradeable goods can 
be stepped up only if manpower is laid off from 
the production of non-tradeable goods, i.e., if 
their production falls. It can be seen that in this 
model the only reason that can justify a fall in 
output is delay in the adjustment of the produc
tion of tradeable goods caused by friction result
ing from the cost of the labour mobility.

It is perfectly reasonable to question the 
empirical validity of this technical assumption.
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In the short term it is not only the capital assets 
that might be fixed but also the technical combi
nation of factors in the various activities which 
make up each productive sector. Output levels, 
therefore, are proportional to the use of capital 
assets. Accordingly, given sufficient demand, 
both sectors will operate at a level dictated by 
their installed capacity at a fixed unit cost and, 
therefore, at a given rate of return. In this case 
the fall in the relative price in a sector will 
diminish its rate of return but not necessarily its 
output.

Figure 3 attempts to analyse a situation such 
as the one just described. Both supply functions, 
Y t and Y N, are completely rigid from certain 
points, At and A N respectively, which represent 
the full use of the sectoral capital assets. For 
outputs below these levels, the quantities offered 
depend on the respective demands. The produc
tive potential curve has the shape indicated in 
quadrant IV. The point Q =  ( AN, At) is the only 
point of maximum output. It represents full 
employment of the existing assets but it will 
involve full employment of manpower only by 
chance. In all probability there will be unemploy
ment of a structural nature.

Given the demands GN and GT, the non- 
tradeable goods market is balanced at A N at 
relative price P. At this price the tradeable goods

Figure 3

II p i

market has excess expenditure equal to BT - AT. 
The output formula is Q =  (AN, At) ; the expen
diture formula is E =  (AN, BT). If BF declines 
and becomes negative and equal to B T’ - AT, the 
economy has to adjust by cutting the demands to 
Gn’ and Gt ’ and putting up the relative price P. 
Output remains at Q but expenditure moves to 
E ’ =  (An, Bt ’). In addition, the sectoral rates of 
return are altered: they decline on the produc
tion of N and increase relatively on the produc
tion of T. As a result, net investment will alter 
the capital assets in each sector, increasing the 
supply Y t and reducing Y N. Accordingly, the 
alteration of the production structure is a long
term process resulting from the change in 
investment behaviour following the adjustment. 
In the short term, adjustment is exclusively a 
matter of reducing expenditure from point E to 
E ‘.

It can be seen that in this technical context 
great importance attaches to the selective reduc
tion of expenditure. This is of particular signifi
cance where government spending is concerned. 
The more the expenditure on tradeable goods is 
cut in response to the reduced expenditure on 
non-tradeable goods, the less the possibility of 
causing recessionary effects. On the contrary, 
insufficient (or badly managed) selectiveness 
may reduce, for example, GN to GN” and cause a 
pointless loss of product from Q =  (A N, At) to 
Q’ =  (A n’, At ), with a consequent impact on 
unemployment. This effect is to be expected, in 
principle, only with these technical assumptions. 
If the supply functions are elastic to changes in 
relative prices, the lack of selectiveness in the 
expenditure cutback will not, in principle, have 
any recessionary impact, but only cause a more 
marked movement of the exchange rate.

This argument depends above all on two 
facts. First, that the level of supply of the non- 
tradeable goods and services does not depend on 
their relative price. Second, that expenditure can 
be shifted between tradeable and non-tradeable 
goods. Such a shift indicates that the demand 
structure cannot be altered independently of the 
relative price of the products. If this were not the 
case, expenditure could not be shifted to the 
non-tradeable goods and only its total volume 
could be altered. It is perfectly reasonable to 
expect that public sector expenditure can be 
shifted selectively independently of the varia
tions in P.
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III

Need for global international approaches

The current adjustment problems exist in a 
framework of an international economic crisis 
affecting, although to differing degrees and with 
different characteristics, both the industrial 
world and the countries of relatively lower levels 
of economic development. This crisis broke out 
at the beginning of the 1980s with the slowdown 
in the economic growth of the industrial coun
tries, the explosive increase in international 
interest rates, the fall in world trade, and the 
interruption of the flows of capital to the less 
developed countries. Thus, the external situation 
had a simultaneous and widespread effect on all 
the countries of Latin America, and this in turn 
had an indirect impact on the industrialized 
countries.

It is impossible to ignore the consequences 
of the interdependence of a group of countries 
which adjust their economies simultaneously or 
the relationship of this group of countries with 
the world economy. However, they are systemat
ically ignored in this adjustment model, in which 
abundant use is made of assumptions of "ceteris  
p a r ib u s” (with respect to world economic activ
ity, international prices, resource flows, etc.) and 
of the "small economy”.

The small economy assumption, of course, 
posits that the size of a country is infinitesimal in 
comparison with the world market and that 
therefore the effect of its transactions on inter
national prices is nil. In general terms, it is held 
that the countries which have to adjust their 
external accounts enjoy an infinitely elastic 
supply and demand of the goods and services 
which they buy and sell internationally. How
ever, when a group of countries implements 
adjustm ent policies sim ultaneously, this 
assumption becomes very debatable. Moreover, 
in the context of a world crisis, to assume that 
the adjustment in a series of countries should be 
carried out without the requirement of a con
comitant change in the situation of the world 
economy and of the industrialized countries is 
equivalent to accepting a given allocation of the 
costs of resolving the crisis (Massad, 1984).

This kind of assumption or hypothesis in the 
adjustment scheme is unjustifiably restrictive or 
false and should be questioned. W hat is needed 
are global approaches which take due account of 
the existing interdependencies and the balance 
required in national adjustment costs and 
efforts.

Take the following question for example: 
Who should make adjustments to resolve a glo
bal payments crisis? Should it be the group of 
countries with balance-of-payments deficits, 
accepting as immutable the corresponding sur
pluses of the other countries, or should these 
latter countries co-operate actively in the correc
tion of the imbalances? The first group of coun
tries should cut back its domestic expenditure 
and devalue its currencies in real terms; the 
second should increase its domestic expenditure 
and revalue its currencies in real terms. The 
overall end effect of both policies could of course 
be the same. However, the most likely result is 
that the cost of one or the other policy for indi
vidual national economies will be very different 
in terms of loss of welfare, product and jobs.

To put it another way, the adjustment model 
which emphasizes domestic economic policies is 
based on a conceptual framework in which an 
individual small economy has to adjust its exter
nal imbalance, but with the other economies in 
equilibrium.16 In this situation the model can be 
considered appropriate and the policies derived 
from it efficient. But in the world context the 
situation is precisely the opposite. From its very 
beginning, the foreign debt of Latin America has 
been the result of imbalances in the world econ
omy. The need to recycle petrodollars arose from 
the particular way in which the central econo
mies adjusted to the first sharp rise in oil prices 
(Sachs, 1981). The surplus of the members of the 
Organization of Petroleum Exporting Countries 
(OPEC) was not offset by a deficit in the central 
countries, and balance was therefore achieved by

lúIf th e  econom y in  q u estion  is m arg ina l its ex te rna) im bal
ance does no t im ply  im balance in o th e r  econom ies.
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means of a deficit in the countries of the third 
world: i.e., the developing economies acquired 
debt.17 Similarly, the debt crisis initiated by the 
interruption of resource flows to Latin America 
was the result of the subsequent alteration of the 
domestic demand policies of the United States. 
The generation and expansion of that country’s 
trade deficit diverted towards its economy the 
financial flows from the surplus economies, part 
of which had previously gone to Latin America. 
Thus, the creation and crisis of foreign debt in 
Latin America emanated from changes in eco
nomic policy at the world level. It is therefore 
difficult to find a solution exclusively in the eco
nomic policies of the Latin American countries, 
as is implicit in the adjustment schemes which 
have been analysed.

The foreign debt crisis is a global pheno
menon and its solution must be global as well; 
the economic policies of the debtor countries can 
be only a part of an integrated set of policies at 
the world level which will provide an effective 
solution to the problem. It is impossible for 
Latin America to generate the .trade surpluses 
needed to service its debt, unless the countries of 
the centre, as a whole, have a significant deficit. 
It will be the economic policies of the industrial 
countries and not of the Latin American coun
tries which will determine the creation of such a 
deficit. Adjustment schemes based only on con
taining domestic demand and real devaluation of 
the currencies of the debtor countries are des
tined to fail in the absence of a global adjustment 
plan, for they assume that a deficit can be caused 
in the countries of the centre by lowering the 
prices of products exported by the periphery. 
W hat these schemes have achieved in practice is 
that the exports must increasingly exchange 
price for quantity.18

In fact, in the case of a group of countries 
which adjust their economies simultaneously to 
an adverse change in the conditions of external 
financing, the assumption that the terms of 
trade of these countries can be considered con
stant during the adjustment process must be 
open to question. Although each country indi

17T h is  in no way excuses th e  e r ro rs  co m m itted  in each coun
try ’s b o rro w in g  polic ies o r  in th e  use m ade  o f th e  resources.

18It is obvious th a t th is  m u s t h a p p en  if th e  n e t tra d e  balance
of th e  in d u stria l co u n trie s  rem ain s  constan t.

vidually can be considered a small economy, the 
same is not true for the whole group of countries. 
For example, many of them produce the same 
kind of goods, usually commodities; accordingly, 
the group does not have an infinitely elastic 
demand for these goods. A simultaneous deva
luation in the group of countries can cause signif
icant expansion (in terms of the size of the world 
market) of exports of certain products which 
ultimately forces their international price 
down.19

Accordingly, if the terms of trade fall suffi
ciently the countries, having adjusted and paid 
all the costs with respect to welfare, can end up 
with even worse balance-of-payments problems. 
The adjustment scheme destroys itself through 
the effects of aggregation.

The same type of negative effect of the 
aggregation of independent economies engaged 
simultaneously in an adjustment process can be 
caused by the recessionary chain-reactions which 
occur. The reduction of expenditure on imports 
in an economy adjusting to a sharp external 
change has a recessionary impact on the export 
activities of the economies with which it trades. 
This impact may tend to reduce output in these 
economies, with the result that their expendi
ture falls. This reduced spending can have an 
adverse effect on the export activities of the first 
economy, and so on. Multiplier effects of a 
second or higher order may be insignificant in 
the case of a national economy which imple
ments adjustment measures in a normal interna
tional context. But they can acquire greater 
weight in the case of a group of economies which 
trade to a significant degree among themselves 
and all encounter an adverse change in external 
financing at the same time.20 Similarly, the 
International Monetary Fund (IMF, 1986) has 
recognized that the decline in the imports of the 
whole of Latin America has had a powerful 
recessionary impact on the industrial countries, 
while the IMF attributes the depressed export 
prices of Latin America to the sluggishness of 
the industrial economies.

l!)K laus S chm id t-H ebbel and  F elipe  M o n tt (1987) p resen t 
data on  th is  p rob lem  for tw o com m odities: coffee and copper.

20Joaqu in  V ial (1987) exam ines this p ro b lem  in th e  case of 
the  L atin  A m erican  econom ies d u rin g  th e  p re sen t in te rn a tio n a l 
econom ic crisis.
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The global nature of the current economic 
crisis also creates specific financing problems for 
the adjusting countries. The supply of financing 
from international banks tends to be procyclical: 
expanding in booms and contracting in reces
sions. This means that at times when the situa
tion of international trade is (cyclically) more 
difficult for the countries of lower relative devel
opment, there is less external financing available 
to them (from a medium- or long-term perspec
tive). Accordingly, in the attempt to solve the 
external problem excessive weight is given to 
adjustment of the current account of the balance 
of payments, without any compensating finance.

The procyclical nature of bank financing is 
due to two facts (Massad, 1985). On the one 
hand, both the expected and the actual profits 
from the projects and the real value of the assets 
received as surety by the banks fluctuate directly 
with the cycle; on the other hand, willingness to 
lend to a country depends on its foreign 
exchange liquidity and the perception of its 
"will” to pay. Both variables are inversely corre
lated with international economic cycles. Owing 
to the linkage of both "prices” and "quantities” 
between the industrial countries and those of 
lower relative development, the current account 
of the balance of payments of the less developed 
countries behaves procyclically. Other condi
tions being equal, this causes a loss of reserves 
which impairs the international liquidity indica
tors of the debtor countries; similarly, since it 
leads to adjustment by cutback of domestic 
expenditure, losses of welfare occur which 
impose social costs on the will to pay. Therefore, 
this will can become very difficult to maintain.

In short, the availability of external private 
financing does not seem to be linked to the 
long-term capacity to pay of the economies of 
lower relative development. More than at exter
nal solvency, private banks tend to look at the 
international liquidity indicators of the countries 
to which they lend. At times of economic reces
sion in the industrial countries these liquidity 
indicators tend to decline more than the solvency 
indicators, as the latter are linked to a more 
normal performance of the world economy. 
Accordingly, the available financing will tend to 
be less than indicated by medium- or long-term  
considerations, and this accentuates the need for 
adjustment and exacerbates the cycle.

Thus, the adjustment is made without the 
industrial countries establishing economic poli
cies to create a net trade deficit consistent with 
the surplus needed by the debtor countries to 
service their debt. Nor is private financing avail
able to facilitate the attainment of a global bal
ance on the basis of a lower surplus in the Latin 
American countries. Faced with these enormous 
restrictions, these countries try to manage the 
crisis by means of economic policies which gen
erate a larger surplus of tradeable goods. To do 
this they reduce their imports, with the conse
quent cost in output and jobs, and promote their 
exports. These policies have little success whe
never the tightness of the external market forces 
export prices down, so that the Latin American 
economies exchange quantity for price.21

The cost of this strategy of generating for
eign exchange does not extend only to losses in 
employment and the terms of trade. The 
dilemma of having to generate foreign exchange 
in a situation of tight export markets is causing 
Latin America to revert to earlier forms of inter
national insertion. They are increasingly export
ing products which make intensive use of natural 
resources and have less aggregate value, so that 
their domestic production is specializing in 
goods with little future.

Lastly, a critical evaluation must be made of 
the role played by multilateral bodies, many of 
them established specifically to relieve the ten
sions caused by international balance-of- 
payments problems. One possible solution to the 
impasse created by the contradiction between 
the net deficit of the industrial countries and the 
surplus which the debtor countries of Latin 
America must generate might have been the 
provision of funds by multilateral bodies to facil
itate a global balance which would require a 
smaller surplus in the region. This has not hap
pened; on the contrary, the net transfers of 
resources from multilateral bodies to Latin 
America have constantly declined.22

The present world financing system based 
on the IMF has the capacity to influence the

2lJosé  A lberro  and Jo rg e  C am biaso  (1987) ex am ine  these 
p rob lem s in  the  case o f th e  ad ju stm en t o f th e  M exican econom y.

22For exam ple , the  net resources tran sfe rre d  to L atin  A m erica 
by th e  W orld  B ank fell from  around  US$1 200 m illion  in 1985 to  
roughly U S$200 m illion  in  1986.
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policies of the countries to which it furnishes 
financial aid to cope with payment difficulties, 
but it lacks influence with the surplus countries. 
The ones which make the adjustment are the 
deficit countries, without any complementary 
changes in the policies and economic situations 
of the surplus countries.23

This marked asymmetry has emerged with 
particular clarity in the problem of the foreign 
debt of Latin America. Although the market 
value of the foreign debt instruments ought to be 
significantly lower than their nominal value, the 
present world financial system has not been able

2,W ith  th e  im p o r ta n t excep tion  o f  th e  U n ite d  S tates, w hich 
desp ite  be ing  a d e b to r o r  deficit coun try  is no t "cond itioned" by th e  
m u ltila te ra l bodies as its currency, th e  dollar, is a m eans o f  in te rn a 
tiona l paym en t.

to form a market in this debt. Accordingly, its 
market value has not declined, and the debtor 
countries have had to bear the whole cost of their 
over-indebtedness.

To sum up, when the crisis is a global one, 
the adjustment model devised for the case of a 
small country which adjusts individually in a 
normal international economic situation is quite 
inadequate. W hat is needed are more global 
approaches which take into account the general 
nature of the crisis and the mutual interdepend
ences generated in such a context. In conjunction 
with this kind of approach, there must be a 
system of international financial institutions to 
ensure the overall co-ordination of countries’ 
economic policies and, therefore, the implemen
tation of adjustment schemes which are more 
symmetrical and balanced among the parties 
involved.

Appendix

Using the subindices N and T  to denote non-tradeable and tradeable goods and services respectively,we 
have:

1 ) P = P N/ P T
2) Y  =  Y t +  P Y n

where Y  is the product in units of the tradeable item;
3) G =  GT +  PGn

where G is the expenditure in units of the tradeable item; 
from (2) and (3) we have:

4) G - Y  =  Gt - Y T +  P (GN - Y N)
W e know that P t  ( G t  - Y t) is the (negative) trade balance of the balance of payments. W e can 

therefore see that the trade account deficit is equivalent to an excess of expenditure over output only if 
the non-tradeable goods market is in equilibrium.

The financial balance (BF) is defined as the difference between the inflow of foreign capital (dD) 
and the payment of interest on the stock of capital which has come in (rD ). For example, a decline in 
international reserves will be counted as an outflow of foreign capital. In symbols,

5) BF =  dD - rD measured in units of the tradeable items.
Any imbalances between the expenditure on and output of tradeable goods have to be financed. 

The counterpart of these imbalances is precisely the financial balance. Thus,
6) BF =  Gt - Y t

from (4) and (6) we have:
7) G - Y  - P (Y n - Gn) =  BF

The economy will be in internal balance when Y N =  GN, or when G - Y  =  BF.
Let us assume the following implicit performance functions:

8) G =  G (P ), i.e., a change in relative prices will have an impact on expenditure. The symbol of this 
correlation cannot be specified a p r io r i ; this problem is dealt with, in another division of goods, by 
means of what are known as the Marshal-Lerner conditions.
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9) Gt =  Gt (P, G), GTi >  0, GT2 >  0
10) Gn — Gn (P, G), GNi <  0, g N2 >  o

The positive correlation of expenditure on both types of goods with global expenditure means that 
we are assuming normality for these goods.

The elasticities in sectoral expenditure are subject to restrictions given by equation (3). By 
differentiating (3) for constant P we have:

dG =  ^ f J d G  +  P ^  dG 
dG dG

Reordering this expression we have:
G PG

11) E gt-g —— +  E gno  — — 1 where Ex»y =  elasticity of x with respect to y.
G G

Then, totally differentiating (3) we have:

^  dP =  dP dP +  GNdP +  P ^  dP +  P 2 ^  —  dP
dP dP dG dP dP dG dP

Reordering, we have:

12) Egn>p ^ J  + (EGn,p + 1 ) ! 2 ü  = 0
G G

Lastly, let us suppose that the supply of marketable and non-marketable goods is a function of the 
relative prices of these goods. Thus,
13) Y n =  Y n (P) Y n1 >  0
14) Y t =  Y t (P) Y ti <  0

W e now have to investigate the process of adjusting an economy to a disruption caused by a 
reduction of BF.

Suppose initially that P remains fixed. This would be the case in which the price of the non- 
marketable goods is inflexible on the down side and the economic authorities do not react by devaluing 
the currency.

