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Introduction

I

magine the distress of Africa, and the Democratic Republic
of Congo is the sort of place that comes to mind. Following nearly a century of traumatic subjugation by Belgium,
this European-designed nation eventually won independence, in 1960, and sank into violence within a week. After
five years of conflict, a man named Mobutu took power by
force with the help of the U.S. Central Intelligence Agency
and began a rapacious, 31-year reign.1
Though Mobutu skillfully cloaked his rule in the language of African nationalism—by giving his nation the supposedly more authentic name of “Zaire,” for example—the
dynamics of colonialism still held sway. He gave foreign companies access to Zaire’s vast natural wealth, which included
an estimated quarter of the world’s copper and half its cobalt,
and threw his cold war allegiance to the West. In exchange,
the dictator won generous support from Western investors
and governments, including billions of dollars in bank loans
and half of all U.S. aid to black Africa in the late 1970s. From
these funds, and from export earnings, he siphoned off a personal fortune of some $4 billion by the mid-1980s—a sum
not unduly diminished by the purchase of a dozen estates in
Continental Europe and chartered-Concorde shopping trips
to Paris. It would be wrong to suggest, however, that Mobutu gave nothing to his country. He imported 500 British double-decker buses, built the world’s largest supermarket, and
erected a steelworks that one banker said the country needed
“like it needs central heating.”2
The descent into hell began in 1975 when Mobutu,
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MAP

Heavily Indebted Poor Countries

Listed by World Bank (41)

Not listed, but comparably indebted and poor (6)

Source: See endnote 5.

caught short by a plunge in the price of copper, threatened to
default. For the next 15 years, he used his geopolitical leverage to force his creditors to defer his debt payments—or to
cover them with new loans. He then essentially defaulted on
the World Bank and the International Monetary Fund (IMF).
Meanwhile, Zaire entered a brutal economic slide. By the
mid-1980s, the swollen bellies of the hungry became a common sight. A Belgian volunteer reported seeing “a little girl
eating grass and another one who was eating the waste from
the brewery….She told me she hadn’t eaten for three days.”3
Today, Mobutu is deposed and dead, but his legacies live
on. His family holds his fortune, and his country holds his $12
billion debt. In a nation with an annual income of $110 per
capita, each resident theoretically owes foreign creditors $236.4
Zaire’s disastrous involvement with foreign borrowing is
one of the worst (and earliest) cases of its kind in the postcolonial era. It represents, if in caricature, the debt troubles
that dozens of other poor countries have run into in recent
decades. Currently, to use the World Bank’s measuring sticks,
some 47 nations are very poor—having a gross national
product (GNP) of less than $855 per person—and heavily
indebted, with their governments owing foreigners the
equivalent of at least 18 months of export earnings. All but
10 of the 47 are in Africa. (See Map.) For most people in these
nations, life is hard. Civil wars, coups d’état, corruption,
AIDS, famine, illiteracy are all relatively common. And
almost no one thinks these countries can repay more than a
small fraction of their foreign debts, which now total some
$422 billion, or $380 per resident.5
The debt crisis in low-income nations—it is commonly
called a crisis, though it is actually a slowly developing,
chronic syndrome—is one of two major strains of debt trouble that have struck the developing world since the 1970s.
The first, which broke out suddenly in 1982, mainly
involved “middle-income” countries, such as Turkey, Mexico, and most South American nations, as well as the commercial banks they borrowed from (though “low-income”
countries were not completely immune). It largely spent
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itself in the early 1990s as banks and borrowing governments finally struck compromises on repayment.
The second strain spread gradually in low-income
nations—and has worsened to this day. It is different because
low-income countries, regarded as risky investments by
commercial bankers, have mainly attracted official lenders:
aid agencies, “multilateral” lenders such as the World Bank
and the IMF, and export credit agencies (ECAs, which subsidize a country’s exporters with cheap credit for their customers). While commercial lenders followed the classic
manic-depressive cycles of private finance, first overrunning
countries in their eagerness to lend, then retreating en
masse, official lenders stayed on a more even keel.
For all their steadiness, though, official lenders also have
run aground in the poorest nations, and in a way that is
undermining the worldwide fight for sustainable development. Hundreds of billions of dollars of official loans have
disappeared into corruption, capital flight, weapons buying,
white elephants, and projects that worked better on paper
than in practice. And now the need to service debts has cut
into government budgets for roads, environmental protection, primary education, and basic healthcare. Indeed, many
low-income debtors spent more servicing debts to the
world’s richest nations in the late 1990s than giving social
services to their own impoverished citizens. Meanwhile, private investors and local entrepreneurs—the proverbial haters
of uncertainty—have been discouraged by doubts about
what debtor governments, cornered by their creditors, will
do next. Will they raise tariffs on exports? Or print money,
thereby feeding inflation?6
Because debt trouble set in gradually in low-income
countries, no one can point to a particular child dying in
Mozambique from tetanus or to a particular plot of forest
cleared by a poor farmer in Honduras and say with confidence, “Debt caused that.” But the experience of middleincome countries, where debt crisis developed with a
suddenness that spotlighted the link between cause and
effect, offers a vivid picture of its impact. In Mexico, wages
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halved between 1982 and 1988. In the Philippines, a million
or more desperate peasants moved into the hills, where they
cleared erodible slopes of protective trees and farmed to survive. And in southeastern Brazil, immunization cutbacks
opened the way for a measles epidemic that killed thousands
of babies in 1984.7
The debt crisis in the poorest nations thus confronts the
world with a dilemma. Critics on one side of the issue point
to the theft and waste and ask why taxpayers in rich countries should let incompetent or unaccountable governments
off the hook. Debt is a promise to pay, and a promise is a
moral obligation. But critics on the other side, represented
most effectively by the international Jubilee 2000 coalition
of churches and nongovernmental organizations (NGOs),
decry the “chains of debt” that enslave the world’s poorest
nations to the richest ones and, they submit, choke off government spending for immunizing poor children or teaching
them how to read.
In 1999, the leaders of the seven leading industrial
nations (the G–7) announced their latest response to the
debt crisis, the enhanced Debt Initiative for Heavily Indebted Poor Countries (HIPCs). It is easily the most far-reaching
debt reduction offer yet, and a sign of the power of Jubilee
2000. The HIPC initiative aims to cut the $205 billion debt
of 41 qualifying nations by some 45 percent within perhaps
five years. (Six comparably poor and indebted countries are
not listed for various reasons.) Additionally, Italy, the United
States, and the United Kingdom, among others, have promised to write off all their loans to “the HIPC 41,” which could
bring the total reduction to 55 percent.8
With the debt reduction initiatives, official creditors
have taken an important step toward resolving the current
debt troubles, and with another big push from the likes of
Jubilee 2000, they might go far enough to succeed. However,
the initiatives only attack the symptoms of debt crisis. Largely designed by and for creditors, they do little to highlight,
much less address, the underlying causes. As a result, they
will almost certainly invite fresh crises in the poorest
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nations. Rich governments have made important financial
contributions to the development of poor nations: they have
stamped out smallpox, funded family planning programs
that have dramatically slowed population growth, and built
rural roads and schools. But as long as lending and borrowing occur in ways that invite trouble, loans from foreign governments will probably do as much harm as good.9
Several major problems lie at the heart of the debt crisis.
All reflect hard economic and political realities. Rich countries restrict imports of crops and clothing and other exports
of poor countries, effectively demanding loan repayment
while refusing the goods offered as payment. Official agencies often lend to poor countries for reasons that have little
to do with aiding their development and assuring their ability to repay loans, and everything to do with winning geopolitical allegiances—or sales for Lockheed Martin and
Caterpillar. Loans proffered with more genuine intentions of
aiding the borrower run into another problem: they are supposed to be repaid regardless of results, even though failure is
to be expected in the difficult business of development.
Finally, both the agencies that lend and the ones that borrow
are often insulated from the consequences of their actions.
This insularity gives free play to bureaucratic tendencies
toward arrogance, over-optimism, the pursuit of growth in
lending and borrowing for its own sake, and even corruption.
Stating each problem so starkly evokes solutions that are
simple in theory. Creditor countries need to buy more goods
from debtors. ECAs and other agencies need to put enhancing the borrower’s ability to service debt before geopolitics
and domestic politics. An international bankruptcy process
is needed to make loan write-offs routine and require lenders
to bear some costs of failure. And so on.
In practice, however, reform is a challenge as complex as
it is vital. Powerful business lobbies, for example, protect
ECAs and import barriers; it will take an equally organized
political campaign to overcome them. And if official lenders
become too accountable—too afraid of failure—then they
could fall prey to the very herd mentality that once pro-
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voked a debt crisis in middle-income nations. The project of
reform must proceed with realism to stand a chance of serving, rather than undermining, sustainable development in
the poorest nations. If they thrive, the rest of the world can
only benefit.

Repeating History
Progress, far from consisting in change, depends on
retentiveness....Those who cannot remember the past are
condemned to repeat it.
—George Santayana, Life of Reason, 1905–0610
There can be few fields of human endeavor in which
history counts for so little as in the world of finance. Past
experience, to the extent that it is part of memory at all,
is dismissed as the primitive refuge of those who do not
have the insight to appreciate the incredible wonders of
the present.
—John Kenneth Galbraith, A Short History
of Financial Euphoria, 199311

T

hese days, the future rushes at us so fast as to make the
past seem irrelevant; and to be sure, many of today’s experiences are unprecedented in human history. The current
debt crisis, however, is not one of them. In fact, the history of
international lending repeats itself with remarkable regularity, which suggests that in the world of international finance,
people have done a poor job of learning from the past. At the
same time, this cyclicity means that there is much experience
to learn from as the world tries to do better next time.
Debt, like the wheel, is a useful invention whose origins
are lost to history. Unlucky Sumerians may have run up the
earliest known debts, recording them by etching lines in clay
tablets. Perhaps they were farmers asking their lord’s forbearance on taxes, which were payable in bags of grain. Whatev-
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er the precise meaning of these markings, they reveal the
essence of debt, which has survived unchanged through the
bewildering innovations of modern finance: debt is a promise to pay. And credit is the acceptance of such a promise.12
Governments have long been major, if not dominant,
users of credit. To banks and bond investors, governments
seem the safest bets around. During the late-twentiethcentury international lending boom, Citibank president
Walter Wriston expressed the faith in public borrowers when
he famously declared that countries “don’t go out of business.” And for governments, borrowing is tempting because
it offers a means of spending without taxing—at least
until the loans come due. In the early 1800s, for instance,
governments learned to tap newly invented bond markets to
build canals or railroads, promising their investors the full
faith and credit of the rising industrial powerhouse of Pennsylvania, say, or the sovereign nation of Brazil.13
As the Western world has changed, so have the reasons
that governments borrow. Before the Industrial Revolution,
rulers took out loans mainly to support courtly extravagances or make war. In the early 14th century, for instance,
King Edward III of England borrowed heavily from the leading banks of the day, which operated out of Florence, to fund
his side of the Hundred Years’ War against France. (He then
defaulted.) With industrialization came an important new
motivation for government borrowing: the pursuit of “economic development.” This rationale was best articulated in
the early 1800s by Frenchman Claude-Henri Saint-Simon
and his disciples. In awe of science and technology, the
Saint-Simonians envisioned a utopia in which reason had
transformed not only production but government, in which
technocrats free from bias and political pressure would
finance and manage economic development according to
scientific principles. The Saint-Simonians’ offspring include
socialism, Marxism, the World Bank, and the IMF—and faith
in lending for development wherever it is expressed.14
The Saint-Simonians were off the mark in their unbridled
optimism, but not in their appreciation of the role that
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lending was assuming in economic life. In the 1800s, international lending became a central artery of capitalism and
imperialism, and increasingly facilitated the gains and the
depredations of the industrial age. Within Europe and the
Americas, cross-border lending fostered economic development that eventually lifted millions of people out of poverty. Countries that began industrializing earliest financed
canals and railroads and factories in places that began industrializing later, such as the United States and the Italian
peninsula. Between 1816 and 1913, net capital exports from
Great Britain, the dominant international lender of the era,
climbed from some $80 million a year (in dollars of the day)
to more than $1.1 billion.15
One measure of the economic effectiveness of foreign
lending is that, since 1820, it has profited investors who
diversified and persevered—more so than lending at home.
Foreign bonds, with their higher interest rates to reflect risk,
were honored often enough to cover losses. But by the same
token, international lending facilitated the worst abuses of
capitalism—the Central American banana plantations or
South African gold mines or American cigar factories that
exploited workers in slave or near-slave conditions.16
If international lending has been a handmaiden to
industrialism, it has been an unruly one. From the boom and
bust in tulip bulbs, which sent Holland into an economic
depression in the 1630s, to the Asian crisis of 1997, the
volatility of financial markets has frequently exacted a harsh
economic price. In a review of international lending since
1820, Swiss sociologist Christian Suter identified four major
waves of international borrowing, occurring roughly every
50 years. (See Figure 1.) Each terminated with an outbreak of
“debt service incapacity”—a widespread inability to keep up
with interest and principal payments—causing banks and
bond investors to beat a hasty retreat. The world’s greatest
economic setbacks, including those in the 1870s, 1930s, and
1980s, all began this way.17
These cyclical shifts of capital into and out of developing
countries are not fully understood. But human psychology is
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FIGURE 1

