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Introduction

I.

Eight years after the outbreak of the debt crisis, with total seedf ef
debt having increased to $ 1,306 billion in 1990, several old problems still
remain; major among them a r e :

-

-

-

continuation of negative net transfers;
high real interest rate;
general withdrawal of private lenders;
protracted delays in restructuring negotiations with
banks; and
protectionist policies of industrial countries.

i

commercial

\

Added t o these, new developments that could adversely affect any progress
in the debt strategy have emerged such a s :

-

the opening up of Eastern Europe which could create a diversion
of official funds;
diversion of funds for reconstruction in t h e Middle East; and
dangers of worldwide recession.

In the initial phase, the debt crisis threatened the stability of the world
financial system and since then external debt management policies have played

a critical role in the international financial community's efforts to restore
growth and financial stability in the debtor countries. Between 1981 and 1990,
t h e total stock of debt had increased ' b y about $ 560 billion. Two groups
of countries have dominated the scene. The external debt of fifteen hepiily
indebted countries1 which a r e predominantly commercial borrowers increased
. to
491 billion during this period. The other group of countries - the subSaharan A f r ~ c ahad a comparatively low debt of $ 131 billion in 1990. The
debt profile of these two groups is presented in Tables 1 and 2, respectively,
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1.

The group of 15 heavily indebted countries comprises the countries
associated with the initiative launched by U.S. Treasury Secretary Baker
in October 1985. These countries a r e Argentina, B o l ~ v ~ aBrazll,
,
Chile,
C o l ~ m b i a ,Cote'd Ivoire, Ecuador, Mexico, Morocco, Niger~a,Peru, Ph~lippines, Uruguay, Venezuela and Yugoslav~a.

External debt accounted for about 31.5-tper 'cent of the combined GDP of
developing countries in 1990, an improvement from the peak of 39.0 per
cent in 1986. Debt-export ratios also exhibited a decline t o 126.0 per cent
in 1990 ,from 180.4 per cent in 1986. The same trend was witnessed in the
debt-service ratio which declined from 22.5 per cent in"1986 to 14.3 per
cent .in' 1990. The ratios a r e still high and unsustainable for many countries
in .the above two groups. For example;' long-term scheduled debt-service ratio
for 1990 was over 100 per ceht in respect of Madagascar (118 her cent),
Mozambique (246 per cent) and Sao Tome and Principe (100 per c:nt)' in' subSaharan Africa.
The main objective of t h e paper is t o 'critically assess the role of the
International Monetary Fund (IMF) in the management of the external debt
situation. This paper is structured a s follows : Section 1 sets o"t the case
for official intervention in debt negotiation. Section I1 critically analyses
the role assumed by the Fund in debt management. An assessment of the
Fund's strategy features in Section 111.
SECTION I

Need for Official Intervention
Theoretical literature has focussed among other issues on t h e risk of
repudiation and renegotiation of international debt. One of the most important
contributions is that of Eaton and Gersovitz (1981) which questioned a s t o
how international lending was possible when the debtor had the option -of
repudiating their debt. The answers proposed by these authors and later by
others recognised that for such a system t o work, failure t o repay debt must
impose costs on the defaulting country. .While there a r e many reasons- why

a country chooses t o honour its external obligations, economic analysis has
generally assumed that debtors compare t h e costs of penalties that might
be imposed by creditors on defaulting countries with t h e benefits of suspending
debt. service payments. Thus, for example, in case of default, creditors could
cut off the debtors' future access t o credit. They could also block the debtor
country from receiving trade credit, and cause i t t o lose some of its gains
from trade. O f course, t h e creditor countries' may not actually carry out
these threats. Logically, trade restrictions would injure the interests of both
debtor and creditor countries. Further, influential interest groups could persuade

creditor countries against imposing trade sanctions; It is, therefore, t h e costs
of default, by providing countries with an incentive t o repay, that make international lending possible. (Krugman, 1986).
In the debt crisis of 1982, the commercial banks withdrew their lending
t o developing countries with the perception of a possibility of future defaults
by other countries (Mexico defaulted in August 1982). On the contrary, their
action created a n incentive for immediate default. There was a strong case
for temporary financial relief which would prevent loss of lender confidence
from provoking an immediate default. However, there was no guarantee that
this could work out. Left t o themselves, for a number of reasons including
attempts to establish a strong bargaining position by either sides, lack of
collusion by creditors, and existence of free riders, debtors and creditors
could fail t o reach a n agreement. It was precisely this which provided the
case for an official role in debt negotiation. The official institution would
a c t a s a catalyst in maintaining debtor-creditor relations and prevent a major
disruption in the financial system. Mexico's announcement of disruption of
debt-servicing in August 1982 created a potential for systemic risk, and
debtor-creditor relations broke down. The international community needed
not merely a n increase in liquidity but also a 'catalyst' preferably an official

