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Recycling OPEC Surpluses to Developing Countries : Problems and Possibilities

by Graham Bird 1 (University of Surrey]

The purpose of this articleﬂis to examine ways in which finance may be

recycled Fromaéurplus to deficit countries. In any international financial
system where the correction of balance of paymenés disequilibria is not
instantaneous a recycling problem exists. Where the sizes of the disequilibria
are small and adjustment to either é deficit or & surplus is reasonably rapid
the problem need not bg significant and may be fairly easily remedied by the
activities of private international financial intermediaries or by the
intervention of an official agency such as the International Monetary Fund.

In circumstances other then these, however, recycling may become leas
manageable. In the latter years of the Brefton Woods system, for example, when
adjustment was anythirg but rapid, recycling frequently ocourred in the
opposite direction to that required for narrow balance of payments reasons with
capital moving from deficit to surplus coumtriés in anticipation of azchange in
the relative price of currencies. Following the breakdown of the Bretton Woods
system and the first massive increase in the price of oil in 1873, an important
aspect of the recycling problem has been that of transferring financial
resources from %hose OPEC countries with balanée of payments surpluses to non
0ll developing countries with deficits. Althmugh this paper concenirates on
this aspect of the recycling problem many of the issues faised are of rather

broader relevance.

Section 1 of the paper examines the need for recycling and the size of the
problem. Section 2 discusses what has happened in the past, and analyses

the factors that will determine the size of any future recycling problem.

Section 3 discusses, in prineciple, ways in which the instruments of recycling




might be improved in order o encourage more to take place. Section 4
discusses whether the existing institutional framework is adeguate to cope
with the problem or whether significant changes are needed. It is not the

purpose of the article to investigate how the price of oil is determined,
though the proposals discussed could posaibly exert an indirect influence
on this, It is implicitly assumed.throughout the article that the placement

of OPEC funds is a lergely economic phenomenon ﬁhaf méyuthere?ore be

legitimately discussed in economic terms.

T The Need for Recycling

In aﬁ important sense recyling ﬂevef appears an an ex post problem since
actual deficits do not go unfinanced and the revenue associated with surpluses
is always used in some way. Instead the speed of adjustment and the sizes of
deficits and surpluses change to comply with the recycling capacity of the
international financial system. Merely to observe that deficits are financed
then does not show that the associated level of recycling is in any way
optimal. But what does the concept of an optimal level of recycling mean?
This question may be approached in 5 number of stages. First, assume that fhe
world may be divided into two groups 0¥.countries: a deficit group‘and a
syrplus group.2 From the viewpoint of the de?icit group there is a choice
relating to the combination of adjustment speed and fin@ncingl The larger the
extent to which the deficit is finenced the iess rapid nesd be the speed of
adjustment, Assuming that the monetary authorities in deficit countries act
as if to maximise inter-temporal satisfaction from conéumption they will
endeavour to equate the mérginal rate of substitution between current and
future consumption with the marginal rate of transformation beiwgen the
~sacrifice of current consumption (i.e. adjustment] and the sacrifice of fulure
consumption (i.e. financing), and this will simultaneously define their

optimum level of financing end adjustment speed.




Simiiarly from the viewpoint of surplus countries the optimum combination

of adjustment speed and reserve accumulation will‘mocur where the rate at
which it is possible to convert future spending (i.e. reserves) intoc current
spending (i.e. adjustmeni] is equal to the social discount rate.

The entire system will be in equiiibrium and require zero Pecycling in the
ynlikely event that the optimum in sach group of countries involves an
infinite speed of adjustment combined with zero financing in the deficit

group of countries and zero reserve sccumulation in the surplus group.
Assuming, however, that the rgspective optima actually involve some financing
in QBficit countries and some reserve accumulation in surplus countries two

- guestions arise. First, do the demand for and supply of financing match, and,
second, does the capital market operate in such a way as to ?acilitate the
associated recycliﬁg? If the answers to both these guestions arg in the
affirmative then the level of recycling may in a sense be viewed as optimal.
What happens though if either the optimum deficit does not equal the optimum
surplus, or the capital market does not bring about the reguired transfer of
funds? One possibility 1s thet the rate of interest associated with borrowing
and dending will adjust so as to eguate demand and supply, Thus in the case
where initially the optimum deficit exczeds the optimum surplus the rate of
interest will rise thereby encouraging deficii countries to substitute out

of financing and surplus countries to substitute into reserve acquisition.
Similarly where initially the optimum surplus exceeds the optimum deficit the
rate of interest will %all. Through such interest rate changes the market
will tend to meintain en equilibrium amount of recycling. Given an efficient
recycling mechanism and assuming that balance of payments adjustment occurs
exclusively through changes in the level of domestic expenditure, variations
Cdin the eguilibrium amount of recycling will not exert any impact on the global
level of economic activity since such varisticns will merely alter the
distribution of a given level of aggregate expenditure between surplus and

deficit countries. Thus an'increasa in the size of the optimum balance of payment s




Gisequilibrium will tend to shift current expenditure towards deficit and
away from surplus countries.3 Third party countries may, of course, noi be
indifferent as to the source of expenditure if the expenditure patterns

