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Executive Summary

This document is a compilation of presentations made by debt management experts and
professionals during the inter-regional debt management conference held in Geneva in
December 1997. The presentations cover topicsrel ated to debt management and, in particular,
new trends in institutional practices and information technology which affect the ways in
which governments and international institutions such as UNCTAD approach effective debt
management.

Experience has shown that effective institutions matter as much as appropriate public and
private policies to maintain a prosperous economy. Events such as the liberalisation of
developing country economiesand those of countrieswith economiesin transition haveforced
governmentsto respond to new economic challengesand conditions. The presentationsmade
during the seminar aimed at addressing the effects of these devel opments on public debt, the
way it has been managed and the institutions which played the primary roles in the
management of national debt obligations.

Another important factor involves the rapid developments in computer technology.
Sophisticated integrated computer systems continue to offer new possibilities and challenges
that affect the institutions in which they are employed. A number of the presentations
addressed such important related issues under four principal themes: the institutional
environment for effective debt management, integrated financial management systems, best
practices in debt management and capacity building and regional cooperation.

The analyses provided in the ensemble of the presentations will serve to analyse debt
management situations faced by a number of countries in severa regions; bring new issues
into perspective; and enrich the thinking and practice on effective debt management systems
for the future by drawing on lessons learnt from the past.

UNCTAD wishes to thank UNDP for its financial support in compiling this publication.
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OPENING STATEMENT

Rubens Ricupero

Distinguished Participants, Ladies and Gentleman,

It is a great pleasure to welcome you to this c@miee. As a former Minister of Finance
of my country, Brazil, | fully realise the cruciable of effective debt management and, more
generally, good public financial management. Thespnce of so many debt managers and
experts at this event is evidence that you agrée tivis assertion and believe that UNCTAD can
play a useful role in this regard. With around Ig@vernment officials from more than 50
countries from all regions of the world, this i®pably one of the largest gatherings of its kind
over the last few years.

Fifteen years have passed since August 1982 whesc®e inability to service its debts
triggered a rapid succession of similar moratosieother debtor countries and led to what has
come to be known as the "debt crisis". This crimisught into stark relief the importance of
effective debt management for many developing atesitThis was a relatively new field of
development administration but it soon became aralefeature of governmental efforts to
restore stability and creditor confidence in theronomies. Recovery from debt service
difficulties has been uneven among countries agimns, but the need to effectively manage the
external debt of a country remains a constant emdeafor all. The establishment and
continuous improvement of sound debt managemeierags policies and practices is required,
both by countries facing debt-servicing difficutiand by those in a more comfortable situation.

Clearly, at the end of the nineties, debt managéinas considerably changed and also
differs significantly among various groups of caisg. Highly indebted poor countries, whose
debt is almost entirely owed to official creditotslateral and multilateral, may in the future
benefit from the so-called HIPC Initiative. The etfjve of this Initiative, which was endorsed
by the Interim and Development Committees of th€& ihd the World Bank in September 1996,
is to help these countries achieve overall debtamability, on a case-by-case basis, thus
providing an exit from the rescheduling proces=réfore, during 1996 debt managers from, for
example, Bolivia, Burkina Faso and Uganda, haven desavily involved in preparations and
negotiations with the World Bank, the IMF and thari® Club within the framework of this
initiative.

In contrast, since mid-1996 a number of develogiogntries and countries in transition,
such as Jordan, Kazakhstan, Lithuania and Parteawea,issued international bonds for the first
time or returned to the market for such bonds dfteg absences. Debt managers of these
countries are discussing these bond issues wittsstment banks and lead managers. They are
also concerned by the first-time assignment ofitratings to the foreign currency debt of their
country by the major credit rating agencies.

In an environment of increasingly mobile and vdéatcapital flows and integrated
international capital markets, debt managers imallsnumber of emerging markets, taking the
example of several OECD countries, have startdddk at the external risk exposure of their
country's sovereign liabilities and are acquiringowledge and experience in modern risk
management techniques, such as futures, optionsveayas.
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Thus, debt managers face different challenges @pdoach their tasks from different
situations, experiences and perspectives. For sdetd, sustainability is at the forefront; for
others, market access or risk management technagadgbe major issue of the day.

Whatever these differences, it is critical for efluntries to have a professional debt
management function. Some experts believe thastment in a professional debt management
office is one of the most important investmentsoantry can make. After all, the senior debt
management officials are the defenders of the Guwwent's reputation in the international
financial community and in the market place. Attirag and retaining qualified staff, establishing
a debt management office with sufficient autonomyld its job effectively and ensuring that it
has the information systems, authorities and adedilities in place to implement strategies
successfully are key issues that need to be addtess

While many experts will present their views on was issues in the evolving field of
debt management, this meeting is also an occasiodebt managers to meet with colleagues
from other countries and exchange experiencesllihapefully give you a feeling of being part
of a distinguished group of professionals who shereommon endeavour: to manage your
country's debt in the most effective way. At thel ef the conference we hope to have a better
understanding of the new challenges and tasks ak@TAD will also be in a better position
to provide you with further assistance.

Last year, UNCTAD IX underlined the importance dflOTAD's technical co-operation
and explained that it should focus its work on\atéis that provide practical assistance to
developing countries and economies in transitibaldo mandated the UNCTAD Secretariat to
provide continued support for debt management. Asimaportant element of UNCTAD's
technical co-operation activities, the Debt Managemand Financial Analysis System
(DMFAS) Programme is an excellent example of hoe tiiganisation is assisting member
countries, involving practical work at the countewel, on an issue directly relevant to the
integration of developing countries and countrieansition into the international economy.

The DMFAS Programme originated some fifteen yegrs a the outset of the so-called
"debt crisis". It resulted from UNCTAD's particip@at in the Paris Club, as well as its
accumulated experience in dealing with the debbleras of developing countries. UNCTAD's
economists recognised the strengths and weakne$sdsbt management systems in a large
number of countries. We therefore thought that eoimg the capacity of developing countries to
manage their foreign debt would make a significamttribution to disentangling some aspects of
the debt problem. UNCTAD started by building a comep-based debt management information
system called the Debt Management and Financialy8isaSystem (DMFAS), which is the
major component of our technical co-operation iis irea. Since then, the DMFAS has been
regularly upgraded in order to adapt to the evotutf international finance as well as the rapid
changes in information technology.

The DMFAS Programme is now one of the major prosddef technical co-operation
services in the area of debt management. Its sadtigghe most widely used standard system for
debt management in the world. Today, the DMFASntliease consists of more than forty
developing countries and economies in transitiome iumber of user countries is growing
rapidly and is expected to be close to sixty by year 2000. Taken together, the long and
medium-term public and publicly-guaranteed debirently being managed or about to be taken
under management by the DMFAS, represents arouftl @bthe total outstanding of this
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category of debt of developing and transition cdest It amounts to close to $ 600 billion - a
highly impressive figure, and an indication of th&st placed in our organisation.

Finally, let me thank all of you for participatimg this event. Our special thanks are due
to the UNDP, which is co-sponsoring this meetirggwell as to all the other donors which have
provided financial support to the DMFAS Programnveromany years. | wish you a successful
meeting and profitable deliberations.
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THE CHANGING MACRO-ECONOMIC FRAMEWORK AND CRITICAL
ISSUESIN SOVEREIGN DEBT MANAGEMENT

Dr Pervez Tahir

| have been asked to focus on recent significavieldpments in the macroeconomic
framework and the emerging issues for sovereigi mhelmagement consideration. An interesting
fact to note is that policy makers are remindedl@ht management policy under the rubric of
macroeconomic policies only when a crisis is alyghére. When the going is good - more or less
free flowing capital, increasing growth and expagdemployment - the expansionary stance
merrily moves forward until the economy receives tiext shock or hits a bubble. | think it was
Rosenstein-Rodan, the pioneer of a big push irtatapvestment, who underscored the point that
what was important was the uninterrupted flow téiiest payments, not repayment of principal.

It is the prospect of non-payment of interest teadls to panic recalls. This happened in the
nineteenth century and again in this century. @oesli have always acted pro-cyclically.
Foreclosures are not relevant in the case of sgwveb®rrowers. To them access to future credit is
important. In case an unsustainable debt burdeanadates, continued lending to ensure debt
servicing at real interest rates equal to or lothan the long-term growth of the economy is likely
to dissuade sovereign borrowers from default. Thiafter the event. Before the event, macro-
economic projections place growth rate above istesge in an accounting sense, with no cushion
generally for failure of assumptions to hold orxjected changes in objective data.

Our understanding of the subject will be facigthtif | am permitted to view the
"rediscovery" of debt management policy in its gnopistorical perspective. For over a century and
a half, beginning with Adam Smith's canons of texxabf 1776 until the publication of Keynes'
General Theory in 1936, the housewife's view of debt held suprémnéhe nation as well: the coat
must be cut according to the cloth. The macroecanémamework proposed for the liberal western
state was to practice fiscal prudence, view morgew aeil, and enjoy the wealth accumulating
effects of free trade and capital movements. Delst avburden, an evil to be avoided.

No sovereign ever acted as a consistent housémofegh, not at least during wars and
periods of economic distress. The progress fronstage of a net foreign borrower to net lender
has been seen by some as a sign of maturity. Kelgtess not forget, had argued that foreign
investment diverted resources away from criticaégiments at home.

The Keynesian revolution provided analytical supgo expansionary fiscal policy for
employment and growth. The debt associated wittag no more considered a burden if it led to
the creation of capital assets. It would, in tifpe repaid out of the growth of output. Externaltdeb
did involve a current burden, as output must flawr io discharge of service obligations. Internal
debt, even when incurred for consumption, led tdegirable transfer effects within a nation, but
was not seen as a burden. On the whole, whilel figt&y, in co-ordination with monetary policy,
became the main instrument for growth and stabititghe post-war period, debt management
policy turned out to be "the big engine that coltldithere was neither agreement nor clarity vis-a-
vis its compositional, stabilisation or interestmiisation objectives.

Developing countries shared with developed coesitihe remarkable post-war prosperity,
especially in the sixties. During the fifties ahe sixties they were able to maintain current actou
deficits through long term concessional bilaterad anultilateral assistance. It was towards the end
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of the sixties that the composition of internatiomalebtedness began to shift towards private
banking. When commodity price shocks of the seeendéind the developed countries’ demand-
reducing responses disrupted the expansion of tiel wconomy, developing countries in general
experienced sagging exports and significant terfnsade losses. In addition, the oil importing
developing countries faced skyrocketing oil impuaits. Private lenders stepped in to meet these
sharply increased borrowing requirements by resggtietrodollars. Debt enabled many of them to
maintain growth. The external debt of developingintdes rose massively and the costs of
servicing it enormously when tight monetary pokcief the developed world led to very high
interest rates. As private lending was far lessrtinated than official development assistance, the
overall exposure of private banks to sovereigndweers was not immediately apparent. The first
signs of economic deterioration at the start ofdighities sent shock waves around and the banks
turned off the tap faster than they had turnedit As noted earlier, creditors act procyclically;
private creditors more so. The reason is that nblbmakruptcy laws do not apply to sovereign
borrowers. For them the incentive to default insesa especially when the exposure is largely to
private lenders. They are restrained by the ttokdenial of future access to loans. However, the
market process whereby the riskier borrower isgdtia higher interest rate may lead to adverse
selection as higher interest rate scare away goowwers. As a climate of panic also provides
maximum incentive to capital flights, a debt critdowed in all its dimensions. It also changed
the nature of debt assets. Ever since, contraets lbeen indexed not merely to LIBOR, but a lot
more.

The proposals for adjustment to the Latin Ameridabt crisis of the eighties contained
what continues to this day as the most significdr@inge in the macroeconomic framework and
major issues for sovereign debt management consioler The world learned to deal with
imperfect information and foresight through co-oated action by creditor nations, multilateral
institutions and private banks. In essence, thereeaonomic proposals were programmes for
downward adjustment of domestic demand. The outcomenany cases was stagflation and
reduced ability to repay, at least in the earlygghaf a stabilisation programme. With financial
sector reform, sovereigns had to borrow more atntlagket rates than from the central banks.
Domestic debt began to hurt and eventually becabueden.

In the early nineties, the reform programme in Messtabilised the economy in terms of
conventional indicators. As might be expected, titaated large capital flows. These flows
contributed to currency appreciation rather thawn of output and investment. What was billed
as a successful reform effort quickly degeneratemla debt crisis, with economy failing to meet its
external liabilities. The rescue effort require@ #mnouncement of a $50 billion package by the
IMF and the United States. The issue for debt mamagt consideration was that the sovereign's
macro-economy risks a liquidity crisis even whee thorrower perceives that it is lowering
borrowing costs through short-term borrowing abroAthat may be considered a safe debt/GDP
ratio for the budget can be problematic if the mgtstructure and the currency composition of are
not right. A relatively higher proportion of shaerm debt and portfolio equity has the potential to
cause a serious liquidity crisis.

In my own country, the share of the volatile comgrat of the external debt has doubled in
seven years and its share in debt servicing exdbedshare of long term debt (see Annex). The
economy is borrowing short even to repay the higblycessional long-term debt. The state of the
current account balance shows where the problesndig only partly. Large fiscal deficits, a heavy
and costlier domestic debt and high inflation halso persisted to complete the folklore of
structural adjustment. An Enhanced Structural Adpesit Facility (ESAF) arrangement is now in
place.
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In 1996, private capital flows to developing coied rose by as high as 32 per cent, with
half of the increase contributed by portfolio bomad equity flows. This was attributed to the
confidence built up by the adjustment to the Mexicasis and improved East Asian credit ratings.

In 1997, the macroeconomic story began to takenadifferent turn when the largest ever
rescue package of US$ 55 billion was announceg #asl month by the IMF for an economy like
South Korea, which has sustained spectacularlydrigivth since the sixties. (Rescue packages for
other growth leaders, Indonesia and Thailand, wer®unced in July.) The macroeconomic issues
involved here are not low saving, high fiscal defamd high inflation. Even the reserves had not
been falling before the crisis. Such economic &mentals led a World Bank report to rule out "a
full-blown Mexican style crisis". Not only that tteeis a crisis, these countries are also being
prescribed the old wine in the old bottle, i.eighttfiscal and monetary policy. The debt is prevat
but the sovereign must deal with the macroecon@uitsequences. True, there is a repeat of
lenders refusing to rollover just when the needutimiost. Again, imperfect information and
foresight must be dealt with in a co-ordinated negnBut the question is: do we have enough
experience to conclude that the deflationary medigiill do the needful?

Short-term foreign private debt utilised by comgyérates for overextending themselves, in
real estate and other non-tradables, encouragezllapee attacks on Asian currencies. Real
exchange rate appreciated, putting serious pressutbe current account and thus the ability to
meet external liabilities.

Foreign exchange transactions are several tingegltival trade in goods and services; they
overwhelm the capital account. Perfect capital titgbimplies that reserve deficiency could be
overcome by attracting capital by offering higheerest rates. Short of perfect capital mobilityg t
possibilities to borrow abroad have risen tremestjoafter the breakdown of the fixed exchange
rate regime in the early seventies. The floatirgjmes since have not exactly lived up to the
promise of relieving sovereigns of the balance ajnpents constraint. Access to world capital
market reduces the importance of reserves as doaiod of the soundness of international
accounts. Sovereigns can borrow as much as theysuhject to intertemporal budget constraint.
But sovereign borrowers also face a binding credgiitstraint; there is the risk of non-repayment.
Sovereign borrowing cannot be analysed in termwoahal bankruptcy laws, so that the access to
funds is not as much as should be possible attaircénterest rate. Lenders lend less to cover for
default risk. Credit is thus rationed. In theorypays to default whenever present discounted
benefits are more than discounted costs. In pegdtiere is a willingness to repay, as participatio
in world trade and payments system is beneficiad@ liberalisation improves access to credit and
trade restrictions to improve current account bi@aake many points off credit worthiness.

The 1992 bursting of European ERM, the Mexicaropessis of 1994 and the East Asian
crisis of 1997 have exposed the vulnerability ofedse economic structures to the unrestrained
powers of the open foreign exchange markets. Niotdoently, short term speculative motives
rather than economic fundamentals reign supreme.dies capital necessarily flow to the most
productive areas. The unpractical nature of thanTtax on foreign exchange transactions and the
lack of support at the Vancouver Summit for MahaMohammad's proposal to limit currency
traders' exposure to twice the capital investegsdwot mean that the issue for sovereign debt
management consideration has gone away. The ingbabe IMF medicine on the East Asian
economies will be keenly watched by policy makésewhere.

To sum up. The rapid pace of financial global@atecessitates the formulation of a debt
management policy as effectively as the fiscal, eteny and exchange rate policies. While co-
ordination is desirable, the independence of dfficeds as important as that of the central bank.
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Annex
Pakistan: External debt, itsservicing and current account balance
Total External | Shareof Short Total Share of Current
Debt and Medium Debt Short and Account
Outstanding Term Debt Servicing Medium Deficit (%
(US $Billion) (%) (US$ Term Debt- | of GDP)
Billion) Servicing
199(-91 17.5 10.5 2.4 43.5 3.C
1991-92 19.€ 11.€ 2.8 46.1 1.¢
1992-93 19.C 13.€ 2.¢ 43.4 6.4
199594 20.2 17.C 3.€ 50.4 3.6
199495 22.1 18.2 4.3 51.€ 4.1
199:-96 23.1 19.¢ 4.4 50.1 7.1
199¢-97 23.€ 20.2 5.C 55.C 6.5

Source: State Bank of Pakistan
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PRIVATE EXTERNAL DEBT AND OTHER PRIVATE FLOWS

Enrique Cosio Pascal

1. Nature of foreign capital flows

Importing or exporting capital flows imply two ldnof risks: first, the commercial risk
that is embodied in the entrepreneurial activitg,asecond the exchange rate risk associated
with the currency exchange operation necessamviest, to lend to or to borrow from a foreign
agent.

The commercial risk is an inherent condition oé techumpeterian entrepreneurial
activity, and as such is borne by the entrepren@&tie exchange risk is a different matter: if the
Central Government imposes an exchange cdnttbis means that the entrepreneur has to
request an authorisation in order to invest, todwror to lend abroad. In this case the Central
Government authorisation makes that the later tidear the exchange rate risk. |If there is not
an exchange control and the entrepreneur is fréeiyoand sell foreign currency, the exchange
risk is also his responsibility in addition to tbemmercial risk. This is summarised in Box 1.

Box 1

Private External Debt and Other Private Flows

Foreign Capital Flows

Commercial Risk
Foreign Exchange Risk

Commercial Risk =

To be assumed by the entrepreneur

Foreign Exchange Risk —

To be assumed by the Government if there is an exchange control

If there is no exchange control, to be assumed by the entrepreneur

! Or the local currency has a fixed parity. Thislso an implication foreign exchange risk guarante



12 Inter-regional debt management conference

Capital flows are of a different nature, and ibfsparamount importance to have a clear
classification of them in order to assess theiatiliy. The flows of private direct investment
(FPDI) are linked to medium- and long-term develepinprojects and are not, by nature,
volatile. The medium- and long-term loans, inchglbond issues and shares, to be channelled
to domestic productive domestic activities are also volatile. The short- and medium-term
export loans, linked to the foreign trade actiwaig not volatileper-se. The untied short-term
loans to domestic commercial banks are high velafibws that can be channelled to
consumption, purchase of real estate and othertradable activities. The short-term capital
flows to the domestic stock exchange are high itelflows that are created by expectations of
high short-term profits. These flows are divertedpeculative investment from the productive
one and originate a “wealthy effect” that depritles national savings and lead to an exchange
rate overvalued. This is summarised in Box 2.

