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This paper summarises the ro le  of the private  
commercial banks in the international f inancia l  system, 
with respect to th e ir  intermediary ro le  in financing 
world balance-of-payments d e f ic i t s .  Six key aspects 
of th is  ro le  are examined:

1. The re la t iv e  resp o n s ib i l i t ie s  of private  
banks and o f f i c i a l  in s t i tu t io n s .

2. Country credit  r isk  appraisal.

3. Information gathering.

4. The quality  of rescheduling techniques.

5. Regulatory issues.

6. Future developments.

The paper concentrates upon the experiences of 
the recent 2-3 years of growing debt c r i s i s ,  and draws 
conclusions as to how future balance-of-payments 
financing needs might be met.

1. The Relative Responsibil ities of Private Banks 
and O ff ic ia l  Insti tutions

The c r i s i s  atmosphere of the la s t  twelve months 
has resulted in a considerable blurring of resp o n s ib i l i t ie s ,  
both for  private banks and o f f i c i a l  in s t i tu t io n s .  Most 
str ik ing  has been the degree to which the private banks 
and the IMF have been working side by side in arranging 
rescheduling agreements.

To a degree the ro le  played by the IMF has been 
a necessary one: in order to marshall a l l  the numerous 
lenders involved in the reschedulings,the Fund has made 
very pointed requests to banks to increase th e ir  exposures 
in part icu lar  countries alongside an IMF support/rescue 
package. At t imes, individual central  banks, such as 
the Bank of England, have also made such requests.
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Clearly, in a financial market system where private 
institutions have a particular responsibility to stand 
on their own feet, such a close relationship (with banks 
being instructed to increase exposures to countries 
they deem now to be uncreditworthy) cannot continue 
indefinitely. This dilemma is recognised on both sides, 
and for the time being official institutions, private 
banks, and borrowers probably are looking to a general 
economic recovery to ensure that this untenable situation 
need not last longer than is absolutely necessary.

It is important to make clear why the position 
is untenable. For many years the IMF, and outside 
observers, have bemoaned the fact that the IMF’s influence 
on its members has been increasingly limited. Most 
striking was the period in the run up to the Mexican 
crisis, when many officials felt that the IMF was either 
unable to influence the banks (i.e. urge them to desist 
from increasing short-term lending) or to curb Mexico’s 
enthusiasm for borrowing,especially in an election year. 
Furthermore,the willingness of private banks to lend to 
countries with large balance-of-payments difficulties 
has undoubtedly helped countries avoid going to the IMF 
when perhaps they should (or would) have undertaken a 
formal IMF-style programme.

Of course,the IMF’s declining influence cannot 
be blamed entirely upon the banks’ willingness to lend. 
The IMF’s relatively small financial resources have 
always made the attraction of borrowing from banks much 
greater than borrowing (on conditional terms) from the 
IMF. Indeed it is the theme running through this paper 
that a key problem in the last ten years has been the 
absence of sufficiently large official financing 
facilities, given the size of world balance-of-payments 
dislocations.

But there is a more fundamental reason why the 
present situation is untenable. Private banks have a 
specific responsibility to their shareholders and to 
their depositors. Bankers take it upon themselves as 
their profession to offer a safe haven for depositors’ 
funds and a profitable investment opportunity for 
shareholders, principally as a result of their own skill 
and expertise in on-lending such funds to borrowers with 
various risk profiles. Depositors and shareholders 
have to be confident that the bank can perform this 
central task of credit risk appraisal adequately. 
Therefore it follows that any interference (the word is 
not used pejoratively) to direct bank lending in any
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particular direction impacts directly upon the central 
aspect of a banker's profession, i.e. on credit risk 
appraisal. The greater the direction given to banks 
as to whom they should lend to, the less can be banks' 
true responsibility for such loans and the greater the 
responsibility taken on by those issuing such directives.

Of course this dilemma is not confined to 
international lending. During domestic banking and 
credit crises, official action is often called for to 
stabilise the market. The degree of official intervention 
and support is always a key aspect and consideration (see 
for example the role of the Bank of England's so-called 
"lifeboat" in the 1974 UK secondary banking crisis).
The debate has now shifted into the international arena, 
and is undoubtedly more complicated given the plurality 
of regulating institutions, and the plurality of sovereign 
entities involved.