Number of Countries Not Servicing All Their Foreign
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Source: See endnote 17.
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clearly at work in the wildness of the swings. Ignorant of the
future, investors often look to each other for cues, and so
move in herds, through euphoria and panic. In a few years
in the 1870s, for example, net capital exports from Great
Britain zoomed from $250 million to $500 million a year
and then crashed to $100 million after foreign governments
started defaulting.18
Then, as now, investors drew confidence from various
rationales during the upswings, many of which contained
truth—Brazil, for example, with its rich resources, industrious
immigrants, and modern government, was the next United
States. But excessive investor enthusiasm made fertile ground
for waste and fraud—and, eventually, default. In the 1920s,
for instance, Colombia’s federal government borrowed $150
million ($1.4 billion in 2000 dollars) to drill a rail link under
a 3,000-meter (9,000-foot) mountain range in order to con-
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nect two valleys that already had good transportation connection via the sea. At the same time, local authorities built a
road over the mountains. In such cases, the cascade of new
bonds would temporarily cover payments on the old ones
(since the projects could not). But once one country defaulted, creditors would lose confidence and stop lending to other
countries as well, and the crisis would expand, a pattern that
has sporadically affected commercial lending ever since.19
Another source of fragility in international lending
would then become apparent: the ambiguous legal relationship between lenders and borrowers. It is hard for a lender to
enforce the law of contracts against a debtor when the debtor
is the law—harder still when the debtor is a foreign government, and there is no clearly applicable law. As S.C. Gwynne,
a former U.S. bank loan officer, has put it, “international
banks cannot ‘collect’ a power plant in Thailand or a hospital in Dubai, or even a Caterpillar tractor in the jungles of
Kalimantan. They cannot ‘tag’ a banana crop in the Philippines, or grab the copper as it comes out of the mine.”20
Defaults naturally angered the creditors; but in the end,
they always had to come to terms with their losses, however
reluctantly. After several U.S. states defaulted in the 1830s, one
prominent English bond investor excoriated the United States
as “a nation with whom no contract can be made, because
none will be kept; unstable in the very foundations of social
life, deficient in the elements of good faith.” Such indignation
is understandable, but misses the reality that sharing losses is
the companion of lending overshoot. Bankruptcy codes in
most nations, honed over centuries, recognize that letting a
bankrupt survive to do business another day is often in the
interest of all concerned. They also recognize that forcing
overeager lenders to take a loss teaches a healthy prudence. The
hole in international law where a bankruptcy code belongs has
not made international compromise less necessary. But it has
forced creditors and debtors to negotiate in ad hoc fashion, to
the detriment of all concerned, especially debtors. Between
1820 and 1975, a grueling nine years elapsed on average
between outbreak of a crisis and its resolution.21
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TABLE 1

International Debt Crises since 1820

3

Approximate Debt with
Payment Problems
(billion 2000 $)

British bond investors

6

Selected Major Creditors

Greece, Latin America, Spain

British and French bond investors

Selected Major Debtors

1826–30

Mexico, Portugal, Spain, nine U.S. states

Period

1840–45

40

British bond investors; German banks;
French government

200

Egypt, Greece, Latin America, Ottoman
Empire,1 Spain, Tunisia, 10 southern U.S. states

French bond investors

300

1875–82

Bulgaria, Mexico, Ottoman Empire,1 Russia2

World War I victors (owed by
Germany); U.S. government (owed by
other victors); Western bond investors

400

20

1911–18

China, France, Germany, Greece, Hungary,
Latin America, Poland, Turkey, United Kingdom,
Yugoslavia

French, West German, Japanese, U.K., U.S.
banks; G–7 governments; IMF, World Bank

German and British bond investors;
Barings Bank

1931–40

Latin America, Philippines, Poland, Africa,
Turkey, Yugoslavia

1890–1900 Greece, Latin America, Portugal, Serbia

1982–

1
Predecessor to modern Turkey. 2Accounted for as much as 85 percent of defaulted amount in this period.
Source: See endnote 23.

Debtors, too, have usually had to swallow their anger.
Only on rare occasions has a new government come to power
and declared the debts of its predecessor to be legally “odious.” In 1898, the United States forcibly took over the Spanish colony of Cuba, but refused to assume its debts. The
former colonial government had used the money to put down
an independence movement, even interring suspects in concentration camps. Loans used against the people, the United
States asserted, should not be the responsibility of the people.
In the early 1920s, a new government in Costa Rica refuted
foreign debts contracted by the just-deposed dictator, Federico Tinoco Granados. U.S. Chief Justice and former President
William Howard Taft sat as arbitrator in the dispute and sided
firmly with Costa Rica. He pointed out that the bank knew
that Tinoco would squirrel away the money for personal use.
A few such exceptions aside, however, only great powers, or
nations exiting the capitalist financial system, such as China
and Russia after their communist revolutions, have dared
repudiate their obligations. Most governments opted to compromise with creditors over old loans, no matter how unfair
the burden, in order to get new ones.22
Remarkably, the same nations often held the roles of
debtor or creditor from crisis to crisis. Since 1820, Latin
American and East European nations have frequently run
into debt trouble. (See Table 1.) (Most of Africa was off the
lending map until the 1960s.) Worldwide, at least three quarters of the countries that avoided debt problems in any of
four major lending periods between 1820 and 1979 did so in
the next one as well. The same persistence held among countries that did run into trouble, except that the Great Depression had many one-time defaulters. This pattern holds even
when comparing 1820–1929 with 1980–86, with 64 percent
of problem debtors in the years between Napoleon and
Hitler resurfacing to haunt lenders in the era of Reagan and
Thatcher. Meanwhile, a handful of countries—Britain,
France, Germany, the United States, and Japan—accounted
for most overlending.23
This regularity suggests that the tendency to overborrow
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or overlend emerges from deep within a nation’s character
and history. One generalization that seems useful is that the
most internally divided nations make the most troubled
debtors. Almost all Latin American states, as well as the
Philippines, inherited from their colonial rulers Spain and
Portugal an extreme concentration of wealth in the hands of
the few, which has been perpetuated down through the centuries. These powerful elites have generally fought off government efforts to tax them and help those less well off. For
leaders of such divided societies, foreign borrowing is tempting as a way to aid one group by, say, financing coal plants
to generate jobs and cheap power, without taxing another
group—or at least to forestall the day of reckoning.
The current debt crisis stands apart from past ones in
that governments have been not only the major borrowers,
but major lenders. Nevertheless, its roots are deep. In the
recent lending cycle, as in all those before, many loans have
been put to good use while others have not. And the awkward drama of overshoot, crisis, and compromise is once
again playing itself out on the international stage. The
cyclicity suggests that only a serious attempt to learn from
history can prevent yet more troubles in the decades ahead.

bloc nations has shot upward with barely a pause in recent
decades, from $270 billion in 1970 to $2.6 trillion in 1999
(in 2000 dollars). (See Figure 2.) Private investors—mainly
commercial banks and bond investors—have led in lending,
with a cumulative $1.2 trillion in outstanding long-term
loans at the end of 1999. (Less data is available on short-term
loans, which are due for repayment within one year.)24
Not far behind are official lenders, which generally come
in two stripes. “Bilateral” agencies, which belong to individual governments, held $550 billion in debts at the end of
1999. Next, the jointly funded multilateral lenders, including the World Bank, the IMF, and regional development
banks in Africa, Asia, Europe, and Latin America, were owed
$440 billion. Official lenders can also be categorized by purpose: export credit agencies, all of which are bilateral, exist
to stimulate a nation’s exports of wheat or weapons or conFIGURE 2

Cumulative Foreign Debt of Developing and Former
Eastern Bloc Nations, 1970–99
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International Debt Today

M

odern international debt troubles are at once a familiar
tale and a standout in the annals of finance. The latest
lending upswing began in earnest in the late 1960s. It was
punctuated by spectacular international crashes in 1982 and
1997, as well as numerous smaller crises, from Zaire’s neardefault in 1975 to Ecuador’s troubles in 1999. Most disturbing for the present, a chronic debt problem has taken shape
in the world’s poorest nations. The terrain of modern international lending troubles is therefore quite complex, and
best approached at first through the numbers.
The cumulative debt of developing and former Eastern
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struction services by lending the purchase amounts to foreigners, or by guaranteeing repayment of commercial loans
for the same purpose. They held $390 billion of the debt of
developing and former Eastern bloc nations. And aid agencies, both bilateral and multilateral, aim to help poor countries develop.25
On the borrowing side, official bodies dominate. At the
end of 1999, governments owed or guaranteed fully 81 percent of the outstanding foreign debt, in the latter case promising to repay if a domestic borrower, such as an electric
utility, does not.26
In the ideal, governments and government-backed borrowers would have invested all this money wisely—in everything from public railroads to business expansion to
education—in order to earn enough foreign exchange to
repay the loans. In practice, however, countries often wasted
substantial sums through corruption, arms buying, and projects that had as much to do with prestige and politics as economics, such as expensive dams. All these uses weakened
borrowers’ ability to repay debts. (See “Where Has All the
Money Gone?” below.) To complicate matters, falling prices
for key exports of many developing countries since the
1970s eroded their ability to earn foreign exchange.
The debt crisis that struck in 1982 has been the most
spectacular symptom of these problems. In 1980 and 1981,
U.S. Federal Reserve Chairman Paul Volcker hiked short-term
interest rates to an unheard-of 20 percent in order to fight
inflation. Volcker won his battle, but only after raising interest rates on many outstanding international bank loans and
slowing the global economy. High interest rates and global
recession lit the dry tinder of a decade of excessive lending
and borrowing. In August 1982, the Mexican Minister of
Finance, in the words of a U.S. Treasury Department official,
“showed up at our doorstep and turned his pockets inside
out.” Mexico announced that it was close to defaulting on
$80 billion it owed to U.S. and other banks. As in Asia in
1997, the crisis then exploded as commercial banks retreated
from dozens of countries. Altogether, of the $800 billion that
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developing and Eastern bloc nations then owed foreigners,
about $250 billion became problem debt, meaning that the
countries had to defer or cancel promised payments on it
during the 1980s.27
Yet the crisis of 1982 left surprisingly slight marks on the
overall upward trend in debt: it is just discernible in Figure 2
as a tiny dip during 1988. One reason for the deceptively
smooth rise is that when debtors have fallen behind on their
interest payments in recent decades, creditors have lent
more to cover part of the interest and avoid formal default.
As a result, many nations emitted cash to the rest of the
world even as they went deeper into debt.
Official creditors have moved on a far different track
from the commercial lenders who were at the center of the
1982 crisis. The contrast appears most sharply in statistics on
“net transfers on lending”—the differences between what
countries receive in new loan disbursements each year and
what they spend making principal and interest payments on
old ones. (See Figure 3.) Net transfers between commercial
lenders and their borrowers have swung wildly since 1970.
But net transfers from official lenders rose steadily between
1970 and 1981, from $8 billion to $45 billion (in 2000 dollars), then gradually went negative as grace periods expired
and bills for interest and principal payments came due. Even
the huge IMF and World Bank “bailout packages” for Brazil,
Indonesia, South Korea, and other countries since 1997 only
sent transfers positive momentarily. As a result, developing
and former Eastern bloc nations gave official creditors $40
billion more between 1990 and 1999 than they received from
those creditors.28
The lowest-income countries still received more as a
group from official lenders than they paid in the late 1990s—
but only barely, and some individual countries received less.
(See Figure 4.) Many low-income countries are only maintaining the appearance of fully servicing their debts by borrowing still more—a sure sign that a good share of their debt
is unpayable. Today, some 47 nations, labeled here the
“Worldwatch 47,” are heavily indebted and poor according
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FIGURE 3

FIGURE 4

Net Transfers1 on Lending into Developing and Former
Eastern Bloc Nations, Estimated by Type of Lender,
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to criteria set by the World Bank, generally meaning that
each has a GNP per capita under $855 a year, and that its
government’s foreign debts are equivalent to at least 18
months of export earnings.29
The Worldwatch 47 include most of Africa, as well as
Bolivia, Guyana, Honduras, and Nicaragua; Afghanistan and
Pakistan; and Cambodia, Indonesia, Myanmar, and Vietnam.
Together, these nations owed $422 billion to foreign creditors at the end of 1999. That is equal to $380 per resident
on the debtor side—a substantial sum in such poor countries, but equivalent to only 11 months of Western military
spending. Commercial banks held 31 percent of the debt,

bilateral creditors 37 percent, and multilaterals 32 percent.
(Excluding the fallen giant Indonesia, official creditors dominate even more: bilaterals held 45 percent of the debt and
multilaterals 38 percent.) These figures may understate the
problem: debt cancellation campaigners at Jubilee 2000 in
London have argued that Haiti, Jamaica, Zimbabwe, and
some other nations that exceed the World Bank’s criteria for
“poor” and “heavily indebted” are also deep in debt trouble.30
What is beyond debate is that the countries meeting the
World Bank criteria are among the most troubled on earth.
Thirty-seven of the Worldwatch 47 rank in or just above the
U.N. Development Programme’s lowest category of human
development. This generally means that babies born there
can be expected to live 40–50 years, that fewer than half the
children and young adults attend school or college, and that
barely half the adults can read. Despite all the problems,
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many of these countries are forced to spend more on foreign
debt service than on basic social services. (See Table 2.) In
Zambia, the government devoted 40 percent of its national
budget to foreign debt payments in 1997 and only 7 percent
to basic health and education, clean water, sanitation, family planning, and nutrition combined. The death rate among
children there is rising, partly because a third of those under
five have not received the vaccines they need, even though
they are cheap and effective.31
Also beyond debate is that these countries are so deep in
debt that most can repay only a fraction of their loans.
Today, you can buy commercial IOUs of Benin or Rwanda for
about 10 cents on the dollar. Honduras’ commercial debt
goes for 25 cents on the dollar. Private investors, in other
words, do not expect the Worldwatch 47 to repay most of
TABLE 2

