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Abstract

The most recent Latin American debt crisis is a
fascinating political phenomenon because it demonstrates
very convincingly the complexity of the relationship between
economics and politics. The rapid growth of U.S. commercial
bank lending to Latin American governments in the 1970s
helped to make many banks vulnerable to the decisions of
Latin American government officials. Given that many of the
most vulnerable banks were also the largest in the American
and international financial systems, the U.S. government had
an understandable interest in devising means and goals to
manage the situation once the Mexican financial crisis
unfolded in 1982. The goals and means chosen over the next
several years reflected a special consideration for the
largest American commercial banks, and clear apathy for the
interest of other American and Latin American interests. To
understand the choices made by U.S. government officials,
one has to understand the relationship between the American
government and U.S. commercial banks in general, and with

the largest U.S. commercial banks in particular.
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Introduction

1. An lin f the Arqumen

This thesis is concerned with the respective roles of
American commercial banks and the U.S. government, and the
evolving relationship between them, with respect to the
Latin American debt crisis. This concern deserves attention
because American commercial banks and the U.S. government
vitally affected the supply of external credit to Latin
America in the post-war period, and because U.S. banking
interests have largely shaped U.S. strategies towards the
crisis in the 1980s and 1990s. It is therefore likely that
the region’s economic problems will not be substantially
diminished without a change of attitude from either, or
both, of the key actors in question.

There can be no doubt that the U.S. government has
played a decisive role in the debt crisis, both in its
initial development and subsequent management. This role
has its roots in the Bretton Woods system, when the dollar
became the key currency for the international economy. U.S.
macroeconomic policies first flooded the international
economy with dollars in the 1950s, 1960s, and 1970s, and

then reversed this flow with cataclysmic force in the early



1980s. 1In essence, those policies provided the basis on
which American commercial banks ascended in the
international banking community, and then helped to
undermine the banks by ruining many of their Latin American
customers.

But the U.S. government has affected the crisis with
more direct policies and actions. Its international
financial policy helped to spur the growth of the
Euromarkets, from which most of Latin America’s loans came.
These markets were remarkable for their comparative lack of
regulation. This characteristic made the Euromarkets more
competitive than many national markets by lowering the costs
of funds and operations. The lack of regulation also defied
the original efforts of the authors of Bretton Woods, who
wanted to limit the freedom of private financial actors.?
The U.S. even encouraged its commercial banks to play an
important role in those markets, and facilitate the
recycling of finance after the two o0il price shocks of the
1970s. As a result of these policies, previously segmented
financial markets became more internationalized.? 1In turn,

the framework of balance-of-payments settlement became more

! Richard Gardner, Sterling-Dollar Diplomacy in Current

Perspective (New York: Columbia University Press, 1980), 265.
2 Philip Wellons, Passing the Buck: Banks, Governments and

Third rld Debt (Boston: Harvard Business School Press, 1987), 2.
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privatized’': private commercial banks began to dominate
lending for balance-of-payments purposes.

Finally, the U.S. government played a critical role
after the bubble of sovereign lending to Latin America burst
in the early 1980s. Debtor countries could not service
their debts, and many U.S. banks, which had imprudently lent
ever-larger sums after the oil shocks, were immediately
threatened - loans to Latin America constituted a large
portion of their assets. If a substantial amount of the
debt was not serviced, or was repudiated, many banks would
become insolvent. This in turn would have undermined the
safety of many the stability of both the American and
international financial systems, and necessitated some form
of emergency rescue action by the U.S. government. The U.S.
government acted quickly to shield the banks from the
consequences, and push them to take painful steps to
overcome the crisis, so that they could return to health and
competitiveness.

The decision to support the banks, however, entailed
other decisions about the American national interest. 1In
particular, the choice of supporting the banks brought with
it a range of costs which would have to be shared by other
Americans; taxpayers have footed a small part of the bill,
but the largest costs have fallen on exporters with markets
in Latin America. American agricultural and manufacturing
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interests with markets in Latin America have been punished
as Latin American governments have curtailed investment,
spending and imports. Even after several years of depressed
economic conditions, U.S. exporters and other economic or
political groups could not exert sufficient political
pressure to challenge banking and financial interests.
These losses of markets have translated into losses of
employment and income for many Americans. In effect, then,
the U.S. government has enforced a solution which made both
Latin Americans and the vast majority of Americans pay for
the continued support of the largest U.S. banks. This lop-
sided distribution of costs within American society, like
the larger course of the debt crisis, was a result of the
relationship between the government and the banks.

These initial, rather ad hoc, steps soon became
institutionalized, and formed the pattern for future debt
management. Even though the largest banks eventually
adopted painful measures to adjust to the Latin American
debt crisis, they enjoyed many privileges from the U.S.
government’s debt management policies. These priveleges
have been maintained partly as the result of their role in
the national and international economies, and their
articulation of interests to government institutions.

The role of the largest banks, therefore, requires
careful analysis. They were not passive agents which lent

4



to Latin American governments on demand, or obeyed the whims
of the American government. The banks aggressively pursued
OPEC deposits and potential Latin American sovereign loan
customers. Above and beyond official encouragement,
commercial banks voluntarily entered the business of lending
to Latin America. They failed to counter the attraction of
sovereign lending to Latin America, and its high profits and
prestige, with a realistic view of the risks and potential
consequences involved.

As the Mexican crisis broke out in 1982, the banks
continued to treat their loans to Latin America as fully
performing assets. The banks hoped to delay the time when
the they would have to reduce profits or suffer losses as a
result of the recognition that losses on the loans were
highly probable. But the financial markets had begun to
operate on the conclusion that the loans were already bad.
In addition, prudential supervisory authorities pushed the
banks to se} aside provisions against potentially bad loans.
In effect,kthe markets and the authorities punished those
banks that did not take sufficient steps to set aside
provisions against those loans or unload them, by making
access to credit more difficulf?) Finally, the consequences
of the debt crisis for the banks have impinged on the debtor
countries - the banks have continually reduced Latin

America'’s access to new credit.
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And yet some banks, especially the largest banks,
continue to carry many of their sovereign loans on their
books, and demand repayment as if the loans were worth 100
per cent of their face value. This intransigence, in
combination with the refusal to grant new credit, is a key
to the perpetuation of the debt crisis. The continuation of
this strategy is sustained by the relationship between the
largest banks and the U.S. government.

A key to the bank-government relationship in the U.S.
is the fact that the banks have both considerable structural
and negotiating power vis-a-vis the American government.
First, the U.S. government sees it as vital to have a strong
and internationally competitive banking system, and that
system is anchored by the largest money-centre banks.
Although there are a large number of banks in the U.S., the
money-centre banks occupy a central position: they are the
largest source of funds for smaller banks’ local lending?,
and they connect American finance to some of the largest
pools of international capital.* For these reasons, U.S.
domestic economic stability and growth depend on the

stability of the largest banks. Moreover, given that U.S.

3 John Makin, The Global Debt Crisis (New York: Basic Books,
1983), 137.

* William Greider, Secrets of the Temple (New York: Simon and
Schuster, 1987), 27.



transnational banks and financial markets are some of the
largest in the world®, the international financial and
trading systems also depend on the soundness of the largest
U.S. banks. In consideration of the profound importance of
the largest U.S. commercial banks for both the U.S. and
international economies, the U.S. government understandably
had substantial interests in protecting and fostering those
banks, even after the banks reduced their exposure in the
late 1980s.

Second, even though the relationship between the
Treasury, the prudential supervisory authorities and the
banks reflects the importance of the largest banks, official
institutions did not always work toward the same specific
purposes; the relatively complex jurisdictional framework
made the formulation and execution of a coherent official
strategy very difficult. On the one hand, if the largest
banks incurred heavy losses on Latin American loans, the

U.S. taxpayer would have to come to the rescue to ensure

> Congress, House of Representatives, Subcommittee on
Financial Institutions Supervision, Regulation and Insurance, Task
Force on the International Competitiveness of U.S. Financial
Institutions, of the Committee on Banking, Finance and Urban
Affairs, R £ th inanci rvi r, 101st Cong., 2nd
Sess., 24 April 1990, 4; Testimony of C. Fred Bergsten, Director,
Institute for International Economics.

7



stability.® The Treasury obviously has an interest in
preventing that situation, and this interest prompted it to
aid the banks by arranging for the transfer of emergency
funds to their customers, the debtor governments, and by
maintaining pressure on those governments to continue the
service of their debts. The Treasury has also tried to
persuade the banks to continue to lend to Latin America for
the banks’ own good.

On the other hand, the prudential supervisory
institutions - the Federal Reserve, the Federal Deposit
Insurance Corporation (FDIC), and the Office of the
Comptroller of the Currency (OCC) - operated with the
broader purpose of ensuring the stability of the banking
system.” For example, the Federal Reserve had a mandate to
supervise the foreign activities of American banks.®
Unfortunately, there developed excessive "regulatory
accommodation” between authorities and the banks, whereby

the policies of the authorities have come to reflect the

¢ Secretary Donald Regan made this point quite clearly in his
testimony to the Subcommittee on International Finance and Monetary
Policy in 1983. Congress, Senate, Subcommittee on International
Finance and Monetary Policy, of the Committee on Banking, Housing,
and Urban Affairs, International Debt, 98th Cong., 1lst Sess., 14,
15, and 17 February 1983.

