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«At the end of every seven years, you must cancel debts....Be careful not
to harbor thiswicked thought: ‘ The seventh year, the year for canceling
debts, isnear,’ so that you do not show ill will toward your needy brother
and give him nothing»

Deuteronomy 15:1,9

«There is no practice more dangerous than that of borrowing moneys»
George Washington, 1791

«Thebiggest single mispection about theforeign aid program s that we send money
abroad. Wedon't. Foreign aid consists of American equipment, raw materials,
expert services, and food. 93 percent of aid funds are spent directly in the USto pay
for these things»

William S. Gaud, Department of State Bulletin, 1968

«The problems of many heavily indebted developing countries are a cause
of economic and political concern and can be a threat to world stability»
Declaration of G7, 1988

«If | were the president of a Third World nation... | would be far morefrightened by
a well-dressed gentleman bringing loansfrom the IMF or Citibank than by a
bearded guerrilla muttering threats of revolution»

Lewis Lapham, Imperia Masquerade, 1990

«Thedebate isnot about whether some countries need some debt reduction, but how
deep this reduction should be. Isthere a level which issustainable?... How long will
it take to get this reduction of debt in place, and what safeguards should there be?»
Andrew Rogerson, Jubilee 2000 campaign, 1999

«Drop the debt!»
Bono and Jovanotti, G-8 Genoa Summit, 2001



I ntroduction

1. The Limitations of Scientific Paradigms

Thomas Kuhn applied the term «paradigm» to define that «constellation of values, beliefs and
perceptions of empirical reality, which, together with a body of theory based upon the foregoing, is
used by a group of scientists, and by apPIyi ng a distinctive methodology, to interpret the nature of
some aspect of the universe we inhabit>.

Thus, the scientists use a schematic view of the universe, which is object of their study, an
intellectual framework, a gestalt providing the modus operandi to approach their work. Governed
by a particular vision of the nature of the problems, they can interpret and explain facts as well as
solve problems.

The inability of a vision to solve the problems means a paradigm failure. It can be due to some
limitations of the paradigm itself, pressed by the chalenge of externa factors — technological and
socio-economic changes, for example — Then, a paradigm failure can directly influence the
emergence of new paradigms; but there is no linear evolution of paradigms. In the socia sciences,
as well as in the physical sciences, it is inevitable that some paradigms prove politically more
acceptable than others, and it does matter. As Northrop and Kurt Gédel demonstrated?, physics and
mathematics can not be considered very «objective» disciplines, even less — Barrington Moore jr.
wrote — the socia sciences®. And as Schumpeter said: “Economic laws are much less stable than
are the laws of any physical science... they work out differently in different institutional conditions,
and... the neglect of this fact has been responsible for many aberrations’ .

The «objective» potential of a paradigm to interpret the facts is not what determines the success of
this paradigm. We should distinguish between the ontological nature (referred to the object of the
scientific knowledge, without considering its relationship with the observer: the real and final nature
of «matter») and the epistemological nature (referred to the interrelation of the scientist’s mind and
«matter» in the processes of perception and knowledge) of a paradigm. We could say that Albert
Einstein, with his general and restricted theory of relativity, changed the ontological theory of
physics, through a radical shift to a new vison of a symmetrical link between space-time and
matter>. On the contrary, quantum mechanics, and particularly the uncertainty principle of Werner
Heisenberg®, changed aso the epistemological theory of scientific knowledge’. Nevertheless, just
following Godel and Heisenberg, it isimportant to stress that the content of socia theorising aways
reflects the values and purposes of scientists, even when it seems to be a very objective description
of the redlity of facts.

1 See Kuhn, T. (1962), The Structure of Scientific Revolutions, University of Chicago Press, Chicago.

2 See Godel, K. (1962), On Formally Undecidable Propositions, Basic Books, New Y ork. The original German version
was published in 1931.

% See Barrington Moorejr. (1966), Social Origins of Dictatorship and Democracy: Lord and Peasant in the Making of
the Modern World, Beacon Press, Boston.

4 This idea has been adopted in modern comparative studies of economic performance. For instance, see Bruno and
Sachs argue that general economic theorieswrongly consider one and the same basic model as applicableto all theories.
See J. A. Schumpeter (1954), History of Economic Analysis, Oxford University Press, New Y ork, p. 34.

® Einstein conceived, or took from Newton, the hypothesis that light travelsin curved, not straight lines; deduced from it
the conclusion that a star appearing to be in a certain position in the heavensisreally alittle to one side of that position.
Matter curves space-time, and this curve determines the movement of matter. No geometry is inherent to the space. See
Schlipp, P. A. [ed.] (1949), Albert Einstein, Philosopher Scientist, The Library of Living Philosophers, Evanston.

® Theirreversibility, stochasticity and non-locality implications of quantum theory, as well as the recognized failure of
predictability in Newtonian dynamics, derive from the important quantum discontinuity. It can be linked to the
instabilities, bifurcations and fluctuations in chemical systems as well as to the entropic interpretation of the universe.
See Heisenberg, W. (1972), Physics and Beyond. Encounters and Conversations Harper Torchbooks, New Y ork.

" See Prigogine, |. and Stengers, |. (1988), Entre le Temps et I’ Eternité, Librairie Arthéme Fayard, Paris.
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2. New Paradigms of international governance and the changing World-System

Thomas Kuhn, with his brilliant work published in 1962, provided an excellent description for those
who want to think about how old paradigms are replaced by new ones in the long run. Referred to
the natural science, he said that scientific discovery «commences with the awareness of anomaly. It
then continues with an exploration of the area of anomaly. And it closes only when the paradigm
theory has been adjusted so that the anomal ous has become the expected»®.

Nowadays, the paradigms we use to understand the changing World-System trends are strongly
stressed by events that discredit theories and predictions.

After the end of the Cold War and US hegemony era (1945-1990), can the current North-South
history be exhaustively explained?

Political science, economics, sociology, law are the pivotal disciplines we use to produce
«scientific» theories which very easily fail to understand and predict trends.

Y et, these paradigms remain our main reading of real world. Nowadays they become more and
more important as we are daily bombarded by information and we risk of making no sense of it.
Inevitably, whether we know it or not, we continue to use theories to understand, explain and link
facts as well as to decide what to do. It is particularly relevant nowadays, as we are passing through
a post-bipolarism crisis, and periods of change like this create opportunities and risks to be
decoded®.

Referring to the Third World position, Wallerstein says it risks to become far more difficult, passing
from a time of hopes and struggles to a time of troubles and desperation’®. Using the human
development concept introduced by the United Nations Development Program™!, the opportunities
of (political, economic, cultural and social) choice become more and more limited, and uncertainty
and socia exclusion risk to be the prevailing phenomena in developing countries. The problem of
exploitation must be modified or extended, in the era of globalisation, considering marginalisation
process a new main dimension of between and within-country inequality.

In particular talking about developing countries, States, societies and citizens are subject to a global
economic regime and to push to economic policies, not necessarily respondent to local needs,
aspirations and market characteristics*?.

How well does current international strategy to face external debt problems of poor countries create
the opportunities for promoting sustainable development processes and equitable market
arrangements to serve local needs? And do new paradigms of international systems offer adequate
reading of it? The need for more adequate theoretical framework to understand changes over the
world economy is evident.

Social interest is a concept that must be used extensively in the discussion of external debt
problems, as debt involves — directly and indirectly — a wide range of socia actors, debtors as well
as lenders with their own legitimate interests. A concept to be reconsidered is «class», because the
important changes of the organisation and division of labour and the very specificity of developing
countries’ context should imply a reconsideration of the concept of class as it was categorised by
Marx.

The defeat of the USSR, the political fall of the Communism and the collapse of Marxism-Leninism
as an ideologica force, athough the dominant USSR verson of Marxism, through its
Nomenclature, was never the only one, can produce, as a consequence, the questioning of one of the

8 Kuhn, T. (1962), ibid.

® Crises amplify the need to change and push to new ideas, but it also risks to discourage and create confusion. Neither
more nor less what the ancient Greek demonstrates through its literature: the Antigon, by Soflokesis a good example.

10 Wallerstein, 1. (1995), After liberalism, The New Press, New Y ork.

1 UNDP (1990), Human Development Report 1990, Oxford University Press, New Y ork.

12 Amoroso, B. (1998), «Pattern of industrialization in the Mediterranean Region. The Small Medium Size Enterprises»,
in FEMISE, Les enjeux du Partenariat Euro-Méditerranée, FEMISE, Marseille and Amoroso, B. (1999), Economie
Mediterranee. Sistemi produttivi locali tradizionali e di nuova formazione. Cooperazione Sud-Sud e Nord-Sud. V
Rapporto sul Mediterrraneo, CNEL-Universita di Roskilde, Roma.
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most important concepts of the Marxian theory: the concept of class struggle, which was largely
used by a lot of studies on Africa®®. A flourishing of aggregations on ethnic (or religious) ground
looms on the horizon, lacking of evident social features and taking up a defensive position of their
inter-classist, particularistic, localistic identities. In such a way, the concept of class could be
reconsidered in a ethnic-nationalist context, in spite of the ambiguous and reactionary features that
result from a conflict caused by ethnic components: all the liberating potentialities of nationalism
finish to be absorbed by the perversity of xenophobia and intolerance, losing sight of the rea
mechanisms of injustice, discrimination and crisis**.

The inadequacy of Marxist analysis of nationalist, racia or ethnic struggle has been widely noted,
and particularly the thesis that it is always possible to argue that other forms of struggle are masked
forms of the class struggle™.

The Marxian analysis lacks of flexibility and considers ethnicity as a super-structure; in short, the
class conflict between the proletariat and the bourgeoisie are primordial, and all other conflicts are
epiphenomenal and neglected®.

This led Marxist analysis deliberately to understate the theoretical importance of any social
cleavage other than that of class. Whereas, today social polarisation and marginalisation has got
worse and we must search for a more useful definition of social interests: class struggles tend to be
conducted under the banner of race and ethnicity (and religion), and the true bourgeoisie and
proletariat definitions are too narrow, reflecting the society of the XIX century'’. In Africa, since
the 1960s, ethnism and class struggle overlapped to promote the self-determination process of
former colonies®®,

When we deeply investigate the problem of external debt of poor countries, other forms of conflicts
than the proletariat and the bourgeoisie struggle seem to prevail. However, as Karl Polanyi argued,
capitalism remains itself, that is an anomaly since it embodies a system wherein socia relations are
defined by economic relations; whereas in previous economic systems economic interactions
followed from socia relations®. An anomaly with, at the other hand, very few counter-systems.
This general rule must be taken in account, as external debt problems seem to be a main
characteristic of contemporary global capitalism.

In any case, an even larger proportion of the world’s population falls into the «lower stratum»: post-
colonialism and North-South relationship have masked and changed the nature of dominating and
dominated classes.

A map of numerous and fragmented constituencies (local, national and international ones; from
official, private and civil society’s sectors) try to impose their conflicting interests having different
political voices and economic powers. From this perspective, therefore, it is evident the fallacy of
any axiom on the likelihood of automatic positive-sum games for the global problems, where al the
players are the winners®.

13 See Arrighi,G. (1974), Sviluppo economico e sovrastrutturain Africa, Einaudi, Torino; Arrighi, G. (1983), "Labour
suppliesin historical perspective: a study of the proletarianization of the African peasantry in Rhodesia’, in Essays,
Arrighi & Saul ed., New York; Balibar, E. and |. Wallerstein (1991), Race, Nation, Class. Ambiguous Identities, Verso,
London; Daka,V. and G. N. Mudenda (1980), "Class Formation and Class Struggle", in Southern Africa Universities
Socia Science Conference, Morija Printing Works, Lesotho.

14 Silvestri, G. (1991), «Editorial», in Indipendenza, Monthly bulletin, year VI, May, Rome.

15 Wallerstein, | (1991a) «Class Conflict in the Capitalist World-Economy», in Balibar, E. and |. Wallerstein (1991),
Race, Nation, Class: Ambiguous Identities, Verso, London; Wallerstein, | (1991b) «Social Conflict in Post-
Independence Black Africa: The concepts of race and Status-group reconsidered», in Balibar, E. and . Wallerstein
(1991), Race, Nation, Class: Ambiguous Identities, Verso, London.

16 Balibar, E. (1991), «From Class Struggle to Classless Struggle?, in Balibar, E. and I. Wallerstein (1991), Race,
Nation, Class: Ambiguous ldentities, Verso, London.

Wallerstein, 1. (1995), ibid.

18 Balibar, E. and I. Wallerstein (1991), Race, Nation, Class: Ambiguous Identities, Verso, London.

19 polanyi, K. (1944), The Great Transformation, Rinehart & Co., New Y ork.

20 The variable-sum game refers to a situation in which two or more players have an option that permits them to
cooperate for a greater mutual payoff than either would gain alone in making a choice that did not permit or involve
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From this point of view and perspective, we can analyse debt crisis in Africa. Nowadays, Sub-
Saharan Africais facing a debt crisis of mgjor international significance. We argue that debt relief
can be considered a sort of «game», representing the complexity of effective governance of
globalisation.

Jubilee 2000 campaign has been one of the most successful international initiatives of the last
decades. Because of the support of very important religious figures — such as the Pope and Dalai
Lama— and a direct involvement of famous pop stars - as Bob Geldof and Bono in UK, or Jovanotti
in Italy — everyone knows what is about. The international political community itself has been
hugely pressed by this non-governmental campaign spread all over the countries. In fact, this
campaign, originated within civil society organisations, has induced a more serious political
concern on the problem of external debt of poor countries. Consequently, several governments of
industrialised countries and international financial institutions have committed themselves to pursue
an immediate debt relief strategy. In some cases, as happened in Itay, this movement has
determined new national Laws, focused on the bilateral implementation of debt relief initiative.

At multilateral level, the «Heavily Indebted Poor Countries» (HIPC) initiative was launched in the
1996 by the World Bank and the IMF and it has been enhanced in the 1999. This initiative intends
to reduce the external debt of the world's poorest, most heavily indebted countries to sustainable
levels, through debt cancellation.

From this perspective, debt relief seems to demonstrate the emergence of international political
consensus and capacity to implement a win-win strategy, which will satisfy debtor countries as well
as most of the constituencies based in developed countries.

But apart from the rhetoric widely spread all over the world on debt cancellation, we should remind
that when we talk about developing countries, States, societies and citizens are subject to a global
economic regime and to economic policies, not necessarily respondent to local needs, aspirations
and market characteristics. Political motivations have been by far the more important for aid and
loans, especially for the maor industrialised countries. Creditors and donors give resources because
it is in their political, strategic, or economic self-interest to do so. Some assistance may be
motivated by humanitarian desires, but there is no historical evidence to suggest that over longer
periods of time, rich nations assist others without expecting some corresponding benefits (not
necessarily financial) in return.

Political motivations are the real determinants of decisions. When the US decided to write-off
certain debt owed by Egypt, it followed a more fundamental switch in Egypt’s regional policy, as
Egypt recognised Isragl and became a US partner in along-term regional settlement and in the Gulf
war against Saddam Hussein. Or, more recently, as the US-led Operation “Enduring Freedom”
against Afghanistan’s Taliban regime got under way, the United States needed crucia intelligence
and logistics support from Pakistan. In return Pakistan’ President General Pervez Musharraf
expected economic assistance and a revival of close ties with Washington. And in fact the US
Congress waived sanctions against Pakistan for an initial period of two years and Britain and the
United States have come forward with economic packages, which fal far short of wiping out
Pakistan's $36 billion outstanding debt. In contemporary world, there are no permanent friends and
enemies in international relations, and therefore countries base their ties on shared interests, and
debt cancellation can simply derive from temporary political agreements.

Nevertheless, rhetoric prevails, when politicians say that afinal solution to external debt problem of
poor countries is currently implemented, and it strikes people as being expensive for lender
countries to assist poor countries, as far as guided by their moral responsibility, and given the
existence of technical problems to provide more debt relief. And the economic rationale has been
given lip service as the overriding motivation. At this regard, our purpose is to investigate the

cooperation. This contrast with the zero-sum game (i.e. chess) in which cooperation in not rational since each choice
with a positive payoff for one player has exactly the same negative payoff for the other player: the focus is upon the
distribution of the existing «pie», rather than upon the creation of new pie. See von Neumann, J. and O. Morgenstern
(1947), Theory of Games and Economic Behavior, Princeton University Press, Princeton NJ, 2% edition.
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economic aspects and rationale of external debt crisis in order to unmask the abuse of technical
excuses, which often cover the lack of politica will?!, and to demonstrate the complexity of
problems and interests in the age of globalisation.

We have a map of multiple interests and preferences (political, strategic, economic,
environmental,...), each of one having different time horizons (long-term or short-term horizons).

The Multiple Players of "Debt Relief" Game

Lenders (good and bad) Borrowers (good and bad)
Multilateral 11.00. (=1.F.l.) HIPC
the World Bank, IMF and RDBs (small debtors, official exposure)
Regional official lenders The Least developed countries
EU
Bilateral official lenders L ow income countries
G7
Other members of the Paris Club
Other countries
Private lenders Middleincome countries
Commercia Banks (London Club) (big debtors, private exposure)
Private Enterprises
Export Credit Agencies
Civil society (indirect stakeholders) Civil society (indirect stakeholders)
Savers, consumers, NGOs, poor... Savers, consumers, NGOs, poor...

The relationship between al the involved interests is thus of crucial importance. However, its
significance is not often fully understood nor its developmental potential explored. In this case the
basic question remains “is a positive-sum solution possible and likely in the debt relief game?”’

In sum, there are limits to the libera belief that the pursuit of self-interest in a free, competitive
economy achieves the greatest good for the greatest number in international no less than in the
national society. And, if liberals think too little about powers, redists focus excessively on its
relevance for most powerful states. Any outcome, like what is said by those who subscribe to
complexity theory, must be judged in terms of specific results for high or low-empowered
constituencies, representing different, legitimate socia interests. International politics offers no
quick panacea for these myriad socia interests, even though the liberal school perspective has
tended to elide power consideration and its adherents have not thought very hard about how
everyday market imperfections and failures, born of conflicts between different preferences, block
the achievement of the liberal drean?. Particularly in international economics and debt crises
management, the role of conflict and co-operation have been treated as largely unproblematic.
Considering al these elements, we share Barrington Moore jr.’s ideas®: impartial and truthful
analyses seem pieces of criticism, denunciations rather than «objective» statements; to embrace the
cause of the victims of historical processes and to be sceptical regarding the winners' pretension is
the basic safeguard against myths.

2L Any argument that the money is not available is not acceptable: in just one week, during December 1997, donors
managed to pledge US$57 hillion to bail out South Korea (Japan pledged US$10 billion, the US pledged USS$5 hillion).
22 Durfeu, M. And J. M. Rosenau (1996), «Playing catch-up: international relations theory and poverty», in Millennium:
Journal of International Studies, Vol. 25, No. 2.

23 Barrington Moore jr. (1968), Critica della Tolleranza Pura, Einaudi, Torino.
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Debt crisis in the 1970s, 1980s and 1990s has been one of the main factors inducing a radical shift
in development strategies of al developing countries and a severe reduction in their concrete
opportunities to search for aternatives to orthodox measures. Old and new forms of debt
management can be considered satisfactory or not, depending on what social interests we are
referring to. Debt crisis is clearly one of incipient signs that globalisation and the institutional
architecture for its governance®* are not providing positive results to developing countries and poor.

Analysts are increasingly citing Karl Polanyi’s 1944 classic, The Great Transformation, as a basis
for thinking on the possibility to have again in the twenty-first century the experience of «double
movement» described by Polanyi as a (first) movement of the twentieth century induced by fervour
for wide-open capitalism without government control which led to economic crises, followed by a
(second) movement founded on authoritarian governments that disciplined all society, culminated in
the fascism and produced the onset of world war. What prevented, during those tragic moments, the
economic and political constituencies and powers from taking the step necessary to prevent a global
crisis? Is the debt crisis management demonstrating that current international governance of
globalisation is more aware of the profound negative consequences debt is causing on poor people
or smply theillusion of areal control over the dramatic problems of this period?

This research considers international finance and debt relief as a part of coherent strategy to reduce
poverty and promoting growth factors, particularly for Sub-Saharan Africa (SSA).

3. Objective of thiswork

This study has three aims.

The first is to provide a systematic analysis of the economic rationale of external debt for
development of poor countries. This analysis combines the heritage of economic theory literature
and the more recent debate on finance for development. Surprisingly, such a combination does not
aready exist in one book, and this work aims, albeit partialy, to fill this gap by covering a lot of
major issues related to debt of poor countries.

The second aim is to analyse debt crisisin SSA. The problem of debt can be judged in principle at
several levels. This work tries to assess the complex issue from different perspectives: political,
economic, social and historical dimensions are presented, at aggregated level as well as at national
level, using both data description, inferential statistics and econometric methods.

A fina am of this study is to review the extent, the effectiveness and the future prospects for
current debt relief initiatives and also to explore the vision, expressed as a set of recommendations,
of international civil society, which has been serioudly involved in the search for solutions of debt
crisis. This work presents an origina synthesis of a lot of documentation and discussions of
different Non governmental organisations (NGOs) and networks, al of them working on finance for
development issue. Civil society feels a growing need to take part in the construction of
international policies through co-operation; the socia movements concerned with peace, human
rights, solidarity, the environment and development have established the organisational foundations
of which a broad, heterogeneous and variegated “grassroots globalisation” movement has started
building. Our summary unguestionably proves the complexity of the discussion, the importance of
the contents (rather than slogans) and the maturity of the proposals within the multifaceted non-
governmental world. This part is an expression of the capacity of the numerous organisations of
civil society, apart from a lot of different and legitimate positions and expectations, to engage in
proposals on the content, which is a reflection of the skill and know-how accumulated with regard
to the external debt issue, within a coherent comprehensive approach to financing for development.
In fact, we have to remind that, when we talk of Sub-Saharan African countries, the concept of
external debt is not very separate from development aid.

24 The globalized political structures: United Nations system, Bretton Woods institutions, OECD, G8. Liberal theory
allows for the resort of macroeconomic coordination at the international level, as the G8, as a means of enhancing the
smooth operation of market, but it is precise at the international institutional level that effective solutions to debtors
crises are not guaranteed.
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Moreover, for a number of years “aid was calculated as the sum of officia and private capital
flows, athough now these two items are listed separately” %, and aid is “a term which had been
ambiguously used and sometimes actually applied to the entire flow, including private investment
and export credits’%°. And, “Although the private international capital market revived in the late
1950’s, for LDCs capital flows remained amost entirely official. This remained the rule in the
1960's, with the notable exceptions of a few dramatically successful countries’®’. In the case of
African countries, it is il true.

That’s why, to analyse the relationship between debt and development in Africa as well as current
debt relief initiatives is a way to analyse development co-operation, within the main context of
finance for development. Thisis the final result of our work.

4. Approach and methodology of thiswork

In theoretical terms, our reflections try to link some pair issues, which have been traditionally
considered as opposite terms in a dualistic approach. The vision lying beneath this traditional
approach assumed a broader opposition between aid and debt (and trade), between domestic and
international determinants of development, between economic growth and social development. It is,
in our view, partly fallacious to see these pairs as internally contradictory and more so the longer
the run we consider. Our purpose is to demonstrate how these pairs, in the long run, can mutualy
interact and strengthen each other, given the characteristics of the debt relief game.

The Set of Pairs to Be Combined in an Olistic Approach to Solve the Debt Relief Game

Issues (A)

I ssues (B)

Anaysis of the macro-economic performance and
prospects. GDP growth, saving and investment
growth, the impact of sabilisation and structura
adjustment programs, economic policies - budget,
taxation -

Andysis of the impact on socid development:
poverty assessment, health and education situation

Anadysis of the sources of an endogenous growth:
the strategic nature of investment, development of
infrastructure, expenditure on education, positive
externdities of investment, industria development
policy and agriculture, State-market equilibrium

Andysis of the exogenous factors. regionalisation
and globalisation, international trade and financia
markets, export diversfication and import
substitution

Andysis of objectives of nationa development
strategies

Andysis of international development co-operation
policies

Anaysis of the interests of creditors

Andysis of the interests of debtors

In linking these issues and the complex map of multiple interests involved in debt relief and poverty
reduction strategies, we hope this could be of interest to national policy makers and to the
international community, to establish the priorities for action an to offer a means for broadening
theoretical lenses to encompass debt relief.

In approaching the debt relief issue, our aim is to provide an integrated debt relief-development
strategy, taking in account al the major constraints that, both at theoretical and operational level,
can affect any strategy of debt relief, and are used to justify the limitations of debt relief for Sub-
Saharan Africa.

25 M. P. Todaro (1989), Economic Development inthe Third World, Longman, New Y ork, p.481.

28 \W. T. Newlyn (1977), The Financing of Economic Development, Clarendon Press, Oxford, p. 98.

27 A, O. Krueger (1987), “ Debt, Capital Flows, and LDC Growth”, American Economic Review, Vol.77 N. 2, May, p.
159.
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Problems to be Considered in Solving the Debt Relief Game

Theoretical problems Operational Constraints
- Mord Hazard - Political (will)
- Information Asymmetry - Financia (resources)
- Freeriders - Technical (equilibrium and steady-state path)
- Fungibility of aid - Tension: Conditionalities vs. Ownership
- International Reputation - Future Lending

From a methodological point of view, the study of debt relief is an end in itself (debt reduction) and
ameans to another end (sustainable human development). It is based upon the purpose of producing
a systematic and cogent case for analysing externa debt problems of poor countries. This research
results from wide consultation with international NGOs, the exchange of questionnaires,
information and documentation. This study cites and derives from many background studies
prepared on thematic issues as well as analyses of experiences in countries, international technical
reports and position papers by international organisations, who generously shared their materials.
This study tries to provide an origina synthesis of the main economic analyses and policy
recommendations on external debt problems of poor countries provided by academic literature and
experts, too. The Paris Office of the World Bank, in the person of the external counsellor Susana
Esteban Barrocal, kindly provided data and information on a number of debt issues and invited me
to participate to seminars on global finance. The Italian Ministry of Foreign Affairs, through its
Statistics Office, General Directorate for Development Co-operation, provided data on bilateral
issues. As co-ordinator of the Genoa Non Governmental Initiative, promoted by the Italian
Presidency of the G8, and as co-ordinator of the research activities to monitor the implementation of
debt relief initiatives, co-financed by the European Commission, DG VIII, during the year 2001, |
had the opportunity to contact and discuss the main issues of debt relief with researchers and
experts. In 2000 CeSPI informal group on debt relief was a great opportunity to discuss debt issues
with some researchers coming from different Italian institutions and represented a great opportunity
of discussion.

Thus, this work is mainly based on reviewing academic research papers, officia documentation
from international organisations - UN agencies and international financial institutions -, internal
memoranda and interviews with experts. This study is based on direct communication with officias
from international organisations and bilateral agencies. This study has benefited from numerous
discussions and criticism. Prof. Bruno Amoroso was my supervisor and | have greatly benefited
from many discussions with him. | was, furthermore, very stimulated by the questions that were
asked and the remarks that were made in the discussions following my lectures and seminars at
Roskilde University Centre and La Sapienza University.

It is important to record that this study has been completed from lenders capitals (Brussels,
Copenhagen, London, Paris, Rome, Washington D.C.). No visits were made for the purposes of this
work to SSA countries. This will inevitably create some bias to the evidence presented, since the
reality of debt crisisis basically itsimpact on real live in poor countries.

5. Structure of this work

Based on this preliminary care, thiswork is divided, in terms of structure, into three parts.

The complexity of external debt problem in SSA is the basic mainstreaming, spread al over the
three parts. They have to be considered a progressive way of approaching the issue of debt relief.
The analysis departs, in Part I, from a review of theoretical foundations of international debate on
debt relief: the unconscious long history of economic thoughts — chapter 1 -, the ambiguous
linkages between development and debt — chapter 2 -, and the difficulties to define, in general
terms, burden and sustainability of debt — chapter 3 -. Then, it passes, in Part |1, through the history
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of debt crisis in SSA countries — chapter 4 -, and it investigates the empirical evidence of the
problems — chapters 5 and 6 -. The final Part 11 analyses peculiarities, solutions and problems of
current debt relief initiative — chapters 7 and 8 — and provides an unquestionable proof of civil
society’s capacity for proposals on debt relief for the future — chapter 9 -.

These three parts, and al the chapters within them, are directly linked together; every chapter must
be considered a partial verification of the genera idea

Beyond prevailing rhetoric of international initiatives, which affirm to make external debt
sustainable (as the current multilateral initiative says), differences among countries are important,
the nature and composition of debt are important, specific history and context do matter, the
interests and motivation and bargaining power of different lenders and debtors are crucia. There is
no “scientific” reason to define a general threshold of debt sustainability or to identify 41 countries
eligible to debt relief initiatives (as the current HIPC initiative does), rather than concrete,
legitimate political will. And it is important to link debt relief initiatives to aid policies, trade
regimes, financial systems and national economic and social policies.

In detail, in part I, chapter 1 tries to provide an origina review of the development economic
theories that emerged at different historical phases, in different contexts, with different purposes.
The originality of this review is its focus on the relationship between foreign finance and theory of
development process. Even though development economics emerged after the Il World War to
confront the causes of poverty in developing countries and to define strategies for economic
progress, nevertheless the economists brought with them the legacy of mainstream economics —
appropriate or not —within the new sub-discipline.

Chapter 2 explores and analyses alternative models used in theoretical and empirical studies to
capture the links between debt and development, in order to provide an original synthesis of
different points of view. In particular, it emphasises the importance of fiscal components of external
debt problem, the so called three-gaps model, which is considered a peculiarity of SSA case. But it
also stresses the complexity of factors that interact, as demonstrated by the fungibility argument and
the Dutch disease. The complexity and the presence of counteracting effects seem to be the real
nature of development and debt linkages, when we analyse in detail economic literature. Schematic
and simple relations must be abandoned in favour of case-by-case analysis.

Chapter 3 provides a review and critique of the literature on the sustainability of foreign debt,
conducting the discussion in economic and financial as well as political terms, and how this relates
to the question of debt relief.

Part Il isan analysisof SSA debt crisis. Chapter 4 presents the crisis exploded in the 1980s, which
invested the least developed countries of Sub-Saharan Africa, describing the measures implemented
to solve it. The chapter tries to emphasise the characteristics of African problems, which stress the
Importance of contextual aspects (SSA is different from Latin America), within the same thematic
issue of debt crisis. This chapter tries to define the profile of current debt problem, within the
context of total external capital inflows.

Chapters 5 and 6 are devoted to an econometric analysis of debt problems. In economics and other
fields, statistical models that allow for more complex relationships than can be inferred using only
cross-sectional data, are taken in account as a complementary empirical test. Chapter 5 is a review
of the econometric analysis applied to foreign debt problems of developing countries. It provides a
synthesis of the main approaches, which have been used in econometrics to anayse the relationship
between external finance (debt and aid) and development: a complex map of different approaches
and set of variables, which provide competing results.

Chapter 6 uses ideographic technique, multi-variate analysis and pooled time series analysis,
correcting an initial specification of the relationship to be estimated, basically related to a linear
regression form, through different pooled models, in order to provide the most adequate model
needed for investigating the links between external debt and development in SSA. Through the help
of ideograph technique, the chapter provides some information on the dynamic structure of the
relationship between the variables linked to foreign debt problem in SSA. The empirical analysis
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examines whether or not debt relief, in fact, interacts with development processin SSA. It examines
whether debt crisis reduced the resources available to developing countries, particularly those
directed towards sustainable human development, inducing a change in the expenditure patterns of
recipient governments.

Part |1l presents the current political debate on the need of linking debt relief, development and
poverty reduction strategies, animated by NGO's networks (Third Sector organisations, interest
groups, trade unions, academics, research centres and local administrations). Chapter 7 addresses
the «Heavily Indebted Poor Countries» initiative launched during the 1990s by the World Bank and
the IMF. This chapter analyses, from insde the World Bank and the IMF, the HIPC rational,
describing how this initiative intends to reduce the external debt of the world's poorest, most
heavily indebted countries to sustainable levels and what conditionalities it implies in terms of
critical social and economic reforms; it analyses how much the HIPC initiative has accomplished
over the little more than four years it has been in place, drawing a comprehensive review of the
HIPC Initiative, including updated cost estimates.

Chapter 8 provides a critical and comprehensive review from outside the World Bank and the IMF
of the key problems of the HIPC Initiative: it begins with some brief comments on the rational for
debt relief and analyses then some key issues related to the HIPC Initiative’s goa to achieve debt
sustainability and the weakness of its long-term implications. The aim of this chapter is to
demonstrate how the externa critica comments have contributed to correct the nature and
implementation of the HIPC Initiative, thus confirming the importance of dialogue between
governmental and non-governmental constituencies to improve the quality and performance of
policies. Nevertheless, the distance between positions remains clear, as it is clear that civil society
organisations constitute an innovation on the scene of international relations, new global actors in
the globalised world.

Chapter 9 does represent an original synthesis of a lot of separate political requests that can be
reduced at coherent and comprehensive approach. This is an important political counter-part to the
economic analyses presented in the previous parts. It is not necessarily based on the theoretical
assumptions proposed in the economic literature®®, but it represents an effective lobbying campaign
to be taken in account, which should be seriously assessed, through empirical analyses on their
arguments. This chapter cites and derives from many background studies, which have been recently
prepared on thematic issues as well as analyses of experiences in countries, international technical
reports and position papers by NGOs and international organisations. The international civil society
has become an increasingly powerful influence on international relations; its political contribution
to international finance and development co-operation has to be considered.

A concluding chapter brings the strands of the argument together, in order to comment the
outcomes in terms of the multiple interests and preferences involved in a «debt relief game» and to
suggest some measures needed to fully implement and strengthen the implementation of initiatives
of debt relief, treating them as a component of a coherent package that must constitute an holistic
approach to international development co-operation.

28 |n the political debate, many of the theoretical arguments are considered just that, theoretical argument.
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1. Economic Literature on Foreign Finance for Development. An Analysis
of Alternative Paradigms

1. The pre-Classical Heritage: the mercantilism

Referring to the pre-classical literature on economic growth that could be considered
remarkable in terms of the foreign finance issue, we should first mention the age of
mercantilism. During the XV century, when international trade increased together with
development of shipping companies, merchants, bankers and cities, Spain achieved the
international supremacy through the Invincible armada and huge inflows of gold and silver
from its Latin American colonies. At the same time, the letter of exchange and bank notes
were introduced.

These last five centuries have been important in terms of long historical processes of
transformation (Polanyi’s framework), world-systems and world-economies Braudel’s and
Wallerstein' s approaches), hegemonies (in the Gramscian sense)™.

The age of mercantilism was the historical context of the fundamenta political conflict and
the doctrine which it gave birth was the early process of State formation, in favour of a
market-oriented economy. Mercantilism can be considered the political economy of State-
building® and the birth of a theory of capitalism based on international trade and foreign
finance as the engine of development.

For mercantilists — John Hales and Thomas Mun in the United Kingdom, Antoine de
Montchrestien and Barthélemy Laffemas in France, Ortiz in Spain, Giovanni Botero and
Antonio Serra in Italy -, wedlth is essentially profit, that is produced by merchants and
manufacturers and that produces, through accumulation, new profits. Any surplus of workers
supply and the abundance of capital can facilitate credit and finance for trade and
manufacturing. This virtuous circle corresponds to the interests of the State: the abundance of
capital and workers is the end of the State (and means for merchants), increase of trade is
means of the State (and it is end for merchants).

Trade is crucial and it is based on the existence of a big amount of money, assuming that
circulating money is good money. Even though the presence of bad money (coins adulterated
in their metal content)® and the huge inflows of gold and silver provoked an inflationary
pressure in Europe during the XVII century, nevertheless mercantilism continued to support
the idea of abundant money, as it implies less expensive credit opportunities. As indicated by
Thomas Culpeper® in 1621, if the interest rate for credit lines is 10 percent, then al the

! The theory of hegemonic stability asserts that an open world economy requires a dominant global power for its
smooth functioning. See Kindleberger, C. (1973), The World in Depression, University of California Press,
Berkeley.

2 See Hettne, B. (1995), International Political Economy. Understanding Global Disorder, Zed Books, London.

3 Linked to this phenomenon was the so called Thomas Gresham’s law: when two coins are equal in debt-paying
value but unequal in intrinsic value, the one having the lesser intrinsic value tends to remain in circulation and
the other to be hoarded or exported as bullion.

* The mercantilists were «Pamphleteers»> rather than a school of thought. They had no systematic,
comprehensive, consistent treatise, no leader, common method, or theory. Each «mercantilist» sought advantage
for a specific, trade, merchant, joint-stock company or social group. Thomas Cul peper (1578-1662) was one of
the major representatives of «bullionists», who emphasised gold and silver as «wealth» and considered crucial
the acquisition of gold and silver through «favourable balance of trade», colonies or conguest (colonies to
supply resources or gold). See R. Larry Reynolds (1998), Mercantilism: An Outline, Boise State University,
mimeo.
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investment options having an expected rate of return lower than 10 percent are abandoned.
When money and financing are abundant, then trade and private profits increase as well as
State enhances its power. Money (gold and silver) is important, thus to increase reserves is
important; if you can't produce it, you have to import it from abroad through trade.

Contrary to Machiavelli who said that a well-organised government should require a rich
State and poor citizens®, history demonstrated that bourgeois merchants and European States
developed together and the new idea of a close link between trade interests of nations,
political success of sovereign powers and military results prevailed. This implied a shift from
the State as the end of human life to the wealth as a value itself. Society must develop, and
development is economic growth and wealth; thus, both the means and the ends are economic
ones. Man is understood as «economic man». If Machiavelli’s Prince appears to be addressed
to the powerful, to the palazzo; then a specific economic theory — the Mercantilism —
developed to support the new riches and the domination of societies by the market principle.
We can consider this as the theoretical and historical pre-condition of what Paolo Sylos
Labini cals the first stage of modern capitalism (being referred to the XVII and XVIII
century)®.

As the market system penetrated all spheres of human activities, social structures were eroded
and redistribution had to be guaranteed in order to let people satisfy their social needs.
Polanyi described these changes as «double movement», the first part being the expansion
and deepening of market exchange and the second part being the social reaction originating
mechanisms of economic integration as the modern welfare system’.

Antoine de Montchrestien, who published the first treatise on politica economy in 16162,
recapitulated the basic ideas of mercantilism. Private profits are based on international trade
which is enhanced by the abundance of silver and gold, that is money; the abundance of gold
and silver keeps interest rate low and, when domestic endowment of gold is not adequate,
then international flows are needed. Thus, if development is economic growth, trade is an
engine of growth requiring the existence and circulation of a big amount of money; then
foreign finance is directly involved in the process of development.

In this connection, it is also relevant to note that mercantilists have sought to recommend a
balance of trade surplus, which implied an interventionist State for regulating trade, to
compensate the huge amount of gold and silver inflow.

2. The counter-mercantilism

If the foundations of international capitalistic trade were laid during the XV and XVI
centuries, in 1588 the Spanish Invincible armada was destroyed and Spain lost its supremacy.
One century later, at the beginning of the XVI1II century, the success of capitalism was rapid,
supremacy passed to England, which promoted financial speculatior?.

® See Machiavelli, N. (1518), Discorsi sopralaprimadecadi Tito Livio, 1954 edition, Ricciardi, Milano.
% See Sylos Labini, P. (2000), Sottosviluppo. Una strategia di riforme, Editori Laterza, Bari.

7 See Polanyi, K. (1944), The Great Transformation. The Political and Economic Origins of Our Time, Beacon,
Boston.

8 See de Montchrestien A. (1616), Traité de I’ économie politique, Paris.

® Financial speculation means the purchase or sale of financial assets for the sole purpose of making a capital
gain. An important component of this phenomenon was the existence of the South Seas Company, created in
1771, which managed public debt.
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In 1767, James Stuart, in contrast to the mercantilists, observed that if international trade
becomes permanent, the consequence is a financial inflow, which can not be considered
automatically as a positive phenomenon. It provokes an increase of domestic demand of
consumption, which induces. (a) increase of imports, (b) higher cost of manpower, (c)
demand of luxury goods, which are produced abroad, creating dependence on foreign
production and altering domestic equilibrium™®.

In the meantime, David Hume, one of the founders of liberal theory, criticised another aspect
of the mercantilism: the abundance of money is not the cause of reduction in interest rate,
which depends on the amount of profits from trade and manufacturing. Purchasing power of
money is inversely proportiona to quantity: the abundance of gold and silver is unimportant
to a State, as its only effect in the long run is the increase of prices, which determines a
reduction in exports. Thus trade accounts are in balance again, stopping the inflow of gold**.

Prior to the founding of the classical school, another economic school, in the XVIII century,
analysed the process of economic growth in France, contrasting the mercantilist vision of
development. The physiocrats criticised economic policy in France, which discriminated
against agriculture, but above al studied the role of capital in economy. Economic activity as
a whole is based on the existence of capital and of expenditure, that is advances through
capital. Capitalism is based on a permanent circulation of capital: incomes generated through
production are trandated into expenditure, thus capital is regenerated through sale, permitting
an expansion of output also. Thus, development of capital investment is the basic condition of
growth'?. Concerning the role of finance for development, the importance of capital was
reaffirmed.

All these theories paved the way for the emergence of a new theory concerning the causes of
growth, including also a new elaboration of the opportunities and constraints to foreign
finance.

3. The Classical Heritage. The age of Smith and Marx

Adam Smith, the father of the classical school of liberalism, published the Wealth of Nations
in 1776 and observed that growth in output and productivity rely upon investment in capital,
which can occur if and only if there is a prior increase in savings. Smith did not consider
foreign finance, and said that only merchants and manufacturers, who have sufficient income
and motivation to save, can achieve increased savings.

Smith recommended eliminating al the barriers to free-trade and competition: any
intervention to direct capital is an artificial diverson from its natural usage, which
spontaneously follows the more productive opportunities. The promotion of infant industries
through the use of tariffs to cut imports alters — in Smith’s opinion - the mechanism of
market: the correct way is to buy less expensive goods abroad and concentrating domestic
production into products linked to the national endowment of factors, used to buy those
goods abroad. An automatism-oriented perspective seems to prevail in Smith’s approach: we
should avoid to reduce national income, that is the path of capital accumulation, through
interventionist actions of State and remember that available capital can be always devoted to
domestic productive usage. When the stage of national development has become particularly

10 See Steuart, J. (1767), An Inquiry into the principles of Political Economy, London.
11 See Hume, D. (1752), Writings on Economics, 1955 new edition, Madison, US.
12 See Quesnay, F. (1758), Oeuvres, 1888 Ed. Oncken, Paris.
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advanced, then a surplus of capital may naturally occur, and it leads to foreign flows of
capital to promote industrial growth abroad, making the usage of capital more productive.

In the third chapter of his Wealth of Nations, Adam Smith describes the natural evolution of
capital. At the beginning, it is generated by agriculture and it is invested there. Then, as
capital profitability in agriculture decreases, it is devoted to manufacture. In the end when
industry itself is saturated with capital international markets become the convenient place to
allocate capital in surplus'®,

During a period of great optimism on the future of domestic and international economy,
which prevailed in England and France'*, a minority of scholars expressed serious doubts on
the benefits of liberalism and mercantilism. Most of them lived in Germany, at that time a
backward country compared to England and France.

Johann Gottlieb Fichte, who lived in Berlin in the earlier XIX century, introduced the concept
of the «closed trading State». International trade increases poverty in backward countries, as
people migrate abroad, lands remain uncultivated or are sold to foreign enterprises who are
interested in speculation, State receives money from selling manpower abroad as well as from
a sort of subsidy given by industrialised States. The only aternative for backward countries
to promote development is to interrupt al the international relations™®, because foreign trade
and finance become a way to impoverish poor countries. In 1800, Fichte published a book,
which used a lot of arguments developed also by Hamilton in the United States and List in
Germany, to advocate protection as a means of promoting the economic development in the
backward countries and to be cautious on foreign finance. But these arguments have received
avery scarce attention by the mainstream of economic theory'®.

Concerning the importance of foreign finance, Thomas Robert Malthus, who was not so
relevant in terms of theory of value and income distribution, identified the crucial role of
effective demand in the determination of development. It is not sufficient to have domestic or
foreign capital in order to promote development, the prerequisite is the effective demand, that
is the existence of purchasing power to buy what is produced through the usage of capital. It
is not true that supply creates its demand, capitalism needs a preventive enlargement of
demand. It is not true that foreign finance automaticaly generates development, it is
important the enabling environment of the systemt’. This idea, which did not represent the
core of international financia relations in the past, has become one of the milestones of
current international financing institutions. Surveillance and lending are closaly interlinked,
the availability of conditional financing can strengthen the leverage of financing institutions
and provide the incentive for borrower countries to follow sound policies to create an
enabling environment.

Coming back to the X1X century, based on the English classical economy, particularly on
David Ricardo, Karl Marx tried to demonstrate that current economy is an historica mode of
production, inherently based on the exploitation of manpower by capital. In his duaistic
vision, capitalist class control production, whereas the working-class is condemned to be

13 See Smith A. (1776), Wealth of Nations, Pelican Books, London (1974 ed.).

14 At the end of the XVIII century, England could base its development on the industrial revolution and its
innovations: in 1765, Hargreaves introduced spinning jenny; in 1771, Arkwright used the Water-Frame, a
primitive power spinning machine driven by waterpower.

15 An ante litteram idea of «déconnexion», re-written in the 1970s by the neo-marxian Samir Amin. Amin, S.
(1985), LaDéconnexion — Pour Sortir du systeme mondial, Editions La Découverte, Paris.

16 See Léon X. (1958), Fichte et son temps, vol. 11, Paris.
17 See Malthus, T. (1798), An Essay on the Principle of Population, Ward Lock, London (1890 ed.).
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proletarised. In capitalism there are two classes, with opposing interests. The core of
capitalism is the relationship between capital and labour, and there is no room for a peaceful
shift in the distribution of power. However, some internal contradictions of the system occur,
as profits require cheap labour and, simultaneously, rising output requires an expanding
demand to be absorbed. Capitaisn has an inherent tendency to periodic crises of
overproduction and under-consumption.

The objective of the capitalist class is to accumulate wealth in the form of exchange value,
not to produce use values. The capitalistic exchange relationship is the opposite to the pre-
capitalist modes of production (based on the following sequence: production of commodities,
exchanged for money, which is transformed into other commodities: C0 M [0 C).

The capitalistic production process begins with a stock of financial capital, that is exchange
value, with which can buy factors in order to produce commodities, which are sold to realise
an augmented exchange value (M [0 C O M’). Production generates the surplus value (i. e.
the differleSnce between M and M’), the extraction of which is based on the rate of exploitation
of labour*°.

Marx was marginally interested on the colonial States, but he encouraged international flows
of foreign finance in order to destroy stagnant pre-capitalist modes of production, establish a
capitalist mode, develop the productive forces and prepare the way for a transition to a
socialist workers State and, then, to a communist society. When capital in surplus goes
abroad, it creates the conditions in which the rate of profit tends to rise again, contrasting a
natural decline in the rate of profit due to capital intensification.

Asin Smith’'s case, Marx’s thesis was that foreign markets represent an emergency market to
prevent system from crises of overproduction and declining rate of profit, thus accepting the
basic idea that the amount of saving and investment solely depend on the average rate of
profit, an idea earlier formulated by David Ricardo and based on the «loi des débouchés» of
Jean- Baptiste Say™®. Following Malthus, Marx severely criticised Say and Ricardo, because
they did not consider the risk of overproduction and did not understand the usage of foreign
finance to balance the system.

In 1917, Vladimir II'ic Ul'janov Lenin published a work to update the Marxian theory.
Capital has accumulated faster than the outlets for profitable investment, thus banks and
private companies used imperiaism to keep the rate of profit high, the colonies became
outlets for surplus finance capital, as well as source of raw materials and new markets’.

In Lenin’s analysis, imperidist capitalism differs from the endogenous capitalism described
by Marx. The imperidist capita has suppressed the emergence of local one. Foreign
investment of equity and loan capita in infrastructure, plantations and mines have produced
profit and interest, preventing from the emergence of local capitalism, as well as crowding
out loca manufacturers. Lenin, much more than Marx, paved the way for the neo-Marxist
theory of development.

18 See Marx, K. (1887), Capital, VVol. I, Lawrence and Wishart, London (1970 ed.).

19 Supply creates its demand, the production as a whole is always sold, and thus saving is automatically
translated into investment, without being associated with enlargement of markets. The automatic mechanism of
market is perfect: through a decrease in the rate of profit, the risk of capital in excessisalways avoided.

20 see Lenin, V. (1917), Imperialism, the Highest Stage of Capitalism, Progress Publishers, Moscow (1975 ed.).
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4. The neo-classical Heritage

From the end of the XVIII century, most economists devoted their studies to the problem of
the efficient allocation of resources. It was a net shift of the mainstream economics from the
long-run perspective to firms and consumers behaviours and the role of free markets.

William Stanley Jevons, Alfred Marshall, and John Hicks in England, Kenneth Joseph Arrow
and Gérard Debreu in the USA, Carl Menger and Eugen von Bohm-Bawerk in Austria, Léon
Waras in France, Vilfredo Pareto in Itay have been very significant theorists in the
neoclassical perspective.

The neo-classical theory is based on a short-run, efficiency-maximisation of partial and
general equilibrium approach, which is linked to the theory of comparative advantages.

The neo-classical consequences concerning development and foreign finance are that if there
IS a poditive propensity to save and to invest in excess of the capital replacement, then
sustained growth is possible. The rate of investment will be determined by the social rate of
time preference (which, given the rate of interest, determines the supply of savings) and the
marginal productivity of capital (which, given the rate of interest, determines the producers
propensity to invest). In terms of foreign finance, as price distortion leads to a distorted
allocation of resources — reducing efficiency -, any form of subsidy (like soft loans) are
market distortions and they must be removed. Technical progress is the real source of long-
run income growth, as the increase in saving itself can have a positive effect on the growth
rate only temporarily (it lowers the price of capital).

In 1933, a Swedish economist, Bertil Ohlin, introduced the so-called Heckscher-Ohlin
theorem, a neo-classical interpretation of Ricardo’'s law of comparative costs. It is true that
there is an advantage enjoyed by a country in the cost ratio of one commodity to another in
comparison with the ratio of costs of these same commodities elsewhere. However it should
not be explained in terms of «real» costs (linked to the labour content, in Ricardo’s opinion),
but in terms of relative prices of factors, as in neo-classical approach. If a country has a huge
amount of capital, compared to other factors endowment, then the rate of interest of capital is
domestically lowered, and the country can opt for investing abroad its capital or for importing
other factors, assuming a world of perfect mobility of factors. Neo-classical theory adopted,
with the Ricardian law of comparative cost, also the classical theory of automatic equilibrium
of the balance of payments.

There are some basic assumptions that are implicit in the neo-classical theory of capita
accumulation:

(2) the growth of production is due to investment, which is financed by savings in advance;

(2) those who save become the owners of new capital goods, and their ownership is
represented by the interests, which they receive for the savings in advance;

(3) the entrepreneur and the banker receive a payment for their job, as free competition
eliminate any profit.

