Causes and Consequences of the

1982 World Debt Crisis?

P. Kalonga Stambuli

1

Pre - doctoral Resear ch Paper, October 1998

Department of Economics

University of Surrey

Guildf ord, UK

1
 kstambul i@surre yi nst itute.org.uk

BAN KING FAILURES IN  T HE US A

0

10

20

30

40

50

60

70

80

90

1974 1975 1976 1977 1978 1979 1980 1981 1982 1983 1984

source: Business Week; Federal Deposit Insurance Corporation (FDIC)

Banking Failures

0

100

200

300

400

500

600

700

800

900

Troubled banks

Banking

Failures

Tro uble

d Banks

ABSTRACT

T his paper investigates underlying causes of  the debt crisis that only surf aced with Mexico´ s
unilateral moratorium on her foreign obligations in 1982.  The paper investigates the
evolutionary tr end of LDC debt and the consequences for lenders,  borrowers and the
international f inancial system.  The mo tivation of the r esearch is to develop sound analytical
understanding of the mechanics of debt accumulation as groundwor k f or further study of
macroeconomics of debt and debt relief.

T he paper observes that the third world´s debt crisis resulted from an ex ponential increase in
external indebtedness disproportionate to the debt service capacities of developing countries.

T he collapse of  commodity prices,  high interest rates and appreciation of the US $ further
tightened their internal fiscal positions and ba lance of payments,  forcing them to re - finance
maturing debt from fresh loans.

T he paper also observes that western bankers ignored signals of an imminent debt crisis and
worsened the debt por tfolio of third world countries by refinancing maturing loans wi th
shor ter maturities.  These countries r emained on the brink of default until convergence of
multiple maturities and inadequate availability of new finance caused a capital reversal.

T he paper argues that although developing countries has used some of the  loans to finance
unproductive investments [including militarization] the lenders also brought the crisis upon
themselves as a r esult of ` obsession´ lending aimed at offloading sur plus petro - dollars
deposited in western banks by oil exporting countries.  Al though lending was justified by
apprehension to fearful consequences for  world trade and political stability [if the purchasing
power of the thir d world evaporated as a result of discontinuation of lending] the paper
emphasizes the role of `uncritical herd  instincts´ of lenders in the debt crisis.

T he paper  concludes that the failure of the loans represent miscalculations on both sides of a
tr ansaction and distortions in the lending process itself, hence the debt cr isis deserved mutual
cooperation of the l enders and the borrowers.  However,  the closure of all financial markets to
defaulting economies prevaricated cooperative resolution and, in fact, precipitated the crisis.

T he paper emphasizes that developing country economies are fatally dysfunctional wi th long
standing ills that ar e only concealed by capital inflows; hence unilateral action of lender s in
halting the supply of finance while demanding repayments opens a liquidity gap resulting in
consistent economic contr action.

THE DEBT CRISIS

Backgrou nd

T he World´s debt crisis of the early 1980´ s was the culmination of a build up of external debt

of developing countr ies, a large part of which was accounted by a progressively r ising short -

term debt. Having been triggered largely by demands f rom the bala nce of payments effects of

the oil crisis that started in 1973/74,  the debt build up became more apparent towards 1980

when third world borr owers resorted to rolling over their debts.

A combination of very tight internal fiscal position and increasingly f ragile balance of

payments,  most developing countries contracted new loans to liquidate maturing loans. In

some cases, entirely new loans were contracted to ser vice interest only.  At the same time

bankers in the western world ignored signals of an imminent  debt cr isis and remained more

than willing to refinance maturing loans of third world countries, but with shorter maturities.

In the process,  third world debt snowballed fr om $130 billion in 1973 to some  $612 billion in

1982 (IMF,  1984).

Figu re 1: Third  Wo rld Deb t Stock

                                            0 100 200 300 400 500 600 700

                1973

                1982

US$ b illion

Third Wo rld Debt S to ck

Despite widespread use of various tools of risk management among bankers in the western

world no apprehension existed until the Mexico unilaterally announced an immediate

morator ium on its f oreign currency debt in August 1982.  The announcemen t was made after

Mexico had failed to raise a large enough loan to repay external debts that were falling due.

Between 1975 and 1980 four countries had to postpone amortisation payments while
ser vicing interest only.   By 1983 the number of countries defau lting on their repayments
reached twenty - one and some third world countries had instituted state criminal proceedings
against public figures on account of alleged negligence and mishandling of public money.
2

T he snowballing of debt has drawn interest from academics and politicians alike,  with one
school maintaining that lenders brought the cr isis upon themselves as a r esult of excessive
lending. Another school of thought attributes the debt crisis to oil price rises and deflationary
policies pur sued by the developed world. T his school also maintains that donors as well as
recipients have a mutual duty to get the world envir onment right so that industrial and
developing countries alike can prosper.

T her e is also another group of r esearchers who maintain that the commercial nature of the
debt and the inherent instability of world capital markets are such that cycles of boom and
bust should be expected to occur.  Technically,  this view seems to imply that there was need
to monitor and regulate the flow of funds to the developing countries to match their
requirements for  development while ensuring that suff icient capacity is created to finance
repayment of loans.

Some researcher s argue that, in the first place,  there was no scope for a debt crisis at all.

Using a rguments that have become formalised with the East Asian crisis, some resear chers
argue that the crisis was precipitated by irrational sensitivity of western financial institutions
by virtue of  the immediate closure of all financial markets to the economy of Mexico, while
allowing debt rollovers to proceed with other third world countries.

Sachs and Radelet (1998) argue that unilateral action of creditors arises because when a debt
crisis takes place it is the debtor who is asked to take blame.  T hey argue that the failure of a
loan usually represents miscalculations on both sides of a transaction or distor tions in the
lending process itself.   Hence, a debt crisis requir es mutual cooperation of  the lenders and the
bor rowers.

T hese arguments recognise the f ac t that developing country economies are fatally
dysf unctional with long standing ills that are concealed by capital inflows. The unilateral
action of lenders in closing the tap on Mexico while demanding repayments amounts to a
capital reversal as later exp erienced in Argentina in 1995 and East Asia in 1997. It is the
behaviour of lenders that displays elements of a self - fulfilling crisis because the withdrawal of

2  In 1985 Brazil instituted state criminal proceeding against Delfim Neto former Minister of Economic Planning who was
accused of mishandling of public money.

one lender results in a characteristic withdrawal of over all creditor involvement resulting in

consistent contraction.

Sachs and Radelet r ecognise the financial panic that arises in the banking community [as a

result of such withdrawal] as rational on the part of each lender  seeking to pr otect their

interests but the collective effect is to prolong the economic contraction. Based on this

description of events,  Sachs and Radelet (1998) settled to define and international financial

crisis as the outcome of sudden demands for  repayment of outstanding loans at a time when

an economy that has been a recip ient of large - scale capital inflows has stopped receiving such

inflows.

T he above analysis appears more consistent with the fact that the first ever - recorded financial

crisis in 1929 occur red when the flow of bond financing from US to Latin Ame rica because

of boom conditions in US financial markets which tightened conditions for  new international

bond issuance. Of course the falling international commodity prices also called into question

the ability of commodity - exporting countries in Latin America to serv ice their debts.