7 A brief description of the institutions and their
responsibilities can be found in "Banking Brief,” The Economist 316
(25 August 1990): 67.

8 Ibid.



views of bankers in economic matters and various aspects of
debt crisis management.’ The scope and intensity of
regulation and supervision were largely inadequate in the
1970s, in no small part due to the banks’ successful
political pressure.!® Official supervisory efforts, if
undertaken too intensely, might have restricted the ability
of the banks to operate in the then profitable business of
balance-of-payments lending. Moreover, in the 1980s, the
prudential supervisory institutions have worked partly at
cross-purposes with the Treasury, by constantly pressuring
banks to reduce their exposure (loans to a certain borrower
as a proportion of bank capital), and thus new lending, to
Latin America.

Third, the banks are able to exert pressure on the
government through individual and collective representation
to the prudential supervisory institutions, including the
Federal Reserve, the Treasury, and Congress. For instance,
the Federal Advisory Council (FAC) is a committee of twelve
bankers elected by the member banks in each Federal Reserve
district, and it meets privately with the Federal Reserve
chairman and governors four times a year to communicate

their thoughts and advice about Federal Reserve policy.

? Thomas Dye and Harmon Zeigler, The Irony of Democracy (North
Scituate, Mass.: Duxbury Press, 1978), 265.



This council is furthermore dominated by the largest banks,

officials of which usually make up the majority of the

elected members. While all of this does not ensure that the

wishes of banks are followed, it does give the banks yet

another channel of influence.

/ '~ The influence of the banks on the U.S. government has

Jbeen considerable, and thus the U.S. government has been

/ critical in shaping the range of possibilities for the

‘ evolution of the debt crisis since the crisis in 1982, and
even in determining its precise course.v/&he Treasury helped
prevent the collapse of the American banking system by
providing direct financial support, and by catalyzing
international financial support (principally through the IMF
and World Bank) to many of the banks’' sovereign customers.
The Treasury also has been critical in insisting upon debtor
government adjustment, in contrast to debt reduction, as the

primary plank to any resolution of the crisis. This allowed

qSPtor countries to accumulate more debt and continue tp
service their debts, and banks to maintain the loans to

those nations on their books as fully-performing—assets, at

least for several years. The government has exerted some
e

pressure on the banks to alter the terms of old loans, and

provide new loans, to sovereign debtors so that they could

! Greider, Secrets of the Temple, 114-115.
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appear liquid and creditworthy over the medium-term. This
would reinforce the quality of loans that had become suspect
after 1982. But at no point did this pressure take the form
of a command; banks were always left with the freedom to
voluntarily comply with or refuse such pressure. Much
stronger pressure was exerted on the banks to decrease their
exposure, and thus vulnerability, to those debtor countries
altogether.

An inescapable problem with these arrangements is that
they have produced a solution that is far from optimal. For
the U.S. government, at least one important objective has
been achieved: U.S. banks have retreated from the brink of
insolvency as a result of their exposure to Latin America.
But many large U.S. banks continued to be plagued with
problems of under-capitalization and a lack of international
competitiveness, and the U.S. government was ggnsequently
moved to maintain its commitment to the fundamental elements
of thé oid debt strategy. That is, the loans would continue
to be worth 100 per cent of face value, debtors would be
pressured to undertake economic reform and continue their
debt-servicing efforts, and banks would continue to lend to
Latin America if it was possible to do so. But this was a
prescription for continued confrontation and uncertainty.

As bank lending declined, and transfers from official
sources continue remained relatively small, Latin America

11



floundered in economic and social crisis.

The foreign policy problem for the U.S. was that the
economic crisis threatened to undermine fledgling
democracies in the region. Just as "military regimes
withdrew in disgrace (Argentina), further liberalized
(Brazil), or tried to cope with vigorous popular pressures
to restore democracy (Uruguay and Chile)”, the debt problem
weakened the capacity of those countries to respond to the
expectations and needs of their citizens. Social unrest and
political instability seemed imminent, and the prospects for
increasing democratization seemed to be in great
jeopardy.!?

The economic problem for the U.S. is that several large
sovereign debtors have met the twin challenges of debt and
democracy by quietly defying the U.S. debt strategy and
accumulating arrears on interest payments to commercial
banks since the late 1980s. The debtors countries’
continued accumulation of arrears was a sign of their will
to become more confrontational in negotiations with their
creditors. Moreover, the U.S. Current account deteriorated
as U.S. exports to the region declined precipitously, and

Latin American exporters became more and more aggressive in

12 Riordan Roett, "Democracy and Debt in Southern America: A

Continent’s Dilemma,” Foreign Affairs 62, chronology (1983): 695-
697.
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a variety of sectors, including agriculture.

A third problem is that international financial
institutions, especially the IMF and the World Bank, have
been accorded new roles and responsibilities in the debt
crisis, without sufficient funding relative to the magnitude
of debtors’ external financial requirements. This will
remain the case so long as the U.S. places domestic
budgetary concerns over the plight of the Latin Americans.

The suboptimality of the current official strategy is
also pronounced in comparison with alternative strategies
which entail more effective leadership, and more direct
financial support, from the U.S. government. Despite the
host of obstacles - the current U.S. budgetary problem,
American opposition to bailing out banks and debtors alike,
and so on - the potential benefits to be derived are
enormous and far-reaching. On the one hand, more direct
financial support might facilitate a greater amount of debt
reduction, and thus Latin American debtors, having had their
adjustment period shortened, might become more cooperative.
But this is only one step in the return of those debtors to
market access. The U.S. government might also consider
providing stronger conditions for their financial support
with respect to the banks: perhaps the government could
exchange financial support for banks’ commitments about
future lending to Latin America.

13



The latter sounds highly improbable in the current
American political environment. The American banking
industry as a whole faces so many perils, from exposure to
depressed domestic real estate and junk bond markets, to its
current recession, rising foreign competitors and emerging
international supervisory agreements, that it is very
unlikely that it will soon increase its exposure to Latin
America. Even U.S. government institutions such as the
Treasury and the prudential supervisory institutions are
pressing the banks to reduce such exposure, by promoting
debt reduction and progressive provisioning. Moreover, it
is unlikely that the government will coerce the banks to
adopt policies that are fundamentally against their
interests, given the current quality of regulatory
accommodation in their relationship.

Virtually the only factor which might generate enough
political support for stronger government leadership is a
reconsideration of America’s self-interest in Latin America.
As evidence for the 1960s and 1970s indicates, Latin America
has the potential to offer a multitude of opportunies to a
variety of American economic interests. The region was one

of America’s fastest growing export markets in that
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period.® Combined with the long history of economic
interaction, and a troubled international trading order,
Latin America could once again become a critical and
positive aspect in America’s economic future. Specifically,
if the U.S. government more fully considers the many
domestic interests that are involved, the government might
realize that its concern for the banks has injured a wide
range of U.S. producer, exporter, and other financial
interests. It is in consideration of these interests that
the U.S. government has good reason to alter its strategy

toward the debt crisis.

2., The Ar nt: Impli ion he Liter r

The argument outlined above poses a challenge to much
of the current literature on the debt crisis. Most of the
sources are principally concerned with debtors or the banks
or OECD governments (which also provide the general policy
direction for international financial institutions). The
focus on the US government and American commercial banks is

meant to provide an alternative to studies which a)

13 Congress, Senate, Subcommittee on International Finance and

Monetary Policy, of the Committee on Banking, Housing, and Urban
Affairs, International Debt, 98th Cong., 1lst Sess., 14, 15 and 17
February 1983, 109; Testimony of Lionel Olmer, Under Secretary for
International Trade, Department of Commerce.
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characterize the policies of the sovereign debtors as the
predominant causes of the debt crisis, or b) centre
exclusively on either the banks or the OECD governments as
the central force in the supply side of external credit to
Latin America.

Many Western accounts of the debt crisis attribute

e

paramount importance to the policies of debtor”gquntries in
the development of the debt crisis. Nigel Harris ﬁés
pressed the case that the debt crisis was in part a direct
consequence of development strategies followed by Brazil and
Mexico in the 1960s and 1970s.'* Both countries pursued
import substitution policies, and when the world economy
deteriorated after the oil shocks, Brazil and Mexico
attempted to sustain the strategy of import substitution
through borrowing from abroad. But this analysis misses the
other component of debt ~Kdebtor countries had to perceive
borrowing as relatively atg;;;£i§e,rénd this implies a great
deal about the availability and conditions of financé frbm
qE;oad. This thesis will shed some light on that line of
inéﬁiry, by analyzing the the most powerful influences on
external finance for Latin America, American banks and the

U.S. government.

A different line of academic literature has emphasized

4 Nigel Harris, The End of the Third World (London: Penguin

Books, 1986), 76-82.
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the role of the IMF in the developing country debt crisis.
Cheryl Payer, in The D Trap, looked at the power of the
IMF over Third World countries:

Since its founding at the end of the
N Second World War, the IMF has been the

chosen instrument for imposing

imperialist financial discipline upon

poor countries under a facade of

multilateralism and technical

competence.?’
The sole connection drawn between the IMF and the agents
which support it is left very vague: the real villains of

-4? the piece are "the multinational corporations and capitalist
governments which are the natural enemies of Third World
independence”.’® This thesis argues that the largest
influence behind international financial institutions is the
U.S. government, and that the U.S. government used the IMF
to promote its national self-interest - for support for
American banks and for political cover from Third World
reactions - and not for the support of some broader and
vague goal such as capitalist imperialism.
As the Latin American debt situation moved toward

crisis, a great deal was written on the power of the banks.

