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Chapter I 

 

Introduction 
  

The World Bank classifies a developing country as one that has mid to low levels 

of GNP.  Furthermore, approximately 80 percent of the world‘s population lives in 

developing countries and these countries are often the subject of debate because of their 

growing debt problem.  The main issue of the public debt is the rate at which it grows in 

comparison to GDP and its effect on economic growth.  For many years, developing 

countries have been faced with an extremely high burden of debt.  Many factors both 

internal and external and how a country reacts to them will determine how debt is 

managed.  Furthermore, developing countries share similar characteristics, which dictate 

the effectiveness of economic policies on the sustainability of debt and economic growth.  

This paper seeks to conduct a cross country comparison of these characteristics and the 

events that have led to the past and present debt problems of developing countries. 

 Being from the developing country of Antigua and Barbuda, I have decided to 

pursue this topic because of the significant amount of debt which we have accumulated.  

Like many other developing countries, we have few resources and are not intensely 

industrialized.  After the sugar industry died in the 1960‘s, Antigua and Barbuda turned 

to tourism as its main source of revenue for the government.  Tourism accounts for nearly 

60% of GDP (Gross Domestic Product) and 40% of investment.  The agricultural sector 

is constrained due to a limited water supply and a labor shortage.  Therefore, production 

in this sector is mainly limited to the domestic market.  The main driver of economic 

growth is the tourism industry and it is highly vulnerable to shocks in our main markets, 

which are the United States, Canada and Europe.  Additional, our tourism product which 

is heavily reliant on our beaches face the threat of hurricanes, which cause significant 

destruction to the environment and these problems are not easily repaired.  Furthermore, 

when there is a reduction in tourist arrivals because of an economic downturn in our main 

international markets, this impacts revenue receipts for the government and causes a 

serious retardation in growth.  In 2004, a fiscal reform program was attempted.  The 

government at that time was able to negotiate a debt reduction that amounted to about 
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$51 million EC (Eastern Caribbean Dollar) in debt forgiveness. With continued efforts, 

they were able to reduce public debt-to-GDP ratio from 120% to about 90% in 2008.  

With the rise of the global financial crisis in 2008, this has led to a significant increase in 

the public debt, which peaked at 130% at the end of 2010. 

Antigua and Barbuda is a member of the Eastern Caribbean Currency Union 

(ECCU).  This is a group of seven countries to include St. Kitts and Nevis, Anguilla, 

Montserrat, Grenada, St. Lucia, Dominica and St Vincent and the Grenadines.  

Montserrat and Anguilla are British dependencies. The member countries adopt a 

common currency which is denoted by the Eastern Caribbean Dollar (EC) and it has been 

pegged to the United States dollar at an exchange rate of US $1 to EC $2.7169.  

Monetary policy is monitored by the Eastern Caribbean Central Bank, which is 

headquartered in St. Kitts and Nevis.  As of June 2009, the total public sector debt peaked 

to 96% as member countries sought additional funding from the IMF, the Caribbean 

Development Bank (CDB) and the Bolivarian Alternative for Latin America and the 

Caribbean (ALBA) in order to mitigate losses due to a decline in revenue, tourism 

receipts and remittances and an increasing unfavorable balance of payments.  Because of 

the recent financial crisis, fiscal policy in the ECCU has been re-aligned to focus on a 

stabilization program which includes financial, fiscal, debt management and safety net 

programs with an aim to increase economic growth and development1.  The small open 

economies of the ECCU are very vulnerable to shocks from the global community and 

are not easily able to rebound from an economic crisis.  Because of the limited data on 

these countries, I broadened my focus to developing countries in general with an aim to 

find similarities and best policy practices which can be made applicable to these islands. 

 In the mid-1990s, developing countries experienced restricted access from 

markets due to contagion or the spreading of shocks caused by financial and economic 

pressures.  The overall level of financing available to developing countries was impacted 

because resources were being redirected from other countries in the form of financial 

rescue packages.  These countries have been the main source of private debt flows to all 

developing countries because of the changes they experienced in their net private debt 
                                                           
1
 Economic Commission for Latin America and the Caribbean (ECLAC), Preliminary Overview of the 

Economies of Latin America and the Caribbean 2009, http://www.eclac.org/ 
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flow.  The countries that were able to attract the majority of the market based financing 

were Argentina, Brazil, Indonesia, Malaysia, Mexico, the Philippines, the Russian 

Federation, Thailand, and Turkey.  These countries were also paramount to the 1990s 

crisis.  Together these countries are responsible for nearly 70 percent of developing 

country debt tradable in the secondary market.  Because of this, they have the capability 

of triggering crises in market-sourced development finance. 

 The countries presented are the market leaders who have made significant strides 

in their access to capital markets.  Argentina, Brazil, and Republica Bolivariana de 

Venezuela have had constant struggles with high burdens of debt.  Their high burden of 

debt stems from the 1970s where they borrowed considerably large amounts from 

international banks.  The Brady bonds were bonds issued by Latin American countries in 

US currency and arose out of the issue that during the 1980s these countries had to 

restructure their debt.  As East Asia matured as an emerging market, they developed 

better access to capital markets.  Until the early 1990s, East Asia‘s debt amounted to half 

the debt of Latin America. 

 The increased indebtedness of the developing world in some way helps to frame 

the international financial community.  The issue of contagion is associated with debt 

burdens and their sustainability.  This topic of Developing Country Borrowing and Debt 

is of importance because it aids in the identification of sound macroeconomic, regulatory 

and prudential policies that will not only combat the increasing debt problem but also 

enhance economic growth. 
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Chapter II 

Economic Importance of Debt 

Government debt (also known as public debt) is money owed by any level of 

government: central, federal, municipal or local government.2  An expansion on the 

definition of government debt will include all government liabilities, including future 

welfare and pension disbursements as well as goods and services billed to the 

government which have yet to be paid.  With this in mind, we can further categorize 

government debt into two categories: internal debt which is debt owed to lenders locally 

and external debt also known as debt owed to foreign creditors. 

A country‘s burden of debt is of increasing importance in the field of economics 

because it can have an overwhelming impact on the economy and social well being of the 

people of that country.  Moreover, developing countries which are often lacking in 

natural resources and technological advancement are more susceptible to larger 

accumulations of debt than developed countries.  Developing countries rely on 

international borrowing to finance special projects, infrastructure and to compensate for 

needed revenue which cannot be obtained through taxation. 

This debt problem has been a main area of concentration for many economists 

and policy makers for years.  Many developing countries and heavily indebted poor 

countries (HIPCs) have yet been able to resolve their debt problem despite the measures 

that have been taken by creditors and other organizations at both the national and 

multinational level.  The heavily indebted poor countries is a group of 40 developing 

countries who are considered to have high levels of poverty and debt overhang.  These 

countries are eligible for special assistance from international organizations.  The United 

Nations is one such example of an organization that is committed to identifying effective 

policy responses to the economic inadequacies which these countries face.  Debt 

problems may take various dimensions from balance of payments difficulties to 

                                                           
2
 “Bureau of the Public Debt Homepage”. United States Department of the Treasury.  Accessed February 

20, 2011. http://www.publicdebt.treas.gov/. 
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structural, financial and transfer of resources problems (Executive Committee on 

Economic and Social Affairs of the United Nations, 1999). 

Theory predicts that sovereign governments should borrow to smooth national 

consumption or to undertake investment projects that they could not finance otherwise.  

Deficits on average smooth about 50 percent of shocks to GDP with the other half of 

smoothing done through corporate saving.  The ability of a sovereign government to 

borrow on international credit markets depends on its perceived ability to repay and on 

the incentives it will have to do it (Gelos, Sahay and Sandleris, 2004).  Furthermore, 

creditors are only willing to extend credit based on the credit worthiness of the country.  

As the magnitude of debt accumulation grows, it is estimated that developing countries 

will incur a debt repayment to grant ratio of $13 to $1 according to the Jubilee 2000 

campaign.  ―The size of the debt trap can be controlled to claim all surplus production of 

a society, but if allowed to continue to grow the magic of compound interest dictates it is 

unsustainable.  One trillion dollars compounded at 10 percent per year becomes $117 

trillion in fifty years and $13.78 quadrillion in one hundred years, about $3.5 million for 

every man, woman and child in the Third World.  Their debt is 50 percent greater than 

this and has been compounding at twice that rate – over 20 percent per year between 

1973 and 1993, from $100 billion to $1.5 trillion (only $400 billion of the $1.5 trillion 

was actually borrowed money.  The rest was runaway compound interest.)  If Third 

World debt continues to compound at 20 percent per year, the $117 trillion debt will be 

reached in eighteen years and the $13.78 quadrillion debt in thirty-four years‖ (Smith, 

1994). 

Debt accumulation is a by-product of other underlying factors and problems.  

Between the years 1973 and 1974 we saw significant increases in the price of oil and this 

has been one of the major factors for the growth of debt.  An overview of debt collections 

in the developing world by the World Bank indicates that collection was better than those 

of more advanced countries.  Furthermore, estimated deficits for 1977 were about equal 

to the average for 1972 when adjusted for inflation and real growth.  In December 1976, 

Morgan Guaranty worked on stabilizing current account deficits in order to reflect growth 

and inflation in the world economy.  His findings showed that between the years 1976-77 
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developing country deficits were close to normal according to historic data.  This 

highlighted that more advanced economies had absorbed more of the burden. 

The debt problems of developing countries are still an area of major concern.  The 

mounting problems experienced by the heavily indebted poor countries are structurally 

rooted and there is currently no resolution in sight.  Furthermore, with the current global 

economic conditions, the rapidly increasing debt burden will continue to worsen.  

Countries riddled with wars and natural disasters will require significant debt relief.  

Although a few middle-income countries in East Asia have managed to avert a balance of 

payments crisis, there is still need to tackle their current debt situation.  Because of the 

infectious nature of debt problems, the Asian crisis and the debt default of Russia has had 

adverse impacts on other middle income countries causing them difficulty in repaying 

their debts.  

The 1990s has seen a deterioration in the debt situation of developing countries.  

Originally, it seemed as if middle income countries had devised ways to avoid debt re-

scheduling and heavily indebted poor countries (HIPCs) had a clear path to disentangle 

themselves from debt overhang problems with the aid of bilateral and multilateral 

creditors.  However, debt relief for HIPCs has been sluggish and export growth for 

HIPCs, low income and middle income countries is being negatively affected by the 

decline in commodity prices.  The impact on developing countries of depressed 

commodity prices according to the World Bank would be a deterioration in the debt 

servicing capability of these countries in the medium term.  Some countries have already 

begun to reschedule their debt because of these events, especially with the Paris Club 

which is a group of creditors who aim to assist countries with viable solutions to payment 

difficulties.  The Paris Club started in 1956, when Argentina agreed to meet its creditors 

in Paris. Since then it has evolved consisting of 442 agreements with 88 debtor countries.  

Even though these institutions exist to aid debtor countries, there is still an inequality in 

the resilience of world economies due to a difference in resources and availability of 

policy instruments.  Although some countries may recover from a debt crisis, the 

likelihood of economic shocks from other economies and other internal imbalances will 

always place weaker countries at risk for debt problems. 
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Chapter III 

 

The Debt Crisis of the 1980s 
 

G. Abbott acknowledged the beginning of the debt crisis in sub-Saharan Africa in 

the 1960s.  At that point, foreign debt had begun to accumulate rapidly in comparison to 

the growth rate of foreign exchange earnings.  Insolvency was pinpointed as the problem 

and Abbott proposed debt cancellation ten years prior to the official start of the debt 

crisis.  Realizing the need for debt alleviation, creditors implemented a Retroactive Terms 

Adjustment (RTA) in 1978 as a means of debt relief and to enhance the net flow of 

bilateral official aid to low income countries (Raffer).  The Retroactive Terms Agreement 

was seen as a way around debt cancellation by allowing for readjustment of the terms of a 

loan.  Third World leaders were forewarned about the inherent dangers of debt 

accumulation and debt relief measures were outlined at the United Nations Conference on 

Trade and Development IV and V (UNCTAD) and during negotiations at the Conference 

on International Economic Cooperation in Paris.  The New International Economic Order 

(NIEO) was a set of proposals developed in the 1970s aimed at enhancing the terms of 

trade of developing countries, reducing developed-country tariffs and re-designing the 

international economic system so that it can be more beneficial to developing countries.  

During that time, the South, comprising of the less developed countries required debt 

relief which would focus on debtor-creditor relations, new ways to resolve debt issues 

with regards to the role of debtors in rescheduling or international commission on debts 

(Raffer, 2010).  

The debt crisis of the 1980‘s was ignited when Mexico found itself in a financial 

bind where it could not meet its $80 billion debt obligation.  This was only the beginning 

of a series of debt problems by other developing countries.  As of October 1987, over 

$239 billion of debt owed by 27 countries had been rescheduled. Sixteen of the nations 

were from Latin America, and the four largest – Mexico, Brazil, Venezuela, and 

Argentina – owed various commercials banks $176 billion, or approximately 74 percent 
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of the total Least Developed Countries (LDC) debt outstanding.3  By the end of 1986, 

over 40 countries had experienced severe problems with external financing. Twenty one 

percent of that outstanding debt was owed to eight of the largest U.S. banks and this 

resulted in these banks being faced with loan defaults or complete non-payment. 