3

T he analysis of Sachs and Radelet (1998)  also typifies the financial crises in Chile, Uruguay

and Argentina in ear ly 1980´s (Diaz - Alejandro,  1988). As a result of  financial deregulation in

late 1970´s these economies experienced a sur ge i n capital outflows hither to restricted by

regulations on capital exports (Edwards, 1996).

T he fact that the 1982 crisis occurred when there was a steep rise in interest rates in the US

underscores the significance of the capital outflow element of a financ ial crisis. T he

appreciation of  the dollar at this time also means that repayments magnified the capital

outflow in domestic currency terms. At the same time, the accompanying drop in dollar prices

of internationally traded commodities undermined inflows d erived from exports.

T he typology outlined above is also reflected in the1994 financial cr ises in Mexico,  T urkey

and Venezuela equally attributed to dramatic rever sal of large scale lending to emerging

markets, as well as the experience of Argentina in 199 5 and E ast Asian economies in 1997.  it

is the argument of Sachs and Radelet that most of these crises large amounts of international

loans to forestall def ault,  hence the rebuke of Mexico at the onset of the 1982 crisis worsened

a financial condition that was potentially manageable.

3
     Cessat ion of bond financing worsened gl o bal  conditi ons at the onset of the depression and the rise in

prot ecti onism i n count ri es throughout  t he worl d

TABLE OF CONTENTS

DEMAND SIDE OF  DEBT

                                               Non - productive Investme nts

                                               Debt f or Military Expansion

                                               The oil price factor

                                               The interest rate fact or

                                               Economic mismanagement f act or

SUPPLY SIDE OF DEBT

                                               The Loose lending f act or

                                               Ideologic al Miscalculations

                                               P olitical Miscalculations

                                               Bank Euphoria

                                                P ortfolio Mismanage ment

                                                Financial cycle Theory

THE DEBT PROBLEM

                                               The gravity of the Debt Problem

                                               Top Borrowers

                                               Top lenders ˘  USA

                                               Top lenders ˘  UK

                                               Bank F ailures

DISCUSSION

                                               Bibliography

DEMAND S IDE OF DEBT

Non - productive Investme nts

An essential starting point of this analysis is the demand for  credit by developing nations.

T his involves identifying pressures that compelled poor nations to accumulate borrowed

capital.  Technically, this involves e xamination of the uses to which borr owed funds were

applied.

T he General Agreement on Tariffs and Trade (GATT ) has attributed the third world debt

problem to the fact that the loans contracted were not matched by a corresponding rise in real

investment. This would seem to suggest that a lar ge proportion of borrowed funds either went

into the unproductive sector or by - passed economies of poor countries altogether. A common

factor to the two arguments is that third world countries did not devote the funds t owards

increasing their own capacity to service loans.

Debt f or Military Expansion

T he Inter national Monetary Fund and a number of researchers have attempted to establish this

fact f rom empirical research,  tracing commercial credits to investments in dev eloping

countries, and the most influential finding is that the build up of for eign debt coincided with

political decisions that resulted in a build up in military supplies.  This was r eflected in the

tr ebling of arms imports in r eal dollar terms between 1 962 - 71 and 1972 - 81, to the equivalent

of $74 billion at 1975 prices ( SIPRI, 1982).

T his build up of military war e is taken as a reflection of  a combination of increased demand

for  latest military technology by third world regimes,  especially those under military rule and

the willingness of ar ms supplier s who were ready to supply with the backing of their

governments.

Another view is,  of course, that exports of  military equipment largely served the interests of

the developed vendor - countries in terms of bu dgetary sa vings and income, balance of

payment and employment security.    A clear example was the purchase of  200 aircraft by the

French airforce at a discount of 25%, after Dassault had sold 350 Mirage III´ s abr oad (Rich,

Stanley, Birkler and Hesse (1981 )).

T he extent to which arms imports contributed to debt build up among third world countries is

still dubious.  The link between the two appears to be very weak when we consider  that ˘  in

1975 dollars -  third world debt expanded by some $200 billion betwe en 1961 - 72 and 1972 - 81,

T he breakaway fr om the fixed parity, which coincided with the election of new governments
in several parts of the developed world between 1972 and 1973 triggered gradual over -
valuation that resulted in expansion in demand in the developed world (Tufte,  1978).

Because of the supply inelasticity of primary commodities in the short - term commodity prices
rose by 13% in 1 972 and a further 53% in 1973 (IMF, 1984).  T hese price rises are attributed
to the demand - pull inflationary effect of strong markets in the developed world.  T hese
developments also tr iggered a price rise in oil to $2. 70 in 1973,  which was partly supporte d
by for mation of an eff ective OPE C cartel as a r esult of the Yom Kippur war around the same
period.

Figure  2:  Oil prices per barre l

1.5

1.3

2.7

10

13

32.5

0

5

10

15

20

25

30

35

1960 1970 1973 1974 1978 1981

US$

Oil prices per barrel

Further oil pr ice rises to $10 per barrel in 1974 resulted in accumulation of current account
surpluses among oil exporting co untries from $7 billion in 1973 to $68 billion within one
year .  This occurred simultaneously with severe deterioration of current accounts of oil
importers.   By 1974 the current accounts of industrial countries had deteriorated to a deficit of

$24 billion , fr om a sur plus of $12 billion.

T he industrial countries were ˘  at least -  able to counteract the declining trend through a
combination of policies that included increased exports targeted at the oil exporting countries
while pursuing contractionary fis cal and monetar y policies that helped to slow down the level
of domestic aggregate demand.  As result industrial countries managed to achieve a swift
turnaround to a current account surplus of $6 billion in 1975.

While the developed nations managed to cush ion the ef fects of oil price rises, third world

countries suffered devastating losses on their current accounts, the consequences of which

became embedded in their  economic systems.   Initially deterior ation in the external account

was mild as the deficit o n current accounts of developing countries rose fr om $11 billion in

1973 to $37 billion in 1974.  T his was attributed to the relatively lar ger  content of crude oil in

oil imports of developing countries.

In the absence of counteractive measures adopted by developed countries, third world

countries r esorted to foreign borrowing to meet obligations for expensive oil imports.  In 1975

economic conditions among third world countries worsened as the slow down in industrial

country demand resulted in a decline in  commodity prices by 19%.  T he combined impact of

high - energy prices and adverse terms of trade was a major slow down in the growth of

developing countries and a widening cur rent account deficit to $46 billion.

Although a relatively stable atmosphere emerg ed during 1976 and 1977 resulting in reduction

of curr ent account deficits of non - oil developing countries, economic conditions in the

developing world worsened again in 1979 by a second round of energy pr ice rises which took

Saudi cr ude from $13 a barrel in 1978 to $32.50 in 1981.  As a percentage of the total import

bill among non - oil exporting developing countries,  oil imports rose from 5.9% of GDP in

1973 to 21% of GDP in 1981.

In his determination of the influence of oil price rises on third world borr owing behaviour,

Professor William Cline has showed that developing countries had incurred an additional

cumulative $260 billion by 1982 (SIPRI, 1982).  This estimate excludes interest charges on

debt incurred to finance oil imports.

