Note: Material of Lecture: Thursday November 6 (Chapter 15 Perkins & Chapter 14-Supplement from Todaro text)-Also Answers for Test #3 are included. Read Chapters 16 & 17 for next week

Chapter 15 Foreign Debt and Financial Crises: Outline: 
1. Advantages & Disadvantages of Foreign Borrowing  

· Advantages: Borrowing permits a country to invest than it can save and import more than it can export. ….
· Borrowing can help development at the same time provide attractive yields under some circumstances where institutions allow productive investment

· Borrowing is faster than attracting FDI

· Disadvantages: repayment of debt especially if projects fail

· Short-term debt can easily move from rapid inflow to rapid outflow causing severe financial problems

· It depends what governments do with borrowed money

2. Debt Sustainability 

· Debt is sustainable if it can be serviced without exceptional financing such as bailout by the donor
· Debt sustainability depends on 2 factors: 1.how much is owed and 2.capacity to make the payments.
· Debt service is the amount due for the principal and interest payments in a given year.

· Capacity to pay depends on GDP, exports, Government Revenues 

· “External Transfer problem”: The challenge of generating sufficient foreign exchange to pay external or foreign creditors

· “Internal Transfer Problem” is governments ability to raise revenue from citizens and firms to enable government to repay its debt.
3. Debt Indicators: There are six factors
· Debt/GDP  Ratio: broad measure of sustainability or NPV dept/GDP>30-50% ( leads to distress)

· Debt/Export should be between 100% and 200%

· Debt/ Revenue should  be 140% & 260%

· Debt Service/Exports should not exceed 20-25%

· Debt service /revenue- ability to generate tax make payments per year, should not be more than 10-15%
· Shorter-term foreign debt/foreign exchange reserves. This should be 1:1 

· Terms: Insolvent: Borrower lacks the net worth to repay debts out of future earnings. Illiquidity lacks the cash to repay current debt obligations.

· Increase D= iD +M-X where D= change in debt stock, i= average interest rate, M & X import & export respectively grow

· In the long run the ratio of debt to exports settles at D/X=a/(gx-i) where  a= ratio of current account/exports
· Example: if a=deficit as share of exports=8%, average interest rate=5%, Exports= 9%, a= 2(200%)
· Long run equilibrium ratio of debt to GDP is 

       D/Y= (v-s)/(gy-i) 

A country with poor overall economic performance reflected in low export GDP growth is more in trouble than that one that performs well.
4. from Distress to Default 

· Defaults occur in all countries. An example of Lending default is Citicorp in 1979 (Box 15.1)
A. The 1980s Debt Crisis
· Total debt grew by a factor of 10 between 1970-83 an doubled ten years later (see table 15.2
B. Causes of the Crisis
· When several things wrong simultaneously, global economic shocks, poor economic management, and bad lending decisions.
·  International Economic Shocks: 1973 OPEC oil cut production  with large increase in prices

· Domestic Economic Policies: Countries with over valued exchange rate such as those in Latin America and Africa suffered

· Bad or imprudent Bank Lending: Banks kept on lending to poor economies assuming debts were sovereign or guaranteed by the governments of borrowing states.
C. Impact on the Borrowers 
· From 1980-82 private creditors provided more than 50 billion a year in new lending to LDCs, in 1987 the net flow became zero, with severe effect on borrowers.
· Net Capital Inflows= M-X= I-Sd, prior to the debt crisis borrowing or capital inflows allowed countries to finance imports in excess of exports and investment in excess of saving. When Banks demand repayment & reduced lending, economic growth fell abruptly.

Example is Mexican debt crisis of 1982 ( Table 15.3): Between 1982-86 imports fell, GDP fell and inflation increased by 73% per year and spread to other heavily indebted countries of Latin America and Africa.
D. Escape from the Crisis, for Some Countries 
· Debt ratios improved for Latin American countries from 1990s to 2003 as shown in Table 15.4. This was made possible through debt restructuring &reorganization that involved the following factors:
· Refinancing –new loans to pay for old loans
· Rescheduling- schedule longer payment period

· Reduction- the actual loan was reduced or write-Offs
· Buybacks: where the debtor buys loan from the creditor at a face value of the loan with assured payment.

· Debt-equity swaps: where creditors are given equity in a company often state owned in return for canceling the outstanding debt 

5.  The Debt Crisis in Low-Income Countries  

A. Debt Reduction in Low-Income Countries  
· Paris Club- Governments of 14 countries led by US, UK, Japan, and Germany offered terms of for debt restructuring or debt relief for each debtor.

Arguments for Debt Relief: 
· Debt is impeding economic development by undermining private sector growth and by preventing governments to spend on basic investments such as health, education and infrastructure,

· Poorest countries have special need from weak institutions, adverse political and natural climate, disease burdens, etc

· Creditors channeled money to dictatorships to get support. Once the dictator leaves the country & the people are left with the debt. A classic example is Mubuto Sese Seko of Congo or former Zaire. 

The Heavily Indebted Poor-Country Initiative 

By 1990s the international development institutions such World Bank & IMF in cooperation with creditor governments recognized that deeper reduction is necessary & launched heavily indebted poor country imitative (HIPC)

· HIPC recognized that the debt crisis in low-income countries requires a particular approach. Due to the debt overhang, many of these countries are constrained from grow​ing since their resources are spent on repaying debt.
·  The heavily indebted poor countries (HIPC) initiative launched by the World Bank and IMF was formed to coherently address this issue. 
· Countries are required to develop poverty reduction strategy papers so that they can reach decision points and comple​tion points to have their debt reduced. 
· As of mid-2005, most of the eligible countries had reached the completion point.

6. Emerging Market Financial Crises  (back to this later)
A. Domestic Economic Weaknesses  
B. Short-Term Capital Flows 
C. Creditor Panic  
D. Stopping Panics 
E. Lessons from the Crises 
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