-

agency

-

which would coordinate the interests of all parties and restore the

confidence of t h e international community. The International Monetary Fund
took on this role.
SECTION I1
Role of the IMF

The main elements of the 1MFts debt strategy have been based on :

(a) case-by-ca se approach;
(b) adoption of sound economic policies t o promote normal creditordebtor relations; and
(c) maintaining favourable external environment.

Ini thl Response
An important aspect of t h e Fund's activities since 1982 has been the
handling of international debt problems a s p a r t of its responsibilities t o "oversee
t h e international monetary system in order t o ensure its effective operation."
[Article IV, Section 3 ( a l l In t h e beginning, t h e debt problem was viewed
a s one of illiquidity and the primary objective was t o protect t h e stability
of the international banking system. Once this was done, commercial banks
would resume lending t o developing countries which would result in the improve,

q

ment of their growth provided they undertook appropriate adjustment programs.
It was believed t h a t debt reschedulings would serve the purpose for countries
undertaking macro-economic reforms under t h e supervision of IMF.
The Fund substantially increased i t s lending t o the developing countries
during 1983-84. Net credit from IMF during 1983 and 1984 amounted t o $ 19.2
billion as compared t o $ 9.0 billion during t h e two preceding years (Table
4). Two important decisions were taken in early 1983 t o increase IMF resources.
Under the Eighth General Review, aggregate quotas were increased by 47.5
per cent from SDR 61 billion t o SDR 9 0 billion, ahead of schedule. Secondly,
t h e General Arrangements to Borrow (CAB) was expanded and extended by
members of t h e Group of Ten, whereby maximum credit lines available t o
t h e Fund was increased f r o m S D R 6.4 billion to SDR 17 billion.
Apart f r o m the absolute amounts of finance provided by t h e IMF, i t
attracted 'involuntary lending' f r o m banks, making i t conditional before i t s
own resources were committed for t h e period ahead. A s a corollary of increas,ed
Fund involvement in debt rescheduling cases, creditors also made all debt
rescheduling arrangements including t h e disbursement of new money, conditional
. upon

compliance with performance criteria under arrangements with t h e Fund.

This strategy appeared t o work in t h e short-run, a s t h e major threat t o the
viability of

the international banking system was averted. The aggregate

current account deficit of t h e capital importing countries was reduced from
about $ 100 billion In 1981 t o a n a v e r a g e of about $ 25 billion in 1984-85

2

(IMF 1986, p.42). However, on t h e basis of a study of performance of six
rescheduling market borrowers during t h e period 1983-85, i t was determined
t h a t this improvement "came through, mainly from import reduction a n d
not through increase in export earnlng a s was expected"? Imports of rescheduling
2.
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Brazil, Mexico, Chile, Ecuador, Peru a n d t h e Philippines.
Malati Anagol (1990).

borrowers had decreased on an average by I1 per <cent and exports increased
by 5 per cent. Developing countries remained vulnerable t o adverse exogenous
shocks a t a time when access to concerted commercial bank lending became
increasingly difficult a s a result of weakening cred~torcohesion and associated,
free rider problem 4 World trade slowed in 1985 reflecting a decline in the
growth rate of industrial countries, increasing protectionist barriers and decline
in both oil and primary commodity prices5 which reduced export earnings
of developing countries further.

The Baker Initiative
These concerns were instrumental in the decision to strengthen the
international debt strategy through the "Baker PlanN. The plan maintained
the fundamental case-by-case approach 'of the IMF and emphasized .three
mutually supporting elements :
(1)

the implements tion of strong growth-oriented adjustment policies;

(2)

increased structural adjustment-type lending by multilateral institutions. The plan envisaged a 50 per cent increase over the period
1986-88 from the projected rate of about $ 6 billion .a year. The
Fund should continue t o play a central role in debt management; and

(3)

additional net lending by commercial banks representing a n increase
of 2.5 t o 3.0 per cent a year i n outstanding commercial bank claims.

