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Introduction 
Since 1981 the world financial system has faced continuing crisis 

due to doubts about the ability and willingness of debtor nations in 
Asia, Africa, Latin America, and Eastern Europe to meet the debt 
service obligations on their extensive loans from the international 
banking system. As demonstrated by the widespread opposition to 
the recent increase in IMF quotas, the commonly held view is that 
this crisis was created primarily by excessive borrowing by devel- 
oping countries and excessive lending by financial institutions, espe- 
cially large international banks. An analysis of the investment proj- 
ects financed by external borrowing in many developing countries, 
and an analysis of the lending practices and policies of many financial 
institutions, would no doubt lend support to this commonly held 
view. However, since the current international debt crisis affects 
such a wide range of countries and such a wide range of institutions 
engaged in international lending, it is relevant to ask whether there 
is some’common cause for this crisis beyond the errors and excesses 
of particular borrowers and lenders.’ 

In this article, I shall argue that the economic policies pursued by 
the United States during the past decade played an important role in 
the evolution and severity of the problems besetting debtor nations 
and their creditors. Specifically, I shall discuss six mechanisms through 
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which policies of the U.S. government contributed to difficulties 
currently besetting the international financial system: 

1. In the mid-1970s, U.S. policy encouraged borrowing by devel- 
oping countries by facilitating the development of an interna- 
tional banking system that would recycle the surpluses of the 
OPEC countries. 

2. Between 1975 and 1980, the monetary policy that contributed 
to a generally declining foreign exchange value of the U.S. 
dollar and to a generally low level of nominal and real interest 
rates encouraged borrowing by developing countries, espe- 
cially borrowing denominated in U.S. dollars. 

3. The energy policies of the United States between 1974 and 
1980 that contributed to a higher world price of oil stimulated 
borrowing both by oil-importing developing countries, like Bra- 
zil, that sought to finance part of their increased oil import costs 
and by some oil exporters, like Mexico and Venezuela, that 
borrowed in anticipation of increasing oil revenues. 

4. The shift to a tighter U.S. monetary policy after 1980 increased 
the debt service burden of debtor nations by contributing to 
increased real and nominal interest rates and to the appreciation 
of the U.S. dollar. 

5. The worldwide recession that was partly the consequence of 
the tightening of U.S. monetary policy in 1981 adversely affected 
the export earnings of many debtor countries and thereby con- 
tributed to doubts about their credit worthiness. 

6. The continuing large deficit of the government of the United 
States crowds out other borrowing, including that of developing 
countries, and contributes to higher interest costs on the existing 
debt of these countries. 

The Nature of the Current Crisis 
Before examining these mechanisms through which U.S. economic 

policies have contributed to the crisis confronting debtor nations and 
the international financial system, it is important to analyze the key 
ingredients of this crisis. The basic problem is that for many debtor 
countries, net foreign income2 is less than the interest and principal 
due on foreign loans. Furthermore, sufficient doubt exists about the 
capacity or willingness of these countries to meet their future debt 
service payments since they cannot easily refinance the excess of 

'Net foreign income is the current-account balance less net interest paid on foreign 
loans. It measures income available to pay the interest and principal on foreign loans. 
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their current debt service requirements over their net foreign income. 
The nature of this problem and the circumstances that contribute to 
its existence are well illustrated by considering the case of Brazil, 
the developing country with the largest external debt.3 

At the end of 1983, Brazil’s external debt was approximately $100 
billion. Since much of this debt is floating-rate debt with an interest 
rate that is linked to LIBOR (the London Interbank Offered Rate), 
interest due in 1984 will be sensitive to actual behavior of interest 
rates. Assuming that LIBOR will average 10 percent, that Brazil pays 
a premium of 1.5 percent over LIBOR, and that all of Brazil’s debt is 
floating rate, it follows that interest due in 1984 will be $11.5 billion. 
Some of Brazil’s external debt is long term (15 years or more), but 
much of it has a maturity of 4 to 10 years. Assuming an average 
maturity of 8 years, it follows that principal payments due in 1984 
should be about $12.5 billion, implying a total debt service require- 
ment for 1984 of $24 billion. Brazil’s net foreign income for 1984 will 
obviously depend on economic developments during the year, but 
it is reasonable to assume a figure between $2 billion and $6 billion, 
with $4 billion as a point estimate. Recognizing that all of these 
figures are rough approximations, it is clear that Brazil’s net foreign 
income will pay only a small fraction of the interest and principal 
due on its external debt, leaving $18 to $22 billion of debt service to 
be refinanced presumably through rescheduling arrangements with 
Brazil’s creditors and loans from the IMF. If mutually satisfactory 
rescheduling arrangements cannot be worked out between Brazil 
and its creditors, then Brazil would presumably go into default on its 
international loans and this would precipitate a major international 
financial crisis. 