-~

of deficit and surplus countries differ.
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However additional complications ehter the analysis as a result of explicitly
including the rate of interest to maintain equilibrium between the demand for
finance {deficits) and the supply of finance (surpluses) since it has already
been implicitly included as a determinant of individual countries’ cheices of
the optimum combination of adjustment and financing and the implied optimum
amount of recycling. In"the eentext of individual deficit and surplus countries
it was assumed that the rate of interest is exogenous. While this may be valid
for individual countries it is clearly invalid in a global context where the
rate of interest becomes endogenous. If individual borrowers and lenders are
price takers with'reapect to the rate of interest the guestion reduces to one
of sslecting the optimum rate of interest. As noted above, variaticns in the
rate do not affect world net worth since additional debt payments in one part

of the system will be matchedby equivalent additienal receipts in another, but

where, as is likely, borrowers and lenders are not perfectly symmetrical in their

responses to dinterest rate changes.it is uniikely that the worid will be

indifferent between various interest rate levels. Since there will be a range
of eguilibrium interest rates it emerges as illegitimate to define the optimum
rate simply in terms of whether it is consistent with equilibrium. From amongst
this range how can the optimum rate be selected? Cne approach would simply be

to opt for the rate that maximizes world output and employment.

The above discussion implies a flexible rate of interest. In practice it is
possible that it is insufficiently flexible either to establish or maintain
equildibrium, Starting off from a situation where the target deficit exceeds

the target surplus, sither deficit countries will have to accept a smaller




deficit than they would jdeally like or surplus countries will have to accept
a larger surplus. Given the asymmetry of the international firancial system
which puts greater pressure on deficit countries to adjust than on surplus
countrigs, the likelihood is that the effective constraint on the size of
recycling wil}‘be the size of the target surplus. In this case, as well as
in the case where the capital market performs an imperfect recycling funcition
even though target deficits and sufpluses are equal, the actual amount of

recycling will tend to be sub-optimal,

The fundemental issue arising from the above discussiocn 1s whether the guantity
of recycling alters to make consistent the balance of payments targets of
dif%erent groups of countries or whether it is the ability to reach such
targets which alters to be consistent with the capacity of the system to
recycle.  As already noted, published ex post balance of payments date do not
enable this distinction to be made. Though no doubt some insight might be
provided by building complex and elaborate models of deficit and surplius
groups, these would need to allow for the fact that current expenditure might
be on investment {i.e. future consumption), and that the.responﬁe to
disequilibria might teke the form of varistions in exchange rates and in rates
of inflation., They would also require the measurement of variables that are
notoriously difficult to measure such as the prefersences of monetary authorities,
It is not immediately obvious that the benefits from such an exercise would
outwelgh the costs. Some indication of the historical agptimaliiy of recycling
may however be gleaned by evaluating the symptoms that might be expected to be
associated with a sub-optimel level of recycling agsinst the evidence. As
implied egarlier, these include an excessively rapid rate of adjusiment in
deficit countries, and a generally demand deflationary bias in the world
economy. Teble 1 shows that, apart from o0il exporters, per capita growth
rates for most countries fell in the period 18970-80 compared with 1860-70.
Furthermore, considerable evidence has been cellected by Dell and Lawrence

to suggest that during the mid 1870s, and because of the unavailability of




financing, @ number of low income countries had to undertake rapid adjusiment
with a marked adverse effect Dn_economic welfare. Evidence p?esentéd by

the DECD confirms that during the period 1970-78 fourteen low income countries
and twelve m%@dle income countries, excluding CPEC and the Newly Industrialised

Countries, experienced a fall in.their real per capita GNP. > While it is

true that such evidence may suggest an inegquitable distribution of recycling E
rather than & sub-optimal total, it is consistent with sub-optimeliity. It ds
guite possible that larger balance of payments disequilibria and a larger

amount of recycling would have generated a higher level of world economic welfare. ?

Table 1

‘Rate of Growth of G.N.P. per head per cent per annum

1866-1870  4870-1880

Low income oil exporters 1.6 3.8

Middle income oil dimporters ' 3.6 3.1

Industrialised countries 3.8 2.4

(il exporters 2.8 3.5
Source: World [(evelopment Report, 1880, World Bank, August 1880, Table 2.8
Z. Past Recycling Operaticns

Before examining ways in which a larger amount of recycling might be
faciliteted it is worthwhile taking & cleser look at the ways in which
recycling has actually been achieved in the pericd since 1873. The picture
is summarized in Tables 2, 3 and 4, Table Z provided information on the:
balance of payments position in OPEC, industrial and non oil developing
countries during the 1970s and gives an idea of the size of the ex post
recycling problem. It also shows how the nature of the recycling problem

changed during the 1870s. Over the period 1374-78 the size of the OPEC




surplus -fell dramatically, while at the same time industrial countries
moved from deficit into surplus. The only consistent factor was the
enduring deficit in non oil deveioping countries. The changes shown in
Table 2 were brought about é& an almost fivefold expansion in the nominal
value of OPECLimports and a reduction in the growth of demand for nil
imports in many industrial countfiés, excluding the United States. By

1880, however, following further increases in the price of oil the OPEC

surplus had bgen re-established.