Apart from explaining the borrowing behaviour of  developing countries, the oil factor also

explains the starting point of  a virtuous cycle that explains the supply side of  the cr edit

equation.  Because oil - producing countries earned f oreign exchange faster  than they needed it

t o finance immediate imports, they r esorted to accumulating savings in the western world.

T he western banks in tur n used the savings to advance loans to thir d wor ld countries to meet

their outstanding bills f or oil imports. These developments also undermin ed the value of the

US dollar in which currency all the massive lending took place.

The interest rate fact or

Despite their  adverse ef fects of weak investments on national solvency,  the tendency for

developing countries to apply large proportions of borrowe d capital to unproductive uses do

not seem to conclusively e xplain the accumulation of f oreign debt by third world countries.

In fact, the ultimate effect of the oil price rises of the 1970´s is still subject to debate because

Mexico and Venezuela which featured quite highly as debtor s during the crisis period were
actually net exporters of oil.  Given that the two countries had actually benefited from the oil
price rises, alongside other oil exporting nations of  the world the case for debt explosion
deri ving from the oil crisis becomes weaker.

Another potential cause of  the crisis that warrants investigation is the interest rate factor
associated with monetarist influences for lenders in the western wor ld to maintain the real
value of the yield on loans b y pegging interest rates above inflation.  The new policy was
intended to ensure that interest payable on loans sufficiently compensated lenders for the
erosion to the real value of the or iginal loan caused by price escalations elsewhere on the
marketplace .

T his approach meant that new loans contracted to r epay maturing loans carried a higher rate
of inter est,  a factor that progressively raised the average interest obligation on the portfolios
of developing countries.  This was also aggr avated by the fact  that existing loans contracted at
a fixed premium above the base rate ˘  f or example the London Inter - bank Offer Rate ˘  were
subject to upward revision as the base lending r ate was increased to counter  the effects of
inflation.

T he first shock transmitted  to the developing world from surging inflation in the US after

1976,  pushing with it the aver age rates of interest.  The choice to third world bor rowers was
either to increase debt to keep inflation - adjusted debt stock constant or borrow less to avoid
hig h rates of interest and consequently experience a reduction in the real value of  the inward
tr ansfer.

T his phenomenon was repeated from 1979 onwards as nominal interest rates in the developed
world continued to rise to of fset the effects of high inflation originating from the second
round of the oil crisis.  As a result,  total outf lows of dividends, profits and interest payments
rose f rom $15 billion in 1978 to $44 billion in 1981 (Lever and Huhne,  1982).   UNCT AD has
calculated that between 1976 - 79 and 1980 - 82,  the r ise in interest rates added $41 billion to
the stock of third wor ld debt (Inter - American Development Bank, 1985).

T her e are, however, questions r egarding the reliability of  the view that interest rate increases
could have caused the rapid debt bu ild up on its own.  If such a view wa s to be sustained it
would imply that the debt stock would have slowly evaporated if interest rates had remained
at pre - 1970 levels.   T his fails to hold because available statistics show that the level of debt
was alread y rising dur ing the period before the rise in interest rates.

A relevant f eature of developing country macroeconomics is that fiscal and monetary restraint

adopted by the developed world [to neutralize inflationary pressures originating fr om the

second r ound of the oil crisis] was tantamount to industrial nations exporting deflation to the

developing world.  The ensuing contraction resulted in a f urther drop of 25% in third wor ld

export prices

                                                                                (IMF,  1984; pp 133).   T his affected the entire developing wor l d including the

upper middle - income countries of  Latin America, which also relied on pr imar y commodities

for their export receipts.

Despite their relatively more advanced levels of economic development,  Brazil, Argentina

and Chile had remained heavily depe ndent on exports of  primary agricultur al produce during

much of  the late 1970´s and early 1980´ s.   In Brazil, Soya beans, coffee and iron ore

accounted for 83% of merchandise expor ts in 1981 - 2 (IMF,  1984; pp 133),  while wheat, corn

and beef accounted for one third of  export receipts in Argentina.  In Chile copper accounted

for 50% of export receipts.

T he debt build up in thir d world countries is therefore a combined result of rising oil prices,

higher interest rates, sluggish markets in the developed world ,  falling commodity prices and

appreciation in the value of the dollar,  the currency in which most of the debt was

denominated.   T he eff ect of these developments was to constrain the ability of developing

countries to generate foreign exchange while at th e same time creating conditions that r aised

their demand for foreign currency.

Economic mismanagement f act or

T he main indictment on gover nments of poor countries is that should have optimised the

presence of debt by focussed their  policies towar ds incr ease d generation of foreign exchange

to meet future obligations for debt service.  On the contrar y most developing countries

adopted Marxist style government focussing on comprehensive ownership of the means of

production that r esulted in expanded public secto rs.  E xisting research also suggests that

financing of loss making state enterprises was one of the sources of external debt

accumulation.

A large number of developing countries also adopted inward looking industrial strategies,

aiming at domestic productio n of  previously imported goods as a means of  saving for eign

exchange.  Most such enterprises augmented demand f or foreign exchange to finance their

imports resulting in import dr iven economic growth without accompanying enhancement in

for eign exchange earni ng capacities.

However, developing countries argue that the links between poor countries and developed
countries have never been reciprocal,  and that irrespective of the commitment of  the poor
countries to sound economic management and reform there are pro found structural distortions
of the international economic system that will notoriously hold down poor countries from
becoming full partners in the international economy.

T hey argue that the award of subsidies to western producer s is forcing developing cou ntry
exporters to accept lower prices that result in losses thereby killing off the ailing export
commodities sector. T hey also charge that preferences awarded under concessionary schemes
like the Lome Convention have also been faced thus placing middle in come and low - income
countries neck on neck competition in developed country markets,  as underdogs to local
producers.   Developing countr y exports also faced competition from synthetic substitutes of
their products.
                                                                                   5

Policymakers accuse third world countr ie s of  refused to devalue in order to regain
competitive markets.  T hey argue that despite higher domestic inflation than their main trading
partners most developing countries have allowed their nominal exchange rate to remain stable
thus resulting in real ex change rate over - valuation which has contributed to further
deterioration in non - oil exports while raising attractiveness of imports.

T he ar gument of most developing countries is that devaluation is synonymous with
government losing control over the dome stic inflationary policy.  T his is because by devaluing
a currency at every instance of  inflation, it implies that the exchange rate is indexed to the
domestic price level via the balance of payments and money supply.  Given that government is
the largest co nsumer of foreign exchange [in the context of debt service payments], this
means that exchange rate depreciation magnifies the public sector net cash requir ement and
leads to a faster rate of monetary growth, thus resulting in f urther cyclic inflation.

An other ar gument is that since developing country banks carry a significant amount of
unhedged foreign currency liabilities, the effect of devaluation is to compromise bank balance
sheets and lead to contractions in bank lending capacities, which also aff ect  the r eal economy.

T he fact that banks hold open speculative positions in foreign exchange,  which increase
vulnerability of the entire financial system, which works against the private sector, is also
used to rationalise objection to real exchange rate rul es.