It is tempting to think that the basic problem with respect to Brazil’s 
international debt situation is simply that its debt is too large. This 
is not entirely correct. It is surely true that if Brazil’s external debt 
were much smaller, say $50 billion, its required debt service pay- 
ments would also be much smaller, say about $12 billion rather than 
$24 billion. The debt service requirements would still exceed Bra- 
zil’s net foreign income by $6 to $10 billion, but it would be easier 
for Brazil to refinance this smaller sum because it is smaller and also 
because Brazil’s creditors would have greater confidence in its ulti- 
mate capacity to meet its debt service obligations. 

This does not imply, however, that Brazil’s debt exceeds a reason- 
able estimate of the debt that Brazil could afford to service in the 

3All of the figures mentioned in this discussion are approximations used for illustrative 
purposes. 
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long run. Since Brazil is a country with a good record of economic 
growth over the past 20 years and reasonable prospects for future 
growth, and since Brazil is probably a country that can profitably 
invest more in its development than can be financed out of domestic 
savings, it is conservative to estimate Brazil’s dept capacity as the 
amount of debt on which it could afford to pay the annual real interest 
cost out of net foreign income. This is a very conservative criterion 
because if Brazil did pay the annual real interest on its external debt, 
then the real value of this debt would remain constant over time. 
With Brazil’s real income expanding at 5 percent per year, well below 
the average growth rate of the past 20 years, the ratio of Brazil’s 
external debt to its national income would be rapidly de~l in ing .~  

During the past 20 years, real interest rates on loans to countries 
regarded as good credit risks have ranged from minus 3 or 4 percent 
in the late 1970s to plus 6 or 7 percent in 1981 and 1982. As a long- 
run average, 4 percent per year is probably an upward biased estimate 
of the real interest rate that credit-worthy countries would have to 
pay on their external debts. It follows that for Brazil to meet the 
conservative criterion for credit-worthiness that it be able to pay the 
real interest on its external debt of $100 billion, Brazil would need 
to generate net foreign income of $4 billion, or about 2 percent of 
Brazil’s national income. In my judgment, Brazil has the capacity to 
generate this amount of net foreign income in the longer run.5 Hence, 
I conclude that the fundamental problem with respect to Brazil’s 
external debt is not that the size of its debt is beyond a reasonable 
measure of the amount of debt it can afford to service. This same 
conclusion also holds for Mexico (the developing country with the 
second largest external debt) and for most other debtor countries. 
Only for a few smaller countries with very high ratios of external 
debt to national income is there a serious concern that the absolute 

4Between 1960 and 1970, Brazil enjoyed a growth rate of national product of5.4 percent 
per year. Between 1970 and 1981, this growth rate rose to 8.4 percent per year. A 5 
percent average real growth rate for the next two decades, therefore, does not seem 
unreasonable. Such growth would reduce the ratio of Brazil’s external debt to its 
national product to about one-third its current level if there was no growth in the 
absolute size of Brazil’s external debt. 
5Among all developing countries, Brazil has had one of the better records of economic 
growth during the past two decades. It is well endowed with natural resources (except 
oil) and has an expanding population. Even in the present extremely distressed state 
of the Brazilian economy, the country will probably manage to generate net foreign 
income of about $4 billion. As the economy grows over time and as general economic 
conditions improve in the world economy, Brazil should be able to generate adequate 
net foreign income to service its debts. 
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size of their external debt exceeds a reasonable estimate of their debt 
capacity. 

The fundamental problem for most debtor countries is that their 
debt service, which must be paid to avoid default, frequently runs 
six or eight times the amount of the real interest payments that would 
keep the real value of their debt constant. Moreover, sufficient doubt 
exists about the ability and willingness of the governments of these 
debtor countries to meet their future debt service obligations. These 
countries cannot easily refinance the substantial fraction of current 
debt service that cannot be paid out of net foreign income. 