These loan defaults were followed by a significant decrease in lending to less 

developed countries.  The negative impact of the cut off in lending was escalated at the 

same time by increasing unfavorable terms of trade faced by a significant amount of 

debtor countries.  Post 1981, the real prices of commodity exports declined and this 

situation heightened capital market shocks.  With the revenue for the government being 

linked to exports, the decrease in the real prices of export commodities led to a decline in 

national income.  In East Asia the catalyst for the crisis found itself in the rapid 

externalization of the financial sector.  Other countries such as the Russian Federation 

and Brazil, their problems started when government revenue was inadequate in reducing 

the large budget deficit (Executive Committee on Economic and Social Affairs of the 

United Nations, 1999).  A further comparison of Korea, Thailand and Indonesia found 

that the debt problem was largely due to the transfer of debt from the private sector to the 

public sector.  The government in an effort to combat this problem was forced to issue 

debt in an effort to restructure the banking system.  The cost of this restructuring was 

estimated to be above 10% of GDP (Executive Committee on Economic and Social 

Affairs of the United Nations, 1999). 

After a while, countries began to experience ―debt fatigue‖.  In an attempt to 

alleviate the debt fatigue, US Treasury Secretary James Baker proposed what would be 

called the Baker Plan in October 1985.  The plan was geared at injecting $29 billion  in 

new lending to fifteen highly indebted countries to aid with economic reforms and 

deregulation of the economy.  The financing for this plan was not realized and 

subsequently the strategy failed.  Latin America, during this time, was engaged in a 

substantial net transfer of resources.  The difficulty of this debt situation propelled 

government officials to seek plans which promoted debt relief instead of debt 

                                                           
3
 Philip A. Wellons, Passing the Buck: Banks, Government and Third World Debt (1987), 225.  In this 

chapter, the term “Latin America” refers to all Caribbean and South American nations. 
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restructuring.  As individuals continued to seek resolutions to the debt problem, debtor 

countries began to suspend debt payments and were not able to abide by policies outlined 

in the IMF adjustment programs. 

The rate at which debt in the heavily indebted nations have been increasing is 

alarming.  With an external public debt of $17.923 billion between the fifteen heavily 

indebted nations, this comprised 9.8 percent of their GNP in 1970. In addition to that, by 

1987, these countries owed $402.171 billion which is equivalent to 47.5 percent of their 

GNP (Ferraro and Rosser, 1994).  Furthermore, the interest payments accrued by these 

nations went from $2.789 billion in 1970 to $36.251 billion in 1987.  In 1970, debt 

service accounted for 1.5 percent of GNP and 12.4 percent of exports. Those figures had 

grown significantly in 1987 reaching 4.3 percent and 24.9 percent, respectively. Table 1 

outlines statistics on external debt using the World Bank's 1992 cataloging of heavily 

indebted countries. 

Table 1: Selected Debt Statistics of the Fifteen Most Severely Indebted Developing 

Nations 

  Total External Debt 

(Millions Of $US)  

1990  

Total External Debt 

(as a % of GNP)  

1980  

Debt Service  

(as a % of Exports)  

1980  

  

  1990  

Algeria  26,806  47.1  27.1  59.4  

Argentina  61,144  48.4  37.3  34.1  

Bolivia  4,276  93.3  35.0  34.1  
Brazil  116,173  31.2  63.1  20.8  

Bulgaria  10,927  1.1  0.3  56.9  

Congo  5,118  98.0  10.8  20.7  

Cote d'Ivoire  17,956  58.8  28.3  38.6  
Ecuador  12,105  53.8  33.9  33.2  

Mexico  96,810  30.5  49.5  27.8  

Morocco  23,524  53.3  32.7  23.4  

Nicaragua  10,497  112.1  22.3  4.1  
Peru  21,105  51.0  46.5  11.0  

Poland  49,386  16.3  17.9  4.9  

Syria  16,446  27.1  11.4  26.9  
Venezuela   33,305  42.1  27.2  20.7  

Source: World Bank, World Development Report, 1992 (Washington, DC: The World Bank, 
1992) Tables 21 and 24, pp. 258-259, 264-265. 
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In 1991, the developing world had accumulated a total external debt of $1.362 trillion, 

this comprised 126.5 percent of its total exports of goods and services in that year, and 

the ratio of debt servicing to the gross domestic product of the developing world reached 

32.4 percent (Ferraro and Rosser, 1994). 

 Citicorp and Bank of America had extended substantial loans to Latin America.  

Fearing that a massive default would cause financial and political instability, the United 

States opted to provide debt relief to indebted developing countries.  In 1990, Mexico 

was given a debt reduction of 12 percent and the Philippines, Costa Rica, Venezuela, 

Uruguay, and Niger also negotiated debt reduction agreements.  In 1992, Argentina and 

Brazil outlined preliminary agreements with their agreements and it appeared as though 

the debt crisis had been resolved (Krugman and Obstfeld, 2009). 

 

Social Impact of the Crisis 

 
When a country experiences a crisis, much of the focus is placed on the economic 

ramifications; however, besides the economic impact of a crisis, the poorer among us due 

to lower standards of living tend to suffer a bit more.  The United Nations Children Fund 

(UNICEF) data indicates that during the debt crisis of the 1980‘s, Africa and Latin 

America experienced a high mortality rate.  It was documented that these countries lost 

the lives of over 500,000 children under the age of five each year.  Additionally, the 

standard of living of a country is grossly impacted.  Indonesia‘s low per capita income 

had led to a reduction in the standard of living and mounted a series of social disorder.  

Furthermore, the unemployment rate of Indonesia, Thailand and the Republic of Korea 

grew to even higher proportions.  With such a high unemployment rate, this infringed on 

the people‘s right to work as stated under the International Covenant on Economic, Social 

and Cultural Rights (Executive Committee on Economic and Social Affairs of the United 

Nations, 1994).  This is a multilateral treaty that establishes that every individual has the 

right to choose and accept work.  Additionally, economic agents must ensure steps are 

taken to encourage economic stability and development so that the country can attain full 

employment. 
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During a crisis, international organizations intervene in order to mitigate the 

effects of the crisis in an attempt to maintain the stability of the international financial 

markets and aid debtor countries.  However, the IMF and the World Bank have been 

greatly criticized for the manner in which they approached the debt crisis.  The 

stabilization and structural adjustment programs (SSAPs) imposed by these institutions 

come at a great cost to the poor and vulnerable in society while mitigating the loss of 

foreign banks and investors.  Social welfare in these developing countries took a massive 

hit which caused it to nearly cease to exist.  Through the implementation of structural 

adjustment programs, there was a disproportionate effect on the poor, women, children 

and other groups.  As the economies of Latin American countries experienced a severe 

retardation in economic growth, this caused a reduction in per capita income which in 

turn increased poverty and widened the income disproportion between rich and poor.  

The debt crisis caused a major set-back to strides made in poverty reduction which was 

achieved through social welfare measures.  It is because of such circumstances that policy 

makers were led to denote the 1980s as ―the lost decade of development.‖ 

Post-crisis studies of stabilization and structural adjustment programs have 

revealed varying effects on poverty and income distribution.  These post-crisis studies 

were conducted to evaluate the impact of SSAPs on society.  Some studies have shown 

the negative impact on the poor such as lower wages and increased unemployment.  

Furthermore, the funds being provided by the World Bank for ―social safety nets‖ were 

insufficient and ineffective at preventing general increases in poverty. On the other hand, 

other studies concluded that SSAPs were not as harmful as some may have believed. 

Other individuals have stated that these programs may vary from country to country, and 

therefore; the impact is not uniform across all developing countries.  However, other 

studies have indicated that financial conditions for the poor can be improved after 

implementing SSAPs.  A study by Fikret Senses (1991) on Turkey‘s stabilizing and 

structural adjustment program showed the conflicting effects of SSAPs.  It was stated that 

the share of income and wages and salaries in the agricultural sector witnessed a sharp 

decline going from 24.3 percent and 32.8 percent in 1979 to 18.1 percent and 17.1 

percent in 1986.  The size distribution showed a significant deterioration during 1978-
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1983.  The upper 20 percent claimed 55 percent share of income while the bottom 40 

percent had 11 percent.  When Turkey implemented SSAP they experienced a significant 

increase in exports.  Exports as a percentage of GNP went from 3.4 percent in 1979 to 

14.9 percent in 1985 and 16.8 percent in 1988.  The liberalization of foreign trade under 

the program increased the volume of exports (in billions dollars) from 2.3 in 1979 to 8.0 

in 1985 and 11.7 in 1988.  According to Senses (1991) the implementation of SSAPs led 

to a neglect of public services such as health and education, a fall in real wages and less 

favorable terms of trade.  These factors are what worsened the income distribution.  

Although Turkey‘s performance during 1980-1988 was better than other low to middle 

income developing countries, the main concern about SSAPs was it failed to reduce 

inflation and generate employment.   

The basic needs approach outlines a measurement for absolute poverty and 

defines poverty as a lack of food, shelter, education, sanitation, safe drinking water, and 

health care.  There is a minimum standard for what is considered life-sustaining variables 

and anything below this minimum is considered poverty.  The poorest nations are not 

always the ones who have the lowest GNP.  For example, Sri Lank ranks 120th in the 

world by per capita GNP but is positioned at 75th in the United Nations‘ 1990 Human 

Development Report exceeding the United Arab Emirates whose real GDP is six times 

greater than Sri Lanka4.  Many persons in the developing world are suffering from 

poverty.  Females as a group are generally disadvantaged.  They usually receive less 

education and in the developing world the female literacy rate is ¾ of the male literacy 

rate.  Due to poorer circumstances such as a lack of professional health care conditions, 

women in the developing world represent 99 percent of maternal deaths worldwide5.  The 

health of children is even more at risk and every six seconds a child dies.  Developing 

countries lose the lives of seventeen million children every year from poor nutrition, 

diarrhea, pneumonia and other seldom fatal diseases.  It is these conditions that require 

countries to borrow and that paved the way for the economic conditions in the 1970s 

                                                           
4
 United Nations Children's Emergency Fund, State of the World's Children (New York: Oxford University 

Press, 1992); United Nations Development Program, Human Development Report (New York: Oxford 
University Press, 1990), P. 128. 
5
 Beverly Winikoff, "Women's Health in Developing Countries," op. cit., P. 170. 
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which eventually led to the massive debt burden that developing countries experienced 

later.  The repercussion of the debt crisis is that the excessive borrowing and inability to 

repay only made these circumstances worse. 
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Country Profile 

Many of the problems experienced today by developing countries are similar to 

the ones which caused the Debt Crisis of the 1980s.  It is necessary to continue to take a 

retrospective look at these factors in order to maintain the integrity of the financial 

system and enhance stability measures within debtor countries.  In 2002, as the 

developing countries began to gain prominence in the global financial system, it turned 

into an economic burden on growth and an avenue for instability.  Developing countries 

continue to experience financial and currency crises. Some of the episodes of crises 

surrounded Mexico and Argentina in 1995, Russia and Brazil in 1998-1999, and Turkey 

in 2001.  Furthermore, capital flow was volatile which could lead to international 

contagion.  Highly indebted countries such as Argentina and Brazil by the end of the 

1990s found themselves in a financial trap where country risk premiums were high and 

they were experiencing slow growth.  Although the other crises experienced pale in 

comparison to the 1980s crisis, the fact that countries are still battling with the same 

problems which presented itself in the 1980s brings to light the fact that these issues were 

never fully resolved. 

There is a saying that says, ―in order to know where you are going, you must 

know where you came from‖ especially when the same problems keep arising.  

Therefore, it is necessary to outline, the National Bureau of Economic Research (NBER) 

1986 project of Developing Country debt in order to gain a greater understanding of the 

issues underlying the debt crisis.  They attempted to find out what factors within the 

country and in the international community contributed to the debt crisis.  Additionally, 

they wanted to figure out what aspects of the debt crisis aided in the reduction in the 

standard of living of the affected countries.  Thirdly, why was it so difficult for countries 

to rebound from the crisis and lastly, they tried to outline lessons that could be learnt 

from the crisis that could aid in formulating proper measures for borrowing on the 

international market and factors that will contribute to long-run economic growth. 

This project covered Argentina, Bolivia, Brazil, Indonesia, Korea, Mexico, the 

Philippines and Turkey.  These countries were chosen so as to investigate the differences 

which led to the varied outcomes of these countries and why some managed to avoid the 
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crisis whereas some bent under the pressure of the crisis.  In order for the comparison to 

be reasonable, all countries were middle income, capital importing and had access to 

commercial bank credit in the 1970s. 

For the purposes of this project, a country was said to have experienced a crisis if 

a rescheduling of public debt was enacted or if the government accrued arrears on debt 

payments in excess of ninety days.  In both cases, the government was cut off from 

lending in the international capital markets.  The only form of new lending came as 

concerted lending programs where lenders only agreed to lend proportionate to their risk 

exposure.  According to this criterion, Indonesia and Korea avoided the debt crisis.  

Turkey experienced a crisis in the late 1970s but was able to overcome it in 1983 when 

the country regained access to international capital and there was no need to reschedule 

their debt.  Argentina, Bolivia, Brazil, Mexico and the Philippines succumbed to the 

crisis in the early 1980s, and by the end of 1988, they had not recovered. 

A measure that was used to evaluate the extent of the crisis in each country was 

the secondary market value of commercial bank debt for the eight countries up to June 

1988.  The secondary market price is used as an indicator of a country‘s creditworthiness 

because it gives an overview of how the country is viewed with regards to its capability 

of servicing its debt in the long run.  In the eight countries presented, it was found that 

Korea was the most credit worthy because their debt was being traded at par.  This 

indicates that there was little concern about future defaults of this country.  Turkey‘s debt 

was also being traded near par showing Turkey‘s rebound during the mid-1980s.  Quite 

contrary was Latin American debt which in June 1988 traded at 50 percent of face value 

while Bolivia saw only a 13 percent of par trading value.  Out of the Latin American 

countries, Bolivia experienced the most severe crisis during the first half of the 1980s.  

