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Abstract

The thesis is divided into nine chapters. The first chapter gives an
overview of the external financial flows to the Less Developed Countries
(ILDCs) between 1970 and 1980. It explains why these countries increasingly
turned to private sources of external finance and why the banks in
particular were willing to provide that finance.

Noting the needs of these countries for continued access to private
external finance, the thesis proceeds to investigate four areas
fundamental to the continuity of that access. They are:-

1) The determinants of the financial terms of bank and bond finance.
2) The impact of further lending to LDCs upon bank balance sheets.

3) The attitudes of the lending bankers to ways of increasing
private financial flows.

4) The reasons for the limited role played by the eurobond market
in providing such finance.

As a preliminary to investigating these points chapters two and three
discuss the nature of the eurocurrency market generally, reasons for its
growth and the statistical sources relating to that market. Chapter three
also develops a theoretical model of the eurobank lending function.

Returning to the fundamental points noted above, chapter four investigates
the determinants of the financial +terms of private finance ie euro
money-market interest rates, the spreads on syndicated loans to LDCs and
the interest yield on LDC bond issues.

Chapter five investigates the impact of the growth in bank lending to LDCs
upon UK banks' balance sheets.

Chapter six reviews the literature making suggestions for reducing the
risks associated with lending to LDCs. Chapter seven reports results of a
questionnaire survey of nearly two hundred ILondon banks regarding the
suggestions noted in chapter six. The presumption behind these two
chapters is that reduced risk will, ceteris paribus, increase the flow of
finance. The responses to the survey confirm the wvalidity of this
presumption.

The reasons for the limited role of the eurobond market in providing
private external finance to LDCs is investigated in chapter eight with the
aid of a second gquestionnaire. This survey was directed at the London
managers of eurcbond syndicates.

The last chapter gives a resumé of the thesis and makes recommendations
for easing the external debt problem of the borrowers and bankers.
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Chapter 1

AN OVERVIEW

Introduction

The United Nations designated the 1970's as the second development
decade. Development did indeed take place. The poor countries of the
world experienced an annual rate of growth of GNP averaging 5.375%.
Populations also grew, making the increase in per capita GNP average 3.3%
according to World Bank figures. The same institution estimates that the
rate of gross inyestment averaged 26.025% per annum while the savings rate
averaged 25.375% per annum, (World Bank Annual Report 1982, pl130).

These rates of growth and investment were achieved with the
assistance of flows of external financial resources to these countries.
Financial flows can be classified into those that create debt obligations
and those that do not. The former consist of the many forms of borrowing
that take place in international financial markets, or from governments,
or from the suppliers of goods and services. The latter consist of direct
investments, and of grants and gifts, generally in the form of aid to
governments.

This study is about a section of debt creating flows - the borrowings
from financial institutions. In particular, the aim of the research is to
analyse the role of financial institutions in providing or facilitating
the‘financial flows to developing countries via the eurocurrency markets
between 1970 and 1980. Where possible or appropriate, the role of
financial institutions located in the United Kingdem will be highlighted.
Moreover, where events make it apposite, the time period of analysis is
extended to the time of writing (end 1983).

In the context of this research the term "UK Financial Institutions™
includes the United Kingdom offices of financial institutions registered

abroad.

Sdniiainh,
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1.2 The Flow of Financial Resources to LDCs 1970-1980

During the décade of the 1970's total annual net resource
receipts by the less developed countries (IDCs) grew from US $20.04
billions in 1970 to US $96.05 billions in 1980 according to OECD data,
(OECD 1983). During this period Official Development Assistance grew
from US $8.23 billion or 41% to US $37.33 billion or 39%
of the total. Non-concessional Flows, on the other hand , grew from US
$10.95 or 54% to US $56.41 billion or 59% of the total.

Of the Non-concessional Flows US $9.08B billion or 45% were from
private sources in 1970 whereas US $45.04 billion or 46% were from
private sources in 1980.

of these private sources of finance, direct investment
constituted US $3.69 billions or 18% in 1970 compared with US $10.54%
billion or 11% in 1980. This decline has been compensated for by the
rise in private debt creating flows from US $5.39 billion or 27% to US
$34.5 billion or 36% over the same period.

A notable feature is that private flows were greater in the years
1978 and 1979 (ref Table 111-1 OECD 1983), when the proportions of
private flows in total flows were 55% and 52% respectively, than
they were in 1980.