Using (7) we have:
15) dBF =  dG - dY +  P dYN - P dGN

since Y , Y n are only functions of P, and dP =  0, we have (initially) dYN =  dY =  0. 
then:

dBF =  dG - P dGN =  dG (  1 - E Gn,g Ü í íü )  =  dG E Gt>g £ l
G G

hence:
dBF

16) dG =  _
E g-p G (G t /G )

for plausible values of the expenditure elasticity of marketable goods, dG >  dBF.
Equation (16) represents the necessary reduction of total expenditure in response to the change in 

BF (or in other terms, the level of expenditure on tradeable goods compatible with their domestic 
production and the net supply of external financing).

However, the spending cutback implicit in (16) disturbs the domestic balance:

17)d G N = j ü í í í  dG =  Egn)G 2 ü  dBF
dG E Gp g G t

A reduction of external financing, d B F  <  0, will then mean, if dP =  0, a cutback in expenditure 
on non-tradeable goods. Since dY N =  0, the adjustment produces an excess supply of these goods;
naturally, the enterprises which produce these goods do not go on accumulating stocks indefinitely but
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instead cut back output and jobs. W e thus encounter the following paradox: the economy adjusts to an 
excess of expenditure over output by reducing output.

Since the loss of output is caused by the excess supply of non-tradeable goods resulting from the 
spending cutback, a suitable adjustment policy should seek to absorb the decline in external financing 
without altering the balance in the non-tradeable goods market. To do this, the economic authorities 
can use movements of relative prices: let us calculate the change needed in P to absorb this decline in 
financing and preserve the domestic balance.

Let us define the domestic balance as P (Y N - GN) =  0; since P #  0, we can also express this balance 
simply by means of the term Y N =  GN.

Directly from the accounts formula (7) we obtain the following expression:
18) BF =  G* - Y T - PGn

then dBF =  dG - dY N - d (PGN)
Introducing the term Y n — Gn, we find that dBF will not alter the domestic balance if:

19) dBF =  dG - dYT - d (P Y N)
By differentiating (19) totally with respect to P, we have:

20) dBF dP - dP - P O IlL  dP - Y N dP
3P 3P dP

Reordering the terms, we have: 
dBF =  E G,p GÊ - E Y t,p Y t Ê - (1 +  E Yn,p) P Y n ?
Where:

Eg,p G - [Ey-pP Y t + (1 + EyN,P) PYN]

Expression (21 ) requires clarification. If the economy has full employment of resources before the 
financial disruption, the term in parentheses in the denominator of expression of (21) is cancelled out. 
This is because the weighted sum of the supply price elasticities contained in this parenthesis is 
cancelled out at the so-called "production frontier" or "transformation curve”. (The mathematical 
demonstration of this proposition is a direct application of the envelope theorem.) Thus, with full 
employment initially, the size of the change needed in relative prices to preserve the balance in the 
non-tradeable goods market will be inversely proportional to the effect of this change on total 
expenditure. W e pointed out earlier that the impact of relative prices on expenditure is ambiguous; in 
fact, we suspect that its impact is small. This means that the absorption of reductions of external 
financing in conditions of full employment cannot be achieved solely by relative price policies. 
Expression (21) would indicate devaluations or revaluations of P of enormous magnitudes. In the 
extreme case, if E g,p ~  0, there is no solution.

The economic inference is as follows. If the economy has full employment, the non-tradeable goods 
market will necessarily be shifted out of balance by a change in relative prices, other conditions being 
equal. This is because the reduction of P needed to adjust the tradeable sector’s deficit to the reduced 
supply of external financing will increase the demand for non-tradeable goods. This additional demand 
cannot be satisfied in conditions of full employment, which, in addition, requires a shift of resources to 
the tradeable goods sector.

Thus, the conclusion is that to absorb an adverse financial change it is necessary to alter relative 
prices, a policy which should be supplemented by a cutback in domestic expenditure if initially the 
economy has full employment.

Formally, in order to specify the combination of policies which will absorb the reduction in external 
financing without job losses, we must alter the aggregate expenditure equation slightly in order to 
accommodate the direct impact of policies which affect the level of expenditure, which are usually 
monetary and fiscal policies.
22) G =  G (X , P) where X  represents the monetary-fiscal intensity.

Thus, equation (20) is now substituted by:
dBF =  E c ,p G P  +  E GiX G 5  - E Yt,p P -  (1 +  E Yn,p) P Y n P
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where E G,x represents the multiplier effect, and & is the rate of change in the monetary-fiscal 
intensity.

Thus,
23) p  = __________ dBF - E 0,x G £ _____________

EgjP G  - [Ey-pp Y t  +  (1 +  E Yn,p) P Y ^ ]

or simply
p  =  dBF - E g,x  G X  

Eg»p G

if the economy initially has full employment.
To sum up, the preceding analysis justifies the conclusion that to absorb adverse financial changes 

efficiently it is necessary to implement a set of policies designed to modify both the level of expenditure 
and its allocation between tradeable and non-tradeable goods. Policies which seek only to reduce the 
absorption cause unnecessary job losses; those focussed only on relative prices cause the opposite 
problem, i.e., excess demand in the sector producing non-tradeable goods.

It must be stressed that this happens only if the adjusting economy is small and there are no effects 
of interdependence. If this is not the case, it is necessary to introduce a general balance scheme which 
can lead to reductions in the elasticities described above, depending on the behaviour of the deficit 
countries which have to absorb the trade surplus.
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The problem of adjustment to external imbalances 
has become a focus of the attention of economists in 
Latin America. Various analytical approaches to this 
problem have been proposed. The current account 
approach places the emphasis on international 
trade; the capital account approach places it on 
financial flows, while the monetarist approach of the 
balance of payments is based on the global balance of 
international payments. Each of these approaches 
gives rise to a set o f economic policy measures.

This article presents a summary o f these three 
approaches and an evaluation of their relevance for 
the analysis of the external sector problems o f the 
Latin American countries. It also presents an outline 
of the conceptual framework of the adjustment pro
grammes of the International Monetary Fund and a 
critical commentary thereon. It suggests that the 
quantitative indicators currently used by the IM F 
should be supplemented by others designed to lim it 
the level of unemployment, the fa ll-o ff in production 
and the reduction of real wages which are often 
associated w ith  the strict application of the Fund’s 
programmes.

The author concludes that although it is already 
possible to make certain improvements ¡n current 
adjustment policies w ith  a view to m in im izing the 
cost of the adjustment, additional research is also 
required to determine the course o f the adjustment 
and the behaviour, w ith in  that course, o f certain key 
variables for a healthy situation, such as product and 
employment levels, consumption and income 
distribution.
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Development and logic of 
the global approaches1

The purpose of this article is to carry out a 
systematic review of the various theoretical 
approaches found in economic publications on 
external adjustment; however, the goal is not to 
offer an exhaustive review, but to focus funda
mentally on those models and hypotheses which 
are relatively more pertinent to an understand
ing of the functioning of the Latin American 
economies.

In the past 40 years different types of models 
have been put forward to explain the factors 
determining the external imbalance of an econ
omy. The existence of several models is due to 
the important changes in international trade and 
financial relations and the need to seek an expla
nation of the behaviour of the economies in the 
new external context. However, the dominant 
theoretical approaches in specialized publica
tions, and the changes and substitutions made in 
them, have related almost exclusively to the eco
nomic situation in the developed countries.

In general terms, a country’s normal situa
tion will be that there is no parity between the 
amounts of inflow and outflow of foreign 
exchange. This implies a balance-of-payments 
surplus or deficit. It is therefore important to 
analyse how a country adjusts its trade and finan
cial flows to hold this balance in equilibrium. A 
balance-of-payments surplus is not usually con
sidered to be a problem requiring solution; the 
central problem is to examine how the countries 
deal with their deficits.

An economy is said to have a problem of 
external imbalance when it has a deficit in the 
current account of the balance of payments 
which cannot be financed by foreign borrowing 
through the capital account, with the result that 
international reserves decline. As these reserves 
are finite, it is essential to find mechanisms to 
reduce and eventually eliminate this deficit.2 In

‘B ibliography for th is  section: M cK innon  (1981),C hacho- 
Jiades (1978), D am  (1982), K en en  (1985a, b).

2 A d is tinc tion  will la ter be m ade b e tw een  cyclical and s tru c tu 
ral (ex terna l) im balance. S tructu ra l im balance requ ires an ad just
m en t of the  local econom y; cyclical im balance is by na tu re  
tem porary  and  it is logical to  finance it by foreign  borrow ing.

I
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this description of external imbalance it is 
assumed that the economy uses a fixed exchange 
rate system.

An economy has achieved internal balance 
when its own economic activity is sufficient to 
create a situation close to full employment, 
which ought ideally to coincide with stable 
prices.

W hat is the interrelationship between exter
nal and internal imbalance? Are the two in con
flict, i.e., can an economic policy correct one 
imbalance and exacerbate the other? Is there a 
kind of hierarchy between the two types of 
imbalance? W hat combination of economic poli
cies can resolve both imbalances simultane
ously? W hat kinds of policy instrument have 
comparative advantages in the reduction of one 
of these imbalances? These are some of the ques
tions which will be considered in the review of 
the various models. For a better understanding 
of the analytical method and the implications 
and consequences of these models, it is necessary 
to outline the historical development of the var
ious theoretical approaches.

It is useful to begin with a brief consideration 
of the gold standard. This is the system of inter
national monetary relations which for a long 
period (1870-1910) provided the rules by which 
countries had to play in resolving their balance- 
of-payments difficulties. The international insti
tutional framework which required such a 
standard had two characteristics: firstly, coun
tries guaranteed the total freedom of movement 
of goods and gold; secondly, countries had to 
subordinate their domestic goals to the goal of 
eliminating the external imbalance, which had 
priority at the macroeconomic level.

The main elements of the gold standard 
were as follows: a) a parity with gold was estab
lished for local currencies, i.e., there was a fixed 
exchange rate system; b) there was full converti
bility; c) balance-of-payments problems were 
solved by movements of gold among countries, 
i.e., there was no movement of financial capital;
d) the central banks did not neutralize the effect 
of the flows of gold on the domestic money 
supply.

The gold standard functioned as if there 
were an automatic mechanism which eliminated 
any external imbalance. Suppose that a country

had a balance-of-payments deficit (in the case of 
a surplus, the reasoning is absolutely the same); 
the exchange rate was fixed and therefore the 
deficit was financed by a movement of gold out 
of the country. As the Central Bank did not 
neutralize the monetary impact of the variations 
in the gold reserves, an outflow of gold caused 
the amount of money in the economy to fall. 
According to the quantitative theory of money, a 
contraction in the money supply will cause 
domestic prices to fall; this will increase the 
international competitiveness of the country’s 
economy, which in turn will enable it to increase 
its exports and substitute its imports, thus reduc
ing the balance-of-payments deficit. The move
ment of gold out of the country will cease only 
when the deficit has been eliminated.

In short, the gold standard had an automatic 
mechanism ("movement of gold-level of pri
ces") which resolved any external imbalance. 
Accordingly, no kind of economic policy would 
be needed to cope with balance-of-payments 
problems.

This type of approach underwent a radical 
change after the Crash of 1929 when people 
stopped thinking in terms of an automatic mech
anism for adjustment of the balance of payments 
and began to realize that the equilibrium of this 
balance was a serious problem of economic pol
icy which had to be solved. This change came 
about as a result of the balance-of-payments 
problems which affected many countries in the 
1930s and it was consolidated by the series of 
external imbalance problems in developed and 
developing countries after 1940. Almost all 
countries underwent such crises, and the com
mon experience taught that external balance was 
not easily achieved. There then emerged the 
balance-of-payments theory which examined 
the factors determining the balance of payments. 
In the institutional context of Bretton Woods 
this theory consisted of the analysis of the eco
nomic policies needed to reestablish balance-of- 
payments equilibrium.

The international monetary system created 
at Bretton Woods (1944) was determined by two 
different factors. On the one hand, the purpose 
was to find a replacement for the gold standard, 
for it had become a symbol which imposed 
insuperable restrictions on governments in 
terms of their domestic economic objectives,
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despite its virtue of establishing a clear order in 
international financial relations. This was in 
sharp contrast to what had happened in the 
period 1920-1940, which was one of great insta
bility in trade and financial transactions: coun
tries alternated between a free exchange rate and 
sharp devaluations to solve their economic prob
lems. Experience of the free exchange rate had 
been considered very negative owing to the 
problems which this exchange system produced: 
a) frequent changes in the exchange rate had a 
disruptive effect on the allocation of productive 
resources and changes in this allocation and sub
sequent reversions involved high costs; b) ex
change rate fluctuations meant that the 
exchange risk became the main component in 
the profitability of a trading operation and this 
then discouraged international trade transac
tions; c) a free exchange rate generated instabil
ity and led to speculation which rendered the 
system even more unstable. On the other hand, 
during the 1930s there were countries which had 
recourse to the expedient of sharp devaluations 
as a mechanism for "exporting” their own 
unemployment; this obviously led to trade repri
sals by the country affected by these exports; 
these reprisals led to a protectionist spiral, and 
all this resulted in a decline in world trade.

In short, the aim at Bretton Woods was to 
change the gold standard, but the free exchange 
rate system was considered very harmful; it was 
also necessary to prevent countries from using 
sharp unilateral devaluations to solve their 
domestic problems. Against this background the 
following basic principles were devised to guide 
the Bretton Woods international monetary sys
tem: a) a fixed exchange rate system was estab
lished; parities were set for national currencies 
against gold or the dollar; b) the objective of 
external balance was subordinated to the objec
tive of internal balance; c) the fundamental pur
pose of movements of capital was to facilitate 
trade transactions; d) an international financial 
institution, the International Monetary Fund 
(IMF), was set up for the central purpose of 
facilitating the expansion and balanced growth 
of international trade. To this end, the IMF was 
to have two functions: i) to make loans to 
finance temporary external imbalances; ii) to 
ensure that countries did not change their 
exchange rate parity, unless there was a funda
mental imbalance in the economy.

International trade declined considerably in 
the 1930s and 1940s; countries used restrictive 
trade policies (tariffs, quotas, etc.) and exchange 
controls to protect their own economies. This 
meant that these economies were relatively iso
lated, i.e., that domestic markets were not inte
grated with international markets; as a result, 
international transactions had no important 
effects on the development of the domestic econ
omy. W hat is more, in the 1930s trade flows 
were unstable and they were expected to remain 
so; one of the topics of interest for the theoreti
cal models was to examine the type of economic 
policy measures which would have to be adopted 
to isolate national economies from external 
upheavals.

During the period 1950-1970 there was a 
systematic decline in the trade barriers imposed 
by the developed countries, especially in the res
trictions on trade between those countries them
selves. At the same time there was an increase in 
the protectionist barriers erected by the Latin 
American countries. Exchange controls were 
gradually being eliminated in the developed 
countries, but the restrictions and controls on 
the movement of capital remained.

In short, during the period 1940-1970 coun
tries and their economies were relatively isolated 
in trade and finance, although this isolation 
declined towards the end of the period. This 
meant (McKinnon, 1981; Kenen, 1985a) that 
the economies had the following characteristics 
with respect to the external sector: a) the erec
tion of trade barriers meant that the external 
sector accounted for a smaller percentage of the 
GGP (gross geographical product). Further
more, changes in the exchange rate did not have 
very significant effects on the level of domestic 
prices. There was little interrelationship  
between changes in the domestic prices of the 
various countries; b) owing to the restrictions on 
the flow of financial capital, current account 
deficits could not usually be financed fully by the 
movement of capital; c) national monetary sys
tems were totally isolated and this meant, on the 
one hand, that intervention by a central bank in 
the foreign exchange market could be totally 
without effect and, on the other hand, that the 
domestic interest rate could be controlled by the 
money supply and was therefore unaffected 
either by the level of international interest rates 
or by the likelihood of devaluation.
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Given these characteristics of the "semi
isolated economies" of the period 1940-1970, the 
theoretical approaches to the analysis of the 
problems of external imbalance had the follow
ing main components. Firstly, it was assumed 
that a fixed exchange rate system was in opera
tion and an analysis was made of the factors 
determining the equilibrium or disequilibrium 
of the balance of payments. Secondly, as capital 
movements were of little importance, the theo
retical models concentrated on the factors deter
mining the current account; furthermore, when 
capital movements were totally omitted from 
the analysis, the current account coincided with 
the trade balance, and the models focussed on the 
factors determining the trade balance or its com
ponents — exports and imports. Thirdly, the 
m acroeconom ic Keynesian theory which 
emerged in the 1930s, although concerned exclu
sively with the analysis of a closed economy, had 
an important influence on the theoretical mod
els in vogue in 1940-1970, as can be seen (Willi
amson, 1983a; Kenen, 1985a) from the fact that 
the open economy was analysed by means of 
equations marginal to the basic closed Keynesian 
model, equations which related to trade transac
tions (an appropriate approach when the exter
nal sector is a small appendage to the local 
economy), and that the level of prices was consi
dered fixed. U ltim ately, this theoretical 
approach saw the external sector as a potential 
source of instability which had to be neutralized; 
if external disruptions were transmitted, the 
goal of economic policy would be to use fiscal, 
monetary and other policies to neutralize them 
and hold the balance of payments in equilibrium 
(McKinnon, 1981). To sum up, the domestic 
economy would have to be isolated from harmful 
external upheavals so that an independent 
macroeconomic policy could be implemented to 
achieve the economic goals required for internal 
balance.

The "semi-isolated economy" of the period 
1940-1970 was transformed (gradually) into the 
"highly integrated economy” of the 1970s and 
1980s. The 1970s was a decade of increasing 
world integration, and the economies of differ
ent countries became fairly interdependent, in 
the developed countries in particular there was 
considerable integration in the goods markets; 
the external sector of these countries practically

doubled its relative importance in the GGP in the 
space of 30 years. (The external sector of the 
United States, Italy and Germany accounted 
respectively for 5, 12 and 16%  of the GGP in 
1950, and for 10, 25 and 27%  in 1980.) 
Moreover, from 1970 the developed countries 
began to reduce the controls on the capital 
account and regional and national capital 
markets developed more rapidly; the eurodollar 
market acquired particular importance, as did 
subsequently the Eurocurrency market.

In the 1980s the developed countries have 
removed the restrictions and controls on finan
cial flows and the capital account is fully open. 
Today, therefore, considerable integration has 
been achieved in the financial market of the 
developed countries, even greater than that 
achieved in the goods market. The most surpris
ing thing here is the magnitudes: in 1984 inter
national trade amounted to two million million 
dollars ( 1012), but financial flows fluctuated 
between 10 and 20 times that figure. As a result, 
the role of capital movements could no longer be 
overlooked from either the theoretical or the 
institutional standpoint.

At the beginning of the 1970s the interna
tional monetary system established at Bretton 
Woods collapsed and there emerged what some 
writers have described as a "non-system” (Willi
amson, 1983a); in other words, a situation in 
which there is no single and universal set of rules 
and in which each country does as it likes. Proba
bly the most fundamental change is the replace
ment of the fixed exchange rate system with a 
system of floating exchange rates in the deve
loped countries. Most of the developing coun
tries have tied their national currency to the 
currency of the developed country which occu
pies the most important place in their trade, and 
the majority of the Latin American countries 
have chosen the dollar. This means that the 
developing countries apparently maintain a sys
tem of fixed exchange rates tied to a floating 
currency.

