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Peter Nunnenkamp

Bank Lending and Government Intervention in Capital Markets: Has
Recycling Gone Too Far?

I. Introduction

In the past few years most analyses of the widespread debt problems in
the Third World were concentrated on unfavourable world market devel-
opments on the one hand and domestic policy failures in the borrowing
countries on. the other. However, since these factors only explain the
demand side of the problem, it is logical that the time-tried saying - "it
takes two to tango" - retains its validity here: the strong demand for
capital was met by a strong willingness to supply capital.

This paper deals with the latter aspect and centers around the hypo-
thesis that imprudent borrowing of Third World economies in the 1970s
and early 1980s was complemented by imprudent lending by capital ex-
porters in the industrialised countries. Since the role of development
assistance granted by official aid donors and foreign direct investment in
closing current account deficits of developing countries declined over the
last decade, the role of Western commercial banks comes into focus. For
most of the more advanced Third World economies (especially in Latin
America) bank loans became the major source of external funds (for an
overview, see Table 1), Might it not be justified to question the praise
of the banks as highly efficient intermediaries in rechannelling huge
amounts of petro-dollars to non-oil exporting developing countries
(NOPECs) (1) in the 1970s and ask whether recycling has gone too
far (2)?

The analysis is structured as follows: Section II tries to identify the
determinants of the volume of capital flows and the interest rate spreads
associated with new bank loans for a sample of 19 borrowing countries
(3). The hypothesis of imprudent lending implies that bank behaviour

(1) According to a frequently used classification this group excludes
OPEC member countries, Bahrain, Brunei, Oman, Trinidad and
Tobago and those developing countries classified as off-shore
banking centers.

(2) The analytical framework applied in the following may provide some
indications why bank lending as one form of using world-wide
savings was favoured (apparently by both capital importers and ex-
porters), whereas other types of financial intermediation became less
important. However, the question of an optimal structure for the
financial system which would prevent or contain the misallocation of
capital and which would use savings more efficiently is' a much
broader, one than can be dealt with in this paper. To solve this
problem, much more theoretical work on the debt issue seems to be
needed.

(3) Included are: Argentina, Brazil, Chile, Colombia, Egypt, India, In-
donesia, Ivory Coast, Malaysia, Mexico, Morocco, Nigeria, the Philip-
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Table 1 - Structure of Long-Term (a) External Debt of Developing Coun-
tries of Different Income Levels vis-a-vis DAC Countries (b},
1971, 1975, 1980, 1983 (per cent)

Low—-income countries (c) High-incame countries(d)

1971] 1975'! 1980 l 1983 | 1971 I 1975 [ 1980 [1983

Official development :
assistance 77.3 63.5 55.8 48.8 | 20.0 12.8 7.1 5.2

Export credits 18.4 22,6 31.6 33.0 | 46.6 32.6 31.5 25.6
Other private lending 4.3 13,9 12,6 18.2 | 33.4 54.6 61.4 69.2
bank credits (e) (f) 57.1 81,0 81.1 81.8 ) 53.3 80.9 83.1 87.5
bonds (£) 28,6 4.8 6.7 5.8 [ 20.0 8.5 8.8 5.9
other (f) 14,3 14,2 12,2 12.9 | 26.7 10.6 8.1 6.6

(a) Data on short-term debt is available only for 1982 and succeeding years. -
(b) The DAC group consists of: Australia, BAustria, Belgium, Canada, Dermark,
Finland, France, Italy, Japan, Netherlands, New Zealand, Norway, Sweden, Switzer-
land, United Kingdom, United States, West Germany. - (c) Developing countries
with per capita incames of less than US $ 600 (1980). - (d) Developing countries
with per capita incomes of more than US $ 1200 (1980). - {(e) Export credits ex-
cluded., - (f) As per cent of total other private lending.

Source: OECD [b].

did not reflect different degrees of risk involved in lending to different
countries. Section III examines some important influences which might
have distorted the banks' risk perception. In this context the impact of
government interventions in capital markets deserves particular consider-
ation. Finally, a system of economic incentives is considered, which
could prevent banks from excessive lending to problem and sound bor-
rowers alike and nonetheless ensure an adequate supply of new loans to
developing countries (Section IV).