Three factors contribute to the high ratio of debt service to debt 
outstanding. First, real interest rates charged on loans to developing 
countries have risen because of the general increase in real interest 
rates since 1980 and because fears of default have pushed up real 
interest rates for loans to developing countries. Second, the nominal 
interest rate charged on loans to developing countries, like all nom- 
inal interest rates, includes both the real interest rate on these loans 
and an inflation premium to compensate for the expected increase in 
the price level. During the past three years, the inflation premium 
on U.S. dollar-denominated loans has probably added between 4 and 
12 percent to nominal interest rates. During the late 1970s, when 
real interest rates were generally negative, the inflation premium 
accounted for more than all of nominal interest charges. Third, since 
loans to developing countries tend to be of intermediate duration (8 
to 12 years), principal repayments frequently run between 8 and 12 
percent of outstanding loans. Altogether, debt service on loans to 
developing countries during the past three years has generally run 
between 15 and 25 percent of outstanding loans. This amount of debt 
service is very much greater than the 4 percent real interest that 
would keep (on average in the long run) the real value of the external 
debt from expanding. 

Three factors have also contributed to increased doubts about the 
ability and willingness of the governments of debtor countries to 
meet their debt service obligations, in addition to the growth of these 
obligations. First, because of the world recession and the declines 
in the prices of many of the exports of the debtor countries (in terms 
of the currency of denomination of their external debt), export earn- 
ings of many debtor countries have declined and this has diminished 
the actual and perceived capacity of these countries to service their 
external debts out of their net foreign incomes. Second, because 
many debtor countries have experienced severe economic difficul- 
ties since 1980, governments in these countries are understandably 
reluctant to pursue more restrictive domestic policies that would 
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contribute to their capacities to meet their external obligations but 
at the expense of further declines in domestic output and employment. 

Third, when doubt arises about the ability or willingness of-a 
country to meet its debt service obligations in the longer term, poten- 
tial lenders are reluctant to extend new credit and existing lenders 
are anxious to receive payment of all interest and principal. Even a 
creditor who has a favorable assessment of a country’s ultimate capac- 
ity to service its debt may be very reluctant to make new loans or roll 
over existing loans because that creditor fears that a default may be 
forced by other creditors who do not share that favorable assessment. 
This might create a panic situation in which doubts about credit- 
worthiness and fears of default become self-justifying. In fact, in 
negotiations of rescheduling arrangements, it is frequently the case 
that large banks which recognize the impossibility of collecting all 
of the interest and principal due on loans to a debtor country will not 
reschedule these payments unless similar banks agree to accept their 
“fair share” of rescheduling. 

In summary, the fundamental source of the current crisis in the 
international financial system is not simply that the debts of most 
developing countries are too large relative to a reasonable estimate 
of their long-run debt service capacities. Rather, the problem is that 
annual debt service requirements have grown very large due both to 
the growth of outstanding debt and the high ratio of debt service to 
outstanding debt. This growth of debt service requirements has 
occurred at a time when low export earnings have reduced current 
debt service capacities and when severe economic difficulties have 
raised serious doubts about the ability and willingness of the gov- 
ernments of debtor countries to meet their external debt obligations. 
In this environment of doubt, creditors have become reluctant to 
extend new loans or roll over existing loans, thereby contributing to 
the possibility and fear of default even by a country that might have 
the long-run capacity to meet its debt service obligations. 

The Origins of the Crisis in the 1970s 
Having examined the nature of the difficulties currently besetting 

the international financial system, it is appropriate to turn attention 
to the role of U.S. economic policy in creating these difficulties. The 
seeds of the current crisis were sown in the middle and late 1970s. 
As shown in Table 1, if we go back before this period to 1970, we 
find that ratios of external debt to national income and of debt service 
to export earnings for middle-income developing countries were 
typically lower than in 1981, when the debt problems ofthese countries 