Share of Government Spending Covered by Foreign
Borrowing and Devoted to Foreign Debt Service and
Basic Social Services, Selected Countries, 1996–971
Country
Belize2
Benin3
Bolivia3
Burkina Faso3
Cameroon4
El Salvador2
Jamaica2
Nepal3
Nicaragua2
Zambia3
1

Share Covered
by Foreign
Borrowing
8
29
16
20
36
47
14
33
14
13

Share Devoted
to Foreign
Debt Service
(percent)
6
11
10
10
36
27
31
15
14
40

Share Devoted
to Basic Social
Services
20
10
17
20
4
13
10
14
9
7

Basic social services include basic health and education, clean water,
sanitation, family planning, and nutrition. 2Data for 1996. 3Data for
1997. 4Data for 1996–97.
Source: See endnote 31.
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their debts. Economist Daniel Cohen at the Organisation for
Economic Co-operation and Development in Paris has
drawn on the experience of middle-income debtors in the
1980s to project how much poor countries will ultimately
pay on their loans from both commercial and public lenders.
His techniques suggest that the Worldwatch 47 are politically and economically capable of paying back $131 billion, or
about 31 percent of their $422 billion in debt. The other
$291 billion, this implies, is gone for good.32
These stark numbers confront the world with a dilemma.
Should official creditors cancel most of their loans to countries in such desperate straits? Or will annulment only
reward corruption and dictatorship? The numbers pose the
dilemma, but they cannot untangle it. Doing that—assessing
how best to end the official debt crisis and prevent its recurrence—requires peering behind the cold numbers. The next
three sections present the tragedy in all its dimensions—
human and environmental, economic and political. They
describe the waste that led to the crisis, and official creditors'
failed attempts to end it by lending still more. And they
examine how lenders came to be agents and accomplices of
the debacle.

Where Has All the Money Gone?
After years of studying our foreign aid program, we have
learned that foreign aid is only as good as the recipient
government. Foreign aid only reinforces the status quo. It
cannot transform an antidemocratic process working
against the majority into a participatory government
shaped in its interests. Where the recipient government
answers only to a narrow economic elite or foreign corporations, our aid not only fails to reach the hungry,
it girds the very forces working against them.
—Frances Moore Lappé, Joseph Collins, and Peter
Rosset, World Hunger: Twelve Myths, 199833
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uring their annual gathering in 1999, the leaders of the
G–7 launched the enhanced Debt Initiative for Heavily
Indebted Poor Countries, which set a goal of canceling about
45 percent of the government debt of 41 eligible poor countries. It seemed a generous move, but it was in fact a reconciliation with reality, since most of the debt will probably
never be repaid. The reconciliation was only partial at that:
economist Cohen estimates that the HIPC 41 can repay
roughly $49 billion of their $205 billion debt—far less than
they would still owe on paper.34
Such big losses provoke a blunt question: Where did all
the money go? It is impossible to make a precise accounting.
In the electronic age, disbursed loan monies move with the
speed of lightning. And many of the people and organizations moving the money cloak their operations in secrecy.
Among the Worldwatch 47, the 17 included in Transparency
International’s (TI’s) 2000 corruption survey scored an average of only 2.6 out of 10 (with a lower number indicating
more corruption). In addition, the relationship between how
loans are used and how easily they are repaid is complex.
Some countries, for example, may have put their loans to
good use, only to encounter debt trouble as the rising price of
oil consumed their foreign exchange. Conversely, others may
have wasted much of their borrowings but stayed ahead of
their debts through strong economic growth.35
On balance, however, the scale of the debt trouble in the
poorest nations points to widespread waste, misuse, or failure of development projects. For instance, much of the
money borrowed from abroad in the name of the poor headed right back out to foreign bank accounts held by rich compatriots. In Latin America, the rise in public foreign debt
during 1976–84 was roughly matched by the simultaneous
outflow of private capital to banks in New York, the Cayman
Islands, or other financial capitals. In Haiti, dictator Baby
Doc Duvalier pulled together a private fortune worth $1.5
billion. Worldwide, according to TI’s rule of thumb, 10–20
percent of the spending financed by export credit agencies
goes to kickbacks.36
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Borrowers spent billions more on weapons. At best, the
tanks and planes were the economic equivalent of Swiss
bank accounts: financial sinkholes. At worst, they were tools
of repression and impoverishment in the hands of despots.
During 1972–82, non-oil-exporting developing countries
spent an amount equal to 20 percent of their borrowings on
arms from western exporters, according to the Stockholm
International Peace Research Institute. Rough estimates indicate that sub-Saharan Africa imported $7 billion in weapons
in 1987, and $1 billion in 1997 (the decline being a sign of
the end of cold war). These imports fed internal or cross-border wars involving at least 17 African debtor nations, including Angola, Ethiopia, Liberia, and Uganda. In 1999, the
Indonesian military, a longtime customer of western lenders
and arms manufacturers, used British Hawk fighter jets to
back its violent rampage against East Timorese who had
voted for independence. As U.N. peacekeeping troops moved
in, the country defaulted on $250 million in loans for the
Hawks. The British government then swooped in to save the
banks since it had guaranteed the loans. In effect, British taxpayers paid for the Hawks used over East Timor.37
The evidence of the extent of theft and arms buying
seems to imply that the debt crises in low-income countries
is a simple matter of despotism run amok. Indeed, few of
the Worldwatch 47 had mechanisms to hold governments
accountable to the governed, such as a legislature elected
through free and fair elections. Their average score on Freedom House’s seven-point political rights scale was a high 5.9
in the 1970s and 1980s (indicating a lack of political rights)
and 5.1 in the 1990s.38
But the truth is more subtle. Following the historical pattern, debt trouble has arisen most in nations that are deeply
riven—whether by wealth, as in Latin America, or by ethnicity, as in Africa, where colonial powers stamped a coarse
political map over a finer tribal tapestry. In Bolivia in the
mid-1980s, the wealthiest fifth of the people earned 15 times
as much as the poorest fifth; this societal division led to a
“degeneration of politics into...fierce battles of the ‘ins’ ver-
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sus the ‘outs’,” according to economists Juan Antonio
Morales and Jeffrey D. Sachs. One effect has been “fiscal
indiscipline, since powerful high-income groups veto the
income and wealth taxes that would be needed to finance”
public spending to create jobs or aid the poor. In the 1970s,
Bolivian governments borrowed heavily to expand the public payroll without raising taxes, and thus defer the underlying political conflict between the elites and urban workers.
That made political sense but was consumption from the
point of view of loan repayment, not investment.39
Moreover, many authoritarians were genuinely ambitious for their nation’s economic development. Unwitting
heirs of Saint-Simon, they took out loans to build their
dreams. In many cases, they used the money well. Indeed,
two big developing-country borrowers—Brazil in the 1970s
and South Korea later—won the imprimatur of “economic
miracle” for their rapid growth in production and exports.
Brazil invested its massive foreign borrowings in dams and
nuclear power, in cement, steel, aircraft, and weapons manufacture, and more. Whatever their environmental and
social merits, some of these investments paid off financially.
And South Korea poured money into everything from
schools to steel plants, industrialized rapidly, and brought
down poverty.40
That said, the vision of development embodied in many
countries’ investment programs was unrealistic or politically
distorted. Especially in the poorest nations, it was unrealistic
because it naively fixated on the most-visible aspects of
modernity—the roads and rails, dams and pipelines that
writer Catherine Caufield calls the “talismans of change.” In
fact, these assets all depend on less-visible “assets” such as
skilled workers, reasonably competent government, rule of
law, an intact environment, and a fabric of small and medium-sized businesses and civic organizations. These assets
were especially scarce in low-income nations, or were actively undermined by the projects themselves. After Mozambique gained independence from Portugal in the 1970s, its
Ministry of Education had five people, including a 23-year-
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old Minister. Tanzania spent some $2 billion building roads,
which disintegrated nearly as fast as they were paved for lack
of maintenance. According to a World Bank review, 56 percent of Bank-financed projects in Africa in the 1990s ended
with “satisfactory” results. But only 29 percent were seen as
likely to benefit a country’s development in the long run.41
Indonesia, the largest debtor among the Worldwatch 47,
has been home to some of the most financially and ecologically ruinous projects. Since the late 1980s, the country’s
pulp and paper industry has expanded almost eightfold on
the strength of loans and guarantees from North American
and European ECAs wanting to stimulate exports of machinery. The industrial buildup has been financially risky, since
the companies have not arranged for an adequate, sustainable, legal supply of timber from tree plantations, according
to Christopher Barr at the Center for International Forestry
Research in Indonesia. And it has been ecologically destructive—as companies have cleared 800,000 hectares (2 million
acres) of rainforest to feed the mills, and have established
vast tree plantations on land inhabited by indigenous
peoples. The economic crisis in Indonesia has thrown the
$13 billion in overseas debt of the pulp and paper industry
into doubt. Foreign bonds of the largest company, Asia Pulp
and Paper, sold for just 40 cents on the dollar in November
2000. Yet none of the plants has shut down. Rather, some
companies are building more plants in order, they say, to
repay their debts.42
It would be unrealistic to expect countries to use every
penny of loans perfectly. Sustainable development is
extremely difficult business. And rich countries have managed to develop despite their own histories of government
waste and corruption. But the losses here are large enough
that the systemic problems cannot be ignored. And they
have been occurring long enough that lenders also bear part
of the responsibility: The disappearance of funds is no secret,
nor is the inability of the poorest countries to repay their
debt. Yet it is today’s debtor governments—not the lenders,
and not, in many cases, the predecessor governments that
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ran up the debts—that have been expected to absorb the
costs by repaying loans in full.

The Devastating Spiral of Debt and
Adjustment
The fact that so much of today’s staggering debt was irresponsibly lent and irresponsibly borrowed would matter
less if the consequences of such folly were falling on its
perpetrators….Today, the heaviest burden of a decade of
frenzied borrowing is falling not on the military or on
those with foreign bank accounts or on those who conceived the years of waste, but on the poor who are having to do without necessities, on the unemployed who
are seeing the erosion of all that they have worked for, on
the women who do not have enough food to maintain
their health, on the infants whose minds and bodies are
not growing properly because of untreated illnesses and
malnutrition, and on the children who are being denied
their only opportunity ever to go to school….[I]t is hardly too brutal an oversimplification to say that the rich got
the loans and the poor got the debts.
—James P. Grant, Executive Director, UNICEF, 198943