It is to be expected, a priori, that the benefits derived by a
recipient country are positively related to the gquantity of funds
received. Therefore the distribution of the total flow between types
of recipients, as well as the types of flows, where these have
different texms attached, is an important consideration in this
respect.

Below, the distribution of the total flow for 1978 is given. The
classification of developing countries follows that used by the OECD.
An alternative classification used by the IBRD is also used in this
study where the data require it. Appendix 1 to this study gives

details of these classifications.
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It can be seen that the-majority of the concessional flows go to
the poorest countries while most of the non-concessional flows go to
the richer developing countries particularly the newly industrialised
countries (NICs).

It is particularly notable that the distribution of financial
resources between IDCs bears little relation to the recipients' share
of total LDC population. For example in 1978 the NICs had 15.7% of the
total population but received 28.7% of total external financial
resources. The least developed countries (LIDCs) had 11.7% of

population but only received 6.0% of total external financial resource

flows.
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Specific discussion of the distribution of bank debt amongst LDC
borrowers is included in pages 54 to 70 below.

Returning to the changes in the quantities of debt during the
1970's, IBRD World Debt Tables (IBRD 1983) show the stock of disbursed
debt outstanding to LDCs rising from US $91 billion in 1972 to US $404
billion in 1980. Of these amounts public and publicly guaranteed debt
rose from US $68 billion to US $331 billion and private non guaranteed
debt rose from US $21 billion to US $73 billion. However, these figures
will under estimate actual debt outstanding. The weaknesses of the
statistics covering international debt are discussed in chapter 2 page
of this thesis.

Looking in more detail at the public and publicly guaranteed debt
only,because of limitations of data on the private unguaranteed debt,
we note that disbursed debt owed to official creditors rose from US $44
billion to US $155 billjzu; between 1972 and 1980. During the same
period debt owed to financial markets rose from US $14 billion to US
$154 billion. Thus, whereas official debt constituted 67% of total debt
in 1972, it constituted only 46% in 1980. Debt to the financial
markets, on the othe¥ hand, only accounted for 21% in 1972 but
represented 46% of total debt in 1980.

Accompanying the changing nature of the sources of debt have been
changes in the debt servicing commiéments ‘and the financial terms
attached to the debt. These are discussed in detail on page 55 of this
chapter, but at this point a few figures are in order. Between 1972 and
1980 total debt service payments rose over 700% but such payments to
the financial market creditors rose‘nearly 1400% compared with the
1100% rise in debt outstanding to those creditors.

The average interest rate on debt to official creditors rose from
4.3% to b5.3% during this period, maturities shortened slightly £rom
25.3 to 23.7 years, grace period shortened from 6.7 to 6.1 years and

the grant element fell from 41.5 to 34 per cent. However, the average
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interest rate on debt owed to private creditors rose from 7.3% to
12.8%, the average maturity fell slightly from 9.2 to 8.9 years, grace
periods actually rose from 2.9 to 3.4 years and the grant element fell
from 11.1% to minus 12.5 per cent, (IBRD 1983 p3).

The substantial rise in both the amount and relative importance of
LDC debt owed to the financial markets, and to the banks in particular
begs four questions:-

1) Why was there such a need for the financial flows to
developing countries to grow as fast as they did?

2) Why have the devéloping countries turned so convincingly
to the private financial markets of the developed
countries for their external finance?

3) How does this shift towards private sources of finance
alter the net benefits enjoyed by the borrowers and
their ability to service existing and future debt?

4) Why have the private financial sources been so willing

to provide funds to the developing countries?

These questions are answered in the following sections of this
chapter. However, analysing the answers raises further fundamental
questions. They are:

1) What influences the financial terms attached to bank
and bond finance to LDCs?

2) How has this increase in IDC debt influenced bank
balance sheets?

3) What factors will help maintain the flow of,particularly’
bank finance to the LDCs?

4) Why has tﬂe bond market played such a small role in the
external financing of LDCs?

These questions are answered in the following way:-
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Question one is answered in chapter four where the deter-
minants of eurocurrency money market and bond market
interest rates and the spread on syndicated loans are

analysed.

Question two is answered in chapter five by analysing
the impact of increased bank lending to LDCs upon the
financial health of banks, particularly UK banks as

indicated by their balance sheets and profit and loss

accounts.

Question three is answered in chapter geven with the aid
of the responses of a survey of bankers in the City of

London.

Question four is also answered with the aid of a survey

of City bankers reported in chapter eight.