Table 2

Balance of Payments on current agccount ¢ Surplus (+) and Deficits (-]

$billion
0il exporting - Industrial Non oil
countries countries* LDCs

1973 +5.6 +18.2 -11.3
1874 +67.8 -13.2 -36.9
1875 +RE.G ) +186,2 -45.8
14976 +40.0 -2.1 : ~32.1
1977 +31.7 -5.1 -28.0
1878 +5.0 +30.8 -36.2
1879 +68.4 -10.6 : ~-54.8

1880 +115.0 ' ~51.5 ~-68.,0

* excludes "official transfers”

Source: IMF, World Economic Outlook, Table 11, Washington D.C., May 1880.

Tables 3 and 4 provide informaticn, from the demand side, concerning the

ways in which recycling to the non eoil LDOCs has been achieved. The principal
channels of recycling emerge as having been the private Eurocurrency market,
various forms of bilateral or multilateral aid and the IMF. Apart from the
possible sub-optimal level of recycling there are other reasons to believe

that the mechanisms by which recyclinghas been achieved are gnsatisfactory

from the viewpoint of both lenders and borrowers.




Takle 3

The financing of non-onil dsveloping country deficits in the 1870s

$billion

v 18973) 1974 1875 1878 1877 1878 1979 18860

Need for Finance:

1.Current a/c deficit] 141.3 36.8 | 45.8 32.1 28.0 36.2 54.9 66.0

2.Accumulaticn of

C8.71 2.1 -2.0 12.8 12.0 18.0 11.6 8.5
regserves :
3. TOTAL financial
requirements = . :
14+ 2 240  39.0 43,8 44,9 40.0 54,2 86.5 75.5

Sources of finance:

4.Financing through
transactions that
do not affect net
debt position (1)

8.2 12.2 1.4 1.7 13.5 15.3 19.4 20,5

5.Net long term _
borrowing - official 5.5 8.6 MART 10.2 14.4 16.3 5.9 18.1 -

6.Net long term : :
borrowing - private B.4 9.6 14.9 17.2 | 17.0 21.0 26,2 28.9

7.IMF credit and short
term berrowing from
other monetary
authorities

0.3 1.6 2.4 4.3 0.5 8.7 0.7 1.8

8.Cther short term
borrowing and errors} -0.4 5.5 3.7 2.5 ~5.5 0.9 4,3 8.7
ard omissions

Source: World Economic Qutlook, op cit. Table 19.

(1) Includes net direct investment, unrequited transfers received by governments,
SOR allocations and valuation adjustments.



Table 4

Significence of Various Sources of Finance for Non-oil Developing‘

Countries {in per cent)

ER

. - 1873 1875 1880

1. Direct investment and o
other non-debt affecting 43.8 - 28.0 26,8
transfers

2, Net long term

borrowing - official 26.2 28.0 25.0
3. Ne? iong term ?Drrowing - . 30.5 34.0 35.2

private, of which

- financial instituticns 19.0 21.0 2%.2

- bond issues 2.4 0.5

- suppliers credit 1.9 2.5 14.0

- other sources 7.1 5.5

4. Use of Fund credit and
borrowing from cther 1.4 5.5 2.1
monetary authorities '

5. Dther short term borrowing ;D 5 8. 4 13.14

and errors of omissions
Sources: World Economic Dutloek, op cit, Table 19.
Note: Figures may not sum to 100 because of rounding.

Eurocurrency lending is short term in fature and has been heavily concentrated
in only @ few of the more creditworthy developing countries. In 1979 low
income developing countries‘received less than 2 per cent of total Eurocurrency
credits. Indeed for the large majority of non oil developing countries the
conclusion may be reachéd that the private sector has bheen an insignificant
source of finance. Even for these LDCs that have attracted commercial finance

the continuing availability and price of it has been uncertain.
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Table 5

Aid Fflows to developing countries and multilateral institutions 1875-1879

{billions of dollars)

~

<

Country Group 1875 1978 1978(a)

DAC {b) 13.8 23.0 - 22.3
{as percentage of GNP}

(.36} (.35} {.34}

GPEC 5.5 4.3 4.7
{as percentage of GNP) (2.713 {1.35]) (1.28)

Centrally planned .

economies and other {(c) 0.8 1.1 1.0

TOTAL 19,9 . 25.4 28.0

(a) Preliminary figures

{b} Reporting by DAC members has changed to a uniform system (see the technical
notes for Table 16 of the World Development Indicators). Under the old
system of reporting, the 1375 figurs was $13.6 billion, the 1878 figure
$18.3 biliion.

{c) 1Includes OECD countries that are not members of DAC.

. Source: - World Development Report, 1880, World Bank, August 1880, Table 3.86.

Similariy a comparison betwéen Tebles 5 and 1 shows that 0OPEC aid has only
made & relatively small contribution to the recycling process even though when
expressed as a proportion of GNP and by comparison with DAC fiows OPEC aid
performance has in general been good. Again, however, the distribution of OPEC

aid has been skewed in favour of a limited number of Arab and Muslem countries,

The averall contribution of the IMF to the recycling of OPEC surpluses has in
quantitative terms been very small even though a limited number of developing
countries have drawn relatively large amounts from the Fund, Many deveibping
countries have been reluctant to turn to the Fund hecause of what they see as
the inappropristeness of the specific form of conditionality to which they

would become subjected. This reflects the Fund as a short term balance of



payments stabilization agency while developing countries tend to see their

problems as being of a longer term and structural nature.

