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LIFTING THE LOAD OFF THEIR BACKS :
LEGAL SOLUTIONS TO THE THIRD WORLD
DEBT CRISIS

Davip ScHuLze*

I'sit on a man’s back, choking him and making him carry me, and yet assure
myself and others that I am very, very sorry for him and wish to lighten his
load by all possible means --- except by getting off his back.

Leo Tolstoy

INTRODUCTION

It seems obvious that if the precepts of -the Declaration on the Right to
Development were truly applied in the international context, there would be no debt
crisis. That is, the duty of States **to promote a new international economic order
based on sovereign equality, interdependence, mutual interest and cooperation
among all States”"! would preclude wealthy countries allowing a situation to persist
in which the living standards of a large part of population in the Third World?
actually regressed over an extended period of time, due to financial and not to any
physical or environmental circumstances.

On the other hand, more sceptical observers have alread y hastened (o point out
that the official positions taken in reiation 1o the goals of a New International
Economic Order are ill-suited to being rendered as binding legal rules.’ In (his
sense, the declaration merely demonstrates in the sphere of international trade and
finance the dilemma faced by public international law more generally. It cannot
ensure the definitive settlements of problems in international relations, but only
offer means and mechanisms by which to resolve them, since unlike the application
of domestic law to dispuies beiween private parties, public intérnational law is a
system of norms which are largely unenforceable. Only political will ensures that
they are respected.

This essay will briefly describe the Third World debt crisis and then consider
some of the measures which have been proposed to alleviate the burden. All of these
proposals will be discussed both in lerms of the degree (o which law can he used
to justify or enhance them and in light of their practical consequences.

& Member of the Bar of Quebec, Canada.

1. Art. 3(3), UN.G.A. Res. 41/128. 4 December 1986.
By Third world I mean the countries outside Europe and North America, with the exception of
Japan,” Australia and New Zealand, | acknowledge that, like all generalizations. this category
poses certain problems: notably the growing wealth of the “newly industrializing countries™ of
East Asia, such as South Korea and Taiwan. which have significantly reduced their dependence
on commodity exports in favour of manufactured goods: in addition. (he unigue size of the
economies of the Asian giants. India and China.

3. See. for instance. Norbert Horn, *Normative problems of a New International Economic Order'
J. of World Trade L. vol. 16 (1982), p. 338. ’
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Itis my view that while the law appropriately classifies the repayment of debts
asan obligation, in the public sphere still more than between parties, repayment can
only be one duty among many, which must also include justice and solidarity. While
a number of legal justifications can be found for valuing one goal over others, it
remains in the final analysis a moral or ethical choice which must be imposed by

the use of political means.

II. CAUSES AND CONSEQUENCES OF THE DEBT CRISIS

1. The Historical Causes

Unusually among economic problems, the causes of the Third World'debt crisis
cause little controversy among scholars and analysts. The disagreement therefore
arises over the appropriate solutions.

The "oil shocks™ of the 1970s were the result of successful efforts by the
Organization of Petrolcum Exporting Countries (OPEC) to raise the world price of
their chief commodity : it increased by fully 1,200 per cent between 1973 and
1979. For all oil-importing countries. this sharp increase in the cost of the most
important source of energy caused a significant increase in the outflow of funds
required to pay for it, generally in convertiblc Western® currencies. For many oil
exporters in the developing world, such as the Gulf states, the sudden deluge of hard
currency was more than they could absorb and they invested much of their.new-
found wealth in Western financial institutions. "

A large part of these so-called “petrodollars’™ were in turn recycled to oil-
importing countries in the developing world through short - term loans at floating
interest rates. These appeared to be a solution to two problems: they addressed oil’s
serious drain on their balance of payments, while creatin g new demand in the Third
World for the exports of the Western nations, whose economies were entering a
recession. For more populous exporting states such as Nigeria and Mexico, mean-
while, large oil reserves constituted impressive assets which they could use as
security to borrow funds internationally for ambitious development projects.®

The second oil shock of 1979 was followed by a change in Western monetary
policy in which interest rates, particularly in the United States, were raised sharply
to bring an end to persistent price inflation and to raise the value of Western
currencies. ‘‘By mid-1981 the debtor countries had suffered a triple blow : the rise

4. Joyce Kolko, Restructuring the World Economy (New York : Pantheon, 1988). p. 163.

5. In this paper, the term **Western® > refers to the wealthy. industrialized nations of Europe and North
Anmerica, as well as Japan, Australia and New Zealand. I have avoided the term *‘the North'" in
order to distinguish these countries from the former command economies of Central and Eastern
Europe.