II. The Determinants of Interest Rate Spreads and the Volume of New Commercial
Loans to Developing Countries: An Empirical Investigation

In mid-1984, NOPECs' gross long- and short-term debt vis-a-vis commer-
cial banks reporting to the Bank for International Settlements (BIS)
stood at $265 billion. Within a decade gross figures had soared about
eightfold, thereby outpacing both the growth in bank lending to other
country groups and the extension of funds to NOPECs from other
sources. : o

With respect to the hypothesis of imprudent bank lending the following
observations shed some light on interesting characteristics of the credit

pines, the Republic of Korea, Thailand, Tunisia, Turkey, Venezuela
and Yugoslavia, Encompassing the most heavily indebted developing
countries, the sample consists of quite different economies, for example
in terms of development level and domestic economic policies, so that it
seems possible to draw general conclusions.
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lations between the banks and the developing countries:

The Third World's liabilities vis-d-vis commercial banks are highly con-
centrated in a small number of countries which proved unable to meet
their debt service obligations in the recent past. More than 50 per
cent of the BIS reporting banks' gross claims against all developing
countries in the early 1980s were against only five major Latin Amer-
ican problem borrowers (Argentina, Brazil, Chile, Mexico and Vene-
zuela) .

Commercial banks continued to lend to NOPECs on a large scale in the
early 1980s, even when these economies had been hit by a new series
of external shocks and domestic policy failures had become evident
(1). According to OECD data [OECD, c], the amount of medium- and
long-term bank loans taken out by NOPECs in 1981 (%41 billion) was
higher than ever before. Even in 1982 and 1983 loan volumes provided
by banks exceeded figures prevailing in the 1970s (2). On a net
basis (i.e. adjusted for repayments) the average annual amount of
additional bank lending still increased for more than half of the 19
sample countries when comparing periods 1976-1978 and 1979-1983;
taken together figures jumped from $21.5 billion annually to $31 billion
(Table 2).

Parallel to the expansion of additional bank lending, interest rate
spreads were significantly lower in the period 1979-1983 than in 1976-
1978. Spreads are commonly regarded as a reflection of the risk per-
ception of banks as regards different borrowers (3). However, the
reduction in spreads ran counter to a deterioration in the borrowers'
debt/output ratio, the debt service ratio and the ratio of international
reserves to GDP (Table 2), i.e. the most frequently used debt indica-
tors (4). It may be added that the variation in these indicators among
the sample countries (as exemplified in the last two rows of Table 2)
by far outpaced the variation in spreads, though the difference was
somewhat narrowed in 1979-1983, Moreover, not only countries without
major repayment difficulties but also problem borrowers like Argentina,
Chile, Mexico, Venezuela, the Philippines and Yugoslavia enjoyed con-
siderably reduced spreads.

) It is often claimed by bankers that this was due to their role in as-
sisting domestic exporters and in maintaining jobs and production in
the industrial countries. Inasmuch as further bank Ilending to
NOPECs resulted from pressures of domestic exporters which at the
same time were important customers in national financial markets and
which threatened to discontinue all credit relations with banks re-
fusing more export financing, the banks' lending behaviour may have
been merely rational. However, these decisions were based on the
banks' own interests rather than on social responsibilities stated by
bankers. The argument of the banks' social function may be rather
thought to make the public inclined to bear part of the risks or los-
ses incurred by the lending institutions.

) However, it has to be taken into account that - especially in 1983 -
new credits were largely absorbed by servicing maturing debt.

) Edwards [1984, p. 726]; Goodman [1983, p. 26]; Johnston [19801];
for a qualification, see p. 45 of this article.

) For a discussion of the economic rationale of these indicators, see
pp. 45 f. of this article.
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Doubts about whether bank lending was structured in accordance with
comprehensive risk considerations would seem to be strengthened by
these findings. However, in a recently published empirical investigation
(Edwards, 1984] it was argued that banks have tended to consider some
of the economic characteristics of countries when determining the spread
to charge. "One of the most interesting results obtained is the robust
and significant positive relation ... between the log of the spread over
LIBOR and the debt-output ratio" [Edwards, 1984, p. 733]. According
to Edwards, the hypothesis of imprudent lending should be rejected.