Much was made of their ability to deter debtors from taking

uncooperative action, or to impose unacceptable costs on

15 Cheryl Payer, The Debt Trap: The IMF and the Third World
- (Harmondsworth: Penguin Books, 1974), x.

¢ Ibid., xii-xiii.
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them if they did so. Charles Lipson argued in 1981 that
Commercial banks are crucial actors here. It is
bank lending syndicates that are the source of
powerful and virtually self-sufficient sanctions
against default by solvent borrowers.'
The only potential weakness Lipson acknowledged at the time
was the situation in which the sanction power of the banks
was undermined by the incapacity of the banks to take
concerted action. But he was confident that the IMF could
provide the necessary leadership and maintain bank unity
toward debtors.!® At the same time as this analysis
overemphasized the power of the banks, it also
underemphasized the potential power of the debtors and the
direct role of the OECD governments, and especially the U.S.
government. In particular, the U.S. Treasury went to great
lengths to maintain a high degree of unity among the banks
in the early stages of the debt crisis, and this unity
contributed to the largest banks’ power vis-a-vis the debtor
countries until the late 1980s.

William Cline has written a history of the debt

crisis! in which he characterized the banks as subservient

World Debt,”

7 Charles Lipson, "The International Organization of Third

in International Political Economy, eds. David Lake

and Jeffrey Frieden (New York: St. Martin’s Press, 1987), 321.

18 1bid., 321-327.

1 william Cline, In n nal D : mic Risk and Poli

Response (Washington, D.C.: Institute for International Economics,
1984).
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to the U.S. government and the IMF once the debt crisis had
broken. This subservience manifested itself in the
continued extension of private credit, which gave Cline the
hope that debtors could successfully adjust and end the
crisis.?® 1Indeed, this was the case for the year after the
debt crisis, in which Cline wrote the book. But the
evidence since then has indicated that the banks have
rejected the role assigned to them by Treasury plans.
Moreover, neither the Treasury nor any other government
institution has attempted concretely to impose that strategy
on the banks. Because of these developments, the
relationship between the banks and the U.S. government needs
more careful attention.

Finally, Robert Gilpin has combined attention on the
leadership provided by the OECD governments and the IMF with
recognition of the fact that the banks had decidedly turned
against lending to Latin America. The only two connections
Gilpin makes between the two is the fact that the banks were
urged to lend by the Baker Plan, and that the banks’
decision to reduce lending was reinforced by regulatory

pressures which limited foreign loans.?' Other than this

20 1bid., 29-34.

21 Robert Gilpin, The Political Econom nternational
Relations (Princeton, N.J.: Princeton University Press, 1987), 317-
327.
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reinforcement’ and encouragement, little is made about the
complex relationship between the banks and the U.S.
government, and how that relationship allows the banks to
resist some forms of government pressure and forces them to
bow to others. In this regard an explanation of the
individual and collective interests of these institutions
requires attention.

It is readily apparent that most sources used for this
thesis are western’. The literature used to support the
thesis is composed principally of Western institutional
literature, scholarly books and journals, and the financial
press. This is the case because this thesis is not an
attempt to study Latin American countries, or the
differences and similarities among their circumstances and
policies. Such will be considered only when they have
vitally affected the position and negotiating stance of
creditors.

This thesis is also not an attempt to study
international financial institutions. These institutions
will enter the analysis, but only when they were formed and
when they played their role in the the 1982 crisis and
after. The IMF and the World Bank, for example, played
relatively small roles as sources of finance for developing
countries up until the early 1980s. They were conservative
in nature, and had little resources relative to the needs of

20



the debtor countries in the face of the o0il shocks and the
large payments imbalances which ensued. The role these
institutions played after the 1982 crisis will be examined
in light of its contribution to the overall U.S. debt
strategy.

This thesis is an attempt to understand how the supply
of credit to Latin America is affected by the respective
roles of the banks and the U.S. government, and the
relationship between them. The actions and interactions of
the commercial banks and the U.S. government, as well as the
sometimes coherent, sometimes contradictory policies of
different government institutions, have all been crucial to
the development and evolution of the debt crisis.

Therefore, considerable emphasis is placed on an analysis of
the logic which drives the commercial banks and U.S.
government institutions to act as they do, and the struggles
over economic ideology and interest as they are manifested
within the U.S. political system, and their consequences for

the Latin America debt crisis.

3. The Structure of the Thesis

The first chapter will begin with a brief description
of the nature of the international monetary and financial
systems immediately following'the war. It shall be shown

21



that, in contrast to today'’s system, it was overwhelmingly
dominated by governments, according to international
agreement.? However, this characteristic changed over
time as the U.K. government encouraged the development of
the privately-dominated Euromarkets, and other governments,
including the U.S., did nothing to inhibit their growth. 1In
fact, the markets were encouraged because they satisfied
important interests.

The international monetary order after the war was

" established at Bretton Woods in 1944. IE_Yfﬁ,an attempt to

construct a dollar-gold exchange standard, one in which the
U.S. dollar was the world's key reserve currency. The
status of the dollar was based on the U.S. commitment to
ﬁgintain the fixed price of gold at U.S.$35 per ounce. This
commitment helped dollars to become an alternative source of
international liquidity to gold: U.S. balance-of-payments
deficits were settled with outflows of gold and dollars, and
these outflows financed European and Japanese
reconstruction.®

But this international monetary system depended on the
willingness of the foreign countries to accept the dollar as

the key reserve and transaction currency. This willingness

2 Richard Gardner, Sterling - Dollar Diplomacy, 2-3. Jim

Hawley, Dollars and Borders (London: M. E. Sharpe, Inc., 1987), 7.
3 Hawley, Dollars and Borders, 7-8.
22



was in turn based partly upon the confidence of foreign
currencies in the free convertibility of the dollar into a
fixed amount of gold. This confidence, however, was
undermined by the excessive growth of U.S. dollars in
comparison to its gold supply.? The consequences of the
over-supply of dollars were ameliorated at first by the
creation of the Euromarkets, and then the U.S. decision to
abandon the Bretton Woods system.

The Euromarkets were crucial for the alleviation of
international economic conflict. For the Europeans and
others, the markets absorbed the oversupply of dollars (that
amount of dollars which foreign governments were
accumulating, and that amount which those governments wanted
to hold) in the 1960s. For the Americans, these markets,
which were based largely on dollar-denominated transactions,
helped to stabilize demand for the dollar and thus reduce
the outflow of gold from the U.S. Finally, markets also
emerged as a source of liquidity for non-oil producers in
the 1970s, and thus a way for governments to evade greater
responsibility for action in the wake of the o0il crises. 1In
fact, those markets were used by many governments to avoid

or mitigate the impact of substantial macroeconomic

% Gilpin, The Politiacal Economy of International Relations,
137-141.
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adjustment.?s

The Euromarkets also served private market interests.
London banks were subjected to government controls on
sterling in the late 1940s and 1950s. However, they were
able to continue to compete in international financial
services because operations in the Euromarkets were
conducted in other currencies.? BAmerican transnational
banks and corporations (TNBs and TNCs) used the Euromarkets
to overcome U.S. capital controls which were imposed in the
1960s. These controls discouraged private capital outflows
from the U.S. in the forms of investment and lending.?
U.S. TNCs were thus encouraged to finance their investment
and trade from funds in the Euromarkets. American TNBs soon
followed in order to service their corporate customers, and
pursue other lines of international business.?®

The Euromarkets could only postpone the day of
reckoning for the Bretton Woods system, however. The over-

supply of dollars eventually spurred private speculation

25 Eric Helleiner, "The Internationalization of Private Finance
and the Changing Post-war Order: The Unplanned Child’,"” Paper
presented at the ISA/BISA conference, London, 28 March - 1 April
1989 r 2_8.

% Helleiner, "The Unplanned Child”, 5.

%7 Hawley, Dollars and Borders, 43-47.

® W.P. Hogan and I.F. Pearce, Th redi E liar
(London: Unwin, 1984), 64.
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aginst the dollar, and led to transfers of capital ...
other currencies and gold. In addition, foreign central
banks began to conduct conversions of dollars into gold. 1In
order to defend the dollar, the U.S. closed the gold window
by suspending the convertibility of dollars into gold in
1971.* The U.S. gained several positive results from this
move: it released the dollar from the discipline imposed by
the commitment to gold convertibility?; it allowed the
U.S. to leave the determination of exchange rates to private
markets, and these markets effectively produced a
devaluation of the dollar (which was prevented by the
Bretton Woods arrangements)3!; and it left the world on a
de facto pure dollar standard, in which the U.S. Treasury
controlled the world’s key currency with little external
constraint.®

One of the major consequences of the transition to a
pure dollar standard was that then, more than ever, the

world was subject to the effects of U.S. macroeconomic

?» Howard Wachtel, The Money Mandarins (New York: Pantheon
Books, 1986), 75-85.

3%  Benjamin Cohen, "U.S. Monetary Policy and Economic

Nationalism,” in The New Economic Nationglism, ed. Otto Hieronymi
(London: Macmillan Press, 1980), 56.