These assumptions are linked to the idea of perfectly competitive markets, profit
maximisation by firms, utility maximisation by consumers, an infinite range of production
technologies. These assumptions generate the proposition that free market equilibrium prices
are the correct prices for the purpose of guiding resource allocation. Thus, relative factor
prices determine factor income shares, whereas any government intervention to determine
income distribution is a distortion. Hence the key policy recommendation is to remove al
market distortions, in order to improve efficiency and welfare, let international capital be free
to move all over the world, without distortions or rigidities.
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All these assumption are removed by Joseph Schumpeter.

5. The Schumpeterian and Keynesian Heritage

In 1911, Joseph Schumpeter introduced a clear distinction between economic growth and
development. As briefly described the classical economists based growth on saving and
investment, considering growth as additional expansion of production and market. This is
exactly growth, added Schumpeter, whereas development is a revolutionary process, which
transforms the conditions of production, markets and institutions. Development implies
innovation, and it must be studied in terms of the dynamics of long-run economic change.
The accumulation of capital in an incremental way that can not produce economic
development, if it is not embodied in the mobilisation of existing factors. Capital does matter,
if it interacts with new combination of factors of production and new institutions. The
capitalist, that is the banker, who creates finance capital, requires the existence of innovative
entrepreneurs, who create a new combination of factors. The basic condition to promote
development is not the mobilisation of savings to finance the accumulation of productive
capital, but the innovative action of entrepreneurs in mobilising credit towards innovative
combinations of factors®:.

The classical and neo-classical economists said that savings are crucia to finance
development; Schumpeter rather stressed the importance of credit creation. The neo-classical
theory said that the rate of interest is the price of savings; Schumpeter rather said that the rate
of interest is paid to the bank, not to the saver. The mechanism of capital accumulation is
completely changed: innovation (linked to entrepreneurs and remunerated by profit) and
finance (linked to banks and remunerated by rate of interest, which rests on part of profit) are
the bulk, whereas the savers are excluded. In the context of international development, we
could derive the basic assumption that foreign finance can not be de-linked by the crucial role
of investment capacity and entrepreneurial culture. A manifest truth which has been widely
forgotten during the last thirty years as we will try to demonstrate in part 111.

During the 1930s, John Maynard Keynes, as well as Micha Kalecki, emphasised the
importance of effective demand and the fact that, during recession phases, deficit spending®
can be very useful. Keynes based his theory on the comparative static, and he analysed the
macro-economic equilibrium aspects of the market mechanism, taking into account the
problem of unemployment. Even though his studies were not focused on development of
developing countries and on foreign finance, the Keynesian heritage has been influential into
the core mainstream of economics and, directly or not, aso into development studies. His
only magor work in what would now be caled «development economics» was Indian
Currency Reform, based on a plan worked out at the Indian Office?.

Neo-classical development economists have neglected the importance of Keynes. But all of
us should recognise that the importance of macro-economic policy (rather than the priority to
micro-economic efficiency), the crucia role of investment and aggregate demand as the
engine of growth, the positive role of State, the need of international institutional reforms
(both trade and finance), clearly linked to the Keynesian heritage, remain on the agenda of
international relations.

21 gee Schumpeter, J. (1911), The Theory of Economic Development, Oxford, (1961 ed.).

22 The creation of a government budget deficit for the purpose of influencing economic activity, producing new
demand.

3 H. G. Johnson (1977), «Keynes and the Developing World», in R. Skidelsky (ed.), The End of the Keynesian
Era, MacMillan, London.
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6. The Harrod-Domar model

The birth of modern growth theory, in the work of Roy Forbes Harrod and Evsey David
Domar, has been one of the by-products of Keynes's General Theory that have been more
directly linked to development economics. A common purpose of their independent analyses
was to give a dynamic dimension to Keynesian approach, transforming a short-term
dimension (where the implications of the level of investment and saving for the stock of
capital are ignored: the stock of capital is an exogenous variable and investment is considered
as influencing the effective demand) into a long-period approach. In this perspective,
investment expenditure influences the stock of capital.

If Schumpeter criticised the idea that an economy can sustain a steady rate of growth for an
indefinite period (the idea of a steady growth state), Harrod and Domar considered the
conditions to realise continuous growth with full employment?*,

Roy Forbes Harrod?®, assumed the Keynesian savings function, where savings (=9 is a
function of output (=Y). Savings is the sum of spending power which people plan to withhold
from consumption and can be made available to finance new capital formation. At any time't,
Sisaconstant proportional function of output:

St) =sY(); 0O<s<1 (1.2)
where sis the average (and marginal) propensity to save.

In order to ensure a perfect balance between demand and supply at aggregate level, ex-ante
identity between investment (=1) and savings (=S) isrequired at any timet:

I(t) = S(t) (1.2)
Being the Keynesian condition for equilibrium in the goods market.
Supposing that the investment function is governed by the acceleration principle?®, we have:
I(t) = vY(t+1) — Y(t) (1.3

Where Y(t) is the output, Y(t+1) - Y(t) %' is the instantaneous rate of change of output that is
expected with respect to time, and v is the desired incremental capital-output ratio (ICOR),
representing the value of the capital needed to produce a given output divided by the value of
that output, that is the acceleration coefficient, also assumed to be constant.

If the expectations have to be realised, then the expected Y(t+1) must be equal to the rea
Y(t+1). Remembering that:

Y(t+1) - Y(t) = DY (1.4)

In this case, we are treating time as a discrete variable, and DY represents the change in 'Y
between two successive periods. Otherwise, we could treat time as a continuous variable,
thinking in terms of point of time, and use the derivative with respect to time (=dY).

We get:

24 see G. Hacche (1979), The Theory of Economic Growth, London, MacMillan.

% See R. F. Harrod (1939), «An Essay in Dynamic Theory», Economic Journal, vol. 49 and R. F. Harrod
(1948), Towards a Dynamic Economics, London, MacMillan.

28 An increase or decrease in income induces a corresponding change in investment; thus the acceleration
coefficient isthe ratio of increase or decrease in investment to an increase or decrease in income.

27Y/Y and K/K are the rate of change in the proportion to the level, that is the proportional rate of growth of Y
and K.
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sY(t) =v DY (1.5)
which implies
sv = DY/Y(t) = G(t) (1.6)

Thisisthe crucial equation of Harrod's dynamic theory, combining the acceleration principle
and the multiplier theory?®,

Given (1.2) the proportional rate of growth (=G) of output (=Y?) is:

G(t) = [IE YOI /Y] = [SEYONK /Y] (1.7
where K is the volume of capital (both fixed capital and stock).
The identity:

G(t) = [S/YOIIKE/X(D)] (18
is the Harrodian identity: the growth rate of output can be expressed as the ratio of the
proportion of income saved to the ICOR.

G(t) is an equilibrium growth rate, and the identity assumes that the proportion of income
saved (s Y(t)), matches the average propensity to save of the community, and the ICOR
satisfies investment demand.

Starting from an equilibrium, and given constant and positive s and v, there is a unique
growth path of output (and investment and saving), along which all the core variables of the
system (that is Y, I, S grow at the constant rate Sv.

Assuming that the labour force (=L) is growing at a constant exogenous rate { ) and that
labour productivity, that is output per head (y), is increasing at a constant exogenous rate (t),
then the necessary and sufficient conditions to maintain full employment is full employment
a the starting point and output growth at a rate equal to | + t. Thus, labour market
equilibrium requires that growth rate which alows full employment (so-called natural growth
rate, n, that is the maximum rate of growth allowed by population growth and labour-saving
technical innovation) to be attained and maintained.

The unique equilibrium growth path is when growth is both warranted (actual investment and
saving = desired investment and saving = Gy) and natural (full employment):

G(t)=Gu=sv=n=1 +t (1.9)

Obvioudly, in the rea world, there is no automatic mechanism whereby warranted growth
and natural growth would tend to coincide, as well as the constancy of sand v are simplifying
assumptions.

A growth path along which the capital-output ratio (K/Y) is constant is sometimes referred to
as a balanced growth path. A particular balanced growth path is a path along which each
economic aggregate grows at a proportional rate which is constant over time (=G), except the
growth rate of the labour force. This growth path is the steady-state growth path.

The basic contribution of Harrod dynamic theory of development remains the fact that,
starting from the multiplier and accelerator principles, the warranted growth rate is the way
which guarantees that supply adequately responds to demand expansion. In such a way, the
engine of development is the dynamism of the demand side, rather than the supply side.This
isatypical Keynesian vision of development.

2 The multiplier is the ratio of the income held to result from an addition to investment to the amount of such
addition.
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Evsey David Domar?® adopted the same proportiona saving function as Harrod (1.1) and the
equilibrium condition (1.2). He added a proportional relationship between the rate of increase
of productive capacity (full employment output = ¥) and investment:

Y=sl (2.20)

s | is the aggregate net investment multiplied by the output-capital ratio. For saving-
investment equilibrium and full employment, income and investment must grow at a constant
rate which is the product of the parameters sand s.

Y/Y=1/1=ss (111)

The equilibrium growth rate, ss, is Smilar to the Harrod’s warranted growth rate s/v. In fact,
s embodies the influences of labour-force growth and technical progress in productive
potential, and the idea of optimal ICOR. s refers to an increase in capacity which
accompanies investment; its magnitude depends on technological progress. Since s is Ssmply
the inverse of the capital-output ratio, Domar’s equation is the same as Harrod's.

Domar emphasised potential growth dependence on capital accumulation, whereas Harrod
emphasised the interaction of the multiplier and the accelerator principles to show the lack of
any automatic tendency for warranted growth to conform with full employment. Adopting the
Keynesan multiplier, without introducing any theory of what determines investment,
Domar’s model shows what the path of investment is required to be. Asin the Harrod model,
Domar model implication is that the automatic maintenance of equilibrium steady-state
growth, with full employment, is unlikely to be the outcome of a free-market capitalist
economy, extending Keynes's analysis to a dynamic economy. If actual growth rate, equal to
the warranted rate of growth, is below full employment, then steady growth may occur, but
any divergence of actual growth rate from the warranted one will lead the economy away
from the steady state growth path. Cyclical swings are inevitable unless government policy
intervenes. Nevertheless, the savings rate, together with the capital-output ratio, is considered
as one of the determinants of growth.

The Harrod-Domar growth formula has been widely adopted and used for calculating target
rates of investment in economic planning and for estimating foreign aid requirements. The
savings constraint is considered dominant as well as in Western development paradigm of
Modernisation. And forel %n capital inflows make it possible a poor economy to escape from
a stagnation vicious circle®.

7. Western development paradigm of Modernisation®!

During the 1940s and the 1950s, the paradigm of the expanding capitalist nucleus was the
dominant approach, contrasting with the alternative structuralism approach, spread in Latin
America. Both of them regected the neo-classica paradigm (in particular, perfectly
competitive markets, perfect divisibility of factors and products and the absence of significant
technological or pecuniary externalities) and the static theory of comparative advantages as a
basis for analysing the development process. This growing interest among the economists in

29 E. D. Domar (1946), «Capital Expansion, Rate of Growth, and Employment», Econometrica, vol. 14 and E.
D. Domar (1947), «Expansion and Employment», American Economic Review, vol. 37.

30W. T. Newlyn (1977), The Financing of Economic Development, Clarendon Press, Oxford.

31 A general review that traces the theoretical history, since the 1940s, of those who analysed economic
development is Hunt, D. (1989), Economic Theories of Development: An Analysis of Competing Programs,
Harvester Wheatsheaf, New York. A review of development co-operation theories and policies, referred to the
same period, isZupi, M. (ed.) (1997), Teorie dello sviluppo e nuove formedi cooperazione, Molisv Ed., Roma.
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the Western countries depended on the purpose of containing the expansion of communism
and preserving the international stability.

In 1943, Paul Narcis Rosenstein-Rodan, a Polish economist who lived in UK and served as a
World Bank and United Nations consultant, proposed a strategy for the post-war economic
development of Western Europe®. Following Adam Smith, he emphasised the importance of
expanding markets as a stimulus to growth, and he stressed the need to base the industrial
development strategy on specialisation and integration into world economy, which permits
the mobilisation of international capital to fund part of the development effort with loans.
These loans need to be repaid from export revenues. State planning and organisation of a
large-scale investment programme would be needed to help mobilise the finance for a
programme of industrialisation, and State intervention is requested to guarantee abroad loans
and to promote exports in order to permit loans repayment. Rosenstein-Rodan emphasised
market failure (the small size of the domestic market and the inability of individua firms to
internalise the value of the external economies that they generate are important constraints)
and the need for State interventionism. In the late 1940s and 1950s the successful
implementation of the Marshall Plan for economic reconstruction in Europe generated
confidence in the role of foreign finance and economic aid, and had a significant influence on
the approach to development. The dominant constraint to development were seen as interna
rather than externd: the low rate of saving out of national income, and the need to rise GNP
so that the benefits of growth would trickle down to the population. The importance of the
role of savings and capital accumulation derived directly from the classical growth theory and
from Harrod’'s and Domar’s model. This model was not interpreted as the search for the
equilibrium growth rate given existing savings propensities, but as a way to raising the
savings rate in order to warrant higher growth.

Nurkse®® supported the Rosenstein-Rodan’s idea to encourage the mobilisation of both
domestic and foreign finance to support the investment programme. What was considered
important was that the government should ensure effective use of foreign aid, through
curtailing the growth of domestic consumption Foreign aid is not able to raise automatically
investment, because of the fungibility of foreign resources.

Harvey Leibenstein®* stressed the importance of foreign aid to escape from the low level
equilibrium trap, where people have a high marginal propensity to consume stimulated by the
demonstration Duesenberry effect — emphasised by Nurkse -. Finance is a way to break out
the trap into cumulative growth if it really promotes productive investment.

Greater emphasis to autonomous capital accumulation in the private sector was given by
complementary contributions of Lewis and Rostow.

William Arthur Lewis®® assumed that monetary expansion can promote growth in a country
with surplus labour, when: (1) credit is provided to private capitalists or to finance
government capital formation, and (2) the country can contain the pressure on the foreign
balance, while ensuring a significant increase in investment. Thus, the opening up of the
Lewis model is clearly compatible with the encouragement of capital import.

32 p. Rosenstein-Rodan (1943), «Problems of Industrialisation of Eastern and South-Eastern Europe», Economic
Journal, June-September.

%3 R. Nurkse (1952), «Some international aspects of the problem of economic development», American
Economic Review, May.

34 H. Leibenstein (1957), Economic Backwardness and Economic Growth, Wiley, London.

3 W. A. Lewis (1954), «Economic development with unlimited supplies of labour», Manchester School, May.
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The historical evidence of the inevitability of capitalism was summarised by the influential
work of Walt Withman Rostow®. Like Lewis, for Rostow the crucial factor needed to take-
off an economy into sustained growth path is a significant increase in the share of savings and
investment in national income. In both Lewis and Rostow’s works a prevalent emphasis was
given to the role of capital accumulation in economic development, interpreted as a
cumulative process. The central assumption was that the capitalist class has the highest
propensity to save in underdeveloped countries; in order to raise the overall savings rate it is
needed to increase the capitalists share of national income. Moreover, if capital is scarce,
then the important thing is to maximise its productivity.

Based on the emphasis of the Lewis model on the savings constraint and on the
complementary work of Rostow, from the mid-1950s simple savings gap models for foreign
aid requirements have emerged. Externa capital requirements were the difference between
total capital requirements and domestic savings. These ideas were discussed as the country’s
absorptive capacity issue, that is the capacity to absorb effectively an increase in investment
made possible by financial aid and foreign loans. Rostow himself said that foreign capital
should be made available only when it can be effectively used. Millikan and Rostow®’
attempted to estimate foreign aid requirements by considering both absorptive capacity and
the savings-investment gap. Rosenstein-Rodan® mentioned three indices to measure the
absorptive capacity, in order to project the foreign aid requirements. () the rate by which a
country has succeeded in increasing the volume of investment in the past five years; (ii) an
estimate of the extent to which a country has succeeded in raising the deviation between the
marginal and average propensity to save over the past five years; (iii) a judgement on the
country’s overall administrative organisation=®.

8. The Structuralist paradigm of devel opment

After the Great Depression in the 1929, in Argentina exchange controls were introduces, as
well as import controls to protect the balance of payments and debt repayment. These
measures were needed to face the changes in trading conditions. as world prices of primary
products declined relative to manufactured goods, Argentinas import capacity fell. In
Argentina, Brazil and Chile there was a rapid growth of nationa industry in response of the
shortage of imports.

In that period, it was widely accepted that industrialisation was the key to economic
development and that it could not be promoted by concentrating economy on primary exports
in exchange for manufactured imports, but by a dynamic cumulative process. The Latin
American experience demonstrated the possibility to promote industrialisation through
management of imports. the introduction of political measures to change the composition of
imports from consumer to capital goods. In 1948, the Economic Commission for Latin
America (ECLA) was created, and its director became the Argentinean economist Raoul
Prebish. ECLA economists rejected traditional trade theory as a basis for national economic
policies and developed a new body of theory. It was based on the need of imposing improved
conditions of international trade for primary products and supporting initial periods of

36 W. Rostow (1960), The Stages of Economic Growth: A Non-Communist Manifesto, Cambridge, Cambridge
University Press.

37 R. Mikesell (1968), The Economics of Foreign Aid, Weidenfeld and Nicolson, London.

3 p. Rosenstein-Rodan (1961), «International aid for underdeveloped countries», Review of Economics and
Statistics, Vol. XLIII, No. 2, May.

39 The so-called gap-modelsare discussed in chapter 2.
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import-substituting industrialisation national policies inducing structural transformation,
focused on the development of a diversified domestic industrial sector®. “Imports are
specified as a linear function of output, implying that fixed amount of imports are required in
production (that is, there is a constant margina propensity to import). This assumption,
together with that of exogenous export growth, make this a structuralist model” #*.

With respect to international finance, Karl Gunnar Myrdal*? emphasised the inter-connection
between internal and international causes of under-development. A small group of countries,
dominating science, technology, finance and industrial production, a experiencing a path of
cumulative development, whereas the magjority of countries, with low levels of output and
savings, low levels of health and education, are condemned to stagnation or declining per
capita incomes, enlarging international inequality. There is a tendency of finance capital to
flow into areas where cost structures and market prospects seem attractive, and there is the
presence of developing countries governments to protect their own interests and export
enclaves to prevent international relations from disseminating among people al the potential
benefits derived from foreign finance. Thus, national poverty is associated with rising intra as
well international inequality. Foreign aid is not sufficient to change the structural inadequacy
of system and it risks exacerbating, through the repayment mechanism, the under-
devel opment.

Another economist who stressed the structural component of development was Hla Myint™2.
He said that a combination of market forces having different power, socia institutions and
prejudice act to prevent poor people from improving their status, developing countries are
borrowers of capital who face monopolistic markets of creditors. The main effort should be
concentrated on the search for developing counter-powers to counteract the existing unequal
distribution of market power.

Also Albert Otto Hirschman developed a theoretical work which was fully consistent with
structuralist thinking, even though he did not regard himself as a structuralist, and the ECLA
economist did not considered him as a member of the structuralist school. Hirschman®
attacked the balanced growth theories — developed by the theory of modernisation —which
identified the causes of underdevelopment in terms of the lack of key factors, be it finance or
skilled labour. He proposed a strategy of unbalanced growth, guided by major resources
bottlenecks as revealed in the market, he advocated the use of large-scale capita-intensive
techniques of production (which do not require high organisational and manageria resources)
and favoured foreign capital for its ability to identify successful priority sectors and regions.
The inducements to invest in the industrial sector can be maximised if economies follow an
investment path in which each stage of investment generates, through backward and forward
linkages to other branches of the economy, cumulative inducements to invest in these
branches a so.

Concerned with the criticism to the Western development paradigm of modernisation, the
structuralism comment stressed that such a perspective which over-optimistically invoked

40 See R. Prebish (1962), «The Economic Development of Latin America and its Principal Problems»,
Economic Bulletin of Latin America, Vol. VII, No. 1, February and C. Furtado (1961), Desenvolvimento y
Subdesenvolvimento, Editora Fundo de Cultura, Rio de Janeiro.

Ay White, “The Macroeconomic Impact of Development Aid”, in The Journal of Development Studies,
vol.28 n°2, January 1992, p.170.

42 G. Myrdal (1957), Economic Theory and Underdevel oped Countries, Duckworth.
43 H. Myint (1954), «An interpretation of economic backwardness», Oxford Economic Papers, June.

44 A. Hirschman (1958), The Strategy of Economic Development, Yale, Yale University Press.
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international finance support to development, over-emphasised the supply-side constraint to
growth (the rate of capital accumulation, determined by the supply of savings) and ignored
the possibility of a domestic demand constraint to capitalist accumulation. It also ignored the
possibility of a foreign exchange constraint. Because of the growing technological gap
between industrialised and underdeveloped countries, combined with the low income
elasticity of demand for primary products in industrialised countries and high income and low
price elasticities of demand for imports in underdeveloped countries, it should be stressed the
importance of the serious balance of payments difficulties of developing countries, facing a
secular deterioration of their terms of trade. A further structuralism criticism emphasised the
importance of market imperfections and inequity context which could lead international loans
to a growing stock of under-unutilised new capital stock, provisions to rent-seekers, without
any real match to the needs of the population and the economy.

The structuralism school of thought rejected neo-classical and monetarist*® solutions to the
problem of balance of payments disequilibria (domestic deflation and devaluation of the
currency, in order to reduce the demand for foreign exchange and increase foreign currency
earnings) and recommended policy measures for both developing and developed countries:

Developing countries should: (i) cut non-essential imports; (ii) expand primary and
manufactured exports, (iii) orient investment on import-substituting sectors, (iv)
introduce import control as a counter-cyclical policy, (v) create regional integration.

Developed countries should: (i) reduce protectionism against developing countries, (ii)
orient foreign direct investment to developing countries, (iii) introduce compensatory
finance schemes to assist primary goods exporters to meet their foreign payments
obligations, (iv) increase lending to developing countries, (v) introduce systems of
preferences for manufactured exports from developing countries.

In order to project the foreign aid requirements of underdeveloped countries, being the
primary role of foreign aid to help relieve balance of payments pressures, Chenery and
Strout*® employed the first index proposed by Rosenstein-Rodan to measure the absorptive
capacity (the rate by which a country has succeeded in increasing the volume of investment
in the past five years). They assumed that during the first part of the take-off stage, foreign
aid serves to plug a savings gap, provided that marginal propensity to save is not high enough
and the incremental capital/output ratio is not low enough to sustain the desired rate of
growth domestically, without recourse to foreign finance. In their model Chenery and Strout
used the absorptive capacity, investment-savings gap approach and, in the structuralism
tradition, foreign exchange gap approach®’. In this context of two-gap model, foreign aid can

> The monetarism is a school of thought in economics that places money at the centre of macroeconomic
policy. Based on the quantity theory of money, it relates the price level to the quantity of money in the economy.
It claims that monetary factors are a major influence on the economy and that, in particular, government
expansion of the money supply will tend to generate inflation rather than employment. This view is associated
with Milton Friedman of Chicago University and has been recently strengthened by the success of the so-called
theory of rational expectations, proposed by Robert Lucas jr., Thomas Sargent and Neil Wallace. The
monetarism is coupled with neo-classical school in supporting the neo-liberal vision of free market forces,
without any restriction on supply or government intervention that can affect demand, supply, or price. In
development economics, the monetarism is linked to the story of the Pinochet regime’s economists, known as
the «Chicago Boys», who followed their training as economists at the University of Chicago and, after their
return to Chile, took advantage of the opportunity afforded them by the 1973 military coup to launch the first
radical free market strategy implemented in a developing country. See J. G. Valdés (1995), Pinochet’'s
Economists. The Chicago School in Chile, Cambridge University Press, New Y ork.

46 H. Chenery and A. Strout (1966), «Foreign assistance and economic development», American Economic
Review, Vol. LVI, No. 4, Part 1, September.

47 See chapter 3.
25



help to finance essential imports. For eiminating the foreign exchange gap the two crucial
parameters are the rate of growth of export and the margina propensity to import: if the
former rises and the latter falls, then the gap is eliminated®.

Economic development consists not only of raising per capita income through international
finance, but also in structural transformation, so that economies acquire the endogenous
capacity to sustain development. The central issue is therefore whether international finance
can in turn generate an internal demand to induce a process of sustained investment to expand
domestic market.

9. The neo-Marxist and dependency approaches

In the 1960s, against the structuralism and the optimistic modernisation perspectives, which
put emphasis on capital accumulation and focused on domestic problems of capital scarcity
and inadequate institutions (which impede savings and investment), radical left criticised the
mainstream orthodoxy. They explored Marxist principles and Lenin’s innovations on the
class modes of appropriation and use of the actual economic surplus.

The neo-Marxist critique of classical structuralism theory has e ements in common with the
dependency-oriented auto-critique of some of the structuralists themselves. But there is a
clear distinction in the analytical concepts and in the logic of argument: the neo-Marxists
moved towards the analytical framework of the global development of the capitalist system™.

Paul Baran™® considered underdevelopment as the process of continuing extraction of surplus
from the underdeveloped countries and its transference to the centres of world capitalism,
through monopsonistic trade and the perpetuation of mass pauperisation. Dominant classes in
underdeveloped countries failed to use surplus for productive accumulation within the
domestic economy.

Andre Gunder Frank®! adopted Baran's vision and emphasised surplus appropriation
mechanism through trade and the alliance of the domestic comprador bourgeoisie and foreign
capitalists. Rather than considering existing economic structures as the causes of
underdevelopment — as in the structuralism approach -, the neo-Marxists stressed the
importance of class control over the surplus as the main factor inducing underdevel opment.
International finance is not useful, if the masses don't replace the existing ruling class
alliances in the periphery as well in the centre of the world and take control of the economic
surplus. If underdeveloped economies remain dependent on the world metropolitan
economies for access to finance, as a result the latter continues to determine the
underdevelopment in the periphery.

Samir Amin®2 concluded that the only way to full autonomous development is via socialist
revolution or de-linking the underdevel oped countries from the western economies.

8 According to Joshi, apparent foreign exchange constraints actually are a savings constraint: if populations
consumed less of domestic output and exported more, they would have more foreign exchange. Two-gap models
have contributed to this exaggeration. See V. Joshi (1970), «Saving and foreign exchange constraints», in P.
Streeten (ed.), Unfashionable Economics, Weidenfeld and Nicolson, London.

“9 Further development of the neo-Marxist paradigm was the analysis of the functioning of the world capitalist
system as awhole, of which the periphery in an integral part. Concerning the theoretical debate on international
finance, this areas of studies are not relevant. Neverthel ess the work of Wallerstein should be mentioned. See I.
Wallerstein (1979), The Capitalist World Economy, Cambridge, Cambridge University Press.

0 p Baran (1957), The Political Economy of Growth, Monthly Review Press, New Y ork.
1 A. G. Frank (1978), Dependent Accumulation and Underdevelopment, MacMillan, London.

2.5 Amin (1973), Le Développement inégal, Les Editions Minuit, Paris.
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In the 1970s, dependency analyses were carried out in Latin America, focused on a range of
unequal and dependent relationship between the countries of the periphery and the
industrialised countries. If the structuralists, who favoured macro-economic balance,
emphasising the limits of the monetarist approach and the output and welfare costs associated
with orthodox stabilisation, otherwise dependency theorists favoured state interventions to
correct market failures, and considered the monetarist approach to stabilisation unnecessary
and the risks connected to deficit financing exaggerated.

10. A neo-classical revival towards the Washington Consensus

In the 1950s most of the economists supported the idea that, in the short-run, governments of
developing countries had to try to mobilise large quantities of national and international
capital for public development expenditure. Only a few economists followed the neo-classical
approach, as Peter Bauer and Basil Yamey®® who said that government should always
concentrate upon removing the impediments to private saving and investment, through the
maintenance of law and order, political stability, adequate monetary conditions, without
interfering with the operation of market forces, but supporting them to operate more
efficiently.

The focus of neo-classical approach was efficiency in resource allocation and its critique to
the programmes of import-substituting industrialisation strategies and to any form of
subsidised international financial flow, which atered the true indication of the relative
opportunity cost of resources (given by a correct structure of prices reflecting the relative
scarcity of capital). Foreign finance is an extraordinary fuel of growth engine, but private
flows must be the bulk, without any distortion induced by over-regulations. If during the
1950s and 1960s a lot of neo-classicals had accepted a crucial role of governments of
developing countries in the first stages of their national development, from the 1970s the neo-
classical critique to the public sector involvement in economy improved dramatically. From a
chronological point of view, there have been three important elements which concurred to
strengthened this idea: (i) in the 1970s, the perception that transition from pre-capitalist States
to capitalism had been achieved in developing countries and private sector could become an
autonomous and mature actor to be linked to international private sector, reducing the role of
public sector; (ii) in the 1980s, debt crisis reduced de facto the State bureaucracy capacity of
resistance to a radica transition to a new State, much more market-oriented; (iii) in the
1990s, the end of communism in the Eastern block eliminated the need of strong
(authoritarian) governments in developing countries, used by the Western countries to
prevent the world from the risk of widened opposition to capitalism, and this post- bipolarised
context created the opportunities for a «light» public sector.

In the 1970s, a micro-economic level, neo-classical critique was complemented by the
literature on cost-benefit analysis, designed to facilitate greater efficiency in investment
decisions.

In the 1980s, as it will be illustrated in chapter 4, foreign debt crisis of developing countries
represented a main factor, which facilitated a radical shift in the theory and practice of
development policies. “Until the 1980s the predominant concerns of development economists
were sectoral (...). During the 80s the predominant concern shifted to macroeconomic iSsues.
This shift was not because the sectoral problems had been solved, but because they were

3 p, Bauer and B. Yamey (1957), The Economics of Underdeveloped Countries, Cambridge University Press,
Cambridge.
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suddenly swamped by even more serious macroeconomic shocks’>*. And “The series of
external shocks at the beginning of the 1980s (...) forced macroeconomic issues back into the
heart of the development debate” *°.

A paradox occurred: if during the previous decades different paradigms stressed the
inadequacy of neo-classical approach to face the challenge of development and encouraged
the usage of foreign finance and debt, then the debt itself paved the way for a renewed vigour
of the neo-classical revival. This revival was reinforced by the application from developing
countries to the IMF and WB assistance with stabilisation plans and structural adjustment
programmes. These programmes emphasised control of the money supply and removal of
price distortions and the freeing of markets from public sector interventionism. In 1981, the
World Bank published an influential report on Africa®®, which emphasised the importance of
domestic correct pricing policies and reduced government intervention in African economies,
rather than searching for the New international economic order (NIEO), proposed by the
Group of 77 countries, the most important aggregation of developing countries.

Foreign finance is an issue on which the neo-classicals expressed a wide range of opinions.
The strongest opposition to aid, linked to a rigorous philosophy of laissez faire, was
expressed by Bauer®’ in the late 1960s. Aid, based on subsidised fund (grants and highly
concessional soft loans), prevents necessary policy reforms in developing countries and
encourages the view that developed countries must carry the mora responsibility for the
underdevel oped countries. Lal®® sustained the importance of technical assistance, whereas the
financia aid is likely to be counter-productive.

But most of the neo-classicals argue that financial aid has a positive role to play, and in order
to ensure this potential it is needed to adhere to cost-benefit analysis methodology and, rather
than supporting specific projects and programmes, aid and loans should support stabilisation
and structural adjustment programmes. It means to provide funds not to all developing
countries, but only those who accept these conditionalities aimed at creating a performing
macro-economic structure. Later, in 1998, the World Bank published a report entitled
“Assessing Aid’, as the result of an extensive investigation into the effectiveness of
development co-operation°. The empirical analysis of the report shows that development co-
operation helps to stimulate economic growth and reduce poverty, but only in recipient
countries with good economic management (or good governance), that is good economic
policies and strong institutions. The main concluson of the report is therefore that
development co-operation should be allocated by “selecting” recipient countries according to

> D. Bevan, P. Collier, JW. Gunning (1991), “The Macroeconomics of External Shocks’, in V.N.
Balasubramanyam and S. Lall (editors), Current Issues in development economics, MacMillan, London, p. 91.

5 1. white (1992), “The Macroeconomic Impact of Development Aid”, The Journal of Development Studies,
vol. 28 N. 2, January, pp.168.

%8 World Bank (1981), Accelerated Development in Sub-Saharan Africa: An Agenda for Action, World Bank,
Washington D.C.

" P, T. Bauer (1971), Dissent on Development, Weidenfeld and Nicolson, London.

8 D. Lal (1983), The Poverty of Development Economics, Institute of Economic Affairs, Washington D.C.,
Hobart Paperback 16.

%9 World Bank (1998), Assessing Aid: What Works, What Doesn’t, And Why, The World Bank, Washington
D.C.
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their policy environment. This report has led to heated debates, both among academics and
policy makers, about the future of development co-operation policies®.

The monetarist macro-economic approach which underpins the IMF views of the causes of
the balance of payments instability and domestic inflation has its foundations in the neo-
classical model of economic systems, based on flexible prices, high competition, absence of
rigidities. When the growth rate of the money supply exceeds the growth rate of output and
incomes, then the demand for goods and services will grow faster, leading to pressure on
domestic prices (inflation) and on the balance of payments. The solution is to control the
growth of the money supply in order to reduce the growth of the domestic demand. A
strategic measure to control money supply is to reduce the public sector deficit, as the
government’s need to finance expenditure programmes that exceed tax revenue is the main
source of the pressure. To reduce imports and increase exports, using the devaluation of the
domestic currency, is important in order to restore the balance of payments equilibrium. An
increase in the domestic interest rates can reduce capital outflows and increase savings. Price
and exchange rate rigidities, monopolies, taxes, subsidies and trade restrictions are al
distortions to be removed, as they reduce short-run efficiency®’.

When the stabilisation and structural adjustment programmes faced failures, during the
1980s, neo-classicals ascribed them to attempts to introduce large changes too fast, creating
political tensions and uncertainty. The faillure of the programmes was due to the lack of
implementation of the complete package of reforms. Thus, by introducing some safety-net
components, to reduce the negative effects on the poor, Neo-classicals have continued to
support their theoretical model, debating on the optimal timing of liberalisation programmes,
which only implicitly recognised the importance of structural rigidities and the need for
medium and long-term reforms.

Today, the influentia role of the WB and the IMF makes it harder for governments
dependent on these institutions (and their loans) to embark on economic strategies that depart
from neo-classical orthodoxy. Partly as a consequence of the conditionality imposed by the
WB and the IMF, but also because of widespread domestic dissatisfaction with the
structuralism set of import-substitution policies, outward-oriented policies have become the
norm among developing countries®®. A remarkable convergence of views among
policymakers and academics has developed on the virtues of the market-oriented model, the
neo-liberal approach, which has been called the Washington Consensus®®. A main limitation
of this consensus, as Joseph Stiglitz noted®, is that it seeks to make economies adjust to the

60 Chapter 5 analyses the econometric and methodology debate linked to this paper. See also N. Hermes and R.
Lensink gds.) (2001), “Changing the conditions for development aid. A new paradigm?”, The Journa of
Development Studies, Special Issue, Vol. 37, N. 6, August.

1 M. Kahn and M. Knight (1981), «Stabilisation programs in developing countries: a formal framework», IMF
Staff Papers, Washington D.C.

2 D. Rodrik (1999), The New Global Economy and Developing Countries: Making Openness Work, ODC
Policy Essay No. 24, Washington D.C.

%3 The origin of this concept lies back in 1989, when John Williamson was expressing his support for the Brady
Plan in front of a US Congressional Committee. In his original presentation, Williamson identified ten specific
policy prescriptions: (1) Fiscal discipline, (2)Public expenditure redirection, (3) Tax reform, (4) Financial
liberalisation, (5) Trade liberalisation, (6) Exchange rates unification, (7) Privatisation, (8) Deregulation, (9)
Promotion of FDI, (10) Defence of property rights. Williamson refuses to consider the Washington consensus as
a neo-liberal, conservative manifesto. See J. Williamson (1996), “Lowest Common Denominator or Neoliberal
Manifesto? The Polemics of the Washington Consensus’, R. M. Auty and J. Toye (eds.), Challenging the
Orthodoxies, MacMillan Press Ltd., London.

64 ). E. Stiglitz (1998), More Instruments and Broader Goals: Moving toward the Post-Washington Consensus,
WIDER Annual Lectures 2, Helsinki, January.
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distorted world market rather than to challenge the global wealth and power imbalances, and
it paves the way for severe criticism against this approach.

11. The alternative per spective of sustainable human devel opment approach

Based on the structuralism and dependency theorists perspectives, and moving towards an
aternative holistic vision of development, wide criticism mounted since the 1980s against the
Washington Consensus approach, which adopted measures that hit the poor hardest, attack
the symptoms but not the causes of instability, do not guarantee significant improvement in
the balance of payments.

Global inequality has risen during the last years, not only because of an increase in between-
country inequality, but also because of greater within-country inequality. Distribution does
matter for poverty reduction®. Successful poverty reduction strategies depend not only on
favourable changes in average GDP growth, but also on favourable changes in income
inequality. New poverty means socia excluson. The World Development Report 1990
projected that the total number of poor would have falen from 1,125 million (1985) to 825
million if developing countries had performed good macro-economic policies (projected
figure, 2000). The World Bank assumed a neutral effect of the implementation of the
structural adjustment programmes. But, in practice, the Washington Consensus measures
mean: inflation control by means of large rises in interest rates and budget cut; demand
management through a reduction in money supply, wage repression, cuts in public
expenditures and revenue raising measures; trade liberalisation inducing increased wage
inequality; deregulation of the labour market, through greater wage flexibility, reduced
regulation, erosion of minimum wages, lower unionisation; financial liberalisation; erosion of
the redistributive role of the State. The reality of past 20 years has been a huge increase in
inequality, as demonstrated by recent trends in income distribution, poverty data set and
econometric studies. The World Development Report 2000/2001 clearly indicates that the
World Bank target has been missed by a large margin: poor have increased to 1,250 million
(2000). Through the Washington Consensus assumptions, the structural adjustment
programs have negatively affected developing countries in a distributionally manner, and
inequality trends are likely to depress growth and reduce the poverty alleviation effect of
national and international policies, whereas debt burden increased.

Since the late 1960s some economists questioned the assumption that an increase in
inequality was inevitable in the early stages of economic growth, to be followed later by a
tendency towards greater equality. Their unwillingness to accept the inevitability of a trade-
off between growth and equity®® meant to put the problem of continuing widespread poverty

% G. A. Cornia (2000), Inequality and Poverty in the Era of Liberalisation and Globalisation, UNU/WIDER,
Helsinki.

% |n the 1950s, Simon Kuznets suggested that "as economic development occurs, income inequality first
increases and after some ‘turning point," starts declining." This idea is now known as the Kuznets U-Curve,
which details the changing relationship between economic development and income disparity. In essence,
Kuznets found that the distribution of income becomes more unequal at early stages of development but it
eventually moves back toward greater equality as economic growth continues. Simon Kuznets originally came
to this conclusion by plotting data about the history of economic growth in developed countries. The Kuznets
Curve has since been used to predict social inequality in developing countries and to guide policy
implementation. The common explanation for this trend is that, initially, only the wealthy have the capital to
invest in factors of development and therefore disproportionately benefit from the resulting economic growth.
After some time, a delayed trickle down effect eventually occurs and the poorer populations receive the
secondary benefits of the economic growth, thereby reducing income inequality. See Kuznets, S. (1951), «Long-
Term Changes in the National Income of the United States of America since 1870», in Income and Wealth of
the United States: Trends and Structure, International Association for Research in Income and Wealth, Income
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at the core of the agenda. Academic institutions, branches of the UN and NGOs shared this
vision of development.

Dudley Seers®’ noted that development should be reinterpreted to take account not only of
growth but poverty, income distribution and employment.

The 1972 ILO Kenya report®® identified the informal sector as an important source of output
growth, employment and productivity gains for the poor.

In 1974, a team from the World Bank and the Institute of Development Studies (IDS) at
Sussex, guided by Hollis Burnley Chenery®® synthesised and provided more robust analytical
foundations to the redistribution with growth approach, endorsing a new enlarged definition
of development, assuming different savings rates for rich and poor and, consequently,
accepting the idea of a trade-off between the rate of growth of GDP and greater equality, in
the short-term.

In 1976, the ILO"° proposed that al countries should give priority to the meeting of the basic
needs of al members of their population by the year 2000, as the policies of redistribution
with growth might not be sufficient to guarantee an increase in welfare for the 800 million
people living in absolute poverty. Basic needs were defined to include the minima
consumption requirements needed for a healthy population, minimal standards of access to
public social services, access to employment opportunities to achieve a target minimum
income, and the right to participate in decisions affecting livelihood of the people.

From the «Basic needs first» strategy of Paul Streeten® in the 1970s, to the capabilities and
entittement approach of Amartya Sen in the 1980s’?, and to the Human development
approach of the UNDP in the 1990s, al these perspective shared the vision of investing on
the human resources and public service provision, emphasising the need aso to raise directly
the incomes and the «power» of the poor. In this context, foreign exchange savings can
fruitfully increase the supply of savings to finance essential imports and can contribute to
empower people if, and only if, it serves their interests.

These approaches stress the importance of non-economic factors in the development process.
It does mean that development is a multi-dimensional process, where political interests are
the basic elements to be considered in a long-term perspective, which implies a sustainable
nature of the process.

International finance and aid can be useful components of development if they are oriented to
funding public services, institutional development (research and development, small-scale
credit provision) and compensation for land reform. This approach of foreign finance implies
a significant attention to be devoted to the time horizon of loans: if long-term strategies need

and Wealth, Series |1, Bowes & Bowes, Cambridge; Kuznets, S. (1956), «Quantitative Aspects of the Economic
Growth of Nations», Economic Development and Cultural Change, University of Chicago Press, No. |, October.

57 D. Seers (1972), «What are we trying to measure ?», Journal of Development Studies, Vol. 8, No. 3, April.

% |LO (1972), Employment, Incomes and Equality: A Strategy for Increasing Productive Employment in
Kenya, ILO, Geneva.

9 H. Chenery (1974), Redistribution with Growth, Oxford, Oxford University Press.
0110 (1976), Employment, Growth and Basic Needs: A One-World Problem, ILO, Geneva.

" p. Streeten (1981), «Development ideas in historical perspective», Development Perspectives, MacMillan,
London.

2. Sen, A. (1981), Poverty and Famines: An Essay on Entitlement and Deprivation, Clarendon Press, Oxford;
Sen, A. (1990), The Poalitical Economy of Hunger, in 3 volumes (jointly edited with J. Dreze), Clarendon Press,
Oxford; Sen, A. (1997), On Economic Inequality, Extended Edition, Clarendon Press, Oxford.
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to be supported, then loans must be long-term oriented in their repayment schedule. This
point is particularly important relatively to the question of debt sustainability .

International finance must be strictly linked to national poverty reduction strategies and to
trade policies and development co-operation, in a coherent framework. It does imply an
holistic approach to development. This approach animated the international political debate
on the presence of debt relief as a main component of the G8 agenda at the 2001 Genoa
Summit and can represent one of the most interesting and original ways to define a new
approach to development co-operation and debt relief™.

3 Time does matter, in every case. For those theoreticians being part of the mainstream economics, attention
turned to the objective of the maximisation of short-run efficiency in resource allocation and in management;
whereas for those economists who were interested in macro-economic dynamics, the analysis of long-term
development path and strategies was the main area of investigation. Clearly, specific theoretical models,
concepts, analytical techniques and consequently strategies of intervention developed in a short-term context
can not be adapted to the purposes of along-term framework, and vice-versa.

" This debate and its recommendations involving NGOs, academics, research centres, trade unions,
international organisation are a useful corollary to the current review of competitive theoretical paradigms and
they are discussed in chapter 9.
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2. Foreign debt and development

1. Introduction

How much does foreign debt matter for development process? From a very general point of
view it is important that external debt does not fall in a spiral. Since the surplus or deficit on
the current account represents the change in a country’s net foreign assets, one approach to
judging whether a current account deficit will become a problem is to assess the country’s
external debt situation. This approach, which evaluates intertemporal solvency, investigates
the country’s ability to repay its external debt. For a country to be intertemporally solvent, the
present discounted value of future trade surpluses must equal the present value of its foreign
debt. That is, intertemporal solvency requires that, in the long-run, the country’s external

debts will be paid. In this case, a country can remain technically solvent even while running
large account deficits.

Another approach is to consider the implications of a path of external imbalance for the size
of external indebtedness relative to GDP. The “sustainable” path of an economy’s external

debt depends on two factors: (i) trade imbalances; and (ii) a debt dynamics term equal to the
difference between the world interest rate and the domestic growth rate of the debtor country.

If the world interest rate exceeds the domestic growth rate, then the only sustainable path
along which the current account (excluding net factor payments) is constant is when the trade
balance is in surplus. In order to keep the stock of external debt from rising without limit, the
debtor country must generate a surplus on the net trade account in order to be able to service
its debt commitments. The more rapid GDP growth, the larger is the sustainable level of
external debt.

But the real picture is much more complex. The nature of external borrowing is another
important factor, given the critical relationship between the current account and the capital

account. Inflows that are not permanent can potentialy destabilise the domestic economy

when they arrive and when they depart. Short-term capital inflows are likely to be more
volatile than long-term inflows; and variable interest rates (compared with a fixed coupon)

are al likely to increase the risk of an external crisis. The composition of a country’s external

liabilities can affect its ability to manage its external position. Swings in internationa

exchange rates and interest rates can be potentialy devastating, especialy if a large

proportion of foreign debt is classed as short-term. The currency composition and maturity
profile of a country’s external debt can contribute as much to vulnerability to external shocks
as does the total volume of debt. A country’s ability to sustain a current account deficit is

influenced not only by the size and nature of existing liabilities and the stock of foreign

assets, but also by the extent of the debt-servicing burden.

Degree of openness does matter, too. A country’s propensity to import and export will clearly
influence the sustainability of its external position. The production of tradable goods provides
an invaluable source of foreign exchange as these inflows can be used to service and reduce
the size of the country’s external indebtedness. As any sustained structural deterioration of
the trade balance would make a current account deficit even less sustainable, then a red

exchange rate appreciation may be adverse or not. And strongly related to movements in the

real exchange rate are a country’s terms of trade: a strengthening of the real exchange rate, or
negative shocks in foreign demand, for example, would put downward pressure on the

domestic country’s terms of trade. This might subsequently impact on the sustainability of a
current account deficit. However, countries with larger export sectors are able to service a
given external debt more readily. The more reliant an economy is on international trade, the

less likely it is to default on its external debt commitments due to the threat of default

reprisals. However, the more open an economy is, the more vulnerable it will be to external

shocks such as terms of trade fluctuations or falls in foreign demand.
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There is aso a clear link between the sustainability of the current account and deviations of
consumption, investment or government expenditure: high levels of domestic investment that
are not met by domestic savings weaken the current account balance. In this situation,
individuals acquire foreign debt in an attempt to finance investment opportunities while
avoiding sharp drops in their consumption. Higher levels of investment may suggest higher
future growth rates, which might enhance intertemporal solvency. However, higher savings
and investment levels do not necessarily trandate into higher output levels. Investment
projects may be alocated inefficiently. Under these circumstances, high levels of public
investment may not enhance external sustainability. The picture is very complex: positive
productivity shocks can cause investment to rise, as it raises the expected path of future
output directly. This tends to worsen the current account balance as domestic residents
borrow abroad to finance the additional capital accumulation. The productivity increase may,
however, also increase saving, which tends to offset the impact of increased investment on
the current account balance, with uncertainty on the net effect on the current account balance.
Thus, we have mentioned at least three categories of influential factors: (i) external debt and
its composition imbalances, (ii) external trade imbalances, (iii) domestic factors — savings and
investment - and public budget spending®.

Referring to the last point, the net effect of fiscal deficits on the current account and on the
overal balance of payment remains an empirical issue, but econometric modelling is highly
limited in its ability to predict or forecast a pending external crisis. The interrelations between
saving-investment gap, deficit spending, trade imbalances and external debt must be more
adequately investigated.

2. Fiscal deficit spending and devel opment

A research approach to current accounts has focused on analysing current account
determinants and the response of current accounts to different types of shocks?. Chinn and
Prasad (2000) use a large panel that includes both industrial and developing countries to
examine the medium-term determinants of current accounts. They find that, in developing
countries, current accounts are positively correlated with government budget balances,
measures of financial deepening and initial stocks of net foreign assets®.

Most African external debt represents either direct loans to governments (and government
owned firms) or publicly guaranteed loans to the private sector (i.e. loans that the government
agrees to be responsible for in case the private non-payment). The interaction between
external payment problems and government budget problems is a consequence of the
government responsibility for paying the nation's debt.

1 A. North (1999), “Current account sustainability: Evidence from South Africa’, in LSE-Crefsa Quarterly
Review, N. 1.

2 For related work examining the dynamics of the trade balance in response to different types of shocks, see E.
Prasad and J. Gable (1998), "International Evidence on the Determinants of Trade Dynamics,” IMF Staff
Papers, Vol. 45, No. 3; and E. Prasad (1999), "International Trade and the Business Cycle,” The Economic
Journal, October.

3 M. Chinn and E. Prasad (2000), "Medium-Term Determinants of Current Accounts in Industrial and
Developing Countries: An Empirical Exploration,” IMF Working Paper 00/46. For related work on estimating
equilibrium measures of current accounts and exchange rates, see P. Isard and H. Farugee €ds.) (1998),
"Exchange Rate Assessment: Extensions of the Macroeconomic Balance Approach,” IMF Occasional Paper No.
167.
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And this clearly reflects the specific context of SSA countries. Given the small share of
government expenditure (both current and capital ones)* that can be financed through
government revenue (mainly taxes), due to the administrative, political and socia constraints,
SSA countries need sources of deficit financing.

In theory, budget deficit (= government expenditure [=G] - government revenue [=T]) can be
financed by borrowing from the private sector, from the monetary system or from abroad.
The first option, that is based on domestic saving, is limited by the fact that African private
capital markets are small, the risk of government default prevents bond buyers from being
particularly interested in lending to the governments, the real rates of return are very low due
to regulation over interest rates, exchange rate overvauation makes foreign currency assets
more convenient. Moreover, in SSA there is evidence of a particular form of “forced” private
lending represented by deferral of government payments to suppliers and employees

The second option, being money printing and monetary expansion, tends to increase
inflationary pressures, as the mechanism of seignorage makes it possibly to expand money
supply without inflation up to a certain point, then the real value of money falls and it implies
an “inflation tax” to be paid.

Thus, the third option, external borrowing, was the most available solution to SSA countries,

particularly when the availability of abundant and cheap international credit, in the late
1970s, was a very attractive opportunity. Differently from other regions, debt burden problem
of Sub-Saharan African countries is essentially a public sector problem, governments have
dramatic problems in collecting the needed revenue for paying debt service and debt service
payments risk to be a drain on budget resources, which are subtracted to investment purposes.