6. A very brief summary of this process is provided in Norbert Horn. **The Crisis of International

Lending and Legal Aspects of Crisis Management ** in Norbert Horn, ed. Adaptation and Rene-
gotiation.of Contracts in International Trade and Finance (London, 1985)/295 at 297-98. For a
- more critical perspective, see Susan George, A Fate Worse Than Debt (London.1988). chapters 1
and 2. ‘‘How much is $1 Triltion?'* and **The Money Mongers.™”
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in the oil price, the interest rate war [among Western nations] , and the subsequent
rise in the value of the dollar, in which both debt and oil were denominated.”"Rising
interest rates also brought on recession in the richer nations, reducing demand for
the commodities on which most developing nations’exports were heavily depen-
dent. Even the price of oil began to fall by 1982 and in this context the result was
a crisis in the ability of most Third World nations to pay the debts they had incurred
during the 1970s.”

THE CURRENT CONSEQUENCES

Since then, the debt crisis has been notable for two charaacteristics: its long
duration and the involvement of the international community. Most developing
countries have been unable to improve their export earnings significantly, due to
the increased volatility of commodity prices caused by the failure of existing
international commodity agreements, declining demand due to technological inno-
vation and a growing supply, as each developing country attempts to solve its own
trade problems by increasing and diversifying primary exports.®

At the same time, the relative demands of foreign debt on the economies of
developing countries has grown: high interest rates ensured the continuing decline
of domestic currencies as the value of the borrowed dollars appreciated; they also
ensured that the total value of the debt compounded rapidly into higher and higher
sums. The lending of the 1970s had produced net capital in-flows from the Western
nations to the developing world, but to the extent that the poorer nations met their
debt obligations in the 1980s, they ensured a net capital out{low to the Western

_nations. For instance, Latin America paid U.S. $ 144 billion in debt service between

1982 and 1985 while receiving only $ 38 billion in aid and investment.®

The second characteristic of the debt crisis has been the heavy involvement by
the creditors’ governments and by the International Monetary Fund (IMF), as well
as the World Bank. Scholars have pointed out that while the pre-World War I era
did see the use of “‘gunboat diplomacy"" by imperial powers to enforce debts owed
to their citizens, the debt crisis of the 1930s saw a large number of countries default
on their bondholders with relative impunity, particularly in Latin America. *“What
is different about the 1980s is a global official intervention, one shaped at least in
part by an unprecedented exposure of a few major lending banks to country risk.”’ 10

THE ROLE OF INTERNATIONAL INSTITUTIONS

Mexico brought the debt crisis to international attention when its government
announced in August 1982 that it was not able to mect payments on fis estimated

Joyce Kolko. note 4. pp 41-48. .

Id. at chapter 9, **New Developments in RawMaterials and Agriculre.”

Susan George, note 6. at p. 63,

10. Peter H. Lindert. ** Responses to the Debt Crisis: What Is Different about the 1980s?7"" in Barry
Eichengreen and Peter H.Lindert. eds. The International Debt Crisis in Histovical Perspective
(Cambridge. Mass, 1989) p. 227 at p. 263.

© %
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$80 billion in foreign debt. Similarly, the case of Mexico set the pattern for future
restructuring of Third World debt:the- IMF contributed $1.3 billion and govern-
ments of creditor countries $2 billion in new loans to enable Mexico (o meet its

N 7 N R

immediate obligations, but they insisied that private banks contribuie another $5
billion. Debts were neither forgiven nor reduced, but *‘rolled over’” or rescheduled
s0 as to come due further in the future. In return, the Mexican government was

obliged to impose an IMF-designed austerity program it had earlier resisted.!!

Since then, the IMF has taken on a coordinating role in all major debt
rescheduling. To indebted developing countries, it presents a plan designed to
improve their balance of payments by treating the problem primarily as a domestic
policy question, not as the systemic result of international trade. The chicef charac-
teristics of these plans, in addition to a heavy emphasis on reducing imports and
increasing exports, are usually: ** reduced government cxpenditures (particularly
cuts in social service spending, food subsidies, and wages, since these are both more
visible and more politically acceptable to many governments than cuts in defence
budgets or civil service salaries), higher tax rates, domestic credit ceilings and
higher interest rates, liberalization of exchange controls and devaluation, all of
these to be applied relatively quickly in a ‘shock™ rather than a ‘gradualist’
manner.’ 12

In return for this **structural adjustment””, the debtor nation is ensured consid-
erable access to credit. As one scholar has discretely put it :

Recognizing that maintaining the flow of adequate financing to the country
in trouble is a necessary part of any adjustment effort and that the Fund can
provide only a small portion of the necessary means, the Fund has begun
since 1982 to clearly define in its recovery plan what amount of new credits
from the banks it deems necessary for the success of the program and has
begun to urge the banks by moral persuasion to enter into new commit-
ments of the size proposed. This policy of the Fund is supported by
important national banking authorities.!?