Among the various factors which contrib
uted to the abandonment of the Bretton Woods 
system only those of theoretical interest will be 
considered here: a) under a system of fixed 
exchange rates, if prices and in particular domes
tic wages are not sufficiently flexible, it is not 
possible to alter the terms of trade of a country
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with a persistent external imbalance; b) given 
the operation of a fixed exchange rate system 
and the free movement of capital, if an economy 
has a prolonged and large external imbalance, its 
currency is exposed to severe speculative pres
sures; c) when there is free movement of capital, 
the exchange rates and interest rates of different 
countries become closely interrelated; accord
ingly, differences in domestic inflation or the 
performance of the sector producing interna
tionally tradeable goods bring immediate pres
sures to bear on the purchasing power of the 
national currency. In short, the increasing role of 
financial flows is leading to the abandonment of 
fixed exchange rates.

The new system (or "non-system”) is 
intended to establish a "stable but adjustable” 
system of exchange rates. There has been a very 
clear change of attitude towards free exchange 
rates, for now they are seen as a useful mecha
nism enabling a country’s government to use 
market forces to establish the balanced parity of 
the national currency,

The free movement of capital and the 
important relative and absolute levels of finan
cial flows generated new theoretical approaches 
in the 1970s, radically different from the earlier 
ones. The focus of attention shifted: analysis of 
the equilibrium of the goods market was 
replaced by analysis of the equilibrium of the 
financial assets market; in other words, the capi
tal account (or the balance of payments) took the 
place of the trade balance (or current account); 
the equilibrium of the flow of goods was replaced 
by the equilibrium of reserves of assets; financial 
variables took the place of real variables.

In short, in the developed countries mone
tary models took the place of the Keynesian 
models. This also meant a more general and 
profound theoretical change. In the Keynesian 
period of 1940-1970 clear priority was given to 
the objective of full employment and the use of 
fiscal policy as the relatively most effective tool; 
in contrast, in the monetarist period, after 1970, 
priority has been given to the reduction of infla
tion and use of the tool of monetary policy. 
Lastly, fundamental discrepancies have emerged 
between Keynesians and monetarists with 
respect to the functioning of the economy and 
the lasting effects of economic policies.

The monetarist approaches of the 1970s cri
ticized various aspects of the theoretical current 
account models which had been developed ear
lier. Firstly, given the considerable degree of 
integration in the goods markets resulting from  
increased trade, it was necessary to introduce an 
assumption reflecting the existence of price arbi
tration; thus was introduced the single price law, 
which, as will be seen below, played a crucial role 
in the m on etarist balance-of-paym ents  
approach. Secondly, the free movement of capi
tal prevented central banks from manipulating 
the interest rate; this rate became exogenous for 
the monetary authorities and depended on the 
international interest rate. Furthermore, if a 
Central Bank maintained a fixed exchange rate 
and there was no neutralization, the monetary 
policy became endogenous.

In other words, in a world of increasing 
interdependence and integration of the goods 
and assets markets of different countries the 
economic authorities were losing their policy 
instruments, and it was no longer possible to 
remain autonomous in the management of eco
nomic policy. Moreover, the money markets in 
various currencies were heavily influenced by the 
activities of speculators who were capable of 
thwarting some of the intervention strategies of 
the central banks. This led to the conclusion that 
exchange and balance-of-payments problems 
were independent of each other and that they 
could not be subordinated to the goal of internal 
balance, i.e., the external and the internal balan
ces were of equal importance.

When the developed countries replaced the 
fixed exchange rate system with the floating 
system there was clearly a shift in the focus of 
attention of theoretical models from analysis of 
the factors determining the balance of payments 
to the problem of the factors determining the 
exchange rate. Subsequently, these models con
centrated on explaining problems of fundamen
tal significance for the developed countries; the 
recent turbulence in the exchange markets of 
these countries has acquired particular 
importance.

Since the shifts of financial flows in reaction 
to frequent changes in various currencies are of 
very considerable magnitude, much of the theo
retical work is focussed on the factors determin
ing the existing parity relations in the (very)
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short term among the currencies of the deve
loped countries; furthermore, the changes in the 
parities among these currencies in the (very) 
short term are extremely high. All this encour
ages assimilation of the evolution of the 
exchange rate to the evolution of the prices of 
financial assets; the holding of various foreign 
currencies then becomes an additional asset in 
the portfolios of economic agents.

To sum up, the exchange rate is viewed dif
ferently in each model. In the Keynesian 
approach the factors determining the exchange 
rate are the flows of the trade balance, i.e., 
exports and imports; in other words, the 
exchange rate is considered to be a real variable, 
for it is the relative price of two types of goods. 
In the monetarist approach the factors deter
mining the exchange rate are the monetary

flows of the balance of payments; i.e., the 
exchange rate is the relative price between two 
currencies. Lastly, in the assets approaches the 
factors determining the exchange rate are the 
equilibrium in the reserve of assets and the 
expectations of economic agents with respect to 
future fluctuations in this exchange rate; i.e., the 
exchange rate is the relative price between two 
assets.

The three types of model for analysis of the 
external sector will now be considered separately 
on the basis of a fixed exchange rate system: 
(Keynesian) current account approaches, 
monetarist balance-of-payments approach, and 
capital account approach. There will also be a 
specific discussion of the implications and conse
quences of these models in terms of the factors 
determining the exchange rate.

II
Current account approaches3

Most of the models considered in this section use 
the following basic assumptions: 1) Movements 
of capital are of little importance for various 
reasons such as restrictions on movement of 
financial capital, exchange controls, etc. The 
result is that a problem of balance-of-payments 
crisis is resolved to the extent that the current 
account remains balanced; the capital account 
can therefore be left out of the analysis. 2) There 
is a fixed exchange rate determined by the Cen
tral Bank. 3) The economy is small; this implies 
that the prices of exports and imports are exo
genous, i.e., determined by the world market.
4) The national monetary system is isolated 
from variations in foreign currency reserves. 
This means that: a) the Central Bank completely 
neutralizes the monetary impact of variations in 
international reserves; b) given the additional 
assumption of restrictions on financial flows, the 
domestic interest rate is determined by the 
money supply, which is controlled by the Central 
Bank.

b ib lio g ra p h y  for th is section : Corden (1 9 7 7 ) , D ornbusch  
(1 9 8 0 a ) , K ru eg er (1 9 8 3 ) , W illiam so n  (1 9 8 3 a ) , K e n e n  (1 9 8 5 b ).

Two separate approaches competed during 
the 1940s and 1950s for theoretical domination 
in this respect: the absorption model, which 
emphasized the use of the income mechanism, 
and the elasticity model which used the mecha
nism of relative prices. Subsequently, as will be 
seen below, a synthesis of these two approaches 
was achieved.

1. National accounts and basic 
concepts o f the open economy

Certain basic concepts of the open economy will 
be described in this subsection, and much of the 
notation to be used in this article will be intro
duced. National accounts provide a simple 
framework for this purpose.

The basic national accounts formula for the 
open economy is:

Y = C + I + G + X - M  (2.1)

where Y is the value of the GGP, C is personal 
consumption, I is investment, G is government 
expenditure, X  is the value of exports, and M is 
the value of imports.
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The sum of C + 1 +  G will be represented by 
Z, i.e., Z =  C +  I + G. This concept Z represents 
the domestic expenditure of resident nationals; 
in more technical terms, Z is the absorption  of 
goods by the economic agents of a country’s 
economy.

A definition will also be given for B =  X  - 
M, where B represents the trade balance when

Y is the GGP; B represents the current account 
balance when Y is the gross national product 
(GNP) or national income.4 For the purposes of 
this section, no distinction will be made between 
the current account balance and the trade bal
ance. Thus, expression (2.1) becomes:

Y - Z =  X  - M (2.2)

This expression (2.2) is interpreted as fol
lows: the first term of (2.2) represents the inter
nal balance or imbalance; Y  is the national 
income and Z is domestic expenditure. Then, 
when Y =  Z, internal balance is achieved — 
when resident nationals’spend exactly what they 
earn.5 As a result, a situation of imbalance is  ̂
created when Y #  Z. Moreover, the second term 
of (2.2) represents the external balance or imbal
ance; when B =  0, the current account is bal
anced, but if B is negative there is a deficit.

Accordingly, expression (2.2) provides a pic
ture of the interdependence between the exter
nal and internal balance or imbalance. When 
there is internal balance, there is automatically 
external balance, and vice-versa; if Y  = Z, then 
B = 0. When there is internal imbalance, there is 
external imbalance, and vice-versa. A situation 
of domestic expenditure greater than income is 
associated with a current account deficit.

Expression (2.2) gives a picture of the differ
ence between the absorption model and the elas
ticity model; when there is an imbalance, the 
first of these models examines the first term of 
expression (2.2), while the second term is exam
ined by the elasticity model. In the absorption

4GGP =  GNP +  in terest paym ents =  C +  I +  G +  X  - M. If
Y = GGP, th e paym ent of in terest is included, and then  X  - M =  B 
will be th e trade balance.

But when: GNP =  C +  I +  G +  X -  M - payment of interest, if
Y  — GDP, th en  B  ~ X  - M - paym ent o f in terest will be th e current 
account balance.

5N o te  th at th is con cep t o f in tern al balance is d ifferen t from  
the con cep t defined in the previous section . T h e  two concepts 
coincide only w hen Y  rep resen ts a level o f output close to  full 
em p loym ent.

model expression (2.2) can be assigned the fol
lowing causality: if a country spends more than it 
produces (Z >  Y) it is "living on credit”; a trade 
balance deficit is then created; it will thus be the 
internal imbalance that produces the external 
imbalance. The elasticity model examines the 
impact of a devaluation on the relative prices of 
exports and imports, with a view to solving the 
problem of a trade deficit.

2. The absorption m odel

This is the model for an open economy obtained 
by a simple extension of an (elementary) macro- 
economic Keynesian model for a closed econ
omy. The central (and sole) mechanism used by 
this model is the incomes mechanism.

Let us consider the following simple Keyne
sian model for an open economy: i) The level of 
output is determined by the level of total expen
diture. ii) Prices are exogenous to the country’s 
economy, iii) The level of expenditure is a 
(direct) function of the level of income, 
Z =  Z(Y). iv) Exports depend (positively) on 
the level of foreign earnings Y *; thus, 
X  ~  X (Y *). v) Imports depend (positively) on 
the country’s level of income, i.e., M = M (Y).

As the level of output of the country’s econ
omy is determined by the total demand, the 
balance in the goods market will be given by:

Y =  Z(Y) +  X (Y *) - M(Y) (2.3)

Y - Z(Y) =  B =  X (Y *) - M (Y) (2.4)

In this expression (2.4) the first term repres
ents the internal imbalance and the second term 
represents the external imbalance. The only 
mechanism available to the country’s economy 
to establish internal or external balance is the 
variable Y (level of incomes in the country’s 
economy). Let us consider the representation in 
graph form of expression (2.4), having first 
separated each term. This is what is shown in 
figures 1 and 2.

Figure 1 illustrates in detail how the internal 
imbalance Y  - Z(Y) comes about. The horizon
tal axis always holds the variable Y  which is the 
central mechanism of this model. Part a) has the 
first component of the internal imbalance, i.e., 
the same variable Y; part b) has the second com
ponent of the internal imbalance —domestic
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Figure 1

INTERNAL IMBALANCE: Y - Z(Y)

Z,Y

(a)

(b) (d)
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Figure 2
EXTERNAL IMBALANCE: X(Y*> - 'M(Y)
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expenditure Z (Y ); this is a positive function of 
income and its slope is the marginal tendency to

consume, c =  ^  ; part c) contains conjointly 
AY

the two earlier parts a) and b), and the point of 
intersection of Y  and Z, at which Z = Y , corres
ponds to the internal balance. Lastly, part d) 
shows the ratio for the internal imbalance; this 
part d) is obtained from c) by simple (graphical) 
subtraction of Y  and Z; the Y - Z slope is the 
marginal tendency to save, a — 1 - c, which is 
positive.

In a way similar to that used in figure 1, 
figure 2 illustrates in detail how the external 
imbalance X (Y * )  - M (Y) is obtained. The varia
ble Y  is again in the horizontal axis. Part a) has 
the first component of the external imbalance X, 
which is independent of the country’s income 
level Y  ; part b) has the second component of the 
external imbalance, the level of imports M (Y); 
this is a positive function of income and its slope

is the marginal tendency to import,m — part
AY

c) contains conjointly the two earlier parts a) and
b), and the point of intersection of X  and M, at 
which X  =  M, corresponds to the external 
imbalance. Lastly, part d) shows the ratio for the 
external balance; this part d) is obtained from c) 
by simple (graphical) subtraction of X  and M; 
the B slope is -m.

Figure 3 shows the ratios for the internal 
(Y - Z) and external (B) imbalance. The inter
section of (Y - Z) with (B) (which corresponds 
to point Q), gives the level of balance Y t in the 
goods market of the country’s economy. This 
level of balance Y , in the goods market is 
achieved with a deficit Y¡Q in the trade balance; 
for this deficit Y tQ it is necessary that Y - Z <  0, 
which means that Z >  Y, i.e., that the level of 
domestic expenditure or absorption is greater 
than the income level.

According to this absorption model, if the 
goal is to eliminate the external imbalance Y tQ, 
it will be necessary to reduce the level of absorp
tion Z; in order to reduce this level of absorption, 
it will be necessary to reduce the income level Y. 
This would shift vertically upwards line Y  - Z in 
figure 3. This process reduces (and eliminates)

the current account deficit by cutting back 
incomes, thereby reducing the level of imports.

Suppose that Y z in figure 3 is the level of 
economic activity under full employment; inter
nal balance is obtained at output level Y z, for 
Y = Z. Thus, any attempt to eliminate the exter
nal imbalance and lift line Y - Z in figure 3 so 
that it cuts line B at output level Y B would intro
duce a higher level of unemployment than origi
nally existed in Y v

To sum up, this absorption model illustrates 
an inverse trade-off between the internal and 
external balances. In fact, Y B represents the level 
of Y  corresponding to the external balance and 
Y z corresponds to the internal balance; as can be 
seen from figure 3, the two points cannot be 
reached simultaneously. Any attempt to achieve 
external balance by reducing the level of eco
nomic activity exacerbates the internal imbal
ance, for the cutback in output increases the level 
of unemployment; in other words, increased 
unemployment is the cost which must be paid to 
eliminate the external imbalance. In short, 
according to the absorption model, external 
adjustment is achieved at the expense of internal

Figure 3

INTERACTION BETWEEN INTERNAL AND 
EXTERNAL IMBALANCES
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adjustment and vice-versa; any attempt to 
achieve the level of internal balance Y z increases 
the level of trade deficit.

According to Tinbergen, when there are two 
objectives it is necessary to use at least an equal 
number of economic policy tools. In this case 
there are two objectives: internal balance and 
external balance. The two distinct economic pol
icy tools would be fiscal and monetary policy. 
However, in the problem posed in figure 3 these 
two tools do not resolve the dilemma of internal 
and external balance, for they both have a similar 
effect on the level of domestic expenditure; in 
other words, in this absorption model there is no 
difference between the effects of fiscal policy and 
monetary policy.

With this absorption model it is possible to 
calculate the approximate effect of the cutback in 
domestic expenditure on the level of economic 
activity and the trade balance; these are the 
(Keynesian) multipliers of the open economy:6

dY ^ 1

dZ a+m (2.5)

dB _  m

dZ a+m (2.6)

In these expressions a represents the margi
nal tendency to save and m the marginal ten
dency to import. Expression (2.5) is the 
Keynesian multiplier for the open economy, 
which is less than the multiplier for the closed 
economy (1/a), for imports are filtrations of the 
country's economy and, therefore, expenditure 
on imports does not have any multiplier effects 
on the domestic production process. Let us sup
pose that an economic programme requires a 
3% cutback in domestic expenditure; assuming 
that domestic expenditure represents 90%  of 
the GGP, this would have the direct effect of a fall 
of 2.7% in the level of economic activity. Taking 
into account the Keynesian multiplier of expres
sion (2.5) and using a value of 2.0,7 the total 
decline in output would be 5.4%.

f’I:or their analytical derivation see Dornbusch (1980a) or 
Williamson (1983a).

; lt is assumed that the marginal tendency to save is 0.20 and 
the marginal tendency to import is 0.30. Thus, a+m = • 0,5 and the 
reciprocal value is 2.

The impact of the 3% cutback in domestic 
expenditure on the trade balance is obtained 
from expression (2.6); if it is assumed that the 
GDP fluctuates around US$25 000 million, the 
reduction in gross domestic expenditure would 
be US$675 million. Assuming that the coeffi
cient m/a+m = 0.6, the improvement in the 
trade balance would amount to US$405 million; 
if this improvement was achieved only at the 
expense of the cutback in imports, then for a 
volume of imports of US$3 500 million there 
would be a drop of 11.5%.

It is also possible to perform this exercise in 
the opposite direction; if the non-financeable 
balance-of-payments deficit requires a reduction 
in the current level of imports of US$500 mil
lion, this would mean (using the same values as 
in the previous paragraph) a cutback in domestic 
expenditure of US$833.3 million, which would 
mean a fall of 6.7%  in the GGP.

3 .T h e  elasticity m odel

The focus of attention of the absorption model is 
the relationship between the level of domestic 
consumption and the level of production; the 
elimination of an external imbalance requires 
adjustment of the amount of expenditure at the 
production level. In contrast, the elasticity model 
examines how a change in the composition of 
production can solve the problem of a trade 
balance deficit; in order to eliminate this deficit, 
exports will have to be increased or imports 
substituted, or both. This requires a change in 
relative prices, for which purpose exchange-rate 
or trade policy can be used (tariffs, exports subsi
dies, etc.); the elasticity model examines the role 
of exchange rate policy.

In other words, the elasticity model seeks to 
analyse the effect of a devaluation on the trade 
balance, i.e., the exchange rate is viewed as a 
policy tool for control of the external imbalance. 
Furthermore, it is assumed that the exchange 
rate policy is totally divorced from the macroeco
nomic domestic policy (i.e., that there is no con
nection between, for example, the exchange rate 
policy and the monetary policy).

In general terms the elasticity model 
focusses its attention exclusively on the external 
imbalance. It is assumed that the country’s econ
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omy will have a surplus of demand for tradeable 
goods in relation to domestic output; this surplus 
demand is satisfied by means of a surplus of 
imports over exports, which generates the trade 
balance deficit. Accordingly, in order to resolve 
this problem a change is required in the relative 
prices of the tradeable and non-tradeable goods 
in the domestic economy. If the prices of tradea
ble goods are increased over those of non- 
tradeable goods in the economy, an expansion of 
the domestic production of tradeable goods is 
encouraged, i.e., the production of exports and 
import substitutes, and the trade balance deficit 
will thus be reduced.

In fact, a devaluation changes the ratio of 
internal prices to external prices and makes the 
national production of tradeable goods more 
competitive internationally; this is why it is pos
sible to expand the production of exports and 
domestic goods which can compete with 
imports.