So much for the past; the future size of any recycling problem cannot be
estimated with ‘any significant degree of confidence since it depends on a
number of imponderables such as téejreal and relative price of oil, the

short and long run price and income elasticities of demand for oil, the
nature of the macroeconomic pelicies that are pursued in the major industrial
countries and the associated level of worl@ goonomic activity, and the degree
to which eil producing countries expand imports. However, on the assumptions
first, that the real price of oil dées not drop much below its 18980 level,
second, that DPEC countriés are either unw£1ling or unable to expand imports
at a rate as rapid as that achieved during the 1870s and, third, that the
demand for oil remains approximatély constant or falls only gradually either
because of a shift towards rather mors expansionary macroeconomic policies in
an attempt to reduce unemplayment, or because of a failure to conserve energy

or to develop alternative energy sources, it seems unlikely that the need for

11.

recycling will disappear. The existence of a continuing and large OPEC surplus

combined with unwillingness amongst developed countries to accept anything
other than & short run deficit implies a continuing and large deficit for the
non oil developing countries and a continuing need for reéycling. In the
light of the deficiencies assﬁciated with current recyecling mechanisms which
seem unlikely to be remedied,7 attention needs to bes focussed on ways in
which such mechanisms might be improved. In order to ensures the acceptance
of reforms, howsver, they need to confer benefits on both parties involved in

the recycling process, borrowers and lenders.

3. A New Instrument for Recycling

LCurrent recycling mechanisms seem to be deficient in a numbsr of ways. Thisg

section examines the possibility of devising a new recycling instrument with
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features that would make it attractive to both potential horrowers and

lenders and might therefore Be expected to facilitate recyoling; Given the
long term and structural nature of their balance of payments and deﬁélcpment
problems, non oil developing countries would no douht prefer to borrow on a
long term pro%;ammé basis rather than the short term basis sn which most of
their current borrowing is undertaken. Apart from this, many of the debt
problems faced by certain pen oil dévelaping countries are more a function

of the short term maturity of the debt and the fregquently variable inferest
rate rather than the level of debt itself. Short maturity need not necessarily
constitute a problem if the debt may be rolled over on constant terms, but a
roll over exercise may be taken as an opportunity to make the terms of a loan
haréher either by raising-the.rate.of interest or the degree of effective
palicy conditionality or both. Short maturities by their very nature also
increase the extent of uncertainty to which borrowing countries are exposeci,
both with respect to the availability as well as the cost of finance. Increasing
uncertainty can hardly fsil to exert an adverse effsct on the ability of
potential borrowers to plan sconomic devélopment, From the borrower's point of

view then & system based on short term credits is inherently unstable,

In an environment of high and, more significantly, variable inflaticn the

. attraction of short term contracts to lenders is, of course, not difficult to
see. Hroadly speaking short term leans enable the nominal interest rate to

be adjusted to compensate for the effects of unexpected inflation. Considerations
of both return and risk will mean that lenders will favour short term lending
over long term lending for as long as the nominal interest. rate is invariant
throughout the duration of the contract. With a fixed nominal interest rate
and an accelerating rate of inflation the real rate of interest will clearly
fall, while with a variable rete of inflstion it will vary. To encourags
surplus countries to lend long term some form of index linking is therefore’
almost certainly required. This could be achieved by tying the nominal rate of

return to an index of world in?lation.a Guaranteeing a fixed real rate of
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return to lenders may be the price thet borrowers have to pay in order to

induce the long term lending that would be mere appropriate for them. A
question is whether deficit countrieslwould regard this as a price &urth
paying. There are reasons o believe that they may well do. Not least
because it ig a price that they may effectively already be paying for short
term lecans which in other respect$~they regard as infericr. What the actual
real rate of intersst would need to be would depend on the strength of demand
for finance in deficit'céuntries as well as the supply of finance made
available by surplus countries, but it might be expected to be considerably
below the real marginal productivity of capital in developing countries.
Another aspect of lendefs’ risk in international deals involves possible
variations in the relative price of the currehby.in which the deal is
denominated. A lender will tend to lose if the currency of denomination

is subject to depreciation. An individual surplus country may endeavour to
cover.this risk by ensuring that total lending is denominated in a range

of currencies, though this may imvalve.the acceptance of a lower overall

rate of return. Alternatively, any bias in the currency denomination of
loans may be made to match a similar bias in the pattern of payments
obligations for which imports may be taken as & proxy. Execept te the extent
that receipts and payments may be unsynchronised inter-temporally, the
problem of exchange risk will evaporate if all lending and importing is
conducted in the same currency or similar specific currency amounts. To
bring such & situation about in circumstances where, for reasons other than
the minimisation of exchange riék it would neot be chosen, would invelve
surplus countries in & loss of economic welfare eithar_by_having to adopt s
non optimal pattern of imports or a lower overall raterf return on investments.
For surplus countries that have a geegraphically diversified pattern of
imperts the problem of exchange risk may hecome quite significant. Since the
ability of surpius countries freely to choose the currency dencminaticn of

their lending is constrained by the willingness of other countries to allow
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their currencies to be used as reserve currencies a guestion arises as to

whether the problem of exchange risk may be dealt with in some other way.

