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Calls for efforts to assist developing countries in raising more domestic finance, by tackling illicit capital flight, so they are less dependent on the debt cycle in the long-term, need to be paid more heed

As the current financial crisis leads to a deep recession in rich industrialised countries, the impact of this economic downturn on highly indebted developing countries also requires close attention.

Before the current global economic crisis had really set in, the World Bank identified 43 developing countries that were most vulnerable to economic shocks and had required substantial debt cancellation in order to meet the basic needs of their people. Besides the situation considerably worsening for these countries, many more countries could join them.

None of this is a surprise to those who have been keeping a track on the ongoing global debate on writing off the debt of poor countries. The debt relief provided to date has not only cancelled too little debt for too few countries, but made very little attempt to implement the sort of structural reform that would end the rule of global finance, which remains more preoccupied with ensuring debt servicing, often at the cost of promoting sustainable growth within the developing world.

On the other hand, reckless and irresponsible lending, which helped create the developing world debt crisis in the first place, is another issue that countries like Pakistan in particular need to remain wary of even today. Donor aid has been pouring into Pakistan since 9/11, due to geo-strategic imperatives, despite accountability concerns related to utilisation of this money for promoting development needed to enable the country to pay back the money that is currently being given to it in the form of loans. Before focusing more closely on Pakistan, however, let us see how this larger debt problem is playing out in other developing countries.

Zambia, which has already received debt cancellation once, could soon face a debt-to-export ratio of 300 percent, which is double that deemed sustainable by the World Bank and the IMF, largely due to the slump in copper prices. The Philippines has $8 billion of short-term debt that will come to maturity within the next year. Yet the country is suffering from a credit squeeze, which could make re-financing this debt impossible.

Bangladesh, which depends heavily on exporting garments to Europe and North America, will suffer a major fall in demand that could lead to an unsustainable debt-to-export ratio of almost 170 percent. The overall picture with regards to the national debts of poor developing countries is therefore hardly looking good.

Even the largest and most technologically advanced countries in the world have fallen victim to the debt trap. The United States’ national debt is about US $11 trillion. By 2012, the US debt could soar to above $16 trillion, which amounts to nearly 100 percent of the projected GDP for that year. Many other developed economies have also paid for their progress by accumulating a mountain of debt and that mountain is starting to slide, which is feared to continue exacerbating the global economic recession.

Even a developing country like Pakistan’s has managed to accumulate a massive public debt in comparison to the size of our economy. Pakistan’s public debt is estimated to rise by over 30 percent this year alone because of massive depreciation in the value of the rupee and the external loans being rapidly obtained for financing the balance of payments. According to figures compiled by the Ministry of Finance, the foreign currency debt will reach Rs 4,811 billion and domestic currency debt will stand at Rs 3,120 billion by the end of June 2009. The public debt share as percentage of the GDP will have rise to 59 percent from 56.3 percent in the last financial year. This surge will be a violation of the Fiscal Responsibility and Debt Limitation Act 2005, which had been put into place to ensure a gradual reduction in our public debt.

There had in fact been a steady improvement in the public debt position of Pakistan since 2000, which was the last time that the country had neared the brink of default. Due to accelerating economic growth, consolidation of public spending, and the privatisation programme, even though it did not fetch the amount of money it should have by selling off profit-making state assets, the debt servicing capacity of the government improved. Although the option of further IMF lending was momentarily set aside, the previous government did not hesitate to take on more loans, arguing that most of these loans were in fact meant to enhance the productive capacity of the country for the future.

But then Pakistan’s debt position seriously worsened again last year. Barely a month after the presidential election, the country stood on the precipice of defaulting on its international debt. In order to avoid a default, Pakistan’s government turned again to the IMF.

There are some factors helping lessen our public debt again. Pakistan’s trade deficit is narrowing again, as imports declined faster than exports. Remittances are also at a record high. However, a debt sustainability analysis undertaken by the government and the IMF last year clearly shows that Pakistan’s external debt portfolio remains highly vulnerable to shocks that might lead to a deterioration of the balance-of-payments position in the future, instigated by another spike in international commodity prices, a decline in exports and another slowdown in foreign exchange inflows into Pakistan.

More generally, securing financial flows through newer lending, often on more expensive terms, just increases the risk of debt defaults in the longer term. Groups like the Jubilee Debt Campaign, which conducts research and undertakes lobbying on how developing countries can be protected from the debt trap, call for internationally agreed upon lending standards that would bind governments, multilateral institutions and private lenders to comply with certain standards when they are dealing with poor countries. These standards are also meant to apply to institutions like the World Bank and the IMF and imply removal of economic policy conditions from lending and debt relief.

On the other hand, calls for efforts to assist developing countries in raising more domestic finance, by tackling illicit capital flight, so they are less dependent on the debt cycle in the long-term, also need to be paid more heed.
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