T

he years since 1973 have been troubled ones for the global economy. Oil prices and interest rates have gyrated at
times. Stock market investors and bankers have stampeded
into and out of “emerging markets” from Mexico to Thailand.
More subtly, rich countries have fortified their trade barriers
against many principle exports of developing countries, costing them billions of dollars. In response to all these pressures,
developing countries have often borrowed from foreign
commercial banks, the World Bank, or the IMF, hoping this
would tide them over the rough spots. But many countries,
especially in Africa, instead slipped into a downward spiral:
economic hardship led to borrowing and growing debt con-
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tributed to economic crisis. Within these nations, the poor
and the environment have paid the greatest price.
The shocks and strains of the global economy during the
past quarter century have affected nations first by disrupting
their “balance of payments.” When countries came to the
global market to sell their economic harvest—their copper or
coffee or cocoa—and used the proceeds to buy oil, machinery, or bank credit, their books no longer balanced. Scores of
developing countries borrowed foreign currency to get by.
Such balance-of-payments borrowing can make sense for a
government the way that living off a credit card can make
sense for a worker laid off in an industry slowdown. If the
industry recovers quickly, then the worker will get a new job
before borrowing too much; or if the cutbacks are permanent, the worker can use the line of credit to invest in training for a new career.
For the East Asian “tigers,” among others, things worked
out well: they rode out the transient shocks, adjusted to the
longer-term strains, grew fast, and reduced poverty. But for
most developing countries, borrowing to balance payments
became the next stage in a dysfunctional relationship with
foreign credit. Their economies and export earnings did not
grow fast enough to keep up with the additions to their debt.
As a result, the borrowing effectively deferred tough economic choices and made those choices more painful when
they arrived.44
The year 1982 was a watershed in balance-of-payments
lending. Before Mexico’s fateful announcement, rich-country
banks were cooperative, if increasingly nervous, providers of
ample finance to dozens of poorer nations. But afterwards,
the climate could not have been more different, as nations
from Argentina to Zambia repeatedly came within a hair of
defaulting. The world’s most powerful banks, governments,
and international lending agencies presented debtors with a
solid front and a stark choice: repudiate some of their debts,
alienate great powers such as the United States, and risk losing all ability to borrow abroad for the foreseeable future—or
accept the debt burdens, and try, in the economists’ word, to
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“adjust.” Bowing to the inevitable, each troubled debtor
negotiated new repayment schedules with its creditors, to cut
payments in the short run. With support from the U.S. government, the IMF and the World Bank (which are international financial institutions, or IFIs) then offered the debtors
new loans. But these adjustment loans were smaller than
those the commercial banks had once offered, and did not
relieve most governments’ financial distress.45
In return for the new loans, the IFIs demanded that borrowers make major economic reforms, known as “adjustment,” “stabilization,” or “austerity” programs—in theory,
the economic equivalent of retraining for the laid-off worker. In practice, the pressure to pay debts drove borrowers’
economic policies as much as any blueprint drawn up by the
IFIs. For like families fallen on hard times, debtor nations
had few economic options. To squeeze foreign exchange out
of their economies, they had to spend less or earn more. The
rebalancing had to occur within each government’s budget,
through spending cuts or tax hikes. It also had to occur within the nation’s trade flow, through higher export earnings or
lower import spending.
For most adjusting countries, already reeling from balance-of-payments problems, the full-repayment-throughausterity strategy succeeded only in prolonging paralysis.
Between 1950 and 1980, gross domestic product (GDP) per
person had risen 105 percent in Latin America and 72 percent in Africa. But between 1980 and 1999, GDP per capita
fell in Latin America and then gradually recovered for a net
increase of only 4.3 percent. It fell 6.2 percent in Africa over
the same period. (See Figure 5.) Statistical analysis by economist Daniel Cohen supports the conclusion that debt problems figured in the slowdown: the more vulnerable to
eventual debt trouble a country seemed to be in 1980, judging by vital signs such as its ratio of foreign debt to GDP, the
less it grew from then on, other factors being equal.46
The fundamental problem with austerity was that it put
short-term goals before long-term strategies for economic
development. In countries that practiced austerity, private
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FIGURE 5
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and public investment usually plunged. Private investors
were spooked by doubts about the economic future of debtor
nations. And governments preoccupied with meeting their
next debt payments cut back on investment in infrastructure, health care, and education. As debtor economies ate
their seed corn, output fell, unemployment climbed, and
poverty spread.47
Another source of the growth slowdown was falling
demand and sagging prices for exports of debtor nations. In
the first half of 1985, for instance, Thailand exported 31 percent more rice than a year before—and earned 8 percent less.
An index of the “terms of trade” of non-oil-exporting developing countries, which measures how much they could
import with the earnings from a given volume of their
exports, fell from 100 in 1970 to 76 in 1985, before recovering to around 85 by the late 1990s. Prices fell in part because
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each nation that tried to bring in more foreign exchange by
increasing exports of wheat or tropical timber was competing with dozens pursuing the same strategy. In addition, rich
industrial nations spent the 1980s and 1990s raising import
barriers against shirts and sugar and other exports of developing countries—and subsidizing their own exports of those
products. Erasing these barriers today, estimates the World
Bank, would raise export earnings of developing countries by
more than $100 billion a year—enough, if it had been accruing since 1982, to repay all the debts. In effect, rich countries
have demanded that poor countries repay debts but refused
the goods offered as payment.48
Like the benefits of borrowing, the costs of austerity have
been spread unevenly within debtor nations. In low-income
nations, where the debt crisis has arisen gradually, and is just
one cause of poverty, the effects are difficult to pinpoint. In
contrast, debt trouble arrived suddenly in the early 1980s in
middle-income nations such as Brazil and Thailand and
Turkey, which makes the link between cause and effect clearer, and hints at the effects of debt trouble elsewhere. In
general, constituencies that supported the government
and gained from the original loans, such as the urban middle class and ruling elites, used their influence to shift costs
of repayment onto those less fortunate. There were exceptions: the poorest of the poor—such as Guatemalan Indians
living in the mountains beyond paved roads and power
lines—were often too isolated from the commercial economy to notice its ups and downs. And some small land-owning farmers who plugged into global markets benefited from
adjustment’s stimulus to exports. But they were the exceptions that proved the rule.49
As a group, for example, the poor appear to have suffered
disproportionately from adjustment-related government cutbacks. Between 1980 and 1993, social spending fell in adjusting nations, according to a World Bank study. And within
education budgets, primary education—including the oneroom schoolhouses in dirt-poor hamlets—took larger cuts
than universities serving urban elites. (Similar trends may
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have affected health budgets, but available data did not permit a clear determination.) Zaire fired a fifth of its schoolteachers in 1984, according to Susan George of the
Transnational Institute. Tanzania, a country once known for
nearly universal primary education, was forced to introduce
school fees in 1986, thus shutting out the poorest children.50
Some of society’s weakest members adjusted with their
lives. UNICEF estimated that half a million children died
each year in developing countries in
the late 1980s as economic hardship
“Most of the
slowed the long-term decline in child
burden” of
mortality. In northeast Brazil, where
mothers struggled to feed themselves
adjustment . . .
and their families, the incidence of low
“has been borne
birth weight, which had held stable
by wage earners
around 10.2 percent of births in the
five years through 1982, jumped to
in the debtor
15.3 percent in 1984. Infant mortality
countries.”
rose too. In 1982, nine out of every 100
babies died in their first year, down
from 16 in 1977. But by 1984, the figure had climbed back
to 12. Meanwhile, in the southeastern state of São Paulo,
government immunization cutbacks opened the way for a
measles epidemic that killed thousands of babies.51
In many countries, government cutbacks and recession
caused layoffs and reduced the effective wages of those still
working. In Mexico, inflation-adjusted wages halved
between 1982 and 1988. Food prices tripled in the Jamaican
capital of Kingston as subsidies were slashed. Turkey’s 1980
adjustment program led to price increases for goods sold by
government companies, such as gasoline and fertilizer,
which effectively cut workers’ wages by 45 percent between
1979 and 1985. “Most of the burden” of adjustment, concluded World Bank Chief Economist Stanley Fischer in 1989,
“has been borne by wage earners in the debtor countries.”52
The stresses of adjustment have also taken a toll on the
environment, but again the story is complex. In Thailand,
the government lowered tariffs to stimulate exports of rice
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and rubber. This encouraged farmers to shift toward those
crops and away from more soil-damaging cassava farming.
But it also encouraged them to clear rainforests for new rubber plantations. Economic recession slowed consumerism
and cut pollution by shutting down factories in many countries. But it also drove at least a million desperately poor Filipinos into the forested mountains, where they cleared steep,
erodible slopes to grow food. Likewise, poor Venezuelans
splayed out along the tributaries of the Amazon to blast
rocks for bits of gold.53
Adjustment has also taken a toll on environmental protection agencies. Nine of 12 case studies of adjusting countries commissioned by the World Wide Fund for Nature
found such cuts. “In Zambia, Tanzania, and Cameroon,”
wrote project director David Reed, “policymakers tried to
protect government employees while cutting out the funds
that would allow them to perform their jobs properly….In El
Salvador, environmental institutions were systematically gutted over the years.” Such cuts may hurt more in the long
term than the short term, since young environmental agencies in developing countries often wield little effective power,
but will gain strength over time if properly supported.54
And the need for foreign exchange has spurred exportoriented mining, logging, and agriculture in developing
countries. Several studies have found a statistical link
between high debt burdens and deforestation. Debt pressure
is also one reason many developing countries made their
laws more inviting to foreign mining companies in the
1980s. In Tanzania, the share of mining in the country’s GDP
climbed 19 percent in the late 1980s.55
By the mid-1980s, it became clear that austerity was only
prolonging and deepening most borrowers’ problems with
debt and adjustment. In response, the World Bank and the
IMF increasingly pressed troubled debtors to make still deeper reforms in exchange for new loans—to make structural
adjustments. If governments privatized state enterprises,
ended subsidies, removed barriers to foreign trade and
investment, and generally got out of the way of business, the
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IFIs argued, then investors would take risks again, economies
would grow, and tax revenues and foreign exchange would
flow into government coffers. Structural adjustment brought
the anti-government economics of Reagan and Thatcher to
the developing world.
Unfortunately, structural adjustment loans, like the
belt-tightening austerity loans before them, mainly succeeded in perpetuating paralysis. With respect to core economic
policy goals, most of the evidence says that IFI-backed
adjustment programs have reduced investment, left inflation
unchanged, and given at most a modest boost to economic
growth and the balance of payments.56
In contrast with austerity programs, which had a certain
inexorable logic, structural adjustment stood on shaky theoretical ground. True, countless heavy-handed government
interventions were hampering economic development in
many countries in the 1970s. Bloated civil services and corrupt leaders drained away revenue. Complex, constantly
changing import controls bewildered traders. But it did not
follow that paring government down wholesale would bring
economic rebirth.
Historically, what has mattered most for development is
not whether governments intervened in the workings of the
economy, but the fine details of how they did so. The
economies that have grown fastest in the last 200 years—
including China, Japan, South Korea, and the United
States—saw extensive government involvement in trade and
industry. In a statistical survey of developing countries’ experiences with economic growth since 1975, Harvard economist Dani Rodrik found that two factors best predicted
the growth rate of an economy: how much the country
invested, and whether the government held the domestic
economy steady amidst the turbulence of the global
economy. Keeping inflation under control and the currency’s
exchange rate realistic, major goals of basic austerity
plans, mattered. But the openness to foreign trade and
investment that structural adjustment aimed for—part
of “globalization”—did not show up as significant by
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themselves.57
Peering deeper, the key to economic stability was political cohesion. Most governments that stabilized their
economies amidst oil shocks, gyrating international interest
rates, and global recession had strong mechanisms for reaching political consensus and compromise. Those mechanisms
included democracy, as in South Korea and Thailand during
the recent Asian economic crisis, and social programs that
made almost everyone economically secure, as under the
dictatorship of Singapore. Lack of social cohesion, on the
other hand, led the likes of Bolivia to print money and court
hyperinflation rather than confront politically risky choices
about whose taxes to raise. The paths to high investment
were also diverse. In some countries, private entrepreneurs
took much of the initiative; in others, they were closely
supervised by government planners; in still others, governments did much of the investing themselves. What mattered
most was that it happened. “The lesson of history,” Rodrik
concludes, “is that ultimately all successful countries develop their own brand of national capitalism.” When it comes
to economic development, one size does not fit all.58
Not only was the structural adjustment advice of questionable value, it was also regularly ignored—or unnecessary.
In dozens of case studies, independent economists and political scientists have documented how borrowing governments typically sidestepped the promises they made in
adjustment agreements with the World Bank and the IMF, or
obeyed the letter but not the spirit, or agreed to steps they
would have taken anyway.59
The reasons for this surprising record are several. For one,
as Rodrik suggests, domestic politics mainly determined economic policies. In Zambia, for example, in 1986–87, strikes by
government workers and riots over a 120 percent price
increase for staple foods forced the government to restore
food subsidies and abandon its structural adjustment program. Bolivia, by contrast, did enact an adjustment program,
laying off state workers and raising taxes in 1985–86—but
domestic political support for drastic steps to end 50 percent-
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a-month hyperinflation drove these changes, not the later
pressure from IFIs. Natural and human disasters also hampered compliance. In Malawi, in 1986, drought in the southern half of the country and an influx of 700,000 hungry
refugees from war in Mozambique pushed the government
into reversing its commitment to end fertilizer and crop subsidies. Then too, lending millions of dollars to governments
uncommitted to reform bolstered forces protecting the status
quo. And the IFIs’ general hesitance to stop lending seriously
undermined their leverage. (See “Pressure to Lend” below.)60
During the 1980s and 1990s, the IFIs made adjustment
loans to every African nation. But according to a recent World
Bank report, only two—Ghana and Uganda—sustained much
commitment to reform. The authorized history of the World
Bank published in 1997 concluded: “Perhaps the only argument that will convince the critics of reform [in Africa] that
they are wrong will be several cases of definite structural
adjustment successes…and these have not yet occurred.”61
The main, if unintentional, effect of adjustment loans,
then—for both austerity and structural adjustment—was not
to transform economic policy in debt-ridden nations. Rather,
it was to prolong the hope and insistence among creditors
that the nations would eventually pay all their debts. This
insistence left debtors staggering from one payment rescheduling agreement to the next. In the end, the pursuit of full
repayment did not burnish the reputations of debtor nations
among investors the way the creditors argued it would.
Instead, it stymied economic growth and exacted a price
measured in the misery of those least able to defend against
it. And it increased the pile of unpayable debts it was meant
to diminish.
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Pressure to Lend
Today marks the beginning...of a period that will be
eventful, perhaps decisive, for us and for the world.…
[T]he United States and other like-minded nations find
themselves directly opposed by a regime with contrary
aims and a totally different concept of life….I believe that
we should make available to peace-loving peoples the
benefits of our store of technical knowledge…[a]nd
should foster capital investment in areas needing development.…The old imperialism—exploitation for foreign
profit—has no place in our plans. What we envisage is a
program of development based on the concepts of democratic fair-dealing.
—Harry S. Truman, inaugural address, 194962