86 

LICENSED TO UNZ.ORG
ELECTRONIC REPRODUCTION PROHIBITED



U.S. MACROECONOMIC POLICY 

TABLE 1 
THE EXTERNAL DEBT AND DEBT SERVICE RATIOS OF 

DEVELOPING COUNTRIES 

Low Income Countries 
Middle-Income Oil 

Importing Countries 
Middle-Income Oil 

Exporting Countries 
Lower Middle-Income 

Countries 
Upper Middle-Income 

Countries 
All Middle-Income 

Countries 

Debt Service as 
External Debt a Percentage of 
as a Percentage Export 

of GNP Earnings 
1970 1981 1970 1981 
17.5 18.6 12.0 8.8 

13.4 19.1 9.3 13.9 

13.7 20.3 10.3 15.2 

15.5 23.2 9.2 12.5 

12.4 17.8 10.1 15.4 

13.5 19.6 9.6 14.4 
SOURCE: World Development Report, 1983, pp. 178-79. 

first become a matter of general concern. Looking in more detail at 
events between 1970 and 1981, we find that the external debts of 
non-OPEC developing countries grew more rapidly than their national 
incomes after 1973, but that the ratio ofdebt service to export earnings 
grew only gradually until the alarming increases in 1981 and 1982.6 
In assessing the role of U.S. economic policy in the development of 
the international debt crisis, therefore, it is useful to consider sepa- 
rately the period from 1973 to 1980 and the period since 1980. 

The fourfold increase in the price of crude oil that occurred in late 
1973 and early 1974 was widely believed to be an important factor 
contributing to the world recession of 1974-75. In the Keynesian 
framework of macroeconomic analysis that dominated official think- 
ing and policy making at that time, the oil price increase was seen as 
contributing to the recession because the OPEC countries were run- 
ning huge payments surpluses which represented substantial increases 
in world savings (at a given level of world income). If not offset by a 

T h e  World Deuelopment Report 1983, pages 20 and 21, indicates that for all developing 
countries the debt service ratio rose from 9 percent to 13 percent between 1974 and 
1980 and then rose to 21 percent in 1982. For the middle-income oil importers, the 
debt service ratio was at 14.9 percent in 1980 versus 14.0 percent in 1970. By 1982, the 
debt service ratio for middle-income oil importers had risen to 23.0 percent. 
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corresponding increase in spending somewhere else in the world, 
then (the argument concluded) there would be a reduction in world 
aggregate demand and in world output. The policy prescription, 
therefore, was for the governments of the major industrial nations, 
especially in the United States, to run budget deficits to offset the 
OPEC surplus. In addition, the world financial system was called 
upon to assist in recycling the OPEC surplus from the OPEC countries 
that wished to save to countries that wished to borrow and spend. 
Given this policy objective, governments and regulatory authorities 
in the United States and other industrial countries generally looked 
with favor on developments in the international banking system that 
facilitated increased borrowing by developing countries. Concern 
was occasionally expressed about excessive borrowing by one or two 
developing countries, but lending by the international banking sys- 
tem to most developing countries was not discouraged, controlled, 
or even monitored. Indeed, I recall that at a conference I attended 
on the subject in 1975, one speaker commented that the problem was 
not that countries would borrow too much from the international 
banking system, but rather that there was no country to serve as “the 
borrower of last resort.” 

My point here is not that recycling of OPEC surpluses through the 
international banking system to developing countries was undesir- 
able. On the contrary, the relatively good growth performance of 
many developing countries that did borrow substantial sums suggests 
that the resources that were borrowed were put to productive use. 
The point is that it was the policy of the United States and other 
industrial countries to facilitate the development of the international 
banking system that allowed for and encouraged much of this bor- 
rowing. To the extent that this system permitted the world economy 
to function better than it otherwise would have during the 1970s, 
these policies deserve some of the credit. To the extent that this 
system has developed serious problems since 1981, these policies 
deserve some of the blame. 