As a preliminary to these chapters, an analysis of the mechanics of
the eurocurrency market is the subject of chapter two and a model of the

eurobank lending function is the subject of chapter three.
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The Need for Such Growth in Financial Flows

Balance of Payments Deficits

The immediate need for the substantial increase in international
financial flows to the developing countries during the 1970's stems
from their balance of payments disequilibria.

These disequilibria were caused by policies of economic growth,
import substitution and after 1973 the higher costs of imported fuels,
particularly oil, together with recessionary induced contraction of
export markets in the industrialised countries. Internal mismanagement
of the developing economies could also have resulted in balance of
payments difficulties, but there seems little evidence of mismanagement
for the 1IDCs as a group, although there are isolated examples,
(Avromovic 1982, Brittian 1977, Hallwood 1980, Killick 1981). The policies
of growth and import substitution precluded the substantial economic
adjustment that would have been required in order to eliminate the
balance of payments deficits.

The higher cost of o0il is just a specific case of a secular
deterioration in the terms of trade experienced by non oil exporting
developing countries, as researched in such papers as Prebisch (1950),
Sproas (1980) and reviewed in Bird (1978). However, it is not intended
to investigaf.e the impact of any secular deterioration of NOPEC terms
of non energy trade because any deterioration that may have taken place
is overwhelmed by the deterioration in terms of trade caused by higher
prices of energy imports. |

The following figures show that there were substantial deficits for
IDCs as a whole until 1973. Thereafter, however, substantialv deficits
were suffered by the non oil exporting developing countr‘ies (NOPEC) ,

while the oil exporters experienced very large surpluses.
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Table 1.2

Balance of Payments Disequilibria of LDCs

NOPEC OIL EXPORTERS

DEFICITS SURPLUSES
1970 8.6 0.3
1971 11.0 2.1
1972 8.9 1.7
1973 11.5 6.6
1974 36.9 67.8
1975 45.9 35.0
1976 32.9 40.0
1977 28.6 31.1
1978 37.5 3.3
1979 57.6 68.4
1980 82.1 112.2

Source: IMF Annual Report 1981 pl18 and 1974 p22

Figures in billions US §

Given that the developing countries would have found speedy
internal adjustment to these deficits incompatible with their
aspirations of growth; it was essential for these deficits to be
financed.

The following figures show how the NOPEC deficits were financed

from 1973-1980:
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The decline in the relative iﬁxportance of direct investments and
the growing importance of external borrowing, and particularly the
borrowing from financial institutions has already béen discussed. It
must be noted that some of this borrowing has been used to finance -the
accumulation of reserves that has taken place over this period as well

as financing deficits.

Policies of Growth and Import Substitution

The influence of growth aspirations on these balance of payments
deficits is difficult to prove. However, if the developing countries
wished to dincrease their rate of growth, particularly through
industrialisation, one would expect to see imports of capital goods
increasing as a proportion of total imports. It may alsc be expected
that exports of manufactured goc_)ds would form an increasing proportion
of total exports as industrialisation proceeds. A policy of import
substitution would also cause such trends in trade.

The following figures show the growth of total imports from the
developed market economies by the developing economies. The growth of
imports of machinery and the percentages of the total imports that

machinery represents are also given.




Table 1.4

Value of

Total

Imports
1968 33.75
1969 37.02
1970 41.91
1971 47.14
1972 53.46
1973 73.74
1974 113.79
1975 138.31
1976 147.19
1977 172.93
1978 207.22
1979 235.23
1980 293.39

Quantum
Index
1970=100

88

97

100

105

109

122

148

160

170

189

192

196

223

24

Value of
Imports of
Machinery

13.63

15.45

17.26

20.06

23.66

31.36

45.53

63.96

73.45

83.68

96.60

103.98

127.91

Growth of developing country imports

Quantum

Index

1970=100
88

103

100

102

108

123

159

184

198

206

196

195

225

Value of
Machinery Imports
as % of Total
Imports

40.39

41.73

41.18

42 .55

44.26

42.52

40.01

46.24

49.90

48.38

46.62

44.20

43.59

Source: United Nations Statistical Yearbook 1981 p45 & p49

Value:

Figures in billions US §

The growth in the wvalue of machinery imports has been continuous

and the growth in the increase in the guantity of those imports was

only interrupted in 1978 and 1979.