T

he first thing a good banker looks for when someone
approaches her for a loan is reassurance. That is why
“credit” derives from ancient words for “believe,” “entrust,”
and “heart.” Typically, a banker will ask a potential borrower for a credit history, a credible plan for using and repaying
the loan, and collateral. She will demand this reassurance
even though she, unlike a stock investor, is supposed to be
paid regardless of whether the enterprise succeeds or fails, for
she knows that borrowers sometimes fail so completely that
they go bankrupt. In the ideal, the responsible caution of the
lender counterbalances the enthusiasm of the borrower,
keeping loan losses within safe bounds and helping society
make healthy use of credit.63
When this balance is upset, however, credit becomes
dangerously excessive. And that is what has happened during the last several decades in the provision of finance to
poorer countries. Creditors, public and private alike, knew or
were capable of learning that much of the money they lent
was going into financially questionable uses. But creditors
too often suspended judgment, became too credulous. Commercial lenders fell prey to the classic “go-go” psychology of
financial markets. And official lenders often got caught up in
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waging geopolitical battles, generating contracts for companies back home, or increasing lending for its own sake.
Economist John Kenneth Galbraith has observed that in
commercial finance, speculative cycles share certain universal ingredients, including the “extreme brevity of the financial memory” and “the popular imagination settl[ing] on
something seemingly new in the field of commerce or
finance.” Both those elements were present in the postwar
international commercial lending boom. By the late 1960s,
the retirement of bankers old enough to remember the
defaults of the 1930s enabled the historical amnesia of big
banks. And several seemingly new developments in the field
of finance appeared: the rise of the London-based “Eurodollar” market—a regulatory twilight zone in which banks lent
to each other in a currency from one continent while operating on another; an avalanche of “petrodollars”—deposits
from conservative oil sheiks seeking the safety of big banks;
and rapid economic growth in countries such as Brazil and
Kenya. The Eurodollar market became the machinery for
arranging large international loan deals. Petrodollars provided a good share of the fuel. And developing countries that
were experiencing growth spurts comprised the seemingly
safe customer base.64
As the competition for market share heated up between
the likes of Chase Manhattan and the Bank of Tokyo, managers pressed their loan officers to get dollars out the door.
Author Anthony Sampson captured the mood in his description of the 1980 World Bank-IMF meeting, which, as a gathering of the world’s finance ministers, attracted eager
bankers:
Through the main entrance more bankers are swarming
in, whose roving eyes suggest a very practical
purpose….Across there a pack of Japanese bankers…is converging on a finance minister. Along the corridor a gravelooking French banker…looks as if he is in full pursuit of
new African prey….Many of them begin to look not so
much like bankers as financial middle-men, contact men,
or—could it really be?—salesmen….For these men who
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look as if they might have been trained to say No from
their childhood are actually trying to sell loans. “I’ve got
good news for you,” I heard one eager contact man telling
a group of American bankers: “I think they’ll be able to
take your money.”65

It is not hard to imagine how such lenders could have
financed, along with many good investments, much waste as
well. In 1970, commercial lenders disbursed $967 million in
long-term loans to countries that are now members of the
Worldwatch 47. By 1982, disbursements had zoomed to $10.4
billion—11 times as much. But then the crash came, and
instantly quelled the pressure to lend. Almost every year since,
commercial lenders have taken more money from these countries than they have given. Yet their outstanding commercial
debt has risen as interest has compounded even faster.66
The career of the official lenders has never been so dramatic. On the one hand, their slowly changing budgets and
capital quotas have generally saved them from manic
upswings in lending. On the other, their access to the richest
treasuries on earth has insulated them from losses and averted the depressive downswings.
Yet among official lenders, an array of goals have historically shouldered aside most concern about helping borrowers—and assuring their ability to repay what is lent. Most of
the tensions were audible in President Truman’s inaugural
address at the dawn of the cold war. In the speech, Truman
vowed to press forward in what he cast as a biblical battle
between freedom and oppression, and called for the firstever peacetime foreign aid program for poor nations. Lenin,
Truman seemed to admit, had rightly condemned the West
for exploiting poor nations for their resources and enslaving
their people. To contain communism, the West had to meet
that criticism head-on, by aiding, not just exploiting, poorer
nations. With a helping hand, those nations could become
wealthier, democratic, more like the United States; and their
prosperity would ultimately benefit the West. Truman thus
voiced a mix of motives: geopolitics, missionary zeal for
democracy and capitalism, opportunities for American busi-
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nesses, and a genuine desire to alleviate suffering through
economic development.67
In practice, development frequently lost out. American
determination to bankroll cold war allies and secure access to
resources, for example, turned Mobutu, the Philippines’ Ferdinand Marcos, and Baby Doc Duvalier into billionaires—
and their governments into billion-dollar debtors. In Haiti,
the U.S. government’s approach was to “place maximum
responsibility on the Haitian government for the selection
and design of projects” even though it estimated that 63 percent of recorded revenue of the Haitian government was
being “misappropriated.” France’s paternalism toward its former African colonies had similar results. Jean Bedel Bokassa,
leader of the Central African Republic from 1966 to 1979,
explained how it worked there: “Everything around here is
financed by the French government. We ask the French for
money, get it, and waste it.”68
For lending governments, geopolitics often dovetailed
with domestic politics. In the United States, the National
Foreign Trade Council, whose members include Caterpillar,
John Deere, Phillips Petroleum, and Westinghouse, lobbies
for government contributions to the World Bank and other
multilateral lenders, knowing they stand to gain from the
resulting orders for earth-movers and power plants. But it is
the bilateral export credit agencies that are the most purely
political. Even people who run them say that their taxpayerfunded, industry-subsidizing loans make little overall economic sense for the lending nation—never mind the
borrower. But support from companies headquartered in
every major industrial nation leads to a sort of export credit
arms race. “If other countries didn’t do it, we wouldn’t
either,” said the head of the Canadian ECA around 1990.
“Our approach is merely to match others.” Worldwide, ECAs
have been major financers of arms sales. And ECAs today
help keep nuclear power plant makers in business by subsidizing exports of a technology that has become uncompetitive at home.69
Because they are essentially bankruptcy-proof, bilateral
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agencies have lent for financially questionable purposes
without fear. They normally lend straight from the government treasury—and pass any losses back to the treasury. In
1990, the Export-Import Bank of the United States, an ECA,
admitted that a third of its loan portfolio was “delinquent”—
essentially in default. This prompted the U.S. Congress to
require the Ex-Im Bank to set aside $4.8 billion to cover loan
losses. Suddenly, the Bank had negative net worth. “It has
gone into technical insolvency,” explained a former Reagan
Administration official. “Not that anybody gives a damn.”70
The financial safety nets for multilateral agencies are
more complex, but are supposed to bestow equal security—
and equal fearlessness. The International Bank for Reconstruction and Development (IBRD), for example, the arm of
the World Bank that lends to middle-income nations, has
received a cumulative $11.4 billion in capital from its shareholders, mostly governments of rich industrial countries.
The IBRD has obtained an additional $176.8 billion in government guarantees—promises to deliver money should the
agency ever request it. With those guarantees in hand, the
IBRD has borrowed more than $100 billion from private
investors at low interest rates by issuing bonds, and then lent
the money on to its clients. It seems unlikely that any major
member government would renege on its guarantees since
financial markets would punish the government as if it had
defaulted on its own bonds.71
This arrangement does, however, give multilateral
lenders more autonomy than bilaterals have, and encourages
them to lend differently. On the one hand, it partially immunizes them from outside political pressures since no one
government can control them as easily as they control their
own lending agencies. But the independence also leaves
more room for internal lending pressures to grow. Truman
foreshadowed this too with his expression of Saint-Simonian
ideals. Making multilaterals secure and relatively independent put lending decisions in the hands of technicians hoping
to do nothing less than end poverty for billions. But it also
fostered a sometimes-unrealistic optimism, for real lending
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officials, unlike utopian ones, often did not fully understand
the societies they lent to, or the risk in lending nevertheless.
Training in engineering or economics fostered cookie-cutter
policy prescriptions—for the same dams or structural adjustments—and frequently hindered lenders from appreciating
how local culture, politics, and institutions can make a project that looks good on paper fail in practice.72
This is not to suggest that multilateral lenders have not,
with the passage of time, come to better understand the
challenges of development. They have. The problem, rather,
is that they have expected borrowers to pay for this learning
experience, through debt service. For its first 20 years of
lending in Africa, the region where development lending has
suffered the most disappointments,
the World Bank targeted most of its
Bank researchers
loans at discrete projects such as
now recognize
highways and irrigation networks. By
1980, it saw that the approach was
that structural
mostly failing: roads would be paved
adjustment has
only to erode for lack of maintenance; schools would be erected only
mostly failed in
for poverty to force children to work
Africa.
more; rural development projects
that aimed to improve health, education, and irrigation all at once proved too ambitious for
young and corrupt borrowing agencies. The World Bank
then began to focus on “institution building”—beefing up
the competence of borrowing agencies—as well as structural
adjustment (along with the IMF). With another 20 years of
experience, Bank researchers now recognize that structural
adjustment has mostly failed in Africa.73
Autonomy has also given play to the bureaucratic drive
for growth. No one epitomized the pursuit of growth, and
the faith in its benefits, as much as Robert McNamara. Upon
assuming the presidency of the World Bank in 1968, he
vowed to double its lending within five years. Since then,
lending targets have sent powerful incentives down the hierarchy for speed and volume in lending, strengthening what
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a high-profile World Bank report in 1992 called the loan
“approval culture.” One loan officer described the culture in
the 1980s:
When I worked on Bangladesh we decided at a country
program division meeting that the lending program for the
next year should be slowed, because Bangladesh could not
absorb [use well] any more money. Everyone agreed. Then
the division chief spoke. He said he also completely agreed.
But if he went to his director and told him the lending
should be slowed down, “tomorrow you will have a new
division chief.”

Bangladesh is now on Jubilee 2000’s list of poor nations in
debt trouble.74
Growing debt troubles have compounded such pressures
to lend. Seeking to minimize the appearance of problems, the
IMF, World Bank, and regional institutions such as the
African Development Bank have often lent still more to countries struggling to service their old loans. Paul Collier, director
of the World Bank’s Development Research Group, explained:
“An aid cutoff is very likely to trigger a suspension of debt
service payments by the government. While the net financial
impact on the IFIs may well be the same whether they lend
money with which they are repaid or suspend lending and
are not repaid, the impact on staff careers is liable to be radically different. People do not build careers in financial institutions on default and a lack of loan disbursement.”75
Pressure to lend still seems intense today. At the Asian
Development Bank, one anonymous and frustrated employee complained that “hierarchy is everywhere; quality control
is nowhere. This is, let’s face it, a mediocre organization.” At
the World Bank, the most publicly self-critical of the multilaterals, a 1997 draft internal report warned about the “pressure to lend; fear of offending the client…fear that a realistic,
and thus more modest, project would be dismissed as too
small and inadequate in its impact…and more generally, a
conviction held by many staff members that the function of
the Bank is to help create the conditions for operations to go
forward, not to ‘sit around and wait’.” The same year, the
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environment-focused chapter of the authorized history of
the World Bank concluded that “a majority of operational
staff, in all probability, still believed there was not a
strong…case for many of the Bank’s [environmental] standards and procedures. Even now some still see them
as…interfering in the task for which they are most rewarded:
getting projects to the Board on time” for approval.76
This internal pressure to lend, more than any other force,
explains how multilateral lenders could have financed largescale corruption, waste, and environmental destruction.
Guatemala provides one disturbing example. In the late
1970s and early 1980s, the World Bank and Inter-American
Development Bank partly financed a dam on the Chixoy
River. In 1980, local people whose land would be flooded by
the reservoir, mostly indigenous Achi Indians, began protesting. In response, soldiers raped and tortured many villagers,
then massacred 294. The World Bank “did not consider it to
be appropriate to suspend disbursements.” Five months after
the reservoir filled, the dam stopped working because of
poor design. The Bank lent another $47 million for repairs.
Such problems, along with corruption, eventually raised the
dam’s total cost from $340 million to $1 billion and generated a substantial fraction of Guatemala’s current $4.7billion foreign debt.77
The story of structural adjustment lending perhaps best
illustrates the weaknesses of the multilateral lenders. Not
only did the IMF and the World Bank have to diagnose a
country’s problems, develop effective solutions, and realistically assess domestic political commitment to reform. They
also needed to stop lending should the country diverge too
far from the agreed path. For the most part, the IFIs have not
succeeded in these tasks. (See Table 3.) As argued earlier, their
economic diagnoses and prescriptions have contained valuable elements, such as the emphasis on preventing hyperinflation and keeping budget deficits in check, but have
generally exaggerated the benefits of free trade and investment. And whatever the merits of structural adjustment,
the IFIs’ power to impose it on borrowers has been surpris-

In Zambia, in 1986–87, strikes by government workers and riots over a 120 percent price increase for staple foods
forced the government to restore food subsidies and abandon its agreed adjustment program.
In Malawi, in 1986, drought and an influx of 700,000 refugees from civil war in Mozambique necessitated large corn
imports and contributed to the government’s decision to reverse commitments to end fertilizer and crop subsidies.
Adjustment lending to Argentina continued through most of the 1980s with little effect except to bolster forces for the
status quo with additional funds. Withdrawal after 1988 deepened the economic crisis that soon forced reform.
In the Philippines, the U.S. government, which viewed the country as an important ally, apparently pressed the IMF and
World Bank to keep lending despite low compliance until the final years (1984–86) of the Ferdinand Marcos regime.
In 1990, the World Bank promised a $100-million loan to support Kenya in ending its rationing of foreign exchange
for purchasing imports. The government then resumed rationing. But local Bank officials did not alert the Bank’s board
for fear that it would not approve the loan.
Among a sample of 13 sub-Saharan African nations, adjustment agreements in 1999–2000 had an average of 114
policy reform conditions each. It is unrealistic for lenders to demand complete compliance with so many conditions.
Other surveys have found that countries technically comply with a typical 50–60 percent of conditions.
Starting in 1984, the government of Turkey levied special taxes on imports to support extra-budgetary funds that in
turn financed housing and other popular programs. This undermined but did not technically violate loan agreements
to reduce conventional import tariffs and cut public investment’s share of the budget.