Based on this research, it is necessary that we take an in-depth look at Bolivia, Brazil, 

Argentina and Mexico to ascertain the factors which led to their crises. 
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Bolivia 

In the 1970s, Bolivia‘s external debt rose significantly.  There were three factors 

that contributed to the rapid accumulation of Bolivia‘s external debt.  Firstly, foreign 

borrowing was sought to diversify their export base.  Unfortunately, not all of the 

investment projects were fruitful.  For example, an investment in crude petroleum 

production proved to be unsuccessful.  Another issue that added to the gravity of 

Bolivia‘s external debt problem was the internal distributional conflict brought about by 

borrowed money and borrowed time.  They borrowed in an attempt to smooth these 

internal conflicts.  In spite of all of this, the government made no attempt to raise taxes.  

Furthermore, the effect of the foreign borrowing was to enrich only a small sector of 

private interest through public sector borrowing (Morales and Sachs, 1989).  

Additionally, wealthier individuals took advantage of the overvalued exchange rate, 

which was brought about by the foreign borrowing, and this opened up the opportunity 

for capital flight.   

The Banzer era was a period of high productivity for the Bolivian economy. This 

period of prosperity was led by General Hugo Banzer and it lasted from 1971 to 1978.  

During the Banzer era, GDP grew on average at 5.4 percent per annum which exceeded 

the 2.4 percent average set during the period 1952 – 1985.  Prices remained relatively 

stable excluding 1974 when the Bolivian peso experienced a major devaluation.  The 

economy witnessed higher than normal levels of investment as a percentage of GNP as 

well as government revenues.  Despite these positive factors, the gap between 

government expenditures and government revenues continued to widen.  However, due to 

an era filled with foreign finance, that gap was easily overcome by foreign creditors. 

The hyperinflation that surmounted under the Siles administration occurred 

because of an incapacity to contain spending given declining foreign loans, declining tax 

revenues, and increased debt service payment abroad.  On another level, the government 

failed to recognize the extent of the crisis which was based in their system of state 

capitalism and the financial limitations placed on that system. 

Bolivia‘s hyperinflation and debt crisis resulted from a negative turn in their net 

resource transfer in 1982.  They substituted seignorage as a means of overcoming the 
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lack of foreign capital inflow.  Table 2 shows the shift in foreign capital for a category of 

loans for both medium and long term public or government backed loans.   

Table 2 - Bolivia’s Debt Servicing of Medium and Long Term Public Sector Debt 

 1980 1981 1982 1983 1984 

Net interest payments 163.9 171.0 180.9 172.8 201.3 

Official creditors 42.8 50.3 66.2 64.7 166.2 

Private creditors 121.1 120.7 114.7 108.1 35.1 

      

Net new lending 341.9 263.2 88.6 -18.0 60.5 

Official creditors 191.0 163.9 103.0 13.5 63.3 

Private creditors 150.9 99.3 -14.4 -31.5 -2.9 

      

Net resource transfer 178.0 92.1 -92.2 -190.8 -140.8 

Official creditors 148.2 113.6 36.8 -51.3 -120.9 

Private creditors 29.8 -21.4 -129.1 -139.5 -37.9 

      

Net resource transfers      

Total, % of GNP 6.2 3.1 -3.4 -6.9 -5.1 

Source: Morales and Sachs (1989) 

According to table 2, during the period 1979 to 1981, new net borrowing 

surpassed interest payments.  In comparison to the preceding year, in 1982 new net 

lending saw a sharp decline leaving net resource transfer grossly negative.  As per table 2 

above, changes in net resource transfer went from 6.2 percent of GNP in 1980, to 3.1 

percent of GNP in 1981, to -3.4 percent of GNP in 1982, and to -6.9 percent of GNP in 

1983. 

The government looked to seignorage to finance domestic spending because most 

of its resources were being used to service foreign debt.  There was a spike in seignorage 

in mid-1982 just prior to the beginning of the Siles term.  However, apart from seasonal 

spikes, seignorage maintained a constant height of 12 percent of GNP per year up until 

1985 when stabilization was achieved.  It must also be noted that the decline in net 
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resource transfer and the increase in seignorage were relatively comparable in magnitude 

which is about 10 percent of GNP. 

Table 3 - Economic Performance in the 1980s, Selected Countries 

 GDP Growth 

(annual rate) 

1980-85 

Inflation 

(annual rate) 

1980-85 

Debt-GNP 

Ratio 1985 

Terms of 

Trade, 

1985 

(1980 = 100) 

Bolivia -4.5 569.1 136.8 86 

Latin America     

Argentina -1.4 342.8 56.4 88 

Brazil 1.3 147.7 43.8 87 

Mexico 0.8 62.2 52.8 98 

East Asia     

Malaysia 5.5 3.1 62.0 85 

Indonesia 3.5 10.7 36.6 97 

Korea 7.9 6.0 43.0 105 

Source: Morales and Sachs (1989) 

     In table 3 above, we compare Bolivia‘s economic performance with its neighbors.  

Some of the major external factors that created this debt problem for both Bolivia and its 

neighbors were the rise in world interest rates in the early 1980s, the cutoff in lending 

from the international capital markets, and the decline in world prices which reduced the 

favorability of the terms of trade for Bolivia‘s exports (Morales and Sachs, 1989).  The 

magnitude of the economic turmoil suggests that it was as a result of both internal and 

external factors.  For example, the Bolivian hyperinflation of 1984-85 was one of the 

most critical inflations that did not result from war or revolution.  

     The hyperinflation during the Siles administration was as a result of the inability to 

restrict spending in light of a decline in tax revenue, decreased access to foreign loans 

and more debt service obligations abroad.  During this period inflation went from several 

hundred percent to several thousand percent.  With the growing fiscal crisis, this put 

pressure on public investment spending.  The government cut back on internal spending 
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and turned to monetary emission in order to accommodate interest payments on foreign 

debt.  During spring 1984, the government was no longer able to maintain its debt 

obligations, and therefore proceeded to end debt servicing to commercial banks.  Despite 

this action, the inflation problem destroyed the tax system, so even though interest 

payments were suspended, the deficit still remained rather large.   

     In an effort to restrain inflation, the government implemented unsuccessful price 

controls, overvalued the exchange rate and attempted other intervention strategies.  These 

policies did not affect the overall price level, and instead it served detrimental to public 

and private firms. The government would then compensate the firms indirectly for its 

intervention measures, but this would only result in an indirect fiscal subsidy and add to 

the already problem of inflation finance.  This hyperinflation proved fatal to the economy 

and has been one of the greatest hurdles that Bolivia has had to overcome. 
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            Brazil 

 Brazil‘s $110 billion debt contributes to about 10 percent of total developing 

country debt, and this has made them a central focus for developing country debt.  

Brazil‘s extreme debt problems and adjustment difficulties of the 1970s and 1980s 

defined the negative side effects of relying on foreign capital inflow (Cardoso and 

Fishlow, 1989).  Because Brazil has had high resource transfers to its creditors and low 

investment rates, this has hindered the sustainability of economic development.  Brazil‘s 

experience with debt is unique in three different ways.  Brazil has grappled with constant 

inflation, indexing of wages, rents, financial assets, and the exchange rate and these have 

caused problems with adjusting to balance of payment shocks from since 1973 (Cardoso 

and Fishlow, 1989).  Secondly, Brazil is a part of South America and has limited reliance 

on trade.  Although their export performance has improved, it has still remained 

unpredictable.  One restriction to economic expansion has always been a scarcity of 

foreign exchange and this impedes the country‘s ability to import goods.   

 At the pinnacle of Brazil‘s economic ―miracle‖, where they were experiencing a 

growth rate of 10 percent per year, they were caught by the first oil shock.  The economy 

was progressing rather quickly and there were excess demand for imports.  This oil shock 

dealt a severe blow to the economy because Brazil was the developing country with the 

largest importation of petroleum.  Furthermore, their economy was heavily reliant on the 

car and truck industry.  To complicate things, they were also in the middle of a political 

transition where continued prosperity was a pertinent condition.  In order to adjust to this 

situation, Brazil incurred high yet slower rates of growth with increased reliance on the 

government to stimulate import substitution rather than dependence on market driven 

responses to changes in the exchange rate or relative prices of petroleum (Cardoso and 

Fishlow, 1989).  Playing a role in this strategy was the acquisition of external debt which 

helped to finance investment and increase trade and current account deficits. 

 There was both a demand and supply of debt.  Brazil had a favored reputation in 

the Eurocurrency market.  They were able to borrow even prior to the oil shock, and 

because of its high level of growth and industrialization, Brazil was considered credit 

worthy.  High growth rates were maintained through this strategy and between 1973 and 
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1979 Brazilian product grew at a rate of 7 percent, exceeding the average for developing 

country oil importers (Cardoso and Fishlow, 1989).  However, this was done at the 

expense of a rapid increase in medium and long-term net debt.  At the end of 1972, net 

debt had increased to $5.3 billion and $31.6 billion at the end of 1978.  This increase in 

debt amounted to a 35 percent annual growth rate also exceeding the 25 percent growth 

rate held by the other oil importers.  The net debt-export ratio had nearly doubled and 

was estimated at three times greater than the developing country average. 

 Because of Brazil‘s method of adjustment, it made them more vulnerable to 

shocks in the international community.  Despite the improved terms of trade which 

existed up until 1977, the Brazilian economy began to show signs of domestic 

disequilibrium.  As government expenditure began to outpace available finance, 

accommodatory monetary policy became an avenue necessary for sustaining direct 

outlays.  Prior to the oil shock, inflation was measured at 20 percent and because of the 

increase in the money supply inflation had now doubled.  A worsening in the situation 

was prevented by stop-and-go macropolicy, which is policy used in the short term in an 

effort to strike a balance, for example, between unemployment and inflation. 

 Faced with another oil shock, Brazil needed to modify their strategy.  When the 

Figueiredo government was appointed in March 1979, they gave Mario Simonsen the 

responsibility of directing economic policy.  His proposal was to decrease the 

government deficit and reduce the amount of loans sought to finance it.  Furthermore, his 

plan meant increased use of price signals, proactive devaluation of the exchange rate and 

an acceptance of growth rates inherent in stabilization policy.  This was considered a 

―recessionist‖ approach by Brazilian critics.  The approach continued by placing focus on 

expenditure and obtaining credit to expand the agriculture and energy sectors.  In order to 

ease the foreign exchange restraint, a devaluation of 30 percent was pursued and this was 

the first time that this had been done since the peg in 1968.  A reduction in interest rates 

was sought in an effort to maintain inflation and changes to the money supply and future 

devaluations of the exchange rate were preannounced. 

 With increasing pressures from oil prices and a product increase of 7 percent, the 

current account deficit reached $12.4 billion in 1980.  Brazil experienced three digit 
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inflation mainly due to excess demand, devaluation, increases in prices in the public 

sector and the effects of new wage law requiring a shorter adjustment time to economic 

changes (Cardoso and Fishlow, 1989).  Their credit status quickly deteriorated adding 

further to the foreign exchange restraint.  As a result, a more conventional set of fiscal 

and monetary policies were formulated.  In 1981, banks began to extend new loans; 

however, because these loans were used to service debt, it didn‘t leave much room to 

augment real growth.  In an effort to adjust, Brazil went through a recessionary period 

that would last until 1983.  During that time absolute income declined by 4 percent. 

 After the Mexican de facto debt moratorium in August where Mexico announced 

that they could not meet their debt obligations, there was a decrease in the availability of 

financing for debtors and this led to Brazil‘s poor performance.  This came just after 

interest rates experienced a sharp increase and Organization for Economic Co-operation 

and Development (OECD) countries were recommending reducing demand to control 

prices.  The shock to the capital supply only left the option of contraction.  Brazil tried to 

highlight its creditworthiness and appealed to the IMF for an extended facility loan.  

Their time under the IMF policies proved difficult as indicated by seven letters of intent 

covering a two-year period.  The relationship was also denoted by two waivers, two 

suspensions, and three target modifications.  Because the Brazilian economy was highly 

indexed, the targets for public sector borrowing did not easily assimilate into the 

economy.  As the inflation rate continued to grow and exceed expectations, it depressed 

finance that would have been allocated to monetary and exchange correction.  The 

stringent policies led to a maxi devaluation in February 1983 and an amended letter.  

After submission of a fourth letter, it was apparent to the IMF that the operational deficit 

had to ignore monetary and exchange correction even though these were typical of fiscal 

policy management.  The experience of the Brazilian economy highlighted the need to re-

define arrangements between the IMF and other Latin American countries. 
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Argentina 

 Argentina approached almost hyperinflation conditions in 1985 mainly because of 

budget deficits and even more significant were the unfortunate policy decisions of the 

1970s.  The waver between populists and market-oriented reformist caused most of the 

national wealth to be kept abroad, little adherence to taxes by the majority and an overall 

skepticism about Argentine goods and services.  In the past, Argentina‘s debt servicing 

problems became a major detriment to the City of London in the famous Baring panic of 

1890 where Barings Bank in London was nearly faced with insolvency due to risky 

investments in the Argentina economy.  

 During the years 1945 to 1975, per capita income grew at 1.7 percent per annum 

whilst during the years 1975 to 1985 it declined at a rate of 1.7 percent per annum.  

Argentina‘s performance has deteriorated due to inflation and fiscal instability.  In 1899 

Banker‘s Magazine reported: 

―[They] are always in trouble about their currency.  Either it is too good 

for home use, or, as frequently happens; it is too bad for foreign exchange.  