In principle there are twoﬁways in which the problem can be remedied., The
first, as d{spussed above, is to express individual cqntracts in individual
currencies but fto hold s hiend of .loans denominated in different currencies.
A surplus country would thereby effectively have its lending denominated in
a basket of currencies and, as a result, the exchange riék of total lending
would fall below the average exchange risk associated with each individual
loan. The simpler alternative is initially to express a2ll loans in terms
of the average value of a basket of currencies. The international community
alfeady possesses the Sbecial Drawing Right which doss have its value
determined by the average value of five currencies: the dellar, the pound
sterling, the franc, the mark and the yen. The question from the viewpoint
.of OPEC investors is then whether the weights attached to these currencies
in calculating the value of SDRs match the relative importance of the
currencies in the impori pattern of DPEC. Some indication is given by
Tables & and 7. Table 6 gives the SDR weighting scheme and Table 7 shows
the nominal month to month instability'in the currencies of the countries
with which OPEC trades (weighted sepsrately by imports and by total trade)
as against the SOR and the dollar over the period 1873-79. It is clear
that the SDR gives much greater exchange rate stability than the dollar in
every instance, .

Takle B

Welghting systems in currency baskets _
Original 0ld SDR New SDR ECU

SOR {1877-80) £1984 ]
Us Bollar 100 33 47 3]
German Mark 0 12.5 19 33
British Pound 3] 7.5 13 13
French Franec 0 7.5 13 20
Japanese Yen 0 7.5 13 0
Others 0 32 0 33

100 100 100 100

Source: IMF Survey {various)
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Table 7

Short term instability of OPEC trading partners' exchange rates
(import and trad&—weighted], vis-a~vis SDR, ECU and US Dollar, 1873-78.

April 1973 to' ' June 1879 inclusive

SCR* ' ECU US Dollar

IMPORT TRADE IMPORT - TRADE IMPORT TRADE
Saudi Arabia 0.5 1.8 7.8 5.2 14.8 21.4
Kuwait 3.8 3.4 5.0 5.6 25.9 24.4
Traq 2.3 1.3 3.5 8.0 24,7 14.3
UAE 3.6 4.3 4.5 4.5 26.7 28.7
Tran 3.1 2.8 4.4 4.2 25,9 25.3
Libya 6.3 1.1 1.4 4.3 34.6 18.3
Nigeria 4.5 0.3 1.3 6.3 31.4 15.0

Instahility is measured as the standard error (sguared) of an exponential
trend fitted to monthly obssrvations on effective exchange rates., This
instability measure was then decomposed into:

{i) that part which would have occurred if & peg had been retained
vis-a-vis each of the possible numeraires (SDR, ECU, dollar} and

(i1} the rest

The former, which is what is recorded here, therefore describes the
tlegree of effective exchange rate instability which is ettributable to
fluctuations between the other currencies in the relevant basket [(import
or trade weighted) and the numeraire.

* The SDR basket employed for this calculation is that which was in force

in the 1877~-80 period.

Source: These deta were caleculated by David Brodsky and Gary Sampson of
UNCTAD for UNDP/UNCTAD Project INT/75/045.
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Alternatives toc the SDR as a medium of account might be the European
currency unit or the specific haskets against which some individual OPEC
countries peg their own exchange rates. However, in terms of minimising

-

exchange rate instability Table 7 also shows that the ECU is generélly
inferior to th;.SDR. This is cleayly the case for Saudil Arabia, Kuwait,
Irag, the UAE and Iran which tqgetﬁér account for the vast majority of the
OFPEC surpius, while in the céses bf Nigeria and Libya the relative stability
of the two baskets depends on which weighting scheme is used; with import

weighting the ECU 1s more stable than the SDR while with total trade weighting

the SDR is more stable.

To & considerable extent Table 7 probably overstates the exchange risk gain
from SDR denomination since it measures short run instability whereas it has
already been established that developing countries would prefer long term
loans for which exchange rate instability may well be less. It remains true,
however, that exchange rate movemenis do occur over the long run and that the
denomination of long term assets in SDRs would therefore serve to reduce the

exchange risk associated with such lending.9

The above analysis hes in effect defined the key features of a new recycling
instrument; it is a long term bond with a maturity of perhaps fifty years,
denominated in SORs and yielding & guaranteed real rate of return. However,

@ number of questions remain to be answered. First, what wo§ld be the
institutional arrangements under which the bond would be issued? Second, how
coulcd the problems facing low income and uncreditworthy countries be remedied?

It is to these guestions that the next section is addressed.