Domestic politics
Disasters
Finance
Geopolitics
Pressure to lend
and appear
successful
Multiple
conditions
Ease of
undermining
commitments
Source: See endnote 78.

In Bolivia, debt crisis in the early 1980s led the government to print money, sparking hyperinflation and chaos. In
1985–86, a new administration adopted a harsh stabilization program that raised taxes, laid off state workers, and
stopped hyperinflation. IMF and the World Bank adjustment loans came later and so contributed little to the policy shift.
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ingly feeble.78
Pressure to lend is one major factor that has weakened
the IFIs’ leverage. In the 1980s and early 1990s, for example,
the World Bank delayed 75 percent of the second installments on its adjustment loans because borrowers were slipping on agreed reforms. (Adjustment lenders usually
disburse loans in installments to extend their leverage over
borrowers.) But the Bank eventually granted all but 8 percent, typically after some face-saving gesture on the part of
the borrower. Similarly, the IMF abandoned half of its
adjustment loans between 1979 and 1993 after the first
installments—but normally then negotiated a new loan with
the borrower. Sometimes the pressure to lend came from
within, as Collier suggested. Other times it came from outside. A 1995 survey of 17 countries with well-documented
histories of adjustment borrowing with the IMF, conducted
by Tony Killick at the London-based Overseas Development
Institute, found that pressure from major shareholders softened the IMF’s stance in a third of the countries.79
IFIs have not been completely powerless to influence
policy. In 1996, for example, the World Bank refused to
release the second installment of an adjustment loan to
Papua New Guinea because of the government’s failure to
make agreed anti-corruption reforms in the logging industry.
The government protested bitterly, but gave in after a year,
and appeared for the time being to be reforming. A World
Resources Institute study credits this success to the Bank’s
desire to be seen fighting for the environment, to a relatively intimate understanding of local circumstances among
Bank staff, and to a strong domestic constituency for reform.
But such a constellation of circumstances, the authors conclude, has been rare.80
By the same token, it would be unfair to blame every
failed loan on official or commercial lenders. Some of the
projects and economic reforms they financed worked out
well, especially in relatively successful countries such as
Botswana and South Korea; other loans were good bets that
did not pay off.
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Nevertheless, deep problems with the way lenders work
have contributed to the debt crisis in low-income nations.
Commercial banks’ temporary bout of over-optimism made a
permanent and still growing addition to countries’ debt burdens. As for official lenders, many were so overtaken by external political forces that the lenders—as distinct from the
people within them—effectively cared little about development and financial soundness. Even when official lenders
were freer to focus on aiding borrowers, they overestimated
their own ability to help. These experiences suggest that within each borrowing nation foreign lenders hoping to make a
difference are best seen as one political constituency. Like
every constituency, development lenders have their own
peculiar goals, strategies, and tactics—and their peculiar
strengths and weaknesses. Their strengths include the good
intentions, training, knowledge, and ideas of their staffs, their
outsider’s perspective, and the money they have to offer.
Their weaknesses, ironically, include those and more. For
their good intentions have often made them overeager to
lend. Or training in economics has diminished their appreciation of the role of culture, politics, and institutions in development. Or their outsider’s perspective has blinded them to
national political intrigues. Or their money has financed the
forces opposed to change.
On balance, lenders are much better at pushing a country than steering it. Thus, when loans flow to countries that
are developing in healthy directions, they can speed
progress. But when pressure to lend puts capital in the hands
of governments unlikely to use it well, Mobutu’s Zaire being
an extreme case, it becomes simply destructive.
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Continental Drift
[W]e must acknowledge that serious problems and
impediments to a successful resolution of the debt crisis
remain….Growth has not been sufficient. Nor has the
level of economic policy reform been adequate. Capital
flight has drained resources from debtor nations’
economies…. Inflation has not been brought under control.…The path towards greater creditworthiness…for
many debtor countries needs to involve debt reduction.
—U.S. Treasury Secretary Nicholas Brady,
September 198881

T

wo continents, South America and Africa, were quickly
brought low by debt crisis starting in the early 1980s. But
their fates then diverged. By most measures, the crisis that
struck suddenly in middle-income nations during 1982 is
now essentially over. In Latin America and the Caribbean,
the region most severely affected, net transfers on lending
(new loan receipts less payments on old loans) turned positive in 1993. A larger measure of capital flow—including
investment in stock markets, factories, and office buildings—
flipped from $3.4 billion outward in 1990 to $38 billion
inward in 1993. Suddenly, foreign exchange was plentiful
and servicing debt was much easier. Only two nations in the
region—Honduras and Nicaragua—were not servicing all
their foreign debts as of mid-1999, down from 17 in 1983.
(See Figure 6.) But Africa, the center of the crisis in the lowincome nations, remains mired in debt to this day. Nineteen
African states had put servicing of some or all of their debts
on hold in 1999—the same number as in 1990. Whatever it
was that came to the aid of South America seemingly has yet
to visit Africa.82
Africa and Latin America began to drift apart in the late
1980s. What sent them on different trajectories? In a word,
compromise. Commercial creditors, which dominate lending to Latin America, were much quicker to compromise
than were official creditors, which dominate lending to
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FIGURE 6

Number of Countries Not Servicing All Their Foreign
Debts, by Region, 1970–99
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Source: See endnote 82.
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Africa. In March 1988, for example, Bolivia’s commercial
creditors agreed to sell half the country’s IOUs back to
Bolivia for 6 cents on the dollar. Commercial creditors, in
other words, accepted a 94 percent loss in exchange for wiping bad loans to one small nation off their books. And some
creditors swapped their old bank loans for new bonds with
easier repayment terms. For instance, Argentina arranged
with banks to replace some of its debts with bonds that had
the same face value, but an interest rate of just 4 percent and
a 25-year repayment schedule, including a 12-year grace
period. In another type of deal, a debt-for-equity swap,
Argentina retired $5 billion in debt in 1990 by giving banks
its national airline and its phone company.83
Nonprofit organizations began arranging deals of their
own, on a smaller scale. One kind, debt-for-nature swaps,
worked like this: In August 1987, the U.S. group Conserva-
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tion International (CI) bought Bolivian debt with a face
value of $650,000 from commercial banks. Because the
banks viewed the loans as nearly worthless, they sold the
debt for only $100,000. CI cancelled $400,000 of the debt
and accepted the remaining $250,000 in Bolivian currency
rather than dollars, which were scarce in Bolivia. The group
then donated the proceeds for management of Bolivia’s
15,000-square-kilometer Beni Biosphere Reserve. In effect,
Bolivia paid off loans by “exporting” the service of protecting its forests to the rest of the world, rather than exporting
the trees.84
Soon other environmental groups joined in, making
deals with Honduras, Madagascar, Zambia, and two dozen
other nations. Over time, bilateral aid agencies became the
major players—though not on a scale that could end any
debt crisis. To date, donors have retired some $7 billion in
debt and freed up more than $1 billion for environmental
projects. (Half of the write-offs have gone to Poland, where
an “EcoFund” is cleaning up some of the worst environmental legacies of the communist era.) In the same vein, UNICEF
bought or received donations of debt with a face value of
$200 million between 1989 and 1995, which it used to
finance debt-for-development swaps. The goals of projects
funded ranged from providing clean water in Sudan to helping street children in Jamaica.85
The growing acceptance of such deals among banks
allowed the U.S. government to change its position on the
debt crisis. In 1988, Treasury Secretary Nicholas Brady publicly described the outgoing Reagan administration’s insistence on full repayment through adjustment as a failure. The
key to resolution, he said, was compromise—just as it had
been in every debt crisis before. Under the Brady Plan,
announced in early 1989, each debtor nation gave its commercial lenders a menu of choices. One option was to lend
more money to cover payments coming due. Another was
for the bank to tear up some of its IOUs in exchange for new
ones. The new IOUs could have the same principal as the old
ones but a lower interest rate, like those Argentinean bonds.
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Or the promised interest payments could stay low for a few
years and then climb. Payments could even be tied to the
price of the country’s exports: when export earnings rose,
banks would share in the gains, like stockholders.86
One option that was not on the banks’ menus was to not
compromise. If it had been, then Citibank, for example,
might have waited for Deutsche Bank to strike a deal with
Brazil, accept a loss, and help Brazil regain creditworthiness—at which point Citibank would have demanded full
repayment. But Deutsche Bank and other competitors, of
course, would have waited too. In the ban on doing nothing
lay the genius of the Brady Plan.87
Between 1990 and 1994, debtors including Argentina,
Brazil, Mexico, Nigeria, and the Philippines struck Brady
agreements, in each case ending years of repeated, crisisatmosphere negotiations. The compromises gave borrowing
governments financial breathing room, lifted the atmosphere
of uncertainty, brought investment back, and helped rekindle
economic growth. As a result, middle-income nations have
serviced their debts more easily since the early 1990s.88
Creditor governments, however, showed less interest in
compromise than private bankers. In Venice, in June 1987,
leaders of the G–7 nations made their first accommodation
to the debt troubles in the poorest nations. They agreed to
let debtors defer payments on outstanding loans, provided
they stuck to structural adjustment agreements with the IMF.
At succeeding summits, the G–7 gradually offered more,
but to no avail. The failure of their newer offers could be
measured throughout the 1990s by the stagnating or worsening indebtedness indicators of the poorest nations.89
Creditor governments delayed confronting the official
debt crisis mainly because they could get away with it. They
maximized their bargaining power by presenting a solid front,
through an informal institution called the Paris Club, while
insisting on negotiating with debtors one at a time. “[T]he
Paris Club has generally been able to rally its members in a relatively short time along the lines of interpreting reschedulings as extraordinary short-term measures that should not be
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confused with development efforts,” explains sociologist
Christian Suter. Especially after the cold war ended, most
debtors were in no position to push for concessions.90
As a result, political battles within rich nations have generally determined how their governments have responded to
the debt problems of poor nations. Just recently, the political
balance has shifted decisively in favor of quick cancellation.
In 1996, British Christian aid groups launched one of the
most successfully organized international movements ever:
the Jubilee 2000 campaign. By 2000, more than 100 organizations belonged, ranging from small nongovernmental
groups in Uganda to dozens of local, church-based chapters
to heavyweights such as Oxfam. They demanded that creditors cancel debt immediately and that debtors use the savings
to fight poverty. The campaign gained clout from the 24 million signatures on its petitions, and endorsements from Pope
John Paul II, the Dalai Lama, and U2 lead singer Bono. And it
drew strength from the Bible’s Book of Leviticus, which
records God’s laws for ancient Israel. Leviticus declared that
every 50th year was to be a year of Jubilee, in which creditors
forgave debtors and farmers reclaimed land they had sold off
to survive a bad year. Such redistribution was intended to prevent extreme inequalities from arising to tear the fabric of
Israelite society.91
Jubilee 2000 scored a major victory at the G–7 summit in
1999 when official creditors announced the enhanced HIPC
initiative. The initiative, which is administered by the IMF
and the World Bank, represents an artful political compromise among the opponents and proponents of quick cancellation, and multilateral lending agencies as well. The
initiative bows to Jubilee’s demand by promising that bilateral and multilateral creditors alike will write off substantially more debt than before—up to 45 percent, on average, for
41 qualifying nations. It also requires each debtor to first
design a Poverty Reduction Strategy Paper (PRSP) in consultation with civil society groups, such as NGOs and churches,
and then to implement the strategy with savings from debt
cancellation. But by requiring structural adjustment, the
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HIPC initiative accommodates those skeptical about writing
blank checks to dictators. And it helps the multilaterals by
partially reimbursing them (through a HIPC Trust Fund) for
canceling debt. Finally, it attempts to head off criticism of
official lenders by casting the write-offs more as a one-time
act of generosity than an unavoidable consequence of ongoing problems.92
In addition, Canada, Italy, the United Kingdom, the
United States, and other countries have individually offered
to write off all their loans to poor debtors, which could bring
the total reduction to 55 percent. Most of these offers piggyback on the HIPC initiative: to take advantage of them,
countries must first qualify for the initiative.93
But offers that work politically may not work in practice.
The question remains: Will these initiatives do for Africa
(and other low-income debtors) what the Brady Plan did
for South America? Or will the two continents continue to
drift apart?