Another mechanism through which U.S. economic policy contrib- 
uted to increased borrowing by developing countries during the 
1970s and thus to the current problems of the international financial 
system was by contributing to a generally low level of real interest 
rates for U.S. dollar-denominated loans and to a general decline in 
the foreign exchange value ofthe U.S. dollar between 1976 and 1980. 
Econometric studies have generally found it difficult to establish a 
clear link between monetary or fiscal policy and the level of real 
interest rates or the behavior of exchange rates. Despite this lack of 
clear-cut econometric evidence, I believe that U.S. macroeconomic 
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policy, especially monetary policy, did have the effect of keeping 
real interest rates in the United States lower than would otherwise 
have been the case, and lower than real interest rates were in most 
other industrial countries. It was certainly a key objective ofmonetary 
policy for the first three years of the Carter administration to facilitate 
growth of output and employment by supplying adequate liquidity 
to the economy. I also believe that the general perception that the 
Federal Reserve was pursuing a loose monetary policy between 1976 
and late 1979 and again during the summer and fall of 1980 contrib- 
uted substantially tothe weakness ofthe U.S. dollar in foreign exchange 
markets. The quantitative effect of low real interest rates in the 
United States and of the declining foreign exchange value of the U.S. 
dollar on the extent of borrowing by developing countries between 
1976 and 1980 is not known. The direction of the effects, however, 
is clear. When real borrowing costs are expected to be low, there is 
a greater incentive to borrow than when real borrowing costs are 
expected to be high. When year after year a country finds that the 
value of its debt declines relative to the value of its exports because 
its debt is denominated in U.S. dollars and export prices reflect a 
weighted average of the values of national currencies, then borrow- 
ing is also likely to be encouraged. 

The third mechanism through which U.S. economic policy con- 
tributed to the growth of borrowing by developing countries in the 
1970s was by assisting in maintaining a high world price of crude oil. 
The overall effect of the energy policies adopted by the U S .  govern- 
ment between 1974 and 1980 was to discourage domestic production 
of oil and other energy sources by keeping prices to producers arti- 
ficially low, to encourage domestic consumption by keeping prices 
of energy to consumers artificially low, and to encourage oil imports 
through the allocation scheme for low-priced domestic crude oil. All 
of these effects contributed to a higher world demand for OPEC oil 
and thus to a higher world price of oil. Between 1976 and 1979, the 
declining foreign exchange value ofthe U.S. dollar reduced the price 
of OPEC oil (which was priced in U.S. dollars) for countries whose 
currencies appreciated against the U.S. dollar. This decline in oil 
prices for other countries, however, stimulated their demand for oil 
during this period and made the world oil market so tight by 1979 
that the supply disruptions associated with the Iranian revolution 
could not be absorbed without another massive increase in the world 
oil price. 

The high-world price of oil contributed to the growth of borrowing 
by developing countries in different ways for oil importers like Brazil 
than for oil exporters like Mexico. For oil importers, the increase in 
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the world oil price in 1973 and again in 1979 meant a substantial 
increase in import costs. This increase in import costs could be 
absorbed either by reducing other imports and increasing exports or 
by increased borrowing. With real interest rates very low, especially 
for U.S. dollar-denominated loans, many oil importers decided to 
borrow to finance at least part of the increased cost of oil imports. 
For oil exporters, higher world oil prices meant increased export 
revenues. For some of these exporters like Kuwait and Saudi Arabia, 
increased revenues were so large that they became substantial net 
lenders. Other oil exporters with greater domestic absorptive capac- 
ities borrowed on the expectation of future oil revenues to finance 
ambitious development programs whose costs exceeded current rev- 
enues from net exports. The outstanding example of a country that 
pursued such a program is Mexico, which has accumulated the sec- 
ond largest external debt of any developing country. 

In summary, by the end of the decade of the 1970s, the external 
debt of oil-importing developing countries and of some important oil 
exporters had grown substantially relative to the national incomes of 
these countries, but debt service requirements had risen only mod- 
estly relative to export earnings. Much of the debt of these countries 
was denominated in U.S. dollars and was owed to the international 
banking system. The growth of such debt was encouraged by policies 
of the United States and other industrial countries that facilitated the 
development of the international banking system as a mechanism for 
recycling OPEC surpluses. It was also encouraged by the low level 
of real interest rates on U.S. dollar-denominated loans and by the 
declining foreign exchange value of the U.S. dollar, both of which 
were at least partly the consequence of U.S. monetary policy. U.S. 
energy policies which affected the world price of oil also contributed 
to the growth of external debt of oil-importing developing countries 
and some oil exporters. 