Box 2

Private External Debt and Other Private Flows

Capital Classification Characteristics

Foreign Direct Investment Linked to concrete medium- and long term developm ent projects.
MNon - volatile and productive.

Medium and Long-term Loans Including bonds issues and shares to be channelled to productive
domestic activities: Non volatile and productive.

Short and medium-term Activities linked to the exporting sector: Non volatile and productive.
export loans

Untied short-term loans to Highly volatile flows that can be channelled to the financing of
dom estic banks consum ption, real estate and other non-tradable goods.

Short-term capital to domestic Highly volatile flows that are created by expectatives of high

stock exchange short-term profits. These flows create a “wealthy effect” that
deprive the national savings and lead to an exchange rate
overvalued.

2. The external indebtedness crisis scheme in th880's

Chart 1 describes the external indebtedness mistharharacteristic during the 1980s.
The main characteristic of this mechanism is thate is an exchange rate corftrand that the
flows are linked to imports of merchandise. In thdernal sector there is the exporter, the
exporter's financial agent and the insurance Ex@wmpany of the exporter country. The
agents in the national sector are the importerintip®rter’s financial agent and the Central Bank
of the debtor country.

2 Or a fixed parity.
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Chart 1

Private External Debt and Other Private Flows
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The process starts with the authorisation fromQGeatral Bank to the local importer in
order to contract a loan in foreign currency. Thorter’s financial agent takes an export
insurance with the National Insurance Export Comgpaimhen it pays the exporter, who in its
turn sends the merchandise to the domestic impofitee importer pays in domestic currency to
his financial agent, who in its turn buys foreigmrency from the Central Bank and sends the
foreign currency abroad in order to pay the foreigbt.

The Central Bank foreign reserves are the currénéfer for all external operations. If a
problem of shortage in foreign currency arose, therspite of the local debtor continuing to
service its debt in domestic currency, the domdstancial agent would not be able to purchase
the foreign currency from the Central Bank, andstiwould stop to service the external debt.
This makes the exporting insurance to be triggeredl the foreign supplier stops its exports to
the domestic importer. The description of this hadsm is shown in Chart 2.
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Chart 2

Private External Debt and Other Private Flows
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Very often these loans were private loans, i.e¢hout the guaranty of the debtor’s
Central Government. In the middle income-counjriesry often too, these exports were
intermediate goods for the industrial sector angstmajor inputs for the local industry. The
abrupt stopping of these kind of imported goodsite® huge disruptions in the local production
and as a consequence in the local consumption maitee economic effects were so dramatic
that the debtor’s country Central Government cquhtid to take the initiative to negotiate the
private guaranteed and non-guaranteed debt attte Glub.

The rescheduling of the private external obligatiof the private sector was channelled
through the Paris Club agreements. In generakloheestic debtor continued to service the debt
in domestic currency as originally scheduled ared @entral Bank (or other domestic financial
institution) would create a trust fund to repay thkecheduled debt in foreign currency. This
mechanism is described in Chart 3.

% For instance, in Mexico in 1982, immediately aftez debt crisis exploded, it was impossible td fioothpaste in
the shops, not because there was not toothpatite rountry, but because the toothpaste tubes iwg@rted from
abroad. The 1983 Paris Club for Mexico addressiyitbe private non-guaranteed external debt asréarnrder to
allow the domestic economy to restart activity.efice to pay for this was that the Mexican Gowegnt assumed

the exchange rate risk and the commercial risk:pttieate sector non-guaranteed external debt areacame
public responsibility.
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Chart 3

Private External Debt and Other Private Flows
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3. The external indebtedness crisis scheme in thedD’s

The indebtedness process in the 1990’s is quiereint from that in the previous decade
and is very much the result of the financial defagon. The financial deregulation lead, among
other things, to the elimination of the exchangetems and to establish a floating exchange rate
regime. This situation has created the opportufitty investment and debt flows, very
speculative in nature, not necessarily linked tdpctive activities.

A single actor represents the external sectomatly private banks, which would invest
in shares, through the domestic commercial banksp dend money to them. The domestic
commercial banks would purchase shares in the stoakket on behalf of their foreign
customers or to lend to the domestic agents thessxigquidity coming from abroad in domestic
currency.

The domestic borrowers would use the loan’s pridsée buy shares in the stock market,
for consumption, for productive investment and tiochase real estate locally. The debt service
and profits would be channelled abroad throughdttreestic commercial banks network. In this
case, the Central Bank would limit its respondileii to sell and purchase foreign and domestic
currency in order to stabilise the exchange ratas process is described in Chart 4.
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Chart 4

Private External Debt and Other Private Flows
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If the external lender foresees a risk in the stweent and loans made in and to a specific
debtor country, it will withdraw abruptly its cagit from that country. If the domestic
commercial banks were not following a conservatioerowing and lending policy (maturity
structure of liabilities consistent with the asseisgturity structure) they will be constrained to
sell quickly their shares in the local stock exaf@market and to stop lending to the domestic
customers. The lack of credit to the domesticamsts would force them to sell their shares in
their turn, in the domestic stock exchange markef to stop or to slow down consumption and
also to sell their real estate properties. Thalres this would be first, a dramatic decline iret
domestic stock exchange prices as well as in thieestate market, and second a decrease in the
local goods demand for consumpfioriThe lack of demand for domestic consumption alo
deprive the productive activities.

The result of this crisis was quite different frahat in the 1980’s. The most affected
sector was the commercial banking sector rathem tha productive sector, and thus all the
households that deposited their savings with thikda This transformed the economic problem
into a social one and the Central Government wasstcained to intervene. The Central
Government had to bail out the banks with a lumm sescue package that implied exceptional
finance from the IMF. The adjustment measuresunietl also a devaluation of the domestic
currency. This situation is shown in Chart 5.

* In some countries the consumption of goods wagdas imports rather than domestic output like atir
America but this was not always the case in Asiaumtries.
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Chart 5

Private External Debt and Other Private Flows
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4. The macroeconomic equalities

The macroeconomic equalities are represented i Bo Equality 1 represents the
balance of payments: C.ACC stands for the currecbwant balance, K.ACC for the capital
account and VAR.RES for the foreign reserves viarat Equality 2 shows that the external
savings are the current account with minus sigthercapital account (the net flow) minus the
variation of reserves. Equality 3 represents theos&r Domestic Product components:
consumption plus investment plus the current accoun
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Box 3

Private External Debt and Other Private Flows

Macro Economic Equalities

{19 CACC+KACC=YARRES.
{2) -CACC.=KACC-VAR.RES=EXT.SAY.
(3) GDP=CONS. + INVEST+ C.ACC. OR

(4) INVEST=GDP - CONS. -CACC and INVEST = DOM.SAV. + K.ACC -VAR.RES

h 4 h 4

DOM.SAY. EXT.SAV.

{5) INVEST = DOM.SAY. + EXT.SAV.

{6) INVEST»>=DOM.SAV. as well as from (3)

{7) GDP = CONS. + INVEST - EXT.SAY. OR

{8) CONS. + INVEST »= GDP

From 2 and 3, equalities 4 and 5 are derived. pdrticular, equality 5 shows that
domestic investment is achieved through the addibiodomestic and foreign savings. Equality
6 shows that in the case in which the debtor cguatrunning a current account deficit, with the
absence of foreign savings, the investment needsager than the domestic available savings.

From equalities 2 and 3 equality 7 is derived, cuhshows that the GDP is equal to
consumption plus investment minus external savifgsthe case in which the external savings
are positive (current account deficit), the GDfas large enough to satisfy the domestic needs
for consumption and investment.

Equalities in Box 3 show very clearly that, in ttese of a deficit in current account, the
external savings can be used to finance the cuaeuunt deficit or to increase reserves. Also,
in the same case, it can be seen that, throughhektgavings, either consumption or investment
is financed.

5. Macroeconomic variables in selected Latin-Ameren countries

Table 1 shows averages data for macroeconomi@ahlas from 1979 to 1995 for
Mexico, Paraguay and Argentina for selected peria839-82, 1983-89, 1990-91, 1992-94 and
1995. The rational for choosing the periods is fiblowing: 1979-82 is the pre-debt crisis
period for the 1980s, 1983-89 is the debt crisisode 1990-91 is the overhang after the crisis,
1992-94 is the pre-debt period crisis for the 1890ith its culmination in 1994 and 1995 is the
debt overhang for the 1990’s crisis.
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Table 1 Average valie$o of GDP
COUNTRY | Periods| Consum. Invest. Dom. Ext. Net Res. C/Acc.
Sav. Sav. Flow Var. Bal.
Mexico 1979-82| 74.4 26.4 21.6 4.8 5.5 0.7 -4.8
1983-89| 74.9 20.3 20.9 -0.7 -0.8 -0.1 0.7
1990-91| 79.0 23.1 19.1 4.1 6.0 2.0 4.1
1992-94| 82.3 22.4 15.7 6.7 6.7 0.0 -6.7
1995 77.3 19.7 19.5 0.2 -4.1 -4.3 -0.2

Paraguay 1979-82 78.6 28.2 21.8 6.3 8.5 2.2 -6.3
1983-89| 80.8 23.5 19.2 4.4 1.0 -3.4 -4.4
1990-91| 83.3 23.8 19.6 4.2 1.0 -3.2 -4.2
1992-94| 90.3 23.1 12.7 10.3 4.5 -5.8 -10.3

1995 N/A. N/A. N/A. N/A. N/A. N/A. N/A.

Argentina 1979-82 76.8 23.1 21.0 2.1 0.9 -0.1 2.1
1983-89| 78.1 18.5 2.7 15.8 0.6 -1.4 -1.9
1990-91| 82.0 14.3 15.7 -1.4 -1.6 0.2 1.4
1992-94| 83.7 18.4 15.4 2.9 3.4 0.0 -2.9

1995 82.0 18.0 18.0 0.0 0.1 0.0 -0.9

L4

5.1. Mexico

The macroeconomic values show that consumptiaeased dramatically, with a drop in
investment and domestic savings. For Mexico thesemption increases from 74.4 to 82.3
percent of GDPfrom 1979-82 to 1992-94; a drop is registeredd83], 77.3 percent, due to the
crisis that exploded that year.

Regarding investment and domestic savings a degpectively of 26.6 to 22.4 and of
21.6 to 15.7, is shown from 1979-82 to 1992-94.e &djustment policies in 1995 originated a
slight increase in domestic savings to 19.5 per@ntong as consumption was compressed, but
the investment continued to drop to 19.7 percent.

The net flow (the capital account) increases fEopercent in 1979-82 to 6.7 percent in
1992-1994; with a negative average during the debis period, 1983-89, of -0.8 percent. The
net flow has a dramatic drop in 1995 to -4.1 peticen

The variation of reserves show an increase in B278nd 1990-91 of 0.7 and 2.0 percent
due to a the strategy that was foreseeing thedomting debt crisis, but, besides this period, the
variation of reserves is quite low and constargyén shows a negative percentage in the 1980's,
during the debt crisis and in 1995.

The current account balance is always negativé wie exception of the adjustment
period for the 1980’s crisis period. The deficitieases from -4.8 percent in 1979-82 to -6.7 in
1992-94. The 1990'’s crisis originates an improveinte -0.2 percent in 1995.

® All the percentages are in relation to GDP of ylear. The averages are the arithmetic mean ofy¢taely
percentages. All the figures were calculated fdata of the IMFJFS Yearbook 1997, Washington 1997.
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What can be seen from these figures is that tteyread savings, through the net flow, as
well as variation in reserves are relatively snaadtl have been financing the current account
deficit. The increase in domestic consumption #ireddrop in investment and domestic savings
also show that import items have probably beenajonty consumption goods.

5.2. Paraguay

The macroeconomic values show that consumptioreased dramatically in this case
too, with a drop in investment and domestic savingsr Paraguay the consumption increases
from 78.6 to 90.3 percent of GDP from 1979-82 t@294; a smaller increase is registered in
1992-94 rather than in the other periods.

Regarding investment and domestic savings a degmectively of 28.2 to 23.1 and of
21.8 to 12.2, is shown from 1979-82 to 1992-94.mBstic savings showed a dramatic drop all
along the period observed, the lowest values obgeamong all the countries of the sample.
The investment share also drops following the daimeavings trend.

The net flow (the capital account) decreases Bdsrpercent in 1979-82 to 4.5 percent in
1992-1994, with a low average during the debt €rriod, 1983-89 and the debt overhang
period, 1990-91, of 1.0 percent. Unfortunatelydata are available for the balance of payments
in 1995.

The external savings are high in the period 1979@3 percent, with a drop to 4.4
percent in the period 1983-89, due to the debtsgriecreasing subsequently to 4.2 percent in
1990-91 and increasing dramatically to 10.3 in 1992 Paraguay, with the exception of the
period before the first debt crisis, also increaseghtly the external savings during the whole
period in opposition of the decrease of domestinss.

The variation of reserves shows a negative averagd the periods. 1983-89 was the
debt crisis, which did not affect Paraguay vergrsgty.

The current account balance is always largely megyatith the larger deficit in 1992-94
of -10.3 percent. What can be seen from theseadiis that the net flow and variation in
reserves have been financing the current accodititdeThe increase in domestic consumption
and the drop in investment and domestic savingssidlew that import items have probably been
in majority consumption goods.

5.3. Argentina

The macroeconomic values show that consumptioreased dramatically in this case
too, with a drop in investment and domestic savinger Argentina the consumption increases
from 78.6 to 83.7 percent of GDP from 1979-82 t82:94. In 1995 drops to 82.0 percent, this
is, probably, in relation to the crisis that exgddhat year in Mexico.

Regarding investment and domestic savings a degpectively of 23.1 to 18.4 and of
21.0 to 15.4, is shown from 1979-82 to 1992-94 e adjustment policies in 1995 originated a
slight increase in domestic savings to 18.0 per@ntong as consumption was compressed, but
the investment continued to drop to 18.0 percent.

The net flow (the capital account) decreases fédnpercent in 1979-82 to -1.6 percent
in 1990-1991. It increases dramatically to 3.4pat in 1992-94, the Cavallo period, and drops
to 0.1 percent in 1995 due to the effect of the gl@x crisis.
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The variation of reserves varies in function of tlancing needs to close the current
account balance, which is always negative withetk@eption of the debt overhang period for the
1990-91.

What can be seen from these figures is that thflaves have been financing the current
account deficit. The increase in domestic consion@nd the drop in investment and domestic
savings also show that import items have probalelgnbin majority consumption goods for
Argentina too.

6. Macroeconomic variables in selected Asian coungs

Table 2 shows averages data for macroeconomi@hias from 1979 to 1995 for
Thailand, Indonesia, Philippines and Korea. Foedeld periods: 1979-82, 1983-89, 1990-91,
1992-94 and 1995. The rational for choosing théogs is in order to have comparability to the
Latin American countries analysed in the previcerdisn.

Table 2 Average values in % of GDP
COUNTRY | Periods | Consum. Invest. Dom. Ext. Net Res. C/Acc.
Sav. Sav. Flow Var. Bal.
Thailand 1979-82| 77.4 28.1 22.1 6.0 6.0 0.0 -6.0
1983-89| 72.6 29.9 26.7 3.2 4.6 1.4 -3.2
1990-91| 64.7 41.6 33.6 8.1 11.3 3.2 -9.1
1992-94| 64.1 40.8 35.4 55 8.5 3.0 -5.5
1995 64.1 43.6 35.3 8.2 13.3 5.1 -8.2
Indonesia 1981-82 69.5 28.8 25.7 3.1 4.0 0.9 0.0
1983-89| 68.6 29.9 26.7 3.2 4.1 0.9 -3.7
1990-91| 63.7 35.8 32.6 3.2 4.6 1.3 -1.4
1992-94| 65.1 32.3 30.6 1.7 3.5 1.8 -2.9
1995 66.4 32.4 28.9 3.5 5.2 1.7 -1.3
Philippines | 1979-82 74.3 28.9 22.5 6.4 6.7 0.3 -6.4
1983-89| 78.4 19.6 17.4 2.2 1.2 -1.0 -2.2
1990-91| 82.3 22.2 18.0 4.2 5.5 1.4 -4.2
1992-94| 85.5 23.1 19.1 4.0 6.7 2.7 -4.0
1995 85.4 22.2 19.6 2.7 7.2 4.5 -2.7
Korea 1979-82| 74.7 314 25.3 6.2 7.5 1.3 -6.2
1983-89| 65.8 30.3 34.2 -2.6 -0.8 1.8 2.6
1990-91| 63.7 37.9 36.3 1.8 1.7 0.0 -1.8
1992-94| 64.6 35.9 35.4 0.7 2.0 1.3 -0.7
1995 63.3 37.1 36.7 1.8 3.8 2.0 -1.8
6.1. Thailand

The macroeconomic values show that consumptioredeed with a dramatic increase in
investment, in domestic savings and in externalinggv For Thailand the consumption
decreases from 77.4 to 64.1 percent of GDP fron9827to 1992-94 and 1995.
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Regarding investment, domestic savings and extsaahgs an increase, respectively of
28.1 to 40.8, of 22.1 to 35.4 and of 6.0 to 5.5hHewn from 1979-82 to 1992-94. In 1995, the
consumption percentage stays at the same levhkasverage of the previous period, as well as
domestic savings, whereas an increase in investsi@bserved from 40.8 to 43.6 percent. This
increase in investment is financed, jointly throwlgimestic and external savings, where the later
increase from 5.5 percent to 8.2.

The net flow (the capital account) increases f@fhpercent in 1979-82 to 11.3 percent
in 1990-1991. It decreases to 8.5 percent in BD2nd then increases dramatically to 13.3.
This increase in 1995 is signal of the massif flakaat reached Thailand and that was part of the
elements that originated the crisis to come in 1997

It has to be noticed that the current accountcdgfiercentage is very large, actually the
largest observed for the countries of the sampleis is important for the analysis to be carried
out below.

The positive sign of the variation of reserves shdwat they finance the net flow
financed the increase in reserves, as well as theerd account balance, which is always
negative. The composition of exports was, cenainlmajority, investment and intermediate
goods at least at the beginning of the periodsrobde Nevertheless, towards the end of the
periods, with a peak of 1.3 percent in 1995. Thighttranslate that, towards the end of the
period, the share of consumption goods that wepsrtad to Thailand increased.

6.2. Indonesia

Indonesia shows the smallest percentage in cortsumpf the sample: 69.5, whereas all
the other countries show a minimum of 74. The w@opnomic values show that consumption
decreased with an increase in investment and inedten savings. For Indonesia, the
consumption decreases from 69.5 to 65.1 perce@@® from 1981-82 to 1992-94, with an
increase to 66.4 in 1995.

Regarding investment and domestic savings an isereaspectively of 28.8 to 32.3 and
of 25.7 to 30.6, is shown from 1981-82 to 1992-9h 1995, the consumption percentage
increases to 66.4 percent; domestic savings decrea®8.9, whereas a small increase in
investment is observed to 32.4 percent. This as&an investment is financed through external
savings. The external savings decrease from 3depeto 1.7 from 1981-82 to 1992-94, and
increase to 3.5 percent in 1995. It seems thaiedtmsavings substitute external ones all along
the periods, only for 1995 the opposite occurred.