T he other argument is also that devaluation would cause price increases for imported
fertilisers,  insecticides and modern seeds were equally embedded in agricultural exports.   This

would accentuate the effects of  high interest costs associated with fin ancial sector reforms and

thereby squeeze the maximum conceivable profit that could be generated from expor t sales

from developing countries.

Since devaluation acts as a `conveyor belt´ transmitting imported inflation faster into

structures of production , the scope for diver sification into manufactured exports also

diminishes.

T her e is some credence, however , to the charge that macr oeconomic policies of poor

countries have made foreign goods cheaper than locally made goods. This derives more from

the desi re ˘  among most third world countries ˘  to acquire the image of modernisation that

resulted in rapid foreign exchange utilisation in consumer imports. T hat compelled

developing countries to increase recourse to foreign borrowing to safeguard their reser ve

positions.

T his is very true of Chile where, between 1979 and 1982,  the Central Bank had allowed free

exchange of the peso for the dollar while the local currency was kept unrealistically

overvalued (Susan George, 1984).   T he level of distortion was comp ounded by government´s

decision to peg local salaries to domestic inflation,  which had risen to rampant levels while

the peso r emained overvalued. This resulted in astr onomical increases in Chile´s purchasing

power in US dollars.   As a result,  Chile spent most of her foreign borr owings on current

consumption; especially imported electr onic gadgets and consumables for  the middle and

upper classes.

T he double tragedy is that such laxity in wage policy a gainst a background of currency

overvaluation [at a tim e when inf lation was r unning higher; in double digits] resulted in

Chileans going on international spending spree while local firms collapsed in large numbers

due to weak domestic demand and non - existent foreign demand.

As a result,  both the tr ade defici t and employment soared,  while government resorted to

for eign borrowing to finance the deficit resulting in the highest per capita debt level in Latin

America at $1,540 per  head. It is estimated that $11 billion of  the $19 billion debt Chile owed

to the Ba nks is closely related to Chile´s international spending spr ee ( Dornbusch, 1984).

5
     Si sal  export s from Ta nzania suffered from i nnovati on of t wine rope whi l e cocoa suffered from instant

coffee

SUPPLY SIDE OF DEBT

The Loose lending f act or

At the embr yonic start of lending to developing countries in the early 1970´s,  banks had
merely experienced a normal increas ed in deposits associated with underlying gr owth in the
wester n world. However,  towar ds the late 1970´s,  it was noticeable that banks in most of the
developed world were reporting net average annual growth rates of deposits of between 25 -

30%. Most such dep osits originated from excess foreign assets of oil companies in the gulf
region, a r eflection of export price impacts of oil revenues on their balance of payments.

T he rapid increases in deposits in the banking systems is also notable for creating additio nal
financial capacity that enabled Banks to commit higher amounts in loans to the borrowing
public in the own countries most of whom deposited their money back in the banking system.

At ever y stage of the lending process the banks created more deposits w ith the final result that
the original loans were multiplied several time as lending continued.

One characteristic of financial systems in most countries at the time was the existence of
liquidity requirements for banks and other deposit taking institution s to hold a prescribed
percentage of their deposits in liquid assets like cash or tradable government bills.   T here
were also similar r ules the ratio of  lending to assets,  the ratio lending to capital, which
altogether had the effect of lowering the magnit ude of each successive round of lending.

However, the main weaknesses of  financial systems in Europe at that time ˘  which was
constr ued as an advantage by the lenders was the absence of regulations limiting the ability of
banks to lend from deposits.  T he r ate of credit expansion each bank would achieve depended
upon the definition of capital and reserve r equirement by each bank.  For most banks that had
confidence in their assets, the money - go - round continued unabated.

One of  the reasons for the debt buil d up from $260 billion in 1975 to $ 1, 265 billion in 1984
is the administrative complacence among monetary authorities that tur ned a blind eye to the
unprecedented expansion of credit to the third world (OE CD, 1984).  T echnically, this was
because deposits of foreigners held in a third country often did not feature elsewhere in the
monetary aggr egates on the basis of which inter est rate policy was determined. Besides the
sluggishness of authorities in keeping up with a rapidly changing world,  ther e was littl e
incentive to regulate or constrain capital of the E uro - market in London that was clearly a
viable sour ce of  foreign exchange earnings, especially that the rate of expansion of
international debt was at a rate far in excess of any measure of international  inflation.

One aspect that featured prominently in the business cultur e among financial institutions in

E urope was that lending to the third world was consider to be `the business´ and the belief

that there was no risk involved in lending to the thir d wor ld.  The advent of the syndicated

loan led to the belief among financial institutions that they could minimise their credit risk by

spreading loans to a var iety of countries acr oss the third wor ld among several banks, in such a

way that the exposure of eac h bank was minimal (Sampson, 1981).

Such comfort was buttressed by the move fr om fixed interest - rate loans to variable interest -

rate loans. Since the f ormer meant that banks took the risk of loans becoming unprofitable as

a result of a rise in interest rates, the variable interest brought some comfort in that the

obligation of the borrower included a margin above the basic rate, thus guaranteeing profit.

Ideological Miscalculations

Chief E xecutives and politicians also had a hand in supporting the euphor ia of lending to the

third world.   Walter Wriston, who served as head of  Citibank Corporation that was still a

leading financial institution in the USA  -  around 1967  -  was one of the proponents of  the

`sovereign risk hypothesis´.  Wriston contended that  a country `�how badly off, will ^own~

more than it ^owes~.  He maintained that countries could not go bankrupt,  nor could they

disappear and that even if they had short - term cash flow pr oblems, the cure would be `sound

programs and time to allow them to w ork´.

Wriston whose views were suppor ted by Brazil´s planning Minister,  Delfim Neto,  believed

that more debt was required to f acilitate repayment of existing debt while countries moved to

a higher level equilibrium.  He likened lending to third world cou ntries with every new and

subsequent issue of the Tr easury bill that got repaid with the issue of another Treasury bill.

Although Wriston sounded logical and received widespr ead support fr om the rest of  the

Banking world,  there were already se ver al exampl es that f alsified the applicability of his

arguments.  Among trained bankers a case was well known of the Florentine Bankers who

had little difficulty recovering money from King Edward III in 1327, although two banks

collapsed (Dammer s, 1984). In total con trast, the state of Mississippi is still in default on debt

that it repudiated in 1875.  Similarly there ar e very few of the bonds that South American

governments failed to repay in the 1930´s that have ever been paid back at par.

T hese two examples challe nge the notion of ` bankruptcy´ advanced by Wriston who believed

it was a process of recovering a debt.   On the contrar y bankruptcy is an instance that involves

recovery of a debt through conf iscation of assets a measure that cannot practically be

undertake n against countries.

risk prof ile of  each debtor  countr y. In addition to the cost of funds to the commercial bank
lenders,  countries like Ar gentina and Mexico paid premium rates of just under 1%,  while

Poland paid 1%.  Hungar y and France paid just over 0.5% while Sweden paid 0. 5%
8

In reality these differentials did not reflect the true risk attached to each country and it is for
this weakness that when the debt crisis began to develop the response was not the widening of
spr eads but an outright halt to the pr ocess of  lending.    T he fact that France´s debt attracted a
premium of only 0.25% above that of  Argentina suggest that the use of spr eads was a mere
pretence at risk management.