31 Susan Strange, Casino Capitalism (New York: Basil Blackwell,
1986), 38-40.

2 Gilpin, Th iti nom In i 1R ions,
140-141.
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policy, just at the time that such policy was released from
important international constraints. Over the next decade,
U.S. monetary policy would continue to be expansive, with
marked growth in 1971-1972 and 1975-1977.%

But the growth in dollars not only came from government
policy - they also were created in private markets, through
bank notes and bank deposits.3* The Euromarkets became a
major, and relatively unregulated, source of liquidity in
the 1970s with the advent of the o0il shocks. The shocks
brought about huge payments imbalances, and the banks in the
Euromarkets moved aggressively to attract OPEC deposits in
order to finance oil-importing countries. The availability
of credit from the banks had two effects for oil-importers:
it made the financing of balance-of-payments deficits more
attractive than adjustment, and it lessened the balance-of-
payments role of the IMF.%
| Given the profitability of lending to Latin America in
the mid-1970s, and risk-reducing techniques such as loan

syndication and floating interest-rate loans, there followed

3 Richard Timberlake, "Federal Reserve Policy Since 1945: The
Results of Authority in the Absence of Rules,” in Money in Crisis,
eds. Barry Siegel and Leland Yeager (Cambridge: Ballinger
Publishing Co., 1984), 182.

3# 1bid., 204.

3 pavid Llewellyn, "The Role of International Banking”, in The
Political Economy of International Finance, ed. Loukas Tsoukalis
(London: The Royal Institute of International Affairs, 1985), 213.
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a herd effect in which many Western, and especially U.S.,
commercial banks competed aggressively to extend loans to
Latin American sovereign debtors,ff This is the period in
which many of the largest banks built up their exposure
beyond prudent limits, and in which prudential supervisory
authorities failed to act.¥ Although many of the

financial indicators in the Latin American debtor countries
showed no cause for undue alarm, this was the case in part
because of the prevailing, underlying international
macroeconomic conditions. The banks and the government knew
well of the banks’ overextension, and of the potential
threat to the American and international financial systems.
But warnings to this effect were overcome by the evidence of
sufficient profit and stability, and disaster myopia’.3®

It was also overcome by concerted action between the banks
and government officials which had an interest in ensuring
the international competitiveness of the banking

community.?

3 United Nations, Economic Commission for Latin America and
the Caribbean, Transnational nk Behavi n he International
Debt Crisis, 1989, 38.

% Wellons, Passing the Buck, 100-116. Wellons characterizes
the period as subject to an enforcement hiatus’.

i Benjamin Cohen, In nter (New Haven: Yale
University Press, 1986), 44-46.
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Chapter two will explore the consequences of American
domestic politics for its macroeconomic policy, which so
vitally affects the international and Latin American
economies. A conjuncture of events occurred in the late
1970s which precipitated the debt crisis.<i;§rst, the second

oil crisis helped to unleash new waves of payments

imbalances and bank lending to the Latin American countries
(through the Euromarkets./ikrom 1977 to 1978, gross
Eurocurrency credits to Latin America rose from U.S.$9.4
billion to U.S.$18.5 billion. For the next two years the
figures were U.S.$22.0 and $18.1 billion, respectively.*

However, there were important differences in the nature
of the loans as compared to earlier ones. For instance,
maturities on loans had been shortened. This was a response
by the bankers to the increased risk due to the increases in
stocks and service-burdens of debt. But it merely served to
bunch the debt coming due in the near future.** Another
difference between lending after the two o0il shocks was that
the ratios of debt service requirements to various measures

of the debtor countries’ capacity to pay (to exports or GDP,

for example) had reached truly worrisome levels. If there

40 Robert Devlin, D n risis in Latin Ameri (Princeton,
N.J.: Princeton University Press, 1989), 40.

' Harold Lever and Christopher Huhne, Debt and Danger
(Harmondsworth: Penguin Books, 1985), 58-61.
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was any negative fluctuation in the capacity to pay (such as
recession in export markets), or an unexpected rise in debt-
servicing costs (such as a rise in real interest rates),
debtor countries might find it impossible to continue to
service their debts. And that spelled trouble for the
banks.*?

Second, a loose but broad coalition of political forces
in the U.S. arose in the late 1970s and early 1980s to
establish a campaign against inflation, and the primary
instrument was contractionary monetary policy. This helped
to bring down inflation, stabilize the wvalue of money and
draw capital to the U.S. from around the world.** The
effects of the prolonged and intense pursuit of tight money,
however, were first the squeeze on all debtors, including
those from Latin America, and then the accumulating problems
for their creditors, the U.S. banks. 1In 1982, the creditors
were faced with two of their worst fears: i) sovereign
debtors asserted their illiquidity, and ii) Mexico, one of

the largest and most cooperative debtors, and of ultimate

2 Llewellyn, "The Role of International Banking,” 217.

43 Colin Crouch, "Inflation and the Political Organization of

Economic Interests”, in The Political Economy of Inflation, eds.
Fred Hirsch and John Goldthorpe (Cambridge: Harvard University
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importance to the U.S., was about to declare a moratorium on
its debt payments. If other debtors followed suit,
thousands of banks would be faced with insolvency, and their
governments would be forced to come to the rescue in drastic
fashion.*

The final section of the second chapter contains an
analysis of the initial U.S. strategy toward the resolution
of the debt crisis. It shall be demonstrated that the U.S.
treated the debt crisis primarily as a crisis for the banks.
Two of the central elements of the U.S. debt-management
strategy reflects this concern: the strategy put great
pressure on the debtors to service their debts on
contractual terms, and little pressure on the banks to lend
new money. The results of the strategy over the next two
years reveal that the banks were the top priority: the banks
profited during the early phases of the crisis, built up
capital at the same time, and continually decreased their
new lending to Latin America. The Latin American debtors
slashed imports and domestic investment, and incurred
growing poverty and social unrest. When the debtors began
to show signs of rejecting the U.S. strategy, the U.S.
government came up with the Baker Plan.

Chapter three concerns the details of the Baker Plan,

44 Cohen, In Whose Interest?, 212-214.
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and the Brady Plan which followed it. The strategies have
evolved over time, with important changes, but the
similarities are strong and enduring. In fact, many of the
original ad hoc tactics of the U.S. government became
institutionalized. On the one hand, debtor macroeconomic
adjustment has remained the key element of those
strategies.*® The U.S. Treasury has continued to exert
pressure on the debtors to maintain debt service, and thus
prevent the banks’ loans from being declared non-
performing’ (in the event of which the banks must set aside
capital).

On the other hand, the U.S. prudential supervisory
authorities have effectively encouraged American commercial
banks to reduce their exposure and new lending to Latin
America. This effect has been reinforced by the recent
capital standards agreement which discriminate against
international loans. The result of these policies has been
a continuous financial bind for the Latin American debtors,
and revolving periods of debt service and effective default.

Chapter four will examine the successes and unfortunate
consequences of these strategies for the U.S. The successes
include the restoration of some stability in the American

banking system. An important consequence involves the

4> Jeffrey Sachs, "Making the Brady Plan Work”, in reign
Affairs 68, no.3 (1989): 89.
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negative impact of the Latin American debt crisis and the
rescue of the banks for the non-financial sectors of the
U.S. economy. Specifically, debtor countries have adjusted
to the debt crisis partly through policies which have
compressed imports and boosted exports. This has cut
American exports, both to Latin America directly, and to
customers for which U.S. exporters compete directly with
Latin American exporters.

The fourth chapter will also provide a brief discussion
of the relative influences of domestic American interests on
the U.S. government, and how the relative strength of the
banks, and the relative weakness of producers and exporters,
has helped to shape and maintain the U.S. debt-management
strategy. Stemming from this discussion is a suggestion as
to how the U.S. government could alter the course of the
debt crisis by altering its perceptions about its self-
interest in the region. 1In particular, the U.S. can promote
its economic self-interest by alleviating the costs of the
debt crisis for Latin American debtors. Less Latin American
debt might lead Latin American countries to adjust their
current policies; this in turn might mean more exports, less
export competition, and an improved trade balance for the

U.S. in the future.

32



Chapter One

Some of the Building Blocks of the

Latin American D risi

1. Introduction

The basis of the post-war international financial
order was determined at the Bretton Woods conference in
1944. Two aspects of that order are essential for
understanding the development of the Latin American debt
crisis: the nature of both monetary and financial
arrangements. The study of these arrangements is essential
because U.S. post-war macroeconomic and financial policies
helped to undermine them, and thus the stability they helped
to provide. The Latin American debt crisis was in large
part a consequeﬁéeﬁsf £hose policies.

First, those agreements effectively located the U.S.
dollar at the centre of the international financial and
monetary systems.! Proclaimed as an attempt to provide
greater international monetary stability, they established
the dollar as the principal reserve asset for central banks

- the dollar-gold exchange standard’. All other countries

! Hawley, Dollars and Borders, 7.
33



than the sterling bloc settled their international balances
in dollars. The U.S. maintained the fixed price of gold at
U.S.$35 per ounce, maintained substantial gold reserves, and
settled external accounts with gold bullion payments and
receipts.? In this way, American macroeconomic policy, and
its effect on the value and stability of the dollar,
acquired powerful influence over the cohesion and stability
of international monetary system.?® With this amount of
influence comes an expectation of commensurate
responsibility for the sensible management of American
macroeconomic policy.