4. Method of Issue and Institutional Arrangements

While non oll, deficit, developing cuuntries would prefer to borrow long
term rather than short term, Table 4 confirms they have had singularly
little success in realising this objective. Bond issues by'LDCs totalled
only $3.5 billiom in 1979 and these were highly concentrated in a very

narrow range of higher income deé. International capital markets abound

17.

in regulations and developing countries have encountered immense probloms .

in gaining access to tham.qo There seems little reason to suppose that
the international capital market will provide long term recyeling in the
future unless changes are made. Part of the problem no doubt results from
the risk as perceived by surplus countries in lending on a long term basis
to one individual deveidping country. In order toc reduce this aspect of
risk a case may be made Ffor bonds to be issued by a group of developing
countries. 11 Acting in groups, developing countries may find it both
easier and cheaper to borrow since the risk facing lenders would tend to
be reduced. There are a number of criteria upon which the grouping of
borrowing countries cculd be organised. In principle, if the aim is to
reduce lenders’ risk it should be so arranged as to maximise the degree
of negative correlation between instabilities in individual members of the
group. In practice, membership could be orgenised on the basis of existin
or proposad free trade areas or customs unions amongst developing countrie
Alternatively, the participation of individual developing countries in a
joint_bonﬁ issue couid be left rather more open. However, 1t seems likely
that some constraints on barticipation would be‘required. For instance,
the objective of risk spreading would require that the extent of
participation by any individual country in any specific bmnd issue should
be limited. Limitation could be schieved by not permitting any borrowsr

a8 larger share of an individual bond issue than some multiplie of its share
of the combined naticnal incomes of all potential participating countries.
Gver-borrowing by any individual coumtry could be limited by not permittin

participation by countries with high debt service obligsetions in relation

g

Ga

g
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to either GDFP or exports unless for the specific purpose of funding
shorter term debt,which in itself could be a very useful exercise. An
individual deficit country's potential borrowing capacity under the new
scheme would therefore vary inversely with its existing debt service ratio
and its existing level of debt, and positively with its growth rate of
exports or GOP., Since such limftétiONS on participation would have the
effect of reducing the supply of and increaging the demand for bonds, they
would unambigously lower the rate of interest as compared with a situation
where no limitetions were imposed., Their effect on the quantity of bonds
issued would be indeterminate and would depend on whether the supply or
demand effect were to be greater.. If the expansionary effect on demand

exceeded the contractiuﬁary effect en supply the quantity of bonds issued

would rise.

A similar combined sffect of lowering the rate of interest and increasing
the quantity of bonds issued might be achieved through offering lenders an
additional guarantee against defasult since this would tend to raise the
demand for bonds.iz Howmver; guarantees raise a number of issues. What
form would they take? How would they be financed and would they generate
extra finance cr simply use up finance that would otherwise have been lent
directly? If guarantees were used to provide full backing for all loans

it may indeed be found that finance that would have gone into direct lending
instead goes into financing the guarantees; assuming that not all gusrantees
are called on, the short term impact would then be to reduce the total flow
of finance to developing countries. The picture would be different if
guarantees were only to be partial and if finance were to be held to cover
only a proportion of total guarantee obligations. The finance required to
meet guarantee obligations could be provided by cantributicns as a form of

aid, or through international policy such as the seliing off of IMF gold.
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Alternatively they could be financed by lenders effectively receiving &
lower interest rate than borrowsrs are effectively paying. This latter
option could involve egither lenders financing a guarantee fund, in which
case they would in essence Ee purchasing a reduction in risk and more
narrowly Fix{ng the paremeters of their loans in exchange for a lower

rate of retux‘r{13 or it could involve borrowsrs providing the finance much as in

the form of paying an insurance premium in exchange for insurance cover.

In any case., a prior and ﬁpen question is whether any form of guarantee
would be necessary to ensure the succeés of an LDC bend issue; afier all

the principal purpose behind a groép issue is precisely to reduce lenders'
perceived risk. Certeinly guarantees would reduce the risk still further
and if risk proves to be the effective consiraint on lending they may be
necessary. Whether they are or not may, of course, depend on the nature

and perceived creditworthiness of the countries forming the horrewing group.
There are a number of possibilities. First, lenders may simply not be
prepared to lend to countries that they regard as uncreditworthy gither
individually or as part of a group. In these circumstances the group
borrawiné scheme though still useful to creditworthy or marginally credit-
worthy borrowers as well as to ienders would be of little use to
uncreditworthy countries. Second, lenders may be prepared to lend to some
countries as part of a group without requiring guarantees that they would
not have been prepared to lend tec individually provided that those countries
regarded as uncreditworthy did not constitute more than a certain proportion
of the group. Third, lenders might only be p;epared to lend te such
countries, even as part of a group, if gusrantees were tc be provided. OF
course, even if guaraniees are unnecessary in the sense that surplus
countries would be prepared to lend without them, their existence may still

induce a larger flow of leans than would otherwise ocour.