In order to simplify the discussion it will be 
assumed in this subsection that there are only 
two types of goods in the economy —exportable 
and importable— and that there is a degree of 
production specialization; in other words, only 
goods for export are produced in the country's 
economy. This will make it easier to understand 
the economic interpretation of the exchange rate 
as a relative price and to observe the relationship 
between the exchange rate and a country’s terms 
of trade.

Let us suppose that a national economy pro
duces only sugar and imports automobiles; the 
sugar is exported and its international price is P* 
measured in dollars per ton; the import price of 
the automobiles is Pm in dollars per automobile. 
Let q be the terms of trade of the country in 
question and e the exchange rate expressed in 
pesos to the dollar. Thus, as q measures the ratio 
of the price of the imported goods to that of the 
exported goods, it is possible to obtain the ratio 
of q to e\

__ P m _  US$/automobilet] —----- — ---------------------------  { l . l )
P* US$/ton sugar

Let Px be the domestic price (in "pesos") of a 
ton of sugar; then, Px — ePx. If Px is substituted 
(according to the previous expression) in ratio 
(2.7), the result is:

_  cPm _[$/U S$ X US$/auto]_ r ton sugar i  q -  ------   ;-----------------    L  J
Px [$/ton sugar] auto

(2.8)

A country’s terms of trade are a relative price 
indicating the number of tons of sugar (the 
exported item) which the country sells per unit 
of automobiles (the imported item). In expres
sion (2.8) it can be seen that an increase in q 
would indicate a deterioration in the terms of 
trade, since the country has to trade a greater 
number of tons of sugar for the same unit of 
automobiles. This expression (2.8) also shows 
that, on the assumption that the prices Pm and 
Px are constant, there is an exact correspondence 
between q and the exchange rate e; this means 
that if e increases, q will increase in the same 
proportion.

A devaluation means an increase in e; i.e., 
the number of pesos per dollar unit increases, 
and according to expression (2.8) this will cause 
a deterioration of the terms of trade; thus, the 
changes in the exchange rate are identical with 
the changes in relative prices and accordingly 
with alterations in the terms of trade.

In other words, expression (2,8) illustrates 
in summary form how in this simple model the 
exchange rate constitutes the main instrument 
for changing a country's relative prices with a 
view to reducing an external imbalance; it also 
shows the cost of such an adjustment for the 
country.

We will now consider which, according to 
this model, are the factors influencing the 
exchange rate. We will use for this purpose a 
microeconomic analysis of partial balance, in 
which e is the price available in the foreign 
exchange market, i.e., e represents the price 
resulting from the interaction of the supply and 
demand of foreign exchange. Within the foreign 
exchange demand curve is the market in 
imported goods, the imports supply and 
demand; also within the foreign exchange 
supply curve are the exports supply and demand. 
Let us consider this interaction briefly.

Suppose that the economy has an exchange 
rate e t. In the imports market, P& is the exogen
ous price of the imported item, which in this case 
is automobiles; then, the supply of automobiles 
is totally elastic to the price P^. Now, let D1! be
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Figure 4

IMPORTS MARKET (AUTOMOBILES)

pM-lUSI/wto)

the demand for automobiles corresponding to 
this exchange rate e {. The interaction between 
the supply and demand determines the number 
of automobiles Qj which will be imported. This 
can be seen in figure 4. The amount of foreign 
exchange needed for the import of this quantity 
Qi of automobiles will be Pm Qi,

Suppose that there is a devaluation and the 
exchange rate reaches the value e2. As the supply 
of automobiles is exogenous to the country, the 
curve SM remains totally elastic to the price Pm 
(the country buys the automobiles in dollars and 
its international price is not affected by a deva
luation in the national economy). But for the 
country’s consumers a devaluation means that 
they will have to pay a large number of "pesos” 
for each dollar; the result is that there is a con
traction in the demand for automobiles which 
shifts this demand towards the left, DÎf, as a 
result of the devaluation from ei to e2. Now, the 
number of imported automobiles falls to Q2 and 
the amount of foreign exchange required for this 
level of imports of automobiles will be Pm Q2- 
Something similar happens with a new devalua
tion from e2 to e3, in which the number of 
imported automobiles falls to Q3 and the foreign 
exchange requirement to Pm Q3 (figure 4).

Figure 5 shows the foreign exchange 
demand curve corresponding to this automobile 
import market. Figure 4 shows that the number 
of automobiles imported declines in step with 
devaluation, i.e., as the exchange rate increases.

Figure 5

FOREIGN EXCHANGE DEMAND CURVE

e - [ I/U S I]

Since the dollar price of the automobiles is con
stant, the foreign exchange requirement will 
decline; the foreign exchange demand slope is 
then negative. In this case the demand for auto
mobiles determines the demand for foreign 
exchange, but in more general terms the elastic
ity of the demand for imports determines the 
elasticity of the demand for foreign exchange.

Something similar could happen in the case 
of the interrelationship between the export 
market and the supply of foreign exchange. The 
general conclusion is that the elasticity in the 
supply and demand of foreign exchange depend 
on the supply and demand price elasticity of 
exports and imports.

The central purpose of the elasticity model is 
to examine the impact of a devaluation on the 
trade balance. Let r;x and r]M be the demand price 
elasticity of exports and imports;8 let £x and £Y 
be the supply price elasticities of exports and 
imports. Then, the effect of a devaluation on the 
trade balance B will be given by the following 
general expression:9

^  (1 +  U )  9)
de fx +  Vx £m +  17m

sT h ese  elastic ities t jx  and rjM are defined positively, i.e., they 
have an im plicit negative value.

3For its analytical derivation  see W illiam so n  (1 9 8 3 a ) ; it is 
im plicitly  assum ed that th ere is initial equilibrium  in the trade 
balance.
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The theoretical analysis has focussed on exa
mining the conditions required for expression 
(2.9) to be positive; i.e., the conditions required 
for a devaluation to improve the trade balance. 
This expression (2.9) becomes fairly simple 
when some specific cases are considered; for this 
purpose we will consider only those cases which 
are of interest for the Latin American countries. 
There are two specific cases (Branson, 1983; 
Williamson, 1983a): 1) the small open economy 
and 2) the semi-small open economy. Each of 
these cases will be considered separately.

For a small open economy the prices of its 
exports and imports, Px and Pm, are exogenous; 
i.e., the economy cannot influence the prices of 
its exports and imports. From the technical 
standpoint this means that the small open econ
omy has a totally elastic demand for exports, 
*7x ”  °°) and a totally elastic supply of imports, 

Substituting these values of r}x and f M in 
expression (2.9), it is concluded that the neces
sary condition for a devaluation to improve the 
trade balance is that £x +  i7m >0-10 As these 
elasticities are defined positively, in the case of a 
small open economy a devaluation necessarily 
improves the position of the trade balance 
(expressed in dollars).

In the case of a semi-small open economy, it 
is assumed that the country in question has a 
certain monopoly power to set the prices of its 
export product; this would be the case for the 
export of manufactured goods. In contrast, it has 
a totally elastic supply of imports, If it is
further assumed that there are idle resources in 
the country’s economy, then the supply of 
exports will be of the Keynesian type, i.e., totally 
elastic, fx  =  °°- By substituting these values of f x 
and in expression (2.9) the Marshall-Lerner 
condition is achieved:11 r/x +  Vu >  1- This 
Marshall-Lerner condition means that for a 
devaluation to improve the trade balance (mea
sured in dollars) the sum of the demand price 
elasticity of imports and exports must be greater 
than 1; in other words, if the demands for 
exports and imports are inelastic, a devaluation 
could exacerbate the existing trade balance 
deficit,

,0T o  obtain  th is condition  th e 1’H op ita l R u le  m ust be applied 
to  ex p ressio n  (2 ,9 ) in w hich tjx  =  *Jm ~ <x>-

l lT o  o bta in  th is con d ition  th e 1'H opital R u le  m ust be applied 
to exp ressio n  (2 .9 ) in w hich £m  =  Í X  ~

At one time in Latin America there were 
economists who took a pessimistic view of 
imports and exports elasticity. In the case of 
exports it was said that, since the Latin Ameri
can countries basically exported commodities, 
the demand for these exports was a derived 
demand and therefore fairly inelastic with 
respect to price; thus, a devaluation would not 
generate greater demand for the product 
exported by Latin America. It was further argued 
that the demand for imports consisted mainly of 
essential foodstuffs and non-competitive inputs 
for which it was difficult to find substitutes in the 
production process; this meant that the demand 
was inelastic with respect to price. This argu
ment rejected the effectiveness of devaluation, 
on the ground that it could not improve the trade 
balance deficit. However, the empirical evidence 
shows that the sum of the demand elasticity of 
exports and imports is greater than 1; plausible 
values for oscillate around 0.5 and for r¡x 
around 1.0. Furthermore, it has been demon
strated empirically that a (real) devaluation 
improves the trade balance in the long term.12

To sum up, the elasticity model indicates 
that the effect of a (real) devaluation on the trade 
balance depends decisively on the elasticity of 
exports and imports.

4. Tradeable and non-tradeable goods

The traditional elasticity model uses the dichot
omy between exportable and importable goods, 
and the exchange rate becomes the mechanism 
for altering their price ratios; in this case there is 
a correspondence between variations in the 
exchange rate and variations in the terms of 
trade. However, a country may experience a 
deterioration in its t! despite maintaining a fixed 
exchange rate. This points to the importance of 
distinguishing between the two concepts tt 
and e.

An alternative dichotomy is that between 
tradeable and non-tradeable goods. Tradeable 
goods are those which cross frontiers. If the 
prices of exports and imports are exogenous to

u In  th is discussion o f em p irical values and th e  effect o f a 
devaluation ¡t is im p ortan t to  d istinguish betw een th e  sh ort and 
long term s; the dem and curves are m ore inelastic in the sh ort term  
and m ore elastic  in th e long term .
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the country’s economy and moreover constant, it 
is possible to aggregate these goods and obtain a 
composite good called a tradeable good. In this 
case tj becomes exogenous and independent of 
the exchange rate. Non-tradeable goods are 
those which are sold and distributed only in the 
country’s economy; this is because the transport 
costs are relatively very high in relation to the 
price of the product.15

In an economy with tradeable and non- 
tradeable goods a devaluation causes an increase 
in the domestic "peso” value of exports and 
imports (or of imports substitutes); thus, a deva
luation produces increases in the prices of the 
tradeable goods, PT. If it is assumed that the 
non-tradeable goods do not use imported inputs 
and that (nominal) wages remain constant, then 
it might be supposed that the price of the non- 
tradeable goods, Pn, would remain constant. 
Accordingly, a devaluation would increase the 
relative price of tradeable/non-tradeable goods, 
Pt/Pn- In short, the exchange rate would 
become the relative price PT/PN.

In other words, in the exports/imports 
dichotomy the exchange rate is associated with 
the country’s tIt In the tradeable/non-tradeable 
dichotomy the exchange rate is associated with 
the domestic terms of trade of the national 
economy.

In the model of exportable/importable 
goods, the devaluation operates basically 
through the mechanism of substituting the 
country’s goods with foreign goods. In the model 
of tradeable/non-tradeable goods, the devalua
tion operates through three different mecha
nisms (Bruce and Purvis, 1985): 1) the
substitution of tradeable and non-tradeable 
goods in the demand; 2) the substitution of 
tradeable and non-tradeable goods in produc
tion; and 3) the degree of "openness” of the 
economy (i.e., the relative ratio of the production 
of tradeable and non-tradeable goods is a compo
nent which measures the flexibility of a country’s 
economy in adapting to changes in relative 
prices).

A balance-of-payments deficit occurs when 
there is excess demand for tradeable goods in the

'^A nother reason for the ex is ten ce  o f non-tradeable goods isa  
proh ib itio n  on th e free entry  o r exit o f th is type o f  goods; very high 
tariffs  can m ake an item  non-tradeable.

economy. Then, a devaluation will increase the 
relative price Pt/Pn (tradeable/non-tradeable 
goods). An increase in the relative price of trade- 
able goods PT will stimulate the domestic pro
duction of these goods (exportable goods and 
imports substitutes) and will discourage their 
consumption; this will cut back the excess 
demand for tradeable goods and thus reduce the 
balance-of-payments deficit. On the other hand, 
a reduction in the relative price of non-tradeable 
goods PN will discourage the production of these 
goods and free resources for the tradeable sector. 
In short, the devaluation is a crucial mechanism 
for changing relative domestic prices and direct
ing output towards production of tradeable 
goods; this is essential for the reduction and 
eventual elimination of the external deficit.

An important factor is the speed at which 
the output of the tradeable sector responds to 
changes in relative prices. There are various 
kinds of rigidity which can influence this. Firstly, 
there is the possibility of mobilizing productive 
resources towards the tradeable sector. Secondly, 
it must be remembered that a devaluation has an 
inflationary effect; this means that a distinction 
must be made between a real devaluation and a 
nominal devaluation. A nominal devaluation of 
15%, accompanied by domestic inflation of 
10%, means a real devaluation of 5% . Taking 
the previous example, if an economy has 100% 
indexing of all goods, there is an institutional 
rigidity in the system which prevents changes in 
relative prices; i.e., whatever the nominal deva
luation, the real devaluation will be zero.

In general terms the inflationary effect of a 
devaluation impairs the effectiveness of the 
exchange rate as a mechanism for changing rela
tive prices; when there is universal 100% index
ing, it is practically impossible to alter these 
prices.

In the model of exportable/importable 
goods a devaluation is an instrument which can 
change the country’s relative prices and thus 
"export” its unemployment. This would seem to 
mean that a devaluation increases the country’s 
real production. However, the other side of the 
coin is that this domestic production increase 
generates higher incomes, measured in terms of 
the item produced in the country, but this does 
not mean at all that it has generated an improve-
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ment in the position of the devaluing country. 
What is more, a devaluation can be "impoverish
ing” if it causes a large deterioration in the coun
try’s q (Kenen, 1985a).

Improvement of the trade balance by means 
of a devaluation therefore has real costs for the 
devaluing country, A devaluation means a loss of 
real purchasing power by the country’s popula
tion; it is necessary to export a larger number of 
tons of sugar for the same number of imported 
automobiles. In other words, in the model of 
exportable/importable goods the use of a deva
luation to solve the problem of external imbal
ance entails a real domestic cost in terms of loss 
of purchasing power.

In the model of tradeable/non-tradeable 
goods a devaluation would seem not to produce a 
change in the ti, as in the model of exportab
le/importable goods, and accordingly it would 
supposedly not have a real cost. However, this 
assertion requires deeper analysis.

Let us suppose that there is unemployment 
in a country’s economy and that capital is a fixed 
factor which cannot be reallocated among the 
productive sectors. A devaluation increases the 
relative price P t/Pn- From the standpoint of 
production, there is thus an increase in profits in 
the tradeable sector and a fall in profits in the 
non-tradeable sector. Thus, a devaluation produ
ces a redistribution of income in sectoral terms. 
As there is unemployment (and assuming that 
wages are not indexed), nominal wages remain 
constant in both the tradeable and the non- 
tradeable sector. As the devaluation generates 
pressure for an increase in the price of the trade- 
able goods, there is an increase in the real profits 
of the tradeable sector but a general fall in real 
wages. From the standpoint of demand too there 
is a redistributive effect: those persons whose 
consumption includes a greater proportion of 
tradeable goods are more adversely affected. In 
short, in this case as well as the devaluation 
necessarily generates, at least in the short term, a 
decline in the purchasing power of real wages.

Lastly, if the country has a large external 
debt, a devaluation means an increase in the 
amount of domestic resources which have to be 
used to service the debt, and this implies a cut
back in the country’s consumption (or 
investment).

5. Summary o f  the current account 
approaches

The absorption model suggests the use of the 
incomes mechanism to cut back the level of 
domestic expenditure, thus reducing the exter
nal imbalance; the elasticity model uses the 
exchange rate as a mechanism for changing rela
tive prices with a view to increasing the coun
try's international competitiveness and thus 
correcting the trade imbalance.

In order to reduce the external imbalance, 
both models emphasize different elements of 
the cost of internal adjustment. On the one hand, 
the absorption model indicates that there is a 
conflict between internal and external balance 
and that a reduction in the external imbalance 
causes increased unemployment. On the other 
hand, the elasticity model states implicitly that a 
fall in the country’s real wages is necessary if it is 
to increase its international competitiveness.

In fact, the two models are complementary.14 
Conceptually, this complementarity may be 
viewed from different angles, using the account
ing framework of the national accounts. As was 
stated above, the relationship between internal 
and external imbalance can be seen in expression 
(2.2) : Y  - Z = X  - M. In an earlier section it was 
argued that while the absorption model concen
trates on how to reduce the inequality between 
domestic expenditure Z and income level Y, the 
elasticity model concentrates on the reduction of 
the imbalance between exports X  and imports 
M.

However, a more usual interpretation seems 
to focus on the first term of expression (2.2). In 
this case the absorption model states the need to 
reduce the level of domestic expenditure, while 
the elasticity model suggests changing the com
position of domestic expenditure (and of pro
duction).13 However, it is also possible to

HF or alm ost tw o decades (th e  líMOs and 1950s) it was 
thought that th ese two m odels w ere antag on istic , and th ere was a 
very sh arp  dispute betw een the advocates o f each m odel. T h e  
elasticity  m odel was criticized  fo r not exp la in in g  the m ech anism  by 
m eans o f w hich th e discrepancy betw een  exp en d itu re and incom e 
is elim inated. T h e  absorption  m odel was criticized  because it did 
not show how a country w ith trade-balance problem s could 
im prove its in tern ation al com petitiven ess.

n T h is  is w hat is called "exp end itu re-red u cin g" and 
"exp en d itu re-sw itch in g ’’ in th e specialized publications (Joh n son , 
1961).
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observe this complementarity by considering the 
second term in expression (2.2). In this case the 
incomes mechanism of the absorption model 
helps to reduce the level of imports; for its part, 
the change in relative prices suggested by the 
elasticity model (by means of devaluation) 
encourages an increase in exports and the goods 
which substitute for them.

Accordingly, the synthesis of the current 
account approaches, the "absorption-elasticity” 
model or Keynesian synthesis of the open econ
omy, states the following: if two goals are to be 
attained — external and internal balance— two 
different instruments must be used; one of them 
(which acts on the incomes mechanism) will 
have to be used to reduce the level of domestic 
expenditure and the other (which acts on the 
relative prices mechanism) will be used to 
change the composition of production and 
domestic expenditure. Thus, the two policies 
(reduction of domestic expenditure and modifi
cation of relative price's) complement each other 
in eliminating the external imbalance, and each 
of them neutralizes the negative effect of the 
other. The increased unemployment generated 
by the cutback in domestic expenditure is neu
tralized by the expanded production of tradeable 
goods, which is stimulated by the increased 
international competitiveness resulting from 
the devaluation.

In this Keynesian synthesis of the open 
economy, when there is an external imbalance 
which must be reduced, a conflict arises between 
unemployment and (real) wages. In fact, the 
increased unemployment generated by the cut
back in domestic expenditure can be offset by the 
increased international competitiveness obtai
nable by means of a fall in real wages.16

The Swan-Meade graph illustrates the syn
thesis of the "absorption-elasticity” model (fig
ure Ó). In this model the incomes mechanism Y 
is in the horizontal axis and the relative prices 
mechanism, represented by the exchange rate e, 
is in the vertical axis.