However, there is enough reason to repeat the analysis and - more im-
~ portantly - to complement it in several respects:

- First, even if Edwards' indicator approach is followed (i.e. applying
frequently used debt indicators like debt/output and debt service
ratios as independent variables), only minor improvements in the
underlying data lead to substantially different regression results.
Table 3 presents regression estimates based on bank lending in the
period 1976-1983 (Edwards: 1976-1980) and referring to total debt and
debt service, i.e. including private non-guaranteed debt (Edwards:
public and publicly guaranteed debt, exclusively) (1). The adjusted
R? are extremely poor. For example, the debt/output ratio (DOR) re-
mained insignificant irrespective of its definition (2). Thus it seems
doubtful whether Edwards' results are as "robust" as claimed.

- Second, the analysis of spreads should be complemented in order to
account for the shortcomings of such an approach in explaining bank
behaviour. In addition to the risk perception of banks, spreads will be
determined by other factors such as the level and volatility of interest
rates, loan demand in domestic and international markets and the com-
petitive structure of the syndicated credit market [Goodman, 1983, pp.
23 ff.; Nunnenkamp, Junge, 1985, pp. 56 ff.]. These influences can-
not be separated from risk perception empirically. Furthermore, risk
may not only be reflected in spreads but also in other loan surcharges
or even in the base interest rates (LIBOR, US prime). Some borrowers
agreed to higher loan fees, which are frequently not known to the
public, in order to prevent a rise in well-publicized spreads. Finally,

(1) As in Table A2, cross-country regressions were run by pooling the
data for the 19 sample countries and the years 1976-1983 (with a
varying number of missing values for 1982 and 1983).

(2) Similarily poor results are obtained when additional (net) bank
lending relative to the accumulated bank debt (ADDLENR) is re-
garded as a dependent variable (Table 3); the highly significant
negative coefficient of the current account variable (CUACR) was
probably determined by demand rather than supply factors (minor
current account deficits reducing the need to take out further bank
loans). If similar regressions for individual years (1976-1981) are
run, Table Al shows hardly any significant relation between
ADDLENR and the debt indicators included. As regards the deter-
mination of spreads, the adjusted R? considerably improved in the
year-by-year estimates. However, most of the significant coefficients
were to be found in 1976 and 1977 only. Moreover, to a great extent
the results contradict conventional wisdom (higher debt service
ratios going along with comparatively low spreads) and point to the
inadequacy of the indicator approach.



Table 2 - Some Basic Characteristics of International Indebtedness of Major Third World Borrowers, 1976-1983

) ok Debt service(c)/ International
Additional (net)
bank lending Spread(a) Debt (b) /GDP exports reserves/GDP
(annual averages; (percentage
US $ billions) points) per cent