These actions were to be supported by a growing world economy, open
industrial country markets for developing country exports, pursuit of policies
by industrial countries aimed a t non-inflationary growth and creating a financial
climate for reduction in interest rates. Following the Baker in~tiative,growth
became a central objective; greater attention was paid t o t h e development

for' private creditors has been expanding to include even voluntary debt reduction.
I

capital requirements of low-income debtor countries and the menu of options
* J

?.

5

Failure of the ~ a k e'plan
r
The Baker Plan failed t o achieve its objectives primarily a s new lending
from commercial banks did not materialize. Although the debt strategy had
placed emphasis on improved domestic policies in developing countries, a n

4,

Mohamed A. El-Erian (1991).
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Comprising food, beverages, agricultural raw materials and minerals
and metals.

improved external environment was acknowledged a t the outset a s necessary
in order t o provide the manoeuvre required for growing out of debt. However,
primary commodity prices remained depressed and the deterioration in terms
of trade wiped out most of the gains from lower interest rates, for commercial
borrowers. A key role was assigned 'to the IMF, namely t o provide liquidity
t o countries which pursued tight macro-economic policy. The main objectives
of these programmes were t o improve the current accobnt while generating
additional export revenues for debt servicing. The IMF ad just ment policies
generally entailed drastic cuts in aggregate spending. A t the same time real
exchange rates were substantially lowered so a s t o switch expenditure towards
goods for exports. Fund supported adjustment programmes with members
also involved agreement on the instruments and objectives of #debt management
policies and formulating debt related performance criteria. External borrowing
limitations were incorporated into the Fund arrangement a s performance
criteria. The IMF generally required its members to be current on debt service.
The only main achievement of these polici& (or conditionality) was that
i t helped commercial creditors collect their dues.
Since concessive interest rates and debt or debt-service reduction (which
is now recognised a s an important element of the current international strategy)
were not considered a s a part of the strategy for various reasons including
t h e 'moral hazard1 problem, the task of reducing the huge stock of debt and
restoring sustainable growth was assigned almost entirely to the debtor countries.
This was one of the major failures of the debt strategy.
Recent Developments
In the evolution of the debt strategy, the Fund realised. that its resources
for supporting the poorest countries were disproportionately low between
1985 and 1988. The IMF began quietly retreating from the developing countries
by reducing its exposure from SDR 37 billion in 1985 to SDR 30 billion in

1988 (ended April) Table (4). Since 1986, there was a reverse transfer of funds
from the developing countries t o t h e IMF. It was defended that the negative
flows were t h e result of (a) substantial assistance that the Fund provided
in the early period of the debt crisis now falling due for repayment; and
(b) countries probably had less need t o draw on the Fund or were unable to

sustain adjustment programmes. However, in reality these negative transfers
msulted from both lower disbursements and higher amortization and interest
payments in the latter half of the eighties,
The structural adjustment facility (SAF) was established in March 1986
by t h e Fund precisely to broaden access totFund resources for longer periods
and a t very low interest rates. Ironically, it was circumscribed by its limited

size. The Fund found it difficult to address payments imbalances of the size
that had developed with annual or 18 month programmes under the stand-by
arrangements. Six years of failed expectations (1982-87) had shown that there
was no way out of the debt problem without reversal of negative transfers
and reduction in debt overhang.
In December 1986, the Fund concluded a borrowing agreement with
Japan for SDR 3 billion. The:resources available under this agreement was
used .by t h e Fund t o finance purchases, related t o t h e use of Fund resources
subject to credit tranche policies.
Beginning December 1987, the Fund
undertook a series of policy actions
'.
which became more relevant in the context of debt management. The general
expansion of the IMF assistance was associated with increasing structural
adjustments but they took on more importance in a n environment where debt
I

was a major problem. The first element was the Enhanced Structural Adjustment
Facility (ESAF) established in December 1987 which would make available
US $ 12 billlon in concessive financing with forceful adjustment programme
t o the poorest Fund members. Interest rate on ESAF loans is currently 0.5

per cent and repayments would be made *in ,ten equal semi-annual instalments
beginning 5 112

years and ending 10 years from the date of disbursement.