Similar classifications of figures given below show the behaviour

of the exports of manufactured goods from the developing countries.
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Table 1.5 Growth of developing country exports

Total Exports Manufactured Quantum Index % of

less Fuel Exports 1970=100 Total
1968 26.37 8.81 75 © 33.41
1969 30.13 10.80 a0 35.84
1970 33.74 12.61 100 37.37
1971 34.57 13.37 102 38.68
1972 41.74 16.72 128 40.06
1973 60.72 26.20 149 43.15
1974 80.71 35.46 169 43.94
1975 76.84 34.44 | 164 44.82
1976 85.90 41.79 206 48.65
1977 113.05 53.53 213 47.35
1978 131.12 67.79 238 51.70
1979 165.42 88. 41 266 53.45
1980 193.06 106.74 272 55.29

Source: United Nations Yearbook 1981 p44d & p48
Value : Figures in billions US $

The figures for fuel exports have been deducted from total exports
in order to ‘abstract from the post 1973 influence of oil prices on
value.of exports.

It can be seen that exports of ﬁanufactured goods have grown
considerably over this period and have assumed a more impoxrtant role in
the export business of the developing countrxies, rising from 33.41% of
total exports in 1970 to 55.29% in 1980.

A final set of figures, éxtracted from various issues of the World
Bank Annual Report, show a continuous excess of gross investment over

domestic saving as proportions of developing country GNP.




Table 1.6 Savings and investment as a percentage of developing
country GNP

Save Invest Save Invest

% % % %
1968 15.8 18.6 1975 22.3 23.8
1969 17.3 19.9 1976 25.5 24.6
1970 17.9 19.9 1977 23.2 24.8
1971 17.9 20.1 1978 25.8 26.9
1972 18.1 20.6 1979 26.4 26.3
1973 22.2 21.7 1980 25.6 24.9
1974 23.5 22.6

Source: IBRD Annual Report, various issues

These figures show that investment has increased continuously during
the period under study and that for most years investment exceeded
domestic savings. Thus these countries, as a group, have experienced what
may be a savings constraint in the form suggested by Chenery & Bruno
(1962), McKinnon (1964), Chenery & Strout (1266); however, see Joshi
(1970). This factor alone would necessitate external flows of finance.

Clearly these three sets of figures indicate the commitment to
growth, particularly industrial growth, of the developing countries as a
group. The inferences from the United Nations figures given above are
reinforced by the IBRD figures. Furthermore, a study by Dell & Lawrence
(1980) found that increased import quantities accounted for 41% of the
cases of deterioration on the IDC trade account between 1962-1973,
Increased import prices, on the other hand, accounted for 8% of such
cases. They conclude that these figures are consistent with "........ the
development process as well as ...... short zrun problems of demand
management" (pi2).

It is, therefore, reasonably clear that throughout this period the
growth aspirations of the developing countries as a group were at least

partially achieved particularly by export growth and import substitution

Bk oy
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through industrialisation. Given thg assumption of a positive marginal
propensity to import and that many of the capital inputs to the
industrialisation process have had to be imported, even partial
achievement of the growth objective would, ceteris paribus, cause a

deterioration in the balance of payments on current account.

Impact of Increased Oil Prices

The changé in the relative price of oil since 1973 has made it
necessary, with any analysis of the developing countries, to divide the
whole group into oil exporters and non oil exporters. The oil exporters
have for the majority of years since 1973 been net exporters of
financial capital, whereas the non oil exporters have needed to import
such capital.

The following figures, again from United Nations sources, give the
‘index of unit wvalue, 1970 = 100, for energy exports by developing
countries to other developing countries. As all the OPEC countries are
classified as developing, these indices reflect o0il exporting
countries' exports to non o0il exporting developing countries (NOLDCs).
The value of such expérts is given in parenthesis for each year.

Table 1.7 Index of oil exports to NOLDCs

1968 97 (3.15) 1975 603 (26.26)

1969 98  (3.21) 1976 643 (32.13)
1970 100 (3.92) 1977 701 (36.41)
1971 . 126  (4.98) 1978 703 (33.42)
1972 135  (5.49) 1979 990 (50.72)
1973 185  (8.67) 1980 1640 (75.09)
1974 571  (26.41) | |

Source: United Nations Statistical Yearbook 1981 p45
Figures in parenthesis in billions US §




The increased price of o0il after 1973 affected the developing
countries' balance of payment not only through their energy imports but
through all théir imports because of the energy content. Nevertheless,
the greatest price rises in non energy imports were to be seen in the
manufactured imports which are energy intensive and most of.. these are

imported from the developed countries.