It seems to suggest a strong relationship between external debt and fiscal problemsin SSA,

and possibly a fiscal origin of the externa debt itself, due to the need of financing an
expansionary fiscal policy through international borrowing®. These relations imply the need

of focusing on the relationship between domestic debt, debt capacity and development, rather

than exclusively on the Balance of Payments dimension of debt crisis. Put ssimply, we can
argue that an increasing external public debt in relation to tax revenues can represent a
disincentive and resource constraint to investment, thus leading to negative development

implications. An emphasis on the domestic fiscal dimension of external debt, in the Sub-

Saharan African countries, requires starting from some considerations on the relationship

between domestic debt and devel opment.

Most governments have traditionally found it necessary to borrow to finance part or all of
their expenditures for development programmes. The assumption is that as the economy
develops, the increased government revenue derived from taxes on growing incomes as well
as from government-owned productive investments will enable the government to pay off
these debts, both external and internal.

The excess of government expenditure over government revenue (the so-called primary, or
noninterest, fiscal balance), which must be financed either by domestic or foreign borrowing
or by printing money (that is issuing monetary liabilities) is the so-called «deficit spending.
Keynesians have advocated that governments should run budget deficits during recessions in
order to stimulate aggregate demand. The expansionistic effect of deficit spending on redl
economy is due to the multiplier effect of deficit used to finance productive investments. An

* Particularly when SSA countries, not only financed the big push of development and war expenditure, but also
decided, in order to maintain their political legitimacy and to solve potential conflicts, to tax too little and to
spend too much, favouring some “sensible” interest groups.

® P. Hjertholm (1997), An Inquiry Into the Fiscal Dimension of External Debt: The Case of Sub-Saharan Africa,
PhD dissertation, Institute of Economics, University of Copenhagen.
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increase in investment will raise national income by an amount equal to its monetary value,
but in addition it will have a wider positive feedback effect by stimulating other parts of the
economy, thus creating new jobs and additional demand for goods. From this perspective, the
aim of developing countries is to attract much more debt rather than reducing it. Quite the
opposite, monetarists and new classical macroeconomists argue that budget deficits simply
stimulate inflation and crowd out private investment. This idea is based on the neutrality of
budget deficit, asin the inter-temporal horizon any immediate expansion of real economy due
to debt is not true in the long run. If current expenditures increase because of debt, in the long
run it implies increasing taxation to insure the pay-back debt. Thus, the net present value of
expenditure must always be equal to the present value of income.

In empirical terms, it is not always the same the effect of deficit spending on the economy. It
depends on the nature and composition of the given deficit spending. It can be due to a
reduction of tax revenue or to an increase of public expenditure. If deficit spending is aimed
a increasing public expenditure, its effect will depend on what kind of expenditure is
involved. The positive effect, measured in terms of increasing aggregate demand, will be
higher and direct, if deficit spending will be devoted to finance the purchase of goods and
services or public investment. The effect will be lower and indirect if deficit is due to finance
transfers (such as pensions and subsidies). The same effect occurs when deficit responds to a
reduction of direct taxation, which determines an increase of disposable income. A reduction
of indirect taxation determines a reduction in the price of goods and services, thus directly
benefiting demand from households and firms. Obvioudly, there is no automatic passage from
higher aggregate demand to higher production and to higher real national income. Any supply
constraint can prevent aggregate demand from inducing positive effects on income.

The way of financing deficit spending can itself determine the effects on development. As
indicated, the supply of money in order to finance deficit can induce inflation pressure, which
reduces the purchasing power of money, and produce a vicious circle of higher deficit
spending®. Hyperinflation (defined as an inflation rate of 50 percent per month or higher) is
characterised by large fiscal imbalances and lack of credibility in the policymakers' ability to
stabilise. Thus fiscal imbalances and pressures to monetise budget deficits may lead the
economy to a stable inflation equilibrium or high inflation trap.

Otherwise, the government can finance deficit through fixed-interest securities issued as
short- or long-term bonds. Nowadays it has become common for governments of
industrialised countries to borrow funds from their own citizens and institutions such as
banks, insurance companies and investors. The interest payments are raised from taxes on the
community and paid back to members of the same community. These are therefore transfer
payments. The impact of these transfer payments on income distribution depends on which
group pays the taxes as determined by the structure of the taxes paid and which groups and
ingtitutions hold the public debt. The securities issued by governments feel the effect of a
globalised financia market: it can induce inflow of foreign investments and affect the foreign
exchange.

® The conventional fiscal deficit can be very sensitive to inflation, through the effect of inflation on nominal
interest payments on the public debt. Moreover, inflation can have a sizeable effect on the conventional deficit
when the domestic public debt (and, consequently, the interest rate bill) is high. The inflation-induced part of the
nominal interest bill is a sort of amortisation payment that compensate holders of government debt for the
erosion of the real value of the debt stock, maintaining real debt at the previouslevel. SeeV. Tanzi, M. |. Blgjer
and M. O. Teijero (1993), «Effects of Inflation on Measurement of Fiscal Deficits: Conventional versus
Operational Measures», M. |. Blegjer and A. Cheasty (eds.), How to Measure the Fiscal Deficit: Analytical and
Methodological Issues, IMF, Washington D.C.

39



In general terms, rising debt is not necessarily a bad thing. Long-term economic growth will
be faster if spare savings are channelled into productive investment rather than sitting idle
under the mattress. It is natural that, as financial systems have become more efficient in
channelling funds from those with surplus income to those who need to borrow, a developing
country’sratio of public sector debt to GDP increases. The problem is that, within this trend,
a sudden, excessive surge in debt can have negative consequences.

The sensible level of debt for an economy depends on interest rates, expected future growth
in income, and the variability of growth. Families or industries with a more stable cash flow
can afford to take on bigger debts than highly cyclical businesses. Only if the business cycle
really has been made more stable and there is little risk of recession, firms and households
can safely borrow more. The same counts for countries: a country with declining terms of
trade can derive high problems from debt. Short-term debt must be used for investment being
productive in the short-term.

But even if the optimal level of debt is higher, a sudden surge in borrowing can leave
households, forms and countries horribly vulnerable to shocks, such as higher interest rates, a
fall in asset prices or an economic sowdown. One of the three is possible, indeed likely, in
Sub-Saharan African countries.

High debt levels are unlikely by themselves to trigger an economic collapse, but they do
threaten to amplify any downturn, turning it into a deeper recession if debtors are forced
suddenly to cut their spending in order to service or reduce their debts.

There are three mgjor contending interpretations on the linkages between public deficit and
savings.

1. The conventional view asserts that a fall in government saving (due to a tax cut or deficit
spending) tends to raise consumption and reduce saving by people who care only about
the present, by shifting the burden to future, thus reducing national saving.

2. The Keynesian view asserts that higher temporary government dissaving will raise
consumption and income, in the presence of under-utilised production capacity,
proportionally to the inverse of the marginal propensity to save, as predicted by the
multiplier effect. Higher income will raise private saving, which can be — but non
necessarily is — large enough to offset the initial decline in government saving.

3. The Ricardian view asserts that, as the individuals are rational and far-sighted, they
assume that a permanent rise in government spending today will be paid later, thus they
will increase saving by an equivalent amount (the so-called Ricardian equivalence) and a
rise in the budget deficit will have no effect on the national saving rate. The Ricardian
idea that the timing of taxes does not influence household consumption behaviour implies
that the choice between debt financing and tax financing of fiscal deficitsis irrelevant.

And a large ratio of public debt to output may have an adverse effect on private investment
through various channels.

Resources used to service debt may crowd out government investment, which could be
complementary to private investment, thus reducing national private investment;

A high debt-to-output ratio (with ahigh debt service ratio) may induce domestic agents to
transfer funds abroad because of the uncertainty and fear of future tax liabilities to service
the debt, thus raising the domestic cost of capital goods and lowering nationa private
investment;
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A high debt-to-output ratio can discourage foreign direct investment because of the fear
that government may impose restrictions on external payment obligations, thus reducing
the national domestic investment, which are complementary to FDI;

The risk of nomina depreciation affects firms that hold stock of foreign-currency
liabilities, because of the reduction of their net worth induced by the raising debt burden
due to depreciation, thus domestic banks tend to tighten credit restrictions and depress
investment.

Given these premises, very high level of public debt are considered dangerous, because of
three different traps:

1. The «crowding-out effect», determined by the fact that high public borrowing pushes
up interest rates and crowds out alternative productive private sector investment.

2. The «inflationary pressure», due to the government attitude to print money in order to
reduce the real value of public debt. This phenomenon was deeply analysed in
developed countries because of the risk in the 1960s and 1970s of inflationary spira -
i.e. linkages between cost-push factors and demand-pull ones: higher prices induce
higsler wages trandated in higher costs which determine much higher prices and so
on".

3. The «debt trap», due to rising interest payments which increase the government’s
budget deficit. Thus, even though the government is reducing public spending, total
debt continues to grow in a spiralling of its own. If interest rates exceed nominal GDP
growth (real growth plus inflation) and there is a primary budget deficit (government
spending other than interest payments minus tax revenues), then the country is
enveloped in a indefinitely growing spiral of debt-to-GDP ratio, and balancing the
budget would not be enough to stop it.

Particular consequences derive from the decision to finance deficit spending through
international savings, which is external debt: the commitments of one government to other
governments or banks or to other financial institutions abroad. In this context, which seems to
be the most adequate for SSA countries, the analysis of fiscal deficit can be trandated into the
analysis of external debt. However, we have to remind that “...the relationship between higher
public savings and growth is not clear cut. In the face of such ambiguity it can only be
concluded that examining how aid inflows affect government behaviour will not necessarily

provide any concrete answers to the nature of the aid-growth relationship”®.

" Barro focused on the positive relationship between expected inflation and budget deficits. Higher inflation
expectationsimply higher real interest rates and therefore higher debt service costs. See R. J. Barro (1979), On
the determination of the public debt, J. Polit. Econ. 87. This phenomenon islinked to the Ricardian hypothesis
on debt neutrality (in order to finance awar, a government can choose new debt or new taxes, but the difference
isonly inter-temporal, because current debt will imply new taxesin the future to pay back debt) and rational
expectations (i.e. recognising the inter-temporal constraint of budget). In fact, the Ricardian hypothesis has been
revived recently by Barro (1988). According to this viewpoint, which has been used by monetarists and new
classical macroeconomists, changes in budget deficits cause offsetting changes in private savings through
anticipations of changesin future taxation. Therefore, they have no effect on national savings and, consequently,
on the current external account. See R. Barro (1988), «The Ricardian Approach to Budget Deficits», NBER,
Working Paper, no. 2685.

8 H. white (1992), “The Macroeconomic Impact of Development Aid”, The Journal of Development Studies,
vol. 28, N. 2, January, p. 190. On “savings debate”’, Keith Griffin stresses the risk that foreign capital is not
additional to domestic saving. Whereas, Eprime Eshag says that the basic assumption which is made by Griffin
is that the elasticity of supply of labour and goods and services in underdeveloped countries is zero... Once the
assumption of zero elasticity of supply isremoved, asindeed it hasto bein any realistic discussion of the impact
of the inflow of foreign capital on savings, the whole pictureisradically changed... Thereisin fact every reason
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3. From domestic debt to foreign debt

Some developed countries, such as Italy®, demonstrate how different is the concept of public-
sector debt from external debt. The public sector debt is perceived by citizens as an
ambiguous fact: when interest rates decrease, it has positive effects on the national accounts,
but negative effects on the private investors who hold Treasury bonds. At the same time,
citizens are borrowers and lenders in the case of public-sector debt. Quite differently, debt
owed to foreign lenders is external debt.

For al countries, total payments in international transactions must equal total receipts. When
all items, both visible and invisible, have been taken into account, each country must cover its
current payments with its current receipts. A surplus in the Balance of payments BoP) may
be inserted as a credit and added to the country’s reserves of foreign currencies accumulated
over time. A deficit must be covered:

(& by payments out of accumulated reserves of foreign currency;
(b) by borrowing or obtaining investments from another country;
(¢) by acquiring import from suppliers for credit;

(d) by using exports receipts;

(e) by obtaining assistance from the IMF in the form of credit;

(f) by receiving ODA flows.

In general terms, a country could not go on paying for deficits over a prolonged period out of
its accumulated reserves of gold and foreign currencies.

The balance of payments of a nation is a double-entry accounting statement of its transactions
with the rest of the world during a specified time period. Net (of amortisation) inflows are
recorded as aplus (that is receipts, credits), outflows are a minus (that is debits or payments).

The 5th edition of the IMF BoP manual provides for the separate reporting of financia
capital inflows (liabilities) and outflows (assets). Both the capital inflows and outflows of the
BoP are reported net of repayments. One advantage of these data is that they distinguish three
types of capital flows. foreign direct investment (FDI), portfolio investment and other
financial flows - comprised primarily of bank loans®®. This enables to study, for example,
whether FDI is «different» from loan inflows. A second advantage of this source is that the
consistent accounting framework enables us to relate capital inflows to other components of
the balance of payments. in particular, the current account, reserve accumulation, capital
outflows and reserve accumulation.

to expect domestic savings will increase on the assumption that some domestic resources, which would
otherwise have remained unemployed, are used in conjunction with foreign resources’. See K. Griffin (1970),
“Foreign Capital, Domestic Savings and Economic Development”, Bulletin of the Oxford University Institute of
Economics and Statistics, Vol. 32, N. 2, May, pp.99-112; K. Griffin and J. Enos (1970), “Foreign Assistance:
Objectives and Consequences’, Economic Development and Cultural Change, Vol. 18, pp.313-327; E. Eshag
(1971), “Comment”, Bulletin of the Oxford University Institute of Economics and Statistics, Vol. 33, N. 2, May.

° In 2000, Italy had the largest public-sector debt in Europe, worth 110 percent of GDP. Italy is bound by
European Union rules to balance its budget in the medium term: Italy pledged in 2000 to cut 2001 deficit to 0.8
percent of GDP, and to stop borrowing more money than it earns by 2003, whereas its debt should be reduced to
100 percent by 2003.

10 Usually, the three types of capital inflows (FDI, portfolio, and loans) are not significantly correlated with one
another over time or across countries. That is, there is little tendency for countries with large amounts of
portfolio capital or loans to receive correspondingly large amounts of FDI.
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Tab. 1 - Summary of international transactions

Line Item (effects on the Balance of Payments)
1 Exports of goods and services (+)
2 Imports of goods and services (-)
1+2 Merchandise balance of trade
3 Government grants ()
4 Investment income, net (bonds, stocks,...) (-)
5 Debt-service payments ()
6 Remittances, pensions, other transfers (+/-)
1+ ...+6 | Current account balance
7 FDI and portfolio assets, net (-/+)
8 Short term loans, net (+/-)
9 Long term loans, net (+/-)
10 Official assets, net (-/+)
11 Official reserve assets, net (-/+)
12 Allocations of specia drawing rights
7+...+12 | Capital and financial account balance
13 Changes in reserves, net (+/-)
14 Statistical discrepancy (errors-omissions)

Foreign aid (bilateral and multilateral) is largely classified as a transfer in the BoP and
excluded from capital inflows, but some forms of concessionary finance are included.
Exceptional finance transactions and IMF credits are included with total reserve
accumulation RES). Such transactions could be classified as capital inflows; but because
they are frequently associated with crises, debt forgiveness and debt restructuring, they are
negatively correlated with other inflows. Errors and omissions are frequently associated with
capita flight.

The following identity provides a simplified overview of the different types of transactionsin
the BoP accounts:

0=(CA +KA) + FINI + FINO + ERR + RES (2.1)
where:

CA = Current account balance,
KA = Capital account balance,
FINI = Financial inflows,

FINO = Financial outflows,

ERR = Errors and omissions, and
RES = Reserves and related items.

As usual, sources of foreign exchange, such as financia inflows and exports, are denoted as
positive (credits) while uses of foreign exchange, such as financia outflows and imports, are
negative (debits).

Thus, we have a current account, a financial account and a reserve account. What used to be
referred to as the capital account now corresponds most closely to the sum of the financia
account and the reserve account. Within this simplified framework, inflows of financial
capital can either be set aside in reserves, used to finance current account deficits, or be offset
by financial capital outflows.

If a country runs a trade deficit by having an excess of imports over exports, a number of
offsets may take place: increasing liabilities to foreigners, decreasing claims on foreigners,
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liquidating the pressures that would result if payments in foreign currencies had to be made
immediately. Similarly, a country that is increasing its investments abroad will improve its
investment position, but it will be creating minus entries in its current balance of payments
statement. But the long-run outlook for a country that is making substantial foreign
investment should be favourable, as a result of the future income that may be generated from
those investments.

From a very broad point of view, a common characteristics of Ldcs is a structural current
account deficit, where debt service payments represent a major and growing component —
together with imports -, which is not adequately contrasted by the value of exports, flows of
the net investment income received from abroad, net private and public remittances and
transfers. In the case of the capital account, most Ldcs remain fundamentally dependent on
foreign loans by private and public creditors (also in the form of foreign ad), net of
amortisation, to adequately contrast the relevant flows of capital flight (to Western bank
accounts, real estate ventures, stock and bond purchases) and the resident capital outflow.
The international reserve account, or cash account, is the balancing item, along with the
errors and omissions item, which reconciles statistical discrepancies, that is lowered in most
of Ldcs, because total disbursements on the current and capital accounts exceed total receipts.
In fact, Ldcs should balance any purchase of goods and services abroad and re-payments to
foreign countries — including debt-service payments (in the current account) and debt
amortisation (in the capital account), which represents the gradual liquidation (i.e. its
reduction) of the principa of former loans. But during the 1980s, the outflow to repay
accumulated debts exceeded the inflow of both public and banking loans, determining a
negative net transfer (or a perverse flow of financial flow transfer from poor to rich
countries). Moreover, debt-service payments must be made with foreign exchange; thus, they
must be covered through export earnings, curtailed imports, or further external debt.

From the BoP perspective, international reserves (which consist of gold, a few major foreign
currencies and SDR at the IMF) can be drawn on to pay bills and debts. But the poor
countries — as the SSA countries are - are likely to have a very limited stock of reserves, thus
the overall BoP deficit can inhibit the country’s ability to continue importing needed capital
and consumer goods. In these cases, there are some policy options:

(1) To seek to improve the balance of current account by promoting export expansion (by
supporting potentially competitive sectors) or limiting imports (through import
substitution policies, selective tariffs, physical quotas) or both of them (through a
currency devaluation or a structural adjustment and stabilisation policies to reduce
domestic demand — in order to lower imports — and to avoid inflationary pressures, which
contributes to an overvalued exchange rate that discourages exports).

(2) To seek to improve the balance of capita account, encouraging FDI and more
international borrowing, which implies the necessity of future repayments of principal
and interest.

(3) To seek to improve the stock of international reserves™.

A very smple and useful way of describing external debt, clearly referred to the BoP, is
through the usage of the concept of the basic transfer®?. It is the net foreign-exchange inflow

M Linked to this purpose, the Ldcs as a group are now exerting pressure at international level to agree to the
creation of supplementary SDRs, as the present forum for distributing current SDRs gives 75 percent of the total
to the 25 industrialised nations.

12 £ Stewart (1985), «The international debt situation and North-South Relations», World Development, N. 13,
February.
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or outflow related to its external debt. It is measured as the difference between the net capital
inflow (i.e. the difference between the gross inflow and the amortisation on past debt) and
interest payments on the existing accumulated debt. Thus, the basic transfer concept
represents the amount of foreign exchange that a country is receiving or losing each year
because of international borrowing.

Fn=dD
Where:
Fn isthe net capita inflow
D isthe total accumulated foreign debt
d is the percentage rate of increase of debt
BT=dD-rD=(d-r)D
where:
BT isthe basic transfer
r isthe average rate of interest (and rD istotal annual interest payments).
If r<d,then BT will be positive and the country will be receiving foreign exchange;
if r>d,then BT will be negative and the country will be losing foreign exchange.

From these relations, it derives that in the early stages of debt accumulation (when D is
relatively small), d is likely to be high and r is low (at least lower than d); exactly the
opposite to the situation when the accumulated debt becomes large and determines a self-
reinforcing phenomenon, into a downward spiral of negative BT, dwindling foreign reserves,
expectations of currency devaluation and substantial flight of capital, BoP deficit.

4. Foreign debt and development

In the 1990s, by analysing foreign debt and economic performance in an aggregate context,
economic literature has found a fairly robust statistical relationship between high foreign debt
burdens and poor economic performance®. What has not been adequately studied is that in
poor countries fragile budgetary systems may entail difficult fiscal policy tradeoffs. Thereis a
link between the effects of public debt on economic development and the effects of foreign
debt on economic devel opment.

In fact, possible channels that can transmit negative effects of the fiscal burden of foreign
debt on economic performance are:

0] Cash-flow effects stemming from public expenditure crowding-out. Public
expenditures could have complementary effects on private investment, but as these
expenditures are crowded out by public debt service, poor countries miss out on these
complementarity effects, and thereby experience lower levels of private investment
and growth than it would be possible.

(it) Cash-flow effects stemming from import compression. In fact, as the ability of poor
economies to substitute between imported and domestic capital goods is limited, a
reduction in capital goods imports will lead to a decline in investment activity and
growth. Moreover, import compression occurs both at the balance of payments level

13 p. Hjertholm, J. Laursen, H. White (2000), Macroeconomic Issues in Foreign Aid, DERG-Institute of
Economics, University of Copenhagen.
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and at the budgetary level (i.e. the effect of public debt service on the import-content
of government expenditure). Reductions in the import capacity of the government, as
aresult of debt service, can reduce government investment activity.

(i) Disincentives associated with a large debt overhang. Investors hope that their
expected return will be realised. An «overhang» of public debt can affect this
«incentive structure», because the tax disincentives associated with high debt burdens
(part of any future increase in output will go to repay foreign creditors: this will be
perceived domestically as a «tax» on investment returns, which in turn will
discourage investors)!* and broad measures of macroeconomic instability (there is a
lack of the element of certainty guaranteed by macroeconomic stability, which is
enabling for investment planning).

(iv)  As aresult of higher debt burdens, uncertainty about international creditworthiness
may produce restrictions on access to international capital markets.

Moreover, debt can increase the overall fiscal deficit directly by increasing debt service
payments™. It can lead to exchange rate depreciation, for balance of payments reasons,
whereby the fiscal deficit widens because the home currency value of public debt service may
increase relatively to public revenue. An increase in the part of the fiscal deficit that is
monetized (through higher government credits), can lead to monetary expansion and inflation
(exactly the same as in the budget deficit case described above). Exceptional financing, such
as payment arrears and rescheduling of debt payments maintains uncertainty about the future
debt servicing profile of the public sector, while at the same time disrupting ordinary trade
flows. Debt-induced fluctuations in macro indicators as inflation and exchange rates may
signal fiscal distress, thus reducing the incentive to invest®.

In more general terms, external debt may have adverse effects for the savings, foreign
exchange and fisca gaps in the longer term, that is negative effects for economic
development. These aspects should be part of any serious analysis of debt sustainability,
which is described in the next chapter.

5. Foreign debt and two-gap models

First of al, as a premise to this paragraph, it must be reminded that political motivations have
been by far the more important for official aid and loans, especialy for the major
industrialised countries®’. Creditors and donors give resources because it is in their political,
strategic, or economic self-interest to do so. Some assistance may be motivated by

14 As such, debt stock reduction may benefit debtors and creditors, and may thus be described as an efficient
«market-based» debt reduction. However, it must be added that the general state of the empirical evidence on
the link between debt overhang theory and poor investment performance of poor indebted countries appears
inconclusive.

15 1n budget account this phenomenon is well known: at the beginning there is negative primary deficit (for
example, 10 US$ bn), that is a difference between expenditure and revenue, net of interests. In the following
year, if thereis an interest rate equal to 10 percent, no new primary deficit, no budget surplus (revenues bigger
than expenditures), no monetary expansion to cover past deficit, then there will be new debt to cover non-
primary deficit (equal to interest rates: 1 US$ bn), and total debt stock will amount to 11 US$ bn. This
exponential spiral will lead to an increase of debt stock equal to 10 percent every year (the following year total
debt stock will amount to 12,1 US$bn), that is the interest rate. The way to face this problem, taking in account
the inter-temporal constraint of budget, isto reverse thistrend, inducing a positive primary surplus.

18 p. Hjertholm, J. Laursen, H. White (2000), op. cit.

17t isvery impressive the figures of US ODA at the beginning of the 1990s, when US assisted Israel with $176
per poor person, compared to $1,7 to Bangladesh, $2,7 to Tanzania, $3.6 to Mozambique.
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humanitarian desires, but there is no historical evidence to suggest that over longer periods of
time, rich nations assist others without expecting some corresponding benefits (not
necessarily financial: it may be military) in return. Nevertheless, the economic rationale has
been given lip service as the overriding motivation. And the principal economic argument*® is
that external finance can play a critical role in supplementing domestic resources in order to
relieve savings or foreign-exchange bottlenecks. This is the so-called two-gap analysis, which
requires specific attention.

Theoretical literature has analysed why most of the countries have had to supplement
domestic savings with foreign finance. This phenomenon shows the link between nationad-
income balance (the problems of internal imbalances in the macro-economy) and balance of
payments (external imbalances) analyses.

In fact, from an internal imbalance derives an external disequilibrium. In nationa income
analysis, the uses of national income must equal the disposal of national income:

(CHI+G+X-M) = (C+S+T) ® (I+G) — (S+T) = (M-X) (2.2

where:

C = consumption, | = grossinvestment, G = government expenditure
X = exports, M = imports, S = gross savings, T = taxes.
From the identity 3.1, it derives that:

(1+G) >(S+T) ® M > X (2.3

The relationship 2.3 means that if a government is spending more than it is earning, it will
imply aresource gap within the economy, and then imports will be greater than exports.

The model has two important features:

(A) The Harrod-Domar idea that investment requirements to achieve a given growth rate are
proportional to the growth rate by a constant known as the Incremental Capital Output
Ratio (ICOR)®.

18 Another important economic rationale is derived from the first one: external finance can facilitate and
accelerate the increase of domestic savings as a result of the higher growth rates that it induces. Another
rationale assumed to be important (but scarcely considered in the reality by the creditor countries) is the so-
called absorptive capacity of the recipient country, that isits ability to use funds wisely and productively.

91N the neo-classical growth model of Solow with labour-augmenting technical change, the ratio of capital to
output will be constant in steady state. Both output per worker and capital per worker will increase at the rate of
technical progress. The level of output, not the growth rate of output, will be a function of the investment ratein
steady state. One can derive a constant ICOR in steady state - it will be given by the ratio of the investment rate
to the sum of population growth and the rate of labour-augmenting technical progress. A high ICOR here could
reflect a high investment rate and a low population growth rate - both thought to be desirable - not necessarily
low efficiency of investment. The constant ICOR in the Solow steady state does not signify a causal,
proportional relationship between investment and growth. An exogenous increase in investment will raise
growth temporarily during the transition from one steady state to another. In the endogenous growth models of
recent years, the ICOR aso does not fare well. A decrease in the ICOR also does not necessarily imply
improved quality of investment. It may mean simply a lesser quantity of capital invested relative to other
factors. The endogenous growth models stress a multitude of inputs besides physical capital, such as human
capital, intermediate «new goods», and organisational capital. The ICOR is constant in the steady state of the
endogenous growth model, asin the Solow model. However, the constant | COR reflects the endogenous steady
state response of both growth and investment to the model parameters and to policies like the tax rate. It does
not represent a linear causal relationship between physical capital and output, because any increase in physical
capital with human capital held constant will run into diminishing returns. See W. Easterly (1999), «The Ghost
of Financing Gap. Testing the Growth Model Used in the International Financial Institutions», Journal of
Development Economics, No. 60, December.
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(B) Externa finance requirements are given by the «Financing Gap» between the investment
requirements and the financing available from the sum of private financing and domestic
saving.

(A) and (B) imply the following testable propositions:
(1) aid/loans will go into investment one for one®, and

(2) there will be a fixed linear relationship between growth and investment in the short
run. The constant of proportionality is one over the ICOR.

As in the Harrod-Domar model, output depends on the investment rate and on the
productivity of that investment. Investment is financed by savings, and in an open economy
total savings equal the sum of domestic and foreign savings.

This moddl ssmply repeats what the Harrod-Domar model stressed. Every economy must
save (total national savings = S a certain proportion of its national income, in order to
replace capital goods (buildings, equipment, materials), and to grow. New investment (= 1)
represent net additions to the capital stock (= K), and it will bring corresponding increases in
flow of national output, GNP (= Y). The relationship between K and Y is the capital-output
ratio (=K/Y=k). Sis some proportion (= s) of Y; | is defined as the change in the capital stock
(=DX=kDy¥). As we assume S=I, thus S=sY=CK=kD¥=I and, if sY=kKDY, then DY/Y (= the rate
of change or rate of growth of GNP, i.e., the percentage change in GNP) = gk. Thus, the rate
of growth of GNP is determined jointly by the national savings ratio and the national capital-
output ratio: the more an economy is able to save — and invest (and not to consume) — out of a
given GNP, the greater the growth of that GNP, the higher k is, the lower the rate of GNP
growth will be. Moreover, 1k, i.e. the inverse of k, is simply the output-capital or output-
investment ratio, that is productivity. Multiplying the rate of new investment (s=I/Y) by its
productivity (= 1/k), will give the GNP growth rate. This is what Rostow and others defined
the take-off stage: to increase s in order to have a sdf-sustaining development, which is
simply a matter of increasing national savings and investment.

From (2.3), in order to fill the domestic resource gap (insufficient domestic resources to
permit domestic expenditures), a foreign exchange gap is needed and created (imports
exceeding exports). It requiresto fill the foreign exchange gap. This can be done through the
usage of foreign exchange reserves or through externa financing (foreign aid, gross-border
sovereign lending by commercia banks, private foreign investment — foreign direct
investment and portfolio investment — loans from the World Bank, access to the drawing
rightsin the IMF).

Trade gap, which is based on the further assumption that not al investment goods can be
produced domesticaly, is in addition to the savings gap. If the savings gap is directly linked
to the Harrod-Domar model, the foreign exchange gap derives from the assumption that
production is constrained by inputs, which are provided by imports. In this case, the foreign
exchange gap can be described as a technological gap and the filling of this gap is useful to
buy these needed inputs, rather than being complementary to national saving. Hence a certain
level of imports is required to attain desired investment (i.e. once again the investment

2 1n an endogenous growth model, a lump sum transfer like aid/loans would have no effect on the rate of
investment. There is also a moral hazard problem with giving aid/loans on the basis of a «financing gap».
Recipient countries will have an incentive to maintain or increase the «financing gap» by low saving (i.e. high
consumption) so as to get more external resources. Even if the donor/lender puts savings conditions on the
aid/loans, the conditions may not be credible if the recipient perceives the donor as soft-hearted (donor
conditionality has indeed turned out to be ineffective in changing recipient behaviour). All of these theoretical
perspectives are inconsistent with the one-to-one aid/loan to investment link postulated in the Financing Gap
Model. See W. Easterly (1999), ibid.
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required to achieve the target growth rate). The import bill is financed either from export
earnings or foreign capital inflows (e.g. external debt and aid). If exports are not sufficient to
cover the whole bill the availability of foreign exchange (forex) to purchase imported capital
goods (rather than the supply of domestic savings) may become the binding constraint on
growth. Hence, there is binding trade gap, also called the foreign exchange (forex) gap®'.

Through foreign finance it is possible to fill the foreign-exchange gap, which alows the real
capital transfer in the form of imports greater than exports. The more domestic investment is
high, the more the foreign finance must be large.

The amount of needed foreign finance depends on the target level of GNP: at the given level
of GNP, foreign finance must cover the balance of trade deficit (=M-X), plus servicing of
external debt, outflow of interest, dividends and profits on private foreign investment, capital
flight, and the desired build-up of foreign exchange reserves. The net capita inflow is
equivalent to the net resource transfer, which finances the resource gap and the foreign
exchange gap. In filling the resource gap, foreign capital provides an equivaent increment to
the capital stock and, in filling the foreign-exchange gap, makes it possible to complement
domestic capital in production with imports (current account deficit).

Ldcs face either a shortage of domestic savings to match investment opportunities (= savings-
gap, or gap of domestic real resources) or a shortage of foreign exchange to finance needed
imports of capital and intermediate goods (foreign-exchange gap).

In order to facilitate econometric analysis, but at cost of being unrealistic, these two gaps are
assumed to be unequal in magnitude and independent, that is there is no substitutability
between savings and foreign exchange. In this case, one of the two gaps is dominant at a
given time.

If the savings gap dominates, then the country is not using all of its foreign-exchange
earnings, because of lack of sufficient productive resources (labour included) to carry out
additional investment through imports of additional capital goods from abroad. It means that
if the import occurs, then it will lead to inflation and to redirect domestic resources. Savings-
gap countries therefore do not need external debt.

Most Ldcs are assumed to fal into the second and worst case, when the foreign-exchange gap
is dominating. These countries have excess of productive resources (particularly labour) and
all used foreign-exchange is used for imports. They have complementary domestic resources,
which can not be used for new investment projects because of lack of externa finance to
import new capital goods. Thus, they do not reach the potential real rate of economic growth.

Obvioudly, such gaps forecasts are quite mechanistic and even if exports (=Ex) and capital
inflow (=F=M-Ex) seem substitutable, they have different indirect effects, especially
considering that F represents loans that need to be repaid.

Given the Harrod-Domar model assumptions, savings and trade limited performance can
prevent countries from dynamic growth process. If in a given country exports earnings make
it possible to get al the foreign exchange needed to buy imports and foreign capital, then
GNP growth could be constrained by the domestic savings gap®?. Wheress, if the country is

21 The two gaps are combined in the two-gap model. Growth will be constrained by the larger of the two ex ante
gaps. If aid isinsufficient to fill the larger of these gaps the desired growth rate cannot be attained. That is, the
gaps are not additive: aid simultaneously fills both gaps (by paying for imported capital equipment a single aid
dollar relaxes both the savings and the forex constraint).

22 The idea of agap only makes sense given an exogenously determined target growth rate. A distinction is thus
made between the ex ante savings gap (the difference between desired investment and domestic savings) and the
ex post savings gap (the difference between actual investment and domestic savings).
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not able to export enough, then the external gap will be the main constraint, and the economy
can not reach an higher productive capacity, because it can not augment the capital stock, and
it induces reduction to the rate of growth. Within the context of the Harrod-Domar modd,
this corresponds to the situation in which the warranted growth rate Gy = sv = saving
propensity/capital-output ratio), which satisfies the Keynesian condition for macro
equilibrium, is lower than the natural growth rate (n = | +t = population growth + progress of
technological knowledge), which allows the continuous maintenance of full employment. In
this dituation there is a growth path which is warranted (actual investment and saving =
desired investment and saving), providing the equilibrium between demand and supply in the
long run, without fully employment of labour force. The problem of knife-edge balance
between warranted and natural rates of growth that was introduced by Harrod and Domar, has
atracted a number of comments®. Foreign finance creates the situation, which satisfies the
condition for steady-state growth that is full employment, contrasting the resource and/or
foreign exchange gaps.

Chenery and Bruno introduced this two-gap model, based on internal and external balance, in
its theoretical aspects® in 1962, and it was clearly described by McKinnor?® in 1964, within
a neo-classical framework, based on the importance of financial support to growth. Then, in
1966, Chenery and Strout stressed, through an explicit model, the importance of expansion of
productive structures, in order to increase domestic investment and production, that is the
pre-condition to repay external finance and close the foreign exchange gap, through the rise
of exports®.

Still today economists at the World Bank use some variant of the Financing Gap model to
make growth and financing gap projections. According to the Spring 1995 reference guide to
the standard World Bank model, «the ICOR and prior investment determine GDP». Country
economists make assumptions about ICORs and national saving and calculate the Financing
Gap corresponding to a target growth rate. World Bank staff presents the result of this
calculation at meetings where aid donors agree upon aid amounts for a specific country. The
World Bank is not alone; virtualy all internationa institutions addressing the needs of poor
countries stress the short-run necessity of both investment and aid for growth. The
International Monetary Fund (MF) today trains developing country officials to project
investment requirements as the «target growth rate times the ICOR»2".

As the World Bank (1991) noted, «This so-called two gap model of the domestic saving and
foreign exchange constraint to growth guided external aid and lending agencies in judging the
extra resources that developing countries would need to finance imports and investment».
Economists computerised Chenery’s version of the Financing Gap model at the World Bank
in 1971, where Chenery was now the chief economic adviser to Bank President Robert

23 Robinson and Kaldor treated saving propensity as a variable depending on the distribution of income, whereas
Solow and Swan considered the capital-output ratio as avariable. See A. Sen (ed.) (1970), Growth Economics.
Sel ected Readings, Penguin Books, Harmondsworth.

24 H. B. Chenery and M. Bruno (1962), «Development Alternatives in an open economy: the case of Israel»,
Economic Journal, No. 72.

% R. I. McKinnon (1964), «Foreign exchange constraints in economic development and efficient aid
allocation», Economic Journal.

26 Chenery and Strout (1966) called their model the Two Gap model. The investment-savings gap was one of the
Two Gaps. The other was the trade gap which ex post is equal to the investment gap, but ex ante might be a
constraint in an import-constrained economy with fixed prices. IFI staff still occasionally use the trade gap
instead of the investment-saving gap, but thisis of little consequence since the two are equal.

27 see W. Easterly (1999), op. cit.
50



McNamara. Although Chenery and Strout were vague over what time horizon to use their
model, the computerised version of the model had a lag of one year from investment to
growth?®,

6. TheIMF and the World Bank approaches

Given the links between external disequilibrium, fiscal disequilibrium and inflation pressure,
it is useful to describe and examine the basic macroeconomic models utilised by the IMF for
«financial programming» of stabilisation plans. This approach, called the monetary approach
to the balance of payments?®, ensures consistency between the monetary impact of policy
changes and the desired balance of payments outcome. It is aimed at closing external
disequilibrium and ensuring inflation control, through budget control. The IMF mandate is to
finance temporary balance of payments disequilibria; when deficits are not temporary they
must be rendered so by corrective policy measures. The basic assumption is that inflation is
due to an excess of money supply, caused by deficit spending. The core idea is that austerity
reduces demand and, given the production level, prices decrease.

Rea GDP is taken to be exogenoudly determined and quite stable, the velocity of money is
assumed to be constant, whereas the change in the domestic price level is the endogenous
variable.

Economy is divided into four sectors. public, private, banking and foreign sector. Public
sector neither invests nor produces and it uses receipts for consumption and foreign assets
accumulation; private sector has no domestic financial asset, can borrow from commercial
banks and accumulates asset-hol dings abroad through capital flight. The balance of payments
is expressed as the difference between the private sector’s flow demand for imports and the
flow of domestic credit. Increases in domestic credit will be offset by decreases in foreign
reserves; a reduction in the rate of expansion of domestic credit will improve the balance of
payments performance and reduce domestic inflation, with any given rate of inflation. But
through changes in the rate of expansion of domestic credit, it is not possible to choose
independently the targets for the balance of payments and domestic inflation: in Tinbergen
terms, two targets can not be achieved with a single instrument. The use of the exchange rates
(the domestic currency price of a unit of foreign currency) as a policy tool provides the way
out of this problem. With two instruments at disposal, a government can attain the targeted
values for both the balance of payments and the rate of inflation.

Any increase in domestic real GDP and in domestic price raise spending on imports, while
devaluation will reduce imports if the volume of imports is responsive to relative prices™.
The volume of exports is assumed to depend on the relative price of foreign goods in terms of
domestic goods.

28 See W. Easterly (1999), op. cit.

29 See J. J. Polak (1957), Monetary analysis of income formation and payments problems, IMF Staff Papers,
Vol. 6, Washington D.C.; W. E. Robichek (1967) "Financial Programming Exercises of the International
Monetary Fund in Latin America’, Address to a seminar of Brazilian professors of economics, Rio de Janeiro;
IMF (1977a), The Monetary Approach to the Balance of Payments. Washington D.C.; IMF (1977b) "Theoretical
Aspects of the Design of Fund-Supported Adjustment Programs'. IMF Occasional Papers, September; H. G.
Johnson (1977) "The Monetary Approach to the Balance of Payments - A nontechnical guide', Journal of
International Economics, vol.7; F. Hahn (1977) "The Monetary approach to the Balance of Payments", Journal
of International Economics, vol.7.

30 But a common problem for developing countries is that a fall in the value of national currency relative to
other currencies makes terms of trade worse, reducing the real value of local resources for consumption, as
imports become more expensive, and increasing the cost of debt service, which is expressed in foreign currency.
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Money demand rises in proportion to the inflation rate and the growth rate of capital stock (or
capacity). Higher money demand due to capacity growth is «seignorage»: it is the money that
the banking system gets to create without inflationary complications.

The IMF approach is focused on inflation and foreign reserves, which is the instruments to
solve the problem of balance of payments disequilibria. The foreign exchange problem is
assumed to be the core issue, whereas the fiscal problem is not a priority within this model.

Foreign exchange and domestic total credit are the basic instruments. A ceiling level of
budget deficit is fixed. A limited increase in total domestic credit (instrument 1) should affect
domestic equilibrium, while devaluation of foreign exchange (instrument 2) should affect the
external equilibrium. But, in this model, the domestic effect induced by the foreign exchange
policy is not clear: income rate growth changes derived by this policy can be inversely
correlated to price changes.

Polak’s basis for theMF approach to stabilisation policies
The basic assumptions are:

Y = vMg
M =mY
Where:
Y = GNP Ms= money supply M = imports

v = margina propensity to keep money m = margina propensity to import

These assumptions, based on the quantity theory of money (MV=PT, where V= velocity of
circulation; P= price level; T= the number of transactions in the period), imply a constant
velocity of circulation of the quantity of money, which is the central pivot of monetarism: for
a given number of transactions, the relationship between the quantity of Money (=Ms) and the
price level (=p) is direct; thus, any increase in the money supply will lead to an increase in
the price level, i.e. to inflation®?.

The changes in the quantity of money and balance of payments are:

DMs=B + DD
B=X-M+K
Where:
B = changes in the balance of payments D = total domestic credit
X = exports K = total capital inflow, net
In equilibrium:
Y=Y, Ms=M g1 B=B.; DY=DY.1

Thus, any increase in domestic credit induces an higher level of imports (in order to keep the
monetary and income equilibrium), which reduces foreign reserves, without affecting real
production, employment and domestic rate of inflation.

31 «The principal tenet of monetarism is that inflation is at all times and averywhere a monetary phenomenon.
Its principal corollary isthat only a slow and steady rate of increase in the money supply — one in line with the
real growth of the economy — can ensure price stability». G. Macesich (1983), Monetarism, Theory and Policy,
Praeger Special Studies, New York, p. 3.
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For any level of K and X, the increase of domestic credit is dependent on the desired target of
balance of payments. Money demand is always stable, linked to income changes:

DM s=f (DY)

Any change of credit or quantity of money should be based on inflation and balance of
payments target.

Assuming a balance of trade deficit in a given Ldc, the IMF approach implies a stabilisation
plan to correct the external unbalance. Given the level of real production, domestic inflation
and employment, money demand is estimated, on the basis of the reduction of credit, needed
to correct the balance of payments. A reduction of fiscal deficit is the way, which can
improve trade account, through a reduction of domestic absorption; a reduction of the
guantity of money is another way, which operates through a reduction of inflation and
imports.

The main limitations of this model are:

(& it isbased on monetary variables, without taking in account any real variable (production,
employment);

(b) it is based on the flexibility of nhomina wages and on the link between domestic and
international inflation and interest rates (at least, a linkage referred to tradable goods
prices);

(c) it doesnot consider the possibility of a Keynesian context, where a reduction of domestic
credit is not the correct way to reduce the balance of payments disequilibria, because it
can produce, in the short-term, a change in production, employment and inflation. Also
devaluation can produce positive or negative effects in the short-term, according to the
change induced on nomina wages, and it determines domestic inflation pressure, in the
case of full employment.

This IMF approach can be combined to the World Bank model, which is a variant of the two-
gap growth model and is defined within the Revised Minimum Standard Model (RMSM).

If the IMF approach is based on financial variables, the World Bank focus is on red
variables.

If the IMF is concerned with temporary balance of payments disequilibria, the World Bank is
charged with the financing of growth and development over the medium-term. The basic
approach of the World Bank stresses the relationship between savings, foreign capital
inflows, investment and growth. The RMSM s an accounting framework linking the national
accounts and the balance of payments, focussed on the foreign financing gap and on the need
of foreign borrowing. Inflation, in this case, is not considered an endogenous variable within
the model. The incremental capital-output ratio, private sector savings rate and exports are
assumed as exogenous variables. The growth of real GDP is based on the available level of
investment (or the required level, consistent with a desired rate of growth), thus the basic
relationship is between changes in output and investment. An increase in output increases
both domestic savings according to the given saving rate, and the inflow of foreign saving,
according to the marginal propensity to import. In order to raise domestic savings the policy
tool available in the World Bank model are public consumption and tax receipts:

(& A reduction in public consumption increases public sector saving while leaving private
saving unchanged.

(b) Anincrease in tax revenues raises public sector saving while reducing private saving, but
this reduction is smaller than the increase in public sector saving, as the private sector
responds to the decline of disposable income by reducing both saving and consumption.
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The RMSM framework is used, in the context of the two-gap growth models, to determine
the growth effects of different levels of foreign financing. For a given growth rate the
incremental capital-output ratio determines the required level of investment; if foreign
savings is constrained, domestic savings is determined residually. Nothing can ensure in this
model that this domestic savings level is consistent with the real level. With the introduction
of the exchange rate, the model is determined even with a constraint on foreign inflows:
through an exchange rate depreciation, an increase in exports can be induced to produce the
foreign exchange needed to purchase the «required» minimum level of imports.

The model developed by Moshin Khan, Peter Montiel and Naadem U. Hague? in 1990 is an
attempt to merge the IMF and the World Bank approach within a common framework, in
designing adjustment programs to support lending activities.

Another interesting study, presented by Khan and Knight®*, simulated two different

approaches, referred as a «standard» short-term-oriented stabilisation program and an
«extended» version. Both of these models are aimed at improving the balance of payments
situation; what is different is time horizon. The standard approach is searching for an
immediate improvement (a coherent outcome is expected within one year), whereas the
extended version is a less intensive, but more prolonged strategy. What the comparison,
based on 29 Ldcs, shows is that any reduction in domestic credit and fiscal deficit affects real
variables and that different time horizons produce different real costs of adjustment. The
shorter is time horizon, more drastic is intervention (strong recession followed by strong
improvement of balance of payments) and higher are socia costs, in terms of unemployment,
and less durable is performance®*. In the long run, a gradual approach seems to produce an
higher income growth rate and/or lower external deficit>°.

7. A three-gap model

Even as its use spread throughout the World Bank and other International Financial
Institutions (Fls), the run of the Financing Gap Model in the academic literature was

32 M. Khan, P. Montiel and N. U. Haque (1990) "Adjustment with Growth: Relating the Analytical Approaches
of the World Bank and the IMF", Journal of Development Economics, vol.31.

33 M. Khan, M. D. Knight (1981), «Stabilisation Programs in Developing Countries: A Formal Framework»,
IMF Staff Papers, Washington D.C.

34 «(...) It took the United States seven years to reduce its fiscal deficit from 6 percent of GNP to below 4
percent. IMF stand-bys, meanwhile, can require lowering a 6 percent fiscal deficit to 3 percent in only one year.
Isit logical to ask othersto do what one is unwilling to do oneself?». P. Meller (1990), «Comments to "What
Washington Means by Policy Reform'», J. Williamson (1990),

Latin American Adjustment: How Much Has Happened?, Institute for International Economics, Washington
D.C.

35 A. Buira (1983), «IMF Financial Programs and Conditionality», Journal of Development Economics, No. 1.
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closing®. A «gap» segment of the literature still exists today in the three-gap model of Bacha
1990 and Taylor 1993, but the spirit of the three-gap mode is far from the two-gap model®’.

The basic idea is that on growth analysis, it is important not only to look at the efficient
allocation of resources, but at the amount of savings (Adam Smith’s approach) and if and
how it is trandated into productive investment (the Keynesian problem). In the same way,
debt crisis can not be reduced to a conventional problem of Balance of Payments, given its
structural nature and fiscal implications (which are neglected by the IMF approach). From
these main limitations of the two-gaps approach, focused on the abstract idea of savings and
operating on the foreign exchange problem, it derived the so-called third gap. As current
account deficits become structural, because of the huge amount of foreign debt compared to
domestic economy stock and flows, it then implies a fiscal problem, when foreign debt is
public or publicly guaranteed, asit isin SSA case. There is a structural gap between fiscal
revenue and debt service, which induces a structural constraint on public budget, imposing
drastic cut on expenditures and investment. This gap, which can be linked to hyperinflation
that induces demonetisation®® and dollarisation®, represents a main feature of permanent
foreign debt crisis and can be modelled as a much more flexible approach.

In the three gap models, output is an adjustment mechanism in Keynesian fashion and so it
has not a stable relationship to investment. As Taylor 1993 (p.19) puts it, the three gaps
model drops «the older gap models maintained hypothesis that output is predetermined by
capital accumulation»“°.

The amount and maturity of foreign debt repayment obligations in poor countries create
dramatic disequilibrium of balance of payments, which should be financed by trade balance
surplus. Moreover, given the public nature of foreign debt, foreign disequilibrium is linked to
public finance problems, which have exacerbated the problems. The solution of these two

38 The majority view in the literature is based on the 1980s neo-classical critics of development policy: resource
alocation is more important than resource quantity. Neo-classical critics emphasised «getting prices right».
They pointed out growth failures who had high investment but «wrong» prices. The Financing Gap model had
no role for prices in resource allocation and so the neo-classical approach seemed to rule out reliance on the
Financing Gap model. The defenders of the use of the Financing Gap model in the |Fls responded that aid and
investment were necessary but not sufficient conditions for growth. The idea seemed to be that the Financing
Gap model gave the financing requirements for the «necessary» investment in the short-run, while 1FI-imposed
conditions on getting prices right and other policies would give you the «sufficient» conditions for short-run
growth.

37 Over the years a number of other gaps have been proposed, such as the skills gap (lack of technical expertise
constrains the level of investment which could be attained.), technology gap, the food gap, the gender gap and
the environment gap.

% Financial component of indebted economies have a role in the vicious circle: because of national
macroeconomic crisis, the private sector’s portfolio is much more attracted by foreign assets, inducing an excess
of domestic assets supply and increasing demand of international assets. Linked to the problem of tax evasion
and elusion, which are increased by the presence of credit rationing in international markets, government is not
able to finance its debt and it is obliged to cut expenditure. Taking in account the important flows of capital
flights, the net result may be aresource transfer from indebted to foreign countries.

39 Dollarisation (or currency substitution) refers to a situation in which a foreign currency is used, concurrently
with the domestic currency, as a unit of account. It may involve aloss of seignorage revenue (i.e. the extraction
of real resources by means of base money creation, which reduces the purchasing power of private holdings of
cash money balances due to inflation: an inflation tax), because the demand for domestic base money is lower
than otherwise, thus leading to increased monetary financing and high inflation, which induces a further
reduction of domestic money balances and an inflationary spiral and full dollarisation.