Generally, they have too much of it, but their own idea is that they never have 

enough…the Argentines alter their currency almost as frequently as they change 

presidents…No people in the world take a keener interest in currency experiments 

than the Argentines.‖ 

Reinforcing this position was Argentina‘s destruction of the financial system in the 

previous 15 years.  In the Peronist period of 1975-76 and also the pre-Austral period of 

early 1985, inflation surpassed 2,000 percent.  Furthermore, it has not fall under 100 

percent in the past ten years.  We can link Argentina‘s external competitiveness to 

macroeconomic policy mistakes, capital flight caused by these mistakes and the debt 

crisis (Dornbusch and Carlos de Pablo).  During the period 1970-1978 the real exchange 

rate averaged 73; it further increased to 108 during the next three years before reverting 

back to 75 during the period 1982-1986.  The movements in the real exchange rate 

project the best picture of the nature of Argentine policies. 

 Table 4 shows the accumulation of debt over the period 1975-1985.  The size of 

the debt prior to the 1970s is uncertain because different sources give varying results.  
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The Banco Central de la Republica Argentina (BCRA) estimated that debt fluctuated 

between $2.5 and $3 billion in the 1960s.  However, from 1970 external debt saw a 

constant increase for the private and public sector.  The external debt rose by $6 billion 

between 1970 and 1977, and more drastically, by greater than $30 billion over the next 

four years. 

Table 4: Argentina’s External Debt ($ billion and percentage) 

 1975 1978 1979 1982 1985 

Total external debt ($) 7.9 12.5 19.0 43.6 48.3 

Public ($) 4.0 8.4 10.0 28.6 40.0 

Reserves ($) 0.6 5.8 10.1 3.0 6.0 

Net debt/exports (%) 260 110 120 540 520 

Debt/GDP (%) 18.6 23.9 30.2 60.3 64.5 

Interest 

payments/GDP (%) 

0.7 1.4 1.4 2.4 5.7 

Source: Dornbusch and Carlos de Pablo (1989) 

  

When Martinez de Hoz assumed power, his aim was to stabilize the 

macroeconomy, and redefine industries and the financial markets.  Once macroeconomic 

stabilization began, inflation quickly fell to below 150 percent.  In June 1977, a financial 

reform was put into operation with the hope of liberalizing the capital markets and 

establishing stronger ties between Argentina and the world capital market.  They were 

able to completely liberalize the capital account by the end of 1976 and the result of this 

was a zero black market premium for the next four years.  Unfortunately, inflation did not 

decline any further after it reached the 150 percent range.  To further complicate things, 

policymakers chose to enact what Fernandez (1985) called an ―expectations management 

approach‖ (Dornbusch and Carlos de Pablo, 1989).  In 1979, they moved to pre-fix the 

rate of exchange depreciation with the use of a tablita which gave advance notice of 

future declines in rates of depreciation.  This was done so that economic agents 

understood the government‘s plan for disinflation through this timetable.  This policy 

used three channels to aid in the reduction of inflation.  First, it was expected that a 
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reduction in the rate of depreciation would minimize the rate of inflation on import 

prices. Second, it would regulate domestic price setters. Third, because inflation relied on 

expectations, this gave a central point for which expectations could rotate.  The 

effectiveness of this program was heavily reliant on the functionality of the ―law of one 

price‖ that states that commodities will have the same price when exchange rates are 

taken into account. 

 The responsiveness to this program was good and inflation fell throughout 1980 

to levels below 100 percent.  During 1978 – 1980 inflation grew quicker than the rate of 

depreciation and this caused the real exchange rate to appreciate.  The effect of this 

overvaluation was capital flight and the collapse of the financial system, which was quite 

contrary to the early stages.  Argentine assets enjoyed much favor because they were 

considered almost risk-free because of the advanced notice of the depreciation rate and 

interest rates were higher relative to world rates.  This worked positively for Argentina 

since they experienced an inflow of capital as the international private sector sought to 

capitalize on the low foreign interest rates. 

 The effects of the policy on trade and employment in Argentina were not readily 

realized.  In 1964, Diaz Alejandro posited that it is only in the early stages that the real 

income effects of a real depreciation are dominant and then the substitution effect takes 

precedence.  However, this was not the case with the real appreciation of 1977 – 1980.  

Demand was expanded through an increase in real income which solidified Martinez de 

Hoz method because it reduced inflation by increasing real income.  This aspect was 

strengthened through the combination of trade protection and liberalization measures 

which kept the economy relatively closed (Dornbusch and Carlos de Pablo, 1989).  This 

helped to reduce the intended effects of the tablita. 

 The policy decisions of the 1970s set into motion the events of the period 1981 – 

1984.  The extent of the crisis was provoked by several events.  Firstly, there was an 

extreme overvaluation of the currency.  In addition to that, the financial sector had been 

greatly liberalized which left them vulnerable to shocks from the international 

community.  They experienced massive capital flight and the deterioration in the world 
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economy made things worse.  Together these factors enhanced the budget deficit and 

paved the way for inflation.  

 

Mexico 

 Up until the 1960s, the Mexican economy experienced high growth and low 

inflation.  This was partly due to the devaluation of the peso which took place in 1954.  

This time in the Mexican economy was known as the era of Stabilizing Development 

(Buffie and Sangines, 1989).  The economic policy at that time was aimed at maintaining 

price stability, increasing private sector savings and capital accumulation, increasing real 

wages and maintaining a fixed exchange rate with the dollar (Buffie and Sangines, 1989).  

Because of the success of these goals, observers began to acknowledge this as a 

―Mexican Miracle.‖  The exchange rate was 12.5 pesos to one dollar and inflation 

averaged at 3.8 percent annually.  The Mexican economy was growing pretty well with a 

real output of 6.7 percent on average and a rise in gross fixed investment from 16.2 

percent in 1958 to 20.8 percent in 1970.  The manufacturing sector was also growing 

with compensation to employees plus benefits growing on average at 4 percent per 

annum. 

 To enhance continued economic growth, profits were assigned a low tax rate and 

public investment projects were aligned with private investment.  Another important 

factor was the role of financial intermediation and its positive effect on private 

investment.  The application of a policy which made real deposit rates comparable to that 

in the United States promoted favorable credit conditions within the private sector.  This 

policy realized an average growth rate of 14.8 percent per annum for credit flow to the 

private sector in real terms. 

 An effective relationship was needed between fiscal and monetary policies in 

order to maintain a fixed exchange rate and price stability (Buffie and Sangines, 1989).  

Strict control was placed over the growth of the money supply and they ensured that there 

was no gap between the fiscal deficit and the rate of monetary emission.  This was 

constantly monitored.  If a gap existed, then expenditure had to be decreased until both 

sides were balanced.  Forced ―loans‖ were a source of financing for the fiscal deficit.  
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These loans were acquired through mandating high reserve ratios on commercial banks.  

Because of the rate at which bank deposits were growing, this measure allowed for 

noninflationary financing of the fiscal deficit (Buffie and Sangines, 1989).  Despite the 

progress of the Stabilizing Development program thus far, around the mid-1960s the 

flaws in the program were apparent and this began to riddle the Mexican economy with a 

horde of problems.  Underemployment became a major problem as firms sought to 

engage in more capital intensive production because the policy made capital relatively 

cheap.  Furthermore, the protectionist trade regime ideas of promoting the import 

substituting industrial sector did so with significant cost to the labor intensive agricultural 

sector.  The disparity in the distribution of income worsened because of the already 

suffering agriculture sector and insufficient employment growth levels.  The growth 

gained under the SD program did little to advance the poorest groups.  With the 

deteriorating situation with regards to distribution of income, it was necessary to enact 

social welfare programs; however, this came with a cost to the public sector.  With no 

success in realizing a tax reform, revenue growth could not sustain the increased 

expenditure and the fiscal deficit went from 0.9 percent of GDP in 1965 to 3.8 percent in 

1970.  As a result of the increase in the fiscal deficit, it negatively impacted the payments 

balance.  This caused the current account deficit to reach historical proportions of $1.19 

billion by 1970.  Reports have stated that the economy had begun to cool down after 

1965 as could be seen by the decline in agricultural output and the exhaustion of efficient 

import-substitution. 

 However, there has been little backing for the preceding critique.  There are not 

enough facts that link underemployment and the worsening in the distribution of income 

to the SD era.  Given the problems with the census data for 1960 and 1970 it is hard to 

definitively say that underemployment worsened.  The accuracy of the employment 

growth rate depends on the preciseness of the data which may vary based on the method 

used to correct the flaws in the data.  Despite the quality of the data, there is greater 

support for the reduction in underemployment during the Stabilizing Development era.  

Furthermore, the industrial sector‘s growth rate of employment exceeded that of the labor 

force.  Neither did growth in the industrial sector have a negative impact on the 



Texas Tech University, Janelle Alexander, August 2011 

28 

employment growth in the rest of the economy.  Gregory (1986) stated that the 

hypothesis on wages and productivity in the informal sector was highly contradicted.  

There was no evidence to suggest that the shift of labor out of agriculture reduced 

informal sector incomes.  The 1960s saw an increase in real wages and productivity 

across all sectors of society. 

 When Luis Echeverria ascended to the presidency, economic policy saw a radical 

change.  After the introduction of contractionary measures in 1971, a fiscal expansion 

was pursued.  In the five years following that period, the government doubled 

employment levels and public sector spending went from 20.5 percent to 30 percent of 

GDP. (Buffie and Sangines)  Another attempt was made to initiate a tax reform in 1972 

and that too failed.  Subsequently, in 1975 and 1976, the fiscal deficit reached 10 percent 

of GDP.  Contrary to the Diaz Ordaz administration, the deficit was largely financed by 

the Central Bank.  The money supply saw an accelerated growth rate of 19.8 percent in 

1972 to 33.8 percent in 1975.  Seignorage as a share of GDP tripled the 1960s averages. 

 A further change in monetary policy dealt with interest rates.  During the SD era 

real deposit rates were kept positive.  After 1972, rates were allowed to fluctuate and as 

inflation increased and interest rates became negative, this ended the ―financial miracle‖.   

 The failure of the policies of the 1970s left the Mexican economy unstable and 

vulnerable.  These policies eventually worked against Mexico and caused a recession 

possibly worst than that of the 1930s.  Mexico‘s problems were highlighted in 1981 when 

the price of oil started to fall, world interest rates were rising, inflation increased, the peso 

was overvalued and a rising balance of payments problem stimulated capital flight.  This 

period also caused a gross decrease in Mexico‘s international reserves.  This forced the 

government to devalue the peso and this caused inflation.  The devaluation reduced real 

wages and made it more difficult for the private sector to service dollar-denominated 

debt.  The cut off from international lending resulted in the government declaring an 

involuntary moratorium in August 1982. 
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Chapter IV 

Is the Debt Crisis Over? 

After 2002, developing countries saw an increase in capital inflow from 

developed countries.  Net private lending to developing countries had reached almost $1 

trillion in 2007 according to the 2008 World Bank report.  There was another surge in 

private lending in the early to mid-1990s which came before a period of financial 

problems which stemmed from Asia into the Russian Federation and finally into Latin 

America.  The subprime crisis which took place in August 2007 negatively impacted the 

economic growth and favorable terms of trade that the developing countries were 

experiencing.  Furthermore the low interest rates in the United States and increases in the 

price of energy and food prompted inflationary pressures in poorer countries. 

Table 5 outlines some features as well as comparative data for the 1990s flow that 

foreran the Asian crisis.  Three things must be noted.  Firstly, in the 2000s, developing 

countries ran a current account surplus as opposed to the 1990s when they borrowed from 

the richer countries.  Secondly, net external financing was three times greater the period 

covering the 1990s.  Finally, as a part of the current account surplus, there was a mass 

accumulation of annual reserves in 2003 – 2008 in comparison to 1992 – 1997.   

Table 5: Two Surges in Financial Inflows to Developing Countries (US$ billions) 

Inflows 1992-97 average 2003-08 average 

Current account balance 

All developing countries 

-86.5 460.7 

Net external financing 

All developing countries 

289.5 837.9 

Increase in reserves 

All developing countries 

64.3 689.4 

Current account balance 

Ex. China, Russia, Middle East 

-96.7 -38.9 

Net external financing 

Ex.China, Russia, Middle East 

225.6 470.0 

Increase in reserves 

Ex. China, Russia, Middle East 

39.7 218.6 

Source: Ostfeld (2007) 
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 Shortly before the 2008 global financial crisis, quite a few of the middle income 

countries were enjoying favorable market conditions, better debt management, lower 

levels of inflation, controlled fiscal and current account balances and higher levels of 

foreign exchange reserves due to the implementation of effective macroeconomic policies 

between 2002 to 2007.  The crisis highlighted the differences among these countries.  

Unlike the earlier crises, many middle-income countries handled the impact of the global 

crisis better.  On the other hand, weaker economies due to internal and external factors 

were not able to respond as easily to the crisis and because of that had a more difficult 

time dealing with the crisis.  