Curve II represents the internal balance, or 
geometric location of the points of equilibrium 
of the domestic goods market; in this Keynesian

Figure 6

SWAN-MEADE FIGURE OF INTERNAL 
AND EXTERNAL BALANCE

model of the open economy the production level 
is determined by the expenditure level. Suppose 
that initially there is a combination of Y and e 
which supplies one of the points of equilibrium 
on curve II. Suppose further that a devaluation 
takes place; this causes a fall in real wages and as 
a result an excess supply of goods; this in turn 
causes a cutback in production level Y in order to 
reestablish the balance of the domestic goods 
market. Accordingly, curve II has a negative 
slope.

Curve EE represents the external balance, or 
geometric location of the points of external 
equilibrium. Suppose that initially there is a 
combination of Y  and e which supplies one of 
the points of equilibrium on curve EE. Suppose 
further that there is an exogenous increase in the 
level of expenditure which leads to an increase in 
the production level Y which in turn generates a 
balance-of-payments deficit; a devaluation is 
necessary in order to reestablish the external 
balance.17 As a result, curve EE has a positive 
slope.

Figure 6 gives the internal balance II (the 
points of equilibrium of the domestic goods 
market) and the external balance EE (the points

l6T h e  possib le relation sh ips betw een devaluation, variation 
o f 'r e a l  wages and unem ploym ent require m ore exten sive and l7It is apparen t that this assum es im plicitly that a devaluation
detailed analysis than is possib le in th is article. im proves the balance o f paym ents,



186 CEPAL REVIEW No. 32 /  August 1987

of equilibrium of the balance of payments) in the 
plane of incomes Y  and exchange rate e. The 
points located above and to the right of the 
domestic balance of goods II are points at which 
there is a surplus supply of goods (ESB), and at 
the points located below II there is an excess 
demand for goods (EDB). The points located 
above and to the left of the external equilibrium 
of the balance of payments EE are points at 
which there is a balance-of-payments surplus 
(SBP) and at the points which lie below there is a 
balance-of-payments deficit (DBP). This gives 
four areas with different characteristics in which 
the internal balance II and the external balance 
EE divide the positive quadrant of the plane 
(Y, e).

It must be pointed out that the points of 
internal balance II coexist with unemployment 
in the labour market. If it is assumed that 
employment depends only on the production 
level, then the situation of full employment (PE) 
could be represented in figure 6 by the product 
level YpE which could be to the right of the level 
of Y 0 corresponding to the intersections of 
curves II and EE.

Suppose that the economy is at point A, the 
intersection between internal and external bal
ance; suppose further that the economy encoun
ters severe external restriction. At A production 
level Y 0 implies that there is unemployment. 
Suppose that the aim is to eliminate this unem
ployment and lift the economy to the production 
level of full employment Y PE, As there is severe 
external restriction, this means that the econ
omy has to move all the way along curve EE, for 
there will thus be no variation in the level of 
reserves of the Central Bank. Thus, in order to 
achieve full employment the economy must 
move from A to B, and this requires a devalua
tion of the exchange rate from e0 to ej, This 
illustrates the conflict described above between 
the levels of unemployment and real wages for 
an economy subject to external restriction.

6. The two-gap m odel18

External restriction or a serious shortage of for
eign exchange and their impact on the economic

1§F o r a m ore ex ten siv e  and detailed treatm en t o f  th is topic 
see B acha (1 9 8 2 ) .

growth rate are the focus of attention of the 
two-gap model. This model was devised in the 
1950s by H. Chenery as illustrative of the situa
tion affecting the Latin American economies.

The two-gap model holds that there are two 
elements which determine the rate of economic 
growth of a Latin American economy (or of any 
developing country): a) The machinery used for 
investment is almost all imported; furthermore, 
the production process also requires imported 
inputs which are very difficult to substitute in 
the country. A foreign exchange bottleneck 
therefore impedes growth; this is the external 
gap. b) The level of investment is determined 
and restricted by the level of savings. Thus, a 
shortage of domestic savings limits the expan
sion of investment and restricts growth; this is 
the internal gap.

Basically, the model states that the flow of 
external credit automatically helps to reduce 
both gaps; the greater availability of foreign 
exchange finances imports of machinery and at 
the same time the increased external savings 
supplements the level of domestic savings and 
thus facilitates the expansion of investment.

Suppose that a Latin American economy 
imports all the machinery used in its production 
process; suppose further that there is full use of 
installed capacity in this economy but unemploy
ment in the labour force. Let AY be the increase 
in the production level, AK the increase in 
machinery, and k the technical coefficient of the 
marginal capital-product increase. Then, any 
expansion of output will require an additional 
increase of capital which will be: AK = kAY.

Let A be the level of (total) savings needed to 
finance the expansion of output. Then, 
A — kAY. This (total) savings A has two compo
nents: internal savings, Ah and external savings,
A p. Then A = Aj + AE.

In order to simplify the analysis it will be 
assumed that internal savings A] is a fixed pro
portion (a) of the total income of the economy 
Y n; let m be the content of imported inputs in 
product level Y. Then,

Y n = (1-m) Y, y, Aj = ã Y n = a (1-m) Y.
It will also be assumed that external savings 

Ae is a constant proportion A. of product level Y; 
i.e., the flow of external credit is a constant 
fraction of the GGP. Thus, AE =  AY.
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The expansion of the product AY is limited 
by the amount of total savings. Thus:

AY < ^ _ =  Al +  A  ̂
k k

< _ L  [ã (1 - m) Y +  A Y] 
k

Let g be the rate of economic growth; i.e., 
g — AY/Y. Then, the rate of economic growth 
will be restricted by the internal savings gap:

g < _ L  [ã (1 - m) +  A ] (2.10)
k

This expression (2.10) shows that if the 
coefficient of internal savings ã increases or if 
the external saving coefficient A increases, it is 
then possible to increase the growth rate g. The 
external savings equation will be: AE — MK 
+  M[ - X . If it is assumed that exports are a 
constant proportion’ of the GGP level x, where 
X =  X/Y, then we have:

Ae + X  = Mk + M, -A K  +  mY

A Y  +  xY  =  kAY +  mY

The fact that the growth rate is g =  AY/Y 
means that g will be restricted by the external 
foreign exchange gap:

g < J _  [(x - m) + A]  (2.11)
k

This expression (2.11) shows that the differ
ential between the exports and imports coeffi
cients does increase, i.e., the greater the trade 
balance surplus, the greater the possibility of 
economic growth; something similar happens 
for higher A coefficients, for this implies an 
increase in the flow of external credit. Expres
sion (2.11) also shows how negative A coeffi
cients, i.e., negative external savings or transfer 
of resources abroad, automatically reduce the 
growth level g. When the external gap is domi
nant, an increased supply of foreign exchange is 
very important for the country, for it eases the 
external restrictions; in this case the profitability 
of an extra unit is relatively very high, for it 
makes it possible to increase imports of machin
ery, which is the factor limiting growth, and at 
the same time to finance the expansion of 
investment.

i n

The monetarist approach of the balance of payments19

The analysis carried out by means of this 
approach is very different from the previous 
ones. The monetarist approach of the balance of 
payments (MABP) holds that to analyse a prob
lem of external imbalance it is necessary to know 
what is happening in the balance of payments as 
a whole and not only in the trade balance or the 
current account balance (as in the previous 
approaches): it is necessary to view the whole 
and not just one part. In fact, in the MABP the 
capital account implicitly plays a central role as a 
mechanism for resolving external imbalances. 
Throughout the analysis the exchange rate is 
assumed to be fixed.

‘^Bibliography fo r th is section : Jo h n so n  (1 9 7 6 a , b ), H ah n  
(1 9 7 7 ) , D orn busch  (1 9 8 0 a ) , W illiam so n  (1 9 8 3 a ) , N ieh an s (1 9 8 4 ) , 
F ren k e l and M ussa (1 9 8 5 ) .

Furthermore, the MABP states that a 
balance-of-payments problem is a monetary 
phenomenon and not a real phenomenon of 
relative prices. Accordingly, what is required is 
the kind of analysis and instruments provided by 
monetary theory; to analyse an external imbal
ance problem it is necessary to study the varia
tions in the money supply. The money supply 
can be altered in two different ways: i) by the 
loosening and tightening of domestic credit; 
ii) by variations in the movement of interna
tional reserves. The kind of monetary policy 
applied in this respect is crucial for the analysis 
of the balance of payments.

In other words, in the MABP a central role is 
played by the effects of the money supply in 
conjunction with the financing of the external 
imbalance. Accordingly, we will first examine by



188 CEPAL REVIEW No. 32 /  August 1987

means of a simple accounting framework the 
interrelationship between the external and the 
monetary accounts; then we will consider the 
analytical framework and implications of the 
MABP.

1. A sim ple monetary accounting fram ew ork

Let H be the money base or high-powered 
money; R  the level of international reserves; Q  
the amount of credit furnished by the Central 
Bank to the public sector; and e the exchange 
rate. Then, the balance sheet T  of the Central 
Bank will be:

Central Bank

Assets Liabilities

International High-powered
reserves: R  money: H

Loans to public 
sector: Q

The formula (in "pesos") for the Central 
Bank’s balance sheet will be:

H -  eR + C, (3-1)

This simple accounts formula illustrates the 
following:

i) If the Central Bank intervenes in the 
exchange market by selling or buying foreign 
exchange (for example, dollars), a change occurs 
in the bank’s international reserves and there
fore a change in the money base H. When the 
Central Bank buys dollars it pays with pesos; the 
purchase of dollars increases the Central Bank’s 
international reserves R, and the payment in 
pesos increases high-powered money H.

ii) When there is a surplus in the trade bal
ance of the balance of payments which is not 
(exactly) offset by an outflow of money from the 
capital account, there is a net increase in reserves 
R. This increase in R means that the Central 
Bank has made a peso payment to exporters, 
thus increasing the bank’s liabilities. Accord
ingly, a trade balance surplus produces an 
increase in the money base.

Countries with a balance-of-payments 
deficit, unless they apply neutralization policies, 
usually experience a contraction of their money

base H; countries with a balance-of-payments 
surplus experience an expansion of H.

Let Mj be the total amount of deposits (on 
current account) of the commercial banks, and C2 
the amount of loans granted by the commercial 
banks to the public and private sectors. Then, the 
accounts formula of the commercial banks will 
be:

Commercial banks

Assets Liabilities

High-powered Deposits: M!
money: H

Loans to public 
and private 
sectors: C2

Two simplifying assumptions have been 
made in this formula: i) all the high-powered 
money is held by the commercial banks; ii) the 
money supply Mi is exactly equal to the total of 
deposits, i.e., notes and coins have been omitted 
in order to simplify the analysis.

It is assumed that there is a simple relation
ship between the money supply AT and the 
money base H: M] — oH, where a  is the mone
tary multiplier ( a > l ) .

The accounts formula of the commercial 
banks will then be:

H + C2 =  M t (3.2)

Then, when there is an increase in reserves 
R  which is not neutralized, there will be an 
increase of AH in the money base. This increase 
of AH in high-powered money produces an 
increase of AM! in the money supply; as the 
monetary multiplier is greater than 1, 
AMt >  AH. In order to reestablish the accounts 
formula (3.2), an increase is required in the loans 
granted by the commercial banks. In fact, the 
increase in this lending will be: AC2 =  (at-1) AH.

If the total domestic credit Cr =  Ci +  C2, cor
responding to the total loans provided by the 
Central Bank and the commercial banks to the 
public and private sectors, then the accounting 
balance for the entire consolidated banking sys
tem (Central Bank and commercial banks) will 
be:
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Consolidated banking system

Assets Liabilities

International Deposits: Mj
reserves: R

Domestic 
credit: Cr

The accounts formula (in pesos) for the con
solidated banking system will be:

eR +  Cr =  M, (3-3)

By introducing the money base into expres
sion (3.3) by means of the equation Mj — aH,by 
using incremental variations A of R, Cr and H, 
and by keeping the exchange rate fixed, expres
sion (3.3) becomes:

eAR +  ACr =  a  AH (3.4)

In order to simplify the analysis for a 
moment, let us assume that ACr =  0; then, any 
increase in the international reserves R will 
expand the money base H (see expression 3 4). 
On this point the IMF holds that the accumula
tion of international reserves, unless there is a 
neutralization policy, will increase the money 
supply and therefore speed up inflation.

If we now assume, in order to simplify the 
analysis for a moment, that AH =  0, then 
expression (3 4) shows that any increase in the 
international reserves R will cut back domestic 
credit; on the other hand, any expansion of 
domestic credit will reduce the international 
reserves. This relationship between interna
tional reserves and domestic credit is the central 
relationship of the monetarist approach of the 
balance of payments.

The monetary effects of variations in inter
national reserves on the money base can be 
offset by means of neutralization policies. An 
economy with a balance-of-payments deficit, or 
which has to transfer foreign exchange abroad, 
can offset the contraction of the money base by 
means of two different mechanisms: i) domestic 
transactions in financial assets, i.e., the purchase 
by the Central Bank of bonds and other instru
ments of the public or private sector, thereby 
increasing the money supply at its initial level;
ii) reduction of imports.

2. Tbe analytical m odel o f  tbe 
monetarist approach o f  tbe 

balance o f payments

As stated earlier, according to the MABP a prob
lem of external imbalance is fundamentally a 
monetary phenomenon and not a real pheno
menon (it is not a problem of relative prices). 
Thus, the appropriate type of analysis is the 
monetary analysis; in other words, in order to 
study a problem of external imbalance, it is 
necessary to analyse changes in the money 
supply. As can be seen from expression (3.4), 
this money supply can be altered by variations in 
international reserves or in the level of domestic 
credit. Accordingly, the economic policy decision 
is crucial for the analysis of the balance of 
payments.

The balance of payments of a given country 
is the difference between earnings and payments 
in foreign currency received and made by the 
country’s economic agents. A deficit in this bal
ance means that the payments which have to be 
made in foreign currency are greater than the 
earnings. Then, the crucial question is, how to 
finance the deficit?

Suppose that it is importers who require 
foreign exchange to make payments in foreign 
currency. These importers will obtain this for
eign exchange from the Central Bank. This pro
cess has two distinct effects: i) a reduction of the 
Central Bank’s international reserves, the 
amount of which is finite; ii) a decline in the 
money supply, which will produce a cut back in 
aggregate demand and therefore a drop in the 
level of economic activity.

Thus, if the level of economic activity falls, 
there is also a reduction in the level of domestic 
expenditure by economic agents, to below their 
incomes; this eventually generates a surplus 
which helps to eliminate the balance-of- 
payments problem. Therefore, a simple and 
automatic mechanism is available to solve a 
problem of external imbalance.

However, if this imbalance persists, it means 
that the mechanism described above is not work
ing. Therefore, according to the MABP there will 
have to be a separate and special mechanism for 
financing and carrying the persistent balance-of- 
payments deficit; the existence and operation of
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this special mechanism is the main cause of the 
persistent external imbalance.

According to the MABP, the special mecha
nism which finances and maintains the balance- 
of-payments deficit is the neutralization policy 
of the Central Bank. Since the shortage of for
eign exchange reduces the amount of money in 
the economy, thus generating an economic cut 
back, the Central Bank tries to neutralize the 
monetary impact of the fall in international 
reserves to prevent any reduction in the level of 
economic activity. To this end it uses internal 
transactions in financial assets to increase the 
level of domestic credit and thus to prevent the 
fall in the level of economic activity.

Then, according to the MABP, when the 
Central Bank uses a neutralization policy to 
absorb the monetary impact of the fall in inter
national reserves, it is financing and maintain
ing the balance-of-payments deficit and 
preventing its reduction. Therefore, the expan
sion of domestic credit is the special mechanism 
which generates the persistent external imbal- 

, ance. The balance-of-payments deficit can be 
eliminated only if there is a change of monetary 
policy to prevent the neutralization of the mone
tary impact of a decline in the level of interna
tional reserves.

A simple analytical model will now be used 
to illustrate the main assumptions and effects of 
the MABP.

It is assumed that the economy has a single 
composite product which is internationally 
tradeable. This implies the assumption that the 
system of relative prices of the various goods 
remains constant. It is further assumed that the 
single price law rules in this economy; i.e., that 
the country’s economy is totally integrated in the 
world economy and that there is perfect arbitra
tion of the prices of the goods. Let P be the 
domestic price of the (tradeable) composite pro
duct expressed in pesos and P* the international 
price expressed in dollars. Thus, the single price 
law is expressed as:

P =  eP* (3.5)

Let us now assume that the economy is oper
ating at a l_evel of output of full employment, i.e., 
that Y =  Y. The implicit assumption in this case 
is that there is complete flexibility in the prices 
and wages mechanism.

The demand for real money, is a trans-
P

actional demand, i.e., it is only a function of the 
level of real income Y.

Md
—  =  L <Y) (3.6)
P

The (peso) money supply Ms is determined 
by the accounts formula described earlier:

Ms =  Cr +  eR (3.7)

Balance in the money market requires that 
MD =  Ms; then:

Cr +  eR =  PL (Y) (3.8)

By substituting in (3.8) the expression (3.5) 
of the single price law and assuming a level of 
output of full employment, we have:

Q  +  eR = eP* L(Y) (3.9)

In a fixed exchange rate system the second 
term of expression (3.9) is constant, since P * is 
exogenous and Y  is the level of output of full 
employment. Then, using the notation A for the 
rate of change of one variable,20 expression (3.9) 
becomes:21

-R = S l  (3.10)
e

The meaning of expression (3.10) is very 
direct: the expansion of domestic credit Cr pro
duces a fall in the level of international reserves; 
in other words, the increased domestic credit 
generates a balance-of-payments problem. In 
short, the central message of the MABP is that 
domestic credit is the factor determining the 
external imbalance.

In other words, the MABP holds that if the 
Central Bank does not use neutralization poli
cies, an automatic mechanism in the economy 
will eliminate any external imbalance. This auto
matic mechanism operates in a similar way to 
the gold standard.

20T h is  notation  m eans that, for exam p le k  =
R

2lT h e  rate o f  variation  o f a con stant is zero  and th erefo re  th e 
second term  o f  exp ressio n  (3 .9 ) equals 0.
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As we saw in the first section, the automatic 
mechanism o f  the gold standard functioned in 
the following manner: a balance-of-payments 
deficit meant an outflow of gold; this reduced the 
money base in the country’s economy. The con
traction of the money base through application 
of the quantitative theory of money produced a 
fall in domestic prices which made it possible to 
expand exports and reduce imports, thereby 
eliminating the initial balance-of-payments 
deficit.

We shall now observe the functioning of the 
automatic MABP mechanism in the case when 
there is no mobility of financial capital. To sim
plify the analysis, let us suppose that there is a 
fixed exchange rate and that the money base 
changes only in response to variations in the 
international reserves (this would be equivalent 
to a dollar standard). In this case a balance-of- 
payments deficit will mean a fall in the Central 
Bank's international reserves which will reduce 
the money base; as a result, the amount of money 
in the economy will decline. In the MABP, since 
the single price law is operating, domestic prices 
cannot vary, as they are determined exogenously 
in the international market. Thus, the decline in 
the quantity of money means a drop in the real 
money wages in the economy, which generates 
an excess demand for real wages. Economic 
agents try to adjust their money wages to restore 
the desired levels of reserves; to do this, they 
must cut back their expenditure as a proportion 
of their income and this means a reduction in the 
balance-of-payments deficit. This phenomenon 
is repeated until the deficit is eliminated.

