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ACCOUNTING PRACTICES AND THE THIRD WORLD DEBT CRISIS

Hema! Jayasuirya

“ The debr- "erisis, particularly for
the major borrowers among countries
of the developing world, has caused
much anxiety in i
cial circles over the last two years. This
| situation has also given rise 10 ques-
tions on the accounting practices of
the internativnal  money  market. In
this paper Dr. Ilemal Javasuirya with
a PhD  fromy Cambridge and an MA
(Svstems) and = now working on com-
puler operations in  Britain, discusses
the issues connected with the accoun-

lenders. le  illustrates how a devélop.
ing coumiry borrowing in the interna-
tional market could end up by paying
as much as, 61.3 percent of the loan as
interest.  Oné q'.\'planalion is that the
recipicnt of loans has to pay the grow-
ing short ferm interest rate for -the en-
tire duration of the loan- a system that
could work well and be fair to all part-
fvs concerned only as long as there Is
o inflation, What is happening is that
by the inclusion of the injlation rate
in the imerest rate (rather than using
the real injerest rate excluding the in-
fation .raie) lenders are foreing borro-
wers to pay in the early years of a pro-
ject rather than at a later time period, when
the development project for which the loan is
utilised, , can be realistically expected to yvield

international finan- .

ting practices Of international money -

the necessary cash for the repayment

of *the principal due to inflation. He
- suggests that what is required to cope
with inflationary conditions is a [ixed
.real” interest rate and variable amor-
tisation paxments - which will enable
LDCs to have the necessary breathing

in a financial sense, and cnable them
the project beding 10 generate the pro.
jected cashy  °

. - '

space in the ecarly years of a project, o

1o repay their debts in later years @s |,

The debt crisis facing LDCs (Les-
ser Developed (ountries) has been
high-lighted by the predicament of
Brazil and Mexico in recent months,
This may be due to fauity account-
ing practices of the international mo-
ney market, according to some deve-
lupment economists.

In view of the uncertsin interna-
tional financiul cnvironment, major
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lending institutions have evolved a me-
thod for overcoming problems con-
cerned with long term lending to LDCs
at fixed interest rates, which can prove
to be disastrous, if the short term in-
terest rates prevailing in the moncy
markets are scveral times greater than
the rate agreed with thc recipient
country (e.g. 20% against a 2% fixed
interest rate). Hence recipients have
to pay the going short term interest
rate which is defined as the average in-
terest rate for a day on the London or
New York markets, for the entire du-
ration of the loan.

This system works well and is fair
fo all parties concerncd as long as
there is no inflation. However in an in-
flationary economy the interest rate
tends to float upwards and “get stuck”
If we consider an interest rate of 20%
in an inflationary economy, the real
interest rate may be 2%, the remaining
18% corresponds to the inflation rate
al the time concerncd (it should be
noted that there is no such thing as a
real interest rate of 20% or more ex-
cept in “loan sharking”, such as might

Foceur in desperate or war-time situa-

tions). But most bankers have ignored
this central fact. Most LDCs have
agreed to pay for their borrowings as-

suming a historical figure varying be-
tween 0.5 and 5.0 per cent. They
would also have agreed to repay the
principal in equal amortisations over a
fixed number of years,given 2 mutually
agrecd initial grace period. The cash
flows of development projects for
which the loan is utilised would also
have been based on the above men-
tioned assumptions.

Table 1 shows calculations based
on present procedures adopted by
lending institutions, The formula P=S/
14r)n where P is the constant 1982
dollar value of a sum of dollars in any
subsequent year, r the interest rate,
and n the number of years beyond
1982 under consideration, has been
used for the correction of cash flows,

If we look at Table 1 for a hypo-
thetical LDC which borrowed $ 85
million in 1982 to be repaid over a pe-
riod of 7 years, then in the two years
1982 and 1983 it has_to pay interest
to the tune of $ 34 million or 40% of
the original loan, in what is supposed
to be the grace period (the time which
is considered to be essential for the
project to start generating the requir-

TABLE 1

$ 85 million loan, prime rate of 20 per cent, jnflation 18 per cent)