There is a further aspect to this blurring of 
responsibilities, an aspect which requires us to make a 
clear distinction between the role of the IMF and that 
of the central banks during the rescheduling of the 
last twelve months.

When central banks issue directives to individual 
banks these directives pass along established lines. In 
the UK, for example,the Bank of England is responsible 
for both the specific regulation of banks and for the 
control, as the central monetary authority, of the 
financial markets. The Bank is thus long used to issuing 
instructions with varying degrees of force to those banks 
for which it is responsible. In the United States the 
position is somewhat less straightforward,given the 
existence of three official bodies (the Federal Reserve, 
the Comptroller of the Currency and the Federal Deposit 
Insurance Corporation). Nonetheless,all banks have a 
direct relationship with their regulators and central 
banks. There are therefore established channels for 
coping with any blurring of responsibilities which take 
place when official monetary institutions issue instructions 
to the private sector.

In contrast, private banks have no formal 
relationship with the International Monetary Fund. If 
private banks continue to lend new money in conjunction 
with an IMF programme, it is very unclear what private 
banks can do should the IMF withdraw its 'seal of 
approval' or end its programme. There is of course 
nothing to prevent the IMF from trying to cajole other 
lenders, or from refusing to lend its monies if other
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lenders do not contribute. But the Fund/bank relationship 
must remain an arm‘s length relationship, albeit in a 
cooperative way.

As mentioned above, the dangers inherent in the 
IMF/central banks/private banks cooperation of 1982/3 
are f u l l y  recognised by a l l  partic ipants .  But i f  the 
hoped-for world economic recovery proves to be weak 
and/or delayed, then further blurring of resp o n s ib i l i t ie s  
may take place. In which case i t  w i l l  become increasingly  
important that the central  banks and regulators,  i f  
anyone, take the prime role in i n s t r u c t i n g ” private  
banks during any reschuduling as to how much additional  
funds they should lend. The central  banks/regulators 
in th e ir  turn can c le a r ly  seek guidance from the 
International Monetary Fund through th e ir  own o f f i c i a l  
channels. This does not solve the problem as to r e la t iv e  
resp o n s ib i l i t ie s  of o f f i c i a l  and private in s t i tu t ion s  
but at leas t  i t  ensures that the signals,  messages, nods 
and winks are passed along the correct channels. Recent 
practices have developed along th is  route.

2. Country Credit Risk Appraisal
During the c r i s i s  there has been a great deal 

of discussion of the quality of banks' country r isk  
assessment. Implicit in such debate has been the 
assumption that banks' country r isk  assessments have been 
lacking and/or that bank lending decisions have not 
paid due attention to country r isk  facto rs .  Undoubtedly, 
the enthusiasm for lending of the l a te r  years of the 
1970s diluted the influence which bank economists have 
had on individual lending decisions. In contrast, many, 
lending o f f ic e rs  now probably fee l  the economists' 
present warnings are given undue weight in comparison 
to th e i r  own market assessments.

A most serious problem for the credit risk 
analyst has been the lack of sufficient, up-to-date, 
information. Borrowers, in both developed and developing 
countries, are often reluctant to publish data on their 
external debt, often for domestic political reasons.
Many countries have not had adequate debt reporting 
systems, so that with the best will in the world they 
have not been able to provide up-to-date information.
Some countries have not had sufficient control over foreign 
borrowing by their own institutions.

The credit risk analyst has had to tackle this 
problem in several ways. First, there has never been
anything to prevent country analysts from visiting
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countries and gaining a good inside feel for the economic 
and political future of each country. Though credit risk 
appraisal will pay a great deal of attention to statistics, 
it must also pay a great deal of attention to an overall 
judgemental assessment of the future of the country.
In the same way,while corporate credit risk analysis 
relies heavily upon the analysis of a borrowers' balance 
sheet, the art of credit risk assessment has always been 
in looking beyond the bald statistics into the viability 
of the enterprise itself and into its operating environment.