In other words, in return for imposing macroeconomic measures ensuring
creditworthiness, the IMF and creditor countries’ central banks force private banks
to roll over their loans to the debtor nation.

In practice, the successful negotiation of a structural adjustment program has
become the precondition for most major sources of credit for developing countries.
No write-off of private debts (as opposed to those owced to Western governments)
has taken place, though the value of sovereign loans on the banks's balance sheets
has been written down substantially and in some cases written off.

11.  Susan George, note 6, at pp.40-44. The United States government proved particlarly anxious to
cooperate since Mexican loans represented almost half of the capital of the nine largest American
banks.

12.  G.K.Helleiner. The New Global Economy and the Developing Countries: Essays in International
Economics and Development (Aldershot. England. 1990). p. 53,

13, Norbert Horn, note. 6,at p.303.
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The IMF itself professes not to be able to *‘take upon itself the role of dictating
social and political objectives to sovereign governments’",' suggesting that its
economic policy prescriptions are neutral and objective. Nevertheless, the effect of
structural adjustment has been to reduce redistributive efforts by governments and
therfore to accentuate social inequality. A leading development economist con-
cludes that as a result of these policies:

A high proportion of the world’s poor, notably those in sub-Saharan Africa
and Latin America, at best spent the 1980s in a ‘holding pattern.’In Africa,
the progress of a whole post-independence gencration was lost and the
costs of cutbacks to child health, nutrition and education will be fell for
more than another generation.

Meanwhile the problems of low commodity prices, high debt-service ratios,
stagnant capital flows and shortages of foreign exchange have all persisted, in spite
of the avowed goals of structural adjustment. In fact, per capita incomes declined
throughout the 1980s in sub-Saharan Africa and Latin America, leading to the
description of the period there as a “‘lost decade.”’!s

IIL. LEGAL SOLUTIONS TO THE DEBT CRISIS

A Contract Law justifications for Repudiation

1. Rebus sic stantibus: Fundamental Change in Circumstances

Susan Gerorge asked the question close to a decade ago: “*Given all the
obstacles in their paths, why don’t Third World countries simply refuse to pay --
tell the banks and the creditor governments where to get off, so to speak?"" As she
points out and as noted above (supra, section I1.), sovereign debt default would not
be a new phenomenon in international finance.!s As we shall see, there are both
legal and practical reasons not to repudiate, but it is worth examining the legal
justification for & state’s decision simply not to pay its debts.

One international lawyer offered the following useful summary of the broad
legal problem posed by the debt crisis: ’

If the foreign debt crisis problem of developing courntries -- especially the
middle- income countries of Latin America -- could be reduced to a contest

of legal principles, expressed in Latin, it would pit the concept of pacta
sunt servanda against the concept (or defense) of rebuc sic stantibus.

Pacta sunt servanda -- one of the basic legal principles underlying our
social and economic systems, means that contractual commitments must be
honored.

14. Jacques de Larosiere. **Does the Fund Impose Austerity?”” (Washington, D.C.: International
Monetary Fund. 1984) as cited in G.K. Helleiner. note. 12, at p.135.

15. GXK. Helleiner. note 12. at pp.8.7.
Susan George. note 6. at. p. 67.
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The concept of rebus sic stantibus, on the other hand signities (hat this
principle may not apply when circumstances have substantially changed.!’