 The Heavily Indebted Poor Countries (HIPC) initiative was aimed at finding debt 

relief solutions that were fair and lasting.  However, it has not achieved its goals.  It 

should take six years to complete the HIPC initiative.  After three years of implementing 

structural adjustment reforms, the ―decision point‖ evaluates the sustainability of a 

country‘s debt.  The criterion for sustainability is based on the net present value of debt to 

exports. In order for a country‘s debt to be deemed unsustainable it must exceed 150 

percent.  If a country surpasses this criterion they will continue to enact policies required 

by the IMF and World Bank which should take between one to three years. At this point, 

the IMF and World Bank will announce the ―completion point‖ and debt relief assistance 

will be granted.  A country is allowed three years to reach the decision point and three 

years to reach completion point.  Based on this overview, the process should have been 

accomplished since July 2008.  However, this was not the case because the HIPC 

encountered a few delays.  It was observed that some countries were able to reach the 

decision point and not the completion point whereas others couldn‘t even reach the 

decision point.  Because of this, the planned closing date had to be rescheduled.  As of 

September 2007, only thirty one countries had reached decision point (Millet and 

Toussaint, 2010).  In 2007, six countries had reached completion point.  However, these 

same countries still had a relatively large unsustainable debt so much so that debt relief 

had to be provided.  The aim of the initiative was to reduce the net present value of 

debt/exports ratio below 150 percent.  Unfortunately, even though countries 

systematically followed the provisions outlined by the IMF and World Bank, they still 
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found themselves with unsustainable levels of debt.  This indicates that because of the 

intricate nature of debt problems experienced by developing countries, it is difficult to 

say the debt crisis is over. 
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Chapter V 

Debt to GDP Ratio 
  

The debt to GDP ratio can be an indicator of the health of the economy.  It 

measures the rate at which debt grows in comparison to the rest of the economy.  It is 

difficult to define what the optimal debt to GDP ratio would be given that each country is 

faced with different circumstances and these circumstances will dictate the specific 

Pareto optimal point.  For example, in Europe their targeted debt to GDP ratio is 60% for 

each country.  However, on the other hand, Canada‘s ratio is close to 100%.  If we use 

Europe as the international standard then Canada‘s debt ratio should be below 60%.  

Scarth (1996) stated that there would not be much political support for ―short-term pain 

for long term gain‖ given that the debt ratio is reduced by 25%. (Scarth and Jackson, 

1997)  When considering international comparisons and political will, it is suggested that 

a debt ratio between 60 and 25% is economically acceptable. Scarth and Jackson (1997) 

define an ―optimal‖ debt policy as one that permits governments to improve living 

standards for those who will be alive during that challenging time by about as much as 

the changing demographics will decrease their average living standards.  Figure 1 below 

shows the debt to GDP ratio for select countries.  It can be seen that the ratio differs from 

approximately 20 percent to 110 percent of GDP. 

 

 

 

 

 

 

 

 

 

 

Figure 1: Fiscal Deficit and Debt in Selected Countries 

Source: Karlin (2010) 
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The main concern over the debt to GDP ratio is the rate at which debt grows in 

comparison to the rest of the economy.  There have been studies that report that external 

debt has a non-linear impact on growth with the debt to GDP ratio having a destructive 

effect after a certain point.  In a study of 93 developing countries over the period 1969 – 

1998, Pattillo et al. (2002) found that external debt has a negative effect on per capita 

GDP growth for levels above 35 – 40 percent of GDP.  In another study of 55 low-

income countries between 1970 – 1999 Clements et al. (2003) found that the negative 

impact for these countries occurred at a lower threshold of 20 – 25 percent of GDP.  

From these conflicting studies, it can be seen that the determinant of what is considered a 

sustainable debt to GDP ratio is relative to the specific country.  Therefore, it is inherent 

on policy makers to analyze the various factors internally and externally in order to make 

decisions on the size of the debt and its impact on the economy. 

Given the many factors involved in decisions on debt, there are also some 

problems that should be noted concerning the measurement of debt.  Foremost, is the 

dilemma of arrears.  This can be seen where the repayment of foreign debt is a concerned.  

In Heavily Indebted Poor Countries such as Tanzania, one common problem is that the 

interest payment on debt may be rescheduled.  When you factor this into calculations, 

would it be accurate to say that the deficit has declined?  It is questions like these that 

become extremely important especially during periods of high inflation where the process 

of delaying payments can significantly impact the real value of these payments.  For 

instance, in the past Angola has been able to receive large revenues because of oil, but it 

also amassed significant wage arrears for which the real value would decline quickly 

because of hyperinflation (Aguilar, 2001).  Another problem arises when there are 

various levels of government and the only deficit that is reported is that of the central 

government.  Even though state and local government deficits are included, it is still 

possible that other governmental organizations could be running a deficit and this may 

not be included.  Some examples of this would be central banks in some Latin American 

countries, the deficits of local governments in India, and the ―oil pool‖ deficit in India 

where data for payments for petroleum imports in comparison to what is collected from 

consumers is recorded (Jha, 2001).  During a period of rising prices for petroleum, the oil 
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pool deficit may become very large.  This further complicates things, for example, in 

India‘s case where adjustments to these rising prices are dealt with by issuing future ―oil 

bonds‖.  These types of transaction are not revealed in the fiscal deficit. These situations 

make it difficult for the fiscal deficit to be an accurate indicator of the ratio of 

government expenditure to revenue.  In order to continue exercising control over the 

fiscal deficit, the rate at which debt accumulates must be curtailed.  For example, in 2000 

the fiscal deficit of Zimbabwe was close to 20 percent of GDP.  ―Public debt is rising 

rapidly, with new debt being issued to meet interest payments (the so-called ‗Ponzi‘ 

game).  Interest payments on domestic public debt are expected to exceed 50 percent of 

total government revenues by end of 2000, thereby squeezing development and social 

spending‖ (EIU, 2000). 

It is not easy to maintain a debt ceiling especially in low income countries that are 

plagued with ineffective tax administration.  The main issue with this is that the growth 

rate of investments and taxable institutions would be less than the growth rate of public 

debt.  Therefore, if a country is trying to raise revenue, it would have to do so by raising 

taxes and these taxes would be distortionary in nature. This may have the short term 

effect of reducing the debt to GDP ratio but may result in impeding growth and 

investment in the medium term. 

 In order to ascertain the sustainability of public debt it is necessary to look at the 

government intertemporal budget constraint.  In nominal terms this is written as: 

 

Gt   Tt    rt Bt1    Bt    Bt 1 

Where Gt is government spending (purchases of goods and services and transfer 

payments); Bt is government debt at the end of time period t, Tt is tax revenue and rt is the 

amount of interest payable in that period on government debt.  This equation states that 

new debt must finance the budget deficit if money finance is not available.  Other factors 

which should be included in the left hand side of the equation should be change in 

exchange rate and privatization.  These factors have the effect of revaluating the financial 

assets of the government. 

 
 



Texas Tech University, Janelle Alexander, August 2011 

35 

 

The Critical Value of the Debt to GDP Ratio 

Once no new debt is issued, then the current debt needs to be balanced with the sum of 

current and expected future discounted surplus.  Rha (2001) states that in present value 

terms the budget constraint holds with: 

 
Given the equation above and using zm (=max – gmin) as the maximum level of 

government‘s primary surplus the critical value of the public debt (bC), can be determined 

by satisfying the sustainability condition: 

 
bt     b

C
    zm (r  )1 

 

The primary surplus can also be determined using the initial debt ratio, b0, real GDP 

growth rate and the real interest rate in order to stabilize the future debt to GDP ratio.  

When r- > we can use bt     (1  rt )(1  t   t )1
bt 1   (gt   t ) to obtain the fixed 

value (b0) for which b converges as: 

z 


   (r    )(1     )1
 b0 

The sustainability indicator would be the gap between the stabilizing primary surplus (z 

and the actual primary surplus (gt   t ).  This indicates to countries the extent by 

which expenditure must be reduced or revenue increased in order to prevent the debt ratio 

form becoming any larger.  The stabilizing primary surplus is helpful in the assessment of 

fiscal policy and debt in developing countries. 

 The sustainability of public debt is an intertemporal question.  A temporary deficit 

can be maintained as along as an adequate future surplus is mandated.  Time series 

methods are usually used to test sustainability and inquire as to whether the solvency 

condition is satisfied by the debt-related variables.  To test this Hamilton and Flavin 

(1986) and Trehan and Walsh (1988) examined the implication of (gt   t ) being strictly 

exogenous and t being constant.  Assuming that real interest rates are adjusted for output 

growth and t has an unconditional mean, the expected limit term will be zero if the 

government reaches its intertemporal budget constraint.  In this case, the sum of the 

current budget surplus and the expected present discounted value of future surplus will 
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equal the payment needed for the principal and interest on the initial debt (Jha, 2001).  If 

this condition is accurate, then the current levels of government spending and taxation are 

sustainable. 
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Chapter VI 

Structural Features of Developing Countries 

Developing countries have built up a substantial amount of debt in comparison to 

the rest of the world.  By the end of 2007, developing countries were responsible for 

approximately 3.5 trillion in debt.  When a nation‘s savings fall below investment i.e. (S 

– I) is negative, the difference gives you the current account deficit.  These countries 

because of poor financial positions borrow abroad to equalize the difference between 

exports and imports.  Many countries generally import more than what their exports can 

pay for, therefore; this cause them to run a current account deficit in order to 

accommodate this level of consumption.  

Table 6 lists a few selected developing countries and compares the level of imports in 

contrast to exports.  As it can be seen, there is a great disproportion between the two and 

this gives rise to the deficit in the current account. 

Table 6: Current Account Balance in Selected Developing Countries 

Country Imports Exports Current Account 

Balance 

Caribbean    
Antigua and 

Barbuda 

$522.8 million 
(2007 est.) 

$84.3 million (2007 
est.) 

-$211 million (2007 
est.) 

Dominica $296 million (2006 
est.) 

$94 million (2006 
est.) 

-$72 million (2007 
est.) 

St Kitts and Nevis $383 million (2006 
est.) 

$84 million (2006 
est.) 

-$163 million (2007 
est.) 

St. Lucia $791 million (2006) $288 million (2006) -$199 million (2007 
est.) 

Grenada $343 million (2006) $38 million (2006) -$138 million (2007 
est.) 

    
Europe    
Albania $4.337 billion (2010 

est.) 
$1.339 billion (2010 
est.) 

-$1.245 billion 
(2010 est.) 

Turkey $166.3 billion (2010 
est.) 

$117.4 billion (2010 
est.) 

-$38.82 billion 
(2010 est.) 

    
Source: Compiled by Author from CIA World Factbook 
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This imbalance in trade is contrary to the mercantilism school of thought.  Mercantilism 

advocated a favorable balance of trade but has come under significant criticism from 

classical economists such as Adam Smith and John Stuart Mill.  One criticism by Adam 

Smith of the Mercantilist theory of the balance of trade was that it is absurd in that it 

claims that a nation can constantly obtain a greater quantity of wealth from its trading 

partners in exchange for a lesser (Perrota, 1991).  However, this mercantilist view is not 

sustainable in the long-run. Various shocks to the economy such as an oil shock will 

cause unwanted swings in the current account balance.  Former Chancellor of the 

Exchequer Nigel Lawson argued that it is not necessary to be concerned with large 

current account deficits once the fiscal accounts are balanced.  This was known as the 

Lawson‘s Doctrine.  In 1994, Max Corden supported the merits of the Lawson doctrine 

saying: 

―The current account is the net result of savings and investment, private and public.  

Decentralized optimal decisions on private saving and investment will lead to a net 

balance – the current account – which will also be optimal.  There is no reason to 

presume that governments or outside observers know better how much private agents 

should invest and save than these private agents themselves, unless there are government-

imposed distortions.  It follows that an increase in a current account deficit that results 

from a shift in private sector behavior should not be a matter of concern at all.  On the 

other hand, the public budget balance is a matter of public policy concern and the focus 

should be on this‖. 

 In spite of the Lawson doctrine several currency attacks in Chile, the UK and 

Nordic countries, in Mexico, Argentina, in several Asian countries and in Russia were 

caused by current account imbalances.  Therefore, there seems to be some inconsistencies 

with Lawson‘s doctrine.  One of the reasons for the failure of Lawson‘s doctrine is that 

more capital inflow will be needed as the current account deficit increases.  The effect of 

this would be an appreciation of the real exchange rate.  Given that exports are an integral 

part of the economy; this appreciation of the real exchange rate would negatively affect 

growth rates and impact prospective tax revenue.  



Texas Tech University, Janelle Alexander, August 2011 

39 

 Across developing countries, there are several features than can be identified as 

drawbacks to their economic advancement.  In most developing countries, efforts are 

made to overcome government regulations and taxes.  Oftentimes this results in 

subornment and extortion which can undermine the integrity of the system.  The level of 

corruption can also be tied to the type of government in power.  For example, 

patrimonialism, which exists in Morocco, is a form of political domination described by 

Max Weber in the Economy and Society, 1922 in which authority rests on the personal 

and bureaucratic power exercised by a royal household, where that power is formally 

arbitrary and under the direct control of the ruler (Marshall, 1998).  Less noticeably there 

is the patronage-based system where political rank can be bought and sold.   

Corruption 

There is an inverse relationship between corruption and per capita income and the greater 

the level of corruption the higher the probability of a country being severely in debt.   

Figure 2 shows the correlation between low levels of GDP and high levels of corruption 

(Corruption Perception Index, or CPI, of Transparency International): 

 

            Figure 2: GDP and Corruption 

            Source: Wordpress (2006) 
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A lower per capita income means a lower standard of living.  Furthermore, with lower 

income levels, the government receives less revenue through taxes.  With such a restraint 

on revenue and the need for other social programs to supplement living standards, this 

will require the government to seek financing from other sources.  Furthermore, decisions 

on spending will vary based on the nature of the state and the organization of public 

officials.  Varoudakis (1996) stated that there were four types of political systems and 

each differ in their views on public spending.  The first system is the ―benevolent – 

dictatorial‖.  In this system the government has little interference with agents and this 

system tends to maximize the welfare of the average consumer.  The other two systems 

are quite opposite to the one previously mentioned. 

When there is corruption public interest and political will diverge.  Maximization of 

utility is based solely on the individual policy maker rather than the maximization of 

social welfare. 

Some additional data on the cost of corruption include: 

 Corruption in Africa is estimated at more than US$ 148 billion per year.  This 

represents 25% of Africa‘s GDP and increases inflation by as much as 20 percent. 