0 See L. Taylor (ed.) (1993), The Rocky Road to Reform: Adjustment, Income Distribution, and Growth in the
Developing World, MIT Press, Cambridge and E. L. Bacha (1990), « A Three-Gap Model of Foreign Transfer
and the GDP Growth in Developing Countries», Journal of Development Economics, No. 32.
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transfer problems linked to debt servicing — from State (through budget surplus, the increase
of public debt and/or creation of money) to abroad (through foreign debt) — produced
conflicts between targets and instruments. The double disequilibrium induced and interacted
with macroeconomic instability, such as capital flight, high inflation, and financial system
weakness.

Given these premises and contrasting the monetarist approach of the IMF, an alternative
approach focused on other interpretations of inflation process rather than being ssimply due to
a monetary supply expansion. Indexed contracts determine inflation inertia and behaviour of
social actors does not correspond to rational expectations theory.

But, especially when the tax system is not indexed to inflation, its efficiency drops as
inflation goes up. It is due to lags between tax assessment and tax collection, as real receipts
progressively decline as inflation runs faster Olivera-Tanzi effect)*!. Thus, inflation may
increase government spending on entitlement programs (such as subsidies and transfers), or
lead to an increase in tax revenue if tax rates are progressive, but it can aso reduce red
revenue in the presence of collection lags.

The resource and foreign exchange gaps are not the only constraints. Based on the
Gerschenkron hypothesis*? that emphasised the crowding-in effect between private and
public investment, Bacha in 1990, a few years after the Chenery and Bruno work appeared,
stressed the role of fiscal gap. Fiscal limitations can open a gap between desired and feasible
growth rate through the public sector accounts. From one side private investment can be
crowded in by public capital formation through complementarities, rather than assuming the
presence of a crowding out effect (as in neo-classical and monetarist approaches). And, from
another side, public investment is drastically cut after a debt crisis, because foreign
obligations owed by the government induce to channel its own resources to honour them.

The fiscal gap is a subset of the savings gap, the former may be the binding constraint if there
is some limit on public spending (say, through a borrowing target) and private investment is
linked to public investment through a crowding in (or out) relationship.

Capacity utilisation, i.e. the extent to which new and existing productive capacities (derived
from past investments) are utilised, is of magor importance for growth in developing
countries. Government efforts to increase capacity utilisation are thus important, and involves
spending on infrastructure, education, health services etc. Curbing these efforts to increase
capacity utilisation can occur when government resources for investment and imports are
insufficient, inter alia, as a result of large public debt service; indeed, evidence is available
suggesting that government expenditure in the sub-Saharan African region has been curtailed
by foreign debt service™. External resources directed to the government budget could thus
facilitate filling this fiscal gap**.

*1 The lack of considerations on exact timing of al the effects of macroeconomic policies proposed by
monetarists is one of the main weaknesses of their approach. That is why the importance, stressed by M. Khan
et a., of introducing expectations on the analysis of adjustment policies: «The introduction of short-run dynamic
behaviour, say through lags in adjustment of prices to monetary disequilibrium or through slow revision of
expectations to future inflation, while perhaps not changing the overall conclusions, would nonetheless yield
useful insights on the time path of prices and thereby the adjustment process». M. Khan, P. Montiel e N. U.
Haque (1990), op. cit.

42 A. Gerschenkron (1965), Economic Development in Historical Perspective, Harvard University Press,
Cambridge.

43 See D. Fielding, (1997) «Modelling the Determinants of Government Spending in Sub-Saharan Africa»,
Journal of African Economies, No. 6.

44 p_Hjertholm, J. Laursen and H. White (2000), op. cit.
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In such away, the available resources to finance investment are:

[(S1) = private component] + [(T-G) = public component] + [(Ex-IM) = externdl
component] = resources to finance investment (2.4)

Given the presence of inter-linkages between all the components of available resources, the
reduction of external resources can induce a reduction of domestic public components (public
investment), thus discouraging also the private ones. In the case of both fisca gap and
resource gap, government can try to increase the primary surplus (i.e. the difference between
taxation earnings and public expenditures) in order to balance the reduction of net foreign
transfer. If the government can not move in this direction, then it can try to use deficit
spending, but this option can provoke hyper-inflation pressure, particularly when devoted to
consumption expenditures, which can be more appropriate than investment if they are less
dependent on imports than investment. This will affect less negatively the balance of
payments equilibrium. Also when fiscal gap and foreign exchange gap coexist, there is a
reduction of investment due to the reduction of foreign net transfer, which can be faced in the
short run through the usage of foreign exchange reserves or export-promotion policies.

Chisari and Fanelli*® have stressed the inter-dependence between fiscal gap and investment
level (which induces capital stock formation), by conceptualising the idea of an hysteresis
effect on capital formation in the long-run®. A reduction in capital stock, due to falling
foreign resources, in fact may imply the fallacy of any policy devoted to restore the previous
situation. Not only do the stabilisation policies for reducing expenditures appear problematic,
but it also leads to an increasing need of foreign resources to restore growth, particularly in a

45 0. 0. Chisari and J. M. Fanelli (1990), «Three gap models, optimal growth and the economic dynamics of
highly indebted countries», Quaderni del Dipartimento di Economia Politica, N. 101, Universita degli Studi di
Siena, Siena.

48 Hysteresis represent the history dependence of physical systems. If you push on something, it will yield: when
you release, if it does not spring back completely, it is exhibiting hysteresis, in some broad sense. The term is
most commonly applied to magnetic materials: as the external field with the signal from the microphone is
turned off, the little magnetic domainsin the tape don't return to their original configuration. Hysteresis happens
in lots of other systems: if you place alarge force on your fork while cutting a tough piece of meat, it doesn't
always return to its original shape: the shape of the fork depends on its history. Hysteresis loops happen when
you repeatedly wiggle the system back and forth (cycle the field up and down). The magnetisation of atape will
“lag behind” as the field sweeps up and as it sweeps down. The memory in the tape is the magnetisation
remaining as the field is released to zero from a large value. In magnetic tapes, this lag is repeatable: the shape
of the loop after the first cycle is roughly the same as it is after many cycles. (This is convenient for doing
multiple recordings on the same tape). Hysteresis was an unpopular subject for decades. Experimentalists
generally tried to get rid of it, so they could get publishable equilibrium data. Theorists cringed from thinking
about non-equilibrium, dirty materials with long-range elastic or magnetic forces. But styles change: dirt and
non-equilibrium are now a major focus of research in physics. See: J. P. Sethna, K. Dahmen, S. Kartha, J. A.
Krumhansl, B. W. Roberts, and J. D. Shore (1993), «Hysteresis and Hierarchies: Dynamics of Disorder-Driven
First-Order Phase Transformations», Phys. Rev. Lett., N. 70, 3347.

The concept of hysteresis (i.e. history dependence, persistence, memory) is linked to that of irreversibility (i.e.
temporal asymmetry), as the main state of nature, which represents the basis of the new theories on dynamic
equilibria and is directly derived from termo-dynamic literature. Quite interestingly, economic literature has
followed the main shifts in physics paradigms. neo-classical equilibrium corresponded to dynamic models of
classical physics, both being based on determinism, reversibility, steady-state and predictability; whereas new
challenges for social sciences are specifications of dynamic and complex systems, based on uncertainty,
bifurcation, probabilities, chaos. These dimensions correspond to theories of physics that emphasise
irreversibility, probability, coherence, and they imply the importance of specific history (which means time and
institutions) in determining every social phenomenon. Consequently, economics has increasingly devoted its
attention to the so-called path dependency, historical inertia, dynamic equilibrium. See N. Georgescu-Roegen
(1971), The Entropy Law and the Economic Process, Harvard University Press, Cambridge; N. Georgescu-
Roegen (1976), Energy and Economic Myths, Pergamon Press, New York; R. Brunettaand R. Turatto (1992),
Disoccupazione, isteresi eirreversibilita, Etas Libri, Milano.
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context of limited capital stock. A dramatic exogenous shock can not be easly
counterbalanced by a political reaction aimed at restoring the previous state.

What makes the three-gaps model particularly useful as referred to Sub-Saharan African
countries is the fact that it recognise the crucial importance of fiscal problems, rather than
emphasising the use of external borrowing for investment purposes (filling the savings gap)
in light of the expected future growth path of the economy or addressing the issue of external
solvency in order to service debt obligations with foreign exchange (filling the foreign
exchange gap). To stress the point written at the beginning of this chapter, it is important,
particularly in the Sub-Saharan African countries, to remember that governments borrow to
finance fiscal deficits, whereas countries borrow to finance Balance of Payments deficits. The
importance of fiscal deficit has a particular nature in Sub-Saharan African countries, where
the decision-making process leading to government budget is not based on the planning
mechanism experienced in developed countries. In the latter case, in fact, governments fix a
desired level of public expenditure, forecast ordinary revenue and define how to finance the
residual gap. In Africa, on the contrary, fiscal deficits may reflect a surge in public
expenditure, imposed by various lobbies as a way to escape from political conflicts, and in
these cases decisions on expenditure and «easy and readily available» rather than optimal
financing are simultaneous, at the best*’. The need of resources as a way of war finance,
support to a big push, nationalisation of private sector problem debt, finance of current
expenditure implies the risk of excessive public spending financed through external debt.
This phenomenon reflects the weakness of fiscal system in Africa, an heritage of structural
political, economic and socia problems that limits the ability of African governments to
generate domestic revenue. The lack of a broad tax base is the most evident limitation, at this
regard. Since the 1970s, the expansion of urban population to be subsidised rather than taxed,
the increase of recurrent expenditures®®, the sharp decline of export earnings which followed
an initial commodity boom linked to the oil price dynamics, the mechanisms of quasi-fiscal
deficit (originated from debt of public sector enterprises), the gradual dismissal of
parastatals™® concurred to increase fiscal deficits. These aspects will be investigated in
chapter 4.

8. Some complicating macroeconomic factors. Thefungibility argument

Redlity of foreign borrowing is always complex, as the amount and nature of debt
significantly affect domestic savings, government expenditure and revenue (i.e. financing
patterns). Debt is not smply financial amounts originated abroad, which are added to funds
originated from domestic resources. Fiscal behaviour of governments that receive debt is
directed affected by debt itself.

An approach of development literature devoted to these complicating factors is the so-called
«fungibility» argument®®, which has been widely used to discuss aid. If an African
government has $100 million to be allocated between building hospital or buying arms and it
decides to build hospital, when a donor offers the government $100 million of soft loans for
health programs, then the African government can free its own resources to buy arms.

47 V. Tanzi (1985), «Fiscal Management and External Debt Problems», H. Mehran (ed.), External Debt
Management, IMF, Washington D.C.

“8 Unproductive expenditures, such as military ones, crowd out development spending.

9'In alot of African countries, the use of parastatals was an effective way of broadening the revenue base,
through the taxation of agricultural exports.

0 H. Singer (1965), «External Aid: For Plans or Project 2, Economic Journal, No. 75.
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Without any diverson of fund, the actual impact of debt, measured by the margind
expenditure that is related to it, is to increase military expenditures. Thus, fungibility implies
an impact on the types of government expenditure supported, but it aso affects the increase
of consumption or investment. In fact, Griffin®, considering inter-temporal consumption
decisions and aid fungibility, demonstrated that future consumption (in time t+1) will be
(1+r) times the value of savingsin timet (r being the return of capital).

In the case of soft loans owed to bilateral donors, external debt can be treated like any other
income, and shared between consumption and savings according to their margina
propensities (i.e. recipient

G wishes), rather than assuming
M that it is used to incresse
investment only. For a given
level of income, there is a
K budget congraint (in the
figure is KL, whereas
consumption is at point P and
., Q domestic savings is L-CY).
c External debt moves

i consumption to Q and
domestic savings fall to L-C?..
Thus, there is no one-to-one
relationship between debt and
0 s L N savings-investment, as in the

b gap-models.

Another approach used to
analyse the complicating factors is focused on the fiscal response to external debt. Empirical
evidence has been used to test how external debt induces higher capital expenditures
(=investment), lower recurrent expenditures (=consumption), lower tax effort (=revenues).
As a consequence, these effects can increase or decrease the budget deficit.

9. The additional problem of Dutch Disease

Concerns on Sub-Saharan development perspectives have come to be focused around
concepts of a «Dutch disease»®, which describe potentially negative outcomes associated
with an economically significant minerals export sector. As a result of these concerns and
other factors, most oil exporting countries have adopted conscious policies of diversification
aimed at increasing the economic contribution of other sectors.

These concerns are corraled under the term «Dutch disease», which made its appearance

when Holland’s manufacturing sector experienced a loss of competitiveness, particularlgl

export competitiveness, following the Schlochteren natural gas discoveries in the 1960s>°.

°1 K. Griffin (1970), «Foreign Capital, Domestic Savings and Economic Development», Bulletin of the Oxford
University Institute of Economics and Statistics, No. 32.

52 W.M. Corden (1984), «The booming sector and Dutch disease economics: survey and consolidation», Oxford
Economic Papers, No. 36(6).

%3 JJ. Struthers (1990) «Nigerian oil and exchange rates: indicators of Dutch disease», Development and
Change, No. 21.
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The problem has been mainly laid at the door of an overvalued currency, the appreciation of
which, in turn, was blamed on the strength of Dutch hydrocarbon exports®.

The Dutch disease or, in its more generic format, the «booming sector model» is therefore the
description of an economy in which there is co-existence of a booming minerals sector and a
lagging or shrinking sector. The latter was initially identified as manufacturing, but the ideas
have also been extended in other economies to cover agriculture.

In fact, the standard Dutch disease model incorporates significant movement of resources out
of manufacturing into the minera boom sector. Developing countries have very little
manufacturing and therefore few capital or labour resources that would move out even if ail
were not an enclave. Main exports, being based on an export enclave model, have little or no
connection with domestic economy. On the basis of the particular nature of such
manufacturing as does exist in developing countries, Benjamin et al. therefore argue that the
developing country variant of the Dutch disease model sees the resource-movement (and
spending) effect adversely affecting agriculture rather than manufacturing.

In any case, «Dutch disease» hypothesises a wider set of costs to be associated with a
booming mineral sector.

From the literature®, one can distil three main effects/problems that have been associated
with a booming mineral exports sector:

a) The spending effect. This occurs when part of the additional income generated thanks to
the mineral boom is spent in-country on non-traded goods and services (education, health,
welfare, construction, other services), leading to excess demand for these since imports
cannot flood in to meet demand and since domestic supply constraints exist. As a resullt,
there is price (and, hence, profit) appreciation. In comparative terms, local production of
traded goods becomes relatively less profitable and this encourages its relative
contraction.

b) The resource-movement effect. This occurs when the boom in the minerals sector causes
the marginal product of factors employed in that sector to be raised. In other words, as the
output price of the extracted mineral rises, so does the apparent productivity of production
factors such as labour and capital. Where these resources are mobile, they will be drawn
out of other sectors into the booming minerals sector. Put more simply, investors will
invest capital in minerals rather than other sectors because their investments will bring
higher returns, and workers will also prefer this sector because they will be paid more.

c) The currency appreciation effect. According to the standard description, the mineral
boom will cause the local currency to strengthen and appreciate. This will hinder exports
by increasing their price and will encourage imports by reducing their price, thus
discouraging import substitution. In particular, this is felt to create problems for the
manufacturing sector as it did in Holland®.

Referred to foreign debt, the Dutch disease phenomenon basically describes a situation where
an inflow of foreign exchange in any form (i.e. from export earnings, loans or grants) puts

> N.C. Benjamin et al. (1989) «The Dutch disease in a developing country», Journal of Development
Economics, No. 30.

5 A. Jazayeri (1986), «Prices and output in two oil-based economies: the Dutch disease in Iran and Nigeria»,
IDS Bulletin, No. 17(4) and M. Fardmanesh (1991), «Dutch disease economics and the oil syndrome: an
empirical study», World Development, No. 19(6).

%6 R. Heeks (1998), « Small Enterprise Development and the Dutch Disease in a Small Economy: The Case of
Brunei», IDPM Discussion Paper Series, Discussion Paper No. 56, University of Manchester.
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upward pressure on the real exchange rate of the recipient country by stimulating more rapid
domestic inflation. Thus, a large inflow of foreign debt may therefore result in a loss of
competitiveness of exports, counteracting other efforts to increase exports. The inflationary
effects of foreign debt, however, may be mitigated by the inflow of foreign commodities
purchased that increases the supply of commodities in general or reduce supply bottlenecks in
the economy, have a deflationary impact, which may exceed the upward pressure on the redl
exchange rate as a result of the debt. Thus, there are some counteracting effects, and it is not
possible a priori to determine what effects an increase in foreign funds will have on the
recipient country’s exchange rate, and hence, on the competitiveness of its exports. In any
case, in countries where foreign debt plays a crucia role in covering externa deficits, it is
dangerous an induced real appreciation of the rate of exchange and it is clear that the release
of foreign exchange into the domestic economy needs to be in accordance with the absorptive
capacity of the economy.

An important genera rule is that debt must help close resource gaps in the long run, rather
than merely filling these gaps in the immediate future. While foreign loans may well be
needed to help finance investment, imports and public expenditures, the longer-term
perspective should always involve using loans for enhancing recipient countries’ ability to
mobilise their own resources. This would imply provision of financial and technical support
for mobilisation of the domestic savings needed for investments (closing the savings gap)°®’.

The same rule must be applied to closing the forex-gap (the long-run development objective
must be that a country’s own export earnings should be sufficient to meet import
requirements®®) and the fiscal-gap (the long-run objective of aid is that a country’s revenue
efforts should be sufficient to cover its public expenditures®).

Other general rules seem to be much less evident: a case-by-case analysis is the most
appropriate way to investigate the relationship between debt and devel opment, as the context
and its specific dynamics do matter alot.

10. Last but not least, the important role of all the players

The importance of al the players involved in the «debt game» is a further element to be
seriously considered in order to define a more complex map of the inter-relationship between
foreign debt and development. And these players change over the countries and years: officia
lenders prevail in SSA, whereas commercial banks are the bulk of lendersin Latin America.

The importance of players behaviour in determining the rea relationship between debt and
development is demonstrated by a further element: the nature, effectiveness, stability and
reputation of ingtitutions involved in the debt game as creditors, which facilitate the
mechanism of financial intermediation.

As anaytically described, economic theory assigns a basic role in development process to
national and international finance. Loans are viewed as vita inputs in the resolution of
growth problems. Since many people and firms are assumed to have unmet credit needs, the
delivery of targeted loans becomes a major feature of development activities.

57 J. Kovsted (2000), «Financial Sector Aid», in F. Tarp (ed.) (2001), Foreign Aid and Development: Lessons
Learnt and Directions on the Future, Routledge, London.

%8 |t means that debt should be used to support a conducive policy environment; to finance infrastructural
development, and to direct support export promotion.

%9 It means that debt should be used to increase government revenue in a manner, which minimises the
distortionary nature of taxation, and to promote the effectiveness and efficiency of expenditures.
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In the theoretical Arrow-Debreu world, based on no information or transaction costs, there is
no need of financia intermediation. However, this world is clearly built upon unrealistic
assumptions. Intermediaries are essential once imperfections and frictions are introduced in
the model: market conditions are not perfect, the economic exchange is costly, information is
costly and asymmetrically distributed across agents, technological frictions prevent
individuals from having access to economies of scale. Financial intermediaries relax the
frictions mobilising savings, better allocating resources, facilitating the trading, hedging,
diversifying and pooling of risks.

The work of Joseph Schumpeter®® introduced the idea that the services provided by financial
intermediaries are essential for technological innovation and economic development.
Empirical work by McKinnon®® and Shaw®? illustrated the close ties between financial and
economic development, whereas influential economists such as Lucas®® said that the
relationship between financial and economic development is «over-stressed».

Some recent studies® tested the positive relationship between financial depth and growth.
They were based on regression analysis for large cross-sections of countries, having the
following form:

Yt =lp + 1 FDi + bXi + & (2.5)

wherey; is the rate of growth of country i, FD; is an indicator of financia depth, X; is a set of
control variables, and g isthe error term.

Market imperfections are justification for national and international financial institutions.
These perceived imperfections include both fairness and efficiency aspects. Centrally planned
economies have been extreme examples of this where free markets are distrusted to do what
it is efficient and fair, and where lending is often an integral part of fiscal policy. In mixed
economies, imperfections in both financial and non-financial markets are cited to justify
administered credit. These include — at national and international level — usurious
moneylenders and institutions, dispersion in interest rates on loans, poor people and countries
who lack access to market loans, asymmetric information, and bankers who fail to recognise
the socia and global positive externdities of lending to people and countries with credit
needs. This perspective leads to the conclusion that there are many potential borrowers who
are credit constrained, because of badly performing financial markets®.

Given the failures of fifty-years directed loan programs - subsidised loans that are alocated
by administrative decisions -, which have been used by governments and donors as broad-
spectrum policy tools and fuelled foreign debt trap, since the 1980s a contending view
emerged. This switch to a new focus to the role, behaviour, interests and responsibilities of
financia intermediaries, due to the failure of international borrowing mechanisms, was

603, schumpeter (1912), The Theory of Economic Development, Harvard University Press, Cambridge (English
version, 1934).

®1R. 1. McKinnon (1973), Money and Capital in Economic Development, Brookings Institutions, Washington
D.C.

62 E. Shaw (1973), Financial Deepening in Economic Growth, Oxford University Press, New Y ork.

% E. R. Lucas Jr. (1988), «On the Mechanics of Economic Development», Journal of Monetary Economics,
XXII.

% See R. G. King and R. Levine (1993), «Finance and Growth: Schumpeter Might Be Right», Quarterly
Yournal of Economics, vol. 108, No. 3 and M. Khan and A. S. Senhadji (2000), Financial Development and
Economic Growth: An Overview, IMF Working Paper, No. 209, Washington D.C.

8 See J. Stiglitz and A. Weiss (1981), «Credit Rationing in Markets with Imperfect Information», American
Economic Review, vol. 71.
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reinforced by general economic and financial reforms in numerous developing countries that
provided an enhanced environment for financial markets. Nowadays, both the traditional
Directed Credit Program approach, based on lending mechanisms, and the new Financial
Market Paradigm, stressing developing durable and sustained relationships among financial
intermediaries, creditworthy clients, and depositors and being much more concerned with the
well-being of financia infrastructure, co-exist. That is why, in the meantime, on the
international agenda, there are both the issue of debt relief and new lending and the issue of
reforming the international financial architecture. The crisis of debt can not be simply
reduced to borrower responsibilities. The nature, composition and strategies of lenders to
SSA must be seriously considered in analysing debt problems, as they are main players of the
“game”, and they are not the same players who play the “game” in Latin America.

Referring to the SSA case, as external debt is basically owed to official lenders, political
motivations of donors in providing aid and soft loans are particularly important. Quite apart
from the measurement difficulties, quoting statistics on the volume, direction, and trends in
development assistance is of little relevance without an understanding of the ultimate
objectives of foreign aid. In fact, “there is no historical evidence to suggest that over longer
periods of time donor nations assist others without expecting some corresponding benefits
(political, economic, military, etc.) in return” ®®. ODA from the DAC countries has been
generaly allocated according to such criteria as strategic foreign policy interests, historic ties,
rather than per capita income. “Granting aid to another country is basically a political
decision and as such, therefore, a nation’s aid programme is first and foremost a tool of its
foreign policy. The historical record of foreign aid provided by traditional donors has amply
proved this point. Among the objectives they have tried to achieve through aid, thus serving
as its primary motivations, most important have been those in the realms of security, politics,
ideology, and economics’ ®’. Besides, the biggest simple misconception about foreign aid and
debt is that lenders send money abroad. They don’t. Ninety-three per cent of AID funds are
spent directly in the United States to pay for equipment, raw materials, expert services, and
food...

% M. P. Todaro (1989), Economic Development in the Third World, Longman, New Y ork, p. 485.
67'S. Hunter (1984), OPEC and the Third World: the Politics of Aid, Croom Helm, London, p. 53.
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3. Stock, Burden and Sustainability of Debt

1. Classification of economies

For operational and analytical purposes, the World Bank’s main criterion for classifying
economies is now gross national income (GNI) per capita.

For the first time, the 2001 edition of the World Development Indicators uses terminology in
line with the 1993 System of National Accounts (SNA).

Tab. 1 - Fromthe past to the new terminology for classifying economies

Previous terminol ogy New terminology
Gross national product, GNP Gross national income, GNI
GNP per capita GNI per capita
Private consumption Household final consumption expenditure
General government consumption General government final consumption expenditure
Gross domestic investment Gross capital formation

Many countries continue to compile their national accounts according to the 1968 SNA, but
more and more are adopting the 1993 SNA. A few low-income countries still use concepts
from older SNA guidelines, including vauations such as factor cost, in describing major
economic aggregates.

GNI (formerly referred to as gross nationa product, or GNP) measures the total domestic and
foreign value added claimed by residents. GNI comprises GDP plus net receipts of primary
income (compensation of employees and property income) from nonresident sources. The
World Bank uses GNP per capitain U.S. dollars to classify countries for analytical purposes
and to determine borrowing dligibility. When calculating GNP in U.S. dollars from GNP
reported in national currencies, the World Bank follows its Atlas conversion method. This
uses a three-year average of exchange rates to smooth the effects of transitory exchange rate.
Thus, based on its GNP per capita, every economy is classified as low income, middle
income (subdivided into lower middle and upper middle), or high income. Other analytical
groups, based on geographic regions and levels of external debt, are also used.

Low-income and middle-income economies are sometimes referred to as developing
economies. The use of the term is convenient; it is not intended to imply that all economies in
the group are experiencing similar development or that other economies have reached a
preferred or final stage of development. Classification by income does not necessarily reflect
development status.

The Bank's analytical income categories (low, middle, high income) are based on the Bank's
operational lending categories (civil works preferences, IDA €ligibility, etc.). These
operational guidelines were established three decades ago, based on the view that since
poorer countries deserve better conditions from the Bank, comparative estimates of economic
capacity needed to be established. GNP, a broad measure, was considered to be the best
single indicator of economic capacity and progress; at the same time it was recognized that
GNP does not, by itself, constitute or measure welfare or success in development. GNP per
capitais therefore the Bank's main criterion of classifying countries.

The process of setting per capita income thresholds started with finding a stable relationship
between a summary measure of wellbeing such as poverty incidence and infant mortality on
the one hand and economic variables including per capita GNP estimated based on the Bank's
Atlas method on the other. Based on such a relationship and the annual availability of Bank's
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resources, the original per capita income thresholds were established. Thereafter, the original
thresholds have been updated every year to incorporate the effect of international inflation,
which is now measured by the average inflation of the G-5 countries ("SDR deflator"). Thus,
the thresholds remain constant in real terms over time,

The economies whose per capita GNP falls below the Bank's operational cutoff for "Civil
Works Preference” are classified as low income economies, and those economies whaose per
capita GNP is higher than the Bank's operational threshold for 15-year IBRD Loans and
lower than the threshold for High-income economies are classified as Upper-middle income
€conomies.

But as late as 1989, there were some anomalies in the countries included in the middle-
income group (a holdover of earlier listings of what congtituted "developing” vs. "industria”
countries). An explicit benchmark between the middle-income and high-income countries
was established in 1989 at $6,000 per capitain 1987 prices.

In general discussions in Bank reports, the term “developing economies’ has been used to
denote the set of low and middle income economies. Bank publications with notes on the
classification of economies state that the term “developing economies... does not imply either
that all the economies belonging to the group are actually in the process of developing, nor
that those not in the group have necessarily reached some preferred or final stage of
development.”

These preliminary remarks are aimed at stressing the importance of being very cautious, not
only because of problems of availability and reliability (transparency) of data referred to poor
countries, but also because the euristic value of statistical concepts, measures and values are
subject to criticism, too.

2. Definitions of groups

The World Bank tables classify all World Bank member countries (183), and all other
economies with populations of more than 30,000 (207 total).

In terms of income group, economies are divided according to 2000 GNI per capita,
calculated using the World Bank Atlas method. The groups, taking in account the 48 Sub-
Saharan African (SSA) countries, are:

Tab. (a) Low-income economies, $755 or less (63 countries, 38 from SSA)

Angola Gambia, The Nigeria
Benin Ghana Rwanda
Burkina Faso Guinea Sao Tome and Principe
Burundi Guinea-Bissau Senegal
Cameroon Kenya Sierra Leone
Central African Republic L esotho Somalia
Chad Liberia Sudan
Comoros M adagascar Tanzania
Congo, Dem. Rep Malawi Togo

Congo, Rep. Mali Uganda
Cote d'lvoire Mauritania Zambia
Eritrea Mozambique Zimbabwe
Ethiopia Niger
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(b) Lower-middle-income economies, $756- $2,995 (54 countries, 4 from SSA )

Cape Verde Namibia

Equatorial Guinea Swarziland

(c) Upper-middle-income economies, $2,996- $9,265 (38 countries, 6 from SSA)

Botswana Mauritius Seychelles

Gabon Mayotte South Africa

(d) High-income economies, $9,266 or more (52 countries, O from SSA).

Thus, considering developing countries only (at+b+c), there are:
» 23 from East Asiaand Pacific
» 8from South Asia
» 28 from Europe and Central Asia
» 32 from Latin America and the Caribbean
» 17 from Middle East and North Africa
» 48 from Sub-Saharan Africa

Linked to the poor socia and economic performance of countries, there is another sub-group
of countries. Forty-nine countries' are currently designated by the United Nations as the
"least developed countries’ (LLDCs). The Economic and Social Council (ECOSOC) review
the list every three years. The criteria underlying the current list of LLDCs are:

1. alow income, as measured by the gross domestic product (GDP) per capita;

2. weak human resources, as measured by a composite index (Augmented Physical
Quality of Life Index) based on indicators of life expectancy at birth, per capita
calorie intake, combined primary and secondary school enrolment, and adult literacy;

3. alow level of economic diversification, as measured by a composite index (Economic
Diverdification Index) based on the share of manufacturing in GDP, the share of the
labour force in industry, annual per capita commercial energy consumption, and
UNCTAD's merchandise export concentration index.

Different thresholds are used for inclusion in, and graduation from, the list. A country
qualifies to be added to the list of LLDCs if it meets inclusion thresholds on all three criteria.
A country qualifies for graduation from the list if it meets graduation thresholds on two of the
three criteria. For the low-income criterion, the threshold on which inclusion in the current
list is based has been a GDP per capita of $800, and the threshold for graduation has been a
GDP per capita of $900. In its July 2000 review, in the light of recommendations by the
Committee for Development Policy, ECOSOC declared the dligibility of Senegal for
designation as an LLDC (subject to the Government so desiring) and decided to postpone its
consideration of Maldives graduation.

In such away, there is a partial overlapping with the World Bank economic criterion, in fact
most of the Low-income economies and only a few of the Lower-middle-income economies

1 In early 2001, following the triennial review of the list of LLDCs, Senegal was placed in the category, bringing
thetotal to 49.
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are within the LLDC group. The criteria for determining the list of LLDCs are under review.
The Committee for Development Policy has recommended that the Economic Diversification
Index be replaced by an Economic Vulnerability Index reflecting the main external shocks to
which many low-income countries are subject, and incorporating the main structural elements
of the countries’ exposure to the shocks, including their smallness and lack of diversification.

Within the LLDCs group, there are some 34 countries from SSA:
(e) LLDCs (49 countries, 35 from SSA: 32 out of 38 from[a] and 3 out of 4 from[b])

Angola Ethiopia Rwanda
Benin Gambia, The Sao Tome and Principe
Burkina Faso Guinea Senegal
Burundi Guinea-Bissau Sierra Leone
Cape Verde Lesotho Somalia
Central African Republic Liberia Sudan

Chad M adagascar Tanzania
Comoros Mal awi Togo

Congo, Dem. Rep Mali Uganda
Congo, Rep. Mauritania Zambia
Equatorial Guinea Mozambique

Eritrea Niger

Real GDP per capitain the LLDCs grew at only 0.9 per cent per annum during the 1990s, and
excluding Bangladesh, by only 0.4.

3 - External debt stock

Developing countries can raise external funds from the international financial community and
finance their development through a number of instruments, including attracting equity and
foreign direct investment, receiving grants from donors or borrowing from foreign lenders.

The Debtor Reporting System (DRS) was set up in 1951 to monitor these dtatistics by the
World Bank, who used the DRS data, in combination with information obtained from
creditors through the debt data collection systems of other agencies, such as the Bank for
International Settlements (BIS) and the Organisation for Economic Co-operation and
Development (OECD). Recently, the international task-force on financial statistics has been
reorganised: a group of international agencies working together under the auspices of the
Inter-Agency Task Force on Finance Statistics (TFFS) - an interagency task force endorsed
by the UN Statistical Commission which was re-convened in 1998 to co-ordinate work
among the participating agencies to improve the quality, transparency, timeliness and
availability of data on external debt and international reserve assets - has produced a new
Guide?. The purpose of the Guide is to provide comprehensive guidance for the measurement
and presentation of external debt statistics; it can be considered an update of the Grey Book,
which was published in 1988 by the BIS, IMF, OECD, and World Bank®. The Guide aso
provides advice on the compilation and analytical use of external debt statistics, and it is
intended to contribute to an improvement in, and a greater understanding of, external debt
statistics. In drafting the Guide, existing international guidelines are drawn upon, notably the
Grey Book, the System of National Accounts 1993, and the fifth edition of the IMF's Balance

2 TFFS (2001), Draft of the External Debt Statistics: Guide for Compilers and Users, Washington D.C.

3 BIS, IMF, OECD, and World Bank (1988), External Debt: Definition, Statistical Coverage and Methodology,
Washington D.C.
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of Payments Manual (1993)*. The World Bank is the main repository for statistics on the
external debt of developing countries on aloan-by-loan basis.

The outstanding external debt has several important characteristics. A basic distinction is
between total debt stocks and total debt flows.

Fig. 1 — Total external debt stock of Ldcs (1980-2000)
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Source: Global Development Finance, 2001

Concerning total debt stocks, for operational and analytical purposes, we have to consider:

» Thematurity: Short-term (CJ one year), medium and long-term (> one year) and IMF
credits (very short debt). The problems of liquidity and temporary Balance of
Payments deficits should be faced by short-term, whereas development strategies
should require long-term debt, which is defined as debt that has an original or
extended maturity of more than one year and that is owed to non-residents and
repayable in foreign currency, goods, and services. The use of IMF credit denotes
repurchase obligations to the IMF with respect to all uses of IMF resources (excluding
those resulting from drawings in the reserve tranche) shown for the end of the year
specified.

» Thenature of debtors: a sovereign government, a public or a private debtor.

» The presence of guarantees: Referring to long-term external debt, available data
permit a distinction between private nonguaranteed debt, public and publicly
guaranteed debt. Private nonguaranteed debt is an external obligation of a private
debtor that is not guaranteed for repayment by a public entity, differently from the
publicly guaranteed debt. Public debt is referred to a public debtor, including the
national government, a political subdivision, and autonomous public bodies.

» The nature of creditors: Officia or private creditors. Among the official creditors,
there are multilateral creditors (The International Financia Institutions such as the
IMF, the World Bank or Regiona Development Banks) and bilateral creditors
(governments or their appropriate ingtitutions through [a] soft loans, which is an ODA

4 IMF (1993), IMF's Balance of Payments Manual, Washington D.C.
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component, [b] commercial credits insured and indemnified by Export Credit
Agencies, and [c] commercial banks debts guaranteed by State). Multilateral debt has
a preferential status, i.e. it is the first to be repaid. Bilateral credit of industria
countries is negotiated by the informal group called the Paris Club®, as well as the
London Club is the forum through which some commercial banks negotiate their
credits.

The Paris and London Clubs

There are two main forums for debt renegotiations. The first one deals with the debt granted from
officia source, that is from governments or governmental agencies, regardless of whether the debtor
isapublic or a private entity. This forum is called the Paris club. On the other forum, which is known
as the London club, the debtor governments negotiate with their commercial bank creditors. This
categorisation reflects that the negotiations are organised from the perspective of the creditor, not the
debtor. Neither club has a forma or permanent ingtitutiona structure, but a set of procedures is
associated with each club. These procedures are used for negotiating agreements with debtors who are
unable to meet their external debt obligations.

The Paris Club is an informal group of official creditors whose role is to find co-ordinated and
sustainable solutions to the payment difficulties experienced by debtor nations.

There are 19 Paris Club permanent members, who are governments with large claims on various other
governments throughout the world (all the G8 members are within the 19 permanent governments),
plus other officia creditors invited on a case-by-case basis (South Africais among them). Paris Club
creditors agree to rescheduling debts due to them. Rescheduling is a means of providing a country
with debt relief though a postponement and, in the case of concessiona rescheduling, reductions in
debt service obligations.

The first Paris club was convened in 1956 in response to Argentinean request for officia debt relief.
The main incentive was to ensure uniformity of treatment among numerous European creditors, to
avoid time-consuming paralel bilatera negotiations and to make the bargaining power of lenders
stronger for negotiations.

Since then, the Paris Club or ad hoc groups of Paris Club creditors have reached 336 agreements
concerning 75 debtor countries. Since 1983, the total amount of debt covered in these agreements has
been $374 billion. In spite of such an activity, the Paris Club has remained gtrictly informal. It is the
voluntary gathering of creditor countries willing to treat in a co-ordinated way the debt due to them by
the developing countries. It can be described as a “non ingitution” with a strong power over
institutions.

Although the Paris Club has no lega basis or status, agreements are reached following a number of
rules and principles agreed by creditor countries. The creditor countries meet 10 to 11 times a year,
for negotiation sessions or to discuss among themselves the situation of the externa debt of debtor
countries or methodological issues on the debt of developing countries. These meetings are held in
Paris. The Chairman is a senior officid of the French Treasury. This informal organisation has made
it possible for the Paris Club to work with limited staff and a flexible structure.

Traditionally in the Paris club negotiations the debtor is a developing country and on the other side of
the table are the governments of the country's official creditors which commonly are OECD members.
Although in theory al official creditors can attend the restructuring negotiations of a given debtor, in
practise only the largest ones do.

The Paris club negotiations can be characterised with three interrelated principles: imminent default,
conditionality, and burden sharing.

The firgt principle determines that the club will not enter into negotiations before the requesting
country shows evidence that it will default on its debt unless rdief is given. In the beginning the club
provided only short-term relief, but with the deepening of the debt crisis also restructuring agreements
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including partia debt forgiveness, low interest rates, and extended maturity periods have been
concluded. The second principle, conditionality, is implemented with the assistance of the
International Monetary Fund. In practise, the club does not enter into negotiations with a debtor
country, which has not concluded a standby agreement with the IMF covering the period for which
the relief is requested. The existence of the IMF agreement is an ensurement for the creditor that the
country will enact policies that improve the ability to service its debt. In addition, the IMF provides a
monitoring mechanism, which benefits the creditor to some extent. The last principle requires the
debtor countries to seek comparable relief from all of their various creditors.

Similar principles are applied in the London club. The key difference between the London club and
the Paris club is the status of the creditors. The former ones being commercial banks, they are more
concerned with profit margins than the officia creditors and thus the terms of the agreements are
often less concessiona. The London club, for instance, amost never reschedules interest obligations.
Unlike the Paris club negotiations, the London club restructuring must include all commercia banks
with exposure to the debtor country, even the minor ones. The agreements are concluded as concerted
actions in order to eliminate the free rider problem among the creditors. Due to a great number of
participants, the negotiations are time consuming and costly - they tend to be drawn over severd
months while the Paris club negotiates a comparable deal within a day.

Regardless of some mgor differences in the procedures of the two clubs, they share the common
purpose of controlling and restructuring developing country debt in the most timely and efficient
manner possible. Because a good deal of emphasisis put on the comparability of treatment among the
creditors, the restructuring exercise for a given country necessitates some degree of co-ordination
between the two creditor clubs. The multilateral financia institutions often offer the forum for the co-
operation and thus have a centra role in the debt restructuring process. Participation of the IMF and
the World Bank is seen to have a catalytic effect on the availability of funds as well as relief for the
developing countries from both official and unofficial creditors. Their involvement in the debtor
countries can reduce the cost debt restructuring to the creditors, because of the concessional nature of
the IMF and World Bank loan packages. Also, as mentioned before, the existence of the standby
agreement with the Fund is a precondition for creditor clubs to enter into restructuring negotiations.

Fig. 2 - External debt stock and its components
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Over time, the share of private debt (debt owed by private debtors) and the share of private
claims (debt owed to private creditors) has increased, reflecting the increased role of the
private sector in world economy.

As of December 31, 1999, the total debt of developing countries (including countries in
transition) was estimated by the World Bank ® to be $2,550 hillion, out of which 2,070 billion
of medium-and-long-term debt, broken down as follows:

Tab. 3 - total debt of developing countries

1999

L ong term debt outstanding 2 070,7 | 100%
- Public-and-publicly-guaranteed | 1580,1| 76%

- Official-creditors 875,5

- Multilateral 345,7

- Bilateral 529,7

- Private creditors 704,6
- Private non-guaranteed 490,6 | 24%

Source: World Bank 2001/b
M edium-and-long-term debt can be broken down in bilateral, multilateral and private.
Medium-and-long-ter m debt

Bilateral
25%

Private
58%

Multilateral
17%

Source: World Bank 2001/b

This picture shows the prevalence of private over public debt (58% vs. 42%), and within
public debt, the higher percentage of bilateral over multilateral debt (25% vs. 17%). Within
the private category, the main components are commercial banks lending and government
bonds. Particularly interesting is the role of private banks based in offshore centres.

Public-and-publicly-guaranteed medium-and-long-term debt can be broken down as follows:

6 World Bank (2001/b), Global Development Finance, Washington D.C.
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According to the IMF’, the total debt of developing countries has increased as follows over
the past eight years:
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Source: IMF (2000)
Concerning total debt flows, there are some components to be considered:
> Disbursements: drawings on loan commitments during the year specified;

» Principal repayments: the amount of principal (amortisation) paid in foreign
currency, goods, or services in the year specified;

> Net flows on debts: disbursements minus principal repayments;

> Interest payments: the amount of interest (that can be fixed or variable, that is
floating with movements in a key market rate such as the London inter-bank offer rate
—LIBOR — or the US prime rate) paid in the year specified;

> Net transfers on debt: net flows minus interest payments (= disbursements minus
total debt service payments)

> Debt service: the sum of principa repayments and interest payments made in the year
specified.

" IMF (2000), World Economic Outlook, Washington D.C., October.
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However, the absolute stock and flows of external debt are not enough to define the profile of
debt burden, particularly referring to SSA economies.

4. Debt Burden indicators and country classification

Among the external sources of finance (FDI and portfolio equity flows, ODA and debt), debt
results directly in future obligations for the borrower (debt must be repaid). This makes it
necessary for the borrower to make sure that it will be in the future in a position to repay its
debt, notably through an efficient use of the loans, in order to generate funds that will be used
to repay the debt. Thisis why debt is often considered as a devel opment tool.

Traditionally, external debt was considered as contractual obligations, which had to be met in
full and on time. If a country could not meet its service payments it was assumed to have
adopted bad budgetary and monetary controls and fiscal discipline. Debt relief was only
invoked in exceptional circumstances, to be treated on its own merits and without prejudice
to other cases: an ad hoc and last resort measure, to be limited to the minimum amount
necessary to restore the debtor’s credit-rating and to resume service payments, defined to
minimise creditors losses. For the poorest and most indebted countries, the accumulated debt
burden had become a drawback for development; this is why the international financial
community designed mechanisms to rescheduling or cancelling debt.

Without taking in account the possibility of debt repudiation, which arises when a debtor
country refuses to recognise the legitimacy of the debt contract, indebtedness always implies
therisk of default. Thisrisk can induce to:

1. moratorium: service payments, on all or parts of its obligations, are (temporarily)
suspended,;

2. Deferral: a debt treatment may defer some debt due immediately or in the near future
to alater date;

3. refinancing: creditors make a new loan that is used to repay the existing debt,
particularly referred to long-term structural debts;

4. Reprofiling: part of the debt may be reprofiled over a few years, instead of a long-
term period of time. The duration of a reprofiling is an intermediate between a
deferral and a long term rescheduling;

5. rescheduling: creditors change radically the terms and conditions of the existing debt
(through partial cancellation, extended maturities, concessional interest rates), without
reducing the total debt outstanding;

6. swaps. debt conversion schemes such as buy-backs, or the discounted value of long-
term bonds that were issued in exchange for outstanding debt realised to reduce debt
stock.

7. forgiveness/cancellation: part of the claims or total debt (interest or debt stock) is
written off, as the final stage in the process of debt consolidation.

Any mechanism can imply concessional terms, if there is a reduction of the net present value
of the claims.

In the context of a concessional treatment, creditors may usualy choose among a number of
options to provide the required debt reduction in net present value of debt stock. When the
creditor chooses the debt reduction option, the net present value reduction is achieved
through a cancellation of part of the claims.
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Otherwise, creditors can choose a debt service reduction, with which the net present value
reduction is achieved through a rescheduling of the claims at an interest rate lower than the
appropriate market rate.

Interesting mechanisms offered to creditors by financial market are debt swaps. These
operations may be debt for nature, debt for aid, debt for equity swaps or other local currency
debt swaps. These swaps often involve the sale of the debt by the creditor government to an
investor who in turn sells the debt to the debtor government in return for shares in a loca
company or for local currency to be used in projects in the country?. Paris Club creditors and
debtors regularly conduct a reporting to the Paris Club Secretariat of the debt swaps
conducted.

Given the default risk and its implication in terms of debt relief and creditor’'s costs,
international financial community introduced some indicators in order to monitoring the
capacity of debtor countriesto service their debt.

These indicators are usually based on two ratios:

> The ratio of the present value® of total debt service to GNP (EDT/GNP). This is
considered a proxy of debt burden in terms of the broadest measure of income
generation in an economy.

> Theratio of the present value of total debt service to exports (TDS/XGS)'°. This ratio,
called debt service ratio, is considered a proxy of debt burden in terms of the
activities, which provide foreign exchange to service debt. It captures the impact of
debt-service obligations on foreign exchange cash flow. This is a measure of a
country’s foreign exchange constraint, taking in account debt relief provided by debt-
service rescheduling and arrears on payments. A limitation of this indicator is that,
given the uncertain nature of debt relief, a low value may reflect an unwillingness to
pay. As a very rough rule of thumb, a ratio of 15-20 per cent or over has been
considered the danger point, that is the limit beyond which debtor countries
experience severe difficulties in servicing their foreign debts while maintaining
existing levels of services domestically. But debt service ratios are essentially an
index of short-term liquidity, and do not take in account of other magor parameters
such as changes in imports and new capital inflows, export potentials, foreign
exchange reserves'®.

These two ratios measure two important aspects of an economy’s potentia capacity to service
the debt. Standard World Bank definitions of severe and moderate indebtedness are used to
classify economies.

Severely indebted means either of the two key ratios is above critical levels. present value of
debt service to GNP (80 percent) and present value of debt service to exports (220 percent).

8 Asin the strategy adopted in 2000 by Vatican — in particular through the Comitato Ecclesiale italiano per la
riduzione del debito estero dei Paesi pil poveri, Conferenza Episcopale Italiana- for Zambia and Guinea.

® The net present value (NPV) of debt is a measure that takes into account the degree of concessionality. It is
defined as the sum of all future debt-service obligations (interest and principal) on existing debt, discounted at
the appropriate market rate. Whenever the interest rate on aloan is lower than the market rate, the resulting NPV
of debt is smaller than its face value. The NPV of debt makes it possible to sum up loans with different
maturities.

19 Earnings from goods and services, including worker remittances and without including official grants.

1 Moreover, in SSA countries, the improvement in the ratio occurred in the last 15 years is not due to any
improvement in the ability to service the external debts, but to consolidation of debts or transformation into
arrears.
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Moderately indebted means either of the two key ratios exceeds 60 percent of, but does not
reach, the critical levels: that is 48 % for the present value of debt service to GNP and 132%
for the present value of debt service to exports.

If both ratios are less than 60 percent of the critical value, the country is classified as less
indebted.

Combining these criteria with the definition of countries in terms of income group, there are
six categories of economies*?:

() Severely indebted low income (33 economies, 27 from SSA)

Angola Ethiopia Nigeria
Benin Guinea Rwanda
Burundi Guinea-Bissau Sao Tome and Principe
Cameroon Liberia Sierra Leone
Central African Republic M adagascar Somalia
Comoros Malawi Sudan
Congo, Dem. Rep. Mali Tanzania
Congo, Rep. Mauritania Uganda
Cote d'lvoire Niger Zambia

(0) Severely indebted middle income (10 economies, 1 from SSA)

Gabon

(h) Moderately indebted low income (19 economies, 9 from SSA)
Burkina Faso Ghana Senegal
Chad Kenya Togo
Gambia, The Mozambique Zimbabwe
(i) Moder ately indebted middle income (24 economies, 1 from SSA)
Mauritius

(K) Less indebted |low income (9 economies, 2 from SSA)

Eritrea Lesotho

(1) Less indebted middle income (41 economies, 7 from SSA)

Botswana Namibia Swaziland
Cape Verde Seychelles

Equatorial Guinea South Africa

The use of critical values to define the boundaries between indebtedness categories implies
that changes in country classifications should be interpreted with caution. If a country has an
indicator that is close to the critical value, a small change in the indicator may trigger a
change in indebtedness classification even if economic fundamentals have not changed
significantly. Moreover, these two basic indicators do not represent an exhaustive set of
indicators of external debt.

They may not capture the debt servicing capacity of countries in which government budget
constraints are key to debt service difficulties. Countries that allow the use of free conversion
of foreign currency - such as the Franc Zone countries - can face government budget
difficulties, related to servicing external public debt, which are not reflected in balance of
payments data.

12 Among the 48 low, lower-middle and upper-middie income SSA countries, only Mayotte is not classified by
indebtedness.
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In other countries, the servicing of domestic public debt may be a source of fiscal strain that
is not reflected in balance of payments data. Raising external debt may not necessarily imply
payment difficulties, especially if there is an increase in the country’ s debt servicing capacity.

Referring to debt serviceratio, even an high value can be “sustainable” in the long-run if the
export revenues are high compared to import demand. Moreover, where debt service is a
fiscal concern — as it is in SSA — and export receipts are not totaly trandated into public
income, then this ratio may be misleading. And, if the structure of debts maturity, in a given
country, implies that most of them are grouped in the same years, then what is realy a
liquidity problem may be confused with an excessive indebtedness problem.

Thus, there are some other indicators, which are used to assess the external situation of
indebted developing countries:

» Total external debt to export (EDT/XGS);

> Tota interest payments to export of goods and services, caled the interest service
ratio (INT/XGS);

Tota interest payments to GNP ratio (INT/GNP);

The international reserves to total external debt ratio (RES/EDT));
The international reserves to imports ratio (RESIMGS);

The Short-term debt to total external debt ratio (STD/EDT);

The Concessional debt to total external debt ratio (CTD/EDT);
The Multilateral debt to total external debt ratio (MTD/EDT);
Total external debt to total debt serviceratio (EDT/TDYS)

The fixed imports to total imports ratio (INT/MGYS);

» Thetotal importsto GNI ratio (MGS/GNI)

Two other conventional measures aim at capturing the fiscal impact of the external debt
burden, which is relevant in SSA context:

YV V. V VYV YV V V V

» The ratio of scheduled interest payments to government revenue, which measures the
country’s capacity to repay as scheduled (INT/T). Thisratio is considered low of it is less
than 0.2, high if it is above 0.5;

» The ratio of scheduled interest payments to government expenditure, which measures the
constraint imposed by debt servicing to the country’s ability to expand other (current and
capital) expenditures.