The net flow (the capital account) increases fdofhpercent in 1981-82 to 4.6 percent in
1990-1991. It decreases to 3.5 percent in 1992r@4then increases dramatically to 5.2. This
increase in 1995 is signal of the massif flows ttegiched Indonesia and that was part of the
elements that originated the crisis to come in 1997

The positive sign and the small variation of reserghow that the source of finance of
the current account balance, which is always negatiith the exception of 1981-82, is the net
flow. The composition of imports was, certainlynmajority, investment and intermediate goods.
This might translate that, all along the periode tshare of consumption goods that were
imported to Indonesia was not important.
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6.3. The Philippines

The macroeconomic values show that consumptioreased dramatically in this case
with a drop in investment and domestic savingse Philippines has a typical Latin-American
behaviour. The consumption increases from 7485t6 percent of GDP from 1979-82 to 1992-
94; a small decrease is registered between 19%h841995, this is also probably due to the
crisis that exploded that year in Mexico.

Regarding investment and domestic savings a degpectively of 28.9 to 23.1 and of
22.5t0 19.1, is shown from 1979-82 to 1992-94.mestic savings that showed a drop all along
the period observed improvement to 19.1 in 199Be ihvestment percentage further decreases
to 22.2 percent in 1995, the lowest value obsearedng the Asian countries of the sample.

The net flow (the capital account) decreases f8ofmpercent in 1979-82 to 1.2 percent in
average during the debt crisis period, 1983-89reising steadily in the following periods,
reaching a peak in 1995 with 7.2 percent.

The variation of reserves shows small positive agervalues in all the periods, with the
exception of the debt crisis period, 1983-89, #aiws a small negative average of —1.0 percent.
The current account balance is always largely megatWhat can be seen from these figures is
that the net flow and variation in reserves havenbinancing the current account deficit. The
increase in domestic consumption and the drop vestment and domestic savings also show
that import items have probably been in majoritgstamption goods.

6.4. South Korea

For Korea, the macroeconomic values show thatwopson decreased with an increase
in investment and in domestic savings. The consiemplecreases from 74.4 to 64.6 percent of
GDP from 1979-82 to 1992-94, with a further deceg@s63.3 in 1995.

Regarding investment and domestic savings an isereaspectively of 31.4 to 35.9 and
of 25.3 to 35.4, is shown from 1979-82 to 1992-9%4.1995, domestic savings increase to 36.7,
whereas a substantial increase in investment igrebd to 37.1 percent. This increase in
investment is financed through domestic savinghe €&xternal savings remain quite modest
through the whole period, with the exception of 482. It seems, however, that domestic
savings are complementary to external ones witkexiception of 1983-89.

The net flow (the capital account) decreases franpercent in 1979-82 to -0.8 percent
in 1983-1989. After the debt crisis, the net floecomes positive and increases slowly from 1.7
to 2.0 to reach 3.8 percent in 1995. The net fl®wan important source to finance the current
account deficit.

The variation of reserves stays quite small dutirgwhole period, nevertheless positive.

The current account deficit is relatively smallfiwihe exception of 1979-82, and it seems to be
financed through the net flow.

7. Elasticity of substitution between external anadlomestic savings

Table 3 summarises the values of the elasticityulifstitution between external savings
and domestic savings, for the Latin American andaAsountries examined in the previous
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section, for three selected periods: 1979-89, 1®B%nd 1989-95. The rational of choosing
these periods is that 1979-89 covers the first aeises, whereas the period 1985-95 is a
transition period from one crisis to the other 49&9-95 is the preparation to the second crisis.
These elasticity values lead us to confirm the kamions that were elucidated in the previous
section.

Table 3 Elasticity aflsstitution
tBSav% = f(Dom.Sav.%)
1979-89 1985-95 1989-95
Mexico -0.42 -1.17 -0.29
Paraguay (*) -1.52 -0.09 -3.29
Argentina -0.01 -0.12 1.17
Philippines -0.68 1.78 0.46
Thailand 0.18 2.31 1.15
Indonesia (**) -0.07 -0.24 0.22
S. Korea -3.66 1.27 0.71

(*) 1985-94 and 1989-94.
(**) 1981-95 and 1981-89.

Six countries, namely Argentina, Indonesia, Koidaxico, Paraguay and the Philippines
show a negative elasticity during the first periddgentina, Mexico and Paraguay show this
negative elasticity because, during this period, domestic savings decreased as the external
ones increased. This trend could be called thdirftbaBehaviour”; i.e. the external savings
substituting the domestic ones as domestic consamcreased, in part, fostered through
imported goods that were financed by the net tearnsffthe capital account.

Indonesia, Korea and the Philippines show negatihees for the elasticity values in this
first period for a different reason. This is besauhese three countries substituted foreign
savings with domestic ones in the period 1979-8Ris is a unique behaviour for the countries
in the sample and could be called the “Asian BehaVi import of capital goods financed by the
net flow of the capital account, increase in inre=tt and domestic savings, decrease in foreign
savings and domestic consumption.

Indonesia, the Philippines and Thailand show atpeselasticity for most of the periods.
Actually, Thailand and Indonesia increase domestigings as well as foreign ones: they are
complementary rather than a substitute of eachr.otfiéis could be called the second type of
“Asian Behaviour ”: increase, in a complementaryywaf foreign and domestic savings,
decrease in consumption, increase in investmentiaadce of imports of capital goods financed
through the net flow of the capital account. Whstefor the Philippines, the value of the
elasticity of substitution is negative because pbexternal and domestic savings, decrease. This
could be called an acute “Latino Behaviour”: i.eteenal and domestic savings decrease, so that
they appear to be complementary, domestic consompticreases, in part, fostered through
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imported goods that were financed by the net teansf the capital account with a high current
account deficit.

8. Credit to the private sector through commerciabanks

In the previous section, it has been shown thabimant capital inflows have taken place
during the periods considered for the countriehefsample. These flows, nevertheless, had to
be channelled through financial institutions, intgalar the domestic banking sector. Table 4
shows the credit to the private sector, through ekilm commercial banks, in percentage of
GDP.

Table 4
Credit to the private sector through dstit commercial banks in percentage of GDP

COUNTRY 1989 1990 1991 1992 1993 1994 1995

Mexico 15.90 20.40 26.10 32.70 36.70 46.30 35.00
Paraguay 10.80 12.00 14.90 17.70 19.40 21.20 21.60
Argentina N/A. 15.50 12.50 16.10 16.50 N/A. N/A.

Thailand 71.94 83.08 88.64 98.39 110.82 | 128.14 | 142.04

Indonesia 34.93 49.69 50.32 49.45 48.90 51.88 53.73
Philippines | 20.41 22.24 21.44 24.97 31.96 35.91 45.05
Korea 49.97 52.63 52.99 53.68 54.60 57.20 57.51

The figures in Table 4 suggest that the credth&private sector increased dramatically
in the period considered. For Mexico, the credithe private sector in percentage of GDP
increased from 15.90 percent in 1998 to 46.30 pericel994, one year before the crisis. The
credit to the private sector in percentage of GQiPenthan doubled in six years. After the crisis,
the severe contraction of credit driven by thengent policies and the crisis itself brought down
the percentage to 35.00 percent, below the 1998.lev

For all the countries in the sample, with the @tiom of Argentina and South Korea, the
banking credit to the private sector, in percentafjegGDP, more than doubled, or almost
doubled, form 1989 to 1995.

The most impressive figure is that of Thailand1B05: the private sector owed to the
commercial banks 142 percent of the country’s GIBRyone looking at that figure might have
been able to forecast a future problem. How canpifivate sector pay back to the banks 40
percent more than what the country produces? wWassa clear sing of an emerging crisis!

The bailout operations that debtor's governmerdd hndertaken are creating moral
hazard for the creditor banks, foreign and domgstlto were protected from bearing the full
cost of poor lending decisions. For instances thought that solely regulation measures will not
solve the problefy the creditor banks have to be more circumspedttaay do not have to

8 Mr. Andrew Crockett, General Manager of the Bl&cldrations at the Davos Forum, Switzerland andighdd in
‘Excelsior’ 2 February 1998, Mexico D.F.
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behave as if there were no risks involved, as gegm to assume that they will be rescued.
Another problem in emerging market's countrieshiat tthe domestic credit is made very often
on confidential basis, where the banks also betorigfluent politicians. Each time that a loan
is made not on economic and financial basis, bup@rsonal interest or political influence is
highly probable that the loan is not well fundamenb this it has to be added that very often too
the high exposure and the poor accounting systetfmedbanks, in the domestic debtor countries,
are undermining the whole domestic banking system.

The key task for the regulatory organisationse(ltke BIS) will be to strengthen the
banking systems through supplying the needed inmsntind the required information for the
banking institutions in creditor countries in order them to take better decisions. In this
respect, the 25 basic principles in banking mattstablished by the Bale Committee will be
tested in the times to corhe

Nevertheless, if the lessons about excess crpdidy banking supervision, lack of
transparency, political cronyism and hubris haverbbeavily pointed out in debtor countries,
the role of international banks has to be pinnedrdtoo. The nature of the crisis seems to
suggest that, in the future, some mechanism hae implemented for discouraging short-term
flows lending by the international banks. The bagksupervisory authorities, in the
international banks’ home countries, should takeemmotice of their operations overseas too.
These short-term flows need as careful monitorsdeading by the debtor countries’ domestic
banks to the nationals. There must be, and thellebe, a shift to longer-term lending,
preferably through securities or channelled throdlgd strongest local institutions or the
government.

Another important factor is that open market amthhological change have reduced to
almost zero the cost of shifting between currencidsis necessarily encourages trading and thus
volatility. A tax on foreign exchange transactiaadimit volatility could be figured out, even if
in the past this has been seen as impracticalistie deserves examination

9. Conclusions

In this section general conclusions will be présén The first section will deal with the
matter of understanding the differences betweernvledebt crisis periods, namely the 1980s
and the 1990s. The second section will deal with differences between Latin America and
Asia in the 1990s crisis.

9.1. Differences between the 1980s and the 1990sisr

The 1980s crisis affected all developing countiies more or less important degree, but
all of them were affected through the “drop in éredrthiness” effect, which implied the
shrinking of international credit for this categarfycountries. Whereas the 1990s crisis seems to
touch only countries which had attracted largegig\capital flowd

" The Bale Committee on banking supervision is cosepaby supervisory banking authorities and estadtisby
the governors of central banks of the Group of The Committee was established in 1975.

8 See Andrew Cornford, “The Tobin Tax: Silver Bulfet Financial Volatility. Global Cash Cow or Both%n
UNCTAD Review 1996, pp.105-119, Geneva 1996.

° This statement does not mean that we are ignthimgide-effect or secondary-wave-effect to thodntries, like
Vietnam for instance. This secondary wave effestieen extremely important and deserves study too.
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The 1980s crisis was resolved, in general, thraagkscheduling of foreign liabilities
stretching over the period for repayments. Thischeduling taking place at more or less
structured fora like the Paris Club and/or ahhoc Private Banks Steering Committee (the
wrongly called London Club).

The 1990s crisis ended in a lump sum payment ttemdebtor Government in order to
bail out domestic banks, implying the necessityerteptional financing from abrofd This
exceptional financing was obtained through IMFabdisation agreements, which implied
conditionality for the debtor country also.

The origins of the 1980s crisis were to be foumddiop of terms of trade for debtor
countries, increase of interest rates in intermafionarkets and a sudden shorten of credit supply
by creditors. All this in a situation in which dahanagement was inefficient, or ignored, on the
side of the debtors, and, on the side of the areslthe country-risk creditworthiness responded
to unsound analysis.

The origin of the 1990s crisis seems to be dua tapid financial deregulation. The
same phenomenon has been observed in the afteainfatiancial deregulation in the U.K. and
some Scandinavian countries: a fall in savingss pluleterioration in current account and an
increasltff of private consumption, stock exchangeeshand real estate shares through capital
inflows™.

The domestic commercial banks were the agentsneliang these resources from
abroad. The strategic location for collecting mfation and monitoring these flows is then the
supervisory authority of the commercial bankingtsgs In order to achieve an efficient
monitoring and collection of data, it is necess@aryeinforce the rules and regulations allowing
monitoring the nature and amount of foreign capitlbws channelled through the commercial
banking system.

The rules and regulations should be applied byitkstution monitoring the banking
sector in order to keep under control, within eksadled agreed limits, a set of selected
indicators. Among those indicators, one of majusiructure between assets and liabilities of
domestic banks is of vital importartée

9.2. Differences between the Latin American and thAsian countries

Although the troubles in both Latin America andigAsvere triggered by large current
account deficits and difficulties in rolling ovenart-term debts denominated in foreign currency,
the underlying causes were different. In Latin Aleee capital inflows were used to finance a
consumer-spending spree; in Asia they went intaiovestment, especially in property. Latin
America did not have a real estate property buldulets debt problems were not exacerbated by
the asset-price deflation that Asia is now facing.

Another difference is that the Asian countries ehaproportionally, more domestic
private debt than Latin America as can be seen tabte 4. In Mexico, bank’s non-performing

2 Around 6 and 4 percent of GDP in Mexico and Paaggespectively.

11 See Jan Joost Teunissen, edi@an Currency Crises be Prevented or Better Managed?, FONDAD, The Hague,
1995, p.35.

2 The rules and regulations to be applied as wethasset of indicators to be selected are beyoadtope of this
paper.
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loans were around 30 percent of total loans, reurad 15 percent of GDP in 1994. If non-
performing loans reach the same level in Thaildey will be around 45 percent of GBP

Latin America was, in some way, fortunate with tineing of its crisis because 1995 was
a bumper year for world trade and the NAFTA gavexigle freer access to the U.S.A. market.
After devaluation Mexican exports increased by é@cent in dollar terms, of which 90 percent
went to the U.S.A. The Asian economies do not haVlcomotive”, like the U.S.A., in their
region and 60 percent of their exports go to othsian economies, including Japan, so any
growth is likely to be less rapid than post-cris&in America’s. Devaluation is a double-edge
sword for Asian exporters because most of theirpmmments are imported, besides they have the
same customers to export, so that, a devaluatioong country could trigger a series of
competitive devaluation in the other countries ttaild be very damageable for the region.

Last, but not least, Latin America’s economy resred because implemented tough
measures and restructured its financial sectory wéten under the pressure of the U.S.A.
Treasury; whereas the Asian governments’ ditherimguding Japan’s, will likely prolong the
down turn.

Nevertheless, in both cases, the nature of tlsscseems to suggest that, in the future,
some mechanism has to be implemented for discowgasihort-term flows lending by the
international banks.

13 SeeThe Economist, 7" —13" March 1998, “Survey of East Asian Economies”.
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UGANDA'’S DEBT STRATEGY: AN EXAMPLE OF THE NEED FOR
FLEXIBLE, CO-ORDINATED INSTITUTIONS IN A CHANGING
MACROECONOMIC ENVIRONMENT

Damoni Kitabire

1. Opening remarks

The case of Uganda demonstrates the need for asigehand effective institutional
structure which is capable of adapting to new cimas and, in some circumstances, providing
the momentum for change. It is my intention heverdview the debt strategy Uganda has
implemented, as this will allow the role key fin&@ldnstitutions have played in reducing debt to
be highlighted. | hope this emphasis will be dfemest and practical use to those delegates
representing countries who find themselves in alainsituation to that faced by Uganda in
recent years.

2. Overview of the Ugandan economy

As many of you will be aware, Uganda has experienemarkable success with its
programme of economic reform.

GDP growth and inflation in Uganda
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3. The economy

The economy has been liberalised and opened tmatienal trade, foreign exchange
controls have been lifted and the capital accoastrecently been completely liberalised. This
has contributed to the establishment of a stablermegonomic environment which has seen
Uganda grow at an average rate of 7% over thdilesyears while inflation has been reduced to
6%. This progress has been due in no small parthéoestablishment of financial and
administrative institutions which have designed anplemented the policies which have proved
to be such a success.

4. The debt strategy

Within this framework a debt strategy has also begrlemented and it too has had great
effect, largely because the institutional capabig been in place to oversee it. This is why |
would like the main focus of my address this mogrtim rest on the creation and implementation
of the debt strategy. The ability of the institus whose task it is to deal with debt issues to
adapt and evolve in the face of changing circunt&arcan be seen by recounting the events
which led to Uganda becoming the first country eméfit from debt relief under the Heavily
Indebted Poor Countries (HIPC) Initiative.

5. The debt burden

Uganda's debt burden had grown to $2.6 billion 8911and the level of debt service, at
over 80% of export revenues, was such that attetodisnd priority sectors, such as health and
education, were stifled.

Evolution of Uganda's debt stock
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It was at this stage that the necessity for des@ai coherent debt strategy to deal with
external debt became clear.

Besides the need to make available resources foesiic use, this first move towards
setting out a clear path to attaining a sustainstiolek of debt was desirable for other reasons.

First, it must be understood that Uganda's wholeld@ment strategy is based on the
creation of an environment in which private sedteestment and economic activity
can thrive. The problem of debt overhang, howewers threatening to dissipate
investor confidence. The stock of debt/exportsoratas approaching 1,500% and
although this clearly could not be addressed ogéitrit was necessary to take swift
action to reassure the private sector that the pielitlem was being taken seriously
and would be dealt with competently. A forwardKong and pragmatic programme
for dealing with debt therefore provided the sigmmalestors were looking for and
ensured the debt burden did not seriously inhitmispects for growth.

Second, the composition of a debt strategy allowegrocess of serious self-
examination to be undertaken. Policy weaknesgesational shortcomings and gaps
in local technical capacity could therefore be aeysdtically identified and addressed
but, moreover, all parts of Government involvedl@bt issues could be co-ordinated.
Defined and agreed processes for acquiring new, di@béxample, were established
and this contributed to the creation of a unifommd &ransparent policy. This not only
allowed government and central bank institutionsvimk more effectively, it also
had the desirable effect of reassuring donors avektors. This issue of transparency
has proved critical when considering how institnomay adapt and evolve in a
changing environment and is a theme | will retarn t

6. Uganda’s 1991 debt strategy

This first debt strategy placed strict new limits borrowing: loans were only to be
contracted for priority projects contained in thational Public Investment Plan. Furthermore,
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funding for these projects was to be on conceskimmms. Line ministries were required to
work through the External Aid Coordination Departén the Ministry of Finance to ensure
funds were obtained on the best possible termsistemt with the debt strategy. This division
of responsibilities allowed each institution to @iscon its own speciality; line ministries were
tasked with identifying priority projects while thdinistry of Finance oversaw the process of
ensuring the resources were in place.

There were three key committees charged with oe@rgeand monitoring debt issues.

 The Balance of Payments Committee brought togetiffesers from the Bank of
Uganda and the Ministry of Finance who specialisedlebt and trade issues to
discuss strategy, consider current trends and sedlye sustainability of the debt
burden.

* The Cashflow Committee provided the forum for d&sing debt issues in the context
of the whole macroeconomic framework. This enaldadk and Finance officers to
consider the revenue constraints debt service maag Im the short term and their
repercussions on other sectors of the economy.

* The Development Committee, which consisted of semembers of Finance and
Planning and representatives of the line ministn@evided an executive forum for
high-level co-ordination and an exchange of viethas enabling policy decisions to
be made with valued input from all institutions.hi§ committee thus provided the
overall co-ordination necessary for identifyingquity projects and their source of
financing, recommending new loans only when necgssa

Other aspects of the strategy defined new rolestifer Ministry of Finance and the
Central Bank. An external consultant was chargeld gdesigning a programme for buying back
commercial debt while the External Debt Managentefiice (EDMO) at the Bank worked
closely to provide the data necessary to enabldtiypack to be completed successfully. The
result was the virtual elimination of commerciabtle

7. Paris Club

Perhaps the key aspect of the 1991 Debt Strategwever, was the beginning of
negotiations with the Paris Club. This was to leadescheduling on Toronto, London and then,
in 1995, Naples Terms. This reduced our debtesdlcreditors by 67% and could be seen as a
first step to attaining HIPC debt relief.