Increased debt of  the third world has an el ement of careless obse ssion with third world
lending which had become the f ashion in the western banking system.   In terms of career
development in the banking system,  a position in international lending was the ultimate
expected of the brightest bankers.  It was the section that management would not hesitate to
authorise air tickets for international travel and hotel rooms in the third world.

T hird world lending was simply the fashion in the high street banking sector as a successful
deal was often follo wed by a lavish cocktail in the most of expensive of Ritz or Clar idges.

T he Press also maintained league tables ranking banks reflecting on their exposure to the third
world countries as a measure of their  outward strategy.  Small banks often craved for inc lusion
in syndicated deals contributing smaller proportions though while seeking an opportunity to
rub on the international glory that went with lending business.

T he reckless natur e of lending is apparent from the fact that where a borrower was well
kno wn it simply became the practice for banks to accept par ts of  a syndicated loan over the
telex; without the necessity a new credit analysis.   Bank applied immense ef forts selling loans
to the developing world and went to the extremes of borrowing dollars o n the international
markets if or when their own central banks f ailed to provide them as lender s of last resort.

T her e is an outstanding example of a joint venture involving an American Bank and French

Bank that opened representative offices in Gabon in th e mid 1970´s.  At the end of one year
the office had advanced $600 million in officially gua ranteed export credits and $679 million
in syndicated loans.   The projects undertaken included a highway linking the airport and the

Presidential palace,  a flurry o f hotels with occupancy below a seaside resort in mid - winter,  a
fleet of commercial jet aircraft, enlarged government buildings and one of  the wor ld´s least
economic railways constructed against the advice of the World Bank (Lombardi, 1985).

8

        Roland Plan , `External Debt Rescheduling: Repercussions on and attitudes of the Lending Banks (mimeo) Ins titut d´

     Administration et de Gestion, Universite catholique de Louvain, Louvain 1984

Whether rightl y or wrongly,  the implied view of the lenders was that sovereign debt was safe

ir respective of what the loans were used for.  On their part the western governments maintain

that they did not have information with which to assess the full extent of indebted ness of the

third world.  The Washington based Institute of  International Finance created after the debt

crisis has added its professional weight to this view despite the fact that the Bank of

Inter national Settlements published f igures on the commer cial b anks´ exposure to individual

countries although the inf ormation was six months behind.

T he strongly held view is euphoria in the banking system translated into an `uncritical herd

instinct´ whereby banks felt a false sense of comfort lending as a team an d sharing the risks.

At the time banks were always willing to refinance debt including interest due to a bank that

was pulling out, compelling banks to hold on to their clientele, rolling over debt as the

bor rower country wished.

P ortfolio Mismanage ment

In reality, some developments in the third world countries were sufficient as warning signals

to the western lender s.   Towards the 1980´ s ther e was a marked change into the portfolio

structure of loans to third wor ld countries towar ds shorter maturities fo r debt that had been

rolled over.  A build up of new loans contracted for  per iods not exceeding one year further

accentuated the concentr ation of shorter maturities in the portfolios of poor country.

T echnically, the banks´ preference for short maturitie s was suff icient to signal their

unwillingness to extend the period of their exposure to lenders into the medium to long ter m

period.   As banks collectively switched to shorter maturity lending became hectic,  while

individual third world borrowers became g radually squeezed to meet repayments at shorter

intervals.  Six months before August 1982 crunch Mexico actually borrowed $6. 4 billion

(Bank for International Settlements, International Banking Developments: 4
th
 quarter, 1984).

 Under the pressures of hec tic lending US banks also increased their exposure at the annual

rate of 34% (Cline, 1984; pp113). Pressures mounted on third world borrowers, sometimes

drawing down on their reser ves to repay a loan only to find another  loan was due for

repayment, while b anks became increasingly hesitant about extending new loans.  T hrough

repetition of this process,  third world debtors collectively experienced a liquidity gap and

became unable to repay loans as and when they matured.

T he final result was that all measured that brought comfort to the wester n financial systems

failed to serve their intended pur pose: the premium on high r isk loans shifted the ultimate

bur den to the borrowers who were technical insolvent,  while the syndicated loan that which

had been designed t o safeguard each individual bank from excessive exposure to any one
country actually ensur ed that the entire financial system was unduly exposed and every bank
was at the mercy of another bank.

Financial cycle Theory

T he sequence of events in the lending  process and problems of debt typif ies stages of the
financial cycle -  fr om boom to bust -  as prescribed in Minky´s theor y of financial instability

(Minsky,  1979). From the mutual euphoria that characterised the build up of third world
bor rowing that was s upported by over - trading in the wester n banking systems, the process
descended into a phase of hesitation and finally total revulsion.

Per haps the only successes that would be claimed from the point of view of growth of the
world economy and public policy in developed countries is the f act that western financial
systems played a very impor tant role in private financing of third world deficits during the
decade towards 1982.  T he level of debt or its results is not so much an issue,  but the nature of
lending .

On their  part, non - oil developing countr ies derived some benefit as they were able to achieve
higher rates of  growth than could have been achieved, and the fact that they wer e able to
make up for depressed export r eceipts on account of the depressed ec onomic atmosphere
among the developed countries.   Non - oil developing countries also managed to sustain their
import capacities and prevent devaluation that could have made imports more expensive and
the consequential effects of high inflation.

E conomic g rowth in the non - oil developing countries averaged 5. 1% during 1973 - 81
compared with 5. 8% during 1967 - 72 (IMF,  1981; Table 1,  pp112), while growth among the
developed nations slowed down from 4.4% to 2.8%,  during the same period.  Although the
non - oil deve loping countries are projected as the beneficiaries of the debt build up the
interrelationships between developed and developing countries actually suggest that growth
the growth in the developed countries would have been more constrained if developing
cou ntries had not taken up the loans which not only spurred growth but secur ed jobs
throughout the developed world.

Schools of thought developed by pr o - LDC e xtremists actually identif y the third world debt
overhang as the cost of keeping jobs in the develo ped world,  and attribute the debt crisis to
the unsupported and insufficiently r egulated banking system of the wester n countries. T his
school accuses the western banks of tempting third world countries with loans when the times
were good and refusing to ab sorb the deficits when times turned bad.   As a result of such

character the west is believed to be the inherent source of balance of payments problems for

the developing world.

T he view that western banks tempted third world countries with loans would seem  to be

supported by the fact that the total amount of debt rose from $169 billion in 1973 to $294. 7

billion in 1979 (at 1975 prices) while the third world experienced sustained increases in

for eign currency earnings (William Cline, Inter national Debt: Syst emic Risk and Policy

Response, Institute for International Economics, Washington DC, 1984, T able 1.1, p. 2).

T hus despite the oil price rise, third world countries would not have needed that much foreign

exchange loans while their  own reserves were risin g.   This is reflected in the drop in the debt

to export ratio from 130.2% in 1978 to 119. 2%  in 1979, although it had previously risen from

115.4% in 1973.