The second element introduced In June 1988 brought improvements in t h e

medium-term Extended Fund Facility (EFF) which p e r m ~ t t e dcountries pursuing
strong adjustment programmes more access to resources a s also allow initial
three year extended arrangements t o be lengthened t o four years. In order

to prevent good-programmes from being "torpedoed" by unexpected external

6

developments, t h e Compensatory and Contingency Financ~ng F a c ~ l i t y(CCFF)
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This replaced the Compensatory Financing Facility (CFF) for export
fluctuations established in 1963. In 198 1 the facility was extended t o
cover compensation for countries faced with excessive rise in t h e cost
of imports of cereal products.

was introduced in August 1988, This constituted t h e third element in t h e
adaptation of Fund policies. The contingency financing element extends a n
assurance t o members with Fund-supported adjustment programmes t o help maintain t h e momentum of adjustment efforts in the face of a broad range of
unanticipated adverse external shocks. The variables covered could include,
for example, main export or import prices or .international interest rates.
In t h e earlier years of t h e debt crisis, creditor banks were still willing
to lend because their exposures were high. But in t h e following years, they
had succeeded in reducing their exposures and in building reserves against
losses a s they had become averse t o risk. Frustration in low levels of new
lending and d e b t reduction led to a shift in official thinking of t h e debt problem.
Brady Plan
March 1989 saw a new international debt strategy in t h e f o r m of 'Brady
Plan'. The Brady 'plan stressed four key elements : (i) t h e adoption of mediumt e r m reform programmes in debtor countries, with special emphasis on measures
to encourage invest rnent and capital repatria tion; (ii) a stronger emphasis
on debt and debt-service reduction instruments a s a complement t o new lending;
(iii) t h e use of t h e resources of international financial institutions (IFIs) t o
f a c i l i t a t e debt and debt-service reduction operations; and (iv) continued creditor
government support through Paris Club reschedulings, support of IFIs, ongoing
export finance, a n d a review of constraints t o debt operations imposed by
t h e regulatory, t a x and accounting regimes.
The Interim Committee (March 1989) agreed t h a t t h e Fund's financial
contribution to t h e debt strategy should b e t o provide resources Ifto facilitate
debt-reduction operations for countries undertaking
reforms

. . . . .".The

...,

sound economic

Committee also asked t h e Fund's Executive Board to

examine t h e question of providing resources f o r "limited interest support
f o r transactions involving debt or deb t-service reduction." The Interim Committee
Communique stressed t h a t in conducting this further work, t h e Fund's Board
should t a k e due account of t h e mandate of t h e Fund under its Article of
Agreement and of t h e need t o preserve t h e financing integrity of t h e institution.

The Fund's Executive Board approved guidelines on May 23 to strengthen
t h e Fund's role in the evolving debt strategy.
The main elements of t h e guidelines are :
Support for reduction of debt and debt service will be linked t o
medium-term adjustment programs with a strong element of structural reform, and sustained implementation of reforms. Emphasis
will be placed on measures t o improve saving and investment in
borrowing countries, to reverse capital flight, and to a t t r a c t private
capital inflows and direct investment.

-

-

Around 25 per cent of a country's access t o Fund resources, - under
an extended or stand-by arrangement - can be set aside t o support
operations involving reduction of debt principal.
The Fund may approve additional funding upto 40 per cent of t h e
member's quotation for interest support in connection with debt
or debt service reduction operations where such support would
be decisive in facilitating further cost-effective

operations, and

in catalyzing other resources, including whbre feasible, the debtor
country's own efforts t o contribute resources in support of the
operation.
On case-by-case basis, the Fund may approve an arrangement outright,
before the conclusion of a financing package between the member
and its commercial bank creditors. I t will give such approval in
cases where prompt Fund support is essential for program implementation, where negotiations with banks have begun, and where
it is expected that an appropriate financing package will be concluded
in a reasonable period of time.
As a result of their involvement in Brady Plan, the IMF and t h e World

Bank together will be able t o extend $ 20 billion which, when added to $ 10
billion available from Japan, would total $ 30 billion; This figure seems inadequate and evell if fully used, t h e debt burden would still be reduced by

only a modest, margin. However, it is unlikely that actual use will approach
this figure because of the restrictiveness of the guidelines. By the end of