Having completed the Naples Terms negotiationseahréary 1995, debt management
officers considered the structure of the new debfilp and identified multilateral debt, which
accounted for 75% of debt service, as the main compt of debt for which Uganda should seek
relief or rescheduling.

8. Enhanced debt strategy

Subsequently, in July 1995, the Enhanced Debtegjyalvas launched. This highlighted
actions which could be taken to minimise the furtingpact of multilateral debt and suggested
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means by which debt service could be reduced. Ailsieral Debt Fund was launched which
pooled donor contributions which were then usedeiwvice debt to IDA, the IMF, the African
Development Bank and the African Development Furithis Fund has proved remarkably
successful in mobilising grants which reduced ratitral debt service by up to $40 million in
each of the last two fiscal years.

The institutional structure which allowed the Miaiteral Debt Fund to function is worth
recounting as it highlights the need for accoumtahsétitutions which are capable of responding
to prevailing conditions. Donors were understangabhcerned to ensure their funds were being
used in the desired way and also to see that Gonarhpolicy shared their overall aims of
reducing debt and taking on new loans only for nigigprojects and then only on concessional
terms.

9. Relationship with donors

To address these concerns the Ministry of Finameated a Donor Committee, which
provided feedback on Development Committee meetimgsviding contributors to the
Multilateral Debt Fund and other donors with an agnity to discuss policy and to observe the
decision making process. In this way a good waykielationship with donors has been
established; this is something of great value whiehthe post-HIPC era, will be employed to
implement targeted policies aimed at raising stedsla the social sectors.

10. Capacity building

The capacity created in the ten years the goverhivenpursued an active debt strategy
has been a valuable by-product of the work dorredicing and managing debt. Skill shortages
have been identified as the strategy has progrelssethe Government of Uganda has been
fortunate to have donor support which recognisedrtbed to build local capacity. This has
enabled officers to attend long and short-terrmingi courses, enabling them to acquire the
skills necessary to perform their tasks effective@nce back in station they have then been able
to share these skills with others, reinforcing lbeeefits accruing to the individual.

This donor funded training has enhanced the overedll of technical capacity and has
enabled officers to monitor current trends, deview strategy and negotiate confidently with
creditors. As a result buybacks and reschedulmgngements have been pursued with non-
OECD non-Paris Club creditors while a portfolio ieav of existing debt has also been
undertaken.

11. The HIPC debt relief initiative

In senior level debt negotiations, continued soecgnomic management and the pursuit
of all available debt relief options, combined wétbime effective third party lobbying for which
we are grateful, was sufficient to persuade the 8vit the World Bank that, despite the progress
Uganda was making, the debt burden was unsustairatd that multilateral debt relief was
necessary. Earlier this year Uganda was therefeeened eligible for HIPC relief, an initiative
which will reduce our debt by approximately 20%NPRV terms at the completion point. The
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negotiations which led up to the HIPC agreemensisbed of a thorough process of reconciling
and consolidating debt and the experience acqowedthe past six years was tested to the full.

12. Post HIPC debt strategy

Although the relief granted under the HIPC Initratiwas less then some had hoped for,
it is a welcome development and is seen as an sewhent of the progress Uganda has made
over the last ten years.

It is now time to look forward and embark on thetrstage of the development process,
however, and this we can do with confidence, kngwtime institutional structure necessary to
formulate and execute policy is in place.

Specifically, the Ministry of Finance and Plannihgs been divided into two separate
ministries to enable long-term strategy to be d=ligy key sectors of the economy, leaving
Finance to manage shorter term macroeconomic issues

Regarding debt issues, for example, the MinistryFimfance, along with debt officers
from the Central Bank, has recently formed a dedatdebt management committee to consider
the way forward after Uganda is granted HIPC reli€his will include the regular updating of
the Debt Sustainability Analysis, using debt sofevauch as DMFAS, which will consider
scenarios, such as an exogenous shock, which nmalenréJganda’s debt unsustainable once
more. This will then allow the debt strategy toumeated in line with the team’s findings and
give policy makers prior warning of potential desminents which may exacerbate the debt
situation. It will also allow Government to negé with the IMF on a more equal footing as we
can present our own informed analysis when conisigeppropriate policy and targets with the
Fund.

Overseeing this whole process, the Development dteenhas remained a central
feature, providing an opportunity for discussion fature strategy and policy. This is an
especially critical institution now that FinancedaRlanning are independent ministries. This
ensures all future borrowing will be on terms cetesit with our current debt strategy and will
be employed in priority areas which address poverdylication.
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The key institutions | have discussed and theati@hship with one another can be seen

in this chart.

DEBT MANAGEMENT : INSTITUTIONAL STRUCTURE
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I would like to emphasise that, although each dadséh sections, departments and
committees serves a specialised function, theaegisod deal of interdependence between them,
as the chart demonstrates. The success of thestlateigy has largely been due to the close co-
operation fostered by this institutional structure particular between the Ministry of Finance

and the Bank of Uganda.

At a technical level officers from these institutsowork closely on an everyday basis to
exchange new information and consider macroeconataielopments. Over the years an
excellent working relationship has been forged Whie based on close co-operation and the
shared goal of achieving significant reductions/ganda’s debt stock and servicing obligations.

There is of course always a need to reflect angiden how the links between these
institutions can be made more robust and cohes®ar updated debt strategy, which will be
prepared in the new year, will consider, therefdrew this structure can be improved still

further.
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13. Summary and conclusion

To summarise: the most important characteristictled institutions charged with
managing Uganda’s external debt is one of openmassco-operation between institutions.
Another glance at the graph showing the evolutibtdganda’s debt service ratio shows the
significant impact a coherent debt strategy, sujgoioby an effective institutional structure, has
had.

Debt management brings together a range of offi@ard policy makers and its
effectiveness requires sound management and gocoddowation. The pooling of information
and experience combined with the ability to consigeblems from different institutional
perspectives, therefore, has provided insight arfdrigle ground for assessing and adapting
policy at all levels.

This has embedded other qualities which enablenteghofficers to look forward and
thereby respond quickly to prevailing conditioris.some cases, as we saw when discussing the
implementation of the 1995 Enhanced Debt Stratégyso provides the opportunity to seize the
initiative and shape future events, as was the wvasethe creation of the Multilateral Debt
Fund. This has not only provided valuable reliethe short term but has also built a lasting
relationship between government and donors whiclesavell for the future.

The key role for institutions, therefore, may betovide continuity with change and this
is, perhaps, best achieved by creating an intetyststem capable of forward looking behaviour
which allows policy makers to adapt quickly to charand influence events where necessary.
Recognising the need for these qualities is thet fequirement of building institutions capable
of operating effectively in a changing macroecormanvironment.

Once an environment of co-operation and co-ordimats established, the necessary
technical capacity to deal with economic conditions be created, expanded and reinforced. In
this way the whole process becomes self-sustaining.
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LINKAGES BETWEEN DEBT OFFICES AND OTHER GOVERNMENT
ENTITIES. NEW DEVELOPMENTS IN THE NORDIC DEBT OFFIC ES

Lars Kalderen

Because of my background in the Swedish Nationabt D@ffice in the 1980s and
continued close relations with that office and watilleagues from other Nordic countries, my
presentation will be coloured by experiences it faat of the world. But | have also worked in
many developing countries and found that instinaioproblems in debt management are often
quite similar, although of course in certain respeach country is different. In fact, as you will
find, even among the five Nordic countries whichynsaem indistinguishable from each other
(all the governments borrow exclusively from theaficial markets and have high credit ratings)
there are significant differences, as a resultdrhiaistrative traditions, size and kind of loan
portfolio, etc.

But before getting into country specifics, let ok at a few simple pictures which
illustrate some basic relationships. These arares if we assume that there is a separate Debt
Office (DO) reporting to the Ministry of Finance @¥) but with some degree of independence
(there are now a number of countries which folldws tmodel, Sweden among them but also
Austria, Hungary, Ireland and New Zealand. In otheuntries the DO is usually a clearly
identifiable department of the Ministry of Finarme- less frequently - of the central bank).

Let us start with théormal relations between the DO and its superiors, which normally
fall within a vertical, hierarchical system. Major decisions, including the delegatdpowers
to the DO to decide on certain matters within sett$, are usually delivered from the highest
authority in the land (such as Parliament or Perg)dby the MoF to the DO. In the opposite
direction, the DO sends requests for changes imdlaionship to higher authority (Parliament
through the MoF). We can distinguish between twsesa

* Infrequent communications, such as the handing down of alaewon government
debt or on the organisation of the DO; after adoptby Parliament, the law is
normally sent to the DO through the MoF. The prapan of the law may have
involved other ministries as well (such as Justmepgencies (such as the central
bank). In passing on the legislation or ad hocglegito the DO, the ministerial level
- and especially the MoF - may add on its own bglaggulations. The DO, in turn,
may request changes in the laws or the bylaws frora to time by approaching the
MoF.

* Regular communications, the most important one beingatireual requestfrom the
DO for an operating budget for the next fiscal y8dris process will often follow a
standard pattern - the MoF issues forms to bedfilfeand instructions on how the
need for funds should be calculated. The timetableormally set by the MoF and is
identical for all or most government agencies. M- will pass on the DO’s request
to Parliament with its own suggestions for modiii@as - most likely cuts rather than
additions - and once it has received the parliaargntecision, the MoF will
communicate it with the DO, again perhaps addirsgoivn regulations or even
restrictions for the DO to observe. - At the endhad fiscal year, the DO will report
on how funds were spent and whether there are efhyol carry over into the next
year.
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The legal framework for the operatiofishe DO may be more or less complex. In some
countries there are a series of separate actsasuch

» Foreign loans act;

» Domestic loans act;
+ Parastatal loans act;
» Loan guarantees act.

Regardless of the number of acts and by-laws, hegethey must create a clear,
uncontroversial framework for the DO to operatehmit There should be no gaps and no
overlaps, the language must be unequivocal, thmirteiogy identical between the laws. The
legal framework must create a firm division of labcand authority between the layers of
government so that the responsibilities of the D&taim its competence - avoiding both risk
exposure beyond its control and undue restraintsofreedom of action in the best interests of
the state.

Similarly, the annual budget cycle should be asatmas possible, making resources
available to the DO in a flexible way so as to rhatice tasks given to it by the government
(which may vary in the course of the budget yearyvhich it may be called upon to perform
because of developments in the financial markesshreduling operations, etc.

These two aspects of the relationship of the DQtdosuperiors - the legal and the
financial - point to the need for the Office to éguipped with staff who can identify, articulate
and represent its interests vis-a-vis lawyers andgbt officers in the MoF as well as the
politicians in Parliament. The leadership of the BQritical - it has to have both the clout and
the confidence of higher authority necessary to enak weight felt in the machinery of
government and politics. And the quality of itsfetaust be such that it can effectively give
support in the negotiations not only with lendensiestors and donors but also with the civil
servants of their own country.

The demands on the DO to push its interests bepamieularly acute in countries where
the situation is as multi-layered as is shown imttthave called "the Worst Case".
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Luckily, the chart combines the atomisgédicture of the MoF of one particular country
where the DO spent about half its time and effartfighting other units of the Ministry and
reporting to several members of the top brass (whce not agreed on how to share the turf
among themselves); and the highly confused parligang situation of another country where all
loan agreements had to be vetted and acceptedebjegfslature, a process which entailed
endless wrangling in a series of committees whosenlbers were often wholly ignorant of
international finance. Fortunately, both cases widrserved a long time ago and should have
been corrected by now - if not, | imagine thatddbt raising has now come to a standstill in
these two countries.

The laws on state borrowing as well as the requiatby the MoF may contain references
to the relations between the DO and other goverhmagencies such as the ministries of
planning, foreign affairs, justice, trade and irtdysor state enterprises; the central bank; the
general accounting office; the attorney generaffie@ the tax authority, etc. In such case, the
purpose is to make the DO behave in a certain wagrds these agencies. On the other hand, in
order to bindthem to a certain behaviour towards the DO, separafisl&ion/regulations may
have to be issued through the channels normallg tecommunications between the agencies
and the highest authority. We may think of thedetiens asformal and horizontal; and all
who are engaged in gathering data for processing D® know that these relations are no less
important for the success of the Office than thdica ones. Again, the DO is well served by
having competence to interface with these otheegowent agencies - it needs to understand
their roles in the administration and to be ablemark constructively with them in solving
common problems. In the early stages of DO operatagood deal of time and effort must be
spent on explaining to such agencies what debt gemnent is all about - why it is important to
the country and to state finances, and that it sié@el support of the rest of the government rather
than turf fighting.

Parliament

Ministry of: Finance  Planning Foreign Affairs Justi  Infrastructure///Parastatals
(Attorney  Agriculture

—Financial General) etc.
Supervisory Authority
—General Accounting
Office
Central Bank
—Tax Authority Monetary management
Foreign exchange policy
LCapital Market Paying agent for MoF/DO
Authority

In this context, some agencies are more importart dthers are. First and foremost, the
MoF has other units than the one directly respdadir relations with the DO, and some of
these units may find it difficult to accept a DOialnclaims the right to do things that they were
formerly entrusted with (but perhaps had little a@fy for actually undertaking). The Accounts
Department may be a case in point, particularly i less computerised and has fewer "whiz
kids" to project future debt service payments thlhe DO which has the benefit of, e.g.,
UNCTAD support. Close and friendly co-operationtwiccounts is crucial, i.e. if the DO is
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responsible for raising short-term finance in tharket to cover seasonal deficits in the
government’s cash position. Another area of frictinay be the separation of the administration
of loans and grants: thus, the department in chafrgelations with donors may see little reason
for such a separation and will only grudgingly haner responsibility for the former to a new

unit like the DO.

Outside the MoF, the Ministry of Planning and thénistry of Justice (or the Attoney
General's Office) are essential partners for the P@nning has to be relied upon to provide
inputs to debt strategy formulation, and the legathorities to help in loan negotiations and
reschedulings. In many countries, however,cetral bank is the most important partner of the
DO, in both the domestic and the external debtfi®olumes have been written about that
relationship, particularly with regard to monetanficy, and | will not try to summarise the state
of theory nor that of practice, which varies a gaal from country to country. But a general
tendency seems to be for central banks to beconme mdependent of the MoF in order to be
able to conduct monetary policy unfettered of ot@rsiderations, including getting facilities to
issue short-term notes alongside the Treasury Billsch are increasingly becoming the
responsibility of the DO. Thus, the areas of fantiand/or co-operation tend to be reduced as a
result of global institutional developments as wadl the maturing of country-specific debt
management.

A few words should be said about the need for t@et®help build up the capacity of the
government auditors to understand and assist in debt management. ibg take place in
parallel with the growing sophistication of the B0 that the auditors on the one hand can catch
any wrongdoings but on the other hand will not ¢is the debt managers in the development
of new techniques, or slow down their operation®sdo cause unnecessary costs or deny the
state the savings that can be achieved from spekdexisiveness.

It is for these horizontal relations thatlebt policy committeecan be most useful. Such
committees have been set up in many borrowing cesntiuring the past two decades, under
various names (a random search has yielded namkssuhigh-level co-ordinating committee”,
"foreign finance committee" and - in Sweden - "fakvisory group”).

Composition of Foreign Finance Committee

CENTRAL BANK MINISTRY OF FINANCE
Governor (or Deputy) \ / Minister of Finance (or Deputy)

Director of Foreign Director of Foreign Department

Department Director of Planning
Director of Research

NATIONAL DEBT OFFICE*
Director General

Director of International
Loans Department

Director of Legal Department

| Private Borrowers

| Public Borrowers / OTHER PfOSISIBLE MEMBER
i * Could be part of the Ministry of ~ Ministry of Planning

L Authorized Banks Finance, o? functions could be  Ministry of Foreign Trade

shared with Central Bank.
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shows a possible composition of a committee fa ghirpose; it has been taken out of the report
from a UNDP workshop held in 1985 and was alredugntbased on the solid experience of a
number of countries. Debt policy committees tendéanost useful in the early stages of setting
up and running a debt management machinery, whanwlill help establish the roles of the
various agencies and the sequencing of activikeen when they do not take formal decisions
their influence can be great in the co-ordinatiéraction by the agencies concerned, because
they provide a platform for the sharing of inforioat and building a consensus within the
government.

Theinformal relations between government agencies are equafigritant. They consist
of routine sharing of information - reports genedaby the DO are distributed "in exchange for"
what is being produced by ministries other than N (with which the DO has a symbiotic
relationship, including the sharing of data bast®,central bank, etc. - but also of almost daily
contacts, by phone and meetings, between DO sitdftleeir counterparts in other agencies. An
excellent opportunity to create a team spirit wofa of the debt management effort among staff
members of different agencies is usually presenteen foreign loans are to be negotiated, or
annual reports on debt management composed. Algaidata gathering but also for the smooth
workings of formal and business relations (seewginformal relations must be good. If the DO
can play the role of an information center (e.g.hlaying a home page with vital and current
economic and financial data) this will enhanceygseral standing in the government.

Many DOs havecommercial relations with other government entities - in Sweden the
SNDO takes deposits and extends credit to some ggicees and state companies who
participate in this scheme on a completely volynbasis (and there is no subsidy in the services
extended by the DO). Its guarantee schemes - fecifsp sectors such as shipyards, oll
exploration and certain infrastructural projectsre available for public as well as private
borrowers. Relations between a DO and the ceb&mak may have a considerable commercial
content, in addition to their joint efforts to copéh the problems of inflation and disequilibra in
the balance of payments. Although perhaps in a paggosition as buyer of the proceeds of
foreign currency loans as well as supplier of awies to the DO’s debt service payments, the
bank nevertheless cannot deviate too far from dmeiness behaviour in serving the needs of
the DO - who would then have good reason to compgfaithe MoF and ask for permission to
turn to the commercial banks instead.

So clearly the DO has many linkages with other gowent entities - formal, informal
and commercial. This is in keeping with its roleadspider in the web", a communication center
for essential financial information and a majoryglain the economic life of the country. If it is
part of the government treasury it may have immpartzanking functions vis-a-vis its public
sector clients. Because of the long-term naturésoEommitments - it serves debt contracted
decades ago and has to plan ahead 10-20 yearkefaetvice of loans contracted today - it
provides vital inputs to the government’s econofarecasting and planning work.

1. New developments in the Nordic debt offices

Looking back over the past ten years or so onesfigidnificant changes in the five
Nordic countries with regard to the location of delanagement functions and the role of
various agencies. In Denmark a large chunk of tkevihich had always been located in the
MoF was moved to the Central Bank in 1991 and ewsiphwwas put on the co-ordinated
management of the State’s external assets anditieb(through the concept of a net portfolio).
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In Finland which expects to join the EMU in thestivave and will therefore gradually reduce its
foreign currency debt in favour of the Euro, theRVis in the process of divesting itself of duties
in the field of external debt by transferring resgility to the State Treasury Office, which
reports to the Ministry and has capacity to hamdllelebt in domestic currency. A few years ago
Iceland set up a DO separate from the MoF (but mi#émagement from the Ministry) and located
it in the Central Bank building. In Norway, like Denmark, the Central Bank does most of the
heavy work (including managing a net portfolio) iehthe MoF takes the decisions and relates
with Parliament. And in Sweden, the DO which forrenthan two-hundred years had been run
by a Board of parliamentarians and reporting diyeit Parliament was put under the MoF in
1989 and is now involved in a discussion with otbetities of the government about its authority
and responsibilities. These changes have diffaranses, some of them based in developments
in the size and characteristics of debt portfolmsl/or the progress in financial techniques,
others more related to administrative reform ingbeernment or shifts between the political and
the administrative domain.