 In addition the prolifer ation of commer cial loans towards the developing world is seem a s a

deliber ate attempt by western governments to step down from their social responsibility

towards their own former colonies which they were compelled to assist at concessional rates

of interest. E vidently the share of outstanding commercial debt in total loans r ose  from 11.6%

in 1973 to 37.5% in 1982.

9
   In the case of the upper middle income countries in Latin

America the proportion of commercial debt had risen from 23.8% to 62%.

9
     see
                            `Overview Paper on debt´ (mimeo) background Papers for the Commo nwealth expert group on debt, CDG/I.Coms ec,

April 1984.

THE DEBT PROBLEM

The gravity of the Debt Problem

T he precise level of third wor ld deb t has been the subject of controversy among var ious
sour ces. However,  data from the IMF,  World Bank,  Organisation for Economic Co - operation
and Development (OE CD) and the Bank for International Settlements seem to vary within a
narrow range around $895 bil lion in 1984.
10

  The debt was classified as f ollows:

__Table 3.1:_______________________________________________________________

                                  Total                            Public sources                            Private sources

 Sh ort term debt    $142 billion                      $ 49 billion                                 $ 93 billion

 Long term debt     $751 billion                       $279 billion                               $472 billion

___________________________________ ______________________________________

T his structure shows an extremely high concentration of debt from private commercial
banking sour ces, while the short - term component remained disproportionately high for
development debt.

T op Borrower s

Accor ding to the IMF,  thirty - three countries accounted for 42 per cent of total debt contracted
by all the 123 indebted developing countries in 1984.
11

   The fact that most of the debt was
from private banks,  [and was also concentr ated among very few countries, as in La tin

America and the Caribbean]  pr esents the financial cr isis as one involving western commercial
banks and state tr easuries in the west Indies.

Only se ven large borrowers in the developing world accounted for 44% of commercial third
world debt.   T hese cou ntries include Brazil, Mexico,  South Korea, Argentina, Venezuela,

Indonesia and the Philippines as ref lected in Figur e 3. 1.

10

            World Bank, World Debt Tables  1984 - 5, Washington DC, 1985, p ix

11

             IMF, World Economic Outlook, , Washington DC, April 1985, Tables 45 and 46, pp. 262 - 3

Figure 3,1: BANK DE BT  OF T OP SE VEN BOR ROWERS (1985)

14%

12%

5%

4%

4%

2%
2%

                                                                                                       57%

Brazi l

Mexi co

South Korea

Argenti na

Venezuel a

Indones i a

Phi l l i pi nes

Other countri es

Inter est payments escalated fr om 10 per cent as a proportion of export receipts in 1977 to 32

per cent in 1983,  reflecting both the expansion of international commercial debt to these

countries and rising interest rates.   Other less developed countries with a larger proportion of

bilateral and multilateral loans experienced a modest increase in the ratio of  interest payments

to exports from 4.7% in 1977 to 5.4% in 1983.

12
  This would lead to the conclusion that the

debt crisis is more of a problem of the bigger borrowing nations.

Top Lenders -  USA

T he gravity of the debt problem to the banking system can be discernible f rom the high

percentage of commercial bank debt to developing countries in relation to the capital and

reserves of the Banks.   As at 1984, the 209 American banks covered by the Federal Financial

Institutions Examination Council had lent out a total of $132. 6 billion against their capital of

only  $85 billion.

                                                                                                   13
                                                                                                               This represents a loan to capital ration of 156%.

                                                                    Figure 3.2: EXP OS URE OF AM ERICAN  B ANK S TO LARGE  LD C BORROWE RS (1984)

                            0

                      20

                      40

                      60

                      80

                100

                120

                140

                160

                180

                200

AM ERICA N BANK  EXP OSURE T O LARGE DE BTORS  (1984)

                                                                               so urce:S alo mo n Bro s.,inc., A  review o f  Bank Perf o rmance, New Yo rk 1985, Figs 30 & 51.

                                                                             Citico rp BankA merica Chase M anhattan

                                                                             M anuf acturers Hanno ver JP M o rgan Chemical

                                                                             Bankers Trust First C hicago

12

            Rudiger Dornbusch, `The Debt Problem: 198 0 - 84 and Beyond´ (mimeo), MIT, Boston, January 1985, p 4.

T his ratio represents a very high concentration of risk that is puzzling because US banking
laws restricte d both the mobilisation of deposits in their resident state only. In fact a large
majority of the banks had very limited involvement in f oreign lending.  However in the event
that their deposits exceeded advances, the state banks resorted to lending the sur plus to the
inter - bank market where the large banks obtained their resources.   Thus, out of the total loans
of $132. 6 billion advanced by American banks, at least 84% (equivalent to $110.7 billion)
had been advanced by only 24 American Banks who accounted for  63%  of all the financial
assets of reporting Amer ican banks.  T he debt crisis therefore not only tied large US banks but
depositors´ money belonging to US individual savers.

T he pattern of concentration is mor e skewed when the analysis takes into accoun t the
prominent role of `money centre´ banks ˘  based in New York and dealing in wholesale
deposits ˘  which accounted for 63% of all America´s bank loans to the third world.  T he

`money centre banks accounted for only 43%  of financial assets of the reportin g banks and

59% of all foreign loans f rom the USA (as in Figur e 3.2).

Top lenders -  UK

In the British Isles,  the pattern of concentration was along the same levels as the America´s.

T he four largest clearing banks were estimated to have the same levels of exposur e to Brazil,

Argentina,  Mexico and Venezuela as the twenty - four American banks.   These banks included

Barclays, National Westminster, Lloyds and the Midland.   Midland topped the list with a debt
to capital ratio of 205%, followed by Lloyds at 165% ( Figure 3.3).

Figure 3.3: EXP OSURE  OF BIG B RIT IS H BANKS  T O LARGE LDC

BORROW ERS(1984)

0

50

100

150

200

250

BRIT ISH B ANK E XPOS URE T O B IG DEBT ORS (1984)

so urce: Ci ty o f  Lo ndo n estimates (1984)

Loans/Capital (%)

National W estm inster

B arclays Bank

Lloyds

Midland s

13

Federal Financial Institutions Examination Council, E.16 (126) Washington DC, October 1984; Board of Governors of the

Apart f rom the Amer ican banks, other wester n lenders had a peculiar portfolio in that their

lending to the thir d world was in US dollars while their capital was held in local currencies.

T his was common among Bank s in Germany, Italy, Fr ance, and Britain.   In terms of risk

rating the position was more precarious as the banks would not have met a sudden recall of

deposits since they did not have adequate dollar reser ves to convert into local currencies.  At

the same time,  their respective central banks did not have sufficient dollars to meet the

contingency, either.

In Britain,  f or example,  foreign currency deposits were 35 times the dollar reserves in the

Bank of England.

14
  This meant that the US Federal Reserve wo uld be relied upon as the only

sour ce capable of providing adequate dollar liquidity, a prospect that would have been

brought fur ther complication,  as the Fed did not have the power to rescue banks outside its

jurisdiction.