Second, those agreements provided for a system which
was meant to avoid the crises of the 1930s - a period of
catastrophic disorder in private international financial
markets. 1In this regard, governments agreed to segment and
regulate international finance, and legitimize and aid a
variety of forms of government intervention and domination
in the sphere.*

There are many U.S. policy decisions which helped to

2 Michael David Bordo, "The Gold Standard: Myths and
Realities”, in Money and Crigis, eds. Barry Siegel and Leland
Yeager (Cambridge:Ballinger Publishing Co., 1984), 210.

3 Eugene Versluysen, The Political Economy of International
Finance (New York: St. Martin’s Press, 1981), 27.

* Leonard Rapping, International Reorganization and American
Economic Policy (New York: New York University Press, 1988), 140.
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undermine these institutional structures, but several broad
trends stand out in particular. One concerns the privilege
which the gold-exchange standard permitted the U.S.:
American balance-of-payments deficits could be liability-
financed in its own currency.® In the early years of the
post-war period, this system had sufficient appeal to both
the U.S. and its economic partners such that the underlying
order was not challenged in a serious way. The U.S. enjoyed
relative freedom from international financial constraints,
and was able to maintain a surplus in the current account.
America’s partners sustained their corresponding current
account deficits through U.S. foreign aid and military
spending, including the Marshall Plan.® The outflow of
dollars from the U.S. allowed Western Europe, Japan and
others to rehabilitate their economies and their export
industries.”

From the 1950s onward, however, the U.S. began to
generate large and sustained budgetary and balance-of-
payments deficits. The consequence of these deficits, and

the expansive monetary policy which underpinned them, was

> Benjamin Cohen, "United States Monetary Policy and Economic
Nationalism”, 55.

¢ Fred Block, The Origi International nomi
(Berkeley: University of California Press, 1977), 107.

7 Ibid., 55-56. Hawley, Dollars and Borders, 10-11.
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excessive growth in the supply of U.S. dollars in relation
to the more slowly growing gold supply which backed the
system. The Europeans and the Japanese, once they had
obtained sufficient dollar reserves, began to challenge the
U.S. over its macroeconomic policies, and the priveleges the
U.S. gained from the operation of the dollar-gold exchange
system. Nevertheless, the U.S. persisted in running these
deficits, and instead of pursuing painful structural
economic changes to correct them, it decided to follow
expansive monetary policy and smash the Bretton Woods
system.® Both of these decisions helped to accelerate
inflation in the 1970s.?

The inflation of the 1970s seemed to be an apparent

1=

boon for many Latin American countries, in two ways. First,
inflation translated into a force for the depreciation of
the dollar. 1In turn, this helped to drive up the costs of
raw material and metals prices in dollar terms, and made
Latin America more attractive to investors and banks.
\//Second, inflation helped to offset, if not counter, the

rates of interest charged by most lenders, and thus

8 Gilpin, The Political Economy of International Relations,
134-137.

? Ibid., 138-140.
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borrowing made sense.!° -These are two of the forces which
led commercial banks and Latin American sovereign debtors to
develop their relationship into one of wvulnerable
interdependence. But as the 1970s progressed, there
developed within the U.S. the seeds of a conservative
response, the response of which was to deflate, and throw
the bank-debtor relationship into disarray and crisis.

The regulation and segmentation of international
finance were undermined by the effects of both American
domestic and international financial policy. On the
domestic side, commercial banks were restricted from freely
deciding interest rates, participating in certain fields of
financial services, and in certain geographical sectors of
the U.S. market, by pre-WWII legislation. The commercial
banks chafed under these restrictions, and were further
irritated by the restrictive terms of the Bretton Woods
system, and, later, the capital control measures imposed by
the Johnson Administrations in the 1960s.!! Given these
constraints in the domestic domain, international activities
looked relatively attractive, and more and more American

banks began to open offices abroad, where the regulatory

1 Alfred Watkins, Till Debt Do Us Part (Boston: University
Press of America, 1986), 21.

1 Hawley, Dollars and Borders, 101-106.
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environment was less restrictive.!?

Over the 1960s, U.S. banks began to participate more
actively in the Euromarkets, where currencies were held
outside of the jurisdiction of the issuing country. The
advantage of these markets included freedom from many
national regulatory restrictions, and thus an important
competitive edge.!®* The U.S. not only failed to bring
these markets under some sort of government management, as
would be fitting of the spirit of Bretton Woods, but it also
encouraged its commercial banks to participate in the
markets, and even tapped the markets itself in the 1970s.™
In this way the nucleus of a largely private international
financial system developed. When the two o0il shocks induced
OPEC surpluses and others’ deficits, the leading powers,
including the U.S., were able to choose the private system
for recycling surpluses rather than the public system.

The internationalization of the international
financial system was also aided by the effects which the
Euromarkets had on domestic financial systems. As

international commercial banks gained a competitive edge,

12 Ralph Bryant, International Financial Intermediation

(Washington, D.C.: The Brookings Institution, 1987), 67.
13 Tbid.

4 Lever and Huhne, D nd nger, 52-57. Helleiner, ”"The
Unplanned Child”, 7-8.
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policy-makers began to incur pressure to deregulate their
domestic sytems so as to maintain competitive domestic
financial sectors. Throughout the 1970s the U.S. passed
several pieces of legislation which undercut the effects of
pre-WWII legislation. One consequence of these actions was
to allow a trend toward higher interest rates, which were

further spurred by inflation and financial innovation.??

2. The Bretton Woods System

The Bretton Woods conference of 1944 set out
commitments which were meant to stabilize and liberalize
international trade, finance, and investment. It also
created institutions to supervise and maintain the
system.!® It set the stage for post-war international
finance by delineating the principles and rules which would
serve to anchor the system.

The general object was to promote multilateralism to
international financial relations, with enough exceptions
for nations aiming to reconstruct after the war or to adjust
to temporary financial problems. The goal was in all

likelihood based on the experience of the interwar period;

> Rapping, Intenational Reorganization and American Economic
Policy, 91-125. Henry Kaufman, Inter R n he New

Financigal World (New York: Times Books, 1986), 120-122.

¢ Jeffrey Frieden, Banking On The World (New York: Harper and
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it sought to "prevent the recurrence of the competitive and
disruptive trade and payments practices which had devastated
international commerce and finance of the 1930s.”! 1In

that period, there was a "free-for-all regime” in which
countries consciously engaged in competitive depreciations
of their currencies in attempting to cope with their
critical payments and unemployment problems.”!® The long-
term object of multilateralism was one which sought the flow
of capital across national boundaries "in response to the
law of supply and demand without political interference
favouring one nation or another.”?

The International Monetary Fund (IMF) and the
International Bank for Reconstruction and Development (the
World Bank) were created to serve these ends.\ The World
Bank was created in order to funnel investment into projects
that were "essential to a healthy world economy”, such as
ports, canals, and irrigation systems, but would not likely
be undertaken by private capital;féfhe World Bank would

borrow from private investors and lend "on its own

7 D.F. Lomax, The Developing Country Debt Crisis (London:
Macmillan Press, 1986), 1.

8 Benjamin J. Cohen, "A Brief History of International

Monetary Relations”, in International Political Economy, eds.
Jeffrey A. Frieden and David A. Lake (New York: St. Martin'’s Press,
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responsibility and at its own risk."? The Bank's first
focus was the provision of assistance for the reconstruction
of the productive capacity of Europe, but later the Bank
turned to the longer-term task of aiding the development of
the LDCs.#

r The IMF dealt with two broad issues: balance-of-
payments adjustment and international liquidity. The first
issue concerned the methods by which countries would seek to
remedy payments difficulties when they arose. The second
issue concerned the provision of adequate foreign exchange
reserves allowing nat;ons to avoid discriminatory practices
in the face of temporary balance-of-payments
difficulties.?® This provision of liquidity would allow
countries to overcome temporary balance-of-payments problems
without sacrificing important domestic objectives such as
economic growth.®

he first issue was settled with an agreement by
which countries refrained from arbitrarily managing their
exchange rate in order to remedy their trade balances. The

Bretton Woods system was based on a commitment to fixed

20 rrieden, Banking on the World, 63.

21 A.I. MacBean and P.N. Snowden, International Institutions
in Trade and Finance (London: George Allen and Unwin, 1981), 211.

2 Ibid., 37.

3 Gardner, Sterling-Dollar Diplomacy, 71.
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exchange rates. Each nation was obliged to declare a par
value for its currency, by which nations committed
themselves to keeping the exchange rate of its currency
relative to the dollar within a prescribed band. The
standard for this system was the U.S. dollar, which was
convertible into gold at $35 dollars an ounce.?* The IMF
was designed to supervise adherence to the maintenance of
those par values, and any changes in them.?

The second issue was settled by the creation of the
Fund as a supplementary source of reserves, so that
countries could draw upon it in times of balance-of-payments
problems to defend the par value of their currencies.?
Member nations agreed to deposit contributions with the
Fund, in the form of gold, local currencies and government
securities, and the Fund could advance short-term credits to
members in order to ride out temporary problems without the
resort to discriminatory measures in trade and exchange
rates.? The interesting characteristic of the arrangement

is that the only large creditor in the post-war period, the

2 1bid., p.39. Gilpin, The Political Economy of International
Relations, 134.

?5 Joan Spero, The Politics of International Economic Relations
(New York: St. Martin’s Press, 1985), 37.