1976- 1979- 1976- 1979~ 1976~ 1979~ 1976- 1979~ 1976- 1979~

1978 1983 1978 1983 1978 1982 1978 1983 1978 1983
Argentina 1.17 3.57 1.69 1.05 12.5 22.0 35.1 57.8 5.8 5.3(9)
Brazil 5.61 5.42 1.82 1.66 19.3 23.4 56.0 70.7 4.7 2.4
Chile 0.64 1.79 1.88 0.94 38,7 39,5 46.4 59,0 5.5 9.8(q)
Colambia 0.16 0.79 1.44 0.92 16,1 16.2 18.6 27.2(q) 9.2 11.7
Mexico 3.26 8.24 1.53 1.12 29.5 27.5 116.1 69.5 1.8 1.7
Venezuela 3.29 2.00 1.33 0.91 18.4 23.9 11.5 25.4 22,2 12,7
India 0.05 0.30 1.04(@) 0.56 14.3 11.7 15.4 17.6 4.7 4.0(q)
Indonesia 0.68 0.64 1.57 1.19 28.0 23.9 14,6 12,3 4.9 6.0
Malaysia 0.29 0.90 0.99 0.46 19.8 21.6 8.2 6.1(g) 21.5 16.7
Philippines 0.67 0.85 1.52 0.85 23.9 26.5 24,1 31.3 8.0 5.6
Republic of Korea 1.18 2,52 1.62 0.72 25.6 . 28,0 13.5 19.1 6.9 4.0
Thailand 0.48 0.28 1.12 0.63 10.3 17.4 15.7 18.4(q) 10.2 5.2
Eqypt 0.23 0.84 1.49 1.32 39.3 63.0 60.9 67.5 2.4 3.5
Ivory Coast 0.38 0.28 1.90 1.44 32,0 52.5 16.1 36.4(q) 3.5 0.5
Nigeria 0.50 1.34 1.04(e) 0.94 4,2 8.3 5.7 9.9 8.7 7.3(q)
Morocco 0.70 0.32 1.29 0.94 35.7 51.3 28.5 59.5(g) 4.9 2,1
Tunisia 0.27 0.04 1.05(d) 0.53%(f) 39.9 43.7 21.8 24.6(qg) 7.6 7.2
Yugoslavia 1.27 0.78 1.53 0.98(qg) 22.6 23.6 31.0 34.1 5.5 2.1(g)
Turkey : 0.66 0.17 1.40 1.34(h) 12,0 23.7 24,1 38.6 2.1 2,2
All 19 countries(i) 21.48 31.07 1.43 0.98 23.3 28.8 29.6 36.1 7.4 5.8
Highest 3 countries(j) - - 1.87 1.47 39.3 55.6 77.7 69,2 18.0 13.7
Lowest 3 countries(j) - - 1.13 0.55 8.8 12.1 8.5 13.3 2.1 1.4

(a) Spread is an average of the interest differemtials on various base rates, where LIBOR is the most frequently used one, -
(b) Total debt according to OECD data, i.e. short-term debt not included, -
(d) 1977-1978. - (e) 1978. - (f) 1979-1981 and 1983. - (g) 1979-1982. - (h) 1979 and 1981-1983.

except for additional bank lending. - (j) Only countries with complete data were included.

(c) Debt service according to OECD data. -
- (i) Unweighted averages

Source: Euromoney Syndication Guide [var. issues]; IMF [a]; OECD [b].

(s



Table 3 - On Some Variables Explaining the Spread and Additional Bank Lending - Regression Results for All

19 Countries, 1976-1983

Debt indicators as explaining variables ;
Dependent .
variable Const. DCR1 l DOR2 l DOR3 l DSR1 ] DSR2 —[ IRR I CUACR [ GDPC R2 and F D.F.
SPRL 0.310 ~-0.072 0.251 -1,919*% 1.110+ -0.066+ 0.11 115
(-0.22) (1.15) (-2.56) (1.91) (-1.78) 3.95
0,271 ~0.234 0,302 -1,667* -0.067+ 0.09 116
(~0.75) (1.38) (-2.23) (-1.79) 3.93
0.185 i.t. 0.271+ -1.182 -0.074* 0.10 114
(-) (1.72) (-1.58) (-2.08) 5.24
0.164 i.t. 0.324* -1.138 ~0.,073* 0.11 120
(=) (2.10) (-1.54) (-2.07) 5.93
ADDLENR 0.222 i.t. -0.140+ 0.265 -0,643% 0.004 0.06 116
.9 (-1.71}) (0.81) (~2.63) (0.29) 2.83
0.243 0.103 -0.173+ 0.119 0.005 0.01 116
(0.74) (-1.78) {0.36) (0.33) 1.18
0.256 0.099 -0.164* i.t. 0.011 0.02 114
(0.76) («2.27) -) (0.67) 1.79
0.283 -0.418* -0.083 0.175 0.022 0.05 119
(-2.02) (-1.13) (0.52) (1.25) 2.52
Economic performance and damestic policy as explaining variables
Dependent
variable Const. INFLA I GRO | MSHD L EXRA l EXRFL ] INVR l GOEXR DEFR R2 and F D.F.
SPRL 0.520 0.322% 3.03* =-0.797+ -0.289 -0.505 -1.12 0.463 3.15*% 0.25 84
(2.98) (2.98) (-1.69) (-1.45) (-0.51) (-1.49) (0.70) (2.83) 4.79
ADDLENR -0.153 0.022 0.650 -0.056 0.014 -0.148" 1.04* 0.722% 0.958+ 0.16 84
' (0.45) {1.43) (-0.26) (0.16) {-0.34) (3.09) (2.45) (1.93) 3.14
Variables: SPRL = spread (logarithmic form); ADDLENR = additional bank lending (net) as per cent of total bank debt; Const. = constant
term; DORl = public and publicly guaranteed debt as per cent of GDP; DORZ = total debt (short-term debt excluded) as per cent of GDP;
DOR3 = total bank debt (short-term debt included) as per cent of GDP; DSRl = debt service on public and publicly guaranteed debt as
per cent of exports; DSR2 = debt service on total debt as per cent of exports; IRR = international reserves as per cent of GDP; CUACR
= current account surplus {(deficit = -) as per cent of GDP; GDPC = GDP per capita; INFIA = rate of inflation (consumer prices); GRO =
rate of growth in GDP per capita in constant prices; MSHD = change in world export market shares (moving 3-period averages); EXRA =
real exchange rate vis-d-vis 5 major trading partners (1973=1); EXRFL = fluctuation in real exchange rate (moving 3-period averages);
INVR = gross fixed capital formation as per cent of GDP; GOEXR = goverrment expenditure as per cent of GDP; DEFR = goverrment budget
deficit (surplus) as per cent of GDP. Statistics: D.F. = degrees of freedom; t-statistics in parentheses; i.t. = variable skipped
because of insufficient tolerance level; + (*) = significant at 90 (95) per cent level of confidence (two-tailed t-test).