An aternative measure takes in account the discounted present value of future debt-service
obligations. This measure is obtained by taking all future debt service obligations (including
interest payments at the origina rate of the loan and amortisation payments) until full
repayment of the debt, and dividing them by a factor based on a given discount rate. For
example, the World Bank uses the ratio of this value to current exports. The problem of these
specific measures is that this measure is highly sensitive to the discount rate assumed to
calculate present values, it does not provide information about the debt-service profile and it
does require complex data (given the huge uncertainty on the future).

For economies that do not report detailed debt statistics to the World Bank Debtor Reporting
System (DRS)*3, present-value calculation is not possible??.

13 Namibia s not reported in the World Bank’ s Debtor Reporting System (DRS)
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Tab. 4 — Debt Indicators, 2000

ot AS Eurc;jpe ALetin Ié\/liddled b
sa an merica ast an :
and Pacific | Centrd | andthe | North | SMhAsa) Soharan
Asa | Caribbean| Africa rica
EDT/XGS 74,8 1144 172,6 93,8 156,0 180,2
EDT/GNI 32,6 46,4 38,5 31,2 26,5 66,1
TDSXGS 10,8 14,6 35,7 10,9 13,1 12,8
INT/XGS 40 53 11,8 4,7 54 43
INT/GNI 1,7 2,2 2,6 15 09 16
STD/EDT 17,0 15,4 15,6 24,3 36 16,5
CTD/EDT 16,5 58 37 29,3 54,7 41,2
MTD/EDT 11,8 74 11,6 11,1 37,3 26,1
Source: World Bank, 2001
Tab. 5 — Income and Indebtedness classification criteria
PWV\XGS less
PVAXGS higher than220% but PW\XGS less
Income than220% or higher than 132% than132% and
classification PVAGNP higher or PV\GNP less ~ PVAGNP less than
than 80% than 80% but 48%
higher than 48%
Low income: GDP | Severely indebted Moderately Less indebted low-
per capita less than Iow-lnc_ome _ indebted Iow- . tries
$785 countries income countries  ''come coun
I\égglse' rnggprﬂz Severely indebted ~ Moderately L ess indebted
between $786 and mlddle-ln_come !ndebted mldd.| e- middle- income
$9,655 countries income countries countries

Source: World Bank, 2001

5. Creditworthiness. Another concept which varies from country to country

The creditworthiness of a country is the estimate by potential lenders of the capacity of the
country to repay its external debt. Being creditworthy is a key to success for developing
countries, as this makes it possible for them to borrow larger amounts to finance growth
development. In addition, a creditworthy debtor is in a position to borrow funds used to
refinance its existing debt obligations. Governments of debtor countries have a significant
impact on the creditworthiness of all borrowers of developing countries, since default of the
government can have consequences for the capacity of other borrowers to repay their debt.

A number of factors influence creditworthiness. Some are linked to economic factors, such as
the capacity of the country to generate balance-of-payment receipts, the volatility of these
receipts. Others are financia factors, such as the debt repayment profile. Political factors also
play a role in the creditworthiness of a debtor country, when its government considers the
cost of paying debt to be too high.

1 In this case, the following methodology is used to classify the non-DRS economies. Severely indebted means
three of four key ratios (averaged over 1997-99) are above critical levels: debt to GNI (50 percent); debt to
exports (275 percent); debt service to exports (30 percent); and interest to exports (20 percent). Moderately
indebted means three of the four key ratios exceed 60 percent of, but do not reach the critical levels. All other
classified low- and middle-income economies are listed as |ess indebted.
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Creditworthiness usually takes a long time to build, as lenders tend to assess over time the
capacity of the debtor to repay its debt before entering into large lending. In contrast, non-
payment of debt obligations can rapidly damage creditworthiness. Under the circumstances
where debt restructuring cannot be avoided, countries that do not accumulate arrears™® and
take preventive steps to reach a co-ordinated solution with their creditors, notably in the Paris
Club, can restore their creditworthiness more rapidly afterwards. In contrast, debtors that
declare a unilateral moratorium tend to lose access to new financing for some time.

Some organisations publish estimates of the capacity of debtors to repay their debt. For
debtors with debt market exposure, rating agencies estimate creditworthiness.

External debt as % of GNP, 1998

External debt as % of GNP
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6. The ambiguous concept of External Debt sustainability

Implicitly, two different aspects can be considered to evaluate the sustainability of external
debt:

(1) debt capacity problems, in which the debtor is unable or unwilling to pay debt
obligations;

(2) economic development problems, in which a country’s external debt adversely affects
development process, independently on the fact that it is well serviced or not.

Obvioudly, it is not sufficient to consider sustainable a debt with a negative growth rate of
indebtedness'®. In fact, in economic literature three different approaches, partially
corresponding to the three gaps approach, have been experienced to analyse debt capacity.

15 Debt due and not paid as of agiven date. Arrears may be late payments as well as debt due along time before

16 M. Simonsen (1985), “The Developing Country Debt Problem”, in G. Smith and J. Cuddington (eds.),
International Debt and the Devel oping Countries, The World Bank, Washington D.C.; L. Spaventa (1987), “The
Growth of Public Debt”, IMF Staff Papers, Vol.34, N. 2, June, pp.374-399.
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(1) Growth-cum-debt literature, to analyse whether foreign debt is supported by output
growth. As development proceeds, changes in domestic income, rates of savings,
accumulation of capital stock, and rates of return on investment can be expected and
countries move from a debtor position to that of the creditor. But there is no automaticity
in this process. the main condition to be met is high level of economic growth: it must
exceed (or at least equal) the rate of interest.

(2) External performance literature, to analyse external solvency through the focus on the
external performance of an economy dependent on external borrowing. The basic ideais
that preservation of debt capacity requires more than growth (even if it is high): foreign
borrowing is conducted in foreign exchange, thus the savings surplus has to be converted
into foreign exchange in order to effect the transfer of debt payments. Export
performance relative to the cost of borrowing is of great importance. To maintain debt
capacity, the rate of growth of exports must exceed (or at least equal) the rate of interest.
When exports grow faster than debt, the borrowing country does not have to contribute
any of its domestic resources when servicing debt. The debt dynamics approach stresses
the need for adjustments in the trade balance in order to maintain debt capacity.

(3) Fiscal dimension literature, to analyse the links between public debt and public revenue.
In fact, exclusive focus on the balance of payments ignores internal constraints on debt
capacity, even though in poor countries these constraints can be of a structural nature.
This approach is focused on the “internal transfer problem”. If the government uses
external debt for investments in infrastructure, education, health, the sustainable level of
debt will depend, not only on the relationship between the margina social return on these
investments and the margina cost of borrowing, but also on the governments ability to
appropriate domestic resources for debt service (i.e. an expanding tax base).

The first study, sponsored by the World Bank, to analyse debt capacity of Ldcs was written in
1958 by D. Avramovicl’.

In the context of post-war development policies, which involved both Europe and Ldcs, the
main concern was the repayment flows due to increased international lending through the
World Bank, among others. This issue was an extension of the macroeconomic rationale for
external resource flows, described in the previous chapter.

As Salop and Spitaller said'8, debt capacity issue was mainly referred to the identification of
the optimal level of debt, given the terms and conditions of available money, as it seemed to
adequately adhere to the economic literature on optimisation. The basic theoretical idea was
that the optimal level of debt is that a which the margina benefits and costs of foreign
borrowing are equalised. However, the trandation of this idea into operative terms referred to
specific countries was not easy.

Quite differently, derived from the literature on the links between debt and development
originated by the Harrod-Domar growth model, another approach considered debt capacity in
terms of effects induced to growth and development. From this point of view, debt role
changes as development process changes. Again, the basic condition to maintain debt service
capacity is that the growth rate of output should equal or exceed the cost of borrowing (equal
to the rate of interest).

Debt capacity analysisis focused on debt servicing problems, in order to:

17'D. Avramovic (1958), Debt servicing capacity and post-war growth in International indebtedness, Johns
Hopkins Press, Baltimore.

18 ). Salop and E. Spitaller (1980), “Why Does the Current Account Matter?”, IMF Staff Papers, No. 27,
Washington D.C.
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(b)
(©

find the critical level, that is the values of some particular ratios at which the economy
shifts from performing to non-performing;

assess the amount of debt relief needed to solve the problems;
define appropriate policy remedies.

Many countries — both developing and developed — continue to face the challenge of a
sustainable pattern of debt. A portfolio review of debt must be assessed according to:

@

(b)

different debt characteristics, which have been previously described: externa and
domestic debt; short and long term; public, publicly-guaranteed and private lender-based;
by the sector and type of project being financed; average life and duration; present
value/grant element;

existence and percentage of non-debt financing: aid grants®®, foreign direct investment,
portfolio investment, bank flows, returning flight capital; the terms, sources and
currencies of these flows; the destination sector and projects; the type of investors.
Obvioudly, it is not recommended to rely on simplistic assumptions, nevertheless smple
hierarchies of volatility among different flows (foreign direct investment and long-term
loans are more stable than portfolio and short-term loans) can be a useful first step. The
currency composition and maturity profile and the nature of foreign liabilities are other
important concern: coeteris paribus, a higher incidence of foreign-currency denominated
debt, a higher ratio of short-term debt to total debt, the bunching of debt redemption, and
variable interest rates increase the risk of an externa crisis.

Based on this type of analysis, there are some preliminary broad rules to be taken in account:

firstly, the so called “Golden Rule’: government should not conduct net borrowing to
fund recurrent spending over the life of an economic cycle;

secondly, the IMF rules: ceilings on overall borrowing, non- concessional loans and short-
term debt must be set, linked to the per capita GDP of the country;

thirdly, grants or soft loans should be used for projects without any direct economic rate
of return.

Then, some static ratios of external indebtedness can be considered®®. All the debt ratios
previously described can be adopted. The key issue is to define the levels considered
sustainable for the various ratios.

Tab. 6 — Unsustainable ratios

World Bank | HIPC-1 HIPC-2 DFID/EFA
Present value/export 220 200-250 150 140
Present value/budget revenue n.a 280 250 155
Present value/GNI 80 n.a n.a n.a
Nominal debt stock/exports 275 n.a n.a n.a
Debt stock/GNI 50 n.a n.a n.a
Debt service/exports 30 20-25 15-20 13
Debt service/budget revenue n.a n.a n.a 12
Interest/exports 20 n.a. n.a. n.a.

Source: M. Martin, 1999.

19 A useful concept is the aid dependence, measured in terms of budget by aid as a proportion of capital or

recurrent expenditure, or in terms of balance of payments as a proportion of imports.

20 M. Martin (1999), “Analysing the sustainability of development financing”, LSE Crefsa Quarterly Review, n. 1.




Table 6 shows the levels of some debt ratios that are considered “unsustainable”’ according to
different institutions. The first criteria (World Bank) have been set by the World Bank in
classifying severely indebted countries and based on the average ratios during 1980-87 for
countries that fell into arrears or rescheduled during the 1980s. The World Bank and the IMF
have set the second criteria (HIPC-1) in 1996 in defining Heavily indebted poor countries, an
initiative that will be deeply described in chapters 7 and 8. The third criteria (HIPC-2) derive
from the HIPC-1 and have been adjusted on the basis of negotiations between the G-7 and the
IMF and the World Bank, assuming the potential cost of different levels of ratios and the
availability of resources. The fourth criteria have been used in a study by External Finance
for Africa undertaken in 1999 for the UK Department for Internationa Development,
covering the 1980s and 1990s and examining the ratios associated with occasions of default
by low-income developing countries.

In all these criteria, the averages on which the levels are based hide wide variations for
individual countries, given different servicing problems, different changes in macroeconomic
prospects and in domestic and international markets. Wide differences are related to the
nature of the indebted country (low-income or middie-income country) and of debt (short-
term or long-term: when short-term is high, other indicators are more important, such as
short-term external debt as aratio of foreign reserves, or as aratio of total external debt).

Moreover, other institutions have set other levels of “sustainability”: one of the Maastricht
convergence criteria set by the EU is the ratio of government debt no high than 60 percent of
GDP. The UK government looks at the net position, assuming that net public debt must not
exceed 40 percent of GDP. Recently, in the United States, both Congress and Administration
have proposed budgets designed to reduce the deficit and reach a zero debt target by the years
2002 and 2015, respectively. Sustainability of debt and fiscal policies is one of the magjor and
controversial issues in macroeconomics.

Given these limitations to genera rules, we have to consider another problem: the numerators
are not very reliable. Present value is used to measure the concessionality degree of debt,
considering the cost of future debt service payments against the alternative cost of borrowing.
But the discount rates used to calculate the value are based on those used for OECD export
credits, which do not represent areal aternative source of borrowing for poor countries.

And the denominators are not very reliable as well. GDP is a vague and broad measure of
national payment capacity, whereas export revenues are not very significant as the
governments have scarce access to them in poor countries. Budget revenue and the present
value of export seem to be more useful in the African country case.

Usually and implicitly, all these ratios are referred to public and publicly guaranteed debt,
without considering other types of debt (domestic debt and private sector debt). But the total
level of government debt, total level of national external debt, total short-term debt are very
important in order to better assess the sustainability of debt. The problem of domestic debt
(Cameroon) or private sector external debt (Nigeria), respectively due to domestic over-
borrowing by government and to external over-borrowing by the private sector can introduce
dramatic fiscal, balance of payments and currency problems as well as public external debt.
In many African countries, domestic debt is not represented by treasury bills and bonds, but
is due to the existence of payment arrears or liabilities contingent on the occurrence of some
events (state guarantees of loans, insurance schemes on bank deposits, exchange rate
guarantees, the assumption of debts of entities being privatised). Thus, external government
debt service must be summed up to domestic debt service (including principal rollovers on it)
and measured as a ratio of budget revenue to have a signal of risk of incurrence of arrears,
default or rescheduling, because of the difficulties of fiscal adjustments in Africa. This
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approach contradicts the so-called Lawson doctrine?!, according to which current account
deficits that result from a shift in private-sector behaviour (in the sense that they do not
reflect government budget deficits) should not be a public policy concern.

The Mexican crisis in December 1994 and the East Asian financia crisisin 1997 have shown
that large and persistent current account deficit, basically financed through short-term capital
inflows, can create a fertile environment for external crises. Obvioudly, it is not possible to
define an optimal current account deficit in a normative sense: Norway, during the 1970s, run
high current account deficits, but international capital markets did not press Norway, and no
interest rates increase or krona depreciation occurred; Australia and Canada have experienced
since the 1950s high current account imbalances, without any serious negative consequence.
However, there are some indicators of potential difficulties®:

(@ Inter-tempora solvency, that is the ability of the debtor country to repay in the very long-
run its external debt, assuming that deficit of the current account represents the change in
a country’s net foreign assets and that the present discounted value of future trade
surpluses must equal the present value of foreign debt?®. Expectations of the future stream
of current account imbalances, future productivity growth, interest rates and access to
foreign capital determines financial markets reaction, as international capital mobility
opens the opportunity to trade off present levels of absorption against future absorption.
The “equilibrium” response of the current accounts depends crucialy on the expectation
of whether the productivity surge is temporary or permanent (only a permanent
productivity surge induces investment and a higher future capital stock, also causing
consumption to rise more than output, lower savings, resulting in a strong current account
deficit).

(b) The path of sustainability, given by trade imbalances and debt dynamics. In this case,
willingness to pay may be an important issue for externa creditors. At this regard, it is
not only important to know the sources of the current account deficit, but also the size and
the time profile of the balancing adjustment. The currency composition and maturity
profile of external debt can contribute as much to vulnerability to external shocks as does
the total volume of debt®*.

Considering an economy in steady-state, d are the liabilities as a fraction of the country’s
GDP that foreigners are willing to hold in equilibrium (i.e. total external debt/GDP as an
equilibrium portfolio share) and they are assumed to be constant in equilibrium and they are
equa to the current account deficit (=CAD) plus the net accumulation of international
reserves as a proportion of GDP (=FX), in proportion to long-run GDP growth (=g.

21 1n 1988, commenting the UK balance of payments situation in a speech to the IMF, the British Councillor
Nigel Lawson said that, if in the past UK current account deficits were always associated with large budget
deficits, low reserves and exiguous net overseas assets, the present situation is completely different. But, in a
forward-looking rational-expectations framework, current account balances are always the result of private-
sector decisions, with or without public-sector deficits. And current private-sector liabilities are often contingent
public-sector liabilities: foreign creditors may force governments to turn private-sector debt into public-sector
obligations, as happened in Latin American countries after 1982, and private-sector |osses tend to be absorbed
by the public sector, in terms of tax revenue.

22 A. North (1999), “Current Account Sustainability: Evidence from South Africa’, in LSE Crefsa Quarterly
Review, n. 1.

3 G. Milesi-Ferretti and A. Razin (1998), “Current Account Reversals and Currency Crises; Empirical
Regularities’, IMF Working Paper, No. 89, Washington D.C.

24 Financial markets concerns about Mexican risk were attributed primarily to the currency composition and
maturity structure of the public debt rather than its size. See S. Griffith-Jones (1997), “ Causes and lessons of the
Mexican Peso crisis’, WIDER Working Paper, No. 132, Helsinki.
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gl = CAD + OFX = net ligbilities (3.1
Long-run GDP growth (=g indirectly impacts on debt dynamics through two other effects:

(1) as the economy grows, the desired level of international reserves, which also depends on
the level of imports, grows; thus, with h denoting real annual import growth:

gl = CAD + {[(L+h)(1+g] FX - FX} (3.2)

(2) relative growth induces real exchange rate appreciation €€), which is driven by the
evolution of productivity differentials between traded and non-traded goods in the
domestic economy and in the rest of the world, that reduces both debt and foreign
exchange reserves as a fraction of GDP. This is called the Balassa-Samuelson effect and
it implies that also the e factor should be taken in account, measuring (g+ e)d.

In any case, even if we use a system of structural equations, econometric models remain
highly limited in their ability to predict a pending external crisis, as unforeseen shocks may
show an external balance position to be unsustainable only ex-post.

In sum, there is no simple rule to determine when a current account deficit is sustainable?®.

The East Asian crisis showed that an high exposure of domestic and international lenders and
suppliers of non-debt capital flows can induce large government contingent liabilities for
bailouts. Thus, the ratios of government liabilities to assets (considering the current stocks
and the present values of associated flows compared to present values of future expenditures
and revenues) must be serioudly taken in account. There is always a risk of interaction
between external and domestic financial crises, particularly when the domestic banking
system holds high proportions of its liabilities or assets in foreign currency and foreign
reserve cover is relatively low. Thus, foreign currency deposits to M2 ratios and M2 to
reserves ratios can be useful indicators, too.

Linked to the macroeconomic balances, it is important to monitor the non-interest current
account deficit, the primary fiscal deficit, and the savings-investment gap, even though they
are not directly related to the assessment of genuine demand for debt. But the current account
balance reflects the difference between a country’s savings and investment, thus these levels
have implications for the sustainability of the external position. Nonetheless, high savings
and investment levels do not necessarily mean high output levels, as they may be alocated
inefficiently. Under these circumstances, high levels of public investment do not
automatically enhance external sustainability; its composition is very important.

The same refusal of simplistic assumptions must be adopted referring to the importance of
openness degree and trade issues. Propensity to import and export influences the
sustainability of debt: countries with larger export sectors are able to better service external
debt and implies large domestic constituency interested in good external relations (that is to
avoid defaults on external debt commitments), but the more open an economy is, the more
vulnerable it will be to external shocks. Exchange rate policy, fiscal and monetary policy
have great importance in determining a country’s external competitiveness, but there is no
definitive answer to the question of whether regime is the most adequate: it clearly depends
on the relationship of the given economy within the global economic system, the structural
characteristics of the economy; the susceptibility to external shocks.

Caution is valid in analysing external factors, capital flows and the capital account regime as
well. There is a critical relationship between the current account and the capital account, and

2 H. Reisen (1998), “Sustainable and Excessive Current Account Deficits’, OECD Development Centre
Technical Paper, No. 132, Paris.
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issues of flexibility and openness are very important to the sustainability of a current account
deficit. But there is no regularity. Increased capital flexibility increases the country’s
vulnerability to sudden capital reversal, but international investors perceive it as a more
disciplined and responsible economy. On the other hand, the experience in Chile showed the
importance of selective capital controls in order to mitigate the excessive volatility in capital
flows.

A deep analysis of debt sustainability should use also dynamic ratios, as al the ratios we have
considered are static ratios, whereas debt problems are basically linked to the dynamic trend
of payments. The growth of nominal debt, the effective interest rate (including all interest
payments and other charges), present value compared to the growth of export revenues,
budget revenue, domestic savings, GDP can represent the basic dynamic ratios. If debt
growth is lower than revenue growth, then debt is becoming more sustainable. However, the
same criticisms of static ratios must be referred to dynamic ratios using similar variables as
numerators and denominators.

Dynamic analysis represents an evolution of static approach, but it does not solve the
practical problems in assessing the sustainability of debt. The models based on the savings-
investment gap simply say that debt strategy can work if there is sufficient economic growth.
Given that external financing requires foreign currency, as debt must be repaid in foreign
currency, a more accurate analysis of external solvency considers also the relationship
between export performance and the cost of borrowing. In fact, as the value of exports gives a
more accurate measure of repayment capacity than GDP, the conclusion is that the rate of
growth of exports must equal or exceed the rate of interest, in order to maintain debt service
capacity. But, in redlity it is wrong to assume a time-invariant growth path for income exports
and the rate of interest, as all follow time paths. Given that also imports play an important
macroeconomic role in the growth process, it should be more appropriate to include also the
time path of imports. It leads to an extended debt dynamic model to define the conditions to
maintain debt service capacity, where imports are treated as an endogenous variable.
Solvency occurs if the growth rate of exports is higher than the growth rates of both the rate
of interest and imports. When time is considered the analysis becomes more precise but aso
more complex and vague: the time paths of the considered variables are very difficult to
predict.

7. High debt burden and debt overhang

New lending and rescheduling of payments might only provide an indebted country with
short-term relief. Resulting from the short-term relief the country might fall deeper into debt
if the country's ability to service its debt does not improve in the future. In such situation it
can easily be assumed that the debt servicing capacity of a country is dependent on the size of
its debt. Thus the more new lending is granted to the country, the heavier its debt burden
grows and the more difficulties it will have in keeping current with its external obligations on
outstanding debt. When the difficulties grow too big to be handled, the country has only the
options of either repudiating or requesting for a restructuring agreement.

High debt burden can also be seen as an obstacle for growth. Empirical data shows that as a
result of developing country debt crisis the net investments in those countries have suffered
an extensive reduction. It seems that there is a two-way causality between the growth and the
debt burden. Heavy debt burden can be seen to hinder capital formation and slow down
economic growth through two channels: the illiquidity effect and disincentive effect.

[lliquidity effect can be characterised by situation in which a heavily indebted country
struggles with having to allocate the scarce resources between consumption, investment and
externa transfers to service outstanding debt. In such situations funds used for investments
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are likely to reduce substantially because maintaining a certain level of consumption and
keeping current in debt obligations easily exhaust most of the resources. Extensive cut-downs
in funds used for consumption are politicaly very hard to make and thus short-sighted
politics which cut down investments is often the easy way out for the country's leaders. The
low level of investments is of course in the long run a severe obstacle for growth. An extreme
situation of illiquidity is called a liquidity trap. Then ever larger and larger share of the
country's output is spent in consumption, investments are driven down, and thereby also the
future output. A country in a liquidity trap, due to external credit payments, which have not
been serviced, is hardly able to receive financing for new, even productive, investments. This
is because the new potential creditors realise that the senior debts will be serviced prior the
later issued, and thus the senior creditors would pocket the profits from the productive
investments. As the productive investments cannot be financed, the growth rate of the
economy will further diminish.

Debt overhang can develop as a result of a combination of the disincentive effect and the
illiquidity effect or as aresult of either one of the two effects. Debt overhang occurs when the
effects are strong enough to discourage the country from fully exploiting its growth prospects
unless some relief is granted by its creditors. In a country that suffers from debt overhang
potentialy productive investments are left unexploited. In such a situation also the country's
creditors suffer as future income is sacrificed. Beyond a certain point, a high level of external
debt acts as a margina tax on investment because a fraction of the gains in output, resulting
from increased capital formation, accrues to creditors in the form of debt repayment. High
indebtedness can therefore lead to low investment, low growth, and ultimately to low

repayment.

Debt overhang has been divided to a weak version and a strong version. A country is said to
suffer from a weak debt overhang when the debt burden is so large that ssimply issuing further
financing for the country cannot solve the situation. In the case of a strong debt overhang, the
debtor postpones the implementation of profitable investment projects until at least part of the
debt is forgiven. The leaders of the debtor country have no incentives to participate in
extensive structural adjustment program because the benefits of increased growth would end
up to creditor’'s pocket while the short-term cost would have fall solely on the debtor’s
shoulders. The existence of a debt overhang can thus distort the incentives of a debtor.

Krugman (1989)%° defines debt overhang in terms of resource transfers. A country suffers
from debt overhang if the expected present value of potential future resource transfers is less
than its debt. The key is that the potential repayment of the country is not independent of its
debt burden. When a country's obligation exceeds the amount it is likely to pay, these
obligations act as a high marginal tax rate on the country because if the country succeeds in
doing well, most of the benefits will go to the foreign creditors. This, of course, discourages
the country from doing well. The government borrower is less likely to implement painful
corrective policies if the benefits of improved economic performance go to foreign creditors.
In addition, the burden of national debt will fall on domestic residents through taxation (in
particular taxation on capital); therefore, debt overhang deters investment.

Krugman postulates a relationship between the face value of the debt and the market value of
the expected repayment. At low levels of external debt, creditors expect that the debt will be
repaid in full. The secondary market price (which is equa to the market value of expected
repayment divided by the face value of debt, ignoring risk and transaction costs) will be one
and the value of the debt will lie on the 45-degree line. At higher levels of debt, the

28 p_ Krugman (1989), “Market-based debt reduction schemes’, in J. Frenkel et al. (eds.), Analytical issues in
debt, IMF, Washington D.C.
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probability of non-repayment increases as the country has less incentive to invest; hence, the
expected payments are below the 45-degree line. From a given point onwards, any level of
debt is associated with lower secondary market price and at first, the market value of
expected repayment would still rise. At very high levels of debt the disincentive effects of
doing well are so large, that the curve turns down and the market value of the debt starts to
fall when the face value of debt increases.

8. The solvency-liquidity problem of External Debt and need of debt relief

Different features of sovereign lending compared to domestic lending, especially because it
involves a sovereign state as a debtor cause the complexity of breakdowns in international
debt contracts. In domestic debt the creditors are able to demand collateral to secure their
outstanding claims, and the collateral is quite easily enforceable in the event of repudiation.
While in sovereign lending, where the amount of principal is often much larger than in
domestic lending, the collateral is often insignificant, and, in addition, the creditors have very
limited instruments for attaining the possession of debtor’s assets due to lack of enforcement
mechanism. In any case, if a sovereign debtor repudiated, it would more often be a case of
unwillingness to pay than inability to pay. Another main difference between the domestic and
sovereign lending is that the domestic bankruptcy negotiations are mostly held only once,
when sovereign debtors renegotiate with their creditors time after time. The continuous
nature is caused by the creditors' inability to make the sovereign debtor commit into a legally
binding agreement.

From the sovereign debtors point of view, bankruptcy implies further problems, as no new
loans would be extended to sovereign states, thus the sovereign debtors must have some
incentives to repay. Moreover, as international debt is a system of facilitating foreign trade,
the more open the country’s economy is the more dependent it is on externa credits.
Therefore it is in the interest of an open sovereign state to build up a good reputation as a
trustworthy debtor and thereby sustain the ability to enjoy the services. A rationally reasoning
sovereign debtor will service its debts or enter into restructuring negotiations only if it is less
costly than repudiating.

Renegotiations of debt contracts as a preferred way of dealing with debt-service difficultiesis
a post World War 1l phenomenon. Prior to this, defaults on sovereign debt were common
occurrence. In the past the difficulty in attaining the control of a debtor country’s resources to
the creditor was often dealt with so-called “gunboat diplomacy”, that is with a use of armed
forces. The main reason for the change in a way of dealing with the issue is that in the pre-
1930 period lenders in the international financial markets were mainly individual
bondholders who did not co-operate with each other, while after the World War 11, the
lenders have rather been governments and banks who have been able to reach co-operative
agreements through informal clubs, such as the Paris and London ones. Also the
establishment of the International Monetary Fund (IMF) and the World Bank has influenced
the international financial markets towards more co-operative direction. Another influential
matter was a change in the relative bargaining strengths between the creditors and the
debtors. Earlier the creditors were represented by private bond-holder committees which had
limited option for retaliation and thus little power to force the debtor to service its debt. Now
the creditor governments are able to intervene by imposing conditionalities, in order to
influence the economic development and the structural adjustment programs of debtor
countries. The fact that most credits granted from unofficial sources are syndicated loans, in
which cross-default clauses are included, has increased the bargaining power of the creditors.

In a situation when a country is unable to meet its debt obligations out of present income, the
creditors have two options. They can either reschedule the payment stream or finance the
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country in the hope that it will repay its debt or they can forgive part of the debt and reduce
the debt to a level that the country can repay. The choice between the aternatives is a trade
off. Refinancing and rescheduling give the creditor an option value: if the country turns out to
do well in the future the creditors will not have written down their claims unnecessarily. On
the other hand, heavy debt burden can distort the country’s incentives for development and
growth and thus be detrimental to the creditors.

Quite often, during the explosion of foreign debt crises, such as in the 1982-1987, a basic
digtinction in made: debt crisis can be due to liquidity rather than solvency problems.
Countries can be seen as basically solvent, if they are able to repay (in terms of present value
of future output flows), but illiquid, that is lacking at present the cash to service its debt.

Paul Krugman expressed the fallacy of such an argument to explain debt crises: “If it is
known to be solvent, a country can find voluntary lending, and there is no liquidity problem.
The liquidity problem arises precisely because there is a possibility that the country will not
be able fully to repay its debt” 2”. Agenor and Montiel?® pointed out two factors, which can be
useful to understand the solvency-liquidity problem: the distinction between the ability and
willingness to pay and the difference between the concept of solvency of a country at
aggregated level and of the government of the country. As a consequence of this solvency
problem, external debt can be sold at a discounted value on the secondary market that values
debt below its face value. Hence, each kind of debt issued by that country will be discounted
on the secondary market, on a par with existing debt, and new lenders would not enter in the
market and no credit will be available for the country.

Public sector is perceived to be solvent if the present value of its future resources available
for debt service, currently discounted, is at least equal to the face value of its initial stock of
debt.

TDE/GDP = pd/GDP — sr/GDP + (ri — NTDE/GDP (3.3
Where:

TDE/GDP = tota (domestic plus foreign) public debt over GDP
Pd/GDP = primary deficit over GDP

Sr/GDP = seignorage revenue over GDP

ri = real rate of interest

n = rate of growth of real GDP

If (ri - n) <O, then the government could do an “honest Ponzi game’ <, i.e. it could borrow
new credit for debt service since the outstanding debt contributes to the grow of total debt at a
decreasing rate.

g’ 29

If (ri - n) >0, then it infers a debt growth without bound and it requires that the public sector
is able to service the debt using their own resources, i.e. running sufficiently large primary
surpluses and with seignorage revenues in order to limit debt spiral.

At this regard, evidence suggests that in Sub-Saharan Africa voluntary lending from the
private sector is very limited, the level of seignorage revenue is quite low and that money

27 page 290, P. Krugman (1989), ibid.
2 p R. Agenor and P. Montiel (1995), Development Macroeconomics, Princeton University Press, Princeton.

29 The debt burden can be assessed by evaluating external solvency, in amanner anal ogous to the assessment of
fiscal solvency: the no-Ponzi game condition prevents a country from rolling over its external obligations
indefinitely. Under this condition, external solvency requires the present discounted value of trade surpluses to
be sufficiently large to repay the existing net stock of foreign liabilities.
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printing is likely to increase inflationary pressure quickly and to evolve in a inflation-deficit
viciouscircle.

TDE/GDP TDE/GDP

Nn-n<0F---+ == oo —..-2 fi-n>0

/ | I
As suggested by Agenor and Montiel, external debt crisis may arise as an effect of the

perception of lenders that public sector of debtor countries are insolvent ex ante, i.e. the fisca
adjustment necessary to restore the solvency constraint are not forthcoming.

In this case, the amount of debt is sold at a discounted value egqual to the prospective debt
service and secondary market values the debt below its face value. In presence of discounted
debt on the secondary markets, the ability of collecting new credit on the market is reduced.

Given these premises, the idea that a reduction in debt burden could be a Pareto improvement
and therefore beneficial for both debtors and lenders has its theoretical justification in the fact
that debt overhang would act as a marginal tax on the future output of a country. On one side,
the government will have less incentive to implement policies to improve economic
performance, especialy if these are painful for the country, as it realises that the future
benefits of such policies, in terms of increasing output, will mostly go to creditors. On the
other side, private investors forecast increases in taxation of domestic income to repay debt
and this acts as a powerful deterrent to investments. There are situations in which reduction
of debt would be aso in the interest of the creditor. For example, if the market vaue of the
outstanding debt is increased by partial debt forgiveness then the creditor can benefit from the
restructuring provided that the value of the claims is increased by more than what the
restructuring has cost the creditors.
The optimality of debt relief can be
Vaue examined in a debt-relief Laffer curve
» -framework*°.

From this figure, we consider the

present value of a country’s debt

co L R obligations on the horizonta axis, and
d the expected present value of its
R D future debt service on the vertical
L axis. At alow level of Debt, expected

Debt repayments increase one for one with
the contractual value of debt (i.e.

30 p Krugman (1988), “Financing versus Forgiving a Debt Overhang: Some Analytical Notes’, Journal of
Development Economics, N. 29, December; E. Helpman (1989), “Voluntary Debt Reduction: Incentives and
Welfare”, IMF Staff Papers, N. 36, September; J. Sachs (1989), “The Debt Overhang of Developing Countries’,
R. Findlay, G. Calvo, P. J. Kouri and J. B. de Macedo (eds.), Debt, Stabilisation and Development, Basil
Blackwell, Oxford.
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there is non-risk of default). Beyond point R (the inefficient portion of the debt Laffer curve,
with potentialy sizeable losses) it is more efficient for the creditor to reduce its claims on the
country and pass on at least part of the secondary market discount as the overall vaue of its
debt will increase. This is because the loss of the option on the future output of the country is
more than offset by the effect of the reduction of debt overhang on the incentives for the
country and therefore on perspective payments to the creditors. A high debt burden can be a
potent disincentive to investment, especially in the presence of uncertainty about future
output (which captures the likelihood of being able to service debts in the next period). Debt
relief, a form of aid, can then encourage higher levels of investment: within this framework,
in certain situations partial debt forgiveness can be a Pareto improving solution.

In fact, debt-relief Laffer curve suggests that the debt relief is beneficial to the creditors if the
debtor lies on the falling part of the curve, which is often called the wrong side of the debt-
relief Laffer curve. But in practice there are difficulties in ascertaining on which side of the
curve a debtor country is: a useful technigue is the comparison between the secondary market
price of debt and the face value of debt claims, but unfortunately for poor countries there is
no secondary debt market®. Despite of these difficulties, the framework has been seen as an
useful way of organising thinking and arguments when dealing with issue of developing
country debt crisis.

Infinitely large debt is comparable to a high margina tax on efforts to expand debtor's foreign
exchange earnings. Thus like atax (that’s why the curve is comparable with the Laffer curve
used in taxation models), the high debt burden has disincentive impact on domestic
investment. As government may sometimes increase tax revenue by decreasing tax rates,
creditors may increase expected payments by forgiving part of a country's debt. Therefore,
debt reduction might be in the interest of both borrower and creditor if the borrower is on the
wrong side of the Laffer curve. This can be illustrated by examining a situation when the
currency income of the country increases with growth of the economy. The country being
heavily indebted, a great deal of the increased currency income goes to servicing the earlier
accumulated debt and does not rise the welfare of the country's citizens. Therefore political
decision-makers of the indebted country will have little incentives to allocate funds to
investments as the fruits generated by the investments would be pocketed by international
creditors. They will much rather spend more on current consumption and thereby try to
ensure their tenure in power. This effect of debt burden is what we called the disincentive
effect of debt overhang. It arises from expectations that future debt burden reduce the
incentives for current investment and adjustment. It can be argued that large external debt is a
bottleneck to growth and development. If this is the case, then by reducing the debt of heavily
indebted countries, the expected amount of repayments would eventually be increased. If the
creditors committed themselves to absorbing a smaller part of the country’ s output, the debtor
country would be more likely to pursue the types of investment-orientated policies that lead
to higher future levels of output, thereby increasing the total resources available to both
parties. Sachs (1989) argues that most of these economic inefficiencies that hamper economic
growth could be overcome by partial debt forgiveness so as to improve the position of both
debtors and creditors. That is, debt forgiveness could in fact increase growth in the borrower
country and increase the eventual repayments received by the creditors. This argument shows
that debt relief initiative can have economic motivations, without implying any mora or
solidarity priority over selfish.

31 Because of the relatively small proportion of debt owed to commercial creditors by these countries.
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As an alternative to debt forgiveness to deal with the debt overhang problem, Paul Krugman®?
observed that under adverse circumstances a “defensive lending” argument can justify quite
substantial increases in creditor exposure. New lending that reduces the interest burden, even
if it isat aloss (i.e. the expected loss on the new lending), may be worthwhile because it has
a benefit, improving the expected value of the initial debt (i.e. the increase in the value of
existing claims).

Asfor debt relief, the free-rider problem can create a difficulty with defensive lending: it isto
the advantage of any single creditor not to lend more and simply gain from the collective
clams on previous debt; negotiating procedures and institutional arrangements are
consequently required. Non-participation creates a “prisoner’s dilemma’ in which it may well
be to the collective advantage of all the creditors to forgive debt or to lend defensive funds
but no individual creditor has the incentive to do so.

Defensive forgiveness and defensive lending confront operational difficulties: how much debt
should be forgiven or how much to lend? Forgiven by whom, within the map of al the
lenders? At what level does outstanding debt become sustainable?

A genera rule may be that it is quite difficult to imagine the existence of a genera rule,
which isvalid in presence of all the differences among debtors and lenders.

9. Freeriding and moral hazard problemswith restructuring debt

Thus, a central problem with restructuring of debt is an accomplishment of co-ordination
among the numerous creditors of a single debtor: this is a typical phenomenon that is linked
to the problem of debt overhang and sustainability analysis. Even though debt reduction can
be beneficial to creditors collectively, every single creditor has an incentive to withdraw from
granting debt relief to a named debtor. This is because with other creditors cutting down the
face value of the debt owed to them, the debtor’'s ability to service the remaining debt
increases. Fruits of this can be enjoyed adso by the creditor not participating in the
restructuring. Then, if one can ride free, why would another one pay for the same benefit? As
a result it might be that nobody will participate in debt restructuring and agreements are
simply not concluded. To provide the creditors with incentives to participate, equal treatment
among them has to be ensured. In reality the free rider problem is partially eliminated with
existence of the creditor clubs and the rules they implement to the restructuring agreements
negotiated under the auspices of the clubs.

When analysing the debtor’s incentives for debt restructuring, the related mora hazard
problems cannot be ignored. The first moral hazard problem arises form a situation when a
debtor country is granted debt relief. Then other countries struggling with debt servicing
difficulties will have little incentives to keep current with their repayments but rather default
and request for restructuring. All debts will not, however, be forgiven nor restructured. Often
the decisions on which countries are eligible for debt restructuring are made on political
bases. Of course the economic situation in the country and its past performance are aso
matters of concern. But, we can’'t say that economic motivations legitimate a given choice by
themselves. The complexity of economic systems of variables and determinants obliges us to
identify a priority, which will orient our political strategy. The real priority can be the
objective (we want to cancel al debt of the poorest countries) or the financial constraint (we
have a limited amount of money at disposal) or a compromise between them. In any case,
basically there is a political decision, which can be only supported by some “scientific”

32 p, Krugman (1988), “Private Capital Flows to Problem Debtors’, J. Sachs (ed.), Developing Country Debt
and Economic Performance, vol. 1.
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motivations. To think that this causal relation can be completely reverted is an illusion.
Another moral hazard problem arises from the existence of debt relief system. Heavily
indebted country that has been granted some relief has little incentives to mend its behaviour
and utilise the whole potentia of the economy if the decision-makers in the country can count
on the availability of debt relief also in the future. To reduce the effect of moral hazard
problems that arise from debt restructuring programs the relief is often made as una tantum
and conditional on both past and future performance.

The standard approach adopted in the debt renegotiations is a multilateral one. This is
sensible because there are typically several creditors who have extended loans to the same
debtor. The multilateral approach is able to ensure the equa treatment of all creditors
involved. It also allows the restructuring process to be conducted in timely manner.

Variety in the outcomes of restructuring negotiations suggests that there are major
distinctions among the issues, interests and instruments which different debtor countries can
bring to the bargaining table. It has been suggested that the difference in the bargaining
outcomes of different countries can be explained with three factors. the size of the country's
debt, its strategic and political significance, and its access to non-conditional resources.

Large debtor countries such as Brazil and Mexico have been able to negotiate favourable
deals with their international creditors. They have received lower interest rates, longer
maturities, larger principal reductions and longer grace periods in their debt restructuring than
countries with relatively smaller debt burden. This has happened partly because the large
debtors have been in a position to threaten the international financial system as a whole. Thus
they have been given more attention and have been taken more serioudly as a result. Large
debtor countries are often large economies as well, and hence capable of sustaining autarkic
policy measures for longer time periods than small countries. Therefore the credibility of
their threats to resist required policy reform is greater than the credibility of smaller
countries. SSA countries are small debtors, in absolute terms, and they represent the easiest
target of debt relief. To cancel their debt is not to threaten the international financial system.
It is not expensive, it is manageable and it does not involve alot of private lenders. And it can
demonstrate the effectiveness of global governance guided by ethical principles and common
responsibilities.

Even more important than the size of the debtor country, might be the strategic significance
of it. Due to strategic and political concerns creditor governments have used their influence in
the boards of the IMF and the World Bank to press for greater leniency and to lobby bank
advisory groups for expeditious settlement of restructuring negotiations. As an evidence of
strategic importance it can be pointed out that the United States have been relatively more
concerned with relief for Latin-American countries, the Germans for Eastern Europe, the
French for their former colonies in Africa, and the British for indebted members of the
Commonwealth. Latest implication of the strategic significance is the generous debt relief
provided to Pakistan following its involvement in the allied codlition against the Taliban
regime in Afghanistan.

The access to non-conditiona financial resources such revenues from scarce natural
resources or proceeds from commodity price booms influence the debtor country's bargaining
position and the financia terms it is likely to receive. The presence of additiona resources
can render a country less vulnerable to external pressure because it will probably have fewer
political incentives to make difficult economic adjustments which a restructuring agreement
or timely repayments would require. The credibility of a debtor country’s bargaining position
is likely to increase if its creditors redise that it has access to non-conditiona financia
resources.
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Also a number of different domestic factors can influence the outcome of the international
financia negotiations. The politica climate in the country can influence the leaders
willingness the settle a deal with the creditors - if the length of their tenure in power is
endangered, they are not likely to make hard decisions on restructuring of debt but rather
ignore the external obligations of the country. On the other hand the economic situation
determines the country's ability to withstand sanctions.

The particular nature and condition(alitie)s of each debt re-negotiation directly affects the
relationship, which is established, in the long-term, between debt and development.

10. An additional problem. The operationalisation of debt sustainability

There is a clear gap between the conceptualisation of debt sustainability in theoretical
literature and its operational guidance for designing adequate monitoring policies. That's
why, in the empirical literature, debt capacity is seen from an ex-post perspective, that is
verifying tangible problems (failure to service external debt, accumulation of payments
arrears, debt rescheduling), rather than from an ex-ante definition.

Inter-temporal dynamic analysis must be extended to other crucial variables, which have been
mentioned in the context of the static description. In fact, the use of external debt goes
beyond the possibility to finance investment and imports, as it can also be used to maintain
high level of consumption.

Moreover, a complete analysis of debt sustainability should take in account lender countries
as well. A debt situation may be consistent with the inter-temporal budget constraint of the
borrower, but it may become unsustainable if the supply conditions change. Borrowers
behaviour affects the behaviour of lenders and vice-versa. The decison-making and
behaviour of lenders and of the institutional framework of international finance are very
relevant to determine the sustainability of debt. Particularly when commercial lenders are
involved, the perspective of creditors, using the concepts of creditworthiness and country risk
(as well as a measure of the borrowers access to international capital market), should be an
additional component to the solvency issue. In the credit-rationing context, directly linked to
commercia lenders, a measure of the secondary debt market values can be used as a proxy of
past difficulties or anticipation of future problems (a para-dynamic approach).

The sustainability itself should be referred to both the borrowing and lender countries. What
may be sustainable from the borrower’s point of view, it may result unsustainable from the
lender point of view. To define the financial cost of any given debt relief initiative is a
legitimate request from donor’s side. Given the financial constraint of the initiative, that is the
amount of pledged resources, we can consider an initiative as “sustainable” only when its
implementation does not incur in extra-costs. Thisis a correct way of defining the sustainable
nature of a financia initiative, from the lender point of view. Obvioudly, taking account of
such considerations makes the empirical application of theory much more difficult. Not only
debtors dituation interferes with sustainability, but lenders too. And we have to admit it.
Unfortunately, rhetoric pushes international agencies to present to public opinion the
sustainability as uniquely referred to debtors’ situation™3.

Wherever possible, on the basis of the results from debt sustainability analysis, the idea
should be to reduce reliance on debt to sustainable levels of the static ratios, with dynamic
ratios moving in the correct direction.

33 public opinion thinks that sustainable level means a level of debt, which can be managed by debtor country
without negatively affecting development process. Donor countries prefer to hide the important lender
component of sustainability, in order to demonstrate their high degree of responsibility towards the poor.
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At thisregard, asimple model of debt sustainability, can be derived from Jeffrey Sachs®.
Given that:

DS =P + PR (3.4)
NB; = NDL; + INP, (3.5
B =NB; — PR = D1 - Di =DD (3.6)
NT,=B;—IR = NB; - DS (3.7)
Where:
D = disbursed debt |P; = interest payments PR; = principal repayment
DS = debt service NB; = flow of new debt NDL; = new disbursed loans
INP; = past interests to be paid NT; = net transfer rD; = interests on current stock

DD = variation of nominal debt stock

And assuming the simplest economy, which produces only one tradeable good (=Q), there is
a typical inter-temporal optimisation problem to be solved. What is the needed amount of
debt in order to maximise the sum of utility/preferences of population?

First, there is a national budget constraint: disposable resources must be enough to finance
consumption and to pay interests on past debt:

Qi+ B =D + G (3.8)

Ct = Qt + Bt —rDq1 = Q[ + NT; (39)
Second, if we assume the rationality of lenders constraint, which implies that borrowers can
not continue receiving indefinitely new lending to repay past debt, then we have to take in
account the solvency constraint. The value of what is produced (i.e. the stock of financial and

real assets = W), measured by income growth rate, can not be —at least in the long run - lower
than the amount of debt:

gt _5C-Qg (3.10)
o (L+1)" 5 (L+r)
D: £ Wi (3.11)
Thisimplies that discounted present value of debt can not be permanently positive:
Limey D/(1+1)'=0 (3.12)

Resource transfer from borrower to lender must be considered normal, if lender wants to
realise a non-negative profit. If resource transfer from borrower to lender is never registered,
then debt stock increases at least as much as interest rates, thus violating (3.12).

Some points to be mentioned can be derived from these conclusions.

Debt makes it possible to separate consumption growth from income growth. Thus, a country,
which is serving the interests of people who do not want to postpone their consumption, can
use debt. If a country has permanently high rate of growth, it can choose to maintain high
levels of consumption, accepting debt in the short-term and paying it back in the long run,

34 Based on J. D. Sachs (1981), “The current account and macroeconomic adjustment in the 1970s”, Brookings
Papers on Economic Activity, Vol.12, No. 1.
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with increased income. A country can have sustainable present debt, in order to finance
tomorrow investment, which will produce permanent increase of income growth rate.

In terms of sustainability, it is important, even if quite difficult, to consider the political
component too. Alesina and Tabellini*® analysed political determinants of indebtedness. Berg
and Sachs®® tested the link between debt and political components, using Probit analysis on
24 middle-income countries and they showed that the level of inequality of income
distribution is much more important to predict the probability of refinancing debt, rather than
any other economic variables. In fact, due to inequality, there is more political instability and
socia unrest; governments are more exposed to strong pressure and budget discipline is less
important. In these conditions, time horizon is quite short for both government and
population, and indebtedness becomes a useful tool to keep high popular consensus. SSA
continent seems to be an interesting area where these assumptions can be tested.

The nature of sovereign debt implies the presence of specific sovereign risk. In case of
insolvency, in fact it is unlikely that lenders can confiscate any real guarantee provided by the
government. Nevertheless, contract enforcement can be provided by the presence of other
nations or international organisations, which can use commercial sanctions, conditionalities,
and the importance of reputation within international financial markets.

11. Debt sustainability in developed countries

Given longer-term sustainability considerations and short-term aggregate demand conditions,
the International Financial Ingtitutions, and particularly the IMF, recommend appropriate
fiscal policies.

Tab. 7 — General Government Fiscal Indicators, at the end of 1998 (in percent of GDP)

Canada France| Germany| Itay | Japan | UK | USA
Gross debt 95.8 58.2 61.1 118.7 | 1179 | 62.2 | 62.1
Net debt including socia security assets 62.3 48.4 52.4 1124 | 305 | 424 | 484
Net debt excluding social security assets 62.3 48.4 524 1124 | 79.1 | 424 | 56.1
Overadll balance including socia security 0.9 -2.7 -2.0 -2.7 -5.3 03 | 13
Overall balance excluding socia security 2.9 -2.6 -2.3 13 -1.5 . -1.7
Structural balance including socia security| 1.6 -1.3 -0.7 -1.5 -3.8 | -0.3 | 13

Source: IMF, 1999

In the previous table, estimates of debt indicators that are used to assess debt sustainability in
formulating fiscal policy advice are reported for the G-7 countries.

The first row refers to Gross debt, that is the government’s stock of outstanding financia
liabilities. Italy and Japan are the most indebted G-7 countries, with gross debt of 119% and
118% of GDP respectively.

The second row subtracts al government financial assets from gross debt, including assets of
the social security system®’, often in the form of government debt. Japan is the only country

% A. Alesina and G. Tabellini (1989), “External debt, capital flight and political risk”, Journal of International
Economics 27 and A. Alesinaand G. Tabellini (1990), “A positive theory of budgets deficits and government
debt”, Review of Economic Studies 57.