The Year of Jubilee?
When national debts have once been accumulated to a
certain degree, there is scarce, I believe, a single instance
of their having been fairly and completely paid.
—Adam Smith, The Wealth of Nations, 177694

I

t has been 225 years since Adam Smith remarked that he
had hardly heard of a heavily indebted government repaying in full. Almost 175 years have passed since the first modern wave of defaults rolled across Latin America. Half a
century has elapsed since President Truman launched the
modern official lending enterprise with great hope for development and freedom. It was just under two decades ago that
Mexico’s finance minister walked into the U.S. Treasury and
turned his pockets inside out, just over a decade since Secretary Brady embraced compromise. And it is a mere moment
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in the sweep of history since the year 2000, the Year of
Jubilee, came to a close, leaving the present with a persisting
debt crisis in the world’s poorest places, and some impressive
promises to end it. The history of sovereign debt trouble is
long: it has much to teach. And today’s debt problems are
urgent: there is great need to learn from the past.
The current debt crisis poses two problems: how to treat
the symptoms, and how to cure the illness. Because recent
debt reduction initiatives are one-time offers, they only treat
the symptoms. They are the focus of this section. The search
for a cure is the focus of the next.
History teaches three key lessons on how to end a debt
crisis once it arises:
First, compromise is necessary. Resolution through compromise has been the norm throughout modern international debt history. Each of the major crises in the 1820s,
1870s, and 1930s led to deals for partial repayment. Angry
creditors had to accept that no matter how unfair it might
be, the most they could get back was a fraction of their
money and a valuable lesson. Similarly, when a new government came to power on the borrowing side, it almost always
had to make some payments on debts contracted by its predecessor if it was to regain the confidence of foreign lenders.
Under the Brady Plan, too, realistic compromise served both
sides far more than stern demands for full repayment had.
Second, humility is important. Development projects,
including adjustment programs, fail as much as they succeed, and sometimes they do outright harm. Processes of
economic development are extremely complex and the barriers to progress many. Demanding too much change too fast
can backfire.
Third, speed is vital. Continuing crisis imposes a cost on
debtors, in lost jobs and lower wages, in cleared forests and
children’s lives.
In light of these principles, the recent debt cancellation
offers are steps in the right direction, representing a major
shift in approach to the official debt crisis by apparently recognizing the value of compromise, humility, and speed. But
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they still fall short in their particulars. The political bargain
they embody offers something to each constituency that
shaped it, but works less well as policy.
Recent debt reduction offers make a deep bow in the
direction of compromise. By the end of 2000, some 22
nations had entered the HIPC initiative, and won promises
to cut their debts from $53 billion to $20 billion—a substantial 62 percent cut. Fifty-five percent of this comes from the
HIPC initiative, and 7 percent from offers piggybacked on it.
But the creditors concede less than appearances suggest. For
example, the HIPC initiative does not compromise with
Indonesia, Nigeria, and Pakistan. It excludes them even
though they are as indebted and poor as eligible nations.
Why? They are judged by the World Bank to be too creditworthy. Yet each is either unrated by Moody’s and Standard
and Poor’s, which means that commercial creditors mostly
avoid the country, or it is rated less creditworthy than eligible countries that are rated. Pakistan, for example, receives a
B– from S&P, while HIPC-eligible Bolivia and Senegal each
get a B+. It is perhaps not a coincidence that Indonesia, Nigeria, and Pakistan are the largest debtors among the Worldwatch 47. To grant them comparable debt relief, creditors
would need to take tens of billions of dollars more in losses
onto their books. (Among the Worldwatch 47, Afghanistan is
also excluded because it has cut off most contact with foreign creditors; and Cambodia and Comoros are omitted
because they can get comparable debt relief from programs
established before the HIPC initiative.)95
In addition, the HIPC initiative’s definition of “sustainable debt”—the amount of debt a country is supposed to be
able to manage—still appears to be high. Indeed, World Bank
and IMF staff have admitted the criteria are rather arbitrary.
For example, the HIPC initiative aims to cap a country’s
annual debt service payments at 15–20 percent of export
earnings. By comparison, the victors in World War I demanded that Germany pay 13–15 percent of its exports in reparations, and that was enough to stoke nationalist anger and
help Hitler to power. After World War II, West Germany’s
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creditors learned from history and settled for 3.5 percent of
exports, so as not to slow the nation’s recovery. The world’s
poorest nations deserve at least as much consideration.96
Even with the 41 eligible countries, recent offers compromise less than appearances suggest. If the countries can
only repay 31 percent of their debts, as economist Daniel
Cohen implies, and are only maintaining the appearance of
servicing the debts by borrowing still more in a sort of
money merry-go-round, then demanding 45 percent repayment will not make much difference. After creditors take this
big step toward realism, debtors will be pressed almost as
hard as before to service their debts, and will spend almost as
much over the long run doing so. The main effect will be to
slash the amount of money going around in circles.97
Recent projections from the World Bank tend to corroborate Cohen’s predictions. Though the HIPC program should
cut the debts of the 22 countries that have so far entered it
by 55 percent, it will reduce their annual debt service payments by only 31 percent, from $3.0 billion a year in
1998–99 to $2.1 billion in 2001–05. Even this figure probably overstates the immediate benefits: if new lending to
these countries goes down as the money merry-go-round
slows, then the countries will receive even less on net.98
The HIPC initiative also shows a sort of humility. This it
does by requiring debtor governments to work with nongovernmental groups on plans to fight poverty with savings
from debt relief. Through this condition, lenders are tacitly
admitting that they and borrowing governments do not
hold a monopoly on wisdom and information about fighting poverty. Uganda began such a consultation in 1995 and
offers an example of the benefits: it shifted funding toward
providing safe drinking water in response to comments from
poor communities. When creditors endorse such a consultation, it gives civil society organizations “the legitimacy to
stand up and say, ‘is this policy action going to reduce poverty in my country?’” observes the Brussels-based European
Network on Debt and Development (EURODAD). By supporting such voices, the Poverty Reduction Strategy Paper

60

S T I L L WA I T I N G F O R T H E J U B I L E E

requirement could make a subtle but valuable contribution
to the political and economic development of borrowing
nations over the long term.99
But again, important details undermine the appearance
of change. First, the new requirement joins rather than
replaces old ones: debtors are also supposed to stick to a standard structural adjustment plan for three to six years to
obtain permanent debt reduction. Indeed, according to
NGOs polled by EURODAD, most local IMF representatives
still seem to care more about structural adjustment than
poverty reduction strategies. Debtor governments are taking
the cue, emphasizing measures such as privatization of state
companies in their economic plans.100
Second, PRSP requirements are hardly humble. They fail
to take into account the complex relationship between paper
promises and actual policy changes. A consultation process
raises questions akin to those confronted by drafters of
a constitution, points out Joan Nelson, a political scientist
at American University in Washington, D.C. Who should
participate? Churches? NGOs based in the capital? Elected
leaders of certain villages? What is a legitimate process for
selecting participants? Once selected, should participants
have a veto, a vote, or just a voice? For officials on the debtor
side, who must design the processes, these questions are
among the most politically charged they could ask. For officials on the creditor side, who must judge the process, the
questions are hard to answer with confidence. A report by
the U.S. General Accounting Office (GAO) gives a sense of
the tensions:
[I]n 1997 the government of Bolivia conducted a “national dialogue” to involve civil society in its effort to build
support for its new economic and social priorities.
Although government officials considered that effort to
have been quite worthwhile, some nongovernmental
organizations and donors…disagreed. They told us the dialogue consisted of a 1-day meeting in which the government selected whom to invite, involved little regional
participation, little background information, and used the
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meeting to present its views. One nongovernmental organization representative characterized this effort as having
been more a “regional monologue than a national dialogue.”

(The HIPC initiative has spurred the government of Bolivia
to organize a second, more inclusive consultation, one that
may prove more worthy of the PRSP label.)101
It would be hard to design debt cancellation conditions
more likely to engender domestic political opposition and
more difficult to enforce. Debtors uncommitted to poverty
reduction—or less responsive to pressure from civil society—
may put on disingenuous PRSP shows in
order to obtain debt relief, as NGOs in
Debtors
Kenya fear is happening there. On the
committed to
other hand, debtors that are committed
helping the
to helping the poor will probably owe
their commitment much more to their
poor owe their
own history and leadership than to outcommitment
side pressure. Certainly this is the case in
Ghana and Uganda.102
more to their
Finally, the PRSP requirements seem
own history
naive to the complexities of poverty
and leadership.
itself. It takes time, especially for a cashstrapped government, to assess the
extent and nature of poverty, consult with the groups affected—from slum dwellers to landless farmers—then assign priorities to potential responses and draw up plans. Ghana and
Uganda had been working on their schemes for five years as
of mid-2000.103
Herein lies a central tension in the HIPC initiative. History teaches that speed is vital in resolving debt crises. But developing good plans takes time. The PRSP requirements could
delay debt reduction for years while countries assemble highquality plans. Or governments could ram strategies through
superficial consultations in order to win quick debt relief.
Recognizing the problem, the initiative’s designers allow
debtors to submit interim poverty plans in return for prompt
but provisional debt relief in the form of lower annual debt
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payments. Permanent reductions in the debt stock are to
come several years later, upon approval of a full PRSP. But this
approach does not eliminate the tension over tempo. In
2000, for example, the government of Honduras decided to
shoehorn initial consultations with civil society into a few
months so that it could submit an interim PRSP by March
2001. But once interim poverty reduction plans receive the
stamp of approval of the IMF and the World Bank, they can
take on a life of their own. Burkina Faso’s final PRSP closely
follows the interim one, for example, which was drafted after
little public consultation.104
The thinking among official lenders about how to
respond to the debt crisis took a major step forward with the
enhanced HIPC initiative. But from the standpoint of realism, recent debt reduction offers still give too little and ask
too much. The irony is that the official debt crisis is, in a
sense, easy to solve. Of the $422 billion in debt of the Worldwatch 47, all but perhaps $130 billion has, for purposes of
repayment, probably disappeared forever. Financially, all
that is at stake now is how much of the $130 billion creditors should forgive. Canceling half would cost $65 billion,
once. That is not a lot of money in the scheme of things.
Every 100 days, the U.S. government pays $65 billion in
interest on its own debt. Every 50, Western governments
spend that much on weapons and armies. Thus, if NGOs and
religious leaders continue campaigning for cancellation and
creditors continue to respond, it is only a matter of time
before much of the debt burden is lifted from the poorest
countries.105
The greater challenge is to prevent a new burden from
growing in its place.

What To Do about Lending
The policy of reducing Germany to servitude for a generation, of degrading the lives of millions of human
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beings, and of depriving a whole nation of happiness
should be abhorrent and detestable…even if it did not
sow the decay of the whole civilized life of Europe. Some
preach it in the name of justice. In the great events of
man’s history, in the unwinding of the complex fates of
nations Justice is not so simple. And if it were, nations are
not authorized, by religion or by natural morals, to visit
on the children of their enemies the misdoings of parents
or of rulers.
—John Maynard Keynes, The Economic Consequences
of the Peace, 1919106

T

he Versailles peace conference of 1919 brought the
“war to end all wars” to an official close. The victors
redrew the map of Europe and imposed billions of dollars
in demands for war reparations on the principle loser, Germany. After witnessing the negotiations firsthand, the
British economist John Maynard Keynes stormed home and
penned those prescient lines. Much as he feared it would, the
heavy debt soon destabilized Germany’s new democratic
government. It contributed to the decision to print money
to pay bills, to hyperinflation, to the rise of Hitler, and to the
splintering of the industrial world into rival alliances. Within a generation, the war to end all wars had to be renamed
World War I. And Germany’s problem with debt had become
the world’s.107
The debt burden behind the current crisis almost certainly will not lead to world war. But there is no question
that, like the demands placed on Germany in 1919, it is
immoral and impossible. By entangling creditors and borrowers in endless contention, squeezing public investment
in infrastructure and people, and scaring off private
investors, it is impeding economic development, aggravating
poverty, and doing irreparable damage to the environment.
And when so many countries struggle, it can only harm the
rest of the world. The situation demands an effective and
rapid response.
The first order of business is to build on recent debt
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reduction offers and end the current crisis. If creditors take
to heart the lessons from history on the value of compromise, humility, and speed, they will swiftly and unconditionally cancel all debt that seems unpayable—which is most
of it. Critics will call such sweeping cancellations “blank
checks.” But in effect the lenders have already written those
blank checks by making loans that cannot be repaid. Here,
the governments of Canada, the United Kingdom, and the
United States are leading the way by regularly evaluating the
creditworthiness of their borrowers and estimating how
much they will repay on outstanding debts. The United
States, for example, had written off 91 percent of its loans to
the HIPC 41 by mid-2000.108
The question of how creditors should handle the remaining, payable debt is connected to the larger question of how
best to aid development. Experience strongly suggests that
canceling payable debt of the most despotic governments—
like granting them new loans—will do little good. In some
cases, cancellation will only bolster the dominant political
forces arrayed against reform. On the other hand, canceling
payable debt of governments that seem committed to reform
could allow them to effectively invest millions more dollars
each year in needed roads or schools or water supplies.
Requiring debtors to go through a PRSP-like process could
make a modest difference by bolstering domestic coalitions
for reform. But overall, the choice of whose payable debt to
cancel will matter more than what conditions are imposed in
exchange.
There can be no simple formulas for predicting which
countries will put savings from cancellation of payable debt
to good use. Instead, people who know a debtor nation well
will have to exercise their judgment in light of the country’s
current political and economic climate, the state of its institutions, and its history. Most observers agree that Uganda,
for instance, stands a good chance of making the most of
debt cancellation, by managing its economy and investing
in poverty reduction with competence. Creditors should
make sure that they do not create institutional pressures to
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cancel payable debt that, like pressures to lend, would override the judgment of professionals in the field.
There is little cause for worry that writing off so much
debt would bankrupt multilateral lenders or harm their credit ratings. Except for the African Development Bank, all major
multilateral lenders have enough reserves to write off all of
their IOUs from the HIPC 41, for example. Lenders can also
call in guarantees, the contributions that shareholder governments have already promised to deliver on demand. (See Figure 7.)109
Such a realistic and straightforward approach would
quickly end the debt crisis—but only for a while. For if lending continues as before, billions more dollars will disappear
in the familiar ways, and debt burdens will once again rise
FIGURE 7