Where there has often been a glaring absence of 
statistics the correct action for the country risk 
analyst has been to point such absences out and assess 
the reasons for their absence. In some instances it may 
be justifiable to accept the reluctance of the country to 
publish data. For many countries,however,it has been 
appropriate to "mark down" the country if it proves unable 
to provide adequate data. It is perfectly valid to turn 
down a credit request on the grounds of insufficient 
information about the borrower: the doubt, of course, is 
that banks have not been sufficiently strict on this point.

A second problem which country risk analysts have 
faced is that, for many major borrowers, the standard 
yardsticks of credit appraisal have been broken. Many 
countries have long exceeded the classic 20 per cent debt 
service ratio "ceiling" suggested in the past by the 
World Bank. For some time many borrowers have been able 
to cope with a high debt service ratio, but as 1982 has 
revealed (with a vengeance) a high ratio is only acceptable 
and tenable if banks continue to lend new monies. This 
has placed the country risk analyst in a dilemma: he can 
point out that according to his appraisal a country is 
no longer creditworthy, yet has often had the riposte 
from the lending officer that the market continues to 
believe the borrower is creditworthy and therefore by 
definition the debt service burden is supportable (as 
it can be refinanced). At that point the correct response, 
on strict creditworthiness grounds, should be that the 
borrower is only creditworthy while the market has 
confidence in it, and that under any normal criteria 
the borrower should be treated with extreme caution.

The present contraction of credit reverses this 
position (again with a vengeance). With banks seeking 
to reduce short-term exposures, borrowers are finding 
it difficult even to raise trade financing requirements, 
which under normal market circumstances they might be 
expected to obtain easily. There is thus the risk that
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even borrowers who are creditworthy according to economists' 
standard indicators w i l l  prove to be uncreditworthy i f  
the market so judges.

In the context of our concern with the re la t iv e  
role of the private banks and o f f i c i a l  in s t i tu t io n s ,  a 
comment also must be made on the importance of the IMF's 
seal of approval in credit  r isk  decisions. In a private  
banking market where, as pointed out above, the key 
professional task of a banker i s  credit  r isk  appraisal,  
i t  i s  surely t o t a l l y  unacceptable that th is  central  role  
of a bank should be passed on to an outside in s t i tu t io n .  
Thus reliance upon the IMF's "seal of approval" must be 
done cautiously. The bank must s t i l l  judge the degree 
to which the IMF's programme w i l l  improve the credit  r isk ,  
s ta b i l i s e  the market, and lead to sa t is fac to ry  improvements 
in the country's long-term a b i l i t y  to honour i t s  f inancial  
obligations. At present i t  can be j u s t i f i a b ly  said that 
banks have no option but to r e ly  upon the IMF' s seal of 
approval, and despite protests ,  banks have had to increase  
th e ir  exposures to d i f f i c u l t  countries, to protect the ir  
own current exposure. There is  a great deal of "can and 
mouse” in the present rescheduling arrangements. Banks 
undoubtedly want to put on record that they are re ly ing  
heavily upon o f f i c i a l  in s t i tu t io n s ,  such as the IMF, to 
police the economies of problem countries, even i f  the 
powers of that policeman are s t r i c t l y  limited.

Ultimately the fundamental l im ita tions of country 
credit  r isk  assessment must be recognised. However s k i l l f u l  
the analyst,  the task of forecasting the future economic 
and p o l i t ic a l  developments of sovereign s ta tes ,  in 
themselves and within a global context, i s  a major one. 
There i s  no such thing as 20/20 foresight.

3. Information Gathering

A propos the discussion of credit  r isk ,  a number 
of proposals have been made recently  to improve the 
information flow in international credit  markets. The 
new Inst i tu te  for  International Finance (formerly known 
as "Ditchley I I ") embodies the private sec to r ' s attempt 
to improve the flow of information. There i s  no denying 
that better  information can help towards achieving better  
credit  r isk  appraisals, even though information i s  not the 
whole of the story.