% Cohen, "A Brief History of International Monetary
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U.S., had great influence over all debtors: debtors could
only draw upon as many dollars as the U.S. would deposit
with the Fund.?® This, and the veto power the U.S. derived
from its allocation of votes in the Fund®, gave the U.S.
direct discretionary power .to influence debtor through the
supply of international official credit, and access to it.

A further note needs to be made concerning the
Fund’'s and Bank'’s supply of liquidity and lending policies.
The total resources of both institutions were far too
inadequate relative to the financial needs of countries
trying to reconstruct after the war. Extensive bilateral
(Marshall) aid augmented the funds available through the
World Bank for the purpose of European and others’
reconstruction. Moreover, the Fund was prohibited from
lending for the purposes of relief and reconstruction
finance.®* Finally, the terms for loans from both
institutions were conservative and stringent, imposing a
degree of conditionality which made those funds desirable
only in the last resort. All of these qualities helped to
make the institutions acceptable to private financial

actors: the Bank and the Fund did not compete with them, and
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in fact they reinforced market discipline.3 Those
qualities also ensured that the Bank and the Fund would play

a relatively small role in international finance.?

3. Th reakdown he Br n

The breakdown of Bretton Woods was greatly aided by
the development of contradictory U.S. economic policies.
Specifically, the U.S. sought to preserve the advantages of
Bretton Woods - the role of the dollar and its privileges -
while undermining the stability of the dollar with
inflationary domestic macroeconomic policies and the
enlargement of military commitments abroad.3? 1In addition,
the U.S. took no fundamental steps to deal with the
consequences developing from the internationalization of its
corporations. The internationalization process involved the
transfer of large amounts of dollars out of the U.S. for the
purposes of investment and lending, and this transfer
exacerbated the deficit on the capital account. The growth

in the supplies of foreign-held dollars soon came to exceed

31 Frieden, Banking on the World, 63-65. Spero, Th liti
of International Economic Relations, 181-183.

32 Benjamin Cohen, "A Brief History of International Monetary
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the demand for dollars on the part of America’s major
economic partners, and this led to instability and conflict
in the international monetary order. In addition, once the
banks established offices overseas, those branches operated
in a very different and more lenient regulatory environment.
The latter was a key to the growth of the Euromarkets and

the development of the Latin American debt crisis.

A) Th nderminin internation mon r ili

The operation of the gold exchange standard provided
for an extended period of relative international monetary
stability. This system, established at Bretton Woods,
placed the dollar at the heart of international finance and
commerce, because it was based upon a commitment by the U.S.
to keep the dollar convertible into gold at $35 per ounce.
Other nations agreed to support the value of their
currencies around a pegged’ exchange rate to the dollar.
The U.S. commitment to the stability of the value of the
dollar in terms of gold, and the confidence in that
commitment based on America’s large gold holdings, made it a
virtually risk-free, and thus preferred, denominator for
international financial transactions.3*

Other nations needed to obtain and keep large

27.

3# vVersluysen, Th litical Economy of International Finance,
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amounts of American dollars for reconstruction and balance-
of-payments settlement as the dollar became "the principal
numeraire and currency of settlement for international
trade.”3® These needs were so great as to prevent many
countries from restoring convertibility immediately after
the war, and thus from adhering to the principles of Bretton
Woods. But this was to be transitional, and with a
relatively small intial liquidity pool for the IMF, these
countries had to depend on the U.S. balance-of-payments
deficits and private American aid, finance and investment
for supplies of dollars.¥

These arrangements kept demand for the dollar at
high levels, even as late as the mid-1950s; the period was
characterized by a dollar shortage’.¥ They also help to
explain why the dollar did not come under speculative
pressure throughout the late 1950s as military spending and
Marshall aid, and U.S. private foreign investment and

commercial bank lending, poured dollars overseas in return

3 1bid., 22.

36 Block, The origins of International Economic Disorder, 110-
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37 James Burtle and Sydney Rolfe, The Great Wheel (New York:
Quadrangle 1973), 70-72. It should be noted that i) the perceptions
of a dollar shortage persisted even up to 1957, and ii) up until
the late 1960s, the U.S. had a current account surplus, which was
usually more than offset by a capital account deficit.
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for influence, assets, and profits.3

That order underpinned a remarkable period of global
expansion in production, trade and investment. The world
statistics on gross domestic product and export and
production show that growth was a constant characteristic of
the 1950s and 1960s.3® But three other trends of this
period deserve attention. First, as U.S. transnational
corporations spread into Europe, American transnational
banks followed them to provide financial services. This was
partly a result of the nature of European capital markets at
the time: the limited size of some of the countries within
Europe, restrictions on the free flow of investment funds
between them, and the abnormal needs and circumstances of
postwar reconstruction.*® Second, in the case of the
largest TNBs, they came to conduct a large amount of
business out of these European branches relative to that
conducted by branches at home.*

Third, this posed an important potential challenge

%8  1Ibid., 70. Versluysen, h Political nom £
International Finance, 29-30.
3% Lomax, The Developing Country Debt Crisis, 2. Bryant,
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to the U.S. government: a healthy and competitive banking
sector was strategically necessary, but the TNBs'
international activities were partly beyond the government’s
jurisdiction.*? Indeed, the TNBs international interests
could be at odds with, and even oppose, those of their
government. Both TNCs and TNBs were exacerbating the U.S.
balance-of-payments deficits in the 1960s.** This
development concerns the the limits of U.S. regulatory power
and the growth of the Euromarkets, and more shall be said
about this topic under the heading of international finance.
Some of the very underpinnings of the post-war
growth soon began to falter, however. American military
leadership of the West remained relatively stable, but U.S.
political and economic leadership became more and more
contested over the 1960s and 1970s. Notably, the U.S. was
trying to accommodate the pursuit of a variety of political
and economic interests: the containment of communism around
the world, including the Viet Nam war; the pursuit of
inflationary macroeconomic measures, such as the tax cuts of
1964, the Alliance for Progress, the Great Society program

and the space program; and Nixon’s re-election measures.

2 Philip Cerny, "The Reregulation of Financial Markets in a
More Open World”, Paper presented at the ISA conference, Vancouver,
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The costs of these policies were partially offset with a
overly expansionary monetary policy.** But this expansive
monetary policy led to tremendous inflationary pressures and
more capital outflows, as investors switched to assets in
more stable currencies, such as the deutschemark. These
inflationary and speculative pressures were in turn central
to the undermining of the fixed exchange-rate system, a
pillar of the Bretton Woods sytem, because they produced
overwhelming pressure on the U.S. to defend the dollar'’s
fixed value. After paying a heavy price to do so over the
1960s, the U.S. was no longer willing to do so at the
beginning of the 1970s.*

Conversely, the growing export competitiveness and
wealth of Western Europe and Japan gave those nations more
powver in the international economic system, and consequently
more of an ability to influence U.S. policies.*® There was
no mistaking their objections to U.S. abuse of the gold
exchange standard. Expansive U.S. monetary policy served to
finance the U.S. interests mentioned above, but threatened

to intensify instability and conflict in the international
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monetary system through the undermining of confidence in the
American commitment to dollar convertibility.*” The basis
of the post-war monetary order was changing, from one in
which all of America’s partners desperately needed dollars,
to one where the largest of the partners (West Germany and
Japan) agreed to hold onto dollars despite their already
large and growing dollar reserves.*®

Other objections to the over-supply of dollars, led
by the French, focused on the fact that the U.S. used
expansive monetary policy to underwrite imperial policies
around the world. The objection was that the U.S. was
funding its global ambitions, some of which many of her
allies considered abhorrent (the escalation of the Viet Nam
war was an example), through a monetary policy which
threatened the international monetary system. The only
potential constraint on these ambitions and policies was the
threat of large-scale conversions of the dollars that Europe
and Japan already held into gold. This threat was only used
by the French, however, and certainly not on a major scale;
a concerted conversion would have seriously undermined the

whole of the Bretton Woods system, and that would have hurt
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every nation’s interests.*” However, the continuation of
that arrangement would require extensive policy adjustments
in the most powerful nations.

Signs of the unravelling of the post-war
international monetary system appeared as early as the late
1950s. In academic circles, the French economist Jacques
Rueff, in 1958, warned of the inherent and developing
difficulties in the relationship between relatively slow
growth in the gold supply and a relatively rapid growth in
the supply of U.S. dollars. Yale economist Robert Triffin
produced another work, Gold and the Dollar Crisis, in the
same vein in 1960. This work argued that the flaw of the
dollar-exchange standard centred around the inherent
contradictions of the dollar’s roles in the post-war
international financial system. On one account, that system
required American balance-of-payments deficits in order to
increase international liquidity; but on another account
prolonged periods of such deficits would generate a dollar
overhang’ and undermine confidence in the dollar and the
dollar-exchange system. However, neither of these important
warnings were heeded in U.S. official policy circles at the
time, because American gold supplies still seemed relatively

adequate, and the American general inflation rate was still

“° Cohen, "A Brief History,” 266.
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relatively low.%°

The second sign of the unravelling of the Bretton
Woods order came about as a consequence of political
developments in West Europe. On the one hand, the European
Payments Union was dissolved, and thus many West Europe
countries returned to external convertibility for the first
time in the post-war period. The simple fact was that the
dollar shortage was easing. On the other hand, the Treaty
of Rome was signed in 1958. This created an economic space,
in the form of the Common Market, behind a unified tariff
barrier; this had the effect of encouraging large flows of
American investment dollars from the U.S. to Western Europe,
and in turn the deterioration of the American capital
account deficit and the development of a dollar glut.?®!
The consequences of these political processes were augmented
by the simultaneous advent of an American recession in 1958
which, when set against the robust growth in West Europe,
further encouraged dollars to flow across the Atlantic.%?