1.1. Denmark

In 1991 it was decided to move foreign exchangedvings and the management of the
external debt from the MoF to the Danish NationahB (Danmarks Nationalbank, DB) which
had for a long time taken care of the sale of doimé®nds for the government. A certain co-
ordination between the two agencies ensured thanwhe foreign assets of the Bank and the
liabilities of the State (“the Kingdom”) were reded as a whole, the net foreign exchange risk
was not excessive; but it was felt that such caraiibn could be made more effective if the
work was concentrated in one agency.

At present foreign exchange borrowing in a yearésjthe amount of foreign debt falling
due in that year so that the foreign debt of thegdom (not to be confounded with the net
foreign debt of Denmark, which also includes ddhttber public entities and the private sector)
remains practically constant at approximately tize sf the exchange reserves. Thus all of the
government cash deficit is covered by domesticdvamg. DB also serves as the government’s
bank, buying the foreign currency raised throughrdaeing on behalf of the Kingdom and
selling the foreign currency needed to serviceedftd

A Borrowing Act, adopted by Parliament, sets airgilon total government debt (at
present DKK 950 billion, equivalent to about US$ Illion, of which some 80% has been
utilised — but only 10% for foreign current debf)he distribution between foreign and domestic
borrowing is governed by the so-called “Central &ownent Borrowing Norm” agreed between
the Minister for Finance and DB.

While the overall responsibility for managing thevgrnment’'s debt still rests with the
MoF, DB is authorised — within guidelines that drafted by the Bank and reviewed quarterly
with the Ministry — to conduct the necessary dehnhgactions on behalf of the government.
Within the Bank both domestic and foreign debtdealt with in two departments. One (called
“Financial Markets Department”) takes care of,, ithe formulation of central government debt
policy and borrowing strategy, risk management padormance measurement, rating issues,
and publications on borrowing and debt; the otloalléd “Market Operations Department”)
deals with, i.e., the monitoring of markets, thenadstration of DB’s domestic bond portfolio,
the purchase and sale of securities, the adminirand investment of DB’s international
reserves, the execution of the government’s borrgveind swap program, and state guarantees
and legal questions concerning borrowing.
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These two departments meet every threeksvor so, to co-ordinate their thinking and
activities. There is also an Accounting Departmehich handles payments and the Book-
keeping for the government debt. DB drafts montidgorts on the borrowings and other
financial transactions for the MoF to send to theaRce Committee of the Parliament, for
information. Annual Reports on the government daet produced by DB and published after
approval by the MoF.

1.2. Finland

In Finland, the state’s debt has always been firmlghe hands of the MoF, with the
central bank playing a minor role. Thus, in costtt® Denmark, the Finnish government is in
the process of moving the administration of thee&taforeign currency debt from the MoF —
which will maintain responsibility for policy angporting to Parliament — to an agency under
the ministry called “Statskontoret” (the State By Office) which already handles domestic
debt, state pension matters and a range of othandial duties. About half the MoF staff
working on external debt has moved over to thed®ffto join a new unit headed by a former
commercial banker. While the MoF will continue s$et policy guidelines and report to
Parliament, new procedures for giving instructisasthe Office and receiving feed-back are
being drawn up. The driving force behind this masehat the division of labour between
foreign currency borrowing and local currency baiirmy will no longer be reasonable after the
start of the third state of the EMU.

1.3. Norway

Being an oil-rich country, Norway nowadays borromwternationally only to refinance
some foreign debt and to raise currencies for ad#e or for making investments, i.e. in state
banks. Norway lacks a law on state borrowing hatliudget process forced the government to
report its borrowing needs to Parliament twice afiguand to receive authorisation in the form
of both a preliminary and a final budget (this @& is now being simplified but the annual
authorisation to borrow will remain). The authatisn sets ceilings for new foreign and
domestic currency loans, respectively. For sharitand cash credits a ceiling is set for total
amounts outstanding. Each loan in foreign curreequires a formal decision by the Minister
for Finance, while domestic debt issues are hanojddoF officials and reported to the Minister
twice annually. The aim of state debt managentettt obtain the lowest possible cost, given the
constraints of monetary policy and considering #sodegree of risk.

The debt section (which is a small unit, with Sfstaembers) was recently moved from
the Financial Markets Department of the MoF to Bewnomic Department in order to obtain
better co-ordination of debt matters with genecalin®mic policy. State guarantees are handled
by the Ministry for Trade and Industry, while bamgisupervision is in a separate agency under
the MoF.

The Bank of Norway is the paying agent for the gomeent’s debt and is also responsible
for the co-ordination of the foreign currency delith that part of the exchange reserves which
corresponds to the state debt. It reports quarterthe MoF on its activities. As it is in daily
contact with the financial markets, the Bank seragshe adviser to the government on market
development and arranges the auctions of domeslit dNo annual report on the national debt
is issued beyond the background material submitid@arliament as part of the annual request
for borrowing authorisation (which arouses limitaterest and causes no public debate).
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1.4. Sweden

While Denmark and Iceland settled their organisatad debt management and the
relations between various government entities argvo years ago, Sweden — like Finland and
Norway — is in the midst of an overhaul of earliatterns. Nobody disputes the usefulness of
having a separate DO (Sweden has had one sind&theentury), but there has been argument
about what should be the proper goals of debt nmemnegt, how performance should be
measured and the division of authority betweenfolie layers of government: Parliament, the
Ministry of Finance (together constituting “The Gomment”), the Board of Commissioners of
the Swedish National Debt Office (SNDO) and theebDior General of the SNDO. The
relationship between the SNDO and the Riksbanki(akebank) is also a subject for debate, with
the bank reluctant to let go of the last vestigesoatrol of the DO’s foreign currency operations.
These issues were discussed in 1997 by a debymalomittee of inquiry, charged with the task
of formulating proposals for a system that wouldehauthority with competence — particularly
as regards the setting of benchmark and measufipgriormance. The inquiry was led by a
university professor of economics who was advisgddrious experts including some from the
SNDO. The report by the committee was publishe®@t) 1997:66 and received comments
from government entities most directly concern&d the Riksbank and the SNDO.

The report suggests three goals for debt poligymo(avoid high future levels of taxation
and market variations in tax rates over time, budgécits should be kept down and real interest
costs should have low variance; moreover, the sebtture should make interest payments low
when GAP is unusually low and public expendituregawally high; (ii) to reduce the proportion
of debt issued in domestic nominal bonds, in otdemhance the credibility of the government’s
anti-inflationary policies (i.e., making it moreffitult to “inflate out of debt”); and (iii) to
contribute to market efficiency, including the deysment of new markets. Other possible
goals, such as composing the debt portfolio witheav to stabilising domestic interest rates and
exchange rates, or promote a certain distributiomame and wealth, are more arguable and
should not influence the goal-setting.

In practical terms, the committee recommends tbag-term indexed kronor bonds
should constitute a major part of government dabthe expense of nominal bonds and foreign
currency debt. The general goals of debt poligughcontinue to be determined by Parliament,
on the advice of the Cabinet (Ministry of Financehich maintains a five-year strategy
specifying — within wide margins — the debt poitiadhares of the three kinds of debt. The DO
would then be delegated to implement the decisisghe government’s portflio manager,
including setting benchmarks and devising a systemperformance evaluation. The report
proposes that Parliament should arrange a yeaasirigeon debt policy issues with the Director
General of the SNDO and the Minister of Finance.

The report suggests that relations with the Rikkb@ould be improved by allowing the
SNDO to exchange foreign currency proceeds in tagket instead of having to go through the
bank, and that it should be permitted to hold ant®in foreign currencies. On the other hand,
the Riksbank should be consulted before decisisasnade on the size of foreign currency
borrowings. The Riksbank, in its comments, regdhgsproposals for greater freedom of the
SNDO in the currency markets as premature, inite bf the uncertainties of the EMU process
and the risk that the market might interpret tratisas by the SNDO as based on insider
information about the foreign exchange policy tiwt bank intends to conduct. In its comments
of the report the bank also underlines the impasathat it attaches to a continuation of the
formalised consultations between the MoF, the bamk the SNDO in the so-called Advisory



48 Inter-regional debt management conference

Group on Foreign Loans (formerly “The Joint Advig@roup”), before the Government takes
the annual decisions on the composition of the stabt portfolio.

Meanwhile, there has been a series of reformsyding development and refinement of
benchmarks and other instruments of portfolio mansnt, and several reorganisations of the
SNDO to achieve synergies and savings. Externdldamestic debt are now administered in
one department, supported by a substantive baaleptind separate units have been created for
risk control and information technology, respediive The current status of the DO can be
studied in the accompanying Charts. The infornmatiepartment of the SNDO can provide
further details of how the office is organised dmiv it works — an annual report in English is
published in the spring, and the Office also mamstaa web site on the Internet which can be
consulted by interest parties.

2. Up-date to October 1998 of the Swedish debt mag@ament system

The Cabinet (Ministry of Finance) proposed to Rankent in the spring of 1998 a new
Act on State Borrowing and Debt Management whick a@opted with only minor adjustments
as Act 1998:1387. The proposal does not cover suittee recommendations of the committee
which only concern the relations between the Cdland the DO. These may be referred to in
future communications from the Ministry to the DO.

Only one goal of debt policy is specifically incorpted in the Act, viz.that of
minimisation over the longer term of the total cost of the entire debt portfolio, taking into
account the overall risk. However, large and unpredictable variations éftdservicing costs
should be avoided, as these might raise interestldeand cause higher costs of debt
management. Other possible goals of debt polieycansidered to be covered by the cost
minimisation target (tax smoothing, improving theahcial markets) or better served by other
instruments (credibility of economic policy). Witkegard to the Riksbank, the Act states that
debt policy and management must be conducted swmta® obstruct or contravene monetary
policy by the bank.

The Act further sets out the machinery for the ahmycle of decision-making involving
Parliament, the Cabinet (Ministry of Finance) ahd DO. Thus, by October 1 the DO is to
submit a proposal on guidelines for the managemérihe State debt, and the Government,
having requested and received comments from thgbik, is to take a decision — to approve or
to revise the proposal — and to transmit it to B® no later than November 15. These
communications are public documents and will belabke to the media and other interested
parties. To enable the Government to evaluatpe¢n®rmance of the DO, the Office will supply
the Ministry with material that will allow the Misiry to report to Parliament no later than April
15 on the result of debt management operationdénprevious year. The report may also
include performance evaluations by experts outdlie DO. The parliamentary finance
committee may then decide to arrange hearings affitials of the Ministry and/or the Director
General of the DO, as suggested by the commisgiorgoiry. After such hearings and its own
deliberations, the committee will report to theraey and Parliament will then express its
approval — or otherwise — of the conduct of debhagement by the Cabinet and DO. This
decision will be taken before the recess of Pagiainn early June.

The first “Proposal for guidelines for the managamef the central government debt”
was sent by the Board of the DO to the GovernmenSeptember 28, 1998 (text in English
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available from the information division of the DAn the letter, the DO emphasises that the
proposal represents the first stage in a procesghioh both the principles and techniques for
guiding and evaluating the management of the degaernment debt will gradually be
developed. On this, the first occasion, the prafsare largely based on qualitative reasoning
and assessments, but the DO’s ambition is alsccrbate improved methods of quantitative
analysis as a basis for the work on guidelinehindoming years. While it is judged to be too
early to state in percentage terms how the dehildhme distributed in the long term between
nominal, inflation-linked and foreign currency bmming, the DO’s proposal nonetheless
indicates the desired directions to take from th&itfpn today, i.e. an increase in inflation-linked
borrowing and a continued amortisation of the fgmesurrency debt.
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* Issues loans and manages the Central Governmehtadetost-effectively as possible, in
accordance with the Act on State Borrowing andis&uction, by borrowing

in the money and bond market primarily in the form of

» Treasury Bonds

» Treasury Bills

» Short-term repurchase agreements (repos)
» Short-term deposits/loans

in the private market through

» Lottery Bonds
» the National Debt Account
» the National Savings Account

in the foreign currency markets through

» bonds issued in the Euromarket and in national etark
» Commercial Paper Programmes
» bank loans

» modern debt-management techniques (swap agreerfemtard contracts, etc.)

e Acts as an internal bank on behalf of the Statbaittes

* Issues guarantees on behalf of the State

» Co-ordinates State guarantee operations and laamsltistry and commerce, and monitors
the related costs

» Issues forecasts covering State receipts and disimants and ensures that these transactions
are managed as cost-effectively as possible
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THE ROLE OF THE PHILIPPINE TREASURY IN TRANSFORMING THE
DOMESTIC DEBT MARKET

Caridad Valdehuesa

1. Introduction

The Philippine Treasury is a member of the clusfeagencies within the Department of
Finance. lIts critical mandates are:

* To manage the cash resources of the National Goest)

» To perform banking functions related to the recaipd disbursement of government
funds;

* To manage, control and service all public debt frdamestic as well as foreign
creditors;

» To assist in policy formulation and execute poliay matters of financial
management, public borrowing and capital marketetigoment;

 To maintain books of accounts of all financial sactions of the executive
department of government;

» To assist other government agencies concernedejmafng projections of revenues,
cash position and borrowing requirements of thelbép.

In recent years theses mandates were expandaditolé the origination of government
securities, their servicing and redemption, the agament of securities stabilisation funds, bond
sinking funds and bond assurance funds, functienstbfore conducted by the Central Bank of
the Philippines.

The idea was to separate fiscal responsibilitiesifmonetary activities. It had been the
impression of the legislators that the relationdieépveen fiscal and monetary authorities was too
close. Therefore they created an independent ragnatithority in 1993 and mandated that the
issue, service and redemption of domestic goverhahet revert to the Department of Finance.
The Department in turn reverted the function i@ National Treasury.

These three tasks are complementary to the Trgasnandate of helping to develop and
deepen the capital market and the mandate to d¢@mtdoservice the public debt.

The Philippine Treasury initiated the re-enginegriof its operations by installing
computer systems and infrastructure, training @fp@ople overseas and crafting of sensible debt
policies in order to cope with the tremendous waakl in a changing business environment,
without the benefit of additional personnel.

Along with the internal organisational and persanretooling, the Philippine Treasury
introduced debt and capital market innovations airtice resistance and noise of market players
who had grown accustomed to the inefficienciesratrgression of the market.
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2. Market reforms and innovations

The Philippine Treasury introduced reforms andirations one after the other to make
the domestic debt market efficient, risk-free, angar with global standards. The reforms were
as follows:

First, because the Philippine Government borrawsefinance a portion of its debt by
issuing government securities through auction ntetlvbere any number of accredited dealers
are invited to tender bids for amounts and yieldgheir choice, we prescribed uniform practices
and standard forms when tendering bids for auct@dvocated training of dealers and
maintenance of a roster of qualified traders fag thdustry, then we recommended a self-
regulation of the government securities industrysistent with the Philippine government
liberalisation policies.

We also introduced state-of-the-arts auction Withdevelopment of the Automated Debt
Auction Processing System (ADAPS). The electr@niction, the first of its kind in Southeast
Asia, has enhanced the efficiency and transparehttye origination of government securities (it
made the process real time from a 2 1/2 hours nligedaauction to a 3 minute ADAPS).

We also shifted to Dutch auction for Treasury Bona method of pegging a uniform
coupon rate to a Treasury Bond at the stop-oul lefvarrayed amounts of bids and yields. The
Dutch auction method eliminated the complicateccess of computing the present value of the
discounts for purposes of determining the tax. is Has simplified and enhanced the trading of
Treasury Bonds as well.

The Treasury adopted and implemented the polisgcopless government securities. All
government securities floated starting November512®e not represented any more by
certificates.  This eliminated the cost of cerafes printing and the burden and the
accompanying risk of physical transport of ceréifed securities from one site to another.

We later on established the Registry of Scriplssurities or RoSS which is the official
registry of ownership and other rights pertainirg scripless government securities.  The
Registry also functions as the clearing infrastitestfor secondary market trades of scripless
government securities. R0SS conforms to the GrR86ommendations of Delivery-versus-
Payment (DvP) through Netting but Same-Day Settigme

Our ADAPS is now electronically interfaced with & subscribers, principally the
government securities dealers, insurance compamig®nal unit banks, etc., via the Dow Jones
Markets and Reuters Networks. Though this faciRgSS subscribers electronically send their
government securities trades in the secondary rmaiikieout the need for paper documentation.
With this infrastructure, the Philippine Treasurgshcompleted the full automation of the
government securities primary and secondary markets

Concomitant to all this, we democratised and broaedethe government securities
dealership network by encouraging the entry of rfaial institutions with large funds and
clientele to avoid the cartelisation among the masp of government securities dealers. The
expanded dealership network has spurred compettimhhas resulted in finer bid rates at the
primary market. Government securities dealers namber 46 since the Philippine Treasury
assumed the fiscal agency functions from the CeBtak of the Philippines which limited the
network to 24.
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Prior to 1994, the Philippine’s domestic debt m&tuprofile has been limited to very
short-term maturities, namely 91-day, 182-day abwl@ay Treasury Bills.

We introduced longer-term government securiti@scpally for better debt management
and also to provide the domestic market with a mahimstruments that would meet different
investors’ preferences. The Philippine Treasuigcessfully introduced 2-year, 5-year, 7-year,
10-year and 20-year fixed rate treasury bonds. es&hinnovations evidently lengthened the
country’s yield curve which is the longest in Asiihe market now functionally and extensively
uses this yield curve to price their private finahinstruments and products. The ratio of long-
term Treasury Bonds with short-term Treasury Balsurrently at 50:50. However, whenever
interest rates are high, the Philippine Treasurgtl very short-term cash management bills of
35-day, 42-day and 63-day maturities. These flaatatchange the ratio in favour of short-term
Treasury Bills, but only briefly.

On our own initiative, we successfully convinceée tountry’s Internal Revenue Service
to clarify the tax treatment of government secesiti Treasury Bills and Bonds are subject to a
20% final income tax withheld at source but are rose of capital gains tax, transfer tax,
documentary stamp tax in the secondary market.

We collaborated with the Securities and Exchangen@ission in crafting rules to
govern the Secondary Market Trade of Governmenur8exs. These rules which are now in
effect define the conventions to be observed byritézs dealers when dealing with government
securities, to ensure an orderly, efficient, tramspt, professional and honest government
securities market. It also provides for the adsimtive sanctions on government securities
dealers for irregularities in their trading andaiinary action for acts of misconduct due to
breach of the said rules.

A periodic assessment of the market-making cajpiasilof these dealers as undertaken
by the Philippine Treasury enhances their perfoomean The regular evaluation of dealer
behaviour covers their active retail of governmsetturities and intra-deals with each other. The
Philippine Treasury annually gives awards to thst Iperforming securities dealers as a way of
recognising their significant contributions in tdeepening of the domestic market for these
securities.

3. Sustaining market development

While the Philippine Treasury is happy with theuks of its innovations in the past
years, more innovations are envisioned for 1998extNyear the Philippine Treasury will
introduce 3 major market reforms, as follows, temen the debt market and render it more
efficient.