In practice better  information can come from two 
sources: e ither  from the lenders or from the borrowers. 
At present l imited information i s  provided by both. 
Borrowers publish th e ir  own debt s t a t i s t i c s ,  sometimes
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relatively quickly in their own publications or rather more 
slowly via the World Bank Debtor Reporting System, Lenders 
provide information to their own central banks on their 
exposures. This information is published separately by 
some central banks (the Federal Reserve, the Bank of 
England and now the Bundesbank) and is coordinated by the 
bank for International Settlements in its semi-annual 
and quarterly statistics on international banking.

So far,when considering the f u l l  range of countries,  
the private banks and central  banks have come up with more 
timely information than the borrowers. Current data 
provide de ta i ls  on the major industr ia l  countries' banks' 
exposures to LDCs as of June 1983, and as of December 1982 
on a more detailed maturity basis. The 1982/83 World Bank 
World Debt Tables, in contrast,  give external debts up 
to the end of 1981 only, although they do provide 
forecasts  of debt servicing requirements over the next ten 
years (on term debts established as of the end of 1981).

The nub of the problem has been the monitoring 
of short-term debts. Not only have these been always 
absent from the World Bank's data system but also short­
term debts can build up very rapidly and thus timely 
information on these debts is crucial. When a country's 
borrowing programme is sound the absence of short-term 
and up-to-date figures is a limited problem. It is 
precisely when a country is reding excessively on short­
term debt that by definition a problem will arise and the 
crisis builds up almost undetected.

If a country is going to build excessive short­
term debts, no amount of reporting will prevent such an 
occurrence. However more timely information might at 
least bring forward the "inevitable" crisis so that the 
amount of short-term debt built up would not grow too 
large. Thus the rescheduling and recovery programme 
could be of smaller magnitude. Appraisal of the BIS 
statistics has proved useful in giving a degree of early 
warning but the time lags are still too long. And perhaps 
more importantly for the credit risk appraiser the 
statistics could be more detailed. At present an analyst 
is unable to determine the quality of the assets which 
banks are reported to have and the degree to which they 
may relate to standard trade financing requirements can 
only be estimated.

In principle the effort to improve the information 
flow would be most efficiently performed by improving 
the present systems: speeding up the process of reporting 
to the World Bank Debtor Reporting System, and extending 
and accelerating the reporting of data through the BIS.
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The World Bank, IMF and BIS are all working towards this 
objective. However the "Ditchley II" idea is that the 
banks themselves could provide more information to their 
own institution, on both their lending levels and planned 
leading activities.

As a means of coordinating current bank strategies 
such a system might be helpful, but it must he questioned 
how far a competitive banking industry can in practice be 
relied upon to share such critical information. 
Traditionally the private sector has always been loathe 
to provide official institutions with too much information, 
and is always loathe to add to the data reporting burden.
In an ideal world the fastest way of obtaining good debt 
information would be from the borrowers themselves, on 
a country-by-country basis. This would involve fewer 
institutions in making reports and the process itself 
should encourage better debt management and control. If 
the IMF and the World Bank could encourage faster and 
standardised debt reporting by individual countries then 
this could improve the overall quality of the market's 
credit risk assessment.
4. The Quality of Rescheduling Techniques

The debt rescheduling process has been difficult, 
to say the least. Before mentioning the problems,however, 
it should be stated that debt rescheduling is not an 
operation which the market should regard as commonplace. 
Thus the setting up of automatic rescheduling arrangements 
is not something which can in the long run encourage good 
lending or good borrowing practices. Nonetheless, with 
a large number of countries rescheduling their external 
debts, it would be foolish to think that the absence of 
any formal debt rescheduling arrangement can help very 
much in dissuading countries from rescheduling. Further, 
with a large number of countries now rescheduling it is 
in the interests of both lenders and borrowers to at 
least perform this task as efficiently as possible, however 
much lenders and borrowers regret the task has to be done 
at all.