Bank F ailures

T he build up of h ighly risky third wor ld debt to near crisis proportions also coincided with the

1982 recession, which was already having its toll on the banking system.  T he initial collapse

of Continental Illinois was attr ibuted entirely to domestic bad debts and it took a large

injection of f ederal funds to keep the bank afloat.  Chances of a take - over of the bank were,

however, diminished by the bank´s lending to Latin America.

T he combination of pr ecarious domestic and cross border credit transactions troubled US

finan cial markets undermining the values of bonds of the major money centre banks (see

1982 Moody´s bond survey) resulting I the loss of AAA status  -  and access to funds at

Federal Reserve System, Washington DC

14
Bank for International Settlements , In ternational banking Developments : 4 th  quarter, 1984, Bas le, April 1985.

B A N K I N G  F A I L U R E S  I N  T H E  U S A

0

1 0

2 0

3 0

4 0

5 0

6 0

7 0

8 0

9 0

1974

1975

1976

1977

1978

1979

1980

1981

1982

1983

1984

s o u r c e :  B u s i n e s s  W e e k ;  F e d e r a l  D e p o s i t

I n s u r a n c e  C o r p o r a t i o n  ( F D I C )

Banking Failures

0

1 0 0

2 0 0

3 0 0

4 0 0

5 0 0

6 0 0

7 0 0

8 0 0

9 0 0

Troubled banks

B a n k i n g

F a i l u r e s

T r o u b l e d

B a n k s

T her e are also consequential differences in the impact of the crisis on western financial
systems in that the potential damage  -  even to the largest banks -  arising  from the crisis of the

1980´s was much gr eater than that of the 1930´s.   T he crisis of 1930´ s culminated in
reduction in the value of  bonds to a fraction of their face value that became a personal
calamity of millions of  bondholders throughout Europe and  America,  without undermining
existing financial systems.

T he magnitude of the debt in the 1980´s was such that seven of the nine lar gest banks in

America and two of the four largest banks in Britain would have had their  capital wiped out
by amounts owing  to Me xico,  Br azil, Ar gentina and Venezuela.  Naturally, this would have
meant either total collapse of the banks,  or a benevolent government take - over followed by a
consequential credit contraction that would adversely affect output, hence employment.

Whe ther it is an instinct of excessive caution or a scientific calculation the dust does not
appear to have settled sufficiently to preclude the potential recur rence of financial distress in
the world financial system. The interdependence involving wester n f i nancial systems,  western
governments, multilateral organisations, and debtor  nations is still precar ious, while the
absence of coherent support mechanisms remains conspicuous, underlining continued
fragility of  the entire system.  T hus the subject of finan cial distress in the world economy
could theref ore be likened to a volcano in between eruptions; it is not extinct yet.

Some views have emerged suggesting that weak productivity of investments is linked to
adoption of  wrong models of development from the w ester n countries.  In her r adical analysis
of the causes of third world debt Susan George (1994) has felled the blame onto the foreign
models applied to the poor nations, which she described as `mimicking without understanding
and copying without controllin g´.  In her view,  foreign models `�lack roots in the local
culture or environments,  hence they tend to droop and wither  unless sustained by tr ansfusions
of for eign loans, technology and ideas´.

Another view attributes the debt problem to a failed experim ent.  Since the end of the Second

World War most poor  nations have pursued the goal of development through industrialisation,
as the only feasible route to becoming `rich´ like the developed nations.   However, contrary to
industrial nations that developed o n a very str ong agricultural base,  poor nations have
concentrated their ef forts on industrialisation through imported technologies at the expense of
food security.  T his is tr ue of many countries that experimented with trickle down growth, a
design that wa s particularly scornful of small peasant farmer s,  the main engine for food
production in poor countr ies.

T he debt problem is theref ore attributed to western models of development,  which neglect

locally available resources and indigenous skills and rely m ore on imports at escalating

prices.  By ignoring generic original features of poor countries,  the model is also exotic; by

applying the same for mulas,  the model fails to differentiate one country from another,

attempting to mould them to the standar d r equ irements of the world mar ket, world capital and

the tastes of international bureaucrats; all of which ar e inconceivable.   Debt has been the

obvious consequence of Mal - development models adopted by the elite in third world

countries that their poor compatri ots are expected to pay.

However, the debt pr oblem has opened the doors to a mor e radical development to

international finance as a result of efforts by policy makers and academics increasingly being

preoccupied with the debate of  not only what mistakes ha d been committed during the

euphoria of third world lending, but a search for solutions that would save the international

financial system from collapse.

Accor ding to figures published by the OE CD,  debt service payments from third world

countries to both  public agency creditors and private banks amounted to a total of $1.463

billion during the ten - year  per iod from 1982 - 91.   T his is meticulously inter preted as $12. 2

billion a month,  or $3 billion a week, or $406 million a day, or $17 million an hour, or

$ 283,000 per minute.

If account is taken for the fact that amortisation of principal does not constitute an outflow but

the interest payments on long - term debt,  these f igures work out to $560 billion,  or $4.7 billion

as interest paid by the third world cou ntries every month to developed governments and their

commercial banks.   This translates to $155 million a day,  $6. 5 million per hour,  and more

than $100, 000 a minute.

16

Against the total outflows of $1. 463 billion [during the ten - year  period from 1982 to 1 991]

new inflows to less developed countries amounted to $1.065 billion, leaving a difference of

$398 billion in favour of the western countries.   In Latin America alone repayments exceeded

new loans by $130 billion.  If adjusted for the current value of t he dollar,  the net transf er of

wealth from South to North is more than five times the amount spent under the Marshall Plan

on rehabilitation of Europe after the Second World War.

T he net difference in favour of the western world is, in fact, an underesti mation because the

outflows f rom the west include development aid, military aid,  private foreign investment,  new

loans and grants from charitable organisations.   Banks in the western world are also taking

over national industries and other assets in the th ird world in lieu of interest payments.

16  Susan George, `A Fate Wors e than Debt´, Penguin, 1994

T he precise financial position of debtor countries is that since outflows from developing
countries largely comprise monthly interest payments while inflows from public agencies and
wester n commercial banks are in th e form of gross lending the level of gross debt has
continued to pile with a predictable consistency to a level where it rose to 67% above the
level of 1984.  Despite desperate efforts by sub - Saharan Africa to scrap off a billion dollars of
debt per month,  the region is now 123% fur ther in debt compared to 1982.

Inter estingly,  when western commercial banks discovered that they had lent out much more
than they should have had,  a consortium of  public agencies came to their rescue to evade
insolvency.   Jeffre y Sachs testified to congress in the late 1980´s,  that `under the debt
management strategy of the US administration, the commercial banks are not expected to
absorb losses´.

T his would lead the analysis to the conclusion that if public agencies could be prompted into
action for a problem that arose from the heedlessness o f the banking systems, then third world
debt relief should be more deserving on account of the magnitude of  human suffering in
developing countries.  Such ar gument is strengthened by the fact that since the beginning of
the crisis the banks had had plenty of time to reduce their exposure to thir d world borrowers
to less than 4%.  Based on this premise third world debt should not in any way constitute a
threat to the world Financial system anymore.