36 A. Berg and J. D. Sachs (1988), “The Debt Crisis: Structural Explanations of Country Performance”, Journal
of Development Economics, Vol. 29 (November).

37 Thisindicator does not include the future claims of the social security system against government assets, thus
it may provide a very partial measure of the government financial situation. Chand and Jaeger (1996) add net
future public pension liabilities — equal to the present value of future pension liabilities less the assets of the
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where the latter is sizeable: when socia security assets are included in government debt,
Japan is the least indebted country, whereas Itay is aways the highest (because the socid
security system holds no assets).

The third row consider the social security system as independent, thus the debt held by
government is not considered part of the government asset. In this case Itay is the most
indebted country, followed by Japan.

The forth, fifth and sixth rows indicate that the G-7 countries start with different fiscal
balances

The Japanese debt
Japan is an example of huge public-sector debt.

By the end of 2000, the Japanese government will be the biggest debtor (as a percentage of
GDP) that has ever been among developed countries in peacetime®®.

The Japanese government is the champ in the public-sector debt-to-GDP ratio.

This main characteristic has recent origin. Given the 1980s difficulties due to excessive
private-sector borrowing, in the 1990s the government tried to re-start growth by spending
and borrowing massively. It did mean a stimulus through an aggressive monetary expansion,
after along deflation and recession period. Public debt has increased rapidly as a result of the
large deficits incurred during the current downturns and financial market concerns about the
sustainability of this trend is shown by upward pressure on long-term interest rates®.

As a result, in 2000 Japan’'s genera government deficit has widened to more than 8% of
GDP; gross public debt amounts to 128% of GDP (compared to 69% in 1990)“°.

During past forty years non-industrialised country reached a public-sector debt higher than
135% of GDP, even though some developed countries such as Italy, Belgium and Ireland
have been very deeply indebted public sector.

The IMF forecasts that, by 2004, even though he government will reduce its budget deficit to
1.4% of GDP, debt will have increased to 150% of GDP, making Japan by a considerable
margin the most indebted G-7 country. Net debt also increases.

If we consider other potential liabilities, such as the government’s guarantees on bank loans,
and the present value of future state-pension commitments (condemned to increase rapidly
because of the ageing of Japanese population), then Japan public debt reaches 400%.

Among developed countries, comparable levels of public debt were registered in United
Kingdom at the end of the second war, when the ratio of public debt to GDP reached 250%.

However, the Japanese situation is not very worrisome, particularly in comparison to SSA
countries. Why?

1. Above al, Japan is the biggest creditor nation in the world: two decades of current-
accounts surpluses have produced $1.2 trillion of overseas assets, equal to 31% of

public pension system —to net debt excluding social security to provide an indicator of net debt including future
public pension liabilities. Their estimates, based on the 1995 juridical framework and on projections up to 2020,
demonstrate that Italy and Japan would remain the most indebted G-7 countries. See S. K. Chand and A. Jaeger
(1996), Aging Populations and Public Pension Schemes, IMF Occasional Paper No. 146, December.

38 The Economist (2000), “A tale of two debtors’, in The Economist, January 22 2000, p. 15.
39 IMF (1999), World Economic Outlook. October 1999, Washington D.C., p. 11-13
40 MF (2000).
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GDP. This is a very important characteristic, also compared to other developed
countries having current-account deficits.

2. The Japanese are the biggest savers in the world. Thus the government can finance its
deficit, through national investors rather than foreign ones. Foreigners hold only 10%
of Japanese government securities, whereas this ratio is equal to 40% in the US and
23% in Italy. In terms of financial behaviour, we can assume that residents flows are
less volatile than foreigners flows and they are not likely to give bonds up suddenly.

3. Moreover, haf of al the outstanding government securities are held in the social-
security funds, owned by the government itself.

4. Net public-sector debt is only 40% of GDP, the lowest among developed countries.

Nevertheless, a permanent growth in Japan’s debt is not sustainable in the long run: the rapid
aging of Japanese population is pushing up social expenditures (health and pension costs),
thus exacerbating the problem of deficit spending. However, it could be possible to increase
revenues, broadening its tax base (as suggested by OECD) or raising tax rates, as Japan has
the lowest tax revenues among developed countries. It is equal to 29% of national GDP,
compared to 39% of other rich countries (and the European Union tax burden at 42% of
GDP). The OECD aso suggested to cut spending on public works, but reducing public
investment, in order to reduce national budget deficit, while the economy is till fragile risks
to generate recession, as the 1997 policy demonstrated.

The Japanese case is instance where long-term and short-term aspects point to conflicting
advice: short-term fiscal stimulus can effectively attack the weakness in aggregate demand,
whereas the long-term unsustainability suggests that Japan need to return to fiscal
consolidation.

US Debt

Compared with Japan, The US government looks like a paragon of fiscal virtue. After heavy
borrowing in the 1980s, its budget has moved into surplus, allowing the government to repay
some debt. When Bill Clinton moved into the White House in 1992, the US economy was
starting to gather strength but the federal budget deficit was only getting bigger, leaving the
new president with very limited room when it came to fiscal policy. His successor, George
W. Bush, has inherited a very different situation. He has become president at a time when the
economy is weakening, but the budget surplus seems to increase with each new calculation.
As aresult, Mr. Bush has more flexibility when it comes to the budget than any president in a
generation. Mr. Clinton had to spend the first year of his first term pushing tax increases and
spending cuts through a reluctant Congress to cut the deficit. Mr. Bush has a long menu of
different choices made possible by the surplus. he can cut taxes, he can pay off the national
debt, he can shore up Socia Security and Medicare, he can provide health insurance to
people who cannot afford it. Through most of Mr. Clinton’s two terms, fiscal policy has
become centred on the long run: paying down the national debt, freeing capital for investment
in the private sector and strengthening the federal balance sheet to deal with the costs of an
ageing population. Mr Bush can decide how to pay off the national debt, or at least the $3.4
trillion of it held by the public in the form of Treasury securities (on top of the public debt,
the government owes Social Security more than $2 trillion).

And yet, even as the US government has weaned itself from its old borrowing habits, firms
and US households have been borrowing still more, lifting their combined debts to a record
132% of GDP (compared to 80% in 1960, 93% in 1970, 102% in 1980, and 126% in 1990).
The total debts of non-financial firms increased due to different reasons. First, to finance a
high-tech investment boom. Second, to finance share buy-backs: during the past two years,
non-financia corporations increased their debts by $900 billion, while they retired a net $460
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billion of equity, in order to pay employees in share options without depressing the share
price. Rising share prices have made households feel wealthier, and so encouraged them to
borrow still more: total household debt has passed from 85% of persona income (1992) to
103% (1999). This increase in private debt may imply some elements to be worry about.
Measures of corporate leverage, such as the ratio of debt to companies’ net worth (the value
of tangible assets minus debt) have increased. Moreover, debt is fixed in value, whereas the
value of assets, such as shares and property is not. Debts can only be serviced from income;
assets can pay the interest bill only if they are sold, and if lots of debtors are forced to sell at
the same time, asset prices will fall. A better measure of the debt burden therefore is debt-
service payments as a percentage of disposable income. Despite low interest rates,
households debt-service ratio is currently close to arecord level (more than 13%).

US' private sector debt problem may not yet be as serious as Japan’s in the late 1980s, when
banks engaged in imprudent lending on a massive scale. But US are vulnerable in a way that
Japan never was, and it is more similar to the SSA countries.

US are the world' s biggest foreign debtors, with net foreign liabilities of $1.5 trillion, around
20% of GDP. As a credit-fuelled spending devoted to more imports, US current account
deficit has widened to about 4% of GDP. If it remained at this level, US net foreign debt
would rise to more than 50% of GDP within ten years. This leaves the US economy
dependent on foreigners’ willingness to hold more and more dollar-denominated assets. If
foreigners interest in dollars falls, the currency will fall. US would then need to offer
progressively higher interest rates to convince foreigners to put a growing share of their
wealth into dollar securities. Higher interest rates, and hence lower share prices. Low
inflation has encouraged heavy borrowing: the apparent defeat of inflation, combined with
the expansion of US economy, has created the expectation that the boom will last forever.
This, in turn, has encouraged firms and households to borrow more and lenders to relax their
standards. And low inflation also makes excessive debt more dangerous. borrowers can no
longer rely on inflation to erode their real debt burden if things go wrong.

Given the differences of debt profile between USA and Japan, there is an important aspect, a
part from the international reputation and usage, which makes these cases different from the
SSA ones. Both the US and Japanese debts are amost al in their own currencies, unlike
those of developing countries. And it does matter, too.
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4. Debt crisisin Sub-Saharan Africa

1. - Introduction

Sub-Saharan Africa (SSA) covers the whole of Africa south of the Sahara. Apart from South
Africal, SSA comprises 47 countries with a total area exceeding 22 million square
kilometres. Obvioudly, these countries differ in size, population, geographical and climatic
conditions, natural resources and other economic, political, social and cultural characteristics.

Total population is over 600 million, ranging from Nigeria (with 124 million) to Seychelles
(with a population of 80,000)>.

Population of SSA countries, with more than 1 million (,000 people)

with more than 1 million with more than 10 million

| |
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L Which is considered as a“ developed” country by the WTO criteria

2 Cape Verde, Comoros, Equatorial Guinea, Mayotte, Sao Tome and Principe and Seychelles have each a
population lessthan 1 million.
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Similar disparities are reflected in population densities, with the smaller states in general
having a higher density than the larger ones.

Africa experiences almost every type of geographical and climatic condition, from tropical
rain forests to semi-arid and desert conditions. There are different natura resources:
petroleum (Angola, Cameroon, Republic of Congo, Gabon, Nigeria), minerals and precious
metals (diamonds in Botswana, bauxite in Guinea, gold in Ghana, uranium in Niger, iron in
Liberia and Mauritania, copper in Zambia, phosphate in Togo).

There are differences in respect of economic, financial and political systems and forms of
government aswell as political “heritage’: francophone and anglophone areas.

Within the same region, there are relevant differences, too. In fact, the European Commission
was establishing, at the end of the 1990s, a new framework for EU-ACP (African, Caribbean
and Pecific) trade relations, in order to define a post- Lome agreement”. Europe de facto
imposed the need for the ACP to define geographical configurations for future trade
arrangements with regional institutions representing these configurations. The EU has
proposed free trade based Economic Partnership Agreements (EPAS) as the model for new
trade arrangements and they will be negotiated largely on a regiona basis. Unfortunately,
thereis a clear absence, in most ACP regions, of the institutional capacity for the negotiation
of reciprocal preferential trade arrangements at the regional level. And there is a clear
absence of the necessary economic convergence to allow the negotiation of region to region
agreements, which accommodate the trade realities and needs of each participating country.
The final appendix of this chapter tries to demonstrate how relevant is the heterogeneity of
existing economic conditions and characteristics within the same SSA regional aggregations,
which are not the final result of along endogenous process of integration, as the EU is.

Using continent-wide averages for SSA can be misleading because substantial population and
GDP differences exist among the subregions of West Africa, Central Africa, East Africa and
Southern Africa, and also within subregions. Considering the whole African continent, the
five biggest economies of the continent (South Africa, Nigeria, Algeria, Egypt and Morocco)
account for 37 per cent of the population, and 59 per cent of GDP. The 33 least developed
countries have 45 per cent of the population, and only 17 per cent of GDP. From another
perspective, the 11 oil-exporting countries of Algeria, Egypt, Libya, Tunisia, Cbte d'Ivoire,
Nigeria, Cameroon, Gabon, Republic of Congo, Angola and Equatorial Guinea account for
49 per cent of GDP, and 36 per cent of the population.

Notwithstanding this heterogeneity, SSA countries exhibit common economic problems. Low
per capita incomes, high population growth rates, agriculture remaining the dominant sector
and poverty.

3 According to the new Cotonou Agreement, signed in 2000, which replaces Lome Convention between EU and
the ACP, the parties agree to a preparatory period of 8 years before moving to new WTO compatible trade
arrangements. Formal negotiations for these agreements will start in September 2002. The agreements will
enter into force by January 2008 unless both parties agree earlier dates. The 8-years period is supposed to be
used to prepare the ACP States for the EPA trade arrangements. In 2004 the EU will assess the situation of non-
LDC ACP countriesin relation to these agreements. If after consultations these countries decide they arenotina
position to enter economic partnership agreements, the EU will examine alternatives in order to provide these
countries with new trade arrangements equivalent to their existing situation, but in conformity with WTO rules.
The ACP and the EU will then carry out a formal review in 2006 of the future arrangements planned for all
countries to ensure that no further time is needed for preparations or negotiations. The ACP is yet to put forward
amodel for new WTO compatible trade arrangements, thus the EC's EPAs are the only option for future trade
arrangements on the table at present.
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Tab. 1 - Sub-Saharan Africa (excl. South Africa), Macroeconomic indicators, 1975-1999

1975 1980 1985 1990 1995 1999
GDP per capita, (Cur. US$) 326 541 353 392 310 325
GNP per capita (Cur. US$) 320, 509 338 331 288 306
Gross dom. savings (% of GDP) 22.6] 22.98 16.53 17.37| 13.66 13.61
Gross dom. invest. (% of GDP) 22.03 19.307 13.82 15.92 18.017 20.32

Source: World Bank (2001), World Bank Africa Database 2001, Washington D.C.

The 1980s and 1990s saw a decline for the SSA region: this downward trend is reflected in
the very poor growth performance of GDP and GNP levels, which appear to be below those
observed in1980, and being back at the 1975 level. SSA region experienced a “two-lost-
decades’: the saving and investment performance was really discouraging, and the observed
trends much worse than the general trend of developing countries.

Some 80 per cent of Low Human Development Countries - countries with high population
growth rates, low income, low literacy, and low life expectancy - are in SSA. Four of every
10 Africans live in conditions of absolute poverty, and recent evidence suggests that poverty
on the continent is increasing.

At about 13.6 percent of GDP, the current levels of domestic savings are insufficient to
finance the level of investment required for growth and development at the level needed to
reduce poverty. Moreover, despite substantial policy reforms and concerted efforts to attract
foreign direct investment by African governments, the continent’s share of FDI has remained
very low. FDI flows to Africa represent a minuscule 2-3 per cent of global FDI flows®.
Moreover, the flows are concentrated towards a few countries. Only about 20 countries are
beneficiaries of FDI, with Nigeria, Egypt, Morocco, Tunisia and Angola together accounting
for two-thirds of flows. The flows are concentrated on a few sectors and activities, more than
50 per cent go to support the oil and petroleum industry, and the rest goes to extractive,
mainly mining, activities’. ODA is a basic source of financial inflows®, but it is declining, and
the heavy debt burden of African countries has dampened both private and public investment.

2. Current economic growth, social and poverty trendsin Africa

The Lldcs have clearly shown the worst social and economic performance during last years.
Tab. 2 - Human devel opment differences, 1999

areas Life Adult literacy | School enrolment Per capita Human
expectancy| rate (% popul. | ratio (% of relevant | GDP (at ppp) | Development
(years) >15 years) age group) Index (HDI)
High income countries | 76.4 97.4 86.0 24,430 0.89
Ldcs 64.7 72.3 60.0 3,410 0.64
LIdcs 51.9 50.7 37.0 1,790 0.43

Sources; UNDP and World Bank, 2000

4 UNCTAD (1999), Foreign Direct Investment in Africa: Performance and Potential, UN, New Y ork.

> UNECA (2000), Globalisation, Regionalism and Africa’ s Development Agenda, Paper Prepared for UNCTAD

X February 12-19, 2000, Bangkok, Thailand.

® Measured relative to recipient GNP, the median value of aid to African countries now stands at nearly 10 times

the amount received by Western Europe under the Marshall Plan.
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The group of Sub-Saharan African countries still contains the hard core of the problem of
marginalisation in the world economy.

Tab. 3 - World GDP across areas

Per capita Per capita GDP % var.
AREA GDP ($)1999 [ 1975-1990 | 1990-1998 | 1998-2002*
East Asia and Pacific 3.500
South Asia 2,030
Latin America and the Caribbean 6,280
Europe and Central Asia 5,580
Middle East and North Africa 4,600
Sub-Saharan Africa 1,450
Total, Ldcs 3,410 1.7 3.3 3.8
Total, LIdcs 1,790 -0.3 0.9 1.1
Total, Industrial countries (Ics) 24,430 2.0 1.5 1.6
% Ldcs/lcs 13.9
% Lldcs/Ics 7.3

*forecast.
Source; World Bank, 2000

According to the latest data, some 300 million Africans live on barely 65 cents a day.

The average GNP per capita for the region is US$492, but in 24 countries GNP per capita is
under US$350, with the lowest incomes found in Ethiopia (US$100), the Democratic
Republic of Congo (US$110), Burundi (US$120), and Sierra Leone (US$130).

This phenomenon is confirmed by the head count ratio measurement.

The head count ratio, as argued by D. Gordon and P. Spicker (1999) is the most common
measure of poverty. It refers to the proportion of individuals, households or families that falls
under the poverty line. If g is the number of people identified as poor an n the total number of
people in the community, then the head-count ratio measure H is g/n. The head-count ratio
ranges from zero (nobody is poor) to one (everybody is poor).

This simple indicator provides useful information on the incidence of poverty and the
distribution of poverty among the population. However, the head-count ratio does not capture
the intensity of poverty, i.e. how far the poor fall below a given poverty line’.

The head-count ratio has been under severe attack for thirty years®. In 1968, H. W. Watts®
noted that it had “little but its smplicity to recommend it” and A. Sen®® has remarked that,
considering its inadequacies, the degree of support commanded by this measure is “quite
astonishing”. The head-count ratio can be dangerous for monitoring the effectiveness of pro-
poor policies. Successful policies aimed at raising the wellbeing of the poorest of the poor
will not affect the head-count ratio if their new living standard is still below the poverty line.
On the other hand, successful pro-poor policies aimed at persons just below the poverty line
will reduce the head-count ratio.

"SeeA. Sen, 1981; A. J. M. Hagenaars, 1986.
8 A. B. Atkinson, 1989.

9 H. W. Watts, 1968, p. 326.

10°A. Sen, 1979, p. 295.
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According to the latest edition of African Development Indicators 2001 - an annual World
Bank compilation of key African social and economic data for the period 1970-99, covering
indicators such as trade and external debt, communications, and aid flows - the slowdown in
growth was the result of regional and civil wars, poor governance in some countries, and
serious external shocks such as the rapid hike in oil prices at the same time that export
earnings from primary commaodities collapsed.

Moreover, the report warns that growth is below the annual level needed to prevent arise in
the numbers of poor people on the continent.

Growth in Africa dowed significantly after 1998, with average per capita GDP falling by
amost 1 percent in 1998-991*.

While growth trends for the region as a whole remain depressed, some African countries are
doing well.

Again, we have to remind that fourteen countries have grown on average by 4 percent a year
during the 1990s, with rising annual incomes of 2-3 percent and even higher, with another 10
countries following close behind with growth rates above 3 percent a year.

Some countries have grown at 7 percent a year or higher (Mozambique and Uganda, 7.1
percent).

1 World Bank (2001/b), African Development Indicators 2001, Oxford University Press, Washington DC.
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In late 200, the World Bank gave US$155
million in credits to help seven African
countries - Madagascar, Mali, Mauritania,
Niger, Rwanda, Zambia, and Uganda - cope
with an unexpected surge in oil prices and
other losses in their terms of trade.

These factors were causing serious hardship
for the poor in terms of rising energy and
transportation costs, which in turn were
jeopardising the success of the countries
reform programs.

Civil conflict in the region has blunted and
reversed growth prospects for war-torn
countries.

While the trend for many African countries
during the 1990s was one of slow but steady
economic improvement, those in conflict
suffered negative growth and an aarming
deterioration in basic conditions: Angola (-
0.2 percent), Burundi (-2.4 percent),
Democratic Republic of Congo (-4.6
percent), Rwanda (-2.1 percent), Sierra
Leone (-4.6 percent).

Sierra Leone is a striking illustration of this
trend with the region’s lowest life expectancy
rate at just 37 years, and its highest infant
mortality rate at 169 deaths per one thousand.

In the early 1990s, there was the hope that
the globalisation of finance and production,
and the liberalisation of economic activity,
would promote diminuishing income
disparities between countries.

During the 1990s there has been a process of
economic liberalisation in many developing
countries.

Nevertheless, no real progress in increasing
real incomes and socia development,
reducing poverty has arrived.
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In view of the international target set by internationa community in the 1990s in order to
halve poverty in the world by 20152, UNCTAD addressed the question of how long it will
actually take for each poor country to cross the $900 per capita threshold that currently forms
the criterion for graduation from the Ldc category. If the trend growth rates of 1990-1998

persist, only Lesotho, in Sub-Saharan Africa, will cross this threshold by the end of 20152,

12 See chapter 13 and DAC (1996), Shaping the 21st Century: The Contribution of Development Cooperation,

OECD, Paris.

13 UNCTAD (2000), The Least Developed Countries. 2000 Report, Geneva.
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Tab . 4 - Forecast to escape from poverty, given the current trends, in 30 SSA Lldcs

Already there

By 2015

By 2025

By 2050

By 2100

Later than 2100

Negative growth

Cape Verde
Equatorial Guinea

Djibouti
Lesotho

Sudan

Guinea
Mozambique
Uganda

Benin
Eritrea
Ethiopia
Mauritania

BurkinaFaso
Central Rep. Africa
Mal awi

Mali

Angola

Burundi

Ched

Dem. Rep. Congo

Gambia
Guinea-Bissau
M adagascar
Niger
Rwanda

S. Tomé & Principe
SierraLeone
Togo
Tanzania
Zambia

Source: UNCTAD, 2000

Projections of social indicators on the basis of the 1990s trends fal well short of the
international targets. Socia indicators show mixed progress with a welcome rise in literacy
and school enrolments for girls on one hand, but declining immunisations for children, and a
widening HIV/AIDS epidemic across the region, on the other.

Oveadl Africas demographic transition remains slow. Fertility has started to decline,
particularly in countries with higher incomes and better access to contraception. Still, some
countries in the region have the highest fertility rates in the world: Niger (7.3); Somalia (7.2);
Angola and Burkina Faso (6.7). Even though the age dependency ratio has changed little, the
percentage of the population aged 0-14 has fallen slowly during the past two decades.

Growing urbanisation, and the rapid exodus of rural Africans to the continent’s cities, has
given Africa the largest rate of urban population growth in the developing world. Moreover,
on current trends, the continent’s urban population is expected to outnumber the number of
people living in rura areas by 2025. In countries like Nigeria, Kenya and Tanzania, there are
now twice as many people living in urban centres today than 20 years ago; in Mozambique,
the percentage has ailmost tripled during the same period.

Child mortality is a particularly acute problem for many countries in Africa. Infant mortality
is close to 10 percent, and on average 151 of every 1,000 children die before the age of 5,
although in many countries the mortality rate exceeds 200 per 1,000. The region has had the
smallest improvement in under-5 mortality since 1970, and some countries - including
Kenya, Zambia, Mozambique and Cote d'Ivoire - saw infant mortality increase in the 1990s.
This compares with 53 in East Asia and 9 in high-income countries. Even alowing for
Africa s low incomes, its under-5 mortality rates are exceptionally high.

Although life expectancy has risen dightly in Africa, this is happening at a dower rate than
elsewhere and, since 1990 the HIV/AIDS epidemic has caused it to decline, especialy in
countries with high adult infection rates. In Zimbabwe, for example, life expectancy has
falen by five years, while in Botswana, it has falen by over ten. Today in 21 African
countries more than 7 percent of adults live with HIV/AIDS, with the highest absolute
number of cases found in South Africa, where one in every five adults has contracted the
virus. Countries like Niger and Sudan, which have some of the lowest incidence of AIDS in
the region, offer great potential for control.

Analysis of income distribution in Africa shows a fairly high degree of inequality. Compared
with other regions of the world, Africa has the second most unequal income distribution next
to Latin America. The Gini coefficient for Africa as a whole is 44.4 per cent. The highest

108




values for inequality are for South Africa, Kenya and Zimbabwe. The lowest are for Northern
Africa (Egypt and Algeria) and Ghana. Shares of total expenditure by quintiles confirm the
picture of relatively high inequality.

3. Domestic financial conditions to meet international development goals

The issue of development finance involves the analysis of three interrelated issues. resource
requirements for economic growth; the efforts to mobilise domestic resources; the need for,
and availability and effects of, external sources of finance.

To reduce poverty by haf in Africa by the year 2015, that is the target set by internationa
community of donors, requires a 4 per cent reduction in the ratio of people living in poverty
each year.

Change in poverty can arise for two reasons. a change due to growth in mean consumption
expenditure (appropriately adjusted for the change in the poverty line); and a change in the
distribution of income (the inequality measure).

For Africa as a whole, GDP growth of about 7 per cent per annum would be required to
achieve this annua reduction in poverty. Increases of 5-6 per cent are needed for North
Africa and Southern Africa, 6-7 per cent for Central Africa, and 7-8 per cent for the West and
East African sub-regions™®.

In order for Africa’'s GDP to grow on average at 7 per cent per annum, additional investment
will be needed. An estimate of the amount can be made by employing the Harrod-Domar
model, which uses the savings rate and incremental capital output ratio to derive the rate of
growth of GDP. Thus, for a desired rate of growth of GDP, required investment can be
calculated by assuming an incremental capital output ratio.

Domestic sources of finance are defined as gross net domestic savings, which are measured
as gross net investment minus the net inflow of external finance. Investment is measured as
the additions to physical capital stock, which aims at measuring additions to the production

capacity of the economy™®.

The determinants of savings are anadysed after being disaggregated into private and
government savings. The average private consumption ratio for SSA countries has fluctuated
at around 85 % of GNP, about 20% higher than the average for other developing countries.
This phenomenon, associated with falling per capita consumption levelsin SSA Lldcs during
the past two decades, implies a long period of slow and in some cases declining per capita
income growth. In fact, recent econometric anayses have shown a robust long-term
relationship between private consumption and income, with an income elasticity of
consumption of about 0.8

For Africa as awhole, investment of 33 per cent of GDP would be needed to reach 7 per cent
per annum growth.

The current domestic savings rate is about 15 per cent.

14 UNECA (2000/b), Economic Report on Africa 1999: The Challenges of Poverty Reduction and Sustainablity,
Addis Ababa.

15 Even though investment and savings in the national accounts exclude investment in human capital formation,
which plays a significant role in enhancing production capacities in the economy, and therefore miss an
important component of development finance.

18 This phenomenon supports the idea that an important role of foreign aid in Lldcs, which are subject to
external shocks, isindeed the smoothing of consumption. See UNCTAD (2000).
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I nvestiment shares in GDP (percentage), 1998
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Africa must address the key issue of raising domestic savings rates, but in the short run,
expectation of significant change is unredlistic, in view of the existing low levels of income.

Stabilisation of the macro economy will stimulate savings by creating an economic
environment where private agents can plan their future with a large measure of confidence.
Moreover, prudent government behaviour and fiscal discipline will be expected to contribute
to increased savings.

Financia liberalisation will theoreticaly lead to higher savings through the effects of high
real interest rates on savings. However, most empirical work suggests that the effect of
interest rates on gross savings is weak or non-existent. The most important determinant of
savings in Africa has been found to be the level of real income. Very poor people save little
or nothing and income must rise above the subsistence level before increases in income result
in higher savings. It would take 18 years of 5.3 per cent of GDP growth for sub-Saharan
Africa to reach the income threshold where further increases result in increased savings rates.
More research is needed to advance understanding of the factors determining savings rates in
sub-Saharan countries. Current understanding of the linkage between interest rates and
savings indicates that African governments have few policy instruments to increase savings
in the medium run and for as long as incomes remain low.

Unfortunately, there is significant hysteresis, because there are ‘sunk costs' in promoting
savings that can operate in such a weak environment, and while such savings ultimately force
an improvement in economic environment, unless a certain threshold is reached, it will
simply perpetuate and entrench the weak environment.

With the prevailing levels of domestic resources available for finance, very low levels of per
capita income and private consumption, and vulnerability to frequent and large external
shocks, the poor economies can only rely on external financing.

4. External financial conditionsto meet international development goals
There are three main sources of external finance: aid, private capital flows and external debt.
110



According to African Development Indicators 2001, two important sources of finance,
foreign direct investment (FDI) and official aid, are declining in size, and tend to favour those
countries with lucrative mining and oil industries in the case of FDI, or countries with sound
socia and economic policies in the case of aid.

Recent foreign resource flows to Africa have been far short of the volume needed to meet the
poverty reduction objective. Commodity prices are beyond the control of African policy
makers, flows and maintaining exemplary domestic economic management can influence
dealing with the debt overhang and Official development assistance (ODA)’ only indirectly.

" Foreign aid is conventionally measured on the basis of the OECD’s ODA, a concept introduced in the early
1970s. ODA comprises official financial flows with a development purpose in the form of grants (inclusive of
those tied to technical assistance) and highly concessional |oans. Loans are defined as highly concessional when
their grant element - i.e., the subsidy implicitly included in the loan, relative to the loans’ face value - is at |least
25 percent, as measured by aformulato be analysed in depth in the next section. The leading measure of foreign
aid flows is the so-called Net ODA, which is the net disbursement amount, i.e. disbursements minus
amortisation, of those flows classified as ODA. Conceptually, international finance flowing to capital-scarce
developing countries may involve efficiency gains even if the flows accrue on market terms as long as the funds
are used appropriately. Such efficiency gains translate into net financial gains for the recipient countries. The
main purpose of measuring foreign aid flows is to assess the portion of those gains that is due to a pure transfer
of resources from donors to recipients through below-market, subsidised financial terms -- i.e. to assess the
donors’ net financial cost, rather than the (presumably larger) recipients’ benefit. Net ODA, however, does not
accurately measure the cost that donors incur in connection with their aid (especially debt) flows, and as a result
the evolution of Net ODA over time, as well as across donors and recipients, likely provides a distorted picture
of aid trends. The five main problems:

(1) ODA includes the full face value of both grants and highly concessional loans without distinguishing
between the two. However, concessional loans entail repayment obligations, and, therefore, the aid
they involve, i.e. the net financial cost to donors, isonly afraction of their face value. Theinclusionin
ODA of the full face value of these loans overestimates their aid content. Only grants, that is to say
pure unrequited transfers, should be accounted at full value;

(2) Under the ODA definition, non-concessional loans include loans on market terms as well as
concessional loans with low degree of concessionality. The aid content of the latter —i.e., the donors’
cost involved in these loans — is therefore not captured by ODA.

(3) Theinclusionin ODA of official technical assistance grants by their full value can be seen as another
shortcoming. In this case, the donor benefits from payments received in return for the technical
assistance supplied, and this may greatly reduce the donor’ s net financial cost.

(4) In order to reflect donors' opportunity costs, the discount rates used for present value calculations
should correspond to applicable market rates. The fixed 10 percent discount rate utilised in ODA fails
that test on at least three important dimensions to which it should be sensitive, namely time, currency,
and maturity: (a) Time. Discount rates should evolve over time with market conditions prevailing at the
time the aid content of loans is estimated. For example, to measure the donors’ cost as seen at the time
of loan disbursement, the market terms prevailing at that time should be used. (b) Currency. At any
point in time, market rates, and therefore appropriate discount rates, are currency specific. The discount
rate should follow the currency in which debt serviceis payable. (c) Maturity. At any point in time and
for any given currency, market rates depend on the length of the repayment period according to the so-
called yield curve. Therefore, the discount rates applied to the debt service stream should vary over the
life of the loan according to the timing of service payments.

(5) Inthe case of variable rate loans, the construction of the future debt service stream requires a forecast
of interest rate charges. Thisis especially important for floating rates linked to future market conditions
(e.g., indexed to six-month LIBOR). ODA makes no attempt to predict these conditions and implicitly
assumes that, like in the case of fixed-rate loans, variable rates will remain constant at their level at the
time of disbursement.

For more details, see C. Chang, E. Fernandez-Arias, L. Serven (1998), Measuring Aid Flows. a New Approach,
Washington D.C.
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The global environment and exogenous shocks are not changing in Africa’s favour. ODA is
stagnant or declining, little progress has been made in reducing the debt burden, protectionist
tendencies continue in Africa’s major markets, and erratic weather conditions persist.

Asinvestment of 33 per cent of GDP would be needed to reach 7 per cent per annum growth
in Africa, it should be financed partly by domestic savings and the rest by foreign inflows.
Given that the current domestic savings rate is about 15 per cent, a further 18 per cent would
be needed from external sources. ODA for the continent averages about 9 per cent, which
leaves aresidua financing gap of about 9 per cent.

Overseas devel opment assistance (ODA) as % of GNP, 1998

Met aid as % of GHP
O more than 30%  (7)

O 20% - 30% (7
O 0% - 19% (26
W =% - 9% (26
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(] nio data (56

Source: DAC, 2000

Africa-wide averages hide large variations among the sub-regions. North Africa needs only
about 5 per cent of GDP in external resources to complete the financing needed to generate a
GDP growth rate high enough to halve the poverty level in the sub-region by 2015. ODA to
the sub-region has averaged about 3 per cent of GDP, leaving a financing gap of about 2 per
cent of GDP. Financing investment for
Net Official Aid Per Capitato needed GDP growth is most difficult in
Sub-Saharan Africa, 1990-99 Central Africa where the residua financing
gap is about 27 per cent. Policy issues that
can be addressed directly by African policy
makers relate to domestic savings and
external resource inflows other than
conventional ODA, such as foreign direct
investment, and the causes of capital flight.
207 Officia aid has followed a similarly
selective trend over the same period, and
107 faling in terms of tota volumes. Aid levels
in 1999, for example, were US$10.8 hillion
o T T T T T compared to US$ 17.9 hillion in 1992 when
S FF TS T development assistance to Sub-Saharan
Africareached its highest-ever levels.
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The World Bank report shows that during the 1990s the region attracted an annual average of
US$15.8 billion dollars in aid (nominal). As in keeping with FDI flows, most of this
development assistance went to a small number of countries, which bilateral and multilateral
donors considered to have adopted modern economic and socia policies and were performing
well. These included Cameroon, Cote d'lvoire, Ethiopia, Ghana, Kenya, Mozambique,
Senegal, Tanzania, Uganda, and Zambia, al of them received well over US$500 a year.
Tanzania was the leading recipient of official assistance during the period with more than
USS$1 billion ayear.

The report aso reveals how officia aid to Sub-Saharan Africa has been faling from US$32
per head in 1990 to US$19 by 1998.

Africa has suffered massive capital flight, estimated to total $22 billion between 1982 and
1991. At the end of 1991, the average ratio of capital flight to debt was estimated at over 40
per cent for a sample of 18 countries for which data were available. For four countries, the
rate exceeded 60 per cent: Nigeria (94.5 per cent); Rwanda (94.3 per cent); Kenya (74.4 per
cent); and the Sudan (60.5 per cent).

Another important source of external funds is foreign direct investment (FDI) that is needed
as a non-debt-creating form of resource inflow. But experience shows the share of FDI flows
to Africais very small and that it is highly biased in favour of mineral-rich countries. FDI in
Africa seems to be caught in a vicious circle since it requires a hospitable economic
environment and sustained high growth. Yet, FDI is needed to help create that environment
and achieve that rate of growth. Moreover, FDI is the bulk of neo-libera approach.

The underdevel oped human resources base - exacerbated by out-migration of skilled Africans
- and the weak physical infrastructure of the continent deter foreign direct investment.
Furthermore, political and civil instability, weak institutional capacity and inefficiencies have
not created an investment-friendly climate. These conditions have had important negative
implications for resource mobilisation and utilisation in Africa, including exacerbating capital
flight. They will therefore need to be given urgent attention.

Of the US$2.52 billion in FDI that flowed into Sub-Saharan Africa during the last decade,
just three countries accounted for much of that total%z Angola (US$626 million), Lesotho
(US$170 million), and Nigeria (US$876 million). If South Africa is excluded (as both a
recipient and source of FDI), five other countries accounted for another US$576 million -
Republic of Congo, Cote D’lvoire, Equatorial Guinea, Namibia, and Sudan - leaving the
remaining 40 countries of Sub-Saharan Africa to compete for just $US275 million in annual
FDI flows.

Given the slowdown of ODA and the particular difficulty in attracting FDI18, SSA economies
have heavily relied on external debt. This picture demonstrates that debt relief is important as
well as to guarantee new lending for the future. Thus, in empirical terms, it can be very useful
to investigate the complex relationship between development and debt in SSA, in terms of
both three-gaps approach and links between different sources of external finance. The
combination of a large number of different types of variables, the complex interrelationship
between “levels’ of actors, the emphasis on qualitative factors, all make the empirical
verification or falsification of theoretical propositions particularly difficult. The situation is
made even more difficult by the fact data availability and reliability is acritical point.

18 See N. Bhinda, J. Leape, M. Martin and S. Griffith-Jones (1999), Private capital flows to Africa: Perception
and Reality, Forum on Debt and Development, The Hague.
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5. - The African Problems of Balance of Payments

International relations are of enormous importance to Sub-Saharan African countries. The
limited relatively “modern” sector of the economy of the African states shaped in the era of
colonialism has been highly dependent on international trade. The way the international trade
has expanded in the past has affected the distribution of income and investment both within
and between African countries.

The concept of the balance of trade is based on the notion that in the long run a nation should
export to al countries a total amount of goods and services equal in value to its total imports
from all other countries. The balance of trade of African countries shows that most of the
African states have been importing an amount of goods and services as great by value as they
have been exporting in recent years.

It is not an unexpected result, particularly referring to the whole SSA region. Quite simply,
what this shows is that we have an ex-post balanced pattern of trade in goods and services,
which could clearly reflect the fact that imports are constrained by the limited amount of
available resources and by the need of financing debt servicing rather than imports. In fact,
the servicing of the external debt erodes the meagre foreign exchange available for imports:
this has led to the import compression problem that adversely affected both public and private
investments. Moreover, the cited differences among SSA countries do matter.

Total Merchandise SSA Exports and Imports (current US$)
60.000.000.000 —e— Exports

—m— Imports
50.000.000.000 :\><N

40.000.000.000 N
30.000.000.000 %

20.000.000.000

10.000.000.000

Source: World Bank (2001), World Bank Africa Database 2001, Washington D.C.

More interesting, we can compare trade balances of each of the SSA countries, taking in
account some possible outcomes, ssmply measured through the arithmetic mean of the 1965-
1999 period and concerning:

- Net trade in goods that is the difference between exports and imports of goods. Trade in
services is not included™.

- Net trade in services.

19 This category includes goods previously included in services: goods received or sent for processing and their
subsequent export or import in the form of processed goods, repairs on goods, and goods procured in ports by
carriers.
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- As a way of weighting the absolute value of the African economies, we can consider Net

trade in goodsto total Trade Balance ratio and externa Size of the economy.

Tab. 5 — Comparison between trade balances of all the SSA countries

€] (2 ©) 4 ©) (6) (1) (8

Liberia © ® M

Somalia ® ® H .
S. Tome & Principe ® ® M 17
Comoros ® &) H 34
Guinea-Bissau ® ® H 56
Burundi ® ® M 62
Eritrea ® &) H 66
Sierra Leone ® ® M 92
Rwanda ® ® M 109
Cape Verde ® e H 135
Central Afr. Rep, ® ® L 178
Gambia, The ® ® M 199
Lesotho ® &) H 226
Chad ® ® L 260
Niger @) ® M 290
Burkina Faso ® ® H 292
Mauritania ® ® L 370
Seychelles ® © M 378
Togo ® ® M 511
Benin ® e H 518
Mal awi ® ® H 542
Mozambique ® © H 586
Mali ® ® L 650
Equatorial Guinea ® e M 711
Uganda ® ® H 726
Guinea © ® M 829
Sudan ® ® H 832
Zambia © ® H 842
M adagascar ® ® M 908
Ethiopia ® © H 914
Tanzania ® ® H 1.163
Swaziland ® ® M 1.264
Senegal ® ® H 1.534
Namibia ® ® M 1.614
Botswana © ® H 1.650
Congo, Rep. © ® M 1.730
Congo, Dem. Rep. © ® M 1.937
Cameroon © ® M 2.244
Zimbabwe © ® M 2.545
Ghana ® ® H 2.567
Kenya ® © H 2.600
Mauritius ® © M 2.673
Gabon © ® H 2.775
Coted'lvoire © ® M 5.024
Angola © ® H 5.467
Nigeria © ® H 12.871
South Africa © ® H 33.321

The outcomes are:
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(1) Exports of goods > Imports of goods

(2) Exports of goods < Imports of goods

(3) Exports of goods = Imports of goods

(4) Exports of services > Imports of services

(5) Exports of services < Imports of services

(6) Exports of services = Imports of services

(7) Net trade in goods to total Trade Balance ratio: high (H), medium (M), low (L)

(8) 1999 External Size of the economy: Absolute value of Total exports (million US$)

There are some points of significance showed by table 5.

First, South Africais effectively an outlier compared to other SSA economies, as its external
Size demonstrates.

It makes sense to differentiate between oil-importing and oil-exporting SSA countries. All the
five oil-exporting economies (in order of metric tons of exports they are Nigeria, Angola,
Gabon, Republic of Congo, Cameroon, all being in bold and italics fonts) have a net trade in
goods surplus and they have a big external size, compared to other SSA countries. Variations
in export prices and earnings for the five maor oil exporting countries (which in the 1980s
have accounted for about half of SSA export earnings) have dominated terms of trade trends
in the region as awhole.

The others net exporters of goods show an export concentration in natural resources
(Botswana: meat and copper; Cote d'lvoire: oil palm products, cocoa, cotton and coffee;
Democratic Republic of Congo: petroleum and diamonds, Guinea: forest products, and
coffee; Liberia: forest products, iron, coffee, oil palm products; Zambia: copper; Zimbabwe:
tobacco, meat, sugar, cotton), but also manufactured goods (Cote di’Ivoire and Zimbabwe).
In general terms, the performance of the manufacturing sector has been disappointing and not
able to provide the growth and employment which SSA countries need.

Concerning services (previously referred as nonfactor services), which are the economic
output of intangible commodities that may be produced, transferred, and consumed at the
same time, there are only three countries (Mauritius, Kenya, Seychelles) that registered
exports higher than imports. All of them are countries being classified as Medium human
development®® and with an high level of GNP.

There are significant limitations in using the arithmetic mean: for example, Mauritania's
balance of net trade in goods is in equilibrium because this country has passed from high
negative to high positive balance as well as the Comoros balance of trade in services.

Due to the civil war problems, Liberia and Somalia have no data on size of their current
external economy; however in the past the value of total Liberia's exports was similar to
Madagascar, and the value of Somalia s exports was similar to Burundi.

20 Every year since 1990, the United Nations Development Programme has commissioned the Human
Development Report by an independent team of experts to explore major issues of global concern. The Report
looks beyond per capitaincome as a measure of human GDP per capita (1985 PPP US$). The annually updated
Human Development Index (HDI) ranks 162 countries by a composite measure that includes life expectancy,
educational enrolment and adult literacy, and income per person. In the 2001 Report, Sierra Leone, where a
child born today will probably die before reaching the age of 39, and only 32 percent of the adults can read, is
ranked last. The bottom 28 countries on the Index are al in Africa. And 19 African countries are suffering
setbacks in the human development index. See UNDP (2001), Human Development Report 2001, Oxford
University Press, New Y ork.
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In any case, in absolute terms, we can affirm that Africa has not experienced the benefits
deriving from globalisation, that is the intensification of the globa interdependence of
economies. Africa's share of globa exports of goods and services has declined trend-wise
from 4.2 percent in 1985 to a mere 1.8 percent in 1999.

The comparison of trends of total external debt®* and GNP in SSA shows the existence of a
link between poor economic performance and external debt.

Tab. 6 — Comparison between economic performance and external debt in SSA

(Cur. US$ million) 1975 | 1980 1985 1990 1995 1999
Total External Debt 19,597 60,612 |107,220 | 177,050 |210,160 |202,660
GNP 97,605 |179,660| 138,150 | 180,110 |155,280 |183,570

Between 1980 and 1995, the SSA (excluding South Africa) countries total stock of external
debt grew rapidly from US$ 60.6 billion to US$ 210.2 hillion (1988-89). On the other hand,
gross national product decreased from US$ 179.7 hillion (in 1978-79) to US$ 155.3 hillion.
In other words, the debt-to-GNP ratio increased from 20.1% in 1975 to 135.3% in 1995. Even
though the rescheduling terms of the Paris Club became increasingly concessional for SSA
countries, and aso included more and more debt reduction on eligible bilateral debt, more
and more heavily indebted African countries were unable to pay their debt service due during
the 1990s.

And SSA countries are till facing at least five mgor possible reasons for weakness and
vulnerability in the balance of trade.

First, the export enclave has come to be dependent on imports of consumer necessities
including even packaged foodstuffs — tinned sardines, milk, tomatoes — because of the
truncated expansion of the domestic economy. Not infrequently, the rich groups in the export
enclave use their incomes to purchase and import luxury items (biased path of development).
And dramatic is now the food situation in a continent that as recently as 1970 was sdlf-
sufficient in food. “Now amost one in four Africans is undernourished and the food deficit is
estimated at more than 30 million tons per year - 10 million tons for SSA aone - and likely to
rise to 50 million tons by the end of the present decade” 22

Second, the prices of the country’s primary exports may relatively fall on the world market,
making it difficult to pay for the imported manufactured consumer goods on which those
living in t he export enclave have come to depend (declining terms of trade). In fact, since the
independence in the 1960s, Sub-Saharan African terms of trade has never registered a
positive trend, except the period between the first (1973) and the second (1979) oil shock?3.

21 Total external debt is debt owed to non-residents repayable in foreign currency, goods, or services. Total
external debt is the sum of public, publicly guaranteed, and private nonguaranteed long-term debt, use of IMF
credit, and short-term debt. Short-term debt includes all debt having an original maturity of one year or less and
interest in arrears on long-term debt.

22 UN (1990), Africa’s Commodity Problem: Towards a Solution, UN, New York, p.18

23 paul Cashin and Catherine Pattillo have examined the persistence of shocks to the terms of trade, using annual
dataon 42 SSA countries between 1960-96 and they found that the persistence of terms of trade shocks varies
widely. For about half the countries such shocks are short-lived, while for one-third of the countries (those that
have large shares of petroleum imports in total imports, small shares of non-fuel commodity exports in total
exports, and highly concentrated in exportable commaodities) such shocks are long-lived. See P. Cashin and C.
Pattillo (2000), Terms of Trade Shocksin Africa: Are They Short-lived or Long-lived?, IMF Working Paper, N.
72, Wahington D.C.
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" During the period 1980-1987, Africa’s terms of trade deteriorated from 100 to 66 - from 100
to 70 those of SSA -. The share of SSA exports in the total world has declined from 2,4% in
1970t0 1,3% in 1987" %,

International prices for the main export items of African countries, such as coffee, cotton, or
copper, have fluctuated widely creating uncertainty.

The African inability to cope with external shocks has contributed to Africa’s debt problems
and very low rate of economic growth. Many governments such as Zambia responded to
commodity price booms in the late 1970s by sharply expanding public expenditure for
import-intensive public investment programs that they financed with foreign borrowing when
revenues fell with subsequent steep declines in commodity prices, assuming that these
negative price shocks were short-lived.

SSA Merchandise Terms of Trade (price index '87)
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Source: World Bank (2001), World Bank Africa Database 2001, Washington D.C.

Third, there is a high level of concentration of SSA export in a very few items, which
increases the vulnerability to exogenous shocks. As average, three commodities still represent
around 70 percent of merchandise exports.

2 g Sideri (1992), “External Financial Flows: The Case of Africa’, African Review of Money Finance and
Banking, N.1, p.93.
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90 SSA Exports of top 3 commodities as % of merch. exports
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Fourth, any country seeking to implement a development strategy must import capital
equipment and machinery. These imports even if reduced to the critical minimum required to
ensure that development does take place, tend to contribute to a balance of trade deficit
(technological transfer).

Fifth, increased market access for African countries requires a reassessment of priorities on
the part of their developed trade partners, who should focus their efforts on lowering
protectionism in key markets for African exports. The share of African countries in
international trade has been eroding since the 1970s, and even as a proportion of developing
countries’ exports African countries’ share has fallen over the same period.

Compared to a vulnerable situation of trade balance, the perennial imbalance in the services
sector, driven by external debt payments and the cost of transport and financial services,
which can limit the growth rate of imports, continues to put pressure on the current account
balance, and to claim an inordinate share of foreign revenue from merchandise exports.
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Source: World Bank (2001), World Bank Africa Database 2001, Washington D.C.

From the graph, we see that the trade deficit is usually much smaller than the current account
deficit. It shows that it is not just a trade problem: even with a trade account on balance or in
the positive, this group of countries would have had negative current account, mainly because
of the external debt service. The trade account and in particular the current account and their
deficits give an indication of the size of the external finance needed by these countries. From
the point of view of the ‘foreign exchange constraint’ the current account matters, and it is
important to notice that the trade deficit is smaller than the current one. Thus the trade
balance needs less foreign exchange to match its deficit, which is now due to a debt trap. This
isa 2cslear indication of additional fragility by these countries with respect to trade relations
only=>.

Large and persistent current account deficits can create a fertile environment for external
crises, especially when those deficits are financed through short-term capital inflows. While
the specific causes are likely to vary, common precursors to external crises include falling
stocks of foreign reserves, lax monetary and fiscal policies, and rising levels of (especially
short-term) foreign debt.

Periods of external crisis are typically associated with increased exchange rate and interest
rate volatility, falling asset prices, declining foreign reserves. It is in these immediate post-
crisis periods that punitive reductions in both domestic consumption and national output
occur, with associated increases in both unemployment and general socio-political instability.
Private agents and policy makers often view persistently large current account deficits as an

25 The actual debt service has always been arelevant share of exports, in the range of 20%. These countries have
anegative, large and increasing net factor income. ODA flows have substantially increased from the eighties to
the nineties: the figures seem to indicate that aid has been used to service the debt, at least partially. Moreover,
these data seem to confirm the existence of three gapsin SSA - given the low level of domestic savings (9.26
percent of GDP is the average for the nineties) and public revenues -, and it means that these countries have to
resort to foreign savingsto finance their growth process.
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indicator of future difficulties associated with external debt and the balance of payments,
particularly when it is referred to fragile economies.

A structural component of unbalance of SSA economies is surely shown by the fact that there
is an enormous, permanent and pervasive overall budget deficit in all the 47 countries, for al
the 1980-1999 period, apart from the Botswana case (overall surplus) and Nigeria (balance).
And these structural unbalances reach an averaging value of around 20 percent as share of
GDP in Sao Tome, Angola, Eritrea, Cape Verde. We have mentioned the possibility of
interrelations between external and fiscal debt: in Africa servicing of debt placed fiscal
pressure, which has an adverse effect on public investment, inducing their reduction and
concentrating expenditures on current part, which is unable to produce future revenues. Thus,
in the SSA case it is important to analyse the complex link between the fiscal and the external
deficit, in order to define a sustainable escape from debt crisis.