(Bunt, 2002) 

 Depletion of natural resources – corruption undermines the development and 

conservation of natural resources, specifically forests and inshore fishing grounds.  

In 2008, the United Nations estimated the cost to the government of Indonesia at 

nearly US$ 4 billion a year.  This amounts to five times the budget for the 

department of health.  

 According to the World Bank, Star Report (2007), losses amounting from 

corruption and bribes of public officials are approximated at between US $20 

billion to US $40 billion per year.  These losses are comparable to 20% to 40% of 

Official Development Assistance (ODA)  

 Because of corruption, 50% of funds allocated to healthcare are never seen by the 

hospitals and clinics in Ghana (Transparency International, Global Corruption 

Report, 2006). 



Texas Tech University, Janelle Alexander, August 2011 

41 

 Developmental costs are inflated in developing countries because of corruption.  

The cost of provision of accessible water supplies to households can be increased 

by as much as 30%.  This increase in cost by more than US $48 billion may 

prevent some developing countries from achieving the Millennium Development 

Goal on water and sanitation (Transparency International, Global Corruption 

Report, 2008). 

Informal Sector 

     Another feature of developing countries is the dominance of the informal sector.  The 

informal sector comprises a large part of economic activity in developing countries.  The 

features of this sector consist of low skill, lack of capital, small businesses, reduced 

barriers to entry, high number of migrants and lack of defined legal agreements.  Figure 3 

shows the percentage share of employment of the informal sector in 2000.  This indicates 

that the informal sector employs the majority of employed in quite a few economies.  The 

workers employed in this sector are characterized by low pay and sub-standard 

productivity.  Because of the problem of underdeveloped labor force and unstable market 

structures, informal sectors tend to dominant developing countries. 

Figure 3: Percentage of Employed Population in the Informal Sector
6
 

                                                           
6
 UN-Habitat, “State of the World’s Cities, 2001”, http://ww2.unhabitat.org/istanbul+5/statereport.htm 

http://ww2.unhabitat.org/istanbul+5/statereport.htm
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     Another characteristic synonymous of developing countries is that of low levels of 

human capital.  This is partly caused by low per capita income and low standards of 

healthcare and education.  Life expectancy in lower income countries is lower than high 

income countries and the under-five mortality rate is higher compared to high income 

countries.  A country‘s ability to be productive is heavily reliant on its endowment of 

human and natural resources.  A deficiency in either one would have serious implications 

for that country. 

     Together these characteristics will dictate to some extent the productivity of the 

country and its debt situation.  Although these characteristic are not presented in all 

developing countries, the presence of one or more will determine the impact of debt and 

what kind of policy is used to combat macroeconomic problems. 
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Chapter VII 

The Problem of Default 

When a government defaults on its obligations, the situation is called a sovereign 

default.  Many developing countries are unable to keep its financial obligations to its 

lenders due to political instability, ineffective fiscal policy and a weak financial sector.  

During a crisis a country experiences contractions in output and employment and this 

puts a further strain on the economic situation of that country.  This contraction in the 

economic state of the country causes that country to lose access to foreign sources of 

funds.  This problem arises because lenders will only incur the risk of extending a loan if 

they are confident that the loan will be repaid.  Unfortunately, developing countries have 

had a history of financial crises and defaults on loans.  The Great Depression of the 

1930‘s had a significant impact on the financial status of these countries.  With the 

collapse of world economic activity in the 1930‘s, developing countries found themselves 

with no access to industrialized country‘s export markets.  This was the catalyst for a 

series of defaults on external debts which in turn caused private financial flows to these 

countries to come to a halt for about four decades.  

 A country can be faced with the problem of illiquidity and insolvency.  In the case 

of illiquidity, a debtor may not be able to service their debt due to a disproportion 

between revenue and the amount needed to service the debt at that period of time.  One 

course of action that may alleviate this problem is to reschedule or restructure the debt so 

that it will be better aligned with the inflow of revenue to the debtor country.  Where 

solvency is concerned, a debtor simply doesn‘t have the revenue needed to service the 

debt obligations and this problem cannot be fixed by a restructuring of debt.  A country 

may attempt to acquire a reduction in the debt obligation in order to coincide with 

expected long term revenue streams. Another problem for debtor countries is that the 

interest rates on debt can be crippling for countries who are struggling to repay their debt.  

Aside from that fact, the IMF and the World Bank have recommended that poorer 

countries need to pay between 20 to 25 percent of exports in the form of debt repayment.  

This is actually contrary to developed countries which are only required to pay 

approximately four percent.  Furthermore, according to BBC on Africa‘s debt servicing, 
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statistics show that 25-40% of government revenue was being used to service debt.  

When interest rates exceed export growth rate, borrowing money to service debt would 

cause an increase in the debt to export ratio.  The impact of this would be that a country 

would not have access to new sources of funds and would have no other option but to pay 

for its debt by running a trade surplus (Sachs, 1988). 

 Since 1973 one of the problems of developing country debt and even more 

advanced countries such as Britain, France and Italy have been that loans are used to 

finance consumption.  Through the process of recycling countries have been able to avoid 

default however this cannot be sustained indefinitely (Kindleberger, 1978).  Developing 

countries have had to adopt various policies to ensure debt servicing such as depressing 

consumption and investment.  If this is done correctly it will raise out of current levels of 

income.  The problems of these countries have also been magnified by the rise in the 

price of oil.  In order to sustain consumption levels, loans were taken out and this was 

also the catalyst for a world recession (Kindleberger, 1978).  A world recession makes 

debt maintenance even more difficult if not impossible. 

Lender of Last Resort 

 As history dictates, the lender of last resort has gained a lot of significance 

especially when a default occurs.  Unfortunately, a lender of last resort gives way to 

complacency.  Countries are less likely to enforce prudent policies to avoid default.  On 

the other hand, the absence of a lender of last resort opens the gate for deflation.  An 

example of the repercussion of not having a lender of last resort was the depression of 

1929.  A partial reason for the magnitude of this depression was because there was no 

lender of last resort at the time. 

 A central bank is usually a lender of last resort; however their swift action or 

inaction can have serious repercussions such as undisciplined lending or spreading 

collapse (Kindleberger, 1978).  Herstatt and Franklin affairs proved that central banks are 

the main lenders of last resort for local institutions.  Central banks aid in the prevention 

of domestic failure and acts as a defense against spreading so that international financial 

system is not affected.  Unfortunately, this was not the case in 1929 and 1931. 
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Defaults and Rescheduling, 1820-2003  

 Since the early nineteenth century, there have been hundreds of defaults and debt 

restructurings.  Some of these defaults and restructurings were a by-product of wars, 

revolutions, or civil conflicts that impaired the debtor governments‘ ability to repay.  If 

we take a look at Turkey, Bulgaria, and Austria-Hungary, they took an action of 

suspending debt payments to enemy creditor countries at the beginning of World War I; 

Italy, Turkey, and Japan mimicked this behavior at the beginning of World War II.  After 

revolutions or communist takeover, Mexico (1914), Russia (1917), China (1949), 

Czechoslovakia (1952), and Cuba (1960) repudiated their debts.  

 Many of the defaults and restructurings that occurred since the early nineteenth 

century were as a consequence of connections between domestic economic policies and 

shocks to the economy which include changes in the external environment and political 

shocks (Sturzenegger and Zettelmeyer).  An important fact about these defaults is the 

way they are bunched into temporal and sometimes regional clusters which is 

simultaneous with boom-bust cycles in international capital flows.  According to Lindert 

and Morton (1989), Marichal (1989), and Suter (1989, 1992), eight lending booms can be 

identified since the early nineteenth century.  The first was in the 1820s to newly 

independent Latin American countries and some European countries.  The second was in 

the 1830s to the United States, Spain, and Portugal. The third was from the 1830s to the 

mid 1870s to Latin America, the United States, European countries, the Ottoman Empire, 

and Egypt.  The fourth was in the mid- to late 1880s to the United States, Australia, and 

Latin America.  The fifth was in the decade prior to World War I, to Canada, Australia, 

South Africa, Russia, the Ottoman Empire, the Balkan countries, and some Latin 

American countries.  The sixth was in the 1920s to Germany, Japan, Australia, Canada, 

Argentina, Brazil, and Cuba.  The seventh was in the 1970s, to Latin America, Spain, 

Yugoslavia, Romania, Poland, Turkey, Egypt, and Indonesia along with some African 

countries.  The eighth was in the 1990s to Latin America, emerging Asia and former 

Communist countries in Eastern Europe.   These capital flows originated from the United 

Kingdom and France in the nineteenth century; the United Kingdom, France, Germany, 

the Netherlands, and the United States in the early twentieth century; the United States 
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and some western European countries in the 1970s; and the United States, western 

Europe, and Japan in the 1990s (Sturzenegger and Zettelmeyer, 2006). 

 Playing an integral role in these lending booms were lender liquidity, private 

savings, cycles in economic growth and changes in the financial system.  Unfortunately, 

all lending booms resulted in busts where beneficiaries of the capital inflow defaulted or 

rescheduled their debts.  Varying factors contribute to busts.  These factors include: 

 Unfavorable terms of trade for the debtor countries 

 The providers of capital experienced a recession 

 Tighter monetary policy in the creditor countries which cause a rise in the cost of 

borrowing internationally 

 The diffusion of a crisis in a debtor country into the international market through 

financial and trade linkages  

A deterioration in the terms of trade have played a central role in triggering busts.  

This can be seen in the 1870s when guano prices fell sharply because of the rise of 

fertilizers.  Additionally, in the 1990s when a sharp decline in oil prices contributed to 

debt servicing problems in Russia (Sturzenegger and Zettelmeyer, 2006).  Concerns 

over Argentina‘s macroeconomic sustainability, prompted the failure of Baring 

Brothers, a London bank, which had financed an Argentine bond that no creditor was 

willing to accept.  This caused a cease in lending to Latin America.  As a result of 

contagion, the 1990s experienced a bust which was provoked by the 1998 Russian 

default and this led to increase in borrowing costs by emerging markets. 

 In table 7, it outlines the relationship between bust and cluster of default cases: in 

the late 1820s, the 1870s, the 1890s, prior to and during World War I, the 1930s, the 

1980s, and 1998 – 2004.  The 1980s default clusters involved bank loans while the 

others comprised of sovereign bonds.  During each bust, only a group of countries 

that had previously borrowed during the lending boom defaulted contingent on their 

level of indebtedness, how the debt was used during the lending boom, political and 

fiscal institutions, the extent of the shocks and other variables (Sturzenegger and 

Zettelmeyer, 2006).  The defaults of the nineteenth century comprised mainly of Latin 

America and a few countries in European region, in the 1930s it was focused on 
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Europe and Latin America while in the 1980s it was concentrated in Latin America 

and Africa. 

Table 7: Selected government defaults and restructurings of privately held 

bonds and loans, 1820-2004
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Table 7: Continued 
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Table 7: Continued 

 
Source: Sturzenegger and Zettelmeyer (2006) 

  

 A few points of interest are shown by table 7.  Firstly, even though some 

countries and regions received considerable debt inflows, they never defaulted.  This 

encompasses the United States at the federal level, Australia, Canada, South Africa 

(apart from a period concerning sanctions in 1985), most Asian countries, and most 

Arab countries.  Secondly, it must be pinpointed that most Latin American countries 

consistently defaulted, and the region as a whole has been involved in all the default 

waves since 1820s.  Furthermore, it appears that some countries ―graduate‖ from 

continual defaults.  Argentina, Ecuador, and Uruguay have seen episodes of default in 

recent and previous waves.  The 1980s was the last time that the Latin American 

countries defaulted, and more notably, Colombia has not had problems of default 

since the 1930s.  Two default clusters out of the seven in table 5 – the 1930-1940s 

and the 1980s – are considered outliers because those periods are when most 

countries defaulted.  The Great Depression of the 1930s proved to be the worst 

financial crisis on record.  The span of the debt crisis of the 1980s impacted many 

more countries than others before it because of the outreach of lending to new 

countries and newly independent countries in Africa. 

 The default cycle for the period 1998 – 2004 is similar to that of the nineteenth 

century with regards to the quantity of sovereign defaults and restructurings.  After 

the debt crisis of the 1980s, many creditors in the international capital market cut off 

lending to Africa and Latin American countries such as Bolivia.  Therefore, the 

number of developing countries which had access to private debt declined at the start 
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of the 1980s.  Comparing the 1970s to the 1980s, the 1980s saw the private sector 

internalizing a larger share of lending to emerging markets and Asian countries.  At 

the end of the lending boom in 1997, the outcome was a private debt crisis which led 

to widespread commercial defaults and debt restructurings in the crisis countries of 

Asia and not necessarily sovereign debt restructuring.  Because these private sector 

defaults are not outlined by the table, the magnitude of the last lending bust cannot be 

accurately conveyed.  The role of the International Monetary Fund (IMF) in 

preventing debt restructuring extends to their large lending packages given to 

countries such as Mexico, Brazil, and Turkey during the 1990s and 1980s.  Without 

the assistance of the IMF, these countries would have been involved in the debt 

restructuring of the late 1990s.  
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Chapter VIII 

The Early-Warning Model 

 Country risk analysis has gained extreme significance over the years as a means 

for researching the economic and financial difficulties that countries face, the variables 

that define these difficulties, and how these difficulties contribute to the making of 

economic policy as well as the overall business and investment environment (Kosmidou, 

Doumpos and Zopounidis, 2008).  The importance of country risk analysis can be clearly 

seen by the number of existing risk rating agencies who make available assessments of 

country risk (Erb et al., 1996). Establishing country risk can prove to be very difficult due 

to the intricate nature of the economy and the financial difficulties that a country may 

face.  The factors facing each country are unique to that country and furthermore, the 

origin of problems within countries can stem from a variety of areas, which makes the 

need for analysis very important for prospective creditors.  A general definition for 

country risk is the probability that a country will not be able to generate enough foreign 

exchange to pay its obligation to its foreign creditors (Cosset et al., 1992).  Table 8 below 

shows the varying factors used in country risk analysis although all are not found to be 

significant indicators of country credit risk. 