We believe that the reopening method for selliogyegnment securities will enhance
trading in Treasury Bonds. Reopening means auatioadditional amounts of outstanding
government securities under the same Internati®ealirities Identification Number (ISIN).

The reopening will reduce the number of outstagpdBINS, thereby making trades in
government securities easy, allowing dealers tdetiia larger blocks at a same time with less
reference ISINs, enhancing the liquidity of goveeminsecurities.
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We are considering imposing a cap on Dealer’s tsgive to the size of the offering so
as to eliminate potential cornering of bids. Thederal Reserve Bank of New York caps
dealer’s tenders at 30% of the total offering, wtlithe Bank of Canada pegs the limit at 25%.
The Philippine Treasury is studying the appropriateling cap given the size of our government
securities market and the financial capabilitiethef securities dealers.

Finally, we will work towards the formulation ofsampler procedure to make operational
the Philippine’s tax treaties with other countrie3he Philippine Treasury will continue its
collaboration with the Internal Revenue Servicetlsd country to arrive at a straightforward
application of tax treaties. It is envisaged ttie policy will clarify the ruling on double
taxation and eliminate the cumbersome processofrébunding to foreign investors. This
reform when implemented is expected to pave thefaragasy access and entry of foreign funds
to our government securities market.

4. Conclusion

The need to deepen our domestic debt market i pr@nounced now as it was 4 or 5
years back. With more and more countries comgein finite foreign funding, e.g., loans,
grants, capital flows, a robust domestic debt ntacke allow any government to mobilise and
raise significant amounts of funds from internagibsavers for its requirements. In addition, the
domestic debt market also induces savings mobdisata the participation of individual savers
and investors, including big corporations in deduisities.

Cognisant of the important role which our domesiébt market plays in the country’s
economic development, the Philippine Treasury \pili'sue more imaginative strategies to
preserve the gains achieved for our domestic delkeh and complete its graduation to a world
class debt securities market.
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INSTITUTIONAL TRANSFORMATIONSUNDERTAKEN BY THE
PHILIPPINE TREASURY IN RELATION TO ITSASSUMPTION OF THE
DOMESTIC DEBT MANAGEMENT FROM THE CENTRAL BANK OF
THE PHILIPPINES

Roberto Juanchito T. Dispo

1. Introduction

The New Central Bank of the Philippines Act whiosbcame effective on 3 July 1993
provides for the phase-out of domestic debt fumstiof the Central Bank within a period of
three years but in no case longer than five yaars the effectivity of the Central Bank of the
Philippines Act and transfer the same to the Depamt of Finance.

The domestic debt functions involve the issuaseeyicing and redemption of securities
representing obligations of the Philippine Governmelt also includes the administration and
management of the Securities Stabilization Funenidéd to be used in open market operations
in order to increase liquidity and stabilize théuesof government securities.

The rationale in the phase-out of the domestid fietrtions of the Central Bank and its
transfer to Department of Finance is to clearlyirgglte monetary functions from fiscal
responsibilities. Abuses were not uncommon inghst wherein the Central Bank extensively
used the domestic debt functions, i.e., borrowhrgugh the issuance of government securities,
for mopping-up operations, i.e., in order to siphadf excess liquidity in the system, which
was a purely monetary responsibility. This otmasd massive yet sometimes unnecessary
borrowings by the national government and a negatarry of huge cash balances lying idle and
earning minimal interests with the Central BankeTdeparation of the fiscal and monetary
responsibilities is envisaged as preventing sualsed and establish the independence of these
two sectors involved in the management of the agisneéconomy.

Among the Bureaus and Commissions under the Dmpattof Finance, the Philippine
Treasury's primordial functions of managing the gmment’'s financial resources and public
debt and formulation and execution of policies apital market development are most akin to
fiscal functions. Thus, in 1995 the Department iolaRce designated the Philippine Treasury as
the fiscal arm of the government to execute anddgondomestic borrowings through the
issuance, servicing and redemption of governmemnirgees.

The Philippine Treasury was not intimidated by tremendous added responsibilities
when it assumed the domestic debt functions. Huot that these new responsibilities were
turned over to the Philippine Treasury without psamn for additional manpower complement,
funding and logistics did not make the Philippineedsury quiver and back out from the
challenge. Instead, it quickly buckled down to kvand crafted creative ways and means to
efficiently and effectively discharge its new fuiocts at the least cost to the government.

The Philippine Treasury was fortunate to receix@ngs and technical assistance from
International Donor Agencies, e.g., United Stategercy for International Development
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(USAID), Comité Interamericano de Desarollo Agra&gCIDA), United Nations Development
Programme (UNDP), United Conference on Trade ande@pment (UNCTAD), to prepare
itself for these daunting challenges. These grantstechnical assistance were optimized and
used by the Philippine Treasury in implementingttiree important measures which it felt were
necessary in order to transform the Philippine 3ueainto a potent and state-of-the-arts fiscal
arm of the government. The three measures arth€lprganizational re-shaping, (2) massive
training of the human resources and (3) developragwt installation of robust Information
Technology (IT) systems.

2. Organizational re-shaping

The organization of the Philippine Treasury wdktad to the requirements of internal
control by separating operations of the front @fiand back office and manpower was
redistributed to the domestic debt activities frtme Central Bank and the decentralization of
monitoring of revenue collections and budgetaryeexjitures. The organization was divided into
three major sub-sectors namely, Operations, PalcyPlanning and Auxiliary sub-sectors.

The operations sub-sector is comprised of the tAddanagement and Liability
Management and this sub-sector handles the hedrtsaml of treasury operations involving
funds and debt management. The big portion ofdtimestic debt functions, i.e., issuance,
servicing and redemption of government securitiess absorbed by the Liability Management
while the administration and management of the @&tgesi Stabilization Fund was taken over by
the Asset Management. Manpower from collapsedsidins were redeployed to form the two
new divisions for Securities Origination Divisiowhich handles the flotation of government
securities in the primary market through the etedtr auction and the Registry of Scripless
Securities Division which registers the ownershig &ransfers thereof of government securities
both in the primary and secondary markets. Thetfans of the existing divisions, i.e., External
Debt Division and Internal Debt Divisions, were arpded to encompass backroom operations
for origination, servicing and redemption of govaent securities.

The former Operations Planning Service was upgraaéolicy and Planning sub-sector.

The upgrading indicated the importance placed andihb-sector. Given the critical roles of the
Philippine Treasury in the area of debt manageraedt capital market development, a strong
and sharp think-tank is imperative to support tlEmagement in policy studies and formulations.
Another group of redeployed personnel were bandeéther to form the Financial Market

Analysis Division under the policy and plannisgpsector. This Division conducts in-depth
analysis of the financial market and provides trenagement and the Auction Committee with
forecasts of the direction of yield rates for goweent securities.

The Auxiliary sub-sector is self-explanatory. tbpides logistics to both the operations
and policy and planning sub-sectors. The IT Seriscunder the Auxiliary sub-sector but was
overhauled and strengthened as existing divisiomeuit were given new functions and their
manpower complement were increased from redeplpgesbnnel from other divisions. The IT
Service is at the forefront of the all computeii@atefforts of the organization.

Over-all treasury operations procedures were cehgrsively reviewed and analyzed.
Procedures found cumbersome or ineffective havebedin streamlined, the number of way
stations of assignments were reduced with intradoadf routing slips and bureaucratic layers
were dismantled by designating less number of sigies to the transactions. Manpower
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distribution was rationalized to balance workloadi#&anual of operations devised and prescribed
for all organizational units ensuring their adheeerwith internal control and prohibiting
deviations from established operating standardseupain of administrative sanctions.

The re-engineering of the Philippine Treasury @rgation resulted in the complete
transformation of the Philippine Treasury from at, f multi-layered and slow-moving
bureaucracy into a lean (personnel turnovers weteaplenished), flatter and quick-responding
institution ready and able to discharge the domebt management functions assumed from
the Central Bank.

3. Manpower capacity building

The Philippine Treasury embarked on a massivaitrgiof its workforce to gear them for
the assumption of the domestic debt functions. miildle management officers were subjected
to intensive academic training in macro- and migconomics at the University of the
Philippines, including specialized training in dastie treasury operations in Ateneo University,
and many seminars on active debt management, fptichination and securities market and
financial analyses.

Senior officers were sent to the Economic Insitiniversity of Colorado for courses on
World Banking and International Finance. Theseewellowed by several observation trips and
internships by senior and middle managers in Fédeeaerve Bank of New York, US State
Treasuries of Texas, California and Oregon, BanlCahada, Canadian Ministry of Finance,
Korea Securities Depository, Shanghai Stock ExchamndS Treasury, leading international
investment houses and securities dealers and RegulBodies to study financial market
conventions, debt management operations, secucigasing and settlement, market monitoring
and treasury management.

IT people were sent to US, Canada and Japandorirtgs in database administration,
network management, systems development and systearisardware maintenance.

In addition to these massive trainings, obsermatrigps and internships, the Philippine
Treasury was fortunate to have been provided by IDSEIDA and UNCTAD, UNDP with
consultants and experts in the field of economicgnce, debt management operations and
management, information technology, capital markegal conventions who complemented the
learnings of our people with tutorials, lectured advisories.

These officers and IT people who have been empavand endowed with technical
skills and knowledge are now manning the criticaltsiin the organization, i.e., securities
origination, backroom operations, debt servicingeragions, securities registration, financial
market analysis and IT operations thereby assuheadhilippine Treasury that the performance
of its domestic debt functions are entrustedajpable and skillful hands.

4. Information technology revolution

The Philippine Treasury correctly assumed that esy to assimilate the domestic
debt functions from Central Bank without the adzhil manpower complement is to go
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electronic. Therefore, with assistance of USAIDDE&) UNCTAD and UNDP, the Philippine
Treasury embarked on a virtual information techggleevolution.

The Treasury of the Philippines Network or TOPN®&ich is envisaged to totally
computerize the operations of the Philippine Treassi now 80% completed. TOPNET is
comprised of the five critical Information Systenmsymely, the Treasury Operations IS, Field
Operations IS, National Government Accounting 18]idy Research IS and Auxiliary 1S,
covering the entire breadth and expanse of thegpivile Treasury operations.

Smaller and stand-alone applications systemswihith will be interfaced eventually
with TOPNET, were developed and/or installed toipdhe Philippine Treasury precisely in
its domestic debt management functions. Theseh@réAutomated Debt Auction Processing
System or ADAPS, the Registry of Scripless Seasitor RoSS System and the Debt
Management and Financial Analysis System or DMFAS.

The ADAPS is an electronic auction system, tingt of its kind in Southeast Asia,
which the Philippine Treasury uses to auction goreant securities to a network of securities
dealers which are linked to the Philippine Treasthmough Dow Jones Market Network
(DJMN) every Monday for Treasury Bills and everyxsed and fourth Tuesday for Treasury
Bonds. Government securities dealers tender tiés (both competitive an non-competitive)
by keying-in their bids competitive an using avwbdones terminal in the dealers office.
Within seconds the bids are arrayed by the Systetha terminal of the Philippine Treasury.
After the cut-off time of 1:00 P.M. the array isewied by Auction Committee which decides
the award. The award is keyed-back to the respectérminal of winning government
securities dealers, and downloaded to their seesriccount in RoSS.

The RoSS system is proudly developed by Filipificekperts. It acts as the official
record of absolute ownership, legal or beneficide tor interest in GS. Upon award of
government securities to a dealer at the auctiom,securities award record are downloaded
electronically into the dealer's Securities PriratipAccount in RoSS. Every sale of
government securities by a dealer reduces its 8msurPrincipal Account in RoSS.
Conversely, every purchase of government securibygsa dealer increases its Securities
Principal Account in RoSS. The ownership/intere$tsecondary market buyer, trustee,
pledgee, etc. of government securities is recoidethe Securities Client Account in RoSS.
The recording is done by merely keying-in the ¢&raat the respective Dow Jones Market
Network terminals of the trade counter-parties aithin seconds the trade information is
received by RoSS. At the end of trading hours, mlitched trades (confirmed by both
counterparties) are referred to the Bangko SentydPilipinas for settlement (debit of dealer-
buyer and credit of dealer-seller Demand Accounftk)s completes the process of trading in
the secondary market. This effectively conformshviite G-30 Recommendations of Delivery-
versus-Payment (DvP) through Netting but Same-Dety#Snent.

The DMFAS which is developed and installed by UMDITin the Philippine Treasury
is intended to further improve the Philippine Tnegs debt management capabilities.
DMFAS is a computer-based debt management systeithwirovides accurate and timely
debt information for cash flow projection, analysiad policy formulation. It allows debt
planners to quickly analyze the impact on the cotsmtoverall debt burden resulting from
changes in financial and foreign exchange markets.



Institutional transformations undertaken by The Philippines Treasury 61

The IT revolution anchored mainly on TOPNET, ADAH®SS and DMFAS allowed
the Philippine Treasury to leapfrog into the eramafdernization. With state-of-the-arts auction,
registry and debt management systems, the Phigppreasury had indeed taken the country’s
debt market by the horns and pulled it into thereit

5. Conclusion

The institutional transformations of the Philippifireasury achieved in 4 short years is
no mean feat. It has caught the imagination ofcbentry’s capital market practitioners and
international bankers and finance people. Theigthile Treasury shall not rest on its laurels in
the face of an ever-changing and -evolving maiketill continue to be the proactive member of
the Philippine Bureaucracy, blazing a trail of ongational re-engineering, information
technology revolution and skills enhancements o$qanel.
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SETTING UP A DEBT OFFICE TO ACCESSINTERNATIONAL
CAPITAL MARKETS

Peter Engstrom

The basic assumption underlying this presentatothataccess to international capital
markets should be carried out in such a way and manner that the best possible terms and
conditions can be achieved - both now and in the future.

From this assumption, or bettehjective, will flow a number of, hopefully, logical and
coherent conclusions. One area of importance isi@nisation and management of the process
in order to achieve this objective.

The various functions related to public debt manag® are frequently divided between
several different government ministries and agencighis can cause serious difficulties and
problems, such as slow decision making processt-agency rivalries and conflicting attitudes
and statements from different officials and agescie

This may be a mere nuisance factor as long asqdébt is limited to official lenders, be
they bilateral or multilateral. However, when a oty is accessing the international capital
markets, such lack of co-ordination and diffusidnresponsibilities can be costly in financial
terms.

1. What isa debt office?

A Debt Office is a unit that integrates all aspeofsboth active and passive debt
management. The Debt Office should have a co-didipaole vis-a-vis all other government
ministries and agencies, including the Central Bamkall matters relating to debt management.

In order to carry out its responsibilities effeeliy and in order to be an effective co-
ordinator, the Debt Office must be vested with atiti, by law or by decree from the
Government or the President's office. But authdribyn above is not enough. The Debt Office
must also have a very high degree of competencegrder to avoid the authority being
challenged.

Ideally, a Debt Office should be set up as a seépamgency. There are two principal
reasons for this. First, being a specialised agavitdyout other responsibilities, a Debt Office
can concentrate on its principal mission and resltice danger of having conflicting objectives.
Second, active debt management is an activitydiatsave very large amounts of money for the
government, and by setting up the Debt Office asparate agency it should be possible to pay
its staff members salaries that are competitivé wie private sector. If that cannot be done, the
danger of training staff only to loose them to ptevsector employers is very large.

If, for different reasons, it were decided agasetting up the Debt Office as a separate
agency, the second best location would be in theidtty of Finance. As the main purpose of
debt management is to provide lowest possible fimahcing for the government, the principal
link is with the Ministry of Finance. The Prime Mister's office can also be considered the
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advantage being that it provides the necessaryoatyth A disadvantage could be that the
linkage with the Ministry of Finance might be matificult.

Sometimes, it has been argued that the Debt Offinetion could be placed with the
Central Bank. This can seem logical on the grouhds central banks usually have better paid
staff and have more access to international firamoarket information than ministries. On the
other hand, central banks have other priorities tiénimising the cost of debt management to
the government, and this can easily cause confifctsterest that are difficult to resolve.

2. Theneed for authority and co-ordination

In order to be able to achieve the best possibbitasend conditions, the borrower must
have - or at least appear to have - a well co-atdoh approach to the markets. This is
irrespective of whether the borrower is a privatenpany or a sovereign state. In a private
company this can be achieved by management ordérelcomplexities of the management of a
state, this is more difficult.

The Government must, at the highest and politieskel, agree on the decision to
approach international capital markets, and mudersiand that this decision will impose on it
certain restrictions of behaviour. By entering thiernational capital markets, the markets will
judge it and its actions and statements, and tiggtgment will have an immediate impact on the
cost and availability of borrowing.

For this reason, Government should provide the [fice with the authority to carry
out effective co-ordination of (1) the disseminati@f economic information, including
information on government economic policies, anyl §@rrowing by different public sector
entities.

Contradictory or apparent contradictory informatmm the state of the economy and on
economic policies can create an impression of lpadoompetent national management, and the
markets will charge a price for that!

If different public sector entities are seen to pete for financing also the cost of
financing will increase. Of particular importancemany countries is the cost charged by lenders
on loans guaranteed by the State. If the Stateeadreissue guarantees for borrowings at costs
substantially exceeding what the State would negmhy for its own direct borrowings, it will in
fact compete with itself, and drive up also its ovast of borrowing.

3. Entry to international capital markets - Entry into a new and very
different world

The State that decides to access internationalataparkets has normally gone through a
period of borrowing from official sources of finang, such as the international financial
institutions, official bilateral loans, and posyilalso project-related suppliers' credits.

That past experience is of limited use when coné&omwith the totally different world of
the international capital markets. The debt marsgend indeed the political leadership of the
country, will be faced with very different demaratsd situations.
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Borrowing from official lenders can be charactedibg:

» co-ordinated efforts between most major officialders and donors;

* mostly driven by development objectives;

» largely politically motivated lending decisions;

» the loans are primarily project related and thedéa provide technical project
support;

» the legal framework is, if not simple, at leastnstardised and not subject to
negotiation;

» there is a familiarity and mutual knowledge betwksrders and borrowers.

On the other hand, borrowing from internationabfinial markets can be characterised

by:

* lenders and markets competing for the borrower;

* lenders and markets driven by their own profit ¢é#sgand generally unconcerned
with the development objectives of the borrower;

» the lending decisions and the terms and conditwesletermined by market forces;

* loans are typically for general finance purpose #redlenders do not provide any
support;

* legal agreements usually have to be formulated ruAdglo-Saxon (UK or US) law,
with a legal tradition alien to most borrowers ddikely to be substantially different
from that of the borrowing country;

» borrowers and lenders are unfamiliar with each rotimel are basically ignorant about
each other.

These differences are so substantial and so signifithat they cannot be exaggerated.
They mean that both the political decision makerd the debt managers are faced with an
entirely new set of issues, situations and problénas their experience from dealing with
official lenders leave them ill-equipped to handle.

4. New demandson the political leaders

The political leaders that decide to enter inteomatl capital markets, must understand
and accept that this will expose them and theiicfgd to the discipline of the international
capital markets. And the verdict of that market banswift and very hard for countries that are
seen to pursue policies not in the interest oflefaton-inflationary growth.

They also must realise that market entry will puharket price on their country's debt.
That market price can and will be used as a comparwith other countries. This usually has
domestic political implications. The media and tgposition will ask why their leaders and
their country is rated below other, possibly neminting countries, by the financial markets.

The political leaders must also understand thalydotthe international capital markets
will have implications also for the domestic cabit@arket and, maybe more importantly, for
foreign direct investment.

