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ABSTRACT

The paper studies a two-region economy , with two sectors and
three factors of production : oil, capital and labor. The South
exports 0il in exchange for industrial goods from the North.
There is a net capital inflow to the South. This equals the
difference between its export revenues and import costs, and
represents the South's indebtedness. This overseas borrowing
finances the development of the oil sector: increased borrowing
leads to higher o0il supplies, to new levels of consumption and

a new distribution of income in the South, as well as to new levels
of exports from the North. The paper studies the macro impacts of
changes in the value of the debt on both the borrowing and the
lending regions. The results are illustrated by simulations with
data for the U.S.A. and Mexico.
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RESOURCES , TRADE AND DEBT:

The case of Mexico

1. INTRODUCTION

A great deal of attention has been given recently to the debt problems of
developing countries, most notably Argentina, Brazil. Ecuador, and Mexico.
Their debts currently total about 300 billion US dollars, of which Mexico's share
is about one third. Ecuador and Mexico are particularly interesting cases
because their current difficulties follow a period of concentration on oil
exports, an activity which was widely recommended, and which it was generally
thought would improve rather than worsen their balance-of-payments condi-
tions.

Experience has not fulfilled these expectations It is now clear that the
relationship between resource export policies and debt 1s rather complex, and
poses a challenge to the economist. In the case of Mexico, it is generally
accepted that much of the borrowing was used to finance the development of
its oil export sector. Sterner (1982) shows that about 30% of Mexico's out-
standing debt was used to finance investment in PEMEX, the national oil com-
pany. It appears therefore that there exists a link between borrowing and oil
exports, and the macroeconomic impacts of borrowing and of resource exports
must be jointly analyzed and balanced against each other. It is the purpose of
this paper to explore these links.
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A first concern is the impact of increasing oil exports on the exporting
country. This was studied in Chichilnisky (1981a) within a two-region, two-good,
and three-factor general equilibrium model. It was shown there that increasing
oil exports may have either a positive or a negative impact on the terms of
trade, on domestic consumption, and on the distribution of income of the oil
exporter, depending on the structure of the economy. The degree of dualism
in production and the initial levels of wages and profits played a crucial role in
determining the outcome.

In this paper we extend Chichilnisky's model to study the impact of debt
on the resource-exporting economy. The model is extended to allow for an
imbalance in the trade account, which is matched by an inflow of overseas
investment or a financial transfer. This imbalance represents the debt owed to
foreigners, and is directed towards the expansion of oil supplies. Except for
the wedge between export revenues and import costs, which represents the
debt, the model is consistent with a standard competitive general equilibrium
specification. Prices of all goods and factors in the two regions are free to
adjust to market conditions.

The introduction of the debt wedge changes the main relations in the
model: the operation of Walras' Law or the national income identity in both
countries is altered. Overseas investments lead to changes in oil supplies and
consequently most variables adjust. As the debt increases. a new equilibrium
emerges with different prices and levels of imports and exports. There are also
changes in all domestic variables in both South and North' real wages, profits,
domestic use of industrial and consumption goods, and employment of the fac-
tors labor, capital, and ocil. This allows us to trace the impact of the debt on
the major macro variables of the two countries. The model could also be used
to examine the impact of rescheduling, i.e. repaying the debt over a different
time period, or of repaying it at a different rate of interest.

Following the macroeconomic impact analysis. two main questions
emerge: the first is, who benefits and who loses from the accumulation of debt;
and the second is, whether there exist debt-management policies that could
make both countries better off. after taking fully into account the recycling
eflect of borrowing funds on imports from the lender. For example, at present
25-30% of all machine-tool exports of the US are purchased by Mexico, and a
similar proportion of all US exports are purchased by Latin America.

The interest of the results lies in part in their simplicity and in part in the
fact that they account fully for the impact of the debt on all markets simul-
taneously. Fairly simple analytical solutions are obtained to the rather com-
plex questions posed. This is of course at the cost of somewhat stylized
assumptions.

We describe conditions under which increasing the debt leads the country
to export more oil In certain cases, this leads to lower prices of oil, lower
volumes of industrial imports, lower real wages, and higher profits in the oil-
exporting country. In other cases, the results are reversed, and real wages,
consumption, and terms of trade all improve in the exporting country. The
outcome depends on the technologies of the South and on the initial prices.

We also examine conditions under which the economy of the North actually
benefits in macroeconomic terms from itc loan to the South bscause of lower
oil prices, the consumption of both goods increases in tue Nortn when the
transfer or loan increases. This occurs mainly because the transfer leads to an
improvement in the terms of trade in the North, and because its production
system is integrated and efficient. This result is remimiscent of the argument
that British investment overseas in the nineteenth century benefited the
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country by developing overseas supplies of food and raw material, thus making
these supplies more elastic, keeping down prices, and improving the UK's
terms of trade. Essentially we are specifying here conditions for overseas
investment in material supplies to benefit the investing country even before
any financial returns are paid, or in the case of a loan, before the loan is
repaid. 3 :

The rest of the paper is organized as follows. To provide some empiric
background, we begin by reviewing the case of Mexico. We then present the
North-South model with debt, after which we prove the main theorems. The
conclusions summarize the results, and an appendix shows that, although the
mode! contains 33 independent equations, its comparative static properties
can be understood by studying a single implicit functional relationship between
one endogenous variable (the terms of trade of oil for industrial goods) and one
exogenous parameter (the value of the debt).

2. EMPIRICAL BACKGROUND: THE CASE OF MEXICO

In this section we review briefly the empirical material relating to a
number of the issues to be discussed below. The focus is on the case of Mexico,
which is an impcrtant exemplar of the phenomena under examination.
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FIGURE 1 The relationskip between Mexico's cumulative balance-of-payments deficit
and investment in PEMEX, 1966~1981. (All Hgures are in billions of 1870 US dollars.)

































































