Source: Euromoney Syndication Guide [var. issues]; BIS [var. issues]; IMF [a]; OECD [b]; World Bank
[var. issues]; own calculations.
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banks may adjust by rationing and imposing credit ceilings rather than
merely requiring higher risk premiums if the perceived probability of
the borrowers' default exceeds a certain level (1). This is especially
true if ~ as it is sometimes argued - lending banks are price-takers
rather than price-makers. That is why in the following the volume of
new lending (ADDLENR) is included as a second measure of banks to
adjust for changed risk assessments (besides the conditions of loans as
reflected in the spread) (2).

-~ Third, the most important question not addressed by Edwards is
whether the aforementioned debt indicators are relevant altogether
and whether banks should take them into account when assessing
country risks more -rigorously than they might have done in the past
(3). In my view the literature on the economic rationale of such indi-
cators clearly shows that the answer is negative [see, for example,
OECD, a; Sachs, 1982, pp. 240 f.]. A definition of critical values of
debt/output or debt service ratios is impossible. That a borrower has
reached or exceeded specific indicator levels does not necessarily mean
that repayment problems will emerge. The indicators are not based on
a productivity concept that shows the amount of foreign capital a bor-
rower is able to absorb with economic benefit. That is why indepen-
dent variables based on economically questionable indicators have to
be replaced by variables which may actually reflect the risks of bor-
rowers of running into debt servicing difficulties,

/[

A possible alternative to the indicator approach is an explanation of debt
problems that focuses on external shocks. When the widespread debt !
problems of Third World borrowers erupted in the early 1980s, it was |
argued that those developing countries most severely hit by the two oil i
price hikes, the world recession and dramatically high interest rates
would face repayment difficulties in the first place (4). Accordingly,

(1) Edwards (1984, p. 726]; Eaton, Gersovitz [1981]; Sachs [1983];
Sachs, Cohen [1982].

(2) Of course, the volume of new bank lending is also determined by
supply and demand factors. Therefore, it seems necessary to assess
bank behaviour both in terms of spreads and volume of additional
credits.

(3) It should be noted that Edwards also considers wvariables like the
investment ratio, economic growth and inflation rates etc. However,
it does not seem adequate to put together these variables and the
aforementioned debt indicators in the regression analysis because of
their different character.

(4) For an example, see Cline [1983]. Implicitly, this argumentation is to
be found in the comments on this paper by von der Decken, too.
The observation that the second round of recycling after the oil
price shock of 1979/80 was followed by severe debt servicing dif-
ficulties in. the Third World whereas the first round after the oil
price hike of 1973/74 was not is merely explained by referring to
economic policies in the industrial countries. According to this view,
banks continued to lend in the early 1980s because they could not
foresee the .drastic policy changes. It is neglected that some devel-
oping countries managed to cope with deteriorating external condi-
tions whereas others failed to adjust their economies. Moreover, with
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prudent lending would have meant levying comparatively high spreads on
and/or cutting short the provision of additional loans to this group of
borrowers.