Lenders will tend to operate on the short leash 
principle. A lender's power is greatest at the period 
prior to lending new or relending old money. Once any 
new loan agreement has been signed then the power quickly 
shifts across to the borrower: possession is 90 per cent 
of the law. Borrowers, on the other hand, will seek as 
long an extension as possible knowing full well that even 
reschedulings arranged in 1982/3 might have to be 
re-arranged again if the underlying economic positions do 
not change adequately.
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Thus the parties  w i l l  seek a compromise, giving 
both sides some room for maneouvre while t ry ing  to balance 
out the lev e l  of future n egot iab i l i ty  over the c red it.
This w i l l  undoubtedly mean that banks w i l l  lend for  shorter 
periods than would r e a l ly  be advisable given the time taken 
for a country to adjust.  Borrowers w i l l  always seek to 
obtain as long a rescheduling as possible and at times even 
to overstate the extent of th e ir  f inancia l  problems. Just 
l ike  the i n i t i a l  borrowing negotiations, reschedulings 
are a question of wheeling and dealing.

The most serious cr i t ic ism  that can be leve l led  
at the rescheduling arrangements i s  that the delays in 
rearranging the c red i ts ,  and the disruptions caused during 
the period of rescheduling, cause rea l  economic hardship 
for the country concerned. I f  a l l  banks are rapidly  
cutting short-term lines  prior to a successful rescheduling 
then the country has d i f f i c u l t y  in trading, i t s  industries  
have to slow down even further and i t s  prospects for  
early  economic recovery are further reduced (thus making 
i t  even more d i f f i c u l t  for i t  to repay future loans on 
time). In addition with a large number of banks involved 
(and p a rt icu la r ly  a large number of regional banks in the 
case of Mexico) negotiations have been tortuous and from 
time to time could have eas i ly  broken down i f  one or more 
of the participants had broken rank. The large lenders 
have been as active  as the borrowers in seeking to 
coordinate reschedulings and to keep a l l  players in the 
game. Hence the Ditchley II ideas might be regarded as 
very much part of the e f fo r t  by the major money centre 
banks to encourage other lenders to maintain and even 
increase th e ir  exposures.

In practice various techniques and procedures 
have emerged as reschedulings have become more numerous. 
Each new rescheduling has raised the number of new 
negotiating ploys. One major problem i s  jus t  keeping 
track of the status of negotiations and of the resulting  
debt obligations of the individual countries, a problem 
which i s  going to present country analysts with more and 
more d i f f i c u l t i e s  as debts are rescheduled and data become 
rapidly out of date. However, a side benefit of the 
number of reschedulings has been that the major LDCs have 
had to publish more detailed payments estimates and 
forecasts,  as reschedulings have required extensive 
economic analyses to be published.

An additional cr i t ic ism  has been made with respect 
to the terms of reschedulings, an issue which d irec t ly  
affec ts  the countries' finances. Rescheduled loans have 
been usually priced at a higher spread than the original
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loans and substantial  fees often accompany the reschedulings. 
To some th is  seems i l l o g i c a l .  The country, by the mere 
fact that i t  i s  rescheduling, c le a r ly  has a problem 
repaying i t s  debts and to make the burden even greater by 
increasing the fees and spreads only adds to that problem. 
However, from the lender' s point of view, given the higher 
r isks  now apparent, the rewards need to increase.

On balance, an increase in spreads i s  ju s t i f i a b le  
and i f  any rea l  c r i t ic ism  was to be made with respect to  
r isk  and reward i t  would be that the spreads over the 
l a s t  few years have been too low. Thus reschedulings at 
leas t  give the opportunity to correct th is  position. Bankers 
themselves can point to the 1978/79 period when countries  
took i t  upon themselves to renegotiate credits  at the lower 
spreads obtainable when market conditions improved, to 
many bankers' chagrin.

Once again, reschedulings, no less  than other loan 
negotiations, are a matter for bargaining. Price i s  set 
by the market and by the re la t iv e  competitive positions  
of both lenders and borrowers. Furthermore, i f  banks are 
to make greater provisions against sovereign loans then 
such provisioning should also be re f lec ted  in the price  
charged for such loans. In practice,  in a period of 
f a l l in g  in te res t  ra tes ,  spreads have themselves tended to  
r ise  (being a function of both the business cycle and 
banks willingness to lend.) Thus even for  non-rescheduled 
loans the current climate should see r is in g  margins for  
new business. I f ,  through rescheduling, borrowers are 
seeking to refinance existing cred its ,  then current  
market conditions must c le a r ly  p revail .