Successful entry to international capital markstkkiely to have a positive effect on the
domestic market in two ways. (1) By creating in&gional investor interest in the country
through a successful international market transacforeign investors are also going to become
interested in and active in the domestic capitatketa thus increasing demand for domestic
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securities. (2) At the same time, Government'stglid successfully raise financing abroad will
reduce its supply of securities on the domesticketaiThe result should be lower interest rates,
in turn generating more foreign investor interesi@ng as they expect the downward move in
domestic interest rates to continue. Of courséyris or perceived failures in the international
market are likely to have the reverse and sharpgiative impact on the domestic market.

The impact on foreign direct investment is somewhate complicated.

When foreign businessmen are considering trade with even more, setting up
operations in a new market, one of their first@udiis to call their own bank and ask their advise
about the country in question. If that bank has dae their own evaluation and established
credit limits for the country in question, the messman is likely to get an answer that will make
him more reluctant to invest.

Now, the State itself can create pressure on bniadertake this credit evaluation and
establish credit limits by entering the internaéibbank credit market, preferably through an
internationally syndicated bank credit, lead beading international bank. As the lead manager
invites a few hundred banks to participate, thi## imi many banks start the process of credit
evaluation, necessary for establishing credit Biméind necessary to ensure that the businessman
interested in investing in the country will recease encouraging reply from his bank.

Also, through a successful and highly visible seé presentations of the country, the
economy and the policies, the State can generhteaer international interest in investing in
the country, going well beyond the immediate gowent debt transaction.

The debt manager, ideally the head of an indepédrdeht Office, is the one that need to
make the country's political leaders fully awaretloése implications of international capital
market access, which go substantially beyond tlehnieal issues related to the specific
borrowing.

5. New needsfor co-ordination at the national leve

As the implications of the market borrowing procgegs beyond the relative success or
failure of the entry to the international financimaarkets, there is a strong case to be made for a
co-ordinated approach to this process, at the maltievel.

Presentations of the economic situation and prospects, the strecf the economy and
the political situation will need to be made to kews, to investors and also to rating agencies.
These presentations need to be complete and aechratthey also need to be seen as marketing
tools. It is a question of marketing the nationhte international investment community, in such
a way as to gain maximum benefit. At the same tifmese presentations need to be very factual
and correct, as misleading information can caugelselegal problems, and eventually lead to a
backlash.

To make these presentations authoritative and teféecit is important that they are
supported from the highest political leadershig, &lso that they are effectively co-ordinated.
Input is required from a wide range of ministrigeyernmental agencies, public sector entities
and the central bank. Ideally this information dddoe consistent. Contradictions will be noted
and will raise questions. Contradictions and ingirgcies may not be possible to avoid, but
should then be satisfactorily explained.
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Financial co-ordination is also important when a country prepares to a&cdbs
international capital market. As already mentioniéds important that different public sector
entities do not act without strict co-ordinatiordgrianning. This can usually be accomplished by
governmental decree or guidance. However, it is akeful to achieve effective co-ordination
with major private sector entities, primarily ban&sd larger corporations that may eye the
international markets themselves. They will underdtthat successful market operations by the
State will be of help to them and should normalbt bhe averse to participating in a dialogue
with the government's debt manager.

The best choice of overall co-ordinator in theseaaris the Debt Office. The debt
manager must understand all these aspects andsisplaEed to be the most efficient co-
ordinator. The debt manager is also the interfag®vdien the international markets and the
national entities and must be able to explain di@siyncrasies of one to the other.

6. New requirements posed by market borrowing

As should be obvious from the above, marked bomgwioses new challenges for the
political leaders and the debt managers. In coraparwith borrowing from official sources of
financing, borrowing from the international capitahrkets require:

» A different approach,;
« A different organisation; and
» Different competence.

One way of describing this is to view the procebsaressing international financial
markets as aew and different project, which also is going to be a continuos project, and will
require:

* A specific project organisation;

» Competent management;

» Access to specialist resources.

This can best be achieved by establishing a sepBsettt Office, which in addition to the
"normal” debt management functions, can ensure that

* Relevant policies are co-ordinated;

* Investor and rating presentations are co-ordinatecijrate and effective;
» Specialist resources are available and used eftlgje

» Continuity prevails even with changes in government

7. Co-ordinated policies

Apart from the desirability of a clear and unamioigsi general economic policy stance,
there are three other policy areas that need tooberdinated from the point of view of debt
management and access to international capitalatsark

* Public sector borrowing policy: The financial markets will want to know what the
borrowing policy is. They will want to be able ®asonably predict future financings
and future debt burden developments. Also, whidblipisector entities are likely to
come to the markets and how they are going to berdinated.
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* The division between borrowing in domestic and foreign markets: What are the
principles that will determine the government's icho between borrowing
domestically and in international markets?

» Policies affecting foreign investors. This will include matters such as foreign
currency and capital movements restrictions, if, day rules both on interest income
and on profits on direct investments, and any ii&ins that may apply to foreign
investors.

8. Presentations

One of the most important functions is the marlgbhthe country and its economy and
policies. This requires both written and oral preagons, directed at a variety of audiences -
bankers, investors and rating agencies. For a potimt is accessing the international markets
for the first time, this is particularly importabecause you are addressing an audience that
knows very little about the country, and most piapdnas pre-conceived notions that need to be
corrected.

There are some basic rules that need to be follofsbese presentations are going to be
effective and successful:

» The presentations must be made in English: It can be simple English, but it must be in
reasonably good English. This is not so much alprobwith written material, but
can be a problem with oral presentations. Audiegetdored quickly and the easiest
way to bore then is either to have an interpretetoomake the presentation in a
monotonous tone! It is also very important thataha presentations are rehearsed.

» The information material must be correct and comprehensive: There will be analysts
who will poor over the figures, looking for erroahd inconsistencies, to seek to
prove that the credit is poor!

» Problem areas should be highlighted: Of course one will need to and want to present
a positive picture, but in doing so it is importamt to hide the problem areas.
Everyone knows there are problems, and pointingtmiproblems and how they are
being addressed creates the best impression. Thateate a positive impression of
a national management that is aware and capable.

* Follow-up is necessary: It is important to periodically up-date the infmation
material and circulate it to interested parties)kesis, major investors and the rating
agencies. It is useful if these information packsild be made available through
embassies in key countries. A continuos programisuoh up-dates and of oral
presentations to investors and bankers in key negteould also be developed.

Essentially what needs to be developed and maedaas long as the government is an
active borrower in the international markets isedfective and active programme of investor
relations, including relations with the rating ages. This is particularly important in periods of
difficulties. If the national authorities informvastors and rating agencies about the difficulties
and how they are being dealt with, they will be enquositive than if they read about the
problems in the press.
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9. Specialist resources

When the debt managers start discussing entryimntesnational capital markets with
international bankers, they will be told that itas easy process, and that their friendly banker
can provide all the assistance required. Neithéhede statements is correct.

The banker is supported by a formidable team otigfists in all areas of finance,
economics and law. The new borrower normally lagiksilar support and cannot find the same
competence within the civil service, and, possiiy in the country.

The banker is a salesman, whose job is to seirss&ction to the borrower, and the best
bankers do this by asserting that they are thelfistseadvisors to the borrower. This is, of
course, nothing but salesmanship and should nartulséed. The banker will only keep his job,
his salary and his bonus if he can convince theolar to do a transaction with his bank, and,
preferably at terms and conditions that guaranigédnk a nice profit.

This creates a very dangerous situation. The deliager cannot easily evaluate which
of several markets, and market instruments, and bEmkers, and terms and conditions that
would be most appropriate. It is as impossiblecagsk the new university student to define the
course curriculum.

Therefore, the debt manager needs his own speéaafgort resources. They need not be
civil servants and they need not even be natioiffls.important aspect is that they should know
the international financial markets business.

There are two areas in which the debt manager toeledk abroad for these resources:

» Legal advisors;
* Financial market advisors.

By definition, a loan or bond issue in an interoaél market will be executed under the
law of that country or under British law. The newrtower might be more concerned with
maturity and interest rate than with the legal doentation, but needs to realise that the various
legal aspects of the loan documentation can hauellggmportant consequences, for better or
worse, than the financial terms of the transactildris is even more pronounced in the case of
loan documentation under British or US law. Angkx8n law is so completely different from
the legal systems of most other countries, thatiafist advice is absolutely necessary.

The banker may recommend against paying money rointrnational legal advisor,
arguing that his bank's law firm will work in thetérest of both parties. This is, of course, not
true. The legal documentation is an agreement legtwwo parties, the arranging bank and the
borrowing state. The bank's lawyer has to lookhe interest of the bank, not that of the
borrower. And the interests of the two parties different. The amounts paid by the borrower
for competent legal advice are very small in relatto the loan amount and the costs of
servicing the loan, and are likely to produce beseiorth far more than the cost.

Financial advisors are equally important. There saeeral different markets, several
different market instruments, and they all havéedént characteristics. No bank is so strong in
all these segments that they will be able or irstiet in advising the new borrower which market
and instrument would be the most appropriate. @myexperienced advisor can do this. There
are also different logical steps in how one placteas to the international markets and executes
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a progression of consecutive deals that can infleethe longer term success and cost
effectiveness of the borrowing programme.

It is becoming increasingly common amongst new s®ga borrowers to issue
"Requests for Proposal" to a wide range of intéonal banks in order to choose the arranging
bank or banks. This is an extremely useful toolsfelection and gaining information. However,
it is also a difficult procedure to handle and ee&. Finally, during the actual negotiations on
terms and conditions and the loan documentationgxgerienced financial advisor can be
invaluable.

Again, the cost of retaining such a financial adwvis minute in relation to the total costs
and size of the transaction, particularly consittgthat a successful first transaction will prepare
the ground for following transactions. It is alsorith noticing that in the country with the most
advanced financial markets in the world, the Unitates, financial advisors are routinely
retained by major corporations and public sectditiea to assist in organising cost-effective
financing.

In two areas, the debt manager need to look forestimspecialist resources:

* Legal advisors;
e Economists.

There will be a need for legal opinions from dorewyers and there may well be
issues of constitutional and other law as to wholwarrow in the name of the nation. For these
reasons, it is useful to include experienced doimésyal advisors as specialists in the borrowing
team.

Likewise, the presentations of the economic siturmind prospects can usually benefit
from the assistance of experienced domestic mamwnesnists, not necessarily civil servants.
Indeed, the different perspective offered by aneewnced independent economist can be
extremely valuable in forming an effective presaéotapackage.

10. The need for continuity

Financial markets value stability and continuitgdaconsidering that most foreign loans
have a maturity that goes beyond the election genb any government this is not an
unreasonable view. From the national point of vialso, it should be a non-partisan interest that
the nation's foreign market borrowings are as effsitive as possible.

For these reasons, it is important that the appreaad relations to the international
financial markets do not change too much with cleang government. Continuity in terms of
debt manager and market approach when governmeatgye will convey a sense of political
maturity that will be appreciated by the financiarkets.

Continuity is also required, as mentioned earfier.the flow of information to bankers,
investors and rating agencies, the investor relatio

This continuity, and the confidence it gives to kaeders, can best be provided by a Debt
Office that is separate from the political ministri
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11. The Debt Office - the man in the middle

The financial role of a Debt Office is obvious. Hewver, in preparing for, and executing,
access to the international financial markets,0Bbt Office has an equally important - but more
difficult role - as a communicator and an interpret

On one hand, the Debt Office and the debt managespresenting the government and
the nation vis-a-vis the international markets, Kemg, investors and rating agencies. On the
other hand, which may be more difficult to acceipé Debt Office also has an important role to
communicate the views and attitudes of the intésnat markets to its own government.

To understand this dual role is important to thecess of the approach to and relations
with the financial markets, and will produce sigraint financial rewards to the borrower. But
this understanding must be shared by the politeadlership, as the Debt Office undoubtedly
will, from time to time, provide information thatifwbe politically unwelcome.

But shooting or ignoring the messenger does netsahy problems!
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ARAB DEBT: WHAT HASBEEN LEARNED FROM THE 1982 CRISIS

Nabil Abdelwaheb Ltaifa”

1. Introduction

Arab countrie§ like the majority of developing countries in tiseventies, had run
unprecedented large current account deficits aledren foreign borrowing in the international
financial markets to finance growth and developmefithis had happened at a time where
commercial banks had been looking for ways to fecfte Petrodollars, and official lending had
been relatively small. Believing that short terending was safer than long term ones,
commercial banks used short term lending to finaradance of payment deficits running over
extended periods.

During the same period, world economy was enjoyaigtively high growth rates, and so
were exports. Under those conditions, the domifesling among banks was that the likelihood
of a large number of debtor countries defaultinghpant on debt was very small. And then came
the slow down in world economic growth coupled wille rise in interest rates in the early
eighties. These two factors together helped trigge international financial crisis, where
developing countries were among the first victims.

The above developments brought to light the shoriegs and deficiencies of economic
management that had characterized a large numbepuwitries. Since then, and with the
assistance of international and regional instingjoseveral developing countries have adopted
stabilization and adjustment programs intendecksbore internal and external equilibria. Price
liberalization, exchange rate devaluation, fiscadl anonetary restraints, and outward looking
economic and trade strategies have come to refii@celd development strategies. The latter
promoted bigger role for government in developmamd inward looking growth, where price
controls, import substitution, and overvaluatioreg€hange rate played a major role.

Debt restructuring and debt burden alleviation tigio rescheduling have been the
cornerstone of the stabilization and adjustmengmums that have been put in place. The
International Monetary Fund (IMF), along with otheternational and regional institutions, and
with the help of major industrial countries brolkgme multi-stage cooperative arrangements
between debtors and their creditors. Such arrangesmencourage creditors, official and
commercial to assemble in different groupings (Beeis Club for official lenders and the
London club for commercial ones) and negotiate \htkir debtor ways of reducing and paying
back their debt. These negotiations were conditiamn being preceded by an adjustment
program monitored by the IMF.

7| am grateful to Ali Sadik, Director of EPI Arabdvietary Fund, for helpful suggestions and commimtaighout
the work on this paper. | am also thankful to SiddeShabibi from UNCTAD for his careful review oheearlier
version of the paper.

! Arab Countries refers in this particular contexttiie 13 net debtor countries members of the Aealyue, i.e.,
Algeria, Djibouti, Egypt, Jordan, Lebanon, MaurisnMorocco, Oman, Somalia, Sudan, Syria, Tunisiad
Yemen.
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Several Arab countries had been or are currentlplementing stabilization and
adjustment programs under the monitoring of the .IMFfew of them have requested and
benefited from debt rescheduling within the framewdescribed above. These countries are
Algeria, Egypt, Jordan, Mauritania, Morocco, andi&u

Arab countries- Official bilateral and multilterdebt rescheduling

Inside Paris Club

Country Number of Time: Year:
Algeria 2 1994, 199
Egyp! 2 1987, 199
Jorda 4 1989, 92, 94, ¢
Mauritanie 3 1989, 1993, 19¢
Moroccc 6 1983, 85, 87, 88, 90,
Yemer 2 1996, 199

Sources: World Bank Word Debt Tables 1991-97, #feteht country sources

This paper will attempt to assess the extent taclwiiiree of these Arab countries have
succeeded in solving their debt problem. Theiceas will be measured by the sustainability of
their current debt situation into the future. Toist end, a set of solvency indicators,
complemented with an analysis of the macroecongiicies put in place and their impact on
the parameters that have impact on solvency, willsed.

The study will be divided into three parts. Sectwill briefly lay down the analytical
framework for the analysis of debt sustainabilitection 3, is application of the analysis in
section 2 to three Arab Countries namely Egyptdder and Morocco. The study will end with
concluding remarks, which will be presented inldst section.

2. The analytical framework

The issues facing a policy maker in charge of sgia debt problem, i.e. reducing the
debt stock to a sustainable level, are multidin@mmadi They have to do primarily with (1) the
size of the inherited debt and prevailing imbalanmeated to economic and social conditions
(all systems determining prices, spending and imvest patterns, institutions and regulations).
(2) Current domestic policies, and (3) policiestai@ing to debt relief, debt rescheduling, and
international economic and financial development$ie model described below provides the
basic framework for analysis. The discussion ofigied and issues pertaining to debt
sustainability is done whenever it is relevant.e Tariation in foreign debt stock at any period of
time can be expressed as folldws

AD=iD+G Q)
Where,

AD: indicates the change in foreign debt.
i :indicates the average nominal interestarign debt.
G : the resource gap, it indicates deficit wfwen or surplus when (-).

2 For more on debt dynamics and analysis see:

Mario H. Simonsen, “The Developing-Country Debt Blemn,” in Gordon W. Smith, and John T. Cuddington,
(eds.),_International Debt and the Developing Coest a World Bank Symposium, World Bank, WashingiaC.,
1985, pp. 101-128.
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The definition of resource gap in this particulase is closely related to the change in the
country’s external liabilities in the future. Henakiring any given period, capital flows that do
not increase the countries external liabilitieghia future help close the gap if it were positive
(deficit), and widen the gap otherwise (surpluShe resource gap, as defined, increases with the
rise in the non-interest current account deficjt@#the decline in its surplus (-), and vise versa
It also rises as more capital flows out of the ¢ourfior the purposes of direct qortfolio
investment (the case of capital flight is a typieahmple). It declines in the opposite case, i.e.,
when the country attracts foreign investment frdoroad. Moreover, the resource gap increases
as more foreign assets are set aside by the mgresgnorities to build its stock of reserve
assets, and declines as part of them is beingfaséidancing.

The above representation of the change in the stdclebt has significant policy
implications, as it separates the impact of curpatities from past ones on the "overall gap”, or
the stock of foreign debt. The resource gap aselkfreflects to an extent (and not entirely) the
efforts and implications of current policfesA negative gap (surplus) puts more strain on a
developing economy that is trying to reduce a @tk to a sustainable lefel The impact of
such effort becomes even more serious when achi#gwedgh import contraction. In fact, a
positive gap (deficit) is more of what is expect#fda developing economy growing at levels
beyond its own resources, and that is considerée telatively in balance. The sustainability of
the gap in this case, is dependent on the abiiitig@deconomy to service its debt. One important
indicator of such ability is the relative growtheaaf its exports with respect to its foreign debt.
Equation (2) below depicts this relatfon

AZ=(-Xx)Z+g 2
Where,

AZ : indicates the change in the ratio of foreightde exportsA(D/X).
X : indicates the growth rate of expodX/X.
g : indicates the ratio of resource gap to exp@stX.

Equation (2) shows that the ratio of debt to expaodes as the average nominal interest
rate exceeds the rate of growth of exports, foree zesource balance. This intricate link
between the growth rates of relative debt stocko&s, the average interest on debt, and the
resource gap is very important. It highlights timportance of liquidity, or the country’s ability
to raise foreign currency (through exports) to menits foreign debt in the absence of new loans
at any period of tinfe In fact, the faster exports are growing, the enibre country is able to
generate foreign currency to service the debt. sTleountries that borrow abroad to finance
domestic investments in infrastructure and/or othen-export oriented expenditures, though

% Recall that two important components of the resegrap are net capital flows and change in resefhe former,
net capital flows are determined by both domestidinmm to long run structural factors as well asrsdemand
management policies. The latter, Change in reseisesubject to current policies, but also affédig the needs of
rebuilding reserves if they had been run down kst palicies.