But the banks did not react in this manner. Neither the spread nor the
amount of new lending was related to the (hypothetical) current account
impact of deteriorating terms of trade, reduced world export market
demand and soaring interest payment burdens (1). This is hardly sur-
prising, however, since the group of countries which suffered most
from unfavourable world market conditions was not identical with the set
of borrowers experiencing major debt problems (2).

-
Therefore it is suggested in the following that the deteriorating debt
situation of many developing countries can be better explained in terms
of domestic policies rather than in terms of exogenous influences. Ac-
cordingly, an adequate test of the hypothesis of imprudent bank lending
should concentrate on the borrowers' efforts to maintain or restore their
international creditworthiness and their success in doing so. First of
all, the internal use of funds borrowed abroad is critical for preventing
future repayment difficulties. No problems are to be expected, provided
the yield of externally financed projects exceeds the interest rate at-
tached to the loans. This is why a consumptive use of funds is most
likely to cause debt servicing difficulties later on. Especially when un-
productive government programs accompanied by large budget deficits
are financed by raising credits abroad is the ability to repay threatened.

-~ In case of rising budget deficits, fiscal policies contribute to (additional)

inflationary pressures, which in turn induce a misallocation of resources.
Where exchange rate adjustments do not offset unfavourable differentials
between domestic and international inflation, current account deficits are
further enlarged. Overvalued and heavily fluctuating domestic currencies
discriminate against export activities, thereby adding to transfer prob-
lems.

respect to the anticipation of external shocks like soaring interna-

tional interest rates, historical experience should have shown that

real interest rates would not stay for long on an extremely low or
even negative level.

- (1) Alternatively, the annual current account impact of terms-of-trade
effects, real world market demand effects and interest rate effects as
per cent of GDP and the cumulative current account impact of the
above-mentioned external shocks since 1974 as per cent of cumulative
GDP were considered in regression analysis. All regression coeffi-
cients were completely insignificant; the adjusted R? were practically
nil.,

(2) Within a sample of 18 developing countries (comprising all major bor-
rowers) the relative impact of external shocks on the current ac-
count was strongest in Thailand, the Philippines, Chile, Turkey,
Yugoslavia and the Republic of Korea. Notwithstanding, Thailand and
Korea proved to be rather sound debtors. For the major problem
countries in Latin America external shocks were of considerably less
importance (especially for Mexico). For methods of calculation and
detailed empirical results, see Nunnenkamp [1985b, Chs. 5 & 63
1985¢]; Nunnenkamp, Junge [1985, pp. 22 ff.].
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The lower part of Table 3 presents regression results obtained by taking
domestic policies and economic performance as determining variables with
regard to interest rate spreads and the amount of additional lending.
Given the above explanations the following factors were included:

- rate of growth in real GDP per capita (GRO),

- gross fixed capital formation as per cent of GDP (INVR),

- government expenditure as per cent of GDP (GOEXR),

- government budget deficit as per cent of GDP (DEFR),

~ rate of inflation (INFLA),

- change in world export market shares (MSHD),

- real exchange rate vis-i-vis major trading partners (EXRA),

- fluctuation in the real exchange rate (EXRFL).

Though both equations in the lower part of Table 3 show a considerably
higher adjusted R? than the indicator approach and the external shock
approach, the explanatory power of the domestic policy and performance
variables also remain very limited. On the whole, the signs and signif-
icance of the regression coefficients rather confirm the a priori impres-
sion that banks did not rigorously discriminate between good and bad
. risks. As regards the determination of spreads, higher inflation rates
(INFLA) and higher government budget deficits (DEFR) went along with
higher spreads. Export promotion resulting in rising world export market
shares (MSHD) led to improved loan conditions, but the level of confi-
dence is rather low. On the other hand, four variables (the degree of
devaluation, exchange rate fluctuations, investment and government ex-
penditure shares) remain insignificant. Moreover, the growth variable
has a highly significant "wrong" sign. As regards additional lending, the
evidence is even more strongly in favour of the hypothesis of imprudent
lending. Only the positive investment variable (INVR) conflicts with this
interpretation. All remaining factors exerted no significant influence on
the provision of new loans or have a (positive) sign (government
expenditure and budget deficits) which contradicts an economically sound
lending behaviour (1).