The Development of the Crisis since 1980 
The current crisis of the international financial system began in 

1981 and intensified in 1982 and 1983 because of serious and growing 
concern about the willingness and ability of many developing countries 
to meet their external debt service obligations. The proximate causes 
for this concern were the sharp increase in debt service requirements 
of many developing countries, the sudden and substantial declines 
in their export earnings, and the growing doubt about the willingness 
of the governments of some developing countries to pursue tighter 
monetary and fiscal policies in the face of declining domestic output 
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and employment. The economic policy pursued by the United States, 
especially its monetary and fiscal policy, contributed directly to all 
of these 3evelopments. 

To understand the role of U.S. economic policy in this regard, it is 
useful to summarize briefly the recent history of U.S. macroeconomic 
policy. In an effort to slow a rapidly accelerating inflation rate, the 
Federal Reserve tightened monetary policy in late 1979 and early 
1980. The consequence of this tightening and of rising inflationary 
expectations was to force nominal interest rates upward until March 
of 1980. The tightening of monetary policy and the rise in interest 
rates, along with other factors, pushed the U.S. economy into sharp 
but short recession in the spring of 1980. As output declined and 
inflationary expectations abated, nominal interest rates fell precipi- 
tously between April and June of 1980. Concern with recession (and 
perhaps also with the presidential election) led the Federal Reserve 
to shift to an easier monetary policy between June and November of 
1980. As the economy recovered and inflation accelerated, nominal 
interest rates began to rise in the summer of 1980. To combat resurg- 
ing inflation, the Federal Reserve moved to a tighter monetary policy 
starting late in 1980 or early in 1981.' As a consequence of monetary 
restraint and still-rising inflationary expectation, nominal interest 
rates rose above their peaks of March of 1980 by year-end and con- 
tinued to rise to even higher levels during the first half of 1981. 
During this period, real interest rates rose substantially from the 
negative levels experienced during the late 1970s to positive levels 
of 4 to 8 percent per year. 

After a strong first quarter in 1981, the U.S. economy began to slide 
into recession. The recession deepened through the first half of 1982 
and recovery did not begin in earnest until 1983. Monetary policy 
remained quite tight until the summer of 1982, when the Federal 
Reserve shifted to a substantially easier policy. Nominal interest 
rates moved slightly and erratically downward between mid-1981 
and mid-1982, but real interest rates increased slightly due to the 
significant decline in the inflation rate. With the easing of monetary 
policy in mid-1982, nominal interest rates declined more substan- 
tially, but real interest rates remained very high by historical stan- 
dards. With evidence of strong recovery by mid-1983 and perhaps 

'If monetary policy is measured by growth rates of money, then monetary policy 
remained fairly loose through the first quarter of 1981. Interest rate behavior, however, 
indicates significant tightening of monetary policy starting late in 1980. Continued 
growth of the money supply during the first quarter of 1981 was probably a response 
to the strong real growth of the economy during that quarter, and this monetary growth 
was actively resisted by the Federal Reserve. 
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because of concern with future inflation, the Federal Reserve appar- 
ently shifted to a somewhat tighter monetary policy. In late 1983, 
nominal interest rates were generally running 1 to 1.5 percent above 
their year-earlier levels, and with the continuation of low inflation, 
real interest rates remained quite high. 

Fiscal policy since 1979 has shifted in the direction of greater ease 
due partly to the continued growth of federal spending (especially 
for national defense) and partly to President Reagan's tax reduction 
program. It is arguable that the large actual and prospective fiscal 
deficits associated with this policy have contributed to higher real 
interest rates by increasing the actual and prospective real demand 
for loanable funds and perhaps also to higher nominal interest rates 
by increasing fears of future monetization of deficits.' With respect 
to the effect on real interest rates through the demand for loanable 
funds, however, it is probably relevant to look not only at the U.S. 
government deficit but also at the deficits of the governments of other 
industrial nations and at the OPEC surplus. Comparing the period 
1977-79 with the period 1981-83, there has been a dramatic increase 
in the fiscal deficits of governments of the industrial countries from 
about 1 percent of their national incomes to about 5 percent of their 
national incomes. Comparing these same periods, the OPEC countries 
moved from substantial payments surpluses to actual payments def- 
icits. These developments imply a massive increase in the net demand 
for loanable funds by the combination of the governments of the 
industrial countries and the OPEC countries. In light of this devel- 
opment, it is perhaps not so surprising that the level of real interest 
rates has moved from minus 2 or 3 percent in 1977-79 to plus 4 or 6 
percent in 1981-83. 