In the case when there is mobility of finan
cial capital the automatic MABP mechanism 
operates as follows: a balance-of-payments 
deficit means a fall in reserves which reduces the 
money base and the amount of money in the 
economy. The reduction in the quantity of 
money pushes the interest rate up above the 
level of the international interest rate; this inter
est rate differential attracts loans and financial 
capital into the country, and this makes it possi
ble to reduce and eventually eliminate the 
balance-of-payments deficit.

As can be seen in this latter case, the interest 
rate (and not the exchange rate) becomes the 
mechanism which balances the balance of pay
ments. In the MABP the capital account has a

central role in solving the problem of external 
imbalance; in order to generate a flow of finan
cial capital into the country, the interest rate 
must be left free to rise.

Thus, an implicit assumption of the MABP is 
that there is an unlimited supply of external 
credit, so that only a small differential between 
the domestic and the international interest rate 
is sufficient to produce an influx of financial 
capital. However, the reality of the Latin Ameri
can economies is somewhat different, and today 
we are seeing that when the amount of foreign 
debt as a proportion of GGP reaches a given level 
(or when the foreign debt service reaches a given 
percentage of the value of exports), the supply of 
external credit becomes extremely inelastic.

The following are the main conclusions of 
the MABP:

a) A devaluation has no effect on the relative 
prices in the economy; this is diametrically 
opposed to what is suggested by the elasticity 
model. According to the MABP, a nominal deva
luation does not change relative prices, as it 
generates an inflationary effect of the same mag
nitude; i.e., the devaluation is transferred totally 
to the final prices of goods. The initial assump
tions of the MABP lead inevitably to this result; 
all the goods are tradeable, and the single price 
law prevails.

In the MABP model devaluation is not an 
instrument for correcting an imbalance in the 
current account; however, it might be thought 
that a devaluation would have a temporary effect 
on the balance of payments by altering the level 
of real wages in the economy and thus the level 
of domestic expenditure. In other words, given 
the assumption of perfect substitution among 
goods (constant relative prices), in the MABP a 
devaluation could affect the balance of payments 
only by reducing domestic expenditure through 
the mechanism of real wages.

In fact, the MABP views the interest rate and 
not the exchange rate as the instrument which 
has relative advantages in solving an external 
imbalance problem. According to the MABP, as 
the system of relative prices is constant, it will be 
necessary to influence the capital account and 
not the current account in order to correct a 
balance-of-payments deficit; the interest rate 
will be the instrument of greatest impact on the 
behaviour of the capital account.
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b) In Latin American countries with infla
tion the MABP and, in particular, the single price 
law have a simple effect of controlling inflation. 
The single price law (expression 3-5) becomes, 
in terms o f rate of change:

P = ê + P* (3.11)
where P is the domestic inflation, P* is the
external (or international) inflation, and ê is the 
variation in the exchange rate. Then, if the 
exchange rate is fixed, we have ê — 0, and there
fore ?  =  P *; i.e., the domestic inflation is equal 
to the international inflation. Furthermore, if a 
rule of active mini-devaluation is used, in which 
the exchange rate is modified at a rate lower than 
the differential between domestic and external 
inflation, the increase in domestic prices is 
checked.

It should be noted that in these two cases the 
exchange rate is used as an economic tool to 
control domestic inflation.

c) The Central Bank should not use a neu
tralization policy to absorb the monetary impact 
of variations in international reserves. This is 
because under a fixed exchange rate system, 
according to the MABP, the Central Bank loses 
control of monetary policy; i.e., monetary policy 
becomes totally endogenous.

d) In order to correct a balance-of-payments 
deficit it is essential to control the expansion of 
domestic credit. It is necessary to study the causes 
of the expansion of domestic credit; in general 
terms, according to monetarist economists, 
these causes are associated with the existence of 
a fiscal deficit. As will be seen below, this is why 
the IMF sets a limit on the fiscal deficit as one of 
the quantitative targets of an external adjust
ment programme.

e) In its extreme version the MABP holds 
that balance-of-payments imbalances are symp
toms of monetary imbalances which can only be 
resolved through the operation of the automatic 
mechanism of "variations in international 
reserves-changes in the nominal money supply”, 
which functions through the interest rate or real 
wages or both; accordingly, no specific policies 
are required to cope with an external imbalance, 
except perhaps to stop doing certain things 
which were being done, such as the application 
of neutralization policies or limitation of inter
est rate increases. A devaluation or import res
trictions are merely substitutes for monetary 
contraction which act by reducing the level of 
real wages instead of reducing the nominal 
money supply; therefore, their effect is only 
transitory (Kenen, 1985a).

IV 
Current account approaches22

In economic publications prior to 1970 move
ments of capital were associated mainly with 
direct investment by transnational corporations. 
In the 1970s however, the financial flows asso
ciated with external borrowing acquired greater 
quantitative importance than commercial flows.

This dichotomy also has a theoretical coun
terpart. The capital account approaches of the 
period before 1970 corresponded to flow mod
els; as the financial flows were not very large, the 
theoretical analysis consisted simply in adding

“ B ib liograph y for th is section : D orn bu sh  (1 980a , b ) , M cK in 
non (1 9 8 1 ) , W illiam so n  (1 9 8 3 a ) , F renkel and M ussa ( 1985 ), M ar- 
ston  (1 9 8 5 ) , K e n e n  (1 9 8 5 a ).

extra equations to the existing current account 
models. In the 1970s the developed countries 
introduced the floating exchange rate system, 
and there was increasing integration of the 
short- and long-term capital markets. It can thus 
be seen that the position of the current account 
(deficit or surplus) is not a good measure of the 
external imbalance and therefore not an indica
tion of what must be done with the exchange 
rate. On the other hand, the frequent and contin
ual changes in the exchange rate parities of the 
currencies of the developed countries suggest 
that the exchange rate is rather the relative price 
of different assets (the currencies of each coun
try) than the relative price of the tradeable goods
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in the current account. It is impossible to believe 
that the relative prices of tradeable goods can 
vary at the same speed as the exchange market. 
Hence the models of capital account assets, 
which are in fact an extension of the MABP; in 
these assets models attention is focussed on the 
very short term, i.e., on the dynamic inter
reaction between variations in international 
reserves and the money supply and the effect of 
this on the exchange rate. Assets models are 
basically designed to explain the exchange rate 
instability in the developed countries under the 
floating system.

1. Flow models

In publications prior to 1970 one of the follow
ing alternatives was adopted with respect to 
capital movements (Dornbusch, 1980b; Willi
amson, 1983a): a) It was assumed that these 
financial flows are exogenous, b) It was believed 
that variations in the capital account reinforce 
what happens in the current account. When the 
current account is in a poor condition, the capital 
account suffers an even greater deterioration: for 
example, if there is a current account deficit, the 
possibility of devaluation prompts a flight of 
capital. In other words, the mobility of capital is 
proportional to what happens in the current 
account; what is more, the proportionality factor 
could be greater than 1 (something of this kind 
occurred in Latin America in the 1970s and 
1980s: more was lent to those who had more, 
and less was lent to those who needed it most),
c) The influx of capital into a country was made 
to depend on the differential between the 
domestic interest rate Í and the international 
interest rate Í*. This latter alternative will now 
be considered in greater detail.

The simplest models of the open economy 
were obtained by adding the trade balance equa
tion to the simplest model of the current 
account. Similarly, the simplest model which 
incorporates the capital account is obtained by 
adding two equations to the current account 
models: a) An equation representing the influx 
of capital F, where F is a function of the interest 
rates i and ¡*; i.e., F = F(i, i*). This assumes a 
fixed exchange rate system. Then, if F >  0, it 
means that the country has obtained external

credit, or that foreign agents are acquiring the 
country’s debt, b) An equation representing 
variations in international reserves R, where 
R =  Bc + F (in this case, Bc is the trade balance). 
We thus have a new definition of external imbal-A
ance: R = 0 (instead of B =  0); which means that 
external balance occurs when there are no 
changes in the Central Bank’s supply of interna
tional reserves.

The incorporation of the capital account in 
the open economy models is achieved by means 
of adding extra equations to a global model of the 
current account, and there are two important 
consequences: a) The interest rate emerges 
explicitly as a mechanism for achieving the 
external adjustment, b) In the current account 
models in which there is no capital mobility, 
fiscal and monetary policies are totally inter
changeable with respect to their impact on the 
external imbalance, and it is therefore usual to 
talk about policies to control domestic expendi
ture Z. But when the current account is incorpo
rated it is necessary to distinguish between fiscal 
and monetary policy, for monetary policy has an 
effect on financial flows and vice-versa.

Suppose that there is a small open economy 
with a fixed exchange rate in which the Central 
Bank does not neutralize the monetary impact of 
variations in international reserv.es. The same 
mechanism of the IS/IM model of the closed 
economy25 can be used to analyse the effect of 
financial flows in this economy. We will now 
consider briefly the relative effectiveness of fis
cal and monetary policy with respect to financial 
flows.

In the initial stage the economy is at point E0 
(figure 7) with a level of economic activity Y 0, 
interest rate i0, and external balance. Suppose 
that there is an exogenous increase in govern
ment expenditure which shifts IS0 to IS|; the 
new balance will be E[ with a bigger product Y i 
and a higher interest rate ij. This is all that would 
happen in a closed economy. Suppose that 
initially there is no capital mobility. Then, the 
increase in the level of economic activity from Y 0 
to Y i will produce a balance-of-payments deficit

2'T h e  term s IS and IM  are, respectively , th e abbreviations o f 
investm ent (I)  equal to savings (S ) (balan ce in the goods m arket) 
and m oney.dem and (I.)  equal to m oney supply (M ) (balan ce in th e 
money m arket).
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(BPD) which in turn will cause a fall in interna
tional reserves; as the Central Bank does not 
neutralize the monetary impact of variations in 
reserves, there is a contraction in the amount of 
money and therefore a movement of IM; IM0 
shifts towards IM t until the BPD is eliminated,
i.e., until level of activity Y 0 is restored. This 
means that the point of balance will be E) with 
an interest rate of i2. The expansionary stimulus 
of fiscal policy is totally neutralized by the reces
sionary effect of monetary policy which is neces
sary to eliminate the balance-of-payments deficit 
generated by the higher level of economic activ
ity (it must be remembered that there is a fixed 
exchange rate).

But if there is capital mobility in this econ
omy, a fall in international reserves does not 
have to occur. In fact, when the economy shifts 
from E () to E h the increase in the interest rate 
from i() to i] attracts an influx of capital which 
helps to finance the balance-of-payments deficit 
generated by the new level of economic activity 
Y i ; the movement of IM does not then occur and, 
as a result, the new level of Y can be maintained 
as long as the financial flow attracted by the 
relative higher interest rates lasts. (It is implic
itly assumed that i() corresponds to the interna
tional interest rate i*.)

Using the IS/IM framework we can now see 
the interaction between monetary policy and 
capital mobility. Suppose that the economy is at 
position E () with a product level Y (, and interna

Figure 7

tional interest rate i* (figure 8); suppose further 
that initially there is balance-of-payments equili
brium and a fixed exchange rate. Let us now 
consider the impact of an expansionary mone
tary policy in increasing the level of activity Y (>; 
monetary expansion would shift IM0 towards 
IM), producing a new position of E, with a pro
duct Y ) and a lower interest rate i |. This would be 
the result in the case of a closed economy. But in 
an open economy, unless there is capital mobil
ity, the expansion of economic activity from Y () 
to Y i will cause a balance-of-payments deficit (in 
the current account); there will then be external 
imbalance at E) which is financed by a fall in 
international reserves, and as the Central Bank 
does not neutralize the monetary impact of this 
fall, there is a monetary contraction which shifts 
IM) until it recovers its original position IM(), 
thus eliminating the balance-of-payments 
deficit. Thus, in an open economy with a fixed 
exchange rate monetary policy is ineffective in 
generating an increase of economic activity, 
since the expansionary monetary effect is totally 
offset by the recessionary monetary effect pro
duced by the fall in international reserves. Furth
ermore, if there is capital mobility, the fact that 
the interest rate i[ (at E|) is lower than i* makes 
the monetary policy even less effective, for capi
tal will be caused to flow out of the country in 
response to the interest rate differential; this 
flow will cease only when the interest rate 
returns to i*.

Figure 8
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Figure 9 . Figure 10

For a small open economy with a fixed 
exchange rate and capital mobility it is helpful to 
use the graph of the IS/IM (of the closed econ
omy) with the addition of the equilibrium ratio 
corresponding to the balance of payments. The 
external equilibrium of this balance occurs when 
there are no variations in the Central Bank’s 
international reserves; let this be line BP (fig
ures 9 and 10). Then, let us assume that there is 
a point of equilibrium of BP in the plane (Y, i) of 
the IS/IM; an expansion of the level for eco
nomic activity Y will cause a balance-of- 
payments deficit requiring, for the restoration of 
external balance, an increase in the interest rate 
to attract an influx of capital to finance and 
eliminate the deficit; this means that the geo
metric position of the points of external balance 
has a positiveslope in the plane (Y, i), and this is 
what is shown by line BP in figures 9 and 10. At 
the points to the right of BP there is a balance- 
of-payments deficit; at the points to the left, a 
surplus.

Suppose that the small open economy is at 
point E0 of intersection of IS and IM (figure 9), 
with a product level Y 0 and interest rate i0. This 
position E0 is beyond line BP; this means that 
there is disequilibrium in the balance of pay
ments, and in this case there is a deficit. In order 
to achieve external and internal equilibrium 
simultaneously in the goods market, the econ
omy has to shift from E0toE|, which is the point 
of intersection of IS and BP. In this case, if there

is no neutralization policy on the part of the 
Central Bank, the balance-of-payments deficit 
causes a fall in international reserves which 
reduces the money supply and shifts IM towards 
the left; this forces the interest rate up, attract
ing an influx of financial capital. All this means 
that eventually IM will cut IS at the same point 
E|, which is where the deficit which activates 
this mechanism is eliminated. In this case the 
elimination of the external imbalance is 
achieved at the cost of a fall in the level of 
economic activity (Y () falls to Y ¡); this is similar 
to what was observed in the absorption and 
MABP models; the main difference is in the 
mechanism which eliminates the external 
imbalance, which in this case is solely the inter
est rate.

Let us now assume that the small open econ
omy is at point E() of intersection of IS and IM 
with Y o and i0 (figure 10) and that the aim is to 
reach position E[ at which there is a level of 
economic activity of full employment Y P1; and 
external balance (E l is above BP). For the econ
omy it move from E0 towards E ,, IS and IM must 
be shifted simultaneously so that they intersect 
above BP at E,. In this case it is possible to 
observe the role of capital mobility in eliminat
ing the conflict between internal and external 
balance which exists in the absorption model. As 
was seen earlier in the discussion of this absorp
tion model, although two tools were available 
— fiscal and monetary policy— it was not possi-
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ble to achieve two objectives at once, i.e., to 
achieve internal and external balance simultane
ously. But this is now possible and there is even a 
distinctive element in the role of the tools. The 
fiscal policy shifts IS until it cuts BP at point E[ 
(figure 10), thus achieving the product level of 
full employment Y P[;; the monetary policy is 
designed to increase the interest rate and thus 
attract external credit to finance the expansion 
of economic activity.

All this is achieved under a fixed exchange 
rate system, i.e., without any change in relative 
prices. In this case the fiscal policy is designed to 
achieve the domestic goal of full employment, 
and the monetary policy, acting through the 
interest rate, becomes the mechanism for secur
ing external balance.

This analysis is based on the traditional 
Mundell-Fleming model; the simplest version of 
this model assumes the existence of absolute 
capital mobility. The basic assumptions of this 
model are: a) A small open economy with a fixed 
exchange rate and no likelihood of devaluation,
b) Absolute capital mobility. The first assump
tion produces an exogenous interest rate equal to 
i*. The assumption of absolute capital mobility 
means that there is perfect substitution among 
internal and external financial assets. Then, if 
the domestic interest rate is higher than i*, for
eign investors will acquire domestic assets 
(debt); if the domestic interest rate is below i*, 
the country’s investors will acquire foreign 
assets, and foreign investors will sell their 
domestic assets. This means that the economy 
has a totally elastic supply of capital; line BP in 
figures 9 and 10 then becomes totally elastic 
with respect to the interest rate i*. c) The level 
of economic activity is determined by aggregate 
demand.

The Mundell-Fleming model with absolute 
capital mobility and instantaneous adjustment in 
the assets market suggests that the adjustment 
of the balance of payments in response to an 
external imbalance is not a gradual process in 
which the money supply in the country’s econ
omy adjusts gradually to the losses and gains in 
international reserves caused by shifts in the 
balance of payments; there is in fact an almost 
instantaneous adjustment in which the level of 
reserves responds rapidly to the capital move
ments. In this model any expansion of the

money supply is immediately neutralized by the 
capital flows. Let us suppose that the Central 
Bank wishes to expand the product level by 
increasing the amount of money. This monetary 
expansion pushes the interest rate down below 
i*; this leads to a "battle” between the country’s 
money and assets, i.e., economic agents buy for
eign assets (for example, dollars and foreign 
bonds) from the Central Bank, thus causing a 
contraction of the money supply which ceases 
only when the interest rate returns to the level of 
i*. Therefore, given absolute capital mobility, 
monetary policy is a completely ineffective 
means of altering the level of economic activity; 
however, this policy is a useful tool for regulat
ing and controlling the level of international 
reserves of the Central Bank.

Furthermore, the Mundell-Fleming model 
shows that an expansionary fiscal policy is an 
effective means of increasing the level of eco
nomic activity; owing to the absolute mobility of 
capital, the increase in fiscal expenditure (or 
reduction of taxes) is financed by foreign 
borrowing.

To sum up, the Mundell-Fleming model 
shows that in a small open economy with a fixed 
exchange rate fiscal policy is very effective and 
monetary policy totally ineffective as a means of 
altering the level of economic activity.24

Now, if the exchange rate begins to change 
in response to the overall balance of payments, 
an expansionary policy which pushes the domes
tic interest rate up can cause the country’s cur
rency to be revalued. Let us suppose that an 
expansionary fiscal policy is in force and it 
increases the aggregate demand or domestic 
expenditure; this increases the levels of product 
and income and, therefore, the money demand. 
Then, even when the Central Bank keeps the 
money supply constant, the increased money 
demand forces the interest rate up above the 
value i*; this positive interest rate differential 
attracts capital into the country and, if there are 
no restrictions on its entry, a balance-of- 
payments surplus can occur. This generates 
pressures for revaluation of the exchange rate; 
the revaluation causes the country to lose inter
national competitiveness and the trade balance

^ T h is  kind o f conclusion is totally reversed w hen th ere is a 
free  exch ange rate.
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worsens; this eventually affects the initial 
expansion of output. In this case the increase in 
the domestic interest rate which causes the 
influx of capital leads to a revaluation of the 
exchange rate; accordingly, the capital account 
surplus (or the balance in general) eventually 
determines what happens to the current account.