These results are hardly affected, when

- domestic policy variables and economic performance are separated, i.e.
only one set of variables appears in an equation (Table A2);

- external shock variables are included additionally, in order to account
for the combined effects of internal and exogenous influences (Table
A2) (2);

(1) Probably, demand factors were responsible for the positive signs of
GOEXR and DEFR. However, the banks were apparently willing to
comply with this demand.

(2) As regards the exogenous factors, the aforementioned quantitative
current account impact of external shocks is supplemented in Table
A2 by three indicators: EXPOR reflects the degree of world market
orientation, i.e. the exposure to international demand losses; TOT
shows the developments in terms of trade; DSTR as the share of
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- regressions are run for individual years between 1976 and 1981 (Tables
A3 and A4) (1).

On the whole, the regression analysis lends support to the hypothesis
that recycling has gone too far in the sense that banks did not rigor-
ously discriminate between good and bad risks. Thus it seems justified
to discuss factors which might have distorted the banks' risk perception
and led to an imprudently expansive lending to borrowers who shortly
afterwards ran into severe debt problems.

III. The Risk Perception of Banks: Government Intervention and Other Distorting )
Influences in Capital Markets

The hypothesis that in bank lending to the Third World risk consider-
ations have been overruled by distorting factors, especially by influ-
ences resulting from government interventions, could hardly be subjected
to a rigorous empirical analysis. Such an approach is heavily impeded by
data limitations and the lack of a comprehensive and empirically testable
theory of bank behaviour (2). Instead, I shall present a set of plausible
arguments by referring to some areas of conventional economic theory,
which may back the supposition that bank lending was subjected to risk
illusion or that banks even could discount the risks involved because of
incentives to moral hazard (3).

bank debt in total debt serves as a measure for interest rate vul-
nerability, since the interest payment burden increased for liabilities
due to banks particularly. However, most of the external shock vari-
ables remain insignificant. The negative EXPOR in the analysis of
spreads indicates that openness was an advantage rather than a dis-
advantage, since the adjustment to external imbalances was facilita-
ted.

(1) Most of the coefficients are insignificant, irrespective of whether the
determination of new lending or spreads is analysed. At most, for
the year 1979 the hypothesis of imprudent lending as regards in-
terest rate spreads has to be rejected, when high government ex-
penditure shares, high budget deficits, low investment ratios and
minor devaluations or even appreciations of domestic currencies were
related to comparatively high spreads. .

(2) The major deficit in economic research on the debt issue is to be
found in the theoretical field. Because of the lack of a theoretical
foundation, the great majority of papers on the Third World's inter-
national indebtedness remain rather descriptive, whereas an urgent
need for more analytical studies still prevails. ‘

(3) The pieces of economic theory referred to in the following clearly
have to be supplemented by additional theoretical considerations in
further economic research in order to complement the picture of bank
lending to developing countries. One promising avenue in this field
may be provided by the agency cost theory of finance [Jensen,
Meckling, 1976]. Agent-principal relations (originally considered in
the analysis of the financial structure of enterprises) seem to be
relevant in the context of international debt, too. 'Such relations



52

It has to be admitted that for the banks severe difficulties prevailed in
adequately judging lending risks vis-d-vis developing countries, since
the deficiencies of available indicator systems did not allow a safe pr-
ediction of future debt problems. Risk analysis was further complicated
by the growing importance of systematically correlated risks: The oil
price hikes contributed to a parallel deterioration in the terms of trade
of most NOPECs; the economic slump in major industrialised countries
negatively affected the Third World's exports; and the roll-over tech-
nique quickly transmitted rising international interest rates to all those
borrowers with considerable bank debt. However, because of historical
experience prudent bankers could not assume that the situation of ex-
tremely 