Nevertheless,these considerations are obviously 
not the whole story:  insofar  as the rescheduling process 
represents a loan "workout”, so i t  i s  c lear  that "normal 
market conditions" are hardly operative (especia l ly  as 
lenders are la rge ly  obliged to re lend). The eventual 
spread w i l l  need to be fixed in the l igh t  of both the 
desired return to the lender and the borrower's f inancial  
status.  Naturally for lenders the spread i s  a l l -­
important, whereas for borrowers the same e f fec t  on 
serv icing costs could come from either a f a l l  in spreads 
(poten tia l ly  small under any circumstances) or a f a l l  in 
LIBOR i t s e l f  (which poten tia l ly  could be brought down 
considerably i f  in f la t io n  rates stay low). The l a t t e r  
condition would ass is t  the borrower without reducing 
the lender's return.
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5. Regulatory Issues

On Capitol Hill there are strong c a l l s  fo r  the 
banks to pay the price for the support now being given 
by o f f i c i a l  in s t i tu t io n s  in the rescheduling process.
This i s  not the place to discuss the re la t iv e  responsi­
b i l i t i e s  of governments and of private banks for causing 
and/or for  resolving the present c r i s i s .  Clearly there 
are strong resp o n s ib i l i t ie s  on both sides. The extent to 
which there was no o f f i c i a l  route by which the large second 
o i l  shock could be recycled through o f f i c i a l  channels is  
now being re f lec ted  in the demands for governments to 
make amends for the absence of previous action. Meanwhile, 
in the reschedulings,the banks, in t o ta l ,  are often putting 
in more new money than the o f f i c i a l  in s t i tu t io n s ,  and 
thus are bearing a s ignificant share of the burden.

Apportioning blame w i l l  always occur during 
crises  but i s  not in the long run the most important issue: 
what i s  at issue i s  whether or not international banking 
should now be subject to greater scrutiny and control in 
order to prevent further c r ises  occurring. I f  such 
regulation i s  imposed th is  does not mean that further  
financing flows w i l l  be done adequately through o f f i c i a l  
in s t i tu t ions ,b u t  at least  governments may fee l  that the 
ball  i s  firmly in th e ir  court.

Ever since 1975 the BIS and central  banks have 
sought to improve th e ir  monitoring of the international  
banking system as the f i r s t  step towards possibly  
providing more controls on the system. One major practica l  
hurdle has been that every central  bank and every country 
has i t s  own way of regulating i t s  own financia l  in s t i tu ­
tions.  The authorities  in Japan, for example,have often 
given very exp l ic i t  instructions to th e i r  own banks as 
to what proportion of syndicated credits  Japanese banks 
may take (such res t r ic t io n s  are now being l i f t e d ) .  
Regulations often re la te  as much to the general balance-of-­
payments objectives of the lending country concerned as 
to concern over the quality of bank’ s p or t fo l ios .

The regulatory issue i s  important in three main 
areas: f i r s t ,  should o f f i c i a l  in s t i tu t ion s  in some way 
seek to improve the credit  appraisal techniques of banks; 
secondly, should more prudential controls be imposed 
upon banks' lending polic ies  (e.g. greater and s t r i c t e r  
l im its  on exposures as a percentage of capital ) ; and 
th ird ly ,  should d if fe ren t  reserve requirements etc. be 
imposed on banks for th e ir  international lending, 
p art icu la r ly  to developing countries?
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As mentioned in the second section there would 
seem to.be l i t t l e  point in central  monetary in s t i tu t io n s ' 
seeking to impose th e ir  own credit  judgements on those 
of the private  sector, without a major change in the way 
in which our international and domestic banking systems 
operate. Central monetary authori ties  may have somewhat 
better information on individual countries but in most 
cases private  banks' credit  r isk  assessment teams are 
better quali f ied  than those of central  banks. Furthermore, 
as mentioned above, using other o f f i c i a l  in s t i tu t io n s ' 
judgements (e.g. those of the IMF) would equally be of 
l imited value.

Changes in prudential controls ought to o f fer  
greater scope for sa t is fac to ry  progress, although again 
central  banks have always had to re ly  upon the discretion  
of private  banks to achieve appropriate mixes of r isk  in 
th e ir  p o r t fo l io s .  A c lass ic  example of the l imitations  
of such controls was the so-called "means and purpose” 
te s t  in the United States.  Regulations can only seek to 
influence banks' decisions, not to replace them with 
o f f i c i a l  judgements.