2. Reserves models

The main problem of the flow models just des
cribed is that only a small interest rate differen
tial causes a permanent flow of capital, 
independently of what happens to the assets 
portfolios of economic agents or countries. This 
theoretical problem is solved in the models of 
current account assets; in this case it is held that 
financial flows are the result of more general 
adjustments in the whole portfolio of the eco
nomic agents; this portfolio contains different 
kinds of asset, including the country’s money and 
foreign money, the country’s bonds and foreign 
bonds, etc.

From the analytical standpoint, the transfor
mation of a flow model into a model of capital 
account reserves could be reduced to the substitu
tion of the expression F =  F(i, i*) by an expres
sion of assets reserves K, in which K  = K(i, i*). 
However, the analytical change is rather more 
profound. The exchange market becomes just 
another of the various assets markets, and the 
exchange rate becomes the price of just another 
asset.

As was pointed out earlier, assets models are 
basically designed to explain the great exchange 
rate instability in the developed countries during 
the 1970s and 1980s under the floating exchange 
rate system. In view of the variety and frequency 
of exchange rate fluctuations, it was inferred that 
they could not be reflecting what was happening 
in the real part of the economy, for the goods 
market and the relative prices of the goods did 
not have such an unstable structure. It was con
cluded by analogy that the exchange market 
behaves in the same sort of way as the stock and 
financial assets markets; the various currencies 
were thus assimilated to different types of asset, 
with perfect or imperfect substitution among 
them. Finally it was concluded that each currency 
was just another asset in investors’ portfolios 
and that the price of this asset or the fluctuations

in this price depended on interest rate differen
tials and risk factors (Dornbusch, 1980b). Given 
the existence of highly integrated capital 
markets, there must be interest rate arbitra
tion;25 as the currency of every country is an asset 
whose price fluctuates, then:

i = i* + E (ê )  (4.1)

where ê is the rate of variation of e , and E (ê) is 
the expected value of the rate of variation of the 
exchange rate.

Expression (4.1) can be expressed in another 
way:

E(ê) =  i - i* (4.2)

In this expression (4.2) the differential 
between the domestic and international interest 
rates measures the expectation of devaluation on 
the part of economic agents. This was the mean
ing attributed in some Latin American econo
mies (Argentina, Chile, etc.) to the enormous 
relative value achieved by the domestic interest 
rate at the end of the 1970s.

In general terms, expression (4.2) estab
lishes the relationship between monetary policy 
and exchange rate fluctuations; i.e., exchange 
policy is not independent of monetary policy. 
Under a free exchange rate system the prevail
ing exchange rate and fluctuations in it are very 
sensitive to the expectations of economic agents 
with respect to what will happen with monetary 
policy; the Central Bank can diminish the effect 
of these expectations by demonstrating its deter
mination to manage the money supply so as to 
permit only small variations in the exchange 
rate. To sum up, the turbulence in the exchange 
markets, according to expression (4.2), was the 
result of erratic monetary policies applied by 
some central banks (McKinnon, 1981).

3. Implications o f  the capital 
account approaches

a) The capital account approaches illustrate the 
role which the capital account can play in a 
situation of external imbalance. On the one 
hand, financial flows can circumvent the

“ If th e exch an g e rate is fixed and there is no  likelihood o f 
fluctuation, in terest rate parity is achieved: i =  i*.
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dilemma of internal and external imbalance in 
the absorption model. On the other hand, 
exchange policies determined exclusively by 
what happens in the current account can have a 
negative impact on the assets market; in this 
connection, the higher price of foreign currency 
in the parallel exchange markets and the flight 
of capital are recurrent phenomena in the Latin 
American economies.

b) Nevertheless, exclusive concentration on 
the capital account as the central element in the 
balance of payments and determination of the 
exchange rate can lead to total disregard of the 
imbalance in the current account and revaluation 
of the exchange rate, which causes increasing 
deterioration in the current account. The coun
try’s economy loses international competitive
ness and the production of tradeable goods is cut 
back. If foreign borrowing is used for a pro
longed period to finance the current account 
deficit, the foreign debt can reach relatively high 
levels, as has happened recently in the Latin 
American economies.

c) An extreme version of the capital account 
approach holds that the external imbalance is 
caused exclusively by the imbalance in this 
account; i.e., what happens in the current 
account depends on what happens in the capital 
account. Let us consider this in greater detail.

Using the basic accounts formula of national 
accounts for the open economy: Y =  C + 1 + G + 
X  - M, it is possible to substitute Y - C =  A + T, 
where A is private savings and T  taxes; i.e., the 
difference between income and consumption 
corresponding to savings and taxes. Thus:

(A - I) +  (T - G) = X  - M (4.3)

In this expression (4.3) (T  - G) represents 
the government’s fiscal deficit and (A - 1) 
represents the deficit of the private sector in its 
saving-investment decisions (it is implicitly 
assumed that all investment is private).

The second term of expression (4.3) repres
ents the trade balance (or current account). Dis
equilibrium in the trade balance means 
disequilibrium in the first term of (4.3), i.e., in 
the saving-investment decisions of the country’s 
economy. The capital account approach suggests 
that it is the imbalance in the saving-investment 
decisions which generates the imbalance in the

current account; ultimately, moreover, the prob
lem lies in the fiscal deficit.

On the assumption of a perfectly integrated 
capital market, the private sector uses i* as the 
central variable in decision-making; savers use i* 
in their decisions to buy assets, while investors 
compare the rate of return of various projects 
with the value of i*. If there is an appreciable 
difference between private saving and private 
investment, there will be purchase or sale of 
foreign financial assets by the private agents in 
the country’s economy, and it is this pheno
menon which determines the deficit in the trade 
balance. In other words, it is the shortage of 
(domestic) savings in the country’s economy 
which generates the requirement for external 
savings or imbalance in the current account; i.e., 
the capital account imbalance is the factor which 
determines the current account deficit.

In general terms, an increase in the trade 
balance deficit can be due to an increase in the 
deficit either of the private sector or of the 
government. Assuming that the private sector’s 
deficit is very small in, relation to the govern
ment’s deficit (or that there is balance in the 
saving-investment decisions of the private sec
tor), then the fiscal deficit is the factor which 
determines the external imbalance.

Using this kind of argument, McKinnon 
(1981) and to some extent the IMF conclude that 
the basic cause of an external balance is a fiscal 
deficit. Thus, what has to be done to solve a 
problem of imbalance in the current account is to 
eliminate the fiscal deficit; it will not even be 
necessary to change the exchange rate, for this 
rate is a price determined in the assets market. 
From this standpoint, the exchange rate is not 
the most suitable tool for determining the bal
ance between the saving-investment decisions of 
the country’s economy (McKinnon, 1981).

However, this assertion is questionable: it is 
possible to have an economy, even with a fiscal 
surplus, in which external imbalance originates 
in a sudden worsening of the terms of trade; in 
this case it will be the deterioration in the trade 
balance which could transform a fiscal surplus 
into a fiscal deficit through a decline in tax collec
tion generated by a loss of earnings in the 
exports sector.

d) One of the main conclusions of the capital 
account approaches is that monetary policy and
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exchange policy are not independent. Free 
movement of capital and free convertibility of 
various currencies mean that the central banks 
have serious problems in controlling the 
exchange rate and adjusting the money supply by 
official intervention. Changes made by economic 
agents (transnational corporations, commercial 
banks, private investors, etc.) in their portfolios 
can impede and even neutralize the (independ
ent) monetary policy which the central bank of a 
small open economy with a fixed exchange rate 
wishes to apply.

Free movement of capital means that the 
domestic interest rate will eventually equal the 
international interest rate; the central bank can
not then regulate the interest rate, for it has

become exogenous to the country's economy. If 
there is a fixed exchange rate, the monetary 
policy becomes endogenous. In short, the central 
bank of a small open economy, with free move
ment of capital and a fixed exchange rate, loses 
economic policy instruments.

e) In a small open economy with a fixed 
exchange rate and free movement of capital, 
monetary policy is a completely ineffective 
means of altering the level of economic activity, 
for the flows of capital offset any monetary con
traction or expansion. In contrast, fiscal policy is 
a very effective means of increasing the level of 
domestic output, for the flows of capital finance 
the domestic expansion.

y
The IMF adjustment programme26

In this section we consider the justification and 
economic logic of the adjustment programme of 
the International Monetary Fund (IMF) and 
indicate the objections raised against it in spe
cialized Latin American publications.

Although in general terms the IMF pro
gramme has enabled the Latin American econo
mies to attain the goal of reducing the external 
imbalance, the consequent internal cost has been 
high in terms of reduced employment and pro
duct, lower real incomes and lower real wages. 
At the same time the distribution of this cost has 
been unfair, for it has been particularly hard on 
lower-income workers and social groups.

This gives rise to a number of questions. Is it 
really necessary to have to pay such a high 
domestic cost to achieve the external adjust
ment? What kind of changes would have to be 
made in the IMF programme to reduce the costs 
of the adjustment? Would these be changes in 
the kind of policy or only in the level at which the 
policy is applied?

26B ib liograph y for this section : Bacha {1983), Bitira (1983), 
M assad and Z ah ler (1984), Ground (1984), D ornbftsch (1982), 
W illiam so n  (1983b), K illick  (1984).

1. Conceptual fram ework o f  the 
IMF programme

The IMF's main premise is that external imbal
ance is caused by internal imbalance. If a country 
has a balance-of-payments deficit, it is because it 
is spending more than it produces, i.e., it is living 
beyond its means. Thus, the IMF programme is 
designed fo bring the level of expenditure into 
line with the level of income.

There are two kinds of balance-of-payments 
imbalance: transitory or temporary, and funda
mental or permanent. Temporary imbalances 
are usually caused by factors of a monetary kind; 
they may be due to "mistaken policies" pursued 
by the countries which turn to the IMF. If the 
country changes the policy in question, it puts an 
end to the balance-of-payments deficit; this 
means that transitory imbalances are reversible 
and therefore, for considerations of efficiency, 
should be corrected basically by financing. The 
possibility of doing this will depend on the 
amount of resources available to the country in 
question. A fundamental imbalance, in contrast, 
is of a more permanent kind and is usually caused 
by real factors. In this case, considerations of 
efficiency suggest that the adjustment compo
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nent should be given more weight than the 
financing component. Notwithstanding this 
classification, it is not always easy to identify an 
imbalance as transitory or permanent.

The principal function of the IMF was origi
nally to furnish short-term liquidity or financing 
to (member) countries with transitory external 
imbalances; the IMF was also supposed to supply 
some financing to countries with fundamental 
imbalances to facilitate the subsequent adjust
ment. Two types of IMF programme can be dis
tinguished from the conceptual standpoint 
(Buira, 1983; Ground, 1984): i) The stand-by 
agreement and financial programming, which 
were intended to ensure that a country changed 
its "mistaken policy” to eliminate the transitory 
balance-of-payments deficit. This analytical 
framework excludes devaluation, which is totally 
consistent with one of the main functions origi
nally assigned to the IMF (to ensure that coun
tries did not change their exchange rate parity). 
In this context the external imbalance is caused 
by a monetary imbalance. There is an excess of 
money which must be eliminated to reduce the 
level of expenditure in the economy, ii) Deva
luation, the main tool for correcting a fundamen
tal balance-of-payments deficit. In this sense, the 
IMF's financial programmes and devaluation 
were viewed conceptually as "mutually exclusive 
policies” (Buira, 1983). However, from 1947 
(inaugural year of the IMF) to 1971-1973 (end of 
Bretton Woods) countries members of the IMF 
made more than 200 devaluations, most of 
which were central components in IMF adjust
ment programmes, particularly in the Latin 
American countries.

In order to simplify the discussion of the 
conceptual framework of the IMF adjustment 
programme, we will continue to use the classifi
cation described in the previous paragraph. W e 
will thus be considering an exclusively moneta
rist theoretical framework based on the moneta
rist approach of the balance of payments and 
excluding the use of devaluation; we will then 
consider a Keynesian theoretical framework, 
which is a synthesis of the absorption and elas
ticity approaches. The IMF adjustment pro
grammes are usually a hybrid version of the two.

As was pointed out earlier, according to the 
IMF the basic cause of a balance-of-payments 
deficit is that a country spends more than it

produces; accordingly, the level of domestic 
expenditure must be cut back. In the monetarist 
approach, monetary policy is the main tool for 
controlling aggregate domestic demand; if the 
amount of money is controlled, it will be possible 
to reduce the level of domestic expenditure. The 
so-called financial programme, designed to con
trol the expansion of domestic credit, is thus the 
main mechanism used by the IMF to control the 
development of a country’s policy. As was seen 
earlier in the analysis of the monetarist 
approach of the balance of payments, an expan
sion of domestic credit causes a fall in interna
tional reserves. This is why the IMF assigns such 
a weighty role in its financial programme to 
control the growth of internal credit. If there is 
no neutralization policy, the fall in reserves will 
cause the amount of money to decline; this will 
set in motion an automatic mechanism similar to 
the gold standard, which will eventually elimi
nate the balance-of-payments deficit. The IMF’s 
financial programme is implemented in the fol
lowing stages:

a) The balance-of-payments forecast pro
vides the limit for the current account deficit. 
This forecast estimates the amount of exports, 
interest payments, net influx of financial capital 
and foreign investments. The level of imports 
(or capacity to import) is obtained as the resi
duum. This level of imports then determines (by 
means of the income elasticity of imports) the 
level of the GGP and thus the economic growth 
rate; adjustments can be made in this economic 
growth rate which will affect the required level 
of imports. This type of adjustment will be res
tricted by variations in international reserves 
AR. The variations in reserves AR will be one of 
the indicators monitored by the IMF.

b) Expansion of the money supply is 
achieved by means of the money demand. In this 
connection great importance attaches to the 
basic monetarist assumption that the money 
demand is a stable function. Thus, on the basis of 
the nominal money demand of the previous year 
(t-1), in conjunction with the expected rates of 
inflation and economic growth, it is possible to 
forecast the nominal money demand in year t. As 
the money market has to be balanced, this gives 
the variation in the economy’s money supply 
AM|. It will be seen that the expected inflation 
rate has been used in this calculation of AM,; this
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forecast can be a goal of economic policy. Bacha 
(1983) criticizes the IMF on the ground that it 
tends to underestimate the expected inflation for 
the current year, thus making the monetary 
expansion more restrictive.

c) As the variation in reserves AR and the 
variation in the money supply AM[ have already 
been established, the variation in domestic credit 
is then determined residually, since ACr =  AM! - 
AR. The expansion of domestic credit will be 
another of the key indicators monitored by the 
IMF; the expansion of domestic credit is thus a 
restriction on the development of the economy 
which is consistent with the goal of balanced 
payments (and of price stability).

d) Another supplementary mechanism used 
by the IMF to control the expansion of domestic 
credit relates to the fiscal deficit. Reduction of 
this deficit eases a major pressure on the expan
sion of domestic credit. Furthermore, the weaker 
pressure from the fiscal (and public) sector on 
domestic credit means that a bigger percentage 
of this credit can be used by the private sector, 
and this supposedly encourages a greater relative 
expansion of the production of tradeable goods; 
this will help to reduce and eliminate the exter
nal imbalance.27 The level of the fiscal deficit is 
thus another indicator used by the IMF to moni
tor the country’s progress.

To sum up, in order to ensure that a (Latin 
American) country carries out the IMF pro
gramme and will thus supposedly be able to 
solve its external imbalance problem, the IMF 
monitors the following four indicators: the level 
of international reserves, domestic inflation, the 
expansion of domestic credit, and the fiscal 
deficit.

Let us now consider another conceptual 
framework. Using the synthesis of the current 
account approaches and introducing a specific 
causality in the basic national accounts formula: 
Y  - 2  — X  - M, the following assertion can be 
made: if a country spends more than it produces,
i.e., "lives on borrowed money”, there will be a 
trade balance deficit; the external imbalance will 
thus be generated by the internal imbalance. If it 
is further assumed that the private sector per

27H ow ever, th is reason in g  does not hold good in th e  case o f 
S ta te  en terp rises producing exp ortab le  goods; e.g ., copper in C hile, 
o il in  M ex ico  and V enezu ela, etc.

forms in a balanced manner (i.e., spends in 
accordance with its income), it will be concluded 
that the internal imbalance is concentrated in 
the public sector. In short, the fiscal deficit will 
be the main cause of the external imbalance.

On the other hand, the main means of 
financing a fiscal deficit in Latin America is the 
issue of money, which causes inflation and there
fore internal imbalance. This domestic inflation 
causes the country’s currency to be overvalued 
and international competitiveness to be lost; this 
exacerbates the external imbalance and trans
forms it into a fundamental (or permanent) 
imbalance. Within this conceptual framework 
the IMF programme has two basic goals: to 
establish fiscal discipline and the real level of 
equilibrium of the exchange rate. Although the 
IMF’s role is to help countries to resolve an 
external imbalance, in the Fund’s view an exter
nal imbalance originates in the internal imbal
ance; this is the reason for the IMF’s intervention 
in the management of the country’s domestic 
economy.

The economic policy programme applied by 
the IMF in this case is as follows:

a) Reduction of the fiscal deficit. This usu
ally means a cutback in public expenditure which 
adjusts domestic absorption to the level of 
domestic income.

b) An increase in the country’s international 
competitiveness. This requires: Í) devaluation of 
the country’s currency; ii) control of domestic 
inflation to ensure the success of the devaluation. 
Monetary contraction is used to attain this goal, 
with a view to eliminating the inflationary pres
sures caused by excess demand, and wages con
trol is also used to avoid cost-inflation pressures. 
According to the IMF, if this programme is to 
attain its goals and resolve the external and 
internal imbalances, it must be carried out in its 
totality, for its various components are comple
mentary; this means that the IMF programme is 
supposedly "an indivisible package”. In fact, part 
of the inflationary effect of the devaluation is 
offset by the deflationary effect of the reduction 
of the fiscal deficit and of the money supply; this 
ensures the success of the devaluation and makes 
the nominal devaluation into a real one. On the 
other hand, the recessionary effect of the reduc
tion of the fiscal deficit and of the money supply 
is offset by the expansionary effect of the deva
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luation which encourages increased production 
of tradeable goods (exportable and competitive 
with imports).