* For a discussion of the impact of foreign borraywm output and income, see:

A. P. Thirlwall, “The Finance of Development fromxtErnal Sources,” in Thirlwall A. P., (ed.), Finamg
Economic Development, Chap. 4, Macmillan StudieBdnnomics (1976), pp. 57-59.

® See Annex 2 for a detailed derivation of equatio®.
® For more on issues related to liquidity, solveranyd repudiation risks, see:

Richard N. Cooper and Jeffrey D. Sachs, “Borrowdigoad: The Debtor’s Perspective,” in Gordon W. ®iméand
John T. Cuddington, op. Cit., pp. 22-26 of 21-60.
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may be solvent in the long rGnmay run into liquidity problems in the short rurHad the
liquidity problems not been addressed adequatealyiraproper time, these countries run the risk
of becoming non-solvent, as the lending rates eshfiborrowings rise and less and less lenders
(and specially banks) are willing to come to thectee. The drying up of export financing
facilities to these countries could in turn furtreggravate this last conditynwhich causes
exports to decline and the debt problem to worsem enore.

Equation (2) also shows that the ratio of debt<qoogts can also rise as the country runs a
positive resource gap (deficit), if the growth raffleexports is equal to the average interest on
debt. For the debt to export ratio to decline urtte latter condition, a negative resource gap
(surplus) is required. More difficult and string@onditions than this plagued a large number of
developing countries in the early eighties. Theeask international economic conditions at the
time pushed average interest on foreign debt agoweth rates of exports. And a solution to the
debt problem meant for the indebted countries lesresbhonomic and social conditions at home.
In fact, countries wanting to meet their obligatiorreduce the debt, or at least the less stringent
condition of reducing the debt to exports ratioravéaced with the requirement of reducing
imports. Contracting imports in this case helgiuoe the resource gap (deficit) in the short run
to compensate for a temporary decline in exponvgrar a rise in interest rate. However, such
policy proves to be viable only in the short run. the long run, the rescheduling of part of the
debt combined with a comprehensive stabilizatiod esstructuring program of the domestic
economy to boost growth and exports turns out talbene solution. The objective of the
program is to bring back the debt stock to itsausble levels at minimum cost to the economy
in terms of growth and social hardship. And talftate the task of debtor countries and at the
same time protect the interests of their creditthrs,IMF is given the role of a sponsor of these
programs. Under the mandate, it is required to renat policies put in place not only lead to an
orderly long-term evolution of external indebtednes$ the country, but also to conditions that
are not damaging to its national prospéritySustainability under these conditions means in
addition to actually reducing the debt stock its@élopting actions that reduce the average
interest on debt, promote export growth, and imerthe resource gap. It is not the objective of
this paper to address the nature of these actibttsvever, analyzing their impact on the debt
sustainability parameters for the three Arab caestrsubject of this study, is part of our main
concern.

3. Sustainability of debt in Egypt, Jordan, and M orocco

3.1. Caseof Egypt

Over the period of study, 1985-1995, Egyptian fgmedebt measured by the stock of
average total debt outstanding and disbursed gisgplsharp decline over the period 1985992

" Long run solvency means that “the debtor has theré resources to service its debt, without thedrte borrow
forever in order to make interest payments”. lkdgivalent to having the maximum discounted surouofent and
future trade balances being greater or equal teahee of debt at the end of current period.

8 Export financing facilities are an important saurof foreign financing to several developing coi@str and
maintaining them in times of debt crises are ciucidhe countries them selves and constitute grortant leverage
for creditors.

° International Monetary Fund, “Theoretical Aspeatghe Design of Fund-Supported Adjustment Prograihér
Occasional Paper Series, No. 55, International Mogé-und, Washington D.C., September 1987, p. 4.

% Data information and sources for all countriesacihof this study is provided in Annex 1.
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Likewise, over the same period, the average rdtimtal debt outstanding to exports showed a
steady decline (see Figure 2), from almost six fold little over 200 percent. Total debt service
as a percentage of exports, it too declined fromoat 40 percent in 1986 to 15.6 percent in
1995. Several factors have contributed to thidinkec Egypt benefited from debt forgiveness in
1990 amounting nearly to $ US 13.3 billions. Mostportantly, it has implemented an

adjustment program since 1991, and has also beddfibm debt reduction and rescheduling

within the framework of Paris Club, twice in 1987da1991".

Egypt: Debt sustainability-Analytical graphs

Fig.1. Egypt Average Interest on DOD & Export Growth
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™ For an extensive review and analysis of the Egypstabilization program, see:

Arvind Subramanian, “The Egyptian Stabilization Expnce: An Analytical Retrospective,” IMF WorkirRpper

Series, No. 97/105, International Monetary Fundskifagton D.C., 1997.
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At this point we proceed with the analysis of E¢gyjokebt evolution along the framework
discussed in section 2. Figure 1 shows an aveyamyeth rate of exports surpassing the average
interest on debt, almost over the entire periodeurstudy with the exception of 1988 and 1994.
In fact, export growth had increasingly exceedesl dlierage interest up to 1992, from slightly
negative in 1988 to a high margin of 13.2% in 199%en it declined to less than 2 % in 1993,
and then turned negative again in 1994. In aduitm the variability in export growth, the
evolution of the excess growth of exports over ititerest rate, reflects a slight rise in interest
rates from an average of less than 2% in 1988most 4% in 1995.

On the other hand, the analysis of the resourcdamp percentage of exports) excluding
the impact of change in reserve assets shows diveegap indicating a surplus, over the entire
same period (see, Mov. Av. (gl = G1/X), in figutg. 3Taking into account the rise in reserve
assets (see, Mov. AV.(g2=G2/X), in figure 3t), th@p declines to become positive in 1992
indicating a deficit that lasts over to 1993. Altigh tapering off growth, the rebuilding of
reserve assets by the monetary authorities is aseary part of the adjustment program that
started in 1991, and aims at restoring confidemzk rainimizing liquidity risk associated with
Egypt’'s international outlook. The analysis of tdther components of the resource gap detects a
rise in the non-interest current account surplustf@ years up to 1992 (Figure 4). This is
attributed in part to fast growth in exports. Imggphowever consistently above exports, they too
contributed to widening the gap as they suddenbwsh sharp decline in growth starting from
1990, the year of the start of the program. In319\8ey show a negative growth, whereas export
growth dips to an average of about 5% from 16%96821 In 1994, imports again register a
positive but slight growth, however exports conéiran increasing but at even more slowly pace.
The other component of the resource gap, net imergtin Egypt however needed and useful to
growth, continues to be relatively timid and vd&tver the entire period of study (figure 4).

The relative evolutions of the main elements aififgcthe change in the debt to export
ratio based on calculations according to equa@ymm e shown in figure 3, and their net outcome
is shown in figure 5p (calculated dZ2). The latmrmpared with the growth rate of the actual
average debt to export ratio ((Av. d(D/X))), shoavkarge discrepancy in magnitude up to 1991,
before they move closer together along the retieperiod of study.

The fast decline in the debt to export positiontted country in the years up to 1992
seems to fade afterwards. Going back to econommdaimentals, the improvement of the debt
position of the country is attributed in large ttetone time structural corrections that were
implemented in the early nineties. First, are tlhecsssive devaluations that lead to the
reunification of the exchange rate markets in Fatyd991. Second, the fiscal correction that
brought down the fiscal deficit by over 16 perceetaoints over 4 years (from a deficit of 9 %
in 1990/91 to a surplus of 7 % of GDP in 1993/ith the bulk of the effort was concentrated
in just the years 1990/91 and 1991/92Debt forgiveness and debt reduction, they too
contributed a great deal. “As a result of the dibgiveness and Paris Club rescheduling
agreement of 1991, Egypt’s foreign interest bilsveaibstantially reduced, estimated at about 8.4
% of G;BP (cumulative for the post-stabilization ipdy or 1.4 % on average for the six-year
period.’

2 Arvind Subramanian (1997), op. cit., p.7-8.
13 Arvind Subramanian (1997), op. cit, p. 14.
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3.2. Caseof Jordan

Unlike Egypt, Jordan’s foreign debt measured by #iheck of average total debt
outstanding and disbursed, did not start decreasintij 1993, though it had been rising at a
decreasing rate over the period 1988%92n fact, measured as a percentage of total éxpdr
goods and services, the average total debt outatapeéaked to over 270 % in 1992, to decline
later on to an average above what it was in 1988,221 % of total exports in 1995. Efforts to
solve the Jordanian debt problem have started Sgel989, at the start of the first adjustment
program and the first rescheduling agreement witha framework of Paris Club of official
creditors. Since then, Jordan has had ongoingligtton and/or structural programs, and 3
more debt rescheduling agreements with officiatlicoes at the Paris Club in 1992, 1994, and
1997. And since 1993, encouraged by the notablease in official foreign reserves following
the record level of repatriation of returnees’ sggi subsequent to the Gulf Crisis, Jordan shifted
its debt management to restructuring the stocketit @n the basis of market-based financing
menu. On this basis, it was able during 1993 te,aash-buy backs at a discount to extinguish $
US 600 million owed to commercial banks, buybac&thar $ US 100 million from commercial
banks, and reach an agreement with London ClukitorsdJune 19935. In addition, Jordan
received $ US 800 million in the form of debt fargmess.

Now we turn to the analysis of Jordan’s debt inic based on the framework of
section 2. Figure 1 shows two striking featurearabterizing the Jordanian external outlook: a
high but declining average interest on debt fromualé.5 % in 1988 to almost 3 % in 1995, and
a relatively volatile growth rate of exports witbspect to the average interest rate. In factl tota
export growth declined to less than 1 % in 199%ide again to over 9 % in 1995.

Jordanian total resource gap, as a percentagepoftex(Mov. Av. (g2=g2/x) Figure 3)
displays a deficit over the entire period 1988-Jhis reflects in part the Jordanian’s monetary
authority effort to rebuild its stock of net foraigssets, which reached its peak in 1992 (Figure
4). The other important component of the resogae, non-interest current account balance
(Figure 4), shows large variability over the enfaeriod, and consecutive deficits starting from
1991. This is largely attributed to the high vd&atimports, which registered a shift from a
negative to a positive average growth starting fa®82 (the year of the start of the second phase
of the adjustment program). The last componenthefresource gap, net direct investment in
Jordan, has been relatively insignificant overahgre period (Figure 4).

% For more on the Jordanian experience in adjustamehigrowth, see:

Edouard Maciejewski, and Ahsan Mansour, “Jordaat&gty for Adjustment and Growth,MF Occasional Paper
Series, No. 136, International Monetary Fund, Washindib@., May 1996.

' Edouard Maciejewski et al (1996), op. cit., pp-3&2L
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Jordan: Debt sustainability-Analytical graphs
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Figure 5 summarizes the behavior of the two maimpmnents of equation 2: excess
growth of exports over average interest on deldt,tatal resource gap. Figure 5p displays their
net outcome (calculated dZ2). The synthesis odehndicators relays the difficulty facing the
Jordanian economy in overcoming its debt problehfe gain in export growth following the
adjustment since 1982 is in large annihilated by the surge in impossaiated with the return
of Jordanian immigrants from the Gulf States. [tesfhe steady decline in average interest
rates, the overall outcome on the ratio of deb#xports continues to be volatile, and this ratio
continues to be relatively high, more than 200 %985.

'8 This improvement in exports is also attributalnléstrong performance of remittances and nontrawiiti exports
and the strong recovery of tourism receipts” (Eddudaciejewski et al (1996), op. cit., p. 10.)
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The observed decline in debt to export ratio inddorseems to be more the result of
actions aimed directly at reducing the stock of tdébelf (debt forgiveness, buybacks,
restructuring, etc...), rather than the result ofnggin economic fundamentals. The effect of the
structural program, as per its impact on debt redncappears to be insignificant over the period
of study. It could be argued that such periodde thort to detect any sensible effect.
Nevertheless, it seems that the size of the deiobisarge, when compared with the size of the
Jordanian economy. Specially, when taken into @aatcds narrow base of production and the
dominance of the trade and service sectors on tharetwo thirds of its economy.

3.3. Case of Morocco

Morocco debt to exports ratio displays a steadyinebetween 1989 and 1995 by about
100 percentage points, from 370 to 260 % (Figuté 2pebt service to exports ratio however,
has been quite volatile, and is marked by a qu&i@ancrease in 1992 (Figure 6). In fact, it
increased by about 20 percentage points, from 31t86 in that year alone. Subsequently, it
started decreasing again but no near to wheresthefore, to reach about 38 percent in 1995.
The rise in debt service is largely associated withrise in interest payments, which increased
by more than 115 %, from 1056 million in 1991 tdJ$ 2272 million in 1992. Since 1983,
Morocco has concluded six agreements with Pari Gfticial creditors, and three agreements
with commercial banks within the framework of thendon Club. In addition, Morocco
benefited in 1990 from a cancellation of a parit®foreign debt that amounts to $ 2.7 bilfiin

" For more on the Moroccan stabilization and adjestnprogram, see:

Saleh M. Nsouli et al, “Resilience and Growth ThgbuSustained Adjustment: The Moroccan ExperientdP
Occasional Paper Series, No. 117, Internationalédsoy Fund, Washington D.C., January 1995.

'8 saleh M. Nsouli et al (1995), op. Cit., p. 51.
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Morocco: Debt sustainability-Analytical graphs
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Now, we proceed with the analysis of Moroccan deitlh the framework discussed in
section 2 in mind. Figure 1 shows that, like Jardislorocco average exports growth rates
continue to be highly volatile, reflecting the issant deterioration of Morocco’s terms of trade,
and the authority efforts to address the problehesg efforts materialized twice in exchange
rate adjustments: first during the period 1980#@olugh gradual devaluation of about 30 %),
and later in 1990 (using one time devaluation 86%46). The average interest rate on debt, on
the other hand, shows signs of steady increase tbeesame period, peaking to an average of
6.65 % in 1994. As a result, it exceeds the avergort rate twice: first in 1993, and then in
1994.

The analysis of Morocco’s average resource gap umeaslepicted by figure 3 shows
negative gaps indicating a surplus over the eptiréod of study, both while including and when
ruling out the rise in net foreign assets. Thigkis hints to the tremendous efforts that the
Moroccan authorities are making to solve their dafobblem. It becomes more evident in the
sharp decline of the average growth rates of inspavhich fell from about 18 % in 1990 to less
than 3.5 % in 1993. Especially that, such dectiomcided with the decline in export growth
rates to an average of less than 4 % in the saare yéhe analysis of the rest of the components
of the resource gap displayed in figure 4, detectssing trend in net direct investment in
Morocco since 1987. The latter helped finance in part the rebuildiigeserve assets, which
registered their highest rise in 1990, reachingentban $ US 1500 million.

The summary of the main components of equationr 2Jaments affecting the change in
the debt to export ratio, is displayed in figureabd their net affect is shown in figure 5p.
Despite the notable decrease in the debt to expba, it appears that a sensible portion of the
outcome is a result of the recourse to debt retstrung and better debt management. Structural
adjustment as such, has certainly and significaht#iped mobilize resources and improve
resource allocation in Morocco. It also signifitgncontributed to relatively improving the
balance of payments in the years following the stdpent. However, given the sizes of debt and
the debt burden, it seems that a lot more neetle thone to reduce the stock of debt. And that
has to be done carefully so that it does not hitidete expansion and growth, the two critical
factors for sustainable development.

4. Concluding remarks

Despite the relatively high stock of debt that remaat the burden of several Arab
countries, including the three ones subject of #tigly, several important lessons have been
drawn and developments have taken place sinceri$is, avhere the latter has been the most
important cause:

1. The countries learned that borrowing is vergtlgp and more so, when the borrowed
resources are not well allocated. Thus, countrease been more careful about borrowing.
They are also more careful about choosing theircgsuof financing.

2. They also appreciate better the concept thiyatlates that resources are scarce, and thus
efficient use of resources is not only a priorityt lso a must. Social considerations are not
to be ignored, but they should be addressed atftigiand at minimum cost.

Y The latter comes as a result of the structuralistdjent that has started since 1983, and whiclifisayntly
reduced price distortions and trade controls, adlvees budgetary and monetary imbalances.
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3. Inward looking strategies hinder developmergaxeral ways, and have proven to be non-
sustainable. Reverting to free trade and developrtteough exports is crucial to debt
repayment, and encourages efficient use of ressuae growth.

4. Debt monitoring and sound debt and financiahaggment are very important aspects of
efficient management, and help considerably redutie stock of debt, the debt burden, and
the risks associated with them.

5. Creative mechanisms for debt reduction are wapprtant, and could play a major role in
reducing the debt stock. However more needs tddme to find ways of reducing the very
large stocks of debt, in addition to repaymentsnfreurpluses generated from growth and
exports.



Arab debt: What has been learned from the 1982 Crisis 85

Annex 1

Data and data sources

Data on the following variables is obtained from NdoBank Global Development Finance
1997, Vol. 2, Country Tables, and World Bank Wofibébt Tables, External Finance for
Developing Countries 1996, Vol. 2, and previousiéss

* Debt = Debt Outstanding and Disbursed;
* Interest Payments;
» Total Debt Service.

Data on the following variables is obtained frone thternational Monetary Fund International
Financial Statistics Year Book 1997:

e Current Account Balance;

» Net Direct Investment = Direct Investment Abroa®iect Investment in Reporting
Economy;

* Exports of Goods;

» Exports of Services;

* Imports of Goods;

» Imports of Services;

* Reserve Assets = Increase in Reserve Assets (-).

The following variables are generated from theingbdata in the following fashion:

* Non-interest Current Account Deficit (+) = - Curteficcount Balance - Interest
Payments.

» Resource Gap 1 = Non-interest Current Account D€ftg - Net Direct Investment =
Gl1.

* Resource Gap 2 = Non-interest Current Account Ddfig - Net Direct Investment -
Increase in Reserve Assets (-) = G2.

» Ratio of Resource Gap (i) to Exports of Goods aadies = G (i)/X.

» Ratio of Debt to Exports of Goods and Services [ebt outstanding and Disbursed
(t-1) / Exports of Goods and Services (t).

» Average Interest on Debt (t) = Interest Paymentsebt Outstanding and Disbursed
(t-1).

The data presented in graphs is based on 3 yeangiaverages and growth rates. Three-year
annual growth rates are used for the calculatioBxgforts, Imports, and Total Debt Outstanding
and Disbursed. Three-year geometric averages bege used in the calculation of Average
interest on Debt. Three-year arithmetic averaga® lbeen used for the calculation of Ratio of
Debt to Exports, Ratio of Resource Gap (i) to ExporThe rest of the variables in the graphs
depicting the components of the resource gap apwedneir simple (non-average) values.
Calculated dZ2 is obtained from calculations accwydo equation (2) in the paper (equation (3)
in Annex (2)), and based on elements in 3 yearsmyawerage and growth rate values.
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Annex 2

Debt dynamics

The variation in foreign debt stock at any peribdime can be expressed as follows:
AD=iD+G (1)
Where, AD indicates the change in foreign debt, i indicates average nominal interest on
foreign debt, and G, the resource gap, indicatésithen (+) or surplus when (-).
Define Z = D/X, then we have:
AZ = (AD.X — DAX)/X?
Or also,
AZ/Z = (AD.X - D.AX)(X/D)/X ?
AZ/Z = (AD.X. X/D -D.AX. X/D)/X?

AZ/Z = (AD/D - AX/X) )

Substitute (1) into (2), we obtain:
AZIZ = (i + G/ID) -AX/IX

Or also,
AZ = (i—x).Z + G/X

Where x =AX/X.
Or also,

AZ=(-X%).Z+g 3)
where g = G/X.
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