CURRENT DOLLARS CONSTANT 1982 DOLLARS

Year Interest Amortisation Interest Amortisation
(millions) (millions) (miltions) (millions)
1982 170 Grace 144 Grace
1982 170 Grace 12.2 Grace
1984 17.0 17.0 104 104
1985 13.6 170 7.0 88
1886 10.2 170 4.6 74
1987 68 17.0 256 6.3
1988 ¥4 170 11 53
TOTAL 85.0 85.0 52.1 38.2
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ed cash,) When considered in this light
it: seems that the sounding of alarms in
iriternational monetary circles about
de-faulting on the part of LDCs'is not
justified, Default resuds from the in-
built features of the lending practic-
es of lending institutions and not as a
result of the managing practices of
th!e recipient countries, However it
must be emphasised that limitations of
in:fracturc;ure, skilled manpower, com-
munications etc. necessarily make the
utilisation of any given quantum of
money for a chosen project by a LDC
less efficient than a comparable pro-
jegt in a developed country or a mul-
tinational company. But this is a dif-
fetent problem, not directly related
to, financing, which the lending insti-
tulions are attempting to rectify by
lending money in the first instance to
LDCs, in order to promote develop-
meént and increase efficiency, and thus
help break the vicious circle.

. Another striking feature (as seen
from Table 1) is that the LDC ends up.
by paying 61.3% of the amount of the
loan in interest, having borrowed from
helpful and respectable international
banking institutions and not from un-
scrupulous financial intermediaries or
loan sharks,

'If we study Table 1 in detail, it
will be noticed that the repayment of
the| principal adds upto only $ 38.2
mil}ion, less than half the original loan.
However  bankers will be satisfied
tha:t the terms of the loan have been
fully met. But what has happened to
the: remainder of the principal? The
‘answer to this lies in the fact that the
sum of the interest payments of §
52.1 million plus $ 38.2 million re-
payments of the principal add upto
$ 90.3 million. The bankers are thus
sati.!sfied that they have recovered their
priricipal in full and also have received
interest on the loan, although their
accounting methods may be far from
satiﬁ_factory (as will be shown later).

!
Whl,lt is happening is that by the
inclusion of the inflation rate in the
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- TABLE 2"
CURRENT DOLLARS CONSTANT 1982 DOLLARS
Year Interest Amortisation Interest Amortisation

1982 1.70 Grace 201 Grace
1983 170 ' Grace 236 . Grace
1984 1.70 , 170 2.79 27.9
1985 1.36 17.0 264 328
1986 1.02 17.0 2.33 . 389

1987 0.68 " 170 1.84 459

1988 0.34 . 170 1.08 54.1

TOTAL 8.50 ‘ 850 16.04 1980

interest rate (rather-than using the real
interest rate excluding the .inflation
rate), the lenders are forcing the bor-
rowers to pay in the early years of the
project (rather than-at a later time per-
riod, when the development project
for which the loan is utilised, can be
realistically expected to yield the ne-
cessary cash for the repayment of the
loan) the loss of purchasing power of
the principal due to inflation,

On the other hand if the proée- -

dure shown in Table 2 were adopted
by the lenders, it can be shown that
the total sum recouped by the bankers
would be much larger, § 214.74 mil-
lion, consisting of $ 199.7 million (as
opposed to $ 38.2 million under the
existing procedure) so as to maintain
the purchasing power of the principal
plus $ 15.04 million from fixed inte-
rest rate payments, giving the reci-
pients financial relief in the diffic::it
early years of the project.

According to this scheme, loan re-
payments are made according to real
interest rates, and amortisations are as-
sumed to have clauses that guarantee
their purchasing power. The principal

would be correctéd for the prevailing -

inflation rate (assumed to be 18% in
Table 2 calculations) as measured by

some mufually ggreed price index dur-
ing the period between the loan and
its amortisation.

Most loans negotiated by LDCs
prior to 1971 were based on the as-
sumption that inflation rates would be
rather low (certainly less than double-
digit inflation which became common-
place throughout much of the seven-
ties). The subsesequent high inflation
put the LDCs into the so called “‘debt
trap” requiring further borrowing
merely to pay the interest on existing
loans, leading to a ‘vicious spiral. On
the other hand, the present system
also penalises the lenders as the princi-
pal is not inflation linked. Hence it
would make it easier for LDCs to pay
their debts at a future.date with in-
flated dollars, provided the anticipated
cash flows from the development pro-
iects.were realised.

In conclusioil, it can be said that

- what is required to cope with infla-

tionary conditions is a fixed “real” in-
terest rate and variable amortisation
payments, This will enable LDCs to
have the necessary breathing space in
the early years of a project, in a finan-
cial sense, and enable them to repay.
the debts 'in later years as the project
begins to generate the projected cash.
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