The other major development that is related to the situation of 
debtor countries and to U.S. economic policy since 1979 is the strong 
appreciation of the U.S. dollar. In nominal terms, the U.S. dollar has 
appreciated about 25 percent in terms of a trade-weighted basket of 
the currencies of the other industrial countries. Corrected for move- 
ments in national price levels, the real appreciation ofthe U.S.  dollar 
relative to a trade-weighted basket of these currencies has been even 
greater. In my judgment, a substantial fraction of this real apprecia- 
tion can be attributed to the change in the actual and perceived stance 
of monetary policy in the United States. In the late 1970s, it was 

8Historical evidence does not suggest a strong, or even a positive, correlation between 
deficits and real or nominal interest rates. Such evidence, however, may not be relevant 
to the present case of a large structural deficit, in contrast to a deficit that is primarily 
cyclical. 
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widely believed that the Federal Reserve was pursuing a relatively 
loose monetary policy and was tolerant of a high inflation rate. This 
belief led to a low value of the U.S. dollar in the foreign exchange 
markets and to the expectation that the value of the dollar would 
continue to decline. Since 1981, beliefs about the Federal Reserve’s 
policy have changed. The Federal Reserve is now perceived as quite 
concerned about inflation-a concern that was demonstrated by its 
willingness to tolerate a long and deep recession and a prolonged 
period of very high nominal and real interest rates. This changed 
perception of the Federal Reserve’s basic attitude toward inflation 
should have increased the attractiveness of holding dollars relative 
to other national currencies and thereby have strengthened the for- 
eign exchange value of the U.S. dollar. In addition, it may be that 
the higher level of real interest rates in the United States made 
necessary by the government deficit has attracted foreign capital to 
the United States (to finance part of this deficit) and has thereby 
contributed to the strength of the U.S. dollar in foreign exchange 
markets. 

These developments in U.S. economic policy since 1979 have 
adversely affected the situation faced by developing countries with 
substantial amounts of foreign debt. First, the high level of nominal 
and real interest rates since 1981 has increased substantially the 
amount of interest that these countries must pay on their external 
debts. Indeed, since nominal interest rates in the United States in 
1981-82 were about double the level of 1978-79, the interest com- 
ponent of dollar-denominated loans was approximately doubled 
between these two periods. In addition, the much higher level of 
real interest rates means. that the amount of real interest that a debtor 
country must pay to keep the real value of its debt constant has risen 
from a negative level to 4 percent to 6 percent per year on its out- 
standing dollar-denominated debt. This has meant a significant dete- 
rioration of the apparent credit-worthiness of many developing 
countries according to the conservative standard of being able to pay 
at least the real interest that is due on their outstanding debt. 

Second, the strong real appreciation of the U.S. dollar has sharply 
increased the real value of the outstanding debt of developing 
countries, most of which is denominated in U.S. dollars. Thus, the 
real debt service that must be paid to keep the real value of debt 
from expanding has risen both because of a higher real interest rate 
and because this real interest rate is applied to a higher real value of 
outstanding debt. In addition, the real appreciation of the U.S. dollar 
has meant a decline in the real value of the exports of many devel- 
oping countries to the industrial countries. This is so because many 
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developing countries sell their goods not only to the United States 
but also to other industrial countries, and the decline in the real 
foreign exchange value of the currencies of these other industrial 
countries has been associated with a decline in the real dollar value 
of the exports of developing countries to these industrial countries. 

Third, the export earnings of developing countries have fallen 
since the late 1970s as a consequence of the deep recession that has 
afflicted the industrial nations. This decline in export earnings has 
contributed directly to concerns about the credit-worthiness of devel- 
oping countries with large external debts because export earnings 
represent the foreign income that might be available to service these 
debts. In addition, the decline in exports of developing countries has 
contributed to the general decline in output and employment in these 
countries, which has made it more difficult for their governments to 
pursue restrictive monetary and fiscal policies that would increase 
the net foreign income available to service external debts. To the 
extent that tighter monetary policy in the United States has contrib- 
uted to recession in this country and elsewhere in the industrialized 
countries, therefore, it has contributed through these mechanisms to 
the problems faced by developing countries and the international 
financial system with respect to the external debts of developing 
countries. 