Table 8: List of commonly used country risk indicators
7
 

 

 

 

 

 

 

 

 

 

 

 

                                                           
7
 Kosmidou, Doumpos, Zopounidis, (2008) 
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Figure 4 shows the frequency of the most prominent factors found in country risk studies.  

Based on that table, inflation, imports/reserves, external debt to GDP were the top three 

that were found to be most significant. 

 
Figure 4: Country risk indicators most often found significant in country risk 

studies (frequencies) 

 Source: Kosmidou, Doumpos, Zopounidis, (2008) 

 Numerical credit-scoring models are one way in which country risk has been 

evaluated.  Three of the major studies conducted are by Charles Frank Jr., and William 

Cline in 1971; Earl Grinols in 1975 and more recently by Gershon Feder and Richard 

Just.  The purpose of the study conducted by Frank and Cline was to assess the 

probability of a country rescheduling its external debt.  There study covered 26 countries 

over a ten year period 1960-69.  Also included in this study were twenty one occurrences 

of formal multilateral rescheduling.  Upon concluding their study, it was determined that 

three short-term variables were significant in the determination of debt rescheduling.  

These three variables were the traditional debt-service ratio (principal-interest payments 
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ratio to exports), the ratio of debt amortization to total debt outstanding and the ratio of 

imports to international reserves (Mayo and Barrett, 1978). 

 Feder and Just built their study on the work of Frank and Cline.  They used the 

same variables and also added a few new ones.  However, Feder and Just also criticized 

Frank and Cline‘s work on the statistical basis that you cannot use discriminant analysis 

for this type of ―yes‖ or ―no‖ problem because it violates the normality assumption 

(Mayo and Barrett, 1978).  Therefore, Feder and Just used logit analysis instead of 

discriminant analysis to correct the statistical deficiencies.  Logit analysis is a technique 

used in econometric analysis which is able to interpret categorical qualitative dependent 

variables such as whether or not a country reschedules its debt (Mayo and Barrett, 1978).  

Through the use of logit analysis and nine economic variables, of which seven were in 

the original study conducted by Frank and Cline, covering the period of time 1965 – 

1972, Feder and Just established double the amount of significant explanatory variables 

for the 21 occurrences of debt rescheduling.  Along with the three significant variables 

found by Frank and Cline, they also found income per capita, the ratio of capital inflows 

to debt service payments, GDP growth, and export growth to be significant (Mayo and 

Barrett, 1978).  Additionally, the outcome of their study was found to have a lower rate 

of error with a margin of 12 – 26 errors for 145 observations.  In contrast to Frank and 

Cline, Feder and Just used both medium and long term as well as short-term economic 

variables. 

 Another early-warning model was developed by Eximbank and this too was 

fashioned off of the work of Frank and Cline and Feder and Just.  However, it expands 

the logit analysis by increasing the sample size and extending the time period with the 

inclusion of some additional economic variables.  It also included alternative measures 

for servicing debt alongside the formal multilateral rescheduling.  This new model was 

patterned so that it could predict varying types of debt servicing difficulty up to five years 

in advance.  Therefore, there was no need to lag the explanatory variables as was done 

previously (Mayo and Barrett, 1978).  
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Description of the Database 

The data used for the Eximbank model consist of about 50 basic variables for 48 

countries covering the time period 1960-75 inclusive of debt projections up to 1980.  

There were approximately 40,000 observations.  Of the 48 countries used, they accounted 

for 93 percent of the total debt outstanding of all developing countries in 1975 (Mayo and 

Barrett, 1978). 

The most beneficial source used for data was the IMF‘s International Financial 

statistics.  This database provided data on national income accounts, including gross 

domestic product, government revenue and expenditures, and fixed capital formation; 

money supply; domestic credit; reserve position in the IMF; international reserves; 

exchange rates; consumer prices; population; and balance of payments, including exports, 

imports, largest export, current account balance, and short-term capital flows. (Mayo and 

Barrett, 1978)  From the World Bank Debt Tables, the following data was acquired: basic 

debt data, including disbursed and total debt outstanding, commitments, principal and 

interest payments, and supplier credit and private bank disbursed and total debt 

outstanding.  Data on net oil imports and important imports were gained from the United 

Nations‘ Yearbook of International Trade Statistics.  A second essential source of oil 

import data was the Bureau of Mines‘ International Petroleum Annual.  The World Bank, 

the U.S Treasury Department and the U.S. State Department provided data on 

rescheduling data (Mayo and Barrett, 1978). 

Results of the Early Warning Model 

The dependent variable used in the Early Warning model was debt-servicing 

difficulty in the form of formal multilateral rescheduling.  This dependent variable is 

binary and indicates whether or not a formal multilateral rescheduling occurred.  The 

occurrence of a rescheduling was expanded to include up to the next 5 years.  Therefore, 

two values were assigned to the dependent variable.  It could either be that a rescheduling 

would take place within five years, that is, within the current year or anytime up to the 

fifth year or no rescheduling will occur within the five years. They chose a period of five 

years so as to coincide with the normal maximum term of commercial bank lending. 
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Five hundred and seventy one observations for 48 countries made up the sample 

for the Eximbank model.  This was 2.5 times the number of observations in the Feder and 

Just study and almost 4 times the amount in the Frank and Cline study.  Twenty eight 

occurrences of formal multilateral rescheduling for 11 countries were covered by this 

sample. 

Six variables were used in the final re-estimated logit model.  These variables 

were the ratio of disbursed debt outstanding to exports, the ratio of international reserves 

to imports, the ratio of gross fixed capital formation to GDP, the ratio of imports to GDP, 

the ratio of reserve position in the IMF to imports, and the rate of increase in consumer 

prices (Mayo and Barrett, 1978). 

In order for these variables to be considered for the model, they had to fit into 

several statistical criteria such as correctness of the sign of the coefficient, consistency of 

the sign of the coefficient over a number of alternative logit estimations, stability and 

significance of the t-statistic, and the change in the predictive capability of the equation 

when the variable was dropped from the model either by itself or as one of a group of 

variables. 

It appears as though the signs of the coefficients of the variables were correct.  

The variable for the ratio of disbursed debt outstanding to exports indicated a positive 

correlation to mean that as the ratio of debt outstanding to exports increased, the greater 

the chance of a country rescheduling its debt.  The ratio of international reserves to 

imports and the ratio of the reserve position in the IMF to imports both have negative 

coefficients.  In other words, the stronger the reserve position, the lesser the chance that a 

rescheduling will occur.  Also found to be negative was the ratio of gross fixed capital 

formation to GDP.  This was expected because as a country engages in more long-term 

investment, this causes an increase in the productive capacity and strength of the 

economy hence decreasing the likelihood of a rescheduling.  The consumer price index is 

another factor when considering debt servicing difficulties and the higher the rate 

indicates domestic inflation and the possibility of a country experiencing difficulties. 

At first glance it appeared as though the negative sign associated with the ratio of 

imports to GDP was inaccurate.  However, if we view it from the point of degree of 
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―openness‖ or maturity of the economy then there will be a negative relationship.  The 

openness of a country to trade will reduce the incidence of debt rescheduling.  Even 

though the debt-service variables played an important role in both Frank and Cline and 

Feder and Just studies, they had to be dropped because of their poor statistical 

performance.  The historical data for debt service shows the relationship between 

principal and interest payments.  If a rescheduling occurs, the principal and interest 

payments made would be significantly less than what would be payable had the 

rescheduling not happened.  This, of course, is what initiated the rescheduling originally.  

In order to evade this problem, Frank and Cline and Feder and Just opted to replace the 

actual debt service with a hypothetical debt service for the countries and years that 

rescheduling occurred.  However, this data adjustment could have the effect of biasing 

the results of the model. 

The results indicate that the t-statistics for the six variables of the model were 

strongly significant at a 5 percent confidence level.  Table 9 presents the results of the 

model. 

Table 9: Logit Parameters for Probability of Rescheduling 

 Coefficient t-Statistic 

Ratio of disbursed debt outstanding to exports 0.876 5.015 

Ratio of international reserves to imports -3.520 -4.047 

Ratio of imports to GDP -9.215 -3.737 

Ratio of reserve position in IMF to imports -6.340 -3.158 

Ratio of gross fixed capital formation to GDP -5.259 -2.510 

Percentage change in consumer price index 1.500 2.090 

Constant 0.090 0.133 

Log-likelihood ratio = 147.172 
Log-likelihood ratio index = 0.63 
Note: Probability of rescheduling = exp [0.090 + Z]/1 + exp [0.090 + Z] where: 
Exp denotes exponential and Z is the sum of the product of the coefficients and 
parameter values (Z = sum biXi) where the bi‘s are the above coefficients and the 
Ix‘s are the values for the six variables 
Source: Barrett and Mayo (1978) 
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 To test the predictive power of the model, it was decided that the model was 

accurate if a rescheduling occurred for the country during that five year period and it was 

inaccurate if no rescheduling occurred.  In 76 percent of the cases, the model was able to 

accurately predict a rescheduling and this was aided by the use of a probability cutoff 

which was necessary to balance the share of errors in each category.  The model was 

accurate in 87 percent of the cases where a rescheduling did not occur.  An R² of .63, 

indicates that the early warning model will have an accuracy rate of 63 percent in its 

predictions of rescheduling for the period and up to five years. 

 The results of these studies and models are intended to pave the way for continued 

research and development of techniques to assess developing country risk.  The 

application of these techniques serves to contribute not only to international financial 

lenders for the assessment of country creditworthiness but also for international 

borrowers for the assessment of their own credit risk and debt-servicing capability.   

As the idea of country risk analysis gained momentum, many more rating 

agencies emerged.  One example is the Knaepen Package which came into effect in 1999.  

It was named after the Chairman of the Participants‘ Working Group on Premia and 

Related Conditions, Pierre Knaepen.  The principle objective was to set premium fees on 

export credit through benchmarks and country risk.  It classifies countries into eight 

categories based on their credit risk.  The categories are from 0 (no risk) to 7 (high risk).  

Countries are classified through the use of two components which are the Country Risk 

Assessment Model and a qualitative assessment which takes into account the political 

stability of the country and other factors which were not accounted for in the model.  

Country Risk Classifications are provided mainly for establishing minimum premium 

rates for transactions covered by the Export Credit Arrangement. 8 

 

 

 

 

 

                                                           
8 ―Organization for Economic Cooperation and Development‖, Accessed June 7, 2011. 
http://www.oecd.org/ 
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Chapter IX 

Fiscal Policy in Developing Countries 

The debate over fiscal policy can be dated back to Ricardo, Malthus and Mill.  

The underlying facts of what is considered to be appropriate fiscal policy find its basis in 

two fundamental theorems, that of welfare economics and the writings of Richard 

Musgrave (Whalley, 1997). 

These two fundamental theorems outline a series of stringent assumptions where, 

every competitive equilibrium is Pareto Optimal and a Pareto Optimal allocation can be 

defined as a competitive equilibrium with appropriate lump-sum transfers.  If it is 

necessary for the government to raise taxes to finance expenditure, it should be done with 

the least divergence from Pareto Optimality; that is, they should alleviate as much 

deadweight loss as is possible that fiscal policy creates in the economy. 

Fiscal policy continues to play an integral role in many developing countries.  

When fiscal policy is properly used in combination with monetary policy, it can have the 

effect of smoothing business cycles, redistributing income and ensuring sufficient public 

investment (Jha, 2007).  Fiscal policy is comprised of four major components.  They are 

expenditure/budget reform, revenue mobilization, deficit containment/financing and 

fiscal transfers. Aggregate demand and aggregate supply are the means by which fiscal 

policy functions.  Factors that affect aggregate demand include changes in taxation and 

public expenditure whereas incentives to save, invest, take risks, among other things, are 

affected by the tax structure and also public expenditure. 

Developing countries are pressured by the need to maintain economic growth 

which involves high government expenditure.  However, they are handicapped by their 

low per-capita incomes and high levels of poverty.  These issues put a strain on economic 

growth and limit the efficiency of policy instruments.  It is these problems that cause a 

disparity between the outcomes from policy and the actual intentions of the policy. 

Three major points are highlighted when conducting developmental policy.  The 

first is the issue of exchange rate policy because it has an important effect on the 

objectives of fiscal policy.  When a developing country has a fixed exchange rate, and it 

also tries to implement a developmental program using accepted techniques and 
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instruments of planning it will eventually develop balance of payments problems 

(Johnson, 1967).  The use of fiscal and other control instruments will become necessary if 

a country is adamant about maintaining its fixed exchange rate.  Concerning items in the 

current account, it is likely that a country‘s policy will put an overwhelming emphasis on 

import-substitution; this is because imports are easier to manage in comparison to exports 

and because the improvement of import-substituting industries gives the outward 

appearance of economic development even if resources are squandered, and there is 

insufficient emphasis on export-promotion (Johnson, 1967).  A change in the criteria for 

saving and earning foreign exchange is likely to have an impact on the types of 

international sector industries used for the promotion of development instead of 

calculating comparative advantage using relative real costs.  Concerning the capital 

account, if the balance of payments continues to be a problem, the country will 

experience extreme problems with the continued need to borrow from international 

markets.  This may cause the country to hinder private foreign investment through a 

series of restrictions on the release of profits and capital. On the other hand, a 

government may specify an allotment of numerous incentives geared at private foreign 

investment that promotes the saving of foreign exchange.  