T he most compelling argument is that although the debt figure sounds enormous it remains
insignificant when compared to the western world.    As at 1986,  third wor ld debt

[accumulated over the previous fif teen years] was only equivalent to one eigh th of the
combined annual GDP of the twenty - four rich nations that belong to the OECD, which stood
at an astronomical $8 trillion.
17

 As at 1986, the US alone had a public debt of $2 trillion, a
level twice that of third world debt.

T he level of third world debt is also insignif icant when compared to the output of  the top 200

T rans - national corporations, which generated a turnover  of $3 trillion equivalent to 30% of
gross domestic product of the world economy.
18

  T hird world debt is therefor e equivalent to
onl y one third of  annual sales of the top 200 firms in the western world.   In comparison to
world annual output, third world debt is only equivalent to 10% of  world GDP estimated at

$10 trillion in 1986.

Advocates of debt relief contend that debts owed by thi rd world countries are what they are
made to be because of doom - laden journalism which has constantly carried countless hand

17

            Lord Lever, et al., `The Debt Crisis and the World Economy, the Commonwealth Secretariat´, London, 1984, page 10 para 23.

wringing articles on the subject of Latin America´s debt.  For instance, at the end of 1985,

France owed over $62 billion, much more  than Argentina and the same level as the combined

debt for Chile, Peru and the Philippines.    Some marginal third world countries in Asia also

owe substantial debt loads, but have rarely appeared in the headlines because they are

ser vicing their loans.

A nother argument is developed upon the definition of what constitutes the difference between

apprehensive lending or non - perfor ming loans and performing loans.   This argument

recognises that lending money is the business of  banks and that there should be no  f uss about

outstanding loans.  In that regard it should not be an issue if a borrower does not repay the

principal amount because that gives the bank an opportunity to do business.

Conversely if principal amounts wer e repaid they would have to be lent o ut to maintain the

business of the bank. It would seem therefor e that no matter how high debt need not send

jitter s if it is being serviced,  that is to say if interest is being paid.  This view requires that

banks should be magnanimous about principal as l ong as interest obligations are met.

T his analysis is a slight modification of the approach to sovereign debt advocated by Walter

Wriston but is still an attempt to lower the challenges facing third world countries the

majority of who cannot even meet thei r interest obligations.   The list of countries facing such

a predicament is growing long and for  the few that actually service their  interest regularly

have to do so by devoting new ( fresh) loans to the payment of  inter est while existing

outstanding princi pal is simply rescheduled.

T his scenar io leads to the belief that it is only the lender who can determine when a borrower

should default.  T his is perf ectly true of the relationships between lenders and E cuador or

Brazil in that many of their pr esent loa ns simply transited thr ough their books and r eturned to

the banks as inter est on previous loans.

A more radical view is expounding by a school that believes that the only reason countries

cannot pay back loans or service interest is because the money was n ot used wisely.  Since

lenders naturally pay a lot of  attention to the intended use of  their funds the inability of third

world debtors to repay should be attributed to faulty investment choices to which the lenders

are a par ty.   The advocated view should be that investments made out of the loans should

have contributed to the creation of wealth part of which should have financed repayments.

T his should have been well known to the lender s.

18
            Frederick F Cla iremonte and John H Cavanagh, Trans - national Corporations and Services ˘

The Final frontier´ Trade and

Development: an UNCTAD review, No 5, 1984.

Bibliography

BIS (1984), International Banking Developments: 4
th

 qu arter, 1984

BIS (1985), International Banking, Developments: 4
th

 quarter, 1984, Basle, April 1985

Brzoska, Pawell (1988), T he Military Related Debt of T hird Wor ld Countr ies, Inter national

Peace Research Institute, Oslo (PRIO) , Norway

Cline, William (1984) , International Debt: Systemic Risk and Policy Response, Institute for

Inter national Economics, Wa shington DC, 1984

Dammers, Clifford (1984), `A brief history of Sovereign Defaults and Rescheduling´, in

David Sur atgar (ed), Default and Rescheduling: Corpor ate and Sovereign Borrowers in

Dif ficulty, Eur omoney Publications, London, 1984

Diaz - Alejandro, Carlos F  (1983), Stories of the 1930´s for the 1980´s in Pedro Aspe Ar mella
et al. (Eds.), Financial Policies and the World Capital Market: T he Problem of La t in

American Countries, University of Chicago Pr ess, Chicago 1983

Diaz - Alejandro,  Car los F (1988),  Goodbye Financial Repression, Hello Financial Cr ash,  in

T rade Development & the Wor ld Economy: selected essays of Carlos F Diaz - Alejandro,
edited by Andres Ve lasco, Oxf ord, Basil and Blackwell

Dornbusch, Rudiger (1985), `The Debt Problem: 1980 - 84 and Beyond´ ( mimeo), MIT ,

Boston, January 1985

E dwar ds, Sebastian ( 1996), A Tale of two Crises: Chile and Mexico, Working paper  No

5794, Cambridge, Massachusetts, The NBE R (October)

Harold, Lever and Christopher Huhne, Debt and Danger, T he World Financial Crisis,  1982

IMF (1981), World E conomic Outlook, Washington DC, June 1981

IMF (1984), International Financial Statistics Yearbook, Washington DC, 1984,

IMF (1985), Wo rld Economic Outlook, , Washington DC, April 1985

IMF,  International Financial Statistics Yearbook 1984 and World Economic Outlook 1984

IMF,  International Financial Statistics Yearbook, Washington DC, 1984

IMF,  International Financial Statistics Yearbook, Washington DC, 1984

Inter - American Development Bank, Annual Repor t1984, Washington DC, 1985

Leven, Ronald and David Rober ts (1983), Latin America: Prospects for Recovery, Federal

Reserve Bank of New Yor k Quar terly Review, Vol 8, No. 3, Autumn 1983

Lombar di , R.W.  (1985), Debt Trap: Rethinking the Logic of Development, Praeger, New

York, 1985

Organisation for E conomic Co - operation and Development ( 1984), The Internationalisation

of Banking; BIS, International Banking Developments; 4
th
 Quar ter, 1984

Rich, Mich ael, William Stanley, John Birkler, Michael Hesse (1981), Multinational Co

production of Militar y Aerospace Systems, R - 2861 ˘  AF, Rand Cor poration, Santa Monica,

October 1981,

Roland Plan (1984), `E xternal Debt Rescheduling: Repercussions on and attitudes  of the

Lending Banks (mimeo) Institut d´ Administr ation et de Gestion, Universite catholique de

Louvain, Louvain

Sachs, Jeffrey and Steven Radelet (1998),  The East Asian Financial Cr isis; Diagnosis,

Remedies and Prospects,  In Br ookings Paper s on Economic  Activity,  Edited by William C

Brainard and George L Perry, published by Brookings Institution

Sampson, Anthony ( 1981), T he Money Lender s, Hodder & Stoughton, London, 1981

SIPRI, Yearbook 1982, Stockholm, 1983, Table 6. 1, page 177

Swedish Inter national Pol icy Research Institute, Yearbook 1982, Stockholm, 1983

T ufte, Edward R (1978), Political Control of the E conomy,  Princeton University Press,

Princeton, 1978

World Bank (1984 - 5), World Debt T ables, Washington DC, 1985