The Impact of 0Oil Induced Recession in OECD Countries

The oil price rises of 1973-74 and 1979 also affected the NOLDCs
balance of payments in an indirect way by inducing a recession in the
developed economies. This reduced the demand for NOLDCs exports by the
developed countries.

The following United Nations figures show the wvalue of total
exports excluding fuel from the developing economies to the developed
market economies.

-Table 1.8 LDC exports (less fuel) to developed market economies

1970 26.47 1975 54.86
1971 26.56 1976 70.26
1972 31.96 1977 81.45
1973 46.32 1978 93.46
1974 59.42 1979  115.04

1980 129.49

Source: United Nations Yearbook 1981 p44
Figures in billions US §$ FOB

These figures reflect the drop in exports £from NOLDCs which
coincides with the 1975 recession in the developed world if we accept
the crude assumption that all non fuel exports of developing countries

come from NOPEC countries.




We can now summarise this section by saying that the need for
increased financial flows to the non oil exporting developing countries
during the 1970's was caused by their balance of payments disequilibria.
fhese in turn were caused by:

a) Aspirations of growth and a policy of import substitution
throughout the period.
b) The increased price of oil, particularly after 1973, exacer-

bated the disequilibria. Given that the costs of adjustment

would be so great, even larger flows of financial resources

were required.

c) The o0il induced recession in the developed economies during

1974-75 and after 1979 alsco contributed to the deterioration

of the NOLDC balance of payments. Given their growth

policies, these countries had to borrow the foreign exchange

required to cover these deficits.
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Why did the Developing Countries turn to the Private Financial Markets?

The private financial markets did not suddenly find a new set of
customers in 1970. These markets had been providing some finance to the
developing countries on an increasing, though small, scale during the
1950's and 1960's. Many of the banking techniques had their genesis in
the 1960's. What was different in the '70's compared with earlier
periods was the dominance of private sector debt creating flows over
official flows and direct investment to the developing countries.

Given that the private markets and the techniques were in existence
before 1970, it is reasonable to suggest that after 1970 these markefs
and techniques were a more desirable source of finance compared with
the official sources because of the declining desirability and avail-
ability of the latter. We can therefore answer the question of why the
developing countries turned so convincingly to the private markets by
investigating the reasons for the declining desirability and relative
availability of the official financial flows.

We will begin by analysing the role of the IMF and then look at the

role of the World Bank and of Bilateral Aaid.

The International Monetary Fund

The aim of this institution is to provide temporary finance to
members in order to finance their balance of payments disequilibria.

Each member of the Fund contributes its 'quota', of which before

1

1976 25% was in gold or US dollars and 75% in its own currency. Since

1975 the contributions can be completely in the member's own currency.
The size of a member's quota has an influence over the amount of
finance that can be obtained froﬁ the IMF because quantitative
limitations on assistance are stated in terms of multiples of a
member's guota.

Much debate about the availability of assistance from the Fund

centres upon the conditionality attached to any such assistance, (Bird
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1979, 1982, Pirzio-Birote 1983, Bgira 1983). However, it 1is not
intended to discuss IMF conditionality in any detail in this thesis
because, as wiil be shown below, the overwhelming constraint upon the
maximum amount of assistance that the Fund could give to the LDCs has
been the resources available to the Fund.

It is shown below that even if no conditions were attached to IMF
assistance, save for the regulation regarding maximum quota multiples,
and that NOLDCs drew their maximum entitlement, this entitlement would
be an increasingly inadequate form of quantitative assistance as the

1970's progressed.

The Quantity of Funds Available from the IMF

The resources which the Fund can‘make available come from members'
subscriptions and from borrowed resources. Members' subscriptions are
determined in accordance with the same quotas allocated to each member
which in turn influence a member's access to Fund resources and voting
power.

The Articles of Agreement of the Fund provide for a general review
of quotas every fivé yvears. The fifth geﬁeral review of quotas took
place in 1969 and a 35.5% increase in all gquotas was agreed for 1970.
The total value of quotas for all members as at 30 Aﬁril 1971 was SDR
28478 million which represented 8.2% of the total wvalue of
international trade. The total value of quotas increased to SDR 39000
million by'April 1980 which represented 4% of international trade. The
sixth general review of quotas in 1976 doubled the guota share of oil
exporting countries from 4.98% to 9.88%, whilst>keeping the collective
share of developing countries to 26.92%. Bearing in mind that quotas
influence the total amount of finance that can be obtained from the
Fund, such action seems to be of little help to the NOLDCs, (IMF 1981

p80).





































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