The above discussion introduces certain distributiomnal aspects of an LDC
group bond issue and it it worthwhile to examine these in a little more
detail. Assume for simplicity that non oil developing countries may be
divided into those that are ' seen as commnercially creditworthy and those

that are not :although, of course, the dividing line is not in fact as

clear cut‘as this. Assume furthé}‘that non creditworthy countries may be
subdivided into those where & relatively high prospective rate of return

iz combined with an unacceptably high.level of risk and those where the
prospective rate of return is low. . Any scheme which involves & commercial
interest rate will be of little assistance to the last category of countries
since what they need is.cancessianéry finance. Participation by these
countries in a joint bond issue would therefore depend first on the
willingness of lenders to lsnd to a group of which they were members and
second on the williingness of other borrowers to subsidise their debt service
payments. Even excluding these low return countries, however, a joint bong
issue would tend to involve cross subsidisation from the more creditworthy
fo the less creditworthy members of the borrowing group, since participation
by the less creditworthy, higher risk countries would push the rate of
interest above what it would have been had the group consisted solely of the
more creditworthy developing countries. Considerations of this nature imply
that borrowing groups may have to consist of countries pessessing a similar
degree of creditworthiness; unless the more creditworthy are prepared, for
humanitarian, political or economic reasons, to aid the less creditworthy

by effectively transferring some of their own creditworthiness. One reason
why they may be prepared to so sg would be in an attempt to expand export
markets. Furthermore, if the joint borrowing scheme was the only form of
lending that offersd guarantees even the more creditwerthy borrowers could
find it easier and/or cheaper to borrow as a member of @ group comprising

lass creditworthy countries than individually.
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Even though the constreints on participation will limit it, the poasibility
of default by borrowing countries remains. Although the lenders’ risk in
the case of default may be covered by guarantees the guestion of how the

-

borrowing group of countries would deal with it still has to be angwered.
There are aln;mber of posaibilit}es. First, defaulters could be barred
from future participation in bond ‘issues until they have settled thelr
obligations with the guesrantee fund. However, this would have the effect

of shutting off one important source of finance for countries that would

tend to be in great financial need, for reasons of liguidity if nothing
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else, A more attractive alternative may then be to make future perticipation

conditional on the acceptance of certain domestic policies. Although
defaulters may not welcome conditionality they miéht find it more acceptable
where it is designed and imposed by other developing countries than where it
is imposed by an international agency dominated by developed countries. A
final altefnative would he aveilahle if the guarantee fund were to be
financed by contributicens from the borrowing countries themselves. .Since
borrowers are in essence taking out insurance against their own default,
this could be discouraged by raising the insurance premium of a defaulting
member. Providing that the scheme does not create a positive incentive to
default, which would clearly ruin its long term viability; there seems
little reason to believe that default cannot be adegquately handied. A more
intransigent default problem, howsver, may exist with regards low
productivity countries, but as already noted, such countries may in any case

be unsuitable participants in a scheme which is based on commerciel criteria

A final point relatesg to the institutimqal arrangements under which a joint
LDC bond issue might be organised. It seems unlikely that informal and

ad hoc negotiations between individual developing countries would constitute
thelideal solution, since there is little reason to believe that the

resultant grouping would be consistent with the theoretical guidelines for
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their composition. The identification of'groups and the selesction of

the countries to be involved in_any particular bond issue might therefore
more appropriately be undgftaken by some form of central agency, to which
interested garties would apply. What form should this central agency take?

in principle the functions of the.agency could be performed by an existing
institution such as the IMF 15‘u£ the World Bank. But it may turn out that
these institutions ere insufficiently flexible to accommodate an essentially
new and different role and therefore a new institution may be required.

This new institution could include or exclude developed countries. AR
institution with exclusive LDBC membership may be more attractive to developing
cehntriea but may also make the associated bondé less attractive to potential
lenders, even though the institution would not be directly responsible fer the
related payments and obligations and would 'simply be co-ordinating the
activities of individual participating countries as well as organising the
guarantee fund 1f this were to be included in the scheme. If, however, OPEC
‘claims of solidaerity with the rest of fhe Third World are real, exclusive LOC

membership need not constitute a problem.

5. Concluding Remarks

The main conclusion of this paper is that the introduction of index linked
long term bonds denominated in SDRs and issued jointly by groups of
developing countries under the auspices of an international agency could
facilitate the recycling of oil revenues from OPEC countrieés to non oil
developing countries.qs GPEL lenders_would benefit inasmuch ag their oil
revenues would simultanecusly bhe earning & guaranteed real_rate of return

at low risk and assisting davelopment;il7 while non cil ¢evei§ping cmuntriés
would benefit from the 4increased and reasonably assﬁred supply of iong

term programme capital. The world as a whole would benefit from the greater

international stability that is associated with long term as opposed to

short term lending, and from the higher levels of output and employment that




would be associated with a more efficient recycling mechanism as well as
from the reduced incentive for oil producers to keep oil in g;r‘cn_mc!.'gB

Even the non creditworthy nen oil develeping countries that may be less
likely to bepefit directly from the issue of the new bonds might benefit
indirectly from the increase in ngregate financial flows to developing
cogntries either through induced trade effects or through e redistribution

of conecessionary finance towards them.
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Notes

In places this paper draws on ideas discussed et a workshop on
International Financial Co-operation held at the Centre for
Research on the New International Economic Order. Queen
Flizabeth House, Oxford, in February 1881. Participants at
the workshop, however, in no way bear responsibility for the
views expressed hers. Neither do David Hawdon, Colin Robinson,
Chris Rowland and Paul:Stevens, to whom thanks are due for
helpful comments on an earlier draft of the paper.