These developments precipitated a spate of conversions of
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dollars into gold®, and the creation of the seeds for an
American political reaction, which sought to limit the
outflow of capital - the capital export restraint
initiatives of the 1960s.%

The U.S. government tried to stem the outflow of
capital from the U.S., without inducing foreigners to
exchange dollars for other currencies, through a series of
banking and commercial regulations which were instituted
throughout the 1960s. These were the Interest Equalization
Tax (I.E.T.) of 1963, the Voluntary Foreign Credit Restraint
(V.F.C.R.) programme of 1965, the Johnson Guidelines' and
the witholding tax of 1968. The specific purpose of these
regulations was to reduce the export of loan funds and
investment capital by U.S. banks and corporations, and

foreigners, either voluntarily or mandatorily.®

B) The i L ionalization international finan
The internationalization of the international
financial system came about not as the product of any single

nation’s policy, nor as the result of international
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cooperation. It came about in a piecemeal fashion over
time. This development was due in part to the post-war
agreement that governed the international financial system;
it was an agreement that sought to limit the involvement of
private actors by allowing governments to intervene with
exchange and capital controls. Indeed, many of the authors
of the Bretton Woods agreement were positively hostile to
the thought of private sector domination of the field, and
thought that government intervention was prudent and
reasonable. U.S. Treasury Secretary Henry Morgenthau had
pointed out that one of the goals of the Bretton Woods
agreement was to "drive ... the usurious moneylenders from
the temple of international finance.” Keynes strove to
ensure that governments would have the right to intervene in
central areas of international finance; for instance, Keynes
noted that "the plan accords every member government the
explicit right to control all capital movements,” both
inward and outward.>®

National systems of capital movement and currency
exchange controls were put in place, in effect leading to
the segmentation of the international financial system.?

Governments were thus also left to operate the international

% Helleiner, "The Unplanned Child,”" 1.

% Ibid., 2. See also Bryant, nternati Financi
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balance-of-payments mechanism; this is a matter of
considerable importance, and it will be revisited at several
points in the thesis. As well, the IMF and the IBRD were
multilateral institutions, in which member governments alone
could be represented in negotiations and voting; they also
contributed all of the funds involved. This is another way
in which private actors, such as commercial and investment
banks, were prevented from serving to channel financial
movements between countries.®®

This government domination and intervention began to
recede in the 1950s. Again, several political developments
in Western Europe were especially important. First was the
decision by the Soviets and East Europeans, in the context
of the Cold War, to shift their dollar deposits out of New
York to banks in Western Europe; this move was calculated to
keep their deposits outside of the immediate reach of U.S.
financial authorities, which the Soviets feared might try to
freeze them. Regulation Q (which placed ceilings on
interest on time deposits in the U.S.) did not apply to
deposits by foreigners.** The success of the Soviet and

East European moves was the first step in the creation of
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the offshore currency deposit market.®

The second set of developments was the decision of
the British government to make two changes in financial
regulation: i) to impose a ban on new overseas loans,
denominated in sterling, to finance trade between countries
outside the Sterling Area, and ii) to create a comparatively
lenient regulatory atmosphere with respect to international
financial transactions denominated in foreign currencies.
Both decisions were designed to protect the domestic economy
from international constraints®, and promote London-based
financial institutions to switch operations into dollar-
denominated assets, so as to escape the controls on
sterling.®® The second step encouraged American and West
European financial institutions to set up branches in the
City, and expand operations there.®

Two general results of these political developments
have special importance for the international financial
system. First, the success of the Soviet attempt to move

dollar deposits beyond the immediate reach of the U.S.
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regulatory authorities created an 'offshore’ space, the
Euromarkets, where regulation was vague or non-existent.
For example, dealings in Eurocurrencies were not subject to
reserve requirements or deposit insurance fees. These
advantages, in addition to others, allowed TNBs to offer
higher rates of interest to depositors and lower lending
rates to borrowers, and still earn higher profits than they
do on domestic accounts.®® As well, many banks were able
to reduce or escape surveillance.®
The Americans, furthermore, did not mount any
serious effort to bring these markets under control.
Eurodollars remained outside of the regulatory
authority of the U.S. government not because of any
insurmountable technical problem in monetary policy.
Eurodollars are beyond the government’s regulatory

reach because there has never been the political
will toaplace them in the jurisdiction of public

policy.
In fact, the U.S. encouraged the Euromarkets: they allowed
financial actors, including U.S. subsidiaries to borrow and
lend in dollars without affecting the American balance-of-
payments position. This also avoided a situation wherein

government intervention at home penalized American private
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interests abroad.¥

The second general result was the creation of an
additional incentive for Western Europe to hold on to
dollars, and thus delay the need for adjustment in
international monetary arrangements. As mentioned above,
the 1960s witnessed an increasing and alarming flow of
dollars into the international monetary system; if the
American commitment to stability of the value of the dollar
was to continue, Western Europeans and others had to
formally or informally agree to retain those dollars. This
arrangement might have been dismantled in the 1960s if the
Euromarkets had not come into existence. Helleiner argues
convincingly that the Euromarkets in effect encouraged
Europeans to hold on to dollars because they could receive a
higher rate of return on their dollar holdings in those
markets than in the relatively more regulated American
financial system, and they could also "partially offset the
inflationary effect of the dollar inflows by placing them
offshore. "8

The attractions of the Euromarkets were further
amplified by the capital control measures instituted in the

U.S. throughout the 1960s. The IET, for example, had three

€7 Helleiner, "The Unplanned Child,” 6.
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effects on the appeal of those markets. First, purchases by
U.S. residents of non-U.S. securities were taxed. Second,
the IET in turn effectively raised foreigners’ costs of
raising funds through U.S. markets. Third, as overseas
subsidiaries of U.S. corporations were defined legally as
non-residents, and thus not subject to various domestic laws
and regulations, "it provided an incentive for the financing
of foreign ventures with funds raised overseas ... in the
Eurodollar market.”% In this way, the mechanisms and
funds of the Euromarkets were put in place. Moreover, a
great many incentives, some induced by government action,
and the lack of it, were put in place to attract lenders and
borrowers to those markets. The markets had a key weakness,
however: there was no formal lender-of-last-resort as in
most domestic financial systems.” When the size and scope
of the markets were relatively limited, say before 1970, the
potential consequences for the entire international
financial system, and most domestic systems, were also

limited.” This would change in the 1970s as a great
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quantity of the surpluses and deficits derived from oil
trade were intermediated through the Euromarkets, and banks
aggressively marketed large loans to sovereign, and

especially Latin American sovereign, debtors.

4. Th hock f the 1
A) The Fall of Bretton Woods

A fourth sign of the unravelling of the post-war
international financial order came in August of 1971. For
several years prior to that date, expansive U.S. fiscal and
monetary policies had led to a rising domestic inflation
rate. This inflation was also spreading to Western Europe
and the rest of the world economy via "the channel of price
levels in integrated commodity and product markets as well
as via capital flows.” The resultant effect was the
distortion of absolute and relative currency values and thus
the further undermining of domestic and international
economic stability.”

The strategies available to the American President
seemed to boil down to two broad choices. On the one hand,
internally-oriented adjustments could have been undertaken

in order to bolster confidence in the dollar. These would

1972 is U.S.$57 billion.
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likely have entailed either contractionary monetary policies
(to raise interst rates and attract dollars back to the
U.S.) or contractionary fiscal policies (to reduce balance-
of-payments deficits and the creation and flow of dollars
abroad). But both of these measures would have had a
deflationary impact, and may have sent the U.S. economy on
the road to recession. The domestic political interest of
the Republican administration did not lie in this direction,
and Nixon's re-election bid for 1972 has been widely
credited, rightly or wrongly, with the continued
expansionary bias of U.S. monetary policy in the early
1970s.73

As it happened, however, the Nixon administration
opted for a policy package that forced other nations to
undertake most of the adjustment. The U.S. suspended its
commitment to convertibility - destroying a central pillar
of the financial arrangements of Bretton Woods agreements.
There was no doubt, as Joanne Gowa has argued, that the
central focus of the steps taken was to smash the Bretton
Woods system in order to free the U.S. of important

international constraints on its potential policy

7 For a good discussion of the merits of both sides of the

debate, see Greider, Secrets of the Temple, 342-345.
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options.”

The fall of the dollar-exchange standard proved to
be of tremendous significance to the future because, in the
absence of any other sizable and expandable international
reserve asset, the international monetary system soon moved
toward a pure dollar standard. Essentially, there was
nothing like a relatively neutral commodity (such as gold)
which would serve as an effective check on U.S. fiscal and
monetary policy, which for years had demonstrated erratic
and irresponsible qualities even with such a check. The
only real alternative check was the political opposition
that the rest of the world could muster, and this had hardly
proven effective in the past. Just as important, additional
space was created for competitive exchange rate adjustments,
the very fear of which had motivated post-war financial
planners.”