Multilateral Lenders: Total Assets and Cumulative Loans
to 41 Heavily Indebted Poor Countries, End of 1998
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faster than ability to repay. Relief may rewind countries a few
decades debt-wise, but without deeper changes, the same
borrowing tape will play again. The GAO has crafted a mathematical model of Tanzania, for example, which suggests that
after the HIPC initiative cuts the country’s foreign debt from
$5.7 billion to about $1.8 billion the country will then borrow enough to lift its debt back to $6.4–7.3 billion by 2018.
For if Tanzania shifts spending from debt service to social
services—as it is supposed to under the HIPC initiative—it
will need as much revenue as before. Unless tax revenues or
foreign grants rise, Tanzania will need to borrow just as much
each year as it used to. And the new debt will be unpayable
unless the economy and exports grow improbably fast.110
This projection points to the greatest shortcoming in
recent attempts to end the debt crisis: they do far too little to
change the systems that created the crisis in the first place.
Indeed, by casting write-offs as one-time acts of generosity,
they bury uncomfortable questions about how creditors
could have made so many bad loans. Bringing a lasting end
to the debt crisis and shaping a healthy relationship between
debt and development will take more than political leaders
pledging to wipe away the worst signs of past failures. It will
take fundamental reforms in the way rich countries relate
financially to poor ones.
Four key problems lie at the heart of the crisis. The first
is that rich industrial countries restrict imports from developing countries, yet poor debtors have to repay their foreign
loans in foreign currency, which they can only earn by
exporting. Governments in rich industrial countries channel
$326 billion a year in subsidies toward their own farmers—
enough to pay off the debt of the Worldwatch 47 in 16
months. During the Uruguay Round negotiations that resulted in a new General Agreement on Tariffs and Trade (GATT)
and founded the World Trade Organization in 1994, these
subsidies were one of the toughest sticking points between
industrial countries and poorer ones that could not afford
the same protection for their own farmers. In the end, rich
countries promised to cut subsidies only 20 percent from
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high late-1980s levels. Protectionism for textile makers
emerged relatively intact too. It seems that only the rich
members of the global community are allowed to knock
down foreign barriers to their exports. In 2000, Michel
Camdessus, head of the IMF, declared that “this failure,
unless quickly reversed, would make a mockery of a decision
on debt [the HIPC initiative] that is, otherwise, of historic
dimensions.”111
There are some hopeful signs of change. In May 2000,
President Clinton signed the Africa Growth and Opportunity Act into law. Under the slogan “trade not aid,” the new
law pried open the United States’ Byzantine regulations of
textile imports. As of January 2001, fully 35 African nations
were eligible to export fabric and clothing to the United
States with fewer restrictions and tariffs than in the past. The
U.S. government estimates that imports from these countries
could rise from $250 million to $4 billion by 2008. However, it remains to be seen how much of those earnings will
flow to government coffers, or to African workers, as
opposed to textile factory owners. And the act hardly marks
an end to discriminatory protectionism against the poorest
countries. Nevertheless, the move does suggest that rich
nations are becoming more willing to compromise on trade
barriers for the sake of economic development overseas.112
The second problem behind the debt crisis is that agencies that lend and borrow have seldom let worries about ability to repay stop them from arranging a loan. Fortunately,
one major source of pressure to lend—the cold war—has
evaporated. But another is as strong as ever: the mutually
supportive relationship between major exporting companies
and contractors on the one hand and official lenders, especially export credit agencies, on the other. The best hope for
ending the ECA arms race lies in international negotiations
on the lending equivalent of an arms reduction treaty, perhaps an addition to GATT, which would require all signatories to simultaneously scale back their export financing. To
date, GATT negotiators have specifically exempted ECAs
from most rules limiting government control of trade, no
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doubt reflecting the political clout of exporting companies.
But such pressures always oppose trade liberalization and, in
spite of them, industrial countries have reduced many tariffs
substantially in the postwar era. Here, too, there is hope for
eventual progress.113
The third problem is a fundamental mismatch between
lending and development. Loans are expected to be repaid.
But development projects can be expected to fail regularly.
Aiding sustainable development in another country is
extremely difficult. Aid agencies can point to some major
successes, including the eradication of smallpox and a rapid
drop in family size in developing countries brought about in
substantial part by donor-funded family planning programs.
But overall, it is indigenously driven reforms, such as the
shifts toward the market in China and government-led
investment in South Korea, that have generated most of the
successes in the global war on poverty.114
This mismatch raises a provocative question: Why lend?
Why should aid agencies lend their money to the poorest
countries rather than grant it? One argument for lending is
that it instills a sense of responsibility in borrowing governments—the same lesson a father hopes to teach when he
lends, rather than gives, his teenage son the money to buy a
stereo. Decades of experience, however, show that the paternalism metaphor is inapt. Successful political leaders in borrowing countries, like successful leaders everywhere, are
generally pragmatic to the detriment of their countries. Their
time horizons are often more short term than the maturities
of the loans they accept. Thus, domestic politics largely
determines how well they use foreign money, whether lent
or granted.
Another argument for lending is that a rich government
that is willing to grant a poor one only $10 million, say,
might stand ready to lend $100 million, which could mean
more vaccines or schools for the borrower. But loans are not
a free lunch: they boost a borrower’s budget in the short
run and squeeze it in the long run. A final, related argument
is that loan repayments from countries that are successfully
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developing can be recycled to poorer ones. But among the
poorest debtors at least, the arrangement is backfiring. So bad
has the problem become that in 2000 Malawi turned down a
loan offer from the World Bank for fighting AIDS, on the
grounds that the loan would add to the debt burden that is
itself hobbling government efforts to combat the disease.115
Reasoning along these lines has led most bilateral aid
agencies, with the prominent exception of Japan, to stop
lending. To be consistent, governments should convert multilateral lending programs that target the poorest countries
to grant-making as well.116
Since the conversion probably will
not happen immediately, the question
Indigenously
remains of how to make development
driven reforms
lending work better. Recognizing their
limited influence over borrowing counhave generated
tries, development lenders will reduce the
most of the
mismatch if they favor countries that
successes in the
seem most committed to reform and
progress. The World Bank has taken this
global war on
principle to heart in its new Higher
poverty.
Impact Adjustment Lending program,
which concentrated $2 billion in lending
during 1996–98 on 17 African nations, in a sort of triage
process. Recipient nations performed better during this time
than other African countries in terms of inflation, economic
growth, and ability to keep up with their foreign debt.
Whether the lending led to this better performance, or the
other way around, the Bank’s studies suggest that the funds
were probably put to better overall use than if they had been
spread evenly across the continent.117
More fundamentally, managers at lending agencies need
to rein in the pressure to lend, to reward employees more for
results and less for loan output. Unfortunately, it is hard to
assess the ultimate benefits of an aid project. If an aid agency
finances construction of an elementary school and poverty
falls a generation later, does the agency deserve credit? Moreover, in retrospect even risks that do not pay off may have
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been worth taking at the time. But judging quality is not
impossible: at the World Bank, the Operations Evaluation
Department has been doing it since the early 1970s. Nor
should it be impossible to improve on present management,
which puts such overbearing stress on output. The realistic
goal is improvement, not perfection.118
Even this goal may be ambitious since official lenders do
not have a strong record of reforming themselves. World
Bank management, for example, has recognized the problem
of pressure to lend for a decade, but has not reduced it. It is
hard to escape the conclusion that lenders will not tackle the
problem until circumstances force them to. Their insularity
from the costs of their own decisions is precisely what has
allowed the pressure to flourish.
This insularity, this lack of accountability, constitutes the
fourth major cause of the debt crisis in the poorest nations.
The problem is as easy to state as it is difficult to correct. The
history of structural adjustment lending shows just how hard
it can be for outsiders to force an institution to change—and
to ensure that whatever pressure they apply does more good
than harm. If member governments were to take the extreme
step of privatizing multilateral lenders, for example, so that
the lenders became fully responsible for their own bottom
lines, then the lenders might get caught up in the same fads
as commercial banks, pouring money into the continent of
the decade, then yanking it out even faster—precisely the
behavior that has generated commercial debt crises for
two centuries.
More judicious measures, however, could give lenders a
dose of pressure and criticism that, however unpleasant,
would be ultimately healthy. One intriguing option would
be to partly tie loan repayments to the increase in the borrower’s GDP or exports. Lenders would then become more
like stock market investors, standing to lose in the event of
failure—or to reap high returns in the event of success.
Strange as it may seem to link loan payments to GDP or
exports, the HIPC initiative already does exactly that by capping a country’s public-debt-to-exports ratio at 150 percent.
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And some bonds issued under the Brady Plan work the same
way. Applying the practice to new loans would just make it
less ad hoc.
In addition, creditor governments can scale back or eliminate the HIPC Trust Fund. Financed by creditor governments, the trust fund is partially reimbursing development
banks for writing down debt under the HIPC initiative. But
when governments of developing countries bail out insolvent
private banks, economists working for lending agencies worry
about the “moral hazard” this creates by effectively rewarding
and encouraging bad lending decisions. Similarly, the trust
fund partially insulates multilateral lenders from past mistakes and thus entrenches the management that led to those
mistakes. Moreover, as pointed out above, the trust fund is
unnecessary. Lenders already have all the capital they require
to cover any losses. On balance, the trust fund creates a
strange asymmetry in the HIPC initiative: debtors must jump
through hoops for their small amount of true debt relief
while multilateral lenders get their money unconditionally.
In this sense, the initiative is designed by and for creditors.
Looking ahead, governments can base their new contributions to each multilateral lender in part on how effectively each one appears to be grasping the nettle of internal
reform. Just as with government borrowers, giving preferential treatment to lenders that are reforming, rather than
those that have merely promised to reform, will likely work
best in the long run. Scaling back the HIPC Trust Fund or
slowing new contributions to some multilaterals would
mean less lending to poor countries in the short run. But
given the lenders’ problematic record, of which the official
debt crisis is one symptom, it is more important now to
improve the steering of lending, by prodding the multilateral banks to reform, than to press the accelerator pedal.
Finally, governments need to create an international
government bankruptcy process. Ad hoc responses such as
the HIPC initiative are most useful if they evolve into more
systematic, permanent approaches. National bankruptcy
codes, for example, embody centuries of experimentation
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and refinement of just this sort.
A sovereign bankruptcy system, established under international treaty, could systematically and speedily allocate
losses among the parties. All countries would be eligible to
seek its protection. Once the process was invoked, creditors
and debtors could each appoint, say, two judges to a bankruptcy panel, who would in turn choose a fifth, suggests Austrian economist Kunibert Raffer. The panel could estimate
how much debt would never be repaid and cancel it, without imposing conditions for structural adjustment or poverty reduction. Just as in a commercial bankruptcy, this would
be an act of realism, not charity. If the debtor government
had recently moved from dictatorship toward democracy,
the panels might also cancel “odious” debts, on the grounds
that debts contracted to harm the people should not be paid
by the people. In the future, official lenders might lend more
cautiously, knowing that borrowing nations could seek
bankruptcy protection.119
Given the political and practical complexities of lending
and development, no one of these proposals nor any combination will completely solve the problems at hand. The most
effective reform strategy will therefore blend many approaches to forestall, if not completely prevent, the next crisis.
History offers one last lesson: reforms do not enact themselves. Most credit for recent progress on the debt crisis goes
to nongovernmental organizations. It is they who aroused
and channeled pressure from religious leaders, pop stars, and
millions of activists and citizens around the world. It is they
who pushed creditor governments along the road to realism.
It is they who spotlighted the Year of Jubilee. Yet their
impressive, if partial, success is child’s play next to the job of
preventing fresh debt troubles. Most of the needed
changes—tearing down certain trade barriers, reining in
ECAs, and curtailing development lending to the poorest
nations—are tasks for which the blunt power of righteous
activists is suited. Reforming development lenders, however,
will take more than bare-fisted political battles—though it
will take that. Somehow, NGOs also need to work with lend-
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ing agencies toward goals they share, so that managers and
rank and file at the agencies come to feel committed to the
reforms, rather than just besieged.
The jubilee has not arrived yet. But if all those committed to bringing it about work hard and well, it will. And like
the jubilees promised in the Bible, this emancipation will be
spectacular enough to banish debt troubles for generations
to come.
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