For the purpose of this rmaper the deficit group is taken to be
made up of the non oil developing countries while OPEC is taken
to represent the surplus group. This may not be a completely
realistic assumption since many members of OPEC have experienced
payments deficits. In reality the surplus greoup may contain

"relatively few countries, with Saudi Arabia being the prime

axamplie.

The geographic location of expenditure may have an effect on its
pverall level if the values of expenditure multipliers vary between
countries.

Sidney Dell and Roger lLawrence, The Balance of Payments Adjustment
Process in Developing Countries, Pergammon, 1880.

OECD Development Co-operation, 1880 Review, November 1880, Table 171.2.

However, care needs to be exercised with this symptomatic appreach
to agsessing the adequacy of recycling since it is not based on a
rigorous economic model, - symptoms may have been caused by factors
other than the ones to which they are loosely attributed and
different symptoms may appear to peint simultaneocusly in opposite
directions. :

For a discussion of future prospects for recycling through the
Furccerrency market, see Graham Bird 'Financing Balance of Payments
Deficits in Developing Countries: The Roles of the Official and
Privaete Sectors and the Scope for Lo-operation Between Them'.

Third Werld Quarterly, July 1984.

This index could be compiled in a number of ways; it could be

based on the prices of ths world's traded goods; or take the form
of a weighted sverage of consumer price indices or wholesale price
indices in major industrial countries (such as those represented in
the SDR bhasketl; alternatively the index could be tailor made to
duplicate the import pattern of lenders, thus stabilising the
purchasing power of their investment income in terms of imported
gouds.,

See G.K. Helleiner, 'Foreign Exchange Risk and the Recycling Problem’
paper prepared for e workshop on International Financial Co-operation
held at The Centre for Ressarch on the New International Ecopomic
Order, Quesn Flizabeth House, Oxford, in February 1981, For a fuller
discussion of exchange risk as it applies to the guestion of
recyeling,
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10.

1.

12.

13.
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Ses, for instance, World Development Report, 1980 pp 27 and 28.
The existence of reguleticns may be expleined in terms of an
attempt by host countries to provide balance of payments
protection as well as in terms of the perception of risk by

the financial authorities of the countries in which the markets
are located.

Tha concept of group borrowing by developing countries has been
meptioned briefly elsewhere., see Graham Bird, *Commercial Borrowing
by Less Developed Countries', Third World Querierly, April 1880,

and hes been discussed'mbre fully by John Williamson, 'The Why and
How of Funding LDC Debht', a paper prepared for & workshop on
International Fipancial Co-cperation held at the Centre for Research
on the New Intsrrational Economic Order, Queen Elizabeth House,
Oxford, February 1981. Williamson's paper also rigorcusly examines
some of the other issues treated here.

However, if borrowers financed the guarantees themselves it could
also reduce the supply of bonds.

OPEC might find this an attractive method of giving aid, though

the aid contemt assocliated with lenders financing the guarantee
fund would rely on them not demanding an eguivalently higher rate
of return on their loans. Similarly, the real cost to borrowers of
financing guarantees might be zero or sven negative if their
existence induced a significant expansion in the demand for bonds
or meant that lenders were prepared to accept a relatively
significant reduction in the rate of interest on the bonds.

There is the possibility that a guarantee fund will be subject to
econamies of scale if the size of defaults rises less rapidly then
the volume of lending. Assuming., however, that the contributions
to the fund grow in proportion to loans, the size of the fund at
any cne time will vary inversely with the number of defaults. A

related problem is that the fewer are the defaclts the larger will

be the size of the fund's resources but the smaller will be the

need for it, while the larger and more fregquent are the defaults

the smallier will be the fund's rescurces, but the larger will be

the need for it, The probklem is one of short term instability

since over time and since defaulters will be repaying their drawings,
the size of the fund should expand.

It seems likely that in the near future and for reassons of its own
internal liguidity the IMF will be forced to borrow from private
capital merkets in order to finance its own activities. Although
inasmuch as it may attract DPEC lenders such borrowing would bring
about a recyeling of OPEC surpliuses, the implied recycling mechanism
would differ significantly from the one envisaged in this peper.
The role of the IMF would be much greeter quite possibly inveclving
both direct puarantees and maturity transformation. The uitimate
borrowers would borrow by drawing on the IMF in the conventional
fashion and as a result the finance available te them would be
short term and in part conditional. Thus although IMF bonds
denominated in SDRs and possibly involving an indexed rate of
interest might prove attrective to OPEC lenders they would have

a number of shortcomings from the viewpoint of non o0il developing
country borrowers, In any case pslitical divisions within the IMF
might encourage developing countries to establish their own agency.
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It may be noted that the three key aspects of the bhonds are
independent of each other. Furthermore it may be remembered
that the proposals put forward in this article are not
specific to the recycling of an OPEC surplus but apply “fairly
generally to the problem of recycling irrespective of the
identity of the deficit and surplus countries.

It could be argued, however, that surplus countries may continue
€0 prefer short term borrowing if either the surpluses themselves
are regarded as ahbr;_term or low absorptive capacity is seen as
a short term phenomencn.

in tihis connection the availesbility cf the bonds could Influence
both the price of oll and the size of the targeted OPEC surplus.