The events immediately following 1971 were largely
the results of forces already in progress in the
international monetary system. Because of the differences
in macroeconomic policy and economic performance, several
West European currencies (including the mark) had a momentum

to appreciate in price, while other currencies (including
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the dollar) had a momentum to depreciate. Two of the
important questions at the time concerned the extent of
exhange rate movements, and the nature of the movements’
determination.

Official negotiations took place in 1971 in an
attempt to manage the the extent of exchange rate
movemments. These negotiations were concluded in December.
There was an agreement to revalue currencies ranging from
7.5 per cent to 17 per cent relative to the dollar, and to
give greater flexibility to the exchange rate system by a
widening of the Bretton Woods margins to 2.5 per cent of
parity. But these agreements did not last long. Even
though the American balance of payments was aided by the
depreciation of the dollar, the deficits remained large.
These deficits were accompanied by expansive monetry policy.
The result was the perpetuation of a continued and sizeable
flow of dollars out of the U.S. to West Germany, Japan, and
other countries. This created pressure on many countries to
move toward floating exchange rates, and this was brought
into effect by the Paris agreements of March, 1973.7¢

There was another important issue raised by
prevailing economic and political forces. As the

international monetary system moved to a pure dollar

7¢ W.M. Scammell, The International Economy Since 1945 (London:
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standard, two contradictory imperatives were created. On
the one hand, with the alteration of the link between gold
and the dollar, U.S. monetary policy was subject more than
ever to domestic concerns and interests. The configuration
of U.S. concerns and interests at the time supported a
continuation of expansive monetary policy and domestic
economic growth. On the other hand, the rest of the world
was more subject to the effects of the dollar, and thus the
responsible management of the dollar became of ultimate
importance. One of the effects of expansive U.S. monetary
policy was the building of inflationary pressures world-wide
for years to come. The immediate result of this pressure
was a support for a general rise in commodity price
inflation.””

In the early 1970s, therefore, the international
economic order was being undermined and destabilized by U.S.
macroeconomic and monetary policies which served American
national interests. Even if the international economic
growth of the 1950s and 1960s was to continue, international
economic relations would have continued to be conflictual
and uncertain. The U.S. had altered the international
monetary order in the interest of placing it on a pure

dollar standard, and replaced the international liquidity

7 Richard Timberlake, ”"Federal Reserve Policy Since 1945,”"
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mechanism designed at Bretton Woods - international
financial institutions - with private international
financial markets. When the oil crises hit in the 1970s,
and U.S. monetary policy adopted a sharp, disinflationary
change, one consequence of the earlier U.S. actions was the

Latin American debt crisis.

B) The Reactions to the 0Qil Shocks

It was the reactions to the OPEC oil price increases
which brought the Latin American sovereign debtors and
American TNBs together, each in a position of
interdependence and vulnerability. OPEC countries had to
decide where to invest their surpluses. Latin American
sovereign debtors had to decide between adjustment and
finance, and if the latter, among potential sources of
funds. The U.S. government and American banks played vital
roles in shaping the decisions of both OPEC and Latin
America.

The first oil shock, in 1973, pushed prices from
U.S.$2.70 per barrel to U.S.$10.72 in 1975. This near
quadrupling of prices created large balance-of-payments
surpluses for OPEC, and those countries had a variety of
investment decisions to make with respect to markets and
instruments. The international capital markets provided
attractive options. By 1974, the Euromarkets were the
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largest single depository of OPEC funds. It has been
estimated that "fully 41 per cent of that year'’s total
surplus of U.S.$56 billion entered the international private
banking system.””® (This sum augmented the second largest
source of funds for the Euromarkets, America’s large dollar
deficits).” Second, a substantial amount of those
surpluses, especially those of Saudi Arabia, were invested
in American Treasury bills. This assisted the American
balance of payments in the mid-1970s.%°

The investment decisions made by OPEC were greatly
influenced by TNBs, and especially American TNBs, in the
Euromarkets. TNBs had decisions to make about accepting
deposits, making loans, and providing intermediation
services. In the wake of the first oil shock, banks
borrowed from OPEC in order to finance oil-importing
countries. In essence, "it must be presumed that banks,
having a choice, willingly took it upon themselves this
particular role because of their own portfolio objectives
and perceptions of risk.”® This is all the more important

since the largest American banks expanded their activities
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aggressively, and perhaps recklessly. By the late 1970s,
lending was very concentrated, and so was borrowing.
Thirteen leading banks controlled two thirds of U.S. foreign
bank lending, and three quarters of all Third World debt was
accounted for by just eleven countries.® 1In effect, many
of America’s largest banks, the stability of which was vital
to both the American and international financial systems,
had their fortunes tied to the circumstances and policies of
a small number of foreign sovereign customers, through rapid
growth in exposure.®

The TNBs'’ decisions to lend to Latin America were
guided by several factors. First, since the Eurocurrency
markets operate on a wholesale basis, the TNBs usually lent
to very large customers. The demand of large corporate
borrowers in the industrialized countries dropped in the
early 1970s because of a weakness in industrial activity
there. Given the balance-of-payments deficits of oil
importers in both the OECD and in the Third World, the
official demand for finance was extraordinarily high.®

Second, Third World countries seemed to be relatively good

8 Brett, International Money and Capitalist Crisis, 213.
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customers. Many had experienced strong growth in the late
1960s: for instance, Latin America’s gross domestic product
rose by an average of 6 per cent per annum between 1965 and
1970, and this growth was led by strong export expansion in
such countries as Brazil and Mexico.®® Third, TNBs saw
that the average rate of return on loans to the region were
above those of domestic loans, the comparative loan-loss
record since the war was good®, and banks could protect
the real value of their returns from interest rate swings
through the recent invention of variable interest rate
loans.¥ This was enhanced by the fact that TNB
competition in the OECD area was growing, and thus
depressing profit margins on loans there, while profits
margins on loans to Latin America remained relatively large
as TNB competiton was only beginning in the Latin American
region.®

Finally, the decisions of the TNBs were affected by
their perceptions of the influence of governments both in
the OECD and in Latin America. The OECD policy toward the

oil shock was that the OPEC surpluses should continue to
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grow and that "it should be recycled’ to the borrowing
countries, including in particular the developing
countries.”® Officials from many OECD countries, and the
IMF, encouraged their banks to participate in the recycling.
This may have reinforced the assumption of the TNBs that
OECD financial authorities would intervene in case serious
problems cropped up. Whatever the case, the TNBs
characterized the risk of default on sovereign loans, and
thus the need for the assistance from OECD governments, as
minimal. As Walter Wriston said in 1981, "Any country,
however badly off, will own’ more than it owes’.” They are
always solvent, and thus they can never go broke.?

The Latin American sovereign debtors also had
decisions to make. First and foremost, the oil importers
had to choose between adjustment and finance. Specifically,
they had to choose between a path of financing growth and
oil imports from external sources, and a path of closing the
balance-of-payments gap with contractionary macroeconomic
measures and resultant decreases in oil imports.
Overwhelmingly, the choice was the former. 1In the 1970s,
economic development was highly politicized, and public

opinion demanded both economic growth and a measure of
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economic autonomy.® Balance-of-payments deficits and
economic growth required external finance, and relative
autonomy required a minimum of restrictions on that finance.

These domestic constraints influenced the decisions
of the debtors as to the source of external finance.
Official bilateral aid, and IMF and World Bank loans,
usually have attached to them restrictions as to their use
and requirements as to commitments to alterations of
macroeconomic policy. Moreover, the uses of foreign direct
investment were controlled largely by the corporation, and
none could be used for balance-of-payments purposes. 1In
contrast, there was a large, private international financial
system in place, with TNBs willing to lend, and only a
superficial capacity to impose conditionality (where it was
attempted). Latin American debtors preferred this avenue,
and they were willing to pay higher market interest rates to
obtain funds through the TNBs.?

Supporting this choice was the development of a
large gap between the rising financial needs of the debtors
and the relatively stagnant growth of financial resources

available through non-TNB sources. During the 1970s, the
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lending capacity of the IMF, for example was not increased
in line with the demand for balance-of-payments financing
facilities.?” 1Indeed, many forms of official bilateral and
multilateral lending, such as through the World Bank and
USAID, showed little growth in the 1970s.’* National
budgets in the OECD were themselves being strained by
balance-of-payments difficulties, and significant increases
in foreign assistance likely would have a tough time of
surviving legislative processes.” Thus, as private
markets were filling the finance void, OECD governments did
nothing to interfere.

On the other hand, with the brief exception of 1975,
TNB lending continued to grow in volume and improve in terms
of falling profit margins and increasing maturities. These
developments came about largely as a result of increasing
syndication of loans and intensifying competition between
syndicates. The growth in TNB lending also came about as a
result of the "almost total lack of control and supervision
with respect to the process of expansion of private

international lending.”¥ 1In addition, banks could protect
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the real value of their returns from inflation and real
interest rate swings through the recent invention of
variable interest rate loans.?

For a while after the first oil shock, it appeared
as if the international economy had weathered the storm
quite well. After an initial deflationary period, many OECD
and LDC were able to both achieve impressive growth rates
and bring inflation <ns1:XMLFault xmlns:ns1="http://cxf.apache.org/bindings/xformat"><ns1:faultstring xmlns:ns1="http://cxf.apache.org/bindings/xformat">java.lang.OutOfMemoryError: Java heap space</ns1:faultstring></ns1:XMLFault>