6. — Nature and causes of external debt crisisin Africa

Concerning the causes of external debt crisis in Africa, there is a preliminary point to be
stressed. The problem of foreign debt is neither a specific African problem nor a new one.
Quite the contrary: in absolute terms, SSA debt is 7.8 percent of total world external debt,
which equals to 2,460 US$ hillion. In fact total SSA countries external debt is around 191.6
US$ billior?®; less than the Brazilian external debt, equals to 244.7 US$ billior?’. However,
its relative burden is very high: ten countries have the present value of debt (% of GNP)
higher than 100 percent?®.

Gabon Cote Sierra [Mauritania| Sudan | Zambia | Angola | Congo, | Guinea- |S. Tome&
d'lvoire Leone Rep. Bissau | Principe

108.21 | 116.67 136.19 169.48 | 171.52 | 172.15 | 286.37 | 286.59 347.48 449.71

Therteen countries have debt service ratio higher than 20 percent.

Mozamb. | Angola [ Uganda |Cameroon|Zimbabwe| Cote [ Kenya|Mauritanig S. Tome [ Rwanda| Sierra | Burundi | Zambia
d'lvoire & Principe Leone

20,00 | 21,06| 23,68 | 24,30 | 25,30 | 26,24 |26,71| 28,44 | 29,08 | 29,56 | 29,88 | 45,61 | 46,63

Compared to very lower level in 1971: respectively, 20% and 9 %. The importance of debt
servicing component confirms the nature of vicious circle of external indebtedness.

By comparison, the 1995 level of external debt per capita and two other important ratios
confirm the growing problems of SSA.

1975| 1980 | 1985 | 1990 | 1995 | 1999

Total externa debt per capita (Cur. US$) |68,8 [183,5 |264,8 |377,8 |390,5 |337,3

Total External Debt to export ratio, % 82,2 |105,9 |256,0 |327,3 |365,3 |3135

Total External Debt to GDP ratio, % 19,7 |31,7 |744 954 |125,7 |103,8

261t is215.8 US$ billion, including South African debt.

27 Among developing countries, the other main external debtors in the world are: Russian Federation, Mexico,
China, Indonesia and Argentina.

28 And twelve other countries have the ratio higher than 60 percent.
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Debt burden is so high that it is only thanks to aid that net flow of international resources is
positive®®.
The problems of SSA region with servicing debts are shown by the principal and interest

arrears components of total debt, which have grown from less than 750 US$ million (1975) to
around 62 US$ billion (1995).

Cur. US$ million 1975 | 1980 | 1985 | 1990 | 1995 1999

Total stock of arrears (Int. and Prin.) | 743.2 | 3,441 | 10,722 | 26,831 |61,870 |45,125

The arrears/total external debt ratio has shifted from 3,8 (1975) to 5,7 (1980), 10,0 (1985),
15,2 (1990), 29,4 (1995), 22,3 (1999). Thus, the “arrears-burden” has significantly affected
the debt burden, making it unsustainable.

Is it possible to affirm that current SSA debt crisis is an anomaly in history? The contrary is
true. History experienced a lot of external debt crises, as when Haiti’s ratio of debt to exports
was of 484 percent, in the 1890s, without considering the important question of German debt
and debt relief plan during the inter-war period®°. For SSA countries themselves, the problem
of debt is not new.

The colonia period witnessed a flow of loans from European centres to the colonies, in order
to finance public infrastructure development - such as railways and roads to link ports to
export the primary commodity production sites — and to fund military presence. The
repayment of this debt by colonial administrators created serious difficulties, because of the
instability in the world commodity market and the vulnerability of the African colonies to
this.

After the 1929 great depression, African exports declined by about 42 per cent, international
credit decreased and the colonies were induced to highly concentrate their production in a
few cash crops to repay their debts. Not only does the pre-11 World War situation demonstrate
that debt crisis is not new, but it also justifies some analogies with the current situation and
vicious cycles®®.

SSA debt crisis has its origin during the colonial period, which expanded the enclave of
primary commodity exporting economies and generated a Stuation of vulnerable
specialisation, indebtedness and dependence on external finance and on cash-crops as sources
of foreign exchange required for repaying debt (commodity export-led strategy).

But the current African debt crisis has been exacerbated by some other internationa factors.
After independence, the inadequacy of domestic capital markets, the inflationary pressure of
monetary expansion, added to the structural inability to generate domestic revenue induced

29 But 35% of aid goes to expatriate technical experts. And the low level of FDI is partly due to the fact that debt
stock creates a debt overhang problem that affect the confidence of investors who are usually sensitive to
uncertainty.

30 Keynes gave one of the most interesting analyses of the dynamics of debt, which is currently proposed to
solve external debt problems, when he studied the German difficulties to pay its war reparation debts. Keynes
argued that Germany was obliged to extract the necessary funds from domestic resources, that is to cut the
budgetary deficits and reduce the rate of domestic absorption (the budgetary problem) and to convert them into
foreign currency. This induced a loss of purchasing power, by entailing a depreciation of local currency (the
transfer problem), causing domestic incomes and prices to fall but stimulating exports and a surplus of external
account in order to provide additional foreign exchange to meet debt service obligations. See J. M. Keynes
(1929), “The German Transfer Problem”, The Economic Journal, Vol. XXXIX, March.

31 A. Geda (2001), “Debt Issues in Africa: Thinking Beyond the HIPC Initiative to Solving Structural
Problems”, WIDER Conference on Debt Relief, Helsinki, August 2001.
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the SSA countries to link deficit financing to external borrowing, inducing a fiscal origin of
external debt.

In fact, given the colonia structure, after independence it was needed spending on social and
physical infrastructure, as well as to keep a social consensus and support to governments
(urban-biased expenditure). Most SSA countries engaged in a massive programme of state-
sponsored industrialisation. At international level, SS countries imported capital and
intermediate goods to develop infrastructure. Foreign borrowing supported this process.

The ail price shocks of 1973-74 and 1978-79 was followed by the rise in commodity price
and in public expenditure. It was tackled, partly, by resorting to externa financing,
particularly the private sources, interested in circulating OPEC-surplus through the
international banking system into productive investments.

The expansion of the Eurodollar market facilitated the access to loan. When the commodity
price fal, as a consequence of the recesson in the industrialised nations, African
governments were unable to cut expenditure and projects.

Thus, they were obliged to increase borrowing, also thanks to improved credit worthiness, as
prices of export commodities decline was believed to have cyclical nature. Assuming an
eventual rise in commodity prices and given the prevailing low real interest rate commercial
banks and SSA governments were both attracted by external debt mechanism to finance
massive budgetary deficits.

In addition, SSA governments refused to devalue their currencies, they used tariffs, import
controls and other quantitative restrictions to protect domestic markets, following import-
substituting industrialisation policies, rather than devaluing their currencies, to correct the
distortions.

Consequently, rates of exchanges became seriously over-valued, leading to a loss of markets
and valuable foreign exchange earnings. This contributed to SSA countries balance of
payments problems, by over-pricing exports and under-pricing imports.

Public expenditure by African governments following increases in commodity prices during
the early 1970s was maintained during al the decade, because the need of building
independent states.

The situation was reinforced by a second oil price shock, in 1979. The new loans were
characterised by harder terms, with commaodity prices continuously deteriorating, exacerbated
by the recession in the industrial countries. It induced a rise in real world interest rate®?, due
to fiscal and tight monetary policy of the Reaganomics in the US.

In fact, the adoption of tough anti-inflation monetary policy led to sharp rises in the dollar
interest rate and in the dollar’s foreign exchange market value. Given that most of
developing countries’ loans had been contracted at floating interest rates and that loans are
denominated in dollars, the real value of the debt service increased substantiadly. In the
meantime, non-concessional and private credits became the only option at SSA countries
disposal.

Short-term real interest rates in the United States rose from an annual average of -0.7 per cent
in 1972-1975 to 5.0 per cent in 1980-1982. The index of the terms of trade of non-petroleum
exporting developing countries fell from 110 in 1973-1975 (1980=100) to 94 in 1981-1983
and further to 84 in 1989-1990. The net flows of private capital declined from over US$ 70
billion in 1979-1981 to barely US$ 28 billion in 1985-1986, while capital flight from 13

32 By 1981 the real foreign interest rate was 17.4% compared to -17.9% in 1973.
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highly indebted countries rose from US$ 47 billion at the end of 1978 to US$ 184 hillion at
the end of 1988.

In sub-Saharan Africa excluding Nigeria, the net deterioration in the external financial
situation from these three factors amounted to US$ 6.5 billion per annum over the period
1979-1981 to 1985-1987. These amounts, which take into account debt rescheduling but
ignore capital flight, attained roughly one third of the total annual imports of goods and
services of these countries in the early 1980s and about 45 per cent of average annual export
earnings.

In addition, policy mismanagement in African countries also explains the debt crisis. Budget
deficits, overvaluation of the currency, capital flight and current account deficits have to be
counted as the domestic sources of repayment difficulties. Inadequate time horizon (short-
term loans to support long-term investments), wrong investment, unproductive investments
(arms) and capital flights contributed to exacerbate the situation.

Both lenders (who were not cautious in their policy) and debtors governments were
responsible for the crisis.

In the 1980s, new funds were used in a more defensive manner than in the past: rather than
being used for infrastructure, they were used to avoid social and political discontent due to
cut in public expenditure and to repay arrears.

Significantly, the proportion of non-concessional debt was rising faster than concessional,
which increased the overall debt burden, and there was an increase in short-term debt, too.
Originally, these debts were not considered part of the debt problem, assuming that, as trade-
related credits, they would liquidate themselves in the normal course of events.

Given the drastic reduction in imports, SSA countries had severe problems with financing
their trade flows and an high proportion of short-term debts, also including accumulation of
arrears of interest on public long-term debts, were converted to medium- and long-term debts.

Since the haf of the 1980s, SSA countries embarked in structural adjustment programs, but
they faced declining commaodity prices and the deterioration of terms of trade.

The 1984-1985 period represented the turning point for SSA region crisis. In 1985 the debt
service to export ratio reached the peak of 26.2 percent (compared to 6.8 percent in 1975 and
11.7 percent in 1980), and then, with the collapse in debt service capacity, this ratio was
pushed to around 20 percent. Net transfers of debt (being net flows minus interest payments
or disbursements minus total debt service payments), after having been positive, in 1985
became negative (-811.4 US$ million).

A basic measure of the link between GNP and the debt-to-GNP ratio is the statistical
correlation, which is a measure of the strength of association between two variables. Unlike
regression, it is not necessary to define one variable as the independent variable and one as
the dependent variable®.

33 The correlation coefficient is a number that varies between -1 and +1. A correlation of -1 indicates there is a
perfect negative relationship between the two variables, with one always decreasing as the other increases. A
correlation of +1 indicates there is a perfect positive relationship between the two variables, with both always
increasing together. A correlation of O indicates no relationship between the two variables. The formula of the
correlation coefficient is:
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where covariance is divided by the product of thestardard deviations.
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The (Pearson product moment) correlation coefficient for the entire period from 1975 to 1999
is equal to —0.636, and indicates there is a strong negative relationship between economic
development and debt burden in SSA region, with one aways decreasing as the other
increases. But, if we split the entire series into two sub-periods, and we consider the first
period of “sustainable indebtedness’ (1975-1983), in this case we have a significant positive
association (+0.487). In the remaining period after the turning point (1986-1999), we have a
significant negative association (-0.794), which is very high if we drop out the period of
implementation of the recent multilateral initiative to cancel debt (Heavily Indebted Poor
Countries Initiative), and consider the sub-period 1986-1996 (-0.843).

This result confirms the existence of a complex, non-linear relationship between debt and
development. Given particular conditions, the relation can be positive, whereas it becomes
negative if we assume different context. Again, the crucial issue is how to define the correct
connection between politics and economics, in order to escape from over-simplification on
the links between debt and development and to reconstitute social science, primarily aimed at
overcoming the artificial distinctions between economic-political, on the one hand, and
domestic-international, on the other.

GNP per capita
Turning point

-084

Debt-to-GNPratio

This picture can be consistent with the existence of debt overhang problem, provided that a
large external debt overhang — corresponding to the 1984-85 turning point, where the curve
turns down and the additional stock of debt implies disincentives to development - affects

negatively economic development.

Moreover, the increase of positive real interest rate and the capitalisation of amortisation and
interest payment through the Paris and London clubs rescheduling had also started pushing
the debt stock upward. African economies became extremely indebted by the 1990s and
dependent on external finance for securing imported intermediate inputs. Northern
protectionism for agricultural products implied an high cost for badly diversified economies,
such as the SSA ones.

In the 1990s, multilateral development banks - particularly the World Bank, IMF and African
Development Bank - replaced commercial banks, to facilitate their bail-out, and to implement
adjustment program, thus becoming the main creditors of SSA governments. The
international financia ingtitutions enjoyed “preferred creditor” status and debts to these
ingtitutions could not be rescheduled: they had to be serviced, irrespective of what was
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happening elsewhere in the domestic and international economy®*. In fact, severa SSA
countries are net creditors to the IMF.

Nowadays, ten years later, over 80 percent of the SSA debt is a public sector liability, derived
from public sector borrowing and public assumption of past private sector debt. Among the
officia creditors, multilateral ingtitutions have gained importance (accounting now for 1/3 of
long-term debt and %2 of long-term debt service, and being 29.9 percent of total debt,
compared to 12.4 percent in 1980). Less than 20 percent are short-term debt accounts.

From this rapid historical review, it derives the importance of several factors, both domestic
and external, which determined a severe debt problem. It seems to confirm the idea discussed
by Keynes on the German war reparation problem, even then the causes of debt crisis were
clearly different. Debt crisis, as managed during the 1970-90s, has created a budgetary
problem, as SSA governments need no only to cut budgetary deficit by reducing the level of
domestic absorption, but also to extract the additional domestic savings out of current
national income in order to secure the necessary domestic resources for servicing externa
debt. Therefore, a budgetary surplus needed first to be created, reducing the level of
investment, cutting government social expenditure and restricting the expansion of the money
supply (measures induced by structural adjustment programs, financed by the World Bank
and IMF). In a short-term horizon these measure seemed more feasible than expanding the
tax base, restructuring tax rates and improving system of administration, al of them being
measures, which take time to implement. The implemented measures affected domestic
incomes, prices, wages and savings, creating serious economic, social and political
problems®. Moreover, as creditors do not accept domestic currencies, given the asymmetrical
relationship between a debtor country and its creditors, the mobilised domestic resources
have to be converted into foreign exchanges, and this creates the transfer problem. The SSA
ability to increase the foreign exchange earnings depends basically on the rate of growth of
exports, which in turns depends on the supply performance — very low - and on the creditors
availability to accept SSA imports — very low -. Unfortunately, inadequate supply and
demand prevented SSA countries from solving the transfer problem, particularly in the given
context of the 1980s and 1990s, when all SSA countries were required to increase exports at
the same time, increasing competition with each other and reducing the space for expansion
of intraregional trade. Anglo-American neo-liberalism has tended to prevail, based on a set
of institutions and practices, which promote a Socia Darwinist reconfiguration of priorities,
policies and outcomes rea priority. The Structural adjustment programmes were the
mainstream, promoting the liberal vision of the Washington Consensus; and according to it a
fully integrated and self-regulating developing economy must be based on international links
(FDI inflows). No real priority was given to the building of an efficient, strong, redistributive
revenue system: the third-gap of development financing problem received very marginal
attention.

Given this long history of domestic and externa problems, there are three contending
ideological explanations of the current African crisis, which can be derived from the
background theoretical analysis presented in Part |. These explanation provide different
political solutions.

3411 1996, the HIPC Initiative, described in chapter seven, changed significantly the situation, introducing the
possibility to cancel debt owed to multilateral banks.

35 The same effects described by Keynes as referred to the reparation of Germany’ s war debts. See J. M. Keynes
(1929), op. cit.
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The Washington Consensus approach is based on the World Bank's Agenda for action
(1981)%* report saying that the main determinants of African crisis are domestic:
underdeveloped human resources, political instability, inadequate institutions, geography and
population growth. External shocks - arise in oil prices in the periods 1973-74 and 1978-80
and deterioration in SSA terms of trade — are not the crucia direct cause, which is the decline
in the volume of exports, volumes, rather than declining prices, due to structural changes in
the composition of world trade, inadequate supply capacity and Northern countries trade
restrictions and agricultural subsidy policies. Orthodox macroeconomic management, based
on export promotion and adjustment, represents the road to economic recovery.

An opposite structuralist view is represented by the Economic Commission For Africa
(1989)%’, saying that there are some interlinked constraints, being the inadequate economic
and socia infrastructure, research capability, technological know-how and human resource
development. Inflation, balance of payments deficit, debt burden and instability of exports, in
a context of an excessive outward oriented industrialisation policy, strongly interact. It
created a structural external dependence and vulnerability of SSA, as a direct continuum with
the colonial experience, still producing raw materials and agricultural goods for Europe.
Exogenous factors, such as terms of trade and world interest rates, have caused the criss.
Policy implications, which can be derived from this explanation, are improving income
distribution, focusing on the basic needs, reducing import dependence.

Opposed to both the previous approaches, a post-Marxian approach, based on the Wallerstein
idea of world-economy, says that SSA crisis is part of long-term secular effects of
imperialism and of the world capitaist criss. From this point of view, free market
international system is inherently a source of exploitation of poor countries. Thus, opposite to
the other approaches, free market mechanism, rather than being itself instrument of best
resource allocation and income distribution within a short-term perspective (Washington
Consensus) or being the fundamental instrument to be adequately and structurally
transformed in along-term perspective (ECA), it is source of systemic problems.

History and data seem to demonstrate that probably it is the combination of internal and
external factors (i.e. a combination of all these different explanations) which has given the
debt crisisin SSA countries its peculiar characteristics. Some additional useful information®:

- total externa debt grew nearly 20 fold, from US $12.6 billion in 1971;
- the basic component is now long-term debt outstanding, owed to official creditors;

- bilateral debt is the most important component, followed by multilateral debt. Private
inflows are the residua part, and with a declining trend;

- alarger share of the official debt is on concessional terms;

- gince the 1980s, the use of IMF credit became an important support to structura
adjustment;

- capitalisation of interest and principal arrears constitute a quarter of the external debt,
confirming the fact that external debt is now a self-reproductive mechanism.

3¢ World Bank (1981), Accelerated Development in Sub-Saharan Africa: An Agenda for Action, Washington D.C.

37 UNECA (1989), African Alternative Framework to Structural Adjustment Programs for Socio-Economic
Recovery and Transformation (AAF-SAP), Addis Ababa.

% These figures are useful information, but their interpretation must be cautious, as: {) problems of data
coverage and reliability, (ii) differences among SSA countries, (iii) there have been changes in the value of the
dollar, (iv) it is not always clear whether data on debt payments represent scheduled (ex ante) or actual (ex post)
payments.
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7. —Fiscal component of external debt crisisin Africa

External debt problem can be due to fiscal reasons. The fiscal nature of the problem is
evident in Sub-Saharan Africa. Hjertholm®® looked at the external debt-financed government
spending experience of SSA, confirming the existence of an abuse of foreign borrowing to
finance large fiscal deficits. He stressed that SSA countries:

inherited very weak fiscal policy and administration from colonia period;

were unable to generate domestic revenue, due to structural economic (trade-dependence)
and political considerations,

experienced very high level of current (urban subsidies) and capital (infrastructure)
expenditure to create political consensus and economic devel opment;

exploited the international commodity boom (in the 1970s) to expand externa debt as the
main source of deficit financing, producing favourable expectations among the creditors,

when commodity prices fell sharply (in the 1980s), the rigidity of government
expenditures increased fiscal deficit and produced further external debt (particularly
multilateral debt);

central governments guaranteed the repayment of debt acquired by para-statal enterprises,
the economic failure of many “productive” public sector investments and the high share
of military expenditure (15 percent of total government expenditure) compromised the
repayment of debt.

The aggregate picture of SSA region masks the differences in individua countries,
nevertheless there is a common characteristics, which can be stressed. High levels of external
debt were associated to high and permanent levels of overall deficit.

And central government debt represented the bulk of this deficit, confirming the existence of
avicious circle between development, externa debt and public revenue.

The more developed is a country, the more capacity this country has to generate revenue,
then the more domestic resources are available to finance development and the less external
burden is needed.

Tab. 7 - SSA Overall surplus/deficit, incl. all grants, No. Of countries

Deficit, as share of GDP (%)

S10% | 55% | 525% [50.105 | LrPlus| na
1986-91 | 7 15 10 2 3 -
1992-95 | 8 7 | 5 3 3
1996-99 | 6 9 13 0 5 -

Source: World Bank (2001), World Bank Africa Database 2001, Washington D.C.

In fact, a a more disaggregated level, it is quite clear that the revenue problem is more
evident for the sub-group of SSA countries being classified as “Severely indebted low-
income countries’ and, within this group, for the poorest non-oil-exporters countries.

39 P Hjertholm (1997), An Inquiry Into the Fiscal Dimension of External Debt: The Case of Sub-Saharan
Africa, PhD dissertation, Institute of Economics, University of Copenhagen.
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Tab. 8 - Government revenues, excl. all grants as % of GDP

1985 | 1990 | 1995 | 1999
Burkina Faso 9,8 12,3 10,8 16,5
Burundi 13,4 15,1 20,1 17,9
Cameroon 21,0 14,3 12,9 15,3
Central African Republic . 10,7 9,2 9,2
Comoros 10,5 17,0 17,4 10,9
Congo, Dem. Rep. . . 13,2 12,8
Ethiopia 16,7 17,7 17,5 19,5
Guinea . 15,8 10,9 10,3
Guinea-Bissau 7,6 18,7 12,7 18,4
Madagascar 12,9 12,0 8,5 11,9
Malawi 22,7 21,0 17,8 16,6
Mali 12,0 17,6 12,9 17,8
Mozambique 99 128 11,3] 105
Niger 10,8 10,2 7,2 6,8
Rwanda 9,9 10,1 6,9 9,2
Sierra Leone 52 9,2 9,5 10,6
Sudan 9,4 6,3 8,7 8,4
Tanzania 17,4 14,7 11,0 10,6
Uganda 9,1 6,8 98 109
Zambia 21,9 20,3 19,9 17,6

Source: World Bank (2001), World Bank Africa Database 2001, Washington D.C.

The table shows twenty poor SSA countries with a permanently weak fiscal position, due to
their inadequate revenue performance, which means weak debt servicing capacity. Moreover,
considering the government revenue indicator as compared to a common measure of debt
distress, that is debt service ratio (with an export-based denominator), some interesting points
emerge. Revenue based indicator of debt distress appear higher than the export-based
indicator, confirming that government revenue represented the main constraint in SSA
region. And, as SSA region’s debt is mainly public debt, the revenue constraint is clearly
more stringent, whereas export earnings facilitate the servicing of both public and private
debt and represent an added public debt service capacity solely through their conversion into
government taxation. Conversion that is not complete and transparent, given the
administrative weakness of African countries and discrepancies of data. In sum, revenue-
based debt indicators seem to capture a significant component of external debt burden, at
least as important as the export-based indicators, which are commonly used. A relationship
that should be more deeply empirically investigated, as well as the relationship with
indicators referred to the other side of the public budget, that is government expenditure.

8. — Different components of foreign capital flowsto Africa

External debt flows to SSA countries are not the only channels of international financia
resources to Africa. And capital flows are not all the same. We have to consider severd
dimensions. equity versus debt, short term versus long term, public versus private.
Considering total external debt, grants, foreign direct investment, portfolio investment and
remittances - both private and official finance — as total externa financial inflows, we can
compare this aggregate to gross domestic savings (calculated as the difference between GDP
and total consumption).
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SSA's Financial aggregates (% of GNP)
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During the 1970s, domestic savings represented a growing component to be mobilised to
finance investment in SSA’s economies, and they reached 29.7 percent of GNP in 1979,
whereas externa finance was much lower and represented 20.0 percent of domestic savings
in 1979. During the 1980s, this trend has abruptly changed: ruined by the dramatic slowdown
of African economies, domestic savings dropped suddenly and arrived at 10 percent of GNP
in 1992. In the meantime, externa finance was till growing and arrived to represent a very
high level of 9.8 percent of GNP (equal to 97.6 percent of domestic savings). Thereafter,
domestic savings went up again but in the last two years both domestic and externa flows
have dramatically gone down. This picture is different from the South African experience:
domestic savings were never lower than 17 percent of GNP and external finance was never
higher than 30 percent of domestic savings.

In general terms, in SSA as a whole external finance flows represent a relevant component in
relation to GNP and domestic savings. And Feldstein notes that the close association between
foreign inflows and domestic investment suggest a lack of deep integration in the financing of
investment°.

But a more precise analysis requires taking in accounts the differences across types of flows
(long-term and short-term or private and official capital flows) and countries.

Intuitively, the net inflows of investment to acquire a lasting management interest in an
enterprise operating in an economy other than that of the investor, that is the sum of equity
capital, reinvestment of earnings, other long-term capital, and short-term capital as shown in
the balance of payments is one thing. And we call it foreign direct investment. External debt,
official aid, portfolio investment and current transfers by migrants are quite different things.
These differences are relevant in terms of impact on devel opment.

40 M. Feldstein (1994), “The Effects of Outbound Foreign Direct Investment on the Capital Stock”, NBER
Working Paper, N. 4668, Cambridge.
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We can consider arough picture of all these foreign capital inflows to SSA.
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In terms of flows, from the 1970s externa debt has represented the main source of
international capital to SSA up to 1996. In 1996, the international financial institutions
launched an important initiative to reduce the indebtedness of poor countries (the HIPC
initiative, analysed in chapter 7), which has a direct negative consequence, in terms of
dramatic reduction of new lending. What seems to be a great worry is the sudden and parallel
tremendous decline of aid during the last five years. Aid represented the main source in the
1990s and is widely considered a more adequate alternative to debt for poor countries. Quite
interesting is the FDI dynamics, with a recent counter-trend compared to aid and debt.
Obvioudly, referring to private flows, it is important to consider the between-countries
differences. Remittances represent a growing, stable source of capital inflows, whereas
portfolio investments have aways been very marginal in SSA’s case and it reflects negative
investor sentiment.

How should we interpret the recent upsurge in FDI? It is true that, at a very smplistic levd, it
could be argued that FDI is a good capital flow from the point of view of the potential
vulnerability of the capital importing countries. It represents equity rather than debt; it is
long term rather than short term, it is associated with increased domestic capital formation, it
tends to go to the private sector. Thus, it is common to attribute crises to short-term and debt
capital inflows, while FDI is seen as a safer form of finance. In this case ,looking at the
picture of foreign capital inflows to SSA, we should appreciate the recent reversal of
course®. But, at a deeper level, FDI means different things, and different forms of FDI are
likely to have rather different implications for the safety of capital inflows. Debt liabilities are
not inherently less safe than FDI. Fernandez-Arias and Hausmann note that the common view
is inappropriate as FDI is not a physical asset of a firm, but only (and simply) one of its

41 Asexpressed by the World Bank: “FDI also isless subject to capital reversals and contagion that affect other
flows, since the presence of large, fixed, illiquid assets makes rapid disinvestment more difficult than the
withdrawal of short-term bank lending or the sale of stock holdings’. See World Bank (1999), “Foreign
Investment Resilient in the Face of Financial Crisis’, Chapter 3, Global Development Finance 1999, Analysis
and Summary Tables, Washington D.C.
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liabilities*?. And they conclude that the share of FDI in total capita inflows is not a measure
of anything good happening in the economy, in fact in rich countries lower growth prospects
and higher risks lead companies to prefer more equity and less debt in the composition of
their capital. Also, poorly functioning debt markets can make FDI a more efficient way to
access capital. In al of these cases, the fact that the share of FDI in capita inflows isrising is
not bad in itself, but isinstead an optimal response to a deteriorating environment.

In order to analyse FDI to SSA, we can start from the Hausmann's approach® and look at
two concepts, and consider both total external financial inflows as a share of GNP (i.e. how
large is the flow of liabilities to foreign players relative to GNP) and, second, the share of
FDI in those liabilities. We can also add a time dimension and draw the line of historical
trend (from 1970 to 2000). Thus, we can look at the ratio of FDI to GNP, that is the product
of the first two ratios (= [total external financia inflows/ GNP] [FDI / total external financia
inflows] = [FDI / GNP]). We can decompose the share of FDI to GNP as a consequence of a
volume effect (reflected in the total flow of external capital), and a composition effect (the
proportion of FDI).

120 Foreign capital flow vs. GNP: SSA
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The figure shows that external capital liabilities as a share of GNP are low in SSA countries,
with flows reaching no more than 10 per cent of GNP.

In East Asia and East Europe they reach 15 per cent; in Latin American countries they reach
22 per cent; in developed countries they are much higher.

The effect of debt (and aid) reduction is a drastic drop of total capital inflows.

Hence, we find that the proportion of FDI clearly reflect this crisis in new lending, and the
story is reversed. The flow of FDI represent a low percentage of the total external capital

42 E. Fernandez-Arias and R. Hausmann (2001), “Capital Inflows and Crisis. Does the Mix Matter?’,
Development Centre Seminars, Foreign Direct Investment Versus Other Flows to Latin America’, OECD-
IADB, Paris.

43 E. Fernandez-Arias and R. Hausmann (2001), “Foreign Direct Investment: Good Cholesterol?’, Development
Centre Seminars, Foreign Direct Investment Versus Other Flows to Latin America’, OECD-IADB, Paris.
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ionflowsin SSA countries, until the recent years, when it goes up to 80 per cent. And the
most important problem is that FDI continue to target a narrow range of SSA countries and
sectors, with extractive industries dominating, though there has been interest in
telecommunications and tourism.

Composition of External capital inflows vs. GNP: SSA
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Then, we can consider the flow of FDI as a share of GNP. In SSA there is a growing trend in
the recent years. And the figure shows that the recent experience has been different. But we
have to consider that Latin America and the industrial countries share a similar reatio of
dightly over 7 per cent, followed by East Asia with 6.5 per cent. Africa and Asia are till
below 4 per cent of GNP.
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In sum, total capital flows tend to increase with the level of development. But the share of
those flows that take the form of FDI tends to decline with the level of development. The
ratio of FDI to GNP is high in industria countries because it is a small share of a very large
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total volume of external capital inflows. In SSA the ratio of FDI to GNP is still low, because
low volumes of total externa inflows.

From this rough picture, it derives an important aspect to be investigated. The increase of the
shareof FDI is not necessarily a consequence of a general improvement in the perception of
development prospects and institution building. Quite the opposite, it can be an indication
that markets are working badly, the institutions are not accountable and the risks are high. In
the context of debt relief, the lenders can be reticent to extend loans. Provided that portfolio
investments are very margina and that workers' remittances have their own trend, what about
the interaction between the major inflows, debt, aid and FDI? Ther relationship does not
seem to be linear and probably the effect on development depends on their inter-relationship
as well. The effects of externa capital inflows on development cannot in general be derived
by their statistical definition (debt vs. equity, private vs. official source) but on the basis of
other considerations as well (such as currency and maturity in the composition of liabilities,
complementarity or substitutability with other sources of finance). The econometric analysis
on the relationship between debt and development should consider this reciprocal effects and
control for other forms of foreign capita inflows. We think that the impact of various classes
of international capita inflows cannot be assessed by looking at each flow separately.

9. — Multidimensional nature of African problems

African case demonstrates that external debt problems are strictly linked to other aspects of
external relations (trade and aid) as well as to domestic problems (fiscal and savings), directly
interacting with poverty reduction policies. The coherence of policies matters and it calls for
political will by all partners.

During the 1980s, 37 countries belonging to SSA underwent at least one adjustment
programmes, due to their external debt crisis. The social, political and economic impacts of
these programmes are direct effects of debt crisis. External debt is not only a financial and
economic problem, but also asocia and political problem.

Given these premises, we have found some points to be underlined.

First, as we repeatedly stressed and the following appendix tries to demonstrate, specific
context does matter, thus every country has its own different profile in terms of external
relations, domestic problems, and poverty situation.

Second, poverty reduction, in the context of sustainable development, remains a major
challenge in Africa. Poverty is not a static condition among individuals, households, regions
or countries. Instead, it is recognised that while some individuals or households are
permanently poor, other become impoverished. The dynamic concept of vulnerability must
be used to understand these processes of change. Poverty encompasses different dimensions
of deprivation that relate to human capabilities including consumption and food security,
health, education, rights, voice, security, dignity and decent work. Despite wide consensus on
the importance of poverty reduction strategies, an enormous gap remains between rhetoric
and practice. Socia and economic inequality within and between nations is a relevant
obstacle to sustainable poverty reduction. And, in spite of internationa efforts and Africa’s
urgent needs, performance still falls far short of goals.

Third, in terms of future perspectives, Africa confirms to be the region being much far from
achieving the seven International Development Goals (IDGs). Again domestic and external
components seem to be crucia to address these targets.

Fourth, external debt isabig problem in SSA, and it is related to some structural weaknesses
of the balance of payments.
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Fifth, external debt is not a new problem for Africa. We found some historical structural
components of thiscrisis.

Sixth, linked to this historical problem and to the external face of debt, being represented by
the balance of payments problem, thereisadirect link to the fiscal deficit problem.

At the end, the picture is more complex than it may appear. External debt problem is not a
financial problem in itself; it is a main component (both source and effect) of the
multidimensional problem of development in Africa. It is not useful to separate domestic and
external causes as opposite determinants. The readlity is the interaction between all these
factors. Correctly, Rodrik** argued that domestic social conflicts are a key to understanding
why growth rates lack persistence and why so many countries have experienced a growth
collapse after the mid-1970s. He emphasises, in particular, the manner in which social
conflicts interact with external shocks on the one hand, and the domestic institutions of
conflict management on the other.

And empirical methods are used by Rodrik to investigate these relationships. Countries that
experienced the sharpest drops in growth after 1975 were those with divided societies (as
measured by indicators of inequality, ethnic fragmentation, and the like) and with weak
ingtitutions of conflict management proxied by indicators of the quality of governmental
ingtitutions, rule of law, democratic rights, and social safety nets).

Empirical methods have been widely used to investigate the complex relationship between
external finance (both aid and debt) and development. Chapter 5 will present a survey of this
literature, whereas chapter 6 will present an econometric application to analyse this issue.

4 D. Rodrik (1997), “Where did All the Growth Go?: External Shocks, Social Conflict and Growth Collapses”,
Kennedy School, Harvard University, mimeo.
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5. Review of econometric literature on the linkages between foreign
capital inflows and development

There ae a lage number of empirical dudies that invesigated the most rdevant

determinants of a Ldc’'s development rate. The role of foreign capital has been explored in

this context. However, this literature, mainly based on the usage of comparative cross-
country analysis, has not adequately explored:

(i) thelong-term nature of the relationship between foreign capitad and developmernt,

(i) the role of different conditions between countries within the same geographica region
(which we stressed through the “flower” ideogram, in chapter 4),

(iii) the importance of socid, politica and indtitutiond conditions,

(iv) the difference between the level and evolution of foreign capitd intengity, which implies
that case-gpecific features may overwhem any mechanica link between the two.

(v) the implication for sugtainability of different nature and compostion of foreign debt
(short-term or long-term debts, its maturity and grace periods, the level of interest rates,
the structure of interest and principa arrears, arrears to actua payments ratio, its front-
loading,...), in fact the total debt outstanding involves debt of varying maturities, varying
interest rates, and varying grace periods; the debt service owed in any given year thusis
only loosdly connected to the debt outstanding,

(vi) the different impact of the various types of capitd inflows (foreign debt, ad, foreign
direct investment, portfolio and equity flows, workers remittances) on development,
and particularly the relationship between aid and debt,

(vii) thefiscd dimension of externa debat.
Moreover, the bulk of this literature studied the debt experience of Latin American
countries. If we are interested in SSA, then we have to consider alot of other studies, which
investigated another relationship that is between aid and development. In fact, as SSA
foreign debt is basicaly concessona and owed to officid lenders - differently from Latin
American debt -, most of the empirical studies on SSA were referred to the effectiveness of
foreign ad, foreign debt being implicitly assumed as part of it. Much of the emphasis in the
literature on fiscal implications of externd inflowsin SSA countries has been on the role of
external aid, rather than debt'. Measured rdltive to recipient GNP, the median vaue of aid
to African countries now stands at nearly 10 times the amount received by Western Europe
under the Marshdl Plan. This emphasis reflects the higtorical importance of aid rdative to
external debt in these poor countries, compared to the case of Latin American economies’.

The literature has been dominated by cross-section studies using single-equation estimation

! p. Cashel-Cordo and S. G. Craig (1990), “The Public Sector Impact on International Resource
Transfers’, Journal of Development Economics, N. 32; S. Devargjan., A, S. Rajkumar and V. Swaroop
(1998), “What Does Aid to Africa Finance?’, African Economic Research Consortium (AERC), Nairohi,
mimeo; T. Feyzioglu, V. Swaroop and M. Zhu (1998), “A Panel Data Analysis of the Fungibility of
Foreign Aid”, World Bank Economic Review, N. 12.; and I. N. Gang and H. A. Khan (1991), “Foreign
Aid, Taxes and Public Investment”, Journal of Development Economics, N. 24.

2 As the external debt burden of African countries has become considerable, however, increasing
attention is being paid to implications of debt for the these economies. In addition to the finding that the
debt burden may have reduced economic growth. See A. K. Fosu (1999), “ The External Debt Burden and
Economic Growth in the 1980s: Evidence from Sub-Saharan Africa’, Canadian Journal of Development
Studies, Val. 20, N. 2; C. Lancaster (1991), “ African Economic Reform: The External Dimension”, Institute
of International Economics, Washington, DC.
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techniques, producing mixed empirica results. Empirica sudies have faled to provide
datigticadly sgnificant and clear conclusons. What most of al these sudies seem to rgect is
the complexity of the relationship debt/aid/Fdi-development, the ambiguous nature of
externa debt, which can be both postively and negatively related to development. When we
offered are-examination of the theoretica literature on development and debt in chapters 2-

4, we have stressed this nature, and Barro and Sala-i-Martin (1995) and Aghion and Howitt
(1998) remind us that the development process depends on an intricate range of interacting
characteristics and dynamics. Nevertheless most of existing studies prefer to assume a grict,

often linear, and ideological relationship to be tested - confirmed or regjected - between debt
and development. Debt (or, separately, aid) is good or bad for development.

If we proceed from an historica point of view, it is clear that, as time goes, empiricd studies
reflect the growing complexity of new development theories. Recent advances in growth
theory have dlowed more sophisticated empirica growth equations to be specified. The
regressions include more and more variables, as well as the econometric techniques improve
their qudity. In other words, the history of econometric andyss is a mirror to the history of
theoretical literature and reflects, given stronger techniques, the same disenchantment.

Because theory is inconcdusve, the rdationship between foreign cepitd inflows and

development becomes an empirical matter. But the empirica evidence does not seem to
agree on whether the relationship is generdly pogitive or negtive.

Our basic idea, and we test it in chapter 6, is tha the assumption of such a smple
relaionship iswrong.

In this chapter, we offer areview of those quantitative analyses, which are based on cross-

country (and not on single-country case) studies a macroeconomic leve (rather than at
micro- level). This review of methodologica gpproaches is a preliminary step to present, in
chapter 6, our econometric andyss of debt/ad and development relationship in SSA

countries. This chapter reviews econometric applications and takes account of the main
relaions, which have been discussed.

Our am is to gtress the importance of recent theoretical and empirical Sudies and to point

out that foreign capitd inflows (externd debt and aid) seem to have postive but decreasing
returns and start to have a negative effect on development after a certain level. We think that
this levd is not the same for different countries. Debt overhang exists, and a country can
receive too much debt or aid and becomes dependent. We think that theory supports the
idea of an inverted U-shaped relaionship (a foreign capitd inflow-Laffer curve) between
concessiona finance and development. And empirical evidence confirms it. But we aso
think that “how high flows should become to have a negative effect on development?’ isa
mideading question as higtorica, socid, politica, and economic contexts do matter as well.

And that different kinds of foreign cgpitd inflows interact among themsdves in affecting
development.

1. Thelinks between national saving and foreign debt

The links between savings and internationa capital inflows have been the core of the first
anayses, based on the early Harrod-Domar traditiond growth theory and saving-gep
approach. Foreign capital was perceived as an exogenous increment to the capital stock of
the recipient country. The implicit causad chain runs from foreign capitd to growth via
savings. A huge amount of savings is trandated into higher investment (i.e. accumulation of
physica capita), the investment function being governed by the acceleration principle.
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The extent to which shifts in government saving induce offsetting changes in privae saving
has been a central issue in much of the 1960 and 1970 literature in macroeconomics.
Rosengtein-Rodan (1961) affirmed that each dollar of foreign resources would induce an
increese of one dollar in naiona savings and investment. Thus, foreign flows were not
congdered as a component of nationa income adding to both consumption and investment,
and fungibility was not taken in account.

Quite the opposite, Griffin and Enos (1970)° said that capita inflows from abroad reduce
the rate of growth of the recelving country. Weisskopf confirmed, andysing 38 developing
countries during the 1950s and 1960s period, a negative impact of foreign resources on
domestic saving®. Foreign capital inflows become a substitute for, instead of an addition o
domedtic savings.

Chenery and Eckgtein®, LandaLf, Grinols and Bhagwati’ confirmed the negative correlation
between forelgn resource and domestic savings, implying severe critics to the gap theories.
In this case, the foreign resources dependency is the mechanism described to explain the
negative effect of foreign resources on domestic saving, which was assumed as dependent
variable. Foreign resources may support both investment and consumptior?, that is they can
replace saving, which becomes a resdua component. Given the income level, increasing
consumption implies reduced savings”.

Nevertheless, dl these sudies redised in the 1970s have smply showed the presence of
correlation, without deriving any causal relationship. In fact, Morisset'® demonstrated that
this corrdation does not imply any causdlity: both nationd savings and foreign resources are
affected by exogenous (interest rate on debt) and endogenous (public deficit, money supply)
variables, and this creates the illuson of causd relationship between domestic savings and
foreign debt. Thus, in broader terms, an issue tha remains unresolved in the empirica
literature is that of causdity: externa debt may cause policy changes (owing to
conditiondities), but policy changes may aso results in higher levels of debt, by increasing
international confidence in the country’ s economic prospects.

The generd relation assumed by this kind of analyss, combining the acceration principle
and the multiplier theory, is.

S = aoYt + blFFt and Yt = do + d]_FFt (51)
S = do +a d]_FFt + b]_FFt = do + FFt (b]_ + dl) (52)

%K. B. Griffinand J. L. Enos (1970), ibidem.

*T. E. Weisskopf (1972), “The Impact of Foreign Capital Inflow on Domestic Savingsin Uncerdevel oped
Countries’, Journal of International Economics.

® H. B. Chenery and P. Eckstein (1970), “Development Alternatives for Latin America’, Journal of
Political Economy, N. 78, 4.

® L. Landau (1971), “ Savings function for Latin America’, H. B. Chenery (ed.), Studies in Developmental
Planning, Harvard University Press, Cambridge.

"E. Grinols and J. Bhagwati (1976), “Foreign Capital, Savings and Dependence”, Review of Economic
Statistics, N. 58.

8 Also Dornbush considered relevant the role of foreign finance in terms of consumption-smoothing,
allowing the indebted country to keep its consumption and expenditures levels inaltered in the short
term. See R. Dornbush (1983), “Real Interest Rates, Home Goods and Optimal External Borrowing”,
Journal of Palitical Economy, N. 91, 1.

° K. B. Griffin and J. L. Enos (1970), “Foreign Assistance: Objectives and Consequences’, Economic
Development Cultural Change, N. 18, 3.

103 Morisset (1989), “The Impact of Foreign Capital Inflows on Domestic Savings Re-examined: The
Case of Argentina’, World Development, N. 17, 11.
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Where:

S = savings

&Y = the average (and margina) propensty to save
FF; = foreign flows (ad and externd debts)

All these studies used only aggregated data on foreign inflows, due to lack of data on
different flows and their inability to separate the various aggregate foreign inflows measures.
Hansen and Tarp (2000)" compared 131 regressons, identified from 29 articles they
investigated a sample of 41 aid-savings regressons. Only one study reported an estimate of
a; which is dgnificantly greater than zero. Thus, the idea of a direct, podtive, on a one-to-
one basis impact of foreign inflows on savings is not confirmed. But a negeative impact is not
confirmed ether, and in only one study does ad lead to lower totd savings. The
overwheming evidence from these studies is that ad leads to an increase in totd savings,
athough not by as much asthe ad flow.

The more recent empirica studiesindicate that:

- anincrease in public saving tends to be associated with higher nationd saving, rgecting
the Ricardian assumptions (arise in the budget deficit has no effect on the nationd saving
rate: the so-called Ricardian equivaence);
increasesin per capitaincome raises the private saving rate;
increases in foreign saving (measured by the current account deficit), affect nationa
saving negdively, but only partidly: this suggests that foreign saving is a subgtitute, less
than perfect one, for domestic saving, and an increased availability of externd financing
support both consumption and investment and however the negative coefficient is less
than one (i.e. less than proportiond effect), implying that the crowding out effect is less
than one to one;
reduction in high externd debt burden increases nationd saving. This result can be due
to the fact that if the public sector’s foreign debt deteriorates, the private sector will
anticipate a 9gnificant increase in taxation in the future, and this subgtitution effect due to
such expectations will reduce consumption. Thus, from this point of view, ahigh level of
debt will reduce the nationd saving rate.

In every case, there are some datistica problems linked to hiskind of analyss.

» There is the problem of assuming as paameters what are in redity variables (for
example, propensity to save).

» Itisdsoimportant to consider the fact that important exogenous shocks are removed by
andyss.

» Itisnot easy to correctly identify the exact amount of foreign resources (for exemple,
there is the capitd flight phenomenon) or to combine different forms of flows (grants,
loans, investment)™.

' H. Hansen and F. Tarp (2000), “Aid Effectiveness Disputed”, in F. Tarp (ed.), Foreign Aid and
Development: Lessons Learnt and Directions for the Future, Routledge, London.

2P, R. Agénor (2000), The Economics of Adjustment and Growth, Academic Press, San Diego.

3 Sengupta proposed an easy weighting system to determine the length or time horizon to reach
independence from different forms of foreign flows: dependency vanishes faster in the case of grants, it
takes longer in the case of debt and the longest dependency in case of investment. Thisis simply dueto
the fact that grants are free of interest payments, and investment requires an interest rate (equal to
loans) plus a risk premium, which makes it the most expensive. Obviously, this simplification assumes
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In fact, Michaely™ showed the difficulty in estimating a dependency indicator (equd to the
foreign resources divided by tota resources). Bhaduri™® stressed the nature of complex
sysem: a dependency effect linking foreign resources and domestic saving can not be
reduced and progressvely removed through the correct usage of funds to support
productive investment, if aforeign exchange gap exigts as well. He reflected the fact thet the
origind Harrod—Domar model, assuming only a savings congtraint on growth, was expanded
in the axtiesin the influentid Chenery and Strout (1966) two-gap model. In this case some
bifurcations are possble, and both domegtic structure and trade baance should be
addressed.

If the trade gap isthe larger of the two, actua savings are supposed to fal short of potentia
savings, and if the prospective savings gap is the larger, actud imports will be greater than
those needed for growth (see Chenery and Eckstein 1970).

Robinson (1971) introduced the trade baance in a cross-country growth regresson. He
found that the trade baance variable was highly sgnificant and that foreign exchange can
operate as alimiting factor for growth, lending support to the two-gap modd. It represented
a gep towards the definition of a more complex set of relations, which link foreign debt and
development.

2. Thelinks between investment and foreign debt

Foreign inflows can raise investment rates or, dternatively, they may be used to raise current
consumption, potentialy reducing saving. In the past decades, there has been a long-
standing interest in the extent to which the resource inflows are invested or consumed®.

The decison to invest in Ldcs has been shown to depend on a variety of factors. An
ambiguous effect seems to have foreign debt on nationd private investment, because from
one Sde, by increasing the fiscal deficit and reducing available credit, it crows out private
cgpita formation, but from another sde public investment (for example, in infrastructure
projects) may be complementary to private invesment. Consdering the relationship
between investment and foreign debt, the empirical studies assumed that a large ratio of
foreign debt to output has an adverse effect on investment, againg the hypothesis of postive
effects. Again, he idea was to test a linear, direct and clear relationship between debt and
investment, rather than assuming a“complex” nature of interactions.

The introduction of investment in econometric analysis did not change the focus on capita
accumuletion - investment is the mgor direct determinant of growth - and it resulted
congstent with both the Harrod—Domar and Solow growth models.

Hansen and Tarp (2000) identified a sample of 72 cross-country foreign inflows-investment
regressions. These equations considered domestic savings and various aggregeates of foreign
inflows as separate determinants of investment, which was assumed as dependent variable.

that there is no difference in the way how the three considered forms of foreign finance affect the
savingslincome ratio. See A. Sengupta (1968), “Foreign Capital Requirements for Economic
Development”, Oxford Economic Papers.

M. Michaely (1981), “Foreign Aid, Economic Structure and Dependence’, Journal of Development
Economics, N. 9.

> A. Bhaduri (1987), “Dependent and Self-Reliant Growth with Foreign Borrowing”, Cambridge Journal
of Economics, N. 11.

M. Obstfeld (1998), “Foreign Resource Inflows, Saving, and Growth”, in K. Schmidt-Hebbel and L.
Servén (eds.), The Economics of Saving and Growth: Theory, Evidence and Implications for Policy, the
World Bank and Cambridge University Press, Cambridge.
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In such a way, the specification of the linear regresson included a more detailed set of
explanatory variables:

|t = b0+ b]_S + szDAt + bgFDlt + b4I:_I'Dt+ b5PE|t (53)

Where domestic savings (=S), aid (=ODA,), foreign direct invesment (=FDI,)"’, total
externd debt (=ETD;), and Portfolio and equity invesment (=PEl;) are separate
regressors'®.,

These regressions suggest that there is a pogitive link between foreign inflows and investment
whenever there is a positive link between savings and invesment. In fact, in the mgority of
ther regressons, when the foreign inflows coefficients are inggnificant, then the savings
coefficient is inggnificant, too (,=0). It should be correct to conclude that foreign inflows
do not work only when savings do work (b;2 0). In these regressons the real paradox is that
savings does not seem to promote growth, giving rise to the suspicion that the underlying
sructurad modd is not gppropriate.

Quite recently, Bosworth and Collins (1999)*°, attempted to evaluate the implications of
capitd inflows for the recipient countries by developing a pand data set covering 58
countries over the period of 1978-95. FDI, portfolio and externa debt result not
sgnificantly correlated with one another over time or across countries. The correlations are
al low; indeed, the only datisticaly significant one (between FDI and externa debt in the
time dimengon) is just 0.09%°. It seems to confirm little evidence of complementarity
between different types of internationd capitd inflows.

Soto? andysed the effects of the different component of private capitd inflows on the
growth of 44 developing countries, during the 1986-97 period. The dependent variable is
the change in the logarithm of GNP. This paper uses dynamic pand with yearly data in
growth regresson following the method proposed by Barro and Sdai-Martin in ther
empirical researci??. In fact, there are a certain number of “state” variables (in particular, the
lagged level of GNP), which determine the initia conditions of the economy, and “control”

! Recent literature on the potential role for FDI to raise growth through technological diffusion can be
found in E. Borensztein, J. De Gregorio, and J. W. Lee (1998), “How Does Foreign Direct Investment
Affect Growth?’, in Journal of International Economics, N. 45; G. M. Grossman and E. Helpman (1991),
Innovation and Growth in the Global Economy, MIT Press, Cambridge.