Fourth, for reasons already discussed, higher real interest rates 
have contributed to the debt problems of developing countries. To 
the extent that large actual and prospective deficits of the U.S. gov- 
ernment have contributed to a higher level of real interest rates, 
therefore, they have contributed to these problems and hence to the 
crisis in the international financial system. In effect, one could argue 
that the large fiscal deficit of the U.S. government and the govern- 
ments of the other industrial countries has crowded developing 
countries out of the world credit market and has forced up interest 
rates on their already outstanding loans. 

Conclusion 
The preceding discussion has emphasized the role of U.S. eco- 

nomic policy in the evolution of international debt problems of the 
developing countries during the 1970s and in the culmination of 
these problems in the crisis that has beset the international financial 
system since 1981. Rather than reviewing the main points of that 
discussion, it is appropriate to conclude this paper by mentioning 
some important qualifications. The problems currently confronting 
debtor countries and the international financial system are certainly 
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not the sole responsibility of the U.S. government. Excessive bor- 
rowing by some developing countries and imprudent lending by 
some financial institutions have also played important roles. So too 
have changes in economic conditions affecting output and employ- 
ment levels, trade volumes, interest rates, and prices that were the 
consequences of policies of other governments or were beyond the 
influence of any government policy. Moreover, while there has been 
a tendency in this country to disregard the role of US. government 
policy in contributing to the current crisis of the international system, 
our policy has generally not contributed to this crisis because of a 
calculated attempt to improve the economic position of the United 
States at the expense of other countries. On the contrary, the United 
States suffers harm from the current disarray in the international 
financial system and would suffer greater harm ifthere were a general 
breakdown in this system that might occur in the event of an outright 
default by one or a number of developing countries with substantial 
external debts. We also suffer significant economic harm from 
depressed levels of economic activity in many debtor countries, and 
we would almost certainly benefit from any development that would 
allow these countries to meet their external obligations without such 
serious sacrifices of output and employment. Finally, it should be 
emphasized that the policy developments in the United States that 
contributed most seriously to the current problems of debtor countries 
and of the international financial system were generally errors of 
policy conduct from the standpoint of purely domestic economic 
objectives. The relatively easy monetary policy of the United States 
in the late 1970s which contributed to the growth of borrowing by 
developing countries was harmful to the United States by fueling an 
acceleration of inflation. This policy and the flip-flop in monetary 
policy that occurred in 1980 were also harmful because they made it 
necessary for the Federal Reserve to pursue a tight monetary policy 
for a long time in 1981-82 in order to reduce inflation and restore 
the credibility ofthe monetary authority. Thus, the record shows that 
a macroeconomic policy that adversely affects the U.S. economy is 
also likely to be bad for the rest of the world. Conversely, I believe 
that a more stable and predictable macroeconomic policy in the 
United States would serve our interests while serving the interest of 
the rest of the world. 
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RESOLVING THE DEBT PROBLEM: 
SOME POLICY CONSIDERATIONS 

Karl Brunner 

Introduction 
The debt problem examined by Michael Mussa (1984) attracted 

the attention of the Shadow Open Market Committee during the 
summer of 1982.' I had an opportunity at the time to discuss the 
international debt problem in detail with my friends at the Swiss 
National Bank. These discussions alerted me to the deep concern 
about international financial developments among central bankers. 
The emerging situation clearly demanded careful attention. A sys- 
tematic clarification of what proper policies should or should not do 
became quite urgent at the time. A sudden crisis was widely expected 
to threaten the world with a deflationary collapse. Fears of such 
economic collapse motivated proposals for monetary reflation or 
schemes to bail out creditor banks or debtor nations. Economic col- 
lapse was certainly possible, but would require remarkable misman- 
agement by policy makers. Neither inflation nor bail-out policies 
were moreover required to exorcise the threat of a depression trig- 
gered by a financial crisis. 

A successful policy should thus be designed to avoid deflation on 
the one side and also avoid renewed inflation or bail-out schemes on 
the other. The longer-run dangers associated especially with the 
latter schemes seemed to be essentially neglected in public discus- 
sions. Bail-out schemes only postponed the adjustments needed in 
the balance sheets of creditor banks and the policies pursued by 
debtor nations. Most important, neither bail-outs nor renewed infla- 
tion are necessary to prevent worldwide economic disaster. 
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