April 1991, t h e Fund had approved support for commercial bank debt and

7

debt service reduction operations in seven countries , four8 of which had
successfully completed such operations with the aid of Fund financing supplementing other sources. There a r e signs t h a t the new strategy is working, albeit
slowly and Mexico is just about returning t o voluntary international capital
market financing.
SECTION I11
Assessment

The huge stock of external debt might perhaps suggest t h a t t h e so-called
co-operative debt strategy under the aegis of IMF has failed. However, unlike
t h e 1930s when t h e r e were generalized defaults, t h e crisis of t h e 'eighties
did not witness a n y major repudiation threat, or the formation of any debtors'
cartels. Similarly, although there were several bank failures, t h e international
banking system generally withstood t h e debt crisis.
Commercial banks have been able t o reduce their exposure t o t h e troubled
developing countries relative t o their capital. This achievement, together
with t h e avoidance of any disruption in the international financial m a r k e t s
stand o u t a s t h e main accomplishment of t h e strategy. However, this was
accomplished at t h e cost of growth a s debt service was given more importance
than renewed growth. The heavily indebted countries generated t r a d e surplus
mainly due to import compression rather than increase in exports. This a f f e c t e d
investment and consequently depressed growth r a t e s (Table 1). The persistence
of over-indebtedness has been reflected in a failure t o normalize relations

between debtors and creditors. Many developing countries have accumulated
arrears. No country t h a t has re-negotiated i t s foreign debt has been a b l e
t o avoid doing s o repeatedly.
T h e key role assigned t o t h e IMF was t o provide liquidity. In contrast,
t h e financing role of t h e Fund b e c a m e more limited than originally intended.
Instead, i t served as a 'catalyst' of p r i v a t e flows rather than a source of
7.

They a r e Argentina, Costa Rica, Ecuador, Mexico, Philippines, Uruguay
and Venezuela.

8.

Comprises Philippines, Uruguay and Venezuela.

funds. The strategy envisaged, a s already mentioned, was t o keep ?he debtor
under conditionality until its debt-servicing capacity improved substantially.
This short-leash approach is predicated on the rationale that world economic
conditions would improve substantially, interest rates would fall and industrial
countries would recover from recession, stimulating demand for developing
countries' exports. Since these factors are external t o debtor countries, the

IMF strategy put the entire burden of adjustment on the indebted countries.
And that too in an environment which witnessed reverse transfer of funds
t o the commercial banks and the IMF. To substantiate, the IMF's surveillance
policies did not work a s far a s industrial countries were concerned. The eighties
were marked with short-term volatility and misalignment in exchange rates.
These affected developing countries' trade. Protectionist pressures have been
dominant and non-oil commodity prices h a v e fallen. Increasing interest rates
raised t h e debt servicing burden of commercial borrowers who had borrowed
on floating rates of interest. The .IMF policies remained ineffective in tackling
these fronts. The Brady Plan too did not go far enough.
The funds mobilised t o tackle the large and growing stock of debt have
been far too small. The Fund should insist upon across-the-board participation

of banks with no free riders. The Fund should also encourage the implementation of Trinidad Terms which propose t o write off portions of the debt of
t h e poorest countries.
In t h e final analysis, the Fund has successfully served a s a 'catalyst'
in the international debt strategy. The Fund must retain the primary responsibility for advislng members on the design of growth-oriented programmes and
t h e implementation of economic policies t h a t a r e sufficiently strong and

comprehensive t o restore growth. Further adaptations will become necessary
but the Fund is bound t o maintain i t s largely catalytic role i n financing.
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*
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~ i c l u d e sIMF credit
Defined a s those countries that ~ncurred external payments arrears or
entered official or commercial bank debt rescheduling agreement during
1986-90.
Source: world Economic Outlook - May 1991.
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Table 4
Summary of Purchases and Rqrurdwscs from the IMF

(SDR billion)
Financial
Year *

*

Total
Purchases @

Tota 1

Repurchases

Net

Purchases

Total Fund
Credit Outstanding

Ended April 30.

@ includes purchases under Reserve Tranche, Stand-by Arrangements, Trust
Fund, SAF and ESAF.

Source: IMF Annual Report 1991.
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