 Heady (2004) states that most developing countries lack the necessary consensus 

to come to a decision on what is effective fiscal policy. Additionally, governments are 

plagued with limited resources because tax revenue is small, and because of weak tax 

administration, there are incentives to evade taxes.  Table 10 compares the tax revenues 

across developing, developed and transitioning economies through the time periods 1990 

to 1995 and 1996 to 2002. 
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Table 10: Tax Revenues for Developing and Developed Countries 

 1990 to 1995 

Countries   Median 

1996 to 2002 

Countries   Median 

Complete Sample 123               20.3 111              20.2 

Developed Countries 24                 30.8 23                31.3 

Transitional Economies 16                 28.4 19                25.4 

Developing Countries 83                 17.3 69                15.7 

Africa 28                 19.2 22                17.4 

Latin America & 

Caribbean 

25                 17.3 19                15.2 

Asia & Oceania 30               16.6 28                15.2 

Source: Jha (2007) 

 

 Table 10 shows that the amount of tax revenue collected (as a percentage of GDP) 

by developing countries have decreased over time whilst it is the contrary for developed 

countries.  This shows that the reality of developing countries is that their resources are 

severely restricted. 

 Another major element which must be taken into consideration when evaluating 

fiscal policy is the informal sector.  The informal sector is that part of the economy that is 

not taxed and not highly monitored by the government.  It is this part of the economy that 

makes up the largest part of society in developing countries.  For this reason, a central 

focus must be placed on the informal sector when designing a tax structure and assessing 

its effectiveness.  Auriol and Warlters (2005) determined that the size of the informal 

sector is a by-product of the high entry cost associated with the formal sector in 

developing countries.  High barriers to entry mean that firms and individuals who are 

able to access the formal economy will accrue high rents which make them easily taxable 

as opposed to the smaller businesses which make up the informal economy.  If this 

hypothesis is true, then it would be in the governments favor to promote large informal 

sectors for tax purposes. Auriol and Warlters supported their theory through empirical 

evidence covering 64 countries.  It was shown that 0.4 percent of tax payers are 



Texas Tech University, Janelle Alexander, August 2011 

61 

responsible for 61 percent of domestic tax collection in Kenya and 57 percent in 

Colombia (Jha, 2007).  To aid in tax collection, the International Monetary Fund (IMF) 

has been a proponent of the creation of large tax units (LTUs) in quite a few developing 

countries.  By realigning limited tax administration resources in an effort to make them 

more productive, LTUs would enhance tax instruments.  To increase tax revenues, Auriol 

and Warlters stated that it is necessary to lower the barriers to entry which in turn will 

increase the size of the formal economy. 

 Fiscal variables in developing countries are relatively unstable.  Table 11 

compares the variability in the coefficient of key fiscal variables for 13 Latin American 

developing countries and 14 developed countries.  In comparing both the nominal and 

real terms, Latin American countries realized higher coefficients of variation as opposed 

to their industrialized counterparts (Jha, 2007). 

Table 11: Coefficients of Variation of Key Fiscal Variables 

 Nominal Real 

 Industrialized 

Countries 

Latin America Industrialized 

Countries 

Latin America 

Total Revenue 0.15 0.55 0.05 0.14 

Current Revenue 0.15 0.56 0.05 0.14 

Non-tax revenue 0.19 0.58 0.11 0.24 

Tax Revenue 0.15 0.56 0.05 0.17 

Total Expenditure 0.16 0.55 0.05 0.14 

Current 

Expenditure 

0.16 0.55 0.05 0.13 

Government 

Consumption 

0.15 0.54 0.05 0.13 

Interest Payment 0.22 0.63 0.13 0.28 

Transfers 0.17 0.58 0.07 0.20 

Capital Formation 0.17 0.57 0.14 0.22 

Source: (Jha, Fiscal Policy in Developing Countries: A Synoptic View) 

N.B.: The Gavin and Perotti (1997) database is used for the analysis 

In addition to the instability of fiscal variables in developing countries, they are 

also pro-cyclical.  However, Keynesian models state that fiscal policy should be 
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countercyclical.  During a recession, the government should be able to manipulate taxes 

and expenditure in order to prevent the economy from growing too quickly.  Unlike the 

Keynesian outlook, the hypothesis presented by Barro (1979) of the Ricardian 

Equivalence indicates economic agents adjust their decisions based on their perceptions 

of changes in the government‘s fiscal policy; and therefore, it should remain constant 

during the business cycle unless there is an unanticipated change in the budget constraint.    

Therefore, under Keynesian principles, fiscal policy is counter cyclical; on the other 

hand, with Barro the business cycle should have no bearing on fiscal policy.  There is 

evidence to suggest that G-7 countries show no relationship between government 

consumption and output, which supports the Barro principle.  Quite contrary, fiscal 

policies in developing countries are procyclical and doesn‘t identify with either 

Keynesian or Barro.  There are two reasons for this occurrence.  Firstly, tax bases are 

small and public expenditure is inelastic, so that during an expansion, tax revenues and 

expenditures will increase whereas the opposite will occur during a recession.  Talvi and 

Vegh (2005) presented an argument for the procyclical behavior of developing countries 

in the context of Barro. They contested that because of the magnitude in the fluctuations 

in the tax base in developing countries in comparison to developed countries, tax 

smoothing would involve large surpluses during expansionary periods under the Barro 

type.  However, because public expenditure is inelastic, this limits the ability of the 

government to run large surpluses.  Additionally, a favorable budgetary position would 

trigger pressure for an increase in public expenditures on public sector projects and 

subsidies instead of removal of debt which is required by full tax smoothing.  Because of 

the incentive for misusing resources, it is unlikely that developing countries will run large 

surpluses and hence ensures that fiscal policy is procyclical.  

 Management of fiscal policy can come with great cost.  When a government 

increases expenditure and cuts taxes this means higher deficits and a higher debt.  In a 

study of high-income and developing countries, Reinhart and Rogoff (2010) indicated 

that GDP growth will be restricted because of high levels of sovereign debt.  Debates 

have surfaced over how effective fiscal policy will be at high levels of debt and concerns 

were made about the expansionary effect of fiscal contractions as posited by Alesina and 
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Ardagna (2010).  A critique of this claim by the IMF (2010) stated that even though fiscal 

contractions may be necessary, they do come at short-run cost.  

 Ilzetzki (2011) conducted a study of 28 countries to determine the effects of fiscal 

policy on economic activity.  Additionally, using methods introduced by Favero and 

Giavazzi (2007), he explored the impact of fiscal policy on government indebtedness.  In 

developing countries it was found that a one percentage cut in personal income taxes will 

increase GDP by nearly 0.4 percent.  A negative correlation was found between average 

marginal personal income tax rate and GDP growth rate.  A possible reason for this is 

that tax codes may be more distortionary in developing countries.  The impact of 

government expenditure is more prevalent in high-income countries rather than 

developing countries.  Fiscal shocks make it difficult to approximate the effects of 

government expenditure and taxes on output.  Fiscal policy, although it affects economic 

activity also responds to fluctuations in the business cycle.  The problem of disentangling 

the two has been a major challenge for the empirical study of fiscal policy.  Ilzetski 

(2011) findings also showed that fiscal policy in Brazil and Estonia was subdued by debt 

dynamics.  Fiscal reversal was identified as a main channel.  Debt levels increased when 

there was an increase in government expenditure or taxes were cut.  Eventually, this 

would lead to a reversal where government expenditure would be decreased and taxes 

will increase.  The effect of the reversal was to minimize the effect of the initial fiscal 

stimulus which would have resulted in long-run expansion. 
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Chapter X 

Conclusion 

 Debt relief should not have to be a continuous operation.  The only way that debt 

will remain at sustainable levels is if there is an enhancement in the domestic public 

financial management (Executive Committee on Economic and Social Affairs of the 

United Nations, 1999).  One lesson that we should take away from the 1980s debt crisis 

and the recent financial crisis is that there is an important need for timely and accurate 

information on debts.  Furthermore, for there to be effective debt management, focus 

must be placed on institutional issues, co-coordination, elaboration of strategies, legal 

matters, registering and channeling of information flows for operations as well as 

decision making.  How a country responds to a deficit makes a difference in the overall 

economic climate of the country.  A country does not have to respond to debt servicing 

difficulty by way of default or rescheduling.  Other measures such as curbing domestic 

demand, depreciation of the exchange rate or trade restrictions are available to policy 

makers (Solomon, 1978). 

Transparency and accountability is another critical factor necessary for the 

development of developing countries.  Without transparency and accountability, this can 

compound financial deficiencies and retard efforts to combat a crisis.  Actions should be 

taken to improve transparency and accountability at all levels such as the private sector, 

public sector and international financial institutions.  In order for improvements to be 

made, it has to be a concerted effort both by the developing countries involved and the 

international community. 

Another essential factor critical to developing country crisis is that of choosing 

the right exchange rate regime.  It is dangerous for a developing country to fix its 

exchange rate unless it has the capacity to do so.  The success of stabilizing inflation was 

achieved by the use of a more flexible exchange rate system, or countries were more 

flexible after using a pegged exchange rate in order to reduce inflation expectations.  A 

diversion from this would leave them with real appreciations and current account deficits 

that would leave them unprotected.  In Argentina, it was proved that a fixed exchange 

rate was unsustainable in the long run, especially with their past of hyperinflation.  Since 
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1995, Mexico has shown that larger developing countries can cope significantly with a 

floating exchange rate. 

A large part of the crisis experienced by developing countries was not only a 

currency crisis but also a banking and financial crisis.  Governments faced policy 

conflicts of restricting the money supply to support the currency while needing to print 

money to mitigate bank runs.  These bank runs initiated the collapse of many banking 

institutions, and because of this restriction of access to credit, it had a dire impact on the 

private sector by forcing even profitable businesses out of business.  Banking instability 

was a factor in the crises of Argentina, Chile, and Uruguay in the 1980s and of Mexico in 

1994-1995 (Krugman and Obstfeld, 2009).  Given this experience governments should 

make sure that their banking systems are secure so as to minimize moral hazard and 

become more resistant to financial crises. 

It is evident throughout history that there is a proper sequence in which you 

should enact liberalization measures.  Krugman and Obstfeld (2009) outlined the basic 

economic theory of the principle of ―second best‖ and it states, ―when an economy 

suffers from multiple distortions, the removal of only a few may make matters worse.‖  

Think about the sequence of financial account liberalization and financial sector reform 

as an example.  It would be inaccurate to liberalize the financial account before proper 

measures are taken to safeguard and supervise the domestic financial institutions 

(Krugman and Obstfeld, 2009).  Without these measures, it will only broaden the path for 

reckless lending by domestic banks.  To further compound the situation, when the 

economy slows down, there will be a reduction in foreign capital and this will cause 

domestic banks to become insolvent.  Therefore, it would be wise to strengthen the 

domestic financial system before opening the financial account so that it can withstand 

incoming world capital.  Furthermore, economists believe that trade liberalization should 

be the predecessor of financial account liberalization.  Some effects of financial account 

liberalization would include real exchange volatility and a hindrance of the movement of 

factors of production from nontraded to traded goods industries (Krugman and Obstfeld, 

2009). 
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Through globalization, healthy economies are not immune to the crises happening 

elsewhere in the world.  This domino effect is known as contagion.  When the crisis in 

Thailand was the catalyst for another crisis in South Korea, this was contagion at work.  

Another significant example to be mentioned is August 1998 when a decline in Russian 

ruble ignited concern about Brazil‘s real.  The problem of contagion has brought to light 

the need for reforms of the international financial system.  Contagion was normally 

thought of as an emerging markets problem because the effects were not readily seen in 

developed countries economies.  Developed countries lack information asymmetry while 

developing countries still see significant amounts of asymmetric information and this 

serves to worsen the impact of contagion on these markets. 

What are some policy implications that could be made applicable to Antigua and 

Barbuda and by extension the Caribbean region?  Firstly, during times of prosperity, 

policymakers need to explore more macroeconomic policy responses in the event of an 

adverse shock to the economy.  In order to dampen the effects of a shock it is necessary 

to have coordinated and preemptive domestic policies.  Secondly, the importance of a 

stable financial system is essential for the transmission of monetary policy; therefore, a 

clearly developed market is important. 

Antigua and Barbuda must aim to develop a growth strategy that is well balanced.  

When countries rely on external demand, this puts the country at risk for demand shocks 

created by their trading partner.  Although the growth of many countries depends on their 

level of exports, this exposes them to more demand shocks as their economies grow.  One 

way to mitigate this is to diversify the export base which then diversifies the economies 

exposure to export markets. 

Developing countries need to establish policies which supervise how much 

exposure they are willing to give foreign banks within their financial system.  If the 

lending conducted by these institutions is not backed by domestic deposits, this can be a 

channel of more vulnerability in light of the fact that foreign banks can transmit financial 

contagion.  Although a crisis can be triggered by expectations, the possibility of this 

happening can be highlighted by weaknesses in the economy.  These weaknesses may 

appear in the quality of bank regulation, accountability and transparency of governance, 
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the level of domestic financial development, and the enforceability and strength of 

property rights.  Furthermore, weaknesses may exist in the competitiveness of the real 

exchange rate and a viable plan for public debt, the availability of liquid international 

reserves and the nature of external debt.  Policy aimed at minimizing these weaknesses 

will determine the country‘s risk-return tradeoff and allow for higher opportunities of 

growth and decrease volatility. 
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