8 This is the consequence of history. “Although the private international capital market revived in the
late 1950's, for LDCs capital flows remained almost entirely official. This remained the rule in the 1960's,
with the notable exceptions of a few dramatically successful countries” (A. O. Krueger [1987], “Debt,
Capital Flows, and LDC Growth”, American Economic Review, Vol. 77, N. 2, May, p. 159). “For a number
of years aid was calculated as the sum of official and private capital flows, although now these two
items are listed separately” (M. P. Todaro [1989], Economic Development in the Third World, Longman,
New York, p.481) and “...’aid’, aterm which had been ambiguously used and sometimes actually applied
to the entire flow, including private investment and export credits.” (W. T. Newlyn [1977], The Financing
of Economic Development, Clarendon Press, Oxford, p.98).

9'B. Bosworth and S. M. Collins (1999), “Capital Flows o Developing Economies: Implications for
Saving and Investment”, The Brookings Institution, Meeting Draft, March 15.

® This correlation is due to the fact that, since the problem of foreign exchange shortages and external
debt means that spare parts cannot be imported and therefore existing plants are forced to operate
below capacity or are completely paralyzed, any attempt to increase the inflow of DFI depends on the
solution of the debt problem.

2L M. Soto (2000), Capital Flows and Growth in Developing Countries: Recent Empirical Evidence, OECD
Technical Paper, N. 160, Paris.

# R, Barro and X. Sala-i-Martin (1995), Economic Growth, McGraw-Hill, New Y ork.
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variables, those which determine the steady state. The standard specification include one-

year lagged vaues of the growth rate, investment rate, government consumption, change in
the logarithm of the terms of trade and the degree of openness to internationd trade. In other
regressions, the investment rate is replaced by the nationd saving rate and the current

account among the indruments, so that the effects of nationd saving and foreign saving can
be digtinguished. It is found that a negative Sign is associated with nationd saving and the
coefficient associated with the current account is not sgnificant. The idea of decreasing
returns on saving, which is the excessive saving hypothess, is moddled by using a non-linear

relationship between the saving rate and growth. Non-linearity indicates that beyond a
certain threshold, additiona savings can not be productively absorbed by the economy. A
sguared term for the saving rate is introduced The saving rate recovers its postive Sgn, and

the squared term has a negative one, confirming the hypothesis. The categories of capita

inflows introduced are FDI, portfolio equity flows, portfolio bond flows, bank credits and

trade-rdated credits. All financid inflow variables are measured as aratio to GNP. FDI and

portfolio equity flows exhibit a robust positive correlaion with growth. Portfolio bond flows
ae not ggnificantly linked to economic growth. Bank-reated inflows are negatively

corrdated with the growth rate. The degree of openness displays a Sgnificant and postive

link with growth, confirming Frankel and Romer’s results, who found a positive correlaion
between trade openness and growth?®, Government consumption presents a negative sign,

which is in agreement with the hypothesis of Barro and Sdai-Martin about the distortions

introduced in the economy by the government intervention. The terms of trade present a
very srong poditive sgn: the magnitude of its coefficient (+0.1) shows that a 10 percent

increase of the terms of trade has a short run (= one year later) postive impact of 1% in the

GNP per capita.

Frankel and Rosg® find in apand of 100 LDCs from 1971 to 1991 that a high ratio of FDI

to debt is associated with a low likedlihood of a currency crash. Hence, there is some

presumption that since FDI is determined by long-term consderations, generates podtive

externalities and does not exert pressure on the real exchange rate. However, Reiser?

consdered this optimism as mideading, as capitd isfungible.

The more recent empirical studies on debt and investment relaionship, even though they
may be affected by specification bias and spurious corrdlation results, indicate?® that debt

sarvice ratio has had a strong?’, negative effect on private invesiment. Again, it may confirm
the ambiguous effect of foreign debt on development, which shifts from being postive o
negative when the debt burden and pressure becomes so disproportionately large, given the

specific context of the debtor’ s Stuation, to determine a debt overhang situation.

% ). Frankel and D. Romer (1999), “Does Trade Cause Growth?’, American Economic Review, Vol. 89, N.
3.

#J. Frankel and A. Rose (1996), “Currency Crashes in Emerging Markets: Empirical Indicators’, NBER
Working Paper, N. 5437, Cambridge.

% H. Reisen (1999), “Sustainable and Excessive Current Account Deficits’, in J. Gacs, R. Holzman and
M. Wyzan (eds.), The Mixed Blessing of Financial Flows, Edward Elgar Publ., Cheltenham.

% p, R. Agénor (2000), op. cit.

% Using the standardised regression coefficients, which are unit free and measure the relative
importance of the independent variables, the debt service ratio has the largest effect on private
investment in poor countries, and also the ratio of external debt to exports has an adverse effect.
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3. Empirical evidence of debt overhang

The empirica evidence on existence of a debt overhang has been rather mixed. Claessens
(1990) only finds a debt overhang for a very limited number of LDCs. Oks and Van
Wijnbergen (1995) test the debt overhang hypothesis for Mexico and conclude that it does
not exist. Borenzstein (1990), based on a smulated growth model for a typica debtor
country, concludes that debt relief does not have important effects on growth. Cohen (1993)
finds no evidence for the genera existence of a debt overhang using data for sample of 81
LDCs. Y, for the Latin American countries he shows that high debt had a negetive impact
on their growth performance. This results

is reconfirmed by Cohen (1997), who states that for African countries high debt is not a
magor cause for low levels of economic growth in the 1980s and 1990s, and by Weeks
(2000). Desphande (1997) shows that a debt overhang might exist for 13 severely indebted
countries. Kaminsky and Pereira (1996) find evidence for a debt overhang for Latin
American countries, once socid inequality and its impact on government policy and
consumption is taken into account.

In current discussions on the need of debt rdief for the HIPCs, critics of the debt overhang
hypothes's have pointed out that the adverse incentive effects of high debt cannot be an
important issue for most HIPCs. HIPCs have experienced positive net resource transfers
during the 19905,

Some other authors, as an dternative to the debt overhang hypothess, hypothesise thet it is
not the amount of debt that may hamper economic growth, but the uncertainty about the
annua debt service payments. They argue that there is a close link between uncertainty and
indability: the annua ingability of payments contributes to uncertainty of debt payments.
Lensink and Morrissey (2000)%° show that instability of annud ad receipts negetively
influences the effectiveness of development aid. Gemmel and McGillivray (1998)* argue
that ad inflows are more voldile than other government revenues and this voldility influences
government spending and taxation. Bleaney, Gemmell and Greenaway (1995)* show that
government revenue ingtability is highest for Sub-Saharan African countries and thet revenue
ingability is associated with expenditure ingability and ingtability in the sources of deficit
finance.

Oksand Van Wijnbergen (1995)* stress the importance of the uncertainty of debt service
payments on growth. Sachs et al. (1999)* siress the relationship between the ingtability of
debt service payments and economic growth.

% \W. Easterly (2001), “How Did Highly Indebted Poor Countries Become Highly Indebted? Reviewing
Two Decades of Debt Rdlief”, Unpublished Paper, The World Bank, Washington D.C.

# R. Lensink and O. Morrissey (2000), “ Aid Instability as a Measure of Uncertainty and the Positive
Impact of Aid on Growth”, The Journal of Development Studies, Val. 36, N. 3.

%'N. Gemmdl and M. McGillivray (1998), Aid and Tax I nstability and the Government Budget Constraint
in Developing Countries, CREDIT Research Paper 98/1, University of Nottingham, Nottingham.

% M. Bleaney, N. Gemmell, and D. Greenaway (1995), “ Tax Revenue Instability, with particular Reference
to Sub-Saharan Africa’, The Journal of Development Studies, Vol. 31, N. 6.

¥ D. Oks and S. van Wijnbergen (1995), “Mexico After the Debt Crisis: Is Growth Sustainable?’,
Journal of Development Economics, Val. 47.

% ). Sachs, K. Botchwey, M. Cuchra, and S. Sievers (1999), “Implementing Debt Relief for the HIPCS”,
Center for International Development, Harvard University, Cambridge, Mimeo.
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Borensztein (1990)* tested the impact of debt stock on private investment by introducing a
debt overhang effect in an econometric regresson, where investment is the dependent
variable. The results were not Sgnificant.

Moreover, the basic data are not available or they are very fragile.

4. Thelinks between growth and foreign capital inflows

New growth theory has inspired a more complex analysis in distinct ways.

Firg, empirica research focuses on growth as dependent variable. A preliminary
consderation must be referred to the importance of adequate indicators of growth. In
measuring naiona income, economic literature has sometimes shown confuson between
GNP and GDP*. Aswell shown by King®, different specifications of income can produce
different results: in generd, GNP seems to be more gppropriate to be analysed in terms of
disposable income (for consumption or investment functions) to be compared to the cost of
indebtedness. In fact, the GDP, measured on the basis of expenditure, income, or vaue
added, includes interest to be paid on debt arrears. It is an accurate guide as to the
productive performance of the economy, but it does not adequately reflect the welfare of the
population in monetary terms, net of indebtedness costs™.

At the end of 1970s, Wasow*® estimated the relaionship between GNP, foreign finance
flows, savings and GDP/capitd ratio. In attempting to define an indicator of dependence on
foreign finance, Wasow assumed net foreign flows to GNP ratio as its proxy and its gradua
convergence to zero as the condition to escape from dependency in the long term.
Simulating different Stuaions (congtant growth rate of net foreign flow, or equa to GNP
growth ratio, or a constant rate needed to reach a planned GNP growth), this study shows
the existence of a unique condition to escape from permanent dependence. The margina
propensity to save multiplied by the incremental GDP/capitd ratio must be higher than the
growth rete of net foreign flow.

Garavello® suggested a more flexible approach, that should be based on the nature of the
prevailing gap (saving gap or foreign exchange gap) to sdect the indicators to be reated to
GNP and debt. In case of saving gap, it is useful to consder the relationship between
investment and net foreign flow as well as between domestic and foreign capitd stock, but
the results are equivalent to those of Wasow. In the case of foreign exchange gap, export
must be taken in account, and the result is that the condition to escgpe from permanent
dependence on foreign flows is that export earnings become higher than net foreign flows.

% E. Borensztein (1990), Debt Overhang, Debt Reduction and Investment: The Case of the Philippines,
IMF Working Paper WP/90/77.

® For example, Solomon specified a consumption function based on GDP, as if it were correct to
consider as part of disposable income for consumption the amount of GDP owed to abroad as interests
on foreign debt. R. Solomon (1977), “A Perspective on the Debt of Developing Countries’, Brookings
Paper Economic Activities.

% B, King (1968), “Notes on the Mechanics of Growth on Debt”, World Bank Staff Occasional Papers, N.
6, J. Hopkins Press, Bdtimora.

% GNP (=Y) is equal to GDP minus the interests paid on external debt (iTED): Y = GDP- i TED.

% B. Wasow (1979), “Saving and Dependence with Externally Financed Growth”, Review of Economic
Statistics, N. 61.

¥ 0. Garavello (1981), “Processi di sviluppo e dipendenza dai flussi esterni di capitale’, Rivista
Internazionale di Scienze Economiche e Commercidi, N. 28.
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Since the 1960s, neo-classicd approach to the link between growth and foreign debt has
been widdly used. At the end of the 1980s, Eaton, based on the Solow growth model®,
samulated the case of a smdl economy in open economy that contribute to guarantee an
optima alocation of world capitd in such a way that margind productivity of domestic
capital isequal to interest rate™. He identified five stages:
1. afirg stage in which the country is experiencing a deficit in balance of trade and current
account balance (in order to import capital stock),
2. asecond stage in which atrade surplus coexists with a deficit in current account balance
(due to the payments of debt service),
3. athird stage in which there is a surplus in both baance of trade and current account
baance, but the country is till an indebted country,
4. afourth stage, when the country becomes an internationa lender, even though income
from interests are lower than the amount of provided loans,
5. afind fifth stage, when the country begins to receive net postive flows from abroad.
Takagi*® criticised the gap-theory and stressed the importance of distinguishing the poor
countries from the middle-income countries in analysing foreign debt, and debt to officid
lenders from debt to private creditors. These differences are rlevant in order to define the
stages of debt cycle. Poor countries owe their debt to officid creditors, who increase their
exposure when a debtor faces crisis (due to saving decrease or interest payments increase),
and the direct consequence is the worsening of debt Stuation. Differently, middle income
countries owe their debts to private creditors, who reduce their exposure when debt
increases and GDP decreases, inducing recesson in the short-term up to the point in which
debt service decreases and growth can start again to grow.
Bhandari, Haque and Turnovsky™ closed the decade with another analysis based on the
neo-classicd framework. They assumed, differently from other models, that there is not a
perfect eadticity of money supply, and concluded that interest rate on debt increases as debt
stock increases and that foreign capitd supply is upward doping, rather being constrained.
A conclusion, which has been denied by recent history, when credit supply decreased
becoming downward-doping in presence of an internationd credit rationing.
In the 1990s, Boone adopted a standard neo-classical growth mode and found no effect of
ad in the long run, because aid is consumed instead of invested™.
The linkage between fiscd policy, foreign finance and growth is another issue, which
received particular attention in empiricd studies. In 1975 Dacy®™ found a negative
correlation between the amount of foreign finance and the impact of fisca policy on growth.
Given an increasing rate of growth, consumption increases much more than saving, which is
due to tax revenue, because of the auxiliary role of foreign finance that is devoted to fund

“OR. Solow (1956), “A Contribution to the Theory of Economic growth”, Quarterly Journal of Economics,
N. 70.

“1 J. Eaton (1989), “ Foreign Public Capital Flows’, H. Chenery and T. N. Srinivasan (eds.), Handbook of
Development Economics, North Holland, Amsterdam.

“2Y . Takagi (1981), “Aid and Debt Problems in Less Developed Countries’, Oxford Economic Papers, N.
33,2

). S. Bhandari, N. U. Haque and S. J. Turnovsky (1990), “Growth External Debt and Sovereign Risk in
A Small Open Economy”, IMF Staff Papers, N. 37, Washington D.C.

“ P, Boone (1996), “ Politics and the Effectiveness of Foreign Aid”, European Economic Review, Vol. 40.
**D. C. Dacy (1975), “Foreign Aid, Government Consumption, Saving and Growth in Less Developed
Countries’, Economic Journal, N. 85.
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higher consumption. Ten years later, Sngh* edtimated the relationship among the same
variables, analysing two periods (1960-1970 and 1970-1980). Foreign aid seemed to have
positive effect on growth, whereas government intervention (through fiscal policy) resulted
negatively corrdated to growth. But whenever the government intervention variable has been
included, the fit of the modd has been better (i.e. the multiple coefficient of determination,
R, has increased) and datistical significance of foreign aid has dramatically dropped. It
means, from Singh's point of view, that foreign ad is not particularly important in terms of
growth.

But the authors do not seem to agree on thisissue. Mosley"’ stressed that appears to be no
datigticdly sgnificant corrdation in any post-war period, ether postive or negative,
between inflows of development aid and the growth rate of GNP in developing countries.
White”® admitted that the combination of wesk theory with poor econometric methodology
makes it difficult to conclude anything about the relationship. Hansen and Tarp® conclude
that thereis strong evidence for a positive effect of aid on investment and growth.
Borensztein® obtained different results, based on a sample of 30 countries, in terms of the
correlation coefficient, r, as a measure of the degree of association between public
expenditure and foreign debt. The results were quite ambiguous: in 13 cases the corrdation
was positive, in 12 cases it was negative. Edwards contributiorr™ was linked to the role of
fiscd policy in controlling debt and promoting growth. More particularly, it was linked to the
debate on the optima borrowing tax, which emerged in the 1960s as away to optimdise the
usage of foreign debt in order to boost limited debt by means of tax. He emphasised the
presence of externdities due to foreign debt, as demondrated by the high significance of
positive relation between the spread on LIBOR™ and foreign debt/GNP ratio.

During last decade, much of the empiricd literature on growth, following the early study by
Barro®, has focused on estimating cross-country regressions in search of a set of stable
relaions among the various variables suggested by theory™.

New theory of growth offers different and more complex analyticd bass compared to
previous works on saving and investment. Proxies of economic policy, human capitd and
the inditutiond environment are included directly in the growth regressons.

GDPrate, = f (S + ODA, + Infl, + ETD+ Open + ToT, + BDef, + intGDP) (5.4

“® R. D. Singh (1985), “State Intervention, Foreign Economic Aid, Savings and Growth in LCDs Some
Recent Evidence’, inKyklos, N. 38 (2).

“" P, Mosley (1987), Overseas Development Aid: Its Defence and Reform, Wheatsheaf, Brighton.

“8 H. White (1992), “ The Macroeconomic Impact of Development Aid: A Critical Survey”, The Journal of
Development Studies, Val. 28, N. 2.

*H. Hansen and F. Tarp (2000), ibid.

% E, R. Borensztein (1989), “Fiscal Policy and Foreign Debt”, Journal of International Economics, N. 26.

°l S, Edwards (1984), “Ldc Foreign Borrowing and Default Risk. An Empirical Investigation, 76-80”,
American Economic Review, N. 9.

%2 London Inter Bank Offered Rate (LIBOR) is the rate of interest in the short-term wholesale market in
which banks offer to lend money to each other. It is the most significant interest rate for international
banks, officially fixed at 11 am. each day by five major London banks. The spread on LIBOR is the
difference between interest rate on foreign debt of developing countries and this benchmark; difference
due to therisk of indebted countries.

¥ R. J. Barro (1991), “Economic Growth in a Cross Section of Countries’, Quarterly Journal of
Economics, N. 106, May.

* R. Levine and D. Renelt (1992), “A Sensitivity Analysis of Cross-Country Growth Regression”,
American Economic Review, N. 82, September.
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The average annua growth rate of red per capita GDP [GDPrate] - rather than GNP,

which seems to be more appropriate - is anadysed in terms of:

» exogenous factors (such asterms of trade [= ToTy]),

» macroeconomic structure (such as saving [= S] or invesment, inflation [=Infl,], public
budget deficit [= BDefy]),

» policies and structural reforms (such as the degree of openness [= Openy), inditutiona
context (through indexes of inditutiona qudity),

» human capitd qudity (through the levd of basic education and hedlth),

> externd relations (such asad [= ODA] or externa debt [= ETDy]

» and the dynamics of the dependent variable itsdf (such as the logarithm of initid GDP
per capita[= initGDP], capturing the conditiona convergence effect).

These studies include a wider set of variables and, in econometric terms, they reflect the

sophigtication of techniques, which make it possble to include the endogeneity of growth

theory. The endogeneity of economic policy and aid can be addressed explicitly by lagging

most of the explanatory variables, including foreign aid, one year.

The relationship can be explicitly seen as non-linear, and non-linearity can be captured

through souared terms (such as aid [= ODA?]) or interaction terms (such as between ad

and economic policies [= Open, * ODA?)).

To account for country-wise heteroskedadticity, geographica dummies as unit effects often

edimate the parameters. This solution is amed to correct the limitations of the congtant

coefficient model, in which the relationship between X and Y is the same for dl cross

sections and time-points. More recently, studies have adopted weighted least squares o

have arandom coefficient or error component mode.

This literature suffers, however, from some severe methodological problems. From an

econometric point of view, there is an ingppropriate treatment of measurement and

specification errors, and lack of appreciation of the potentia for smultaneity bias™.

The first problem is that the data necessary to adequatdly test the predictions of the models

do not exist or are difficult to congtruct. In many cases, the qudity of the data is inadequate.

There are dso consderable variations in data definitions across Ldcs, which implies different

coverage, based on arbitrary conceptud definitions. As a result, the explanatory variables

typicaly introduced in cross-sectiona growth regressons suffer from measurement errors.

Arcand and Dagenais™® argued that results derived from Barro-type regressions are fragile

when such errors are properly accounted for in the econometric procedure. Persson and

Tabdlin® have attempted to gauge the sendtivity to measurement errors of the parameter

estimates obtained in thelr cross-section studies by using more appropriate econometric

techniques, such asinstrumentd variables.

Moreover, the basic gpproach used in many cross-country empirical studies of growth,

which congsts of regressing the time-averaged growth rate for a group of countries on a set

of ad hoc explanatory variables, faces other difficulties:

** p,R. Agénor (2000), The Economics of Adjustment and Growth, Academic Press, San Diego.

% J. L. Arcand and M. G. Dagenais (1995), “The Empirics of Economic Growth in a Cross Section of
Countries: Do Errors in Variables Really Not Matter?”, CRDE Discussion Paper N. 4195, University of
Montreal, October.

" T. Persson and G. Tabellini (1994), “Is Inequality Harmful for Growth?’, American Economic Review,
No. 84, June.
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Heterogeneity between Ldcs regarding growth patterns may be such that it is
inappropriate to perform cross-country regressons. The practice of usng regiona
dummies in pooled cross-section time series andyses is based on the assumption that
geographical factors may yidd a homogeneous sample®. But appropriate tests for
pooling are rarely applied and in chapter 4 we stressed the lack of homogenety even
within the same SSA region.

The behaviour of the actud growth rate of output reflects both a trend (or long-term)
component and a cyclica (trangtiond movements around the steedy state) component.
But trend component is often measured as averaging both dependent and explanatory
variables over a rdatively long period, which is a largely arbitrary length, because the
frequency of cyclesis not generdly known, and it makes difficult to separate the trend
component from the cyclica component. It should be dso taken in account that cycles
have different frequencies across countries and across variables; thus using a uniform
averaging period islikdly to digtort the long-run relaionship between variables.
Explanatory variables are often a combination of time averages of flows and beginning
period of stock variables™. But these variables have different time-series properties:
mixing dationary and non-daionary variables in esimaion can lead to spurious
results™.

Averaging implies that cross-country regressons do not represent typical behaviourd
equations and parameter estimates represent cross-country average, which may not be
representative of any individua country.

Linear models and OLS techniques may produce unreliable results, because OLS
esimates are consgtent only to the extent that the individua effects are uncorrelated with
other explanatory varigbles. This is a condition thet is unlikely to hold as well as the
assumption that the error term is uncorrelated with the explanatory varidbles is likdy to
be violated due to the inherently dynamic nature of growth regressions.

Linear models and OLS techniques may produce unreliable results, because of an
endogeneity or smultaneity bias, resulting from the failure to account for the endogenous
nature of some of the explanatory variables.

If the relationship between the explanaory variables and dependent varigble is non-
linear, then it is difficult to detect empiricaly a Sgnificant correlation.

A condderable diversity in the country coverage, the periods examined, and the set of
explanatory variables have made it difficult to generdise or to condgder any paticular
study as more reliable than other studies.

More generdly, the lack of clear theoretical underpinnings for many empiricd studies
makesit difficult to interpret adequately the results.

Mogt of the cross-country regresson results seem to be fragile: any change in the list of
explanatory variables (or countries) often destroys the property of the equation, that is a
lack of robustness, which is related to the omitted-variable bias.

58 That is why Rodrik preferred to focus only on one specific region. D. Rodrik (1998), “Trade Policy
and Economic Performance in Sub-Saharan Africa’, NBER Working Paper N. 6562, May.

% M. H. Pesaran and R. Smith (1995), “ Estimating Long-Run Relationships from Dynamic Heterogeneous
Panels’, Journal of Econometrics, N. 68, July.

% \W. H. Greene (2000), Econometric Analysis, 4th edition, New Y ork, Prenctice Hall,
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5. Current debate on the impact of foreign capital inflows on growth

Referring to the last limitation, the study by Burnside and Dollar (1997)**, which tries to dedl
with non linear effects of aid, address the endogeneity of aid and links the impact of ad to
economic and inditutional policies, has attracted particular atention and discussed
extensvely in anumber of papers. The important step forward made by Burnsde and Dollar
is that they remove the idea that foreign capita inflow has the same (postive or negetive)
impact on growth rate of dl the countries, after controlling for a specific set of other
additiona factors. The main result of this study is that the effectiveness of aid depends on
economic policy and that aid has a pogtive impact on growth, but only in a good policy
environment. In sum, the effectiveness of aid in the growth process is directly dependent on
the quaity of economic palicies (good economic management - or good governance - and
“strong” ingtitutions). Thisis an answer to crucia question raised by Cassen in 1986°% does
ad work? Yes, ad works, when it is sdectively dlocated to those countries pursuing
“good” policies.

Burnsde and Dollar’ s preferred equation is:

GDPrate, = f (initGDP + Polingt + InsQu + FM, + Pol+ Aidy + [Pol x Aid])  (5.5)

Where:

> Initid GDP [initGDP] is assumed to have negative effects on growth;

> Politicd ingability [Polingty], measured by ethnic fractiondisation, number of
assassinations and the product of the two, is assumed to have negative effects on
growth;

» Inditution quaity [InsQu], measured by rule of law, bureaucracy, corruption, risk of
repudiation and expropriation, is assumed to have positive effects on growth;

> Financid market FMQy], measured by money (M2) relative to income (GDP), is
assumed to have positive effects on growth;

» economic policies [Pol;], measured by an index of fiscal, monetary and trade policies
(combining a weighted average of budget surplus, trade openness and low inflation), is
assumed to have positive effects on growth;

» adtored GDP [Aidy] is assumed to have very limited effects or to be indggnificant by
itsdf;

» an interaction term between foreign aid and economic policies [Pol; x Aid], which
captures the non linear aid-growth relationship and makes aid dependent on economic
policies, is assumed to have pogtive effects on growth.

The modd aso includes time dummies and dummies for SSA and East Asia

Burnside and Dollar show that the results confirm their assumptions and have the expected

ggns, paticularly the fact that aid margind contribution to growth depends positively on

good macroeconomic palicies.

But numerous scholars question the econometric work in this study.

® C. Burnside and D. Dollar (1997), “Aid, Policies and Growth”, Policy Research Working Paper, N. 1777,
World Bank, Washington D.C.; and World Bank (1998), Assessing Aid: What Works, What Doesn’t
and Why, The World Bank, Washington D.C.; P. Collier and D. Dallar (1999), “Aid Allocation and
Poverty Reduction”, Policy Research Working Paper, N. 2041, World Bank, Washington D.C.; C.
Burnside and D. Dollar (2000), “Aid, Policies and Growth”, American Economic Review, Vol. 90, N. 4.

%2 R, Cassen (1986), Does Aid Work?, Oxford University Press, Oxford.
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The results are very fragile and data dependent. The coefficient to the interaction term
between foreign aid and economic policies is Sgnificant and positive, but five observations,
which are excluded in Burngde and Dollar regresson as “big outliers’, have criticd
influences on the coefficient. These observations are Nicaragua (1986-89, 1990-93),
Gambia (1986-89, 1990-93), and Guyana (1990-93). If they are included, the vaue of the
parameter becomes small and insignificant. Dalgaard and Hansar™ investigate the nature of
these observations influence on the coefficient estimates by regressng the modd on a
sample in which the single observation is excluded. They show cross-plots of the changesin
the estimated coefficients for four regressors ol;, Aid,, Pol; x Aid, initGDP), when
observations are excluded one-by-one. The changes are plotted againgt the excluded
observation, scding the change in the estimated coefficient by the estimated standard error,
usng =+ 2 /+/n as a cut-off point, N being the number of observaions. The five
observations are not the only ones outside the cut-off value and none of the scaled changes
exceed one in absolute value. The 5 observations are not outliers in the sense of having
extreme studentised resduas, and other observations in the sample have higher leverage
vaues. Thus, the 5 observations should not be deleted from the sample other than for an ad
hoc rule (to meke the coefficient dgnificant). Interetingly, by excluding five other
observations (Gambia 1986-89, 1990-93, Nigeria 1970-73, 1990-93 and Nicaragua
1978-81) ad results to have high pogtive impact on growth. If the sample of developing
countries is expanded, and we pass from 40 countries to 56 countries, then the coefficient to
interaction term becomes inggnificant. Thus, the Burngde and Dollar specification lacks of
robustness.

Hansen and Tarp™ stress the problem of misspedification of the Burnside and Dollar
regresson. A full non-liner modd mugt include five aid-policy terms ad, policy, ad
squared, policy squared, and interaction term between aid and policy. In fact, only the five
terms define a full, second-order, polynomid approximetion of the unknown functiona form
of the relationship. The problem of absorptive capacity of SSA (that is the capacity to
manage) and Dutch disease congraints can be based on a Cobb-Douglas function including
foreign capitd inflow, which replaces the Harrod-Domar and two-gap models, assuming
decreasing margind returnsto increased aid.

GDPrate, = aZ; + b;Pol+ b,Aid; + bsPol®+ bAid? + bs [Pol, x Aid] + &)  (5.6)

Where Z; isa et of controls and e; isthe error term.

Burnsde and Dollar implicitly st b; = b, = 0, without tegting this hypothess. Hansen and
Tarp test this hypothesis and find statistical support for diminishing return (bs = bs = 0; b, [
0), preferring the presence of squared terms rather than the interaction term, thus rejecting
the selectivity modd. Aid must be evaluated after having conditioned on good policies. Ther
results show that the inggnificance of the interaction term is not due to collinearity problems
between the three regressors with Aid..

Another important aspect isthat endogeneity of aid (and interaction term) implies that OLS
edimates are inconsgent and requires particular attention to indruments, in terms of

8 C. J. Dalgaard and H. Hansen (2001), “On Aid, Growth and Good Policies’, The Journa of
Development Studies, Val. 37, N. 6.

® H. Hansen and F. Tarp (2001), “Aid and Growth Regressions’, Journal of Development Economics,
Vol. 64.
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variation and corrdlation with the endogenous regressors™. Burnside and Dollar look at a
cross country correation (having geogrgphical dummies as ingruments for ad and
population, which changes dowly over time), but live time series variation in aid unexplained.
Moreover, as we stressed in chapter 4, the assumption of homogeneity within SSA region,
which Burnsde and Dollar adopt, is strongly rejected by red data. The fact that most of the
results - incduding Burnside and Dollar’s results - appear to be sendtive to the countries
included in the sample confirms the importance of specific country contexts. Foreign capital
inflows effects on growth depend on specific conditions in each recipient country.

The qudlity of results improves when the empirica model has a better specification. And
historical evidence suggests that development and the effectiveness of foreign capitd inflows
are crucidly dependent on externd and climatic factors. These components, such as terms
of trade fluctuations, export ingtability, oil price, droughts are not included in the Burnside
and Dollar’ s equation. Consequently, their model is inadequate to capture the complexity of
redity.

Some recent studies have tried to correct for afew of these problems: some studies”®® have
provided a proper trestment of country-specific effects; some others’ have addressed the
sSmultaneity bias, using instrumenta varisbles etimation; others’® have addressed both of
these problems.

Guillaumont and Chauvet® smply add two varigbles to the initid Burnsde and Dollar’s
regresson. They include a vector of extend and dimatic environmental variables
(normdised on a scale from 0 to 100) and the interaction term between this vector and the
level of aid. They use a two-stage least square (TSLS) procedure, the growth regression
being estimated with smultaneous indrumentation of aid and policy. Assumed that ad and
economic policy (as well as their interactive term) are endogenoudly determined, the TSLS
methodology is the way to have these variables insrumented. The authors conclude that the
macroeconomic effectiveness of aid is crucialy dependent on externd factors, rather than on
the economic policy. They rgect the origind conclusons of Burnside and Dollar’s paper,
based on the sdectivity of aid. But another important eement they provide is the fact that
one should be cautious regarding the robustness of reults.

In fact, in any case, as many sudies, following the 1991 semind work of Barro, have
included a lot of variables to be corrdated with economic growth, particular atention must

% 1f ODA, may be assumed to be endogenous, then it is important to find instruments for ODA, which
are uncorrelated with the error and highly correlated with the dependent variable. Then, the exogenous
component of ODA is extracted and it can be used to run the regression and to examine whether this
exogenous component is correlated with the dependent variable. The Hausman test for endogeneity can
be used to determine whether instrumenting regressor is necessary. First, we have to regress ODA; on
all exogenous variables from the base regression, including some instruments variables. Then, we re-
estimate the base regression, inserting the fitted value for ODA.. If the fitted value of ODA; is
insignificant as an additional regressor in the base regression, then ODA; may be considered
exogenous. See C. Mukherjee, W. Howard and M. Wuyts (1998), Econometrics and Data Analysis for
Developing Countries, Routledge, L ondon.

% M. Knight, N. Loayza and D. Villanueva (1993), “Testing the Neo-classical Theory of Economic
Growth”, IMF Staff Papers, N. 40, September.

3. Aizenman and N. P. Marion (1993), “Policy Uncertainty, Persistence and Growth”, Review of
International Economics, N. 1, June.

% F. Casdli, G. Esquivel anf F. Lefort (1996), “Reopening the Convergence Debate: A New Look at
Cross-Country Growth Empirics’, Journal of Economics Growth, N. 1, September.

% P, Guillaumont and L. Chauvet (2001), “Aid and Performance: A Reassessment”, The Journal of
Development Studies, Val. 37, N. 6.
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be put on the robustness of variables. In fact, Levine and Rendt” use extreme bond andysis
(EBA) and show that most of the variables are not robudt, as their coefficients and
dggnificance change subgtantidly, depending which other variables are induded in the
estimated regression’.

Lensink and White”? have examined whether there is an aid Laffer curve in reation to the
growth, of real GDP as dependent variable, running a pooled cross-section time series
andyss, with abasic pand of 138 countries.

GDPrate, = byinitGDP + byinitSE + bsDebte+ b GNP, x Aidy] + bs [GNP, x Aidy] 2 + bsDs

Where initSE; is the initid secondary school enrolment, Deb; is the debt to GDP ratio and
Ds are intercept dummies for different regions and sub-periods.

The idea of decreasing returns on ad, thet is the existence of an aid Laffer curve can be
modelled by using a non-linear relationship between aid and growth. Non-linearity indicates
that beyond a certain threshold, additional aid can not be productively absorbed by the
economy. A squared term for ad is introduced to mode the non-linear link, which is
determined endogeneoudy by the data and not in an ad hoc way.

The resits give an insignificant estimate for [GNP, x Aid{] ? as they are sengtive to some
outliers and the resduas are not normdly distributed. Thus, having re-estimated the equation
without some outliers, the existence of an aid Laffer curve is confirmed, as the coefficient of
the quadratic term has a negdtive sgn. To test the rdiability of ther results, the authors
include some other regressors and estimate 455 regressions, based on al the combinations
of the st of 15 independent variables. Then, they run the EBA procedure. They find some
evidence for an aid Laffer curve, but the results —including the sign of the quadratic term —
seem not robugt, as they are very sendtive to the exact specification of the modd.

Other recent studies have attempted to develop other econometric techniques. Some
studies”™ analysed the evolution of the entire distribution, considering inadequate to focus on
cross-section averages over long period of time. Some others™ preferred to andyse time-

R, Levine and D. Renelt (1992), “A Sensitivity Analysis of Cross-Country Growth Regressions’,
American Economic Review, Vol. 82, N. 4.

™ For each regression we find an estimate of the coefficient of the variables of interest and a
corresponding standard deviation. The lower extreme bond is the lowest value of the difference between
the given coefficient and two times its standard deviation. The upper extreme bond is the highest value
of the sum of the given coefficient and two times its standard deviation. The variable is considered not
robust if the upper extreme bond is positive and the lower extreme bond is negative (the sign of the
coefficient changes). Sala-i-Martin provides an alternative stability analysis, looking at the entire
distribution of the coefficients, instead of a zero-one (robust-fragile) decision. He assumes that the
distribution of the estimates of the coefficientsis normal, then he computes the point-estimates and the
standard deviation, the mean and the average standard deviation of the assumed normal distribution.
Then he computes which fraction of the cumulative normal distribution is on the right or left side of
zero. If the largest of the two areas exceeds 0.95, then the variable is said to have a robust effect on
dependent variable. See X. Salai-Martin (1997), “I Just Ran Two Million Regressions’, American
Economic Review, Val. 87, N. 2.

R, Lensink and H. White (2001), “Are There Negative Returns to Aid?’, The Journal of Development
Studies, Vol. 37, N. 6.

" D. T. Quah (1996), “Empirics for Economic Growth and Convergence”, European Economic Review, N.
40, June.

" A.B. Bernard and S. N. Durlauf (1996), “Interpreting Tests of the Convergence Hypothesis’, Journal
of Econometrics, N. 71, March.
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series regressons for individua countries, as time-series technique alows to andyse the
possihility of bi-directiona causdity, whereas averaging out variables over long periods of
time makes cross-country variations difficult to be interpreted. Other researchers™, even if
usng a limited number of observations, used a cointegration approach to anayse the
determinants of growth in an individud-country context, an gpproach that makes it difficult
to capture changes in the steedy State itself.

Pooled time series or pand data econometrics seems to be a promisng framework for
integrating the cross-country and time-series approaches’®.

6. The links between macroeconomic policies and growth

The important Burnside and Dollar’'s paper has led to frequent debates on both
methodological and political implications. It clearly assumes that macroeconomic policies
determine growth. At this regard, some studies had previoudy tried to test this hypothes's,
including the andyss on the role of foreign borrowing.

Stanley Fischer (1991) aimed to establish that macroeconomic policies matter for growth.
By macroeconomic policies he means, monetary, fisca and exchange rate policies that help
to determine the rate of inflation, the budget deficit and the baance of payments. This is
exactly the set of policies, which have been adopted by Burnside and Dollar.

Fisher's cross sectiond evidence suggests that macroeconomic factors and policy affects
economic performance.

GY = 1.38-0.52 RGDP70 + 2.51 PRIM70 + 11.16 INV - 4.75 INF + 0.17 SUR -
0.33 DEBT80-2.02SSA - 1.98LAC

where:

GY =per capitared growth over the period 1970-85

RGDP70=red incomein 1970

PRIM70=enrolment rate for primary school 1970

INV=average share of invesment in GDP over 70-85

INF=average inflation rate over 70-85

SUR=ratio of budget surplusto GNP over 75-80

DEBT80=Debt/GNP in 1980

SSA=Sub Saharan Africadummy

LAC=LACs and the Caribbean dummy

The evidence (data and regressons) supports the view that quality macroeconomic
management (reflected in the inflation rate, externa debt ratio and the budget surplus)
matters for growth. Macroeconomic management might affect economic growth because it
might affect invesment and thus the rate of change in capitd. It dso might affect the
efficency with which the factors are used. Fischer estimates cross section investment
(average share of investment in GNP) over 1970-85. The independent variables are GY,
RGDP70, PRIM70, INF, SUR7580, DEBT80, BLAV (average black market premium),
PINV (relative price of invesment goods), SSA and LAC (dummy variables to control for
SSA and LAC). Although, none of the st of dternate regressors can provide a

P, Arestis and P. Demetriades (1997), “Financial Development and Economic Growth: Assessing the
Evidence’, Economic Journal, N. 107, May.
® J. Temple (1999), “The New Growth Evidence”, Journal of Economic Literature, N. 37, March.
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satisfactory account of the determinants of investment, Fischer argues that at least BLAV
and INF affect investment.

Fischer concludes those macroeconomic indicators (inflation rate, externa debt, government
deficit) and hence, macroeconomic policies matter for growth. The results are less clear on
the mechanisms through which macroeconomic policy affects growth. The separate role of
macroeconomic variables in the growth regressions implies the existence of other channdls,
which need investigation.

X.Sdal-Martin (1991) stressed that the relation between inflation and growth, and budget
deficits and investment lack foundations. In the absence of theories, the correlaion between
inflation, budget deficit and growth might be spurious or the direction of causation is
reversed. For example, models that relate steady state growth with inflation predict no
relation (superneutraity of money) or a positive reation aong the trandtiond path towards a
higher steady date level of income. If the latter is the case, then cross country regressons
have little to say about the steady-dtate growth rate. Also, either budget deficits have no
effect on growth (Barro, 1974) or have a negative effect on income through high red interest
rate and the crowding out of investment (Blanchard, 1985). Fischer finds a negative relaion
between government surplus and investment (or positive relation between budget deficit and
investment) and this needs a good theoretical explanation.

Sdal-Martin worries about the endogeneity of the macroeconomic variables, specidly the
budget deficit in Fischer's regressons. He replicates Fischer's growth and investment
regresson extending the sample sze and excluding the foreign debt variable because it was
never dgnificant. In the growth regresson, INF was not significant. In the invesment
regression, neither SUR nor INF was found dgnificant. Only BLAV and PINV were
sgnificantly negetive. Even when assuming a non linear relation between | and BLAV, the
macro variables reman indgnificant. Therefore, the rdation between BLAV and INF and
the growth and investment rates are not as clear as suggested by Fischer. Salal-Martin
concludes that the empirica evidence presented by Fischer is weak. However, he argues
that this does not mean that we should not worry about macroeconomics. The man
contribution of Fischer's paper is to highlight the need for a theory that could explain the
relation between short-run macroeconomic management and long-run growth.

Michad Bleany (1996) dso worries about the effects of macroeconomic ingtability on
invesment and growth. He takes smilar gpproach to that of Fischer (1991) but
incorporates robust regressors for his growth and investment equations and then, adds
variables, which capture macroeconomic dability. He tested the following cross-section
regressons for 41 countries over 1980-1990 :

PCGR= &a-aLGR+& INV +a XYGR-a, LYPC79 +a BS - a5 SDERER - &
CPINFL - ag DEBT79(or HIC) + u

INV = by + by XYGR + b, LXY79 +b; RERDOL +b, BS - bs SDERER - bs CPINFL -
b; DEBT79(or HIC) + b

where the regressors found significant by previous research are:
PCGR= average annua growth rate of per capita output (in logs, 1980-1990).

L GR= average population growth (in logs, 1980-1990).
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INV= invesment / GDP (average 1980-1990).
XY GR= average annud growth rate of the exportsGDP ratio (in logs, 1980-1990).
LYPC79= log of the US dollar per capita GDP in 1979.
LXY79= 1979 exports/1979 GDP (in logs).
RERDOL= index of real exchange rate digtortion caculated by Dollar for 1976-85.
And the policy-induced macroeconomic ingtability variables are:
BS= govt budget surplus (% of GDP).
SDERER= gtandard deviation of the log of the rea exchange rate over 1980-1990, i.e.
exchange rate voldility.
CPINFL= average annud consumer price inflation over 1980-90 and set to 100% if it
exceeded that level.
DEBT79= end 1979 foreign debt/1979 exports revenue
HIC= dummy variable taking the value of 1 if country was classfy as highly indebted by the
World Bank and O otherwise.
Hefound that, for agiven INV, BS and SDERER were significantly correated with growth.
INF did not significantly affect growth negatively. The policy-induced variables appeared
no to affect investment sgnificantly, dthough they had the expected signs. He concluded
that macroeconomic ingability affects growth negatively but that it was not clear thet it
affected the volume of investment.
In contrast to Fischer (1991) and Bleany (1996), Corden (1990) does not take an
econometric approach but anayses the experiences of 17 developing countries so as to
draw some lessons from experience and pinpoint policies which promote growth. He
arives a the following lessons.
- From the 1970s public spending booms caused by the ready availability of funds from
the world capita market:
a) Sound and profitable spending, hence the need for a cost-benefit approach.
b) Beware of euphoria (arisng say from liberdisation reforms) snce it might leed to
over-borrowing by private investors or the government.
- From de 1980s crisis and adjustment:
¢) Unfavourable and surprise shocks can hardly be avoided. Therefore, countries
should am to edablish favourable initid conditions (eg. low debt ratios, high
reserves, avoid spending booms) so as to make their economies and policy
reactions as flexible as possible.
d) If the country has a chance, it should plan gradud adjusment but initiate a
comprehendgve adjustment program promptly.
- From the effects of inflation on growth:
€) Countries should avoid inflation since it is hard to reduce it without severe both
economic and political costs.
- From the effects of exchange rate policy on growth:
f) It is not necessary to use the exchange rate as a nomina anchor to make a non-
inflationary monetary policy commitment. The use of fisca redraint is usudly more
important.
g) Red exchange rae misdignment and variability should be avoided through
gppropriate nominal exchange rate adjustments.
h) Devduation will be ineffective if it is not pat of a policy package involving
monetary and fisca policies.
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Sound meacroeconomic policies seem to promote growth in developing countries.  This
becomes evident when studying the experiences of developing countries since the 1970s.
However, both the relation between macroeconomic stability and growth and how it affects
growth, becomes less evident in econometric studies.

Dornbusch (1985) explored the role of disequilibrium exchange rates and budget deficits in
promoting externa indebtedness and the 1980s debt criss. He analyses the period 1978
82 for Argentina, Chile and Brazil. Qil, US interest rates and the 1981-82 world recession
are often mentioned as the causes of the criss. However, these factors only made clearer
the underlying disequilibrium in which exchange rate overvauation and budget deficits were
perpetuated by a continuing and excessive recourse to the world capital market.

Dornbusch proposes a smple framework to anayse the causes of the debt criss:

GNP =GDP+ NFP (5.11)

Where:

GDP = fina output produced by resdents (nationds and foreigners) of the country within
the territory of the country,

NFP = payments received by residents for factor services (K,L) rendered abroad minus
payments made to other countries for factor services rendered by non residents. For most
LDCs, NFP<O.

CA =GNP+NTR-E (5.12)

Where:

CA = Totd receipts (= Total income received by residents + transfers) - tota payment (=
Expenditure on goods and services + transfers).

NTR = net transfers. For most LDCs, NTR>0

E = expenditure.

CA=(S-1)+(T-G)sinceGNP=C+T+SandE=G+C +| (5.13)

Thesetwo last identities are crucid to the understanding of externa balance issues:

- Current account (CA) deficits reflect and excess of expenditure over income

- Improvement of the CA can be brought only if savings rises reatively to investment or if
the government surplus improves

- Thereisadirect link between budget surplus (T-G) and the externa balance

Let NFA = gock of net foreign assats i.e. dl clams by residents on the rest of the world
lessdl clams by foreigners on domestic resdents. Then the change in NFA is equd to the
current account and just tellsthat dl bills must be paid. 1f CA>0, then income>spending, o
we make clams on the ROW. If CA<O, then income<spending and thus we are borrowing
or sling assts.

From the way the current account deficit (CADEF) isfinanced we can derive

CADEF = ExtDebt + DFl -R—KF (5.14)
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or
ExtDebt = CADEF —DFl + R+ KF (5.15)

that is, an increase in gross externa debt can have three broad sources: current account
deficits not financed by long-term capitd inflows (CADEF-DFI), borrowing to finance
officid reserves build-up (R), or private capitd flight (KF).

There is a link between CADEF, budget deficit and excess of private investment over
private savings.

Dornbusch concludes that the experience of these countries show that the world debt
problem was not only caused by world recesson, dollar gppreciation and unexpected
increase in the world interest rates but dso by overvalued exchange rates, import sprees or
capita flight financed by externd borrowing.

7. Thelinks between ODA and its determinants

Another mode specification, which has been extensvely studied during the past years, is to
condder foreign capitd inflow, in terms of ODA, as dependent variable. Theories and the
use of econometric methods to estimate ODA determinants and alocation can be grouped
into three approaches (Pesenti, 1987).

The first approach, developed by Modey (1985) and, not long before, by Beenstock
(1980), explains the ODA flows trend through a time series andyss, based on the ad
demand from NGOs and private enterprises of donor countries and aid supply from donor
countries. The empirica results of this kind of anadyss cannot be conddered adequate,
because of the difficulties in trandating the socid welfare, demand and supply functions into
vaiables, in finding an ad quality indicator (proposed by Modey). Beenstock achieved a
multiple correlation coefficient close to one, but together with a Durbin Watson vaue of
0.97, which can be interpreted as the presence of a residuals positive autocorrelaion or
Specification bias of the equation.

The second approach, proposed by Edelman-Chenery (1977), analysed the geographica
bias of aid dlocation, consdering the impact of such variables as population and GDP per
capita of recipient countries, through the use of cross-country regresson andysis. The
empirical results are very partiad, because this gpproach condders just a part of the main
determinants of aid alocation.

The third area, the most prolific and complete, was developed by Dudley and
Montmarquette (1976), and received the maor interest in Italy. It is based on the
samultaneous andysis of different determinants of aid dlocation, from one or more donor
countries to some developing countries, in a given year. This gpproach makes it possible to
dudy the interaction between different interests of recipient and donor countries, and to
suggest some patterns of donor’s behaviour.

The multiple regresson analysis, based by Isenman (1976) on the ordinary least squares
(OLS) method to egtimate the coefficients, through the step-wise technique, has become the
most used method in this third area of research. Just in two cases, a different andyss was
used: the TSLS method by Modey (1981) and a non-recursive structural equations system
by Roeder (1985).

In most cases, cross-sectiona anayses have been used; recently, some dummies have been
introduced, and just once, pooled andysis was specified to take in account time Dowling
and Hiemenz, 1985).
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Usudly, the period of time to be investigated has been limited within a decade, and it has

never been adopted atime series andyss. Thus, past sudies on aid dlocation preferred the

use of comparisons between specific years, esimating the political changes over the time

and using the weighted mean of the conddered years. These andyses have examined ad

alocation over the period 1960-1980 (and once beginning with the 1940s).

In terms of recipient countries to be examined, there have dways been many developing

countries in the sample, sometimes congdering particular groups of Ldcs - Henderson

(1971) excluded the former colonies - or geographical areas. A sample of fewer than 17

Ldcs (Chambas 1986), or more than 93 Ldcs (Dudley and Montmarquette, 1976) has

never been consdered. Referring to the donor countries, the studies ranged from 1 to 15

(Dudley and Montmarquette, 1976) and 16 (Henderson, 1971) case studies. In actua fact,

the prevaling idea is that, given the aosence of a strong homogeneity among the different

politicd motivations leading donors dtrategies, it is better to limit the andyss to one donor

country. The United States have been the most studied, whereas those who prefer

comparisons - McKinley and Little (1979), and Modey (1981) - have compared the main

donors (France, Germany, United Kingdom, Japon, besides the United States).

Usually, the dependent variable is a proxy of aid volume. Current or congtant USS, total aid

or standardised vaues of per capita aid or aid as a percentage of GNP, import or export,

bilaterd or multilaterd ad, ODA or totd net financid flows, annud commitments or, in

particular, disbursement. Sometimes, aid flows in logarithmic form, to correct the biased

effect of the outliers.

In terms of independent variables, given the different approaches we have briefly described

above, we have: (a) Ldcs population to measure the leve of distribution equality between

developing countries; (b) Ldcs income level (or growth rates) to measure the correlaion

between alocation and peopl€' s needs in recipient countries. On the badsis of this variable,

the main findings of empirica studies confirm the hypothesis of a biased dlocation, benefiting

middle income countries and the smal countries.

Some “control” variables, referred to the development and economic integration of recipient

countries, have been introduced. The main regresson andyses have included the following

vaiables:

(@) the volume of merchandise exports to the given donor country,

(b) the volume of merchandise imports from the given donor country,

(c) theflow of foreign direct investment,

(d) grossinternational reserves,

(e) baance of payments,

(f) direct investment from the donor country,