2. Criticism o f  the IMF programme

a) Theoretical criticism

There are three theoretical objections:
i) The IMF’s method of evaluating a situa

tion of external imbalance is always the same: 
there is an excess of domestic expenditure in the 
country’s economy generated by the fiscal deficit, 
and this produces the imbalance. However, how 
can there be excess aggregate demand in an 
economy in which there is unemployment and 
idle capacity? Furthermore, in the event of a 
fiscal deficit, it is necessary to determine what 
part of it is due to the economy’s recession and 
what part to structural factors. It is therefore 
questionable that the IMF should always impose 
basically the same economic programme for all 
kinds of balance-of-payments difficulties, 
regardless of the cause of the problem.

ii) There is a theoretical criticism with 
respect to the short-term impact of the specific 
measures suggested by the IMF. It has been 
argued on the one hand that a devaluation can 
have recessionary instead of expansionary 
effects and worsen the balance-of-payments 
deficit; on the other hand, it is said that mone
tary contraction, by increasing the cost of bor
rowing, causes an increase in the financial costs 
of the productive sectors, and this generates 
even greater inflationary pressures. This type of 
criticism questions the effectiveness of the IMF’s 
economic programme and suggests that it would 
tend to aggravate the external and internal 
imbalances.

iii) Criticism has been offered of the asym
metry of the correction of an external imbalance. 
If there are countries with a current account 
deficit, there must be other countries with a 
current account surplus. Why must the adjust
ment to the current account imbalance be made 
exclusively by the countries with deficits? Why 
should not the countries with surpluses share the 
cost of correcting the imbalance? This is a long
standing criticism in specialized Latin American 
publications. Today it can be seen that when the 
United States has deficit problems in its current

account, pressure is brought to bear on surplus 
countries (such as Japan) for them to help to 
solve the problem of external imbalance. In 
other words, if the countries with current 
account surpluses gave greater access to Latin 
American exports, the economies of Latin 
America could resolve their external imbalances 
without incurring high adjustment costs. Furth
ermore, the more asymmetrical the adjustment 
process, the greater will be the reduction of 
imports and the cost of the adjustment which the 
countries with balance-of-payments deficits 
must make (Massad, 1985).

b) The short- and long-term problem

The time horizon fixed by the IMF for com
plete adjustment of the external imbalance 
ranges from 12 to 24 months; as a rule, the 
country’s economy has to make most of the 
adjustment virtually within one year. Since the 
imbalances are sometimes of considerable size, 
why does the economic adjustment have to be 
made in such a short period? It is not clear why 
the length of the adjustment period has to be the 
same as the period of the IMF programme.

The IMF has a system for quarterly monitor
ing of the economy. This means that the country 
has to attain quarterly targets with respect to the 
key indicators of the IMF programme (interna
tional reserves, domestic credit, etc.). If it fails, it 
does not receive the quarterly installments of the 
loans from the IMF and international banks 
which enable it to cover the external sector 
deficit. It then becomes the central concern of 
finance and economic ministers to meet the 
quarterly IMF targets, and their management is 
considered successful only if those targets are 
met. In short, the whole economy begins to func
tion on a quarterly basis.

c) The distributive impact o f the adjustment
cost

The domestic cost of the IMF adjustment 
programme usually has a regressive effect from 
the redistributive standpoint; i.e., most of the 
adjustment is absorbed by relatively lower- 
income groups. Devaluation linked to wage con
trols means a fall in the real wages of workers. 
The cutback in public expenditure causes an 
increase in unemployment as public investment
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declines. Moreover, the removal of subsidies for 
essential goods (foodstuffs, mass transport, etc.) 
and the reduction of social spending (health, 
housing, etc.) means an erosion of the welfare 
programmes for the lowest income groups.

d) IMF intervention in domestic problems

The IMF’s economic priorities do not neces
sarily coincide with those of the country’s econ
omy. However, the IMF imposes its own 
priorities which consist basically of the elimina
tion of the balance-of-payments deficit and 
reduction of inflation. Moreover, the IMF pro
gramme tends to reduce the level of State inter
vention in the country’s economy; in fact, a large 
part of the internal adjustment is designed to be 
absorbed by the public sector. This can be seen in 
the limits imposed on domestic borrowing by 
the public sector which are designed to enable 
the private sector to use the reduced supply of 
domestic credit.

For example, if Chile or Brazil has to prepare 
a domestic austerity programme, why should the 
IMF interfere in the process? Bread and milk 
prices and the whole of farm policy in general 
"are domestic issues and the exclusive domestic 
concern of the country” (...) "how is the removal 
of the wheat subsidy going to solve Brazil’s 
external imbalance problem? Where is the 
macroeconomic analysis which proves this?” 
(Díaz-Alejandro, 1983). And why does the 
reduction of the real salaries of public school 
teachers help to increase the country’s interna
tional competitiveness?

Moreover, in order to ensure that the limits 
on the expansion of domestic credit are not 
exceeded, the IMF establishes specific controls 
on lending to the public sector; in indicating how 
domestic credit is to be allocated the IMF is 
clearly intervening in an area outside its compe
tence and introducing an ideological element 
into its programme, for it is trying to "isolate the 
public sector of the domestic market from access 
to credit” (Bacha, 1983).

e) Consistency o f  the IMF programme

The forecasts of certain economic targets 
used by the IMF in the preparation of its pro
gramme have been criticized for lack of realism.

What happened in Brazil in 1983 is a good exam
ple of this. The 50%  monetary expansion was 
based on the forecast of an inflation rate of 87%  
for 1983; in fact, the 1983 inflation was 211% . 
This was double the level of the previous year, in 
response to which the IMF economic pro
gramme had been introduced. Furthermore, in 
1983 Brazil comfortably met the external target 
set by the IMF, but at the same time serious 
domestic imbalances were generated. The fol
lowing doubt therefore arises: where was the 
coherence of the IMF programme for that year? 
For it was possible to meet the external target 
but miss the internal target by a mile.

f) Recessionary bias o f  the IMF programme

There is general agreement on the need to 
modify the over-kill of the Fund’s programme. 
Some of the elements contributing to the reces
sionary impact of the programme are: i) the 
difficulty of maintaining total control over the 
economic tools by means of which the pro
gramme is carried out in practice (the money 
supply, for example, is largely endogenous), 
which leads to the application of even more 
restrictive policies against the danger of losing 
the financing if the IMF's quarterly targets are 
not met; and ii) the assignation of absolute 
values to the targets, and for quarterly periods 
into the bargain (this means conceding to eco
nomics a degree of accuracy and control of eco
nomic phenomena which is far from its grasp), 
instead of establishing plausible ranges for the 
attainment of the various objectives and thus 
reducing the pressure on the economy.

3. The IMF’s role

Despite the severe criticism of the IMF’s role, it 
should be made clear that the Fund is not the 
cause of the present economic problems; the 
imbalances in the Latin American economies 
existed before its intervention. In fact, the Latin 
American countries only turn to the IMF as a last 
resort, when there seems to be nothing else that 
they can do. Adjustment to correct external 
imbalance necessarily incurs costs, with or with
out the IMF. When a country has an external 
imbalance, it apparently has two options, adjust-
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ment or financing. However, these two alterna
tives are interrelated. Although the option of 
financing implies deferring the adjustment to 
the future, the creditors who provide the resour
ces to finance the external imbalance will do so 
only if they see that the country in question is 
taking certain steps which suggest that this 
future adjustment will in fact be carried out. The 
IMF, for example, makes its loans for a fixed 
period, but subject to acceptance by the country 
of the IMF’s terms, which are designed to elimi
nate the external imbalance.

The IMF plays two different roles. On the 
one hand, it is an institution created to furnish 
financial resources to countries with external 
liquidity problems. On the other hand, it can be 
viewed as a "lending club” which applies certain 
rules to safeguard the overall well-being of all its 
members; i.e., the IMF has to reconcile specific 
national interests during the adjustment period 
with the general interests of the members of the 
club (especially the lending countries, which 
supply the bulk of the Fund’s financial resour
ces). These rules include the free convertibility 
of currency, free access to the exchange market 
and openness to imports. Thirdly, it may be 
thought that the IMF acts as a catalyst for financ
ing from other sources. Here, involvement of 
the IMF and its economic programme are prior 
conditions demanded by private international 
banks and governments before they make loans 
to a country with balance-of-payments difficul
ties. Lastly, in the 1980s the IMF has acted as 
mediator between creditor banks and debtor 
countries. Thus, instead of confining itself to the 
problem of unequal flows in a country’s balance 
of payments, the IMF now concerns itself with 
the problem of the total amount of foreign debt 
and the adjustment which a country must make 
in order to service its debt, This means that the 
IMF has become a kind of long-term inspector on 
behalf of the creditors, who checks that the deb
tor countries are carrying out an economic policy 
which will enable them to meet their foreign 
debt commitments (Bacha, 1985). The IMF’s role 
in the management of foreign debt has thus 
become a vital one in preventing a disaster in the 
international capital market. However, the costs 
of preventing such a disaster have been borne 
basically by the debtor countries (Massad, 1985). 
While it is in the interest of all countries to

prevent the collapse of the international finan
cial system, why should the cost of doing so be 
borne only by the debtor countries?

4. Some suggestions fo r  the IMF 
adjustment programme

I n the IMF’s economic programme there is a kind 
of identification of adjustment with recession. In 
some cases the magnitude of the adjustment 
reaches considerable proportions. If Latin 
America’s annual growth rate in the three years 
1981-1983 had been only half the average annual 
rate during the 1970s, the GGP of Latin America 
would have been US$150 000 million more than 
it actually was; this amount represents almost 
50% of the total Latin American foreign debt 
(Massad and Zahler, 1984). The adjustment has 
not been determined so much by the causes or 
factors which generated the external imbalance, 
but rather by the amount of financial resources 
available; in other words, the shortage of financ
ing has meant that the adjustment programme 
has been very costly. However, it is also true that 
the outflow of capital from Latin America during 
the period 1980-1983 amounted to US$100 000 
million (Massad and Zahler, 1984).

The IMF’s economic programme takes a very 
short-term view; in order to reduce the external 
imbalance, macroeconomic policies are intro
duced which basically depress the aggregate 
demand to a level compatible with that of the 
available financing. Thus, this short-term 
approach does not take into account the aggre
gate supply situation.28 A country with a balance- 
of-payments deficit must transfer resources to 
its creditor countries; in order to be able to do so, 
it must direct and increase its productive capacity 
to generate the necessary productive resources. 
To this end it is vital to increase investment and 
the use of installed capacity, which runs counter 
to exclusively recessionary macroeconomic poli
cies. The creditor countries must also be willing 
to accept the goods exported by the deficit coun
tries instead of imposing restrictions on them.

The process of adjusting to a balance-of- 
payments deficit cannot be guided exclusively by

2#O n th is  topic, see K illick (1984).
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short-term considerations; medium- and long
term factors must also be taken into account. 
Indeed, a short-term "shock” adjustment can 
generate in the long term a worse balance-of- 
payments situation than a gradual adjustment. 
This is not to say that a gradual adjustment is 
always better (in the long term) than a "shock” 
adjustment; the basic question is the need to 
evaluate the alternatives, and the lack of an ade
quate methodology for doing this. The various 
macroeconomic approaches merely compare 
two situations in equilibrium, but very little is 
known about the comparison and analysis of the 
various adjustment routes which link the two 
situations of equilibrium.

A corollary of this might be that some ele
ments of economic policy should be designed to 
minimize the costs of the adjustment. From the 
country’s domestic standpoint, it would also be 
useful to distribute these costs fairly. This might 
lead in practice to the setting of ceilings on the 
domestic cost: i.e., it would not be permissible to 
exceed certain levels of unemployment or falls in 
the product and real wages in order to reduce the

external imbalance. W hat is suggested is a grad
ualist policy which extends the tim e-lim it for 
accomplishing the external adjustment so as to 
avoid excessive domestic costs.

In other words, just as the IMF programme 
establishes quantitative indicators for the fiscal 
deficit, level of international reserves, etc., a 
maximum limit would have to be imposed on the 
level of unemployment, GGP decline and cutback 
in real wages.

As to the fair distribution of the cost of the 
adjustment, consideration would have to be 
given to the type of mechanism needed to ensure 
that the cost of the cutback is absorbed by all 
economic agents. If all the country’s economic 
agents are going to benefit from the restoration 
of macroeconomic balance, why should only a 
part of the population bear the cost of the adjust
ment? This means that some mechanism, proba
bly a tax mechanism, should be introduced to 
ensure that the economic agents who retain their 
jobs and their real income levels should compen
sate the unemployed and those whose income 
falls.

VI
Some final considerations

The various theoretical approaches to external 
adjustment can provide very divergent answers 
with respect to the evaluation of a concrete situa
tion. While one approach may suggest that there 
is a critical situation in the external sector, 
another may indicate that there is no reason for 
concern. The debate which took place in Chile in 
the second half of 1981 is a good example of this: 
some economists believed that there was a diffi
cult situation of external imbalance, since the 
current account deficit had reached considerable 
proportions; it was therefore necessary to 
devalue. Others believed that the situation in the 
external sector was comfortable and favourable 
since there was a balance-of-payments surplus, 
and it was therefore necessary to revalue. Lastly, 
there were those who maintained that the 
exchange rate should not be touched, as it was 
the nominal anchor of the Chilean economy and

the central mechanism which conditioned 
expectations and kept inflation in check.

In short, every approach can produce a dif
ferent perception as to the existence or non
existence of a balance-of-payments problem and 
can therefore make different suggestions about 
economic policy (in the recent example, about 
exchange policy).

Nevertheless, the various approaches are to 
some degree complementary. Each of them con
siders different aspects of one and the same 
phenomenon and its effects over different peri
ods. On the one hand, the Keynesian current 
account approaches analyse the problem of 
external imbalance (of flows) in the short and 
medium terms (between three months and two 
years); the capital account approaches are con
cerned with exchange rate variations in the very 
short term (between one week and one month),
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while the monetarist approach of the balance of 
payments analyses the long term, when full 
adjustment of all stocks of assets is achieved.

Various efforts have been made to achieve a 
synthesis of these approaches. However, for rea
sons of simplicity, inter alia, it seems better to 
keep them separate; at given points in the econ
omy’s development one of these partial 
approaches can give a fairly complete picture of 
what is happening. Obviously, an approach can 
be the most suitable in year and the most 
unsuitable in year t2; it is therefore vital to keep 
in mind the basic assumptions determining the 
underlying modus operandi of each approach.

The external sector presents a country’s 
economy with a number of dilemmas. In particu
lar, the Latin American economies are exposed 
to various kinds of exogenous disruption; the 
question is: which are the most suitable eco
nomic policies for absorbing the different kinds 
of shock? From a more general standpoint the 
question would be: what is the structure or insti
tutional system which a country’s economy 
needs in order to be able to pursue an independ
ent policy, affected as little as possible by exter
nal disruptions? Is this in fact possible in a world 
in which the different markets are increasingly 
interdependent and integrated? The relative 
effectiveness of various tools in absorbing a 
given disruption depends on the type of eco
nomic structure and institutional system. It is 
usual for the Latin American economies to be 
wrestling with problems of internal imbalance 
(inflation, unemployment); the effects of exter
nal shocks are thus superimposed on a bad situa
tion. It is very possible that in these 
circumstances instruments capable of absorbing 
the external shock cannot be used, for they might 
make the internal imbalance even worse. Thus a 
country has to cope with the age-old conflict 
between trying to pursue an independent 
domestic policy and remaining an active 
member of the international economic "club”.

One of the aspects of greatest interest for the 
Latin American countries has been virtually 
omitted from the theoretical approaches to 
external adjustment: the problem of which of 
the various adjustment routes would be the best. 
The basic criterion ought to be the minimization 
of the cost of the adjustment, subject to the 
achievement of a given reduction in the external

imbalance. What kind of adjustment route does a 
given economic programme impose? How can 
different adjustment routes be compared? These 
are some of the questions which require dynamic 
analysis. Other aspects which must be taken into 
account are the speed, intensity and sequence of 
the adjustment. We touched on this theme when 
we talked of gradual adjustment and shock 
adjustment; from the economic standpoint it 
could be argued that gradual adjustment would 
be preferable to shock adjustment in the case of 
an external imbalance, for it would minimize the 
disruption of economic activity. However, this 
economic logic does not necessarily coincide 
with political logic, which may be more con
cerned with the route by which the final situa
tion is reached than with the absolute worth of 
that situation.29

Another point about adjustment routes is 
the interrelationship between the short and the 
long term. A short-term recessionary policy can 
have adverse effects on the economy’s growth in 
the long term. A short-term monetarist policy 
can help to reduce the external imbalance; how
ever, the increase in the (domestic) interest rate 
discourages investment at the same time, and 
this affects the economy’s future growth. The 
relationship between the short and the long 
term must therefore be examined; it is thus 
possible to evaluate the economic policies which 
can be used in the short term to cope with an 
external imbalance at the lowest possible cost, so 
that in the long term the economy resumes the 
same course of stable growth.

A burning topic in Latin America, one not 
mentioned in the publications consulted, is the 
cost of the adjustment. Who pays for it? What is 
the connection between different policies for 
external adjustment and their distributive 
effects? How could the costs of the adjustment 
be distributed more fairly?

The economic publications in vogue today 
are biased in favour of the use of the market and

29For exam ple, suppose th at per capita con su m ption  is at a 
level o f 100 in year t. T h e  im p lem en tation  o f a gradual ad justm ent 
may hold th is  level co n stan t for four years. O n  th e o th e r  hand, a 
shock ad ju stm en t may m ean a fall o f  1 0%  in per capita con su m p 
tion in the first year, follow ed by an annual increase o f 3 % , 
reaching a level o f 98 .3  after th ree consecutive years. F ro m  the 
standpoint o f p o litical logic, if  th ere are elections in year t +  4  this 
second type o f ad ju stm ent would seem  preferable.
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the system of free prices as a mechanism for 
correcting any imbalance; almost all the models 
implicitly use this method. However, a basic 
feature of the Latin American economies is that 
they have different kinds of control mechanism 
for regulating the external sector. In periods of 
external imbalance the various controls can play 
an important role in reducing the cost of the 
adjustment in the short term. It would be useful 
to have an analysis of this topic and a compari
son with the results obtained by a system lacking 
these controls. Furthermore, economic policies 
have different effects when the controls are dif
ferent; one example of this is the effect of an 
uncontrolled devaluation, which could reduce 
the price of imported goods. Lastly, given the 
existence of the controls, some phenomena 
acquire special relevance; examples of this are 
the price of the dollar in the "black” market, the 
under-invoicing of exports and over-invoicing of 
imports, the problem of the smuggling of goods 
into the country, and the flight of capital. In 
short, the functioning of an economy under con
trols and the problem of adjusting it to an exter
nal imbalance is not taken into account in the 
global approaches found in today’s specialized 
publications.

Lastly, the main line of thinking in Latin 
America today, given the high level of foreign 
debt, implicitly questions the traditional view of 
the problem of external adjustment. The region 
has a need to grow in order to be able to service 
its foreign debt. In other words "adjustment

with growth”, for it is more feasible and easier to 
service the foreign debt in an expanding econ
omy than in one which is contracting.

The traditional approach means that adjust
ment to an external imbalance is based 
— theoretically and empirically— almost exclu
sively on the cutback of aggregate demand. How
ever, it is not absolutely obvious that a 
significant fall in a country's level of economic 
activity will facilitate the operation of forces 
which encourage growth; in other words, the 
mere reduction of aggregate demand need not 
automatically produce an improvement in the 
functioning of the economy. An alternative (and 
probably complementary) proposition is now 
emerging, one concerned with stimulation of 
aggregate supply. This proposition contains two 
different approaches which will probably be the 
focus of the debate in the near future, especially 
in view of the greater relative importance which 
will attach to the World Bank’s structural adjust
ment lending (SAL). These approaches are: i) to 
achieve the maximum microeconomic efficiency 
by eliminating distortions and defects, with a 
view to ensuring the free operation of market 
forces; ii) to identify key sectors in the economy 
of each country and to channel investment to 
them by means of special incentives (tax subsi
dies, preferential loans, etc). The investigation 
of these topics, which are so important for the 
Latin American economies and for developing 
countries in general, has only just begun.
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