The question is therefore whether the changed
precipitous decline in the Third World’s terms of trade and the steep rise in Western
interest rates are sufficient to justify a unilateral derogation from the original terms

of the loans, which are the contracts at issue.'®

ed circumstances constituted by the

Norbert Horn believes they do not: ** After all, no nation’s contract law
recognizes the inability to pay as a ground for relief from contractual liability.”” In
his view, ‘‘mere insolvency™” does not constitute force majeure (an unforeseeable
and irresistible event) nor extraordinary hardship sufficient to provide relief on the
grounds of impossibility or commercial impracticability. There has been no change
in “‘the values of each party’s promised performance as set out in the ¢ontract’”,
which the doctrine of rebus sic stantibus sets out as a requirement.'®

But on a different interpretation of the facts, at least one scholar has taken the
contrary view. He points out that when real interest rates rise in the creditor couniry
(or in a third country in whose currency the debt is denominated) so that the
currency increases in value, the result is **higher payments on the part of the debtors
to the advantage of the creditor.”” An adjustment of loan. agreements would be
justified *‘if the parties assumed their contractual obligations believing in the
stability of the international monetary system [and] their payment obligations
suddenly undergo significant increases as a result of the national policies of other
countries.”2°

The difficulty with such an argument based on the intention of the parties
concerning exchange rates is that it becomes weaker with every passing year, as the
collapse of the 1971 Bretton Woods Agreement ensuring monetary stability recedes
into the past. Since then and since the 1974 Second Amendment to the IMF’s
Articles of Agreement allowed a free system of national monetary policy, the
unpredictability of forcign exchange rates has become increasingly obvious.!

If the crucial factual element arguing that a substantial change in circumstances
has taken place is not the parties’expectations, then another author argues it must
be *‘the undisputed fact that some of the key circumstances which made the original

17.  Peider Konz, *‘The Third World Debt Crisis® Hastings Intl. and Comparative L.R. vol. 12
(1989).p.527 at p. 527. :

18.  Changed circumstances as grounds for terminating or withdrawing from the contract are not
generally included in international loan agreements. according to Stephen A. Silard. **Interna-
tional Law and the Conditions for Order in International Finance : Lessons of the Debt crisis™ The
International Lawyer vol. 22 (1989),p. 963 at p. 968, fu. 20. However an explicit reference is

tibus is that it refers to the

probably not necessary, since the essence of the notion of rebus si
parties” implicit assumptions and expectations.

19.  Norbert Horn, ‘“The Crisis of International Lending and Legal Aspects of Crisis Management™
note 6, at pp.310-311.

20.  Peter Sarcevic, ‘*Two Approaches to the Debt problem: A) Adjustment of Loan Agreements (De
Lega Lata);B) Strengthening of International Monetary Soft Law (De Lege Ferenda)'". in Detlev
Chr. Dicke, ed., Foreign Debts in the Present and a New International Economic Order (Fribourg,
Switzerland, 1986)p.130 at pp. 140-41.

21.  Id. at pp. 132-36, 138-39.

[




mternational law prove themselves (o be the
oateways for social and political considerations.”* >

Thus itis possible to develop a line of argument based on an appeal to equitable
principles which is conceptually separatc from rebus sic stantibus but relies on
many of the same factual elements. This was the approach taken by a Peruvian
diplomat in 1986 at a symposium of the International Law Association’s Commit-
tee on Legal Aspects of a New International Economic Order. Six months earlier,
the government of President Alan Garcia had refused (o negotiate directly with the
IMF, attempting instead to deal directly with creditors, and had unilaterally fixed
annual payments on its debt at 10 per cent of hard currency export earnings. With
a total debt owing at the time of around $14 billion, or four times annual export
earnings, the economic merits of the approach were clear.”*

Presenting the legal case for Peru’s policy, Ambassador Antonio Belaunde-
Moreyra said:

The radical course of action embarked upon by the Government of Peru is

no simple desperate gesture; it rests on deep rational foundations to which

we believe some attention should be paid. Itis above all a call for equity...2

22, Peider Konz. note. 7, at .p.528.

23. Wade Mansell, Legal Aspects of International Debt"* J.of L. and Society. vol. 18 (1991).p.381 at
392.

24 Gunter Frankenkenberg and Rolf Knieper. **Legal Problems of the Overindebtedness of Develop-
ing Countries: The Current Relevance of the Doctrine of Odious Debts'™ Inrl. J.of the Sociology
of L., vol.12 (1984). p. 415 at pp. 424-25.

25.  Antonio Belaunde-Moreyra, ‘*Dramatic Action or Muddling through Strategy in the Debt Prob-
lem’” in Detlev Chr. Dicke, ed. Foreign debis in the Present and a New International Economic
Order note 20,p.10 at pp.10-12.

26.  Id. at p.14. See also Dr. W.-A.Benedek's comment *‘that equity. as a general priniciple of
international law has a role to play with regard to the question of sharing the responsibility for the
solution of this crisis, just because the causes are not on the side of developing countries alone””
“‘Discussion”” in Detlev Chr. Dicke. ed. note 20. at p. 115,

















