Nevertheless, s t r i c t e r  adherence to r isk  exposures 
to capita l  may be necessary, as long as such single  
exposures can be adequately defined and policed. Imposing 
such l im its  at th is  point is  l ike  closing the stable door 
a f te r  the horse has bolted. Doubtless banks themselves 
are c a re fu l ly  re-appraising what poten t ia l  l im its  they 
should impose upon individual country exposures. The 
market i s  probably performing th is  task adequately now, 
and may be being over-enthusiastic in imposing new 
prudential l im its  for  future use.

The th ird  aspect, of banks' reserve policy,  e tc . ,  
re la tes  very much to government tax polic ies  and accounting 
princip les .  It  i s  t rad i t io n a l  in banking that doubtful 
loans are written o f f  even though over time perhaps as 
much as one th ird  of such loans are f i n a l l y  written back. 
Where banks are allowed to write o f f  loans against tax in  
the short term the taxpayer bears part of the burden of 
the loss .  Where a debt has been rescheduled successfu lly ,  
ostensibly restoring creditworthiness, i t  i s  not c lear  
whether that loan should now be treated as doubtful, given 
that a rescheduling has been done successfully.  A major 
d i f f i c u l t y  would be in deciding what amount of earnings 
should be set aside against p o ten tia l ly  doubtful loans.
I f  a major developing country defaulted in to ta l  then the 
banks' rea l  protection (whether reserves or capita l)  may 
not in a l l  cases be adequate. It i s  extremely d i f f i c u l t
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to access exactly what the potential  losses are in 
sovereign loans. This has alv/ays been the problem in 
pricing the loans adequately in the f i r s t  instance, and 
even now i t  is  not clear exactly how much banks should 
be providing (except that provisions may be too low).

In practice i t  would seem advisable to give banks 
as much leeway as possible to adjust earnings targets  
and possibly ra ise  new capita l  as they see f i t ,  and to 
re-assess any further change once the s ituation has 
improved. No amount of regulatory changes at th is  point 
would a l l e v ia te  the present c r i s i s  and any change would 
probably only complicate banks1 current decisions.

6. Future Developments

A number of proposals have been made to improve 
the international f inancial  system with respect to private  
bank lending to developing countries. Some re la te  to the 
restructuring of existing debts. Others re la te  to 
improvements required to prevent the need for  restructuring  
in future.  There is  always a temptation during a major 
c r i s i s  to seek global solutions to solve the c r i s i s .  In 
practice the only solutions l i e  in a ser ies  of individual  
f i r e  f ighting exercises which leave th e ir  own mark, 
adjusting participants'  expectations.

A common theme running through the various 
proposals i s  the idea that o f f i c i a l  in s t i tu t ion s  should 
provide some new underpinning to private bank lending, 
either by guaranteeing new loans or by taking o f f  the 
banks' books existing loans in the form of discounted 
bonds, etc.  Yet a l l  these ideas f a l l  into the trap which 
we o r ig in a l ly  identi f ied , that of blurring the dis tinct  
responsib li t ies  of the private and the o f f i c i a l  sectors.
I f  the loans prove to be bad then the banks w i l l  
undoubtedly su f fe r .  I f  the loans prove to be good then 
the banks would be unwise to s e l l  down such loans. Choosing 
the price at which to discount such loans would be an 
extremely a rb i t ra ry  process carried out under very abnormal 
market conditions.

Of course; changing the system so le ly  to account 
for past a c t i v i t i e s  would be hardly progressive even 
though there might be some sa t is fac t ion  that past errors  
may have been accounted fo r .  All  players (governments/ 
taxpayers, lenders, borrowers) w i l l  fee l  the e f fec t  of 
the inadequacies of past practices,  and compensating for  
any inadequacies is  a separate task from a lte r in g  future  
structures.  Naturally the mistakes of the past should 
highlight how future arrangements might be structured, but
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i t  would seem most f r u i t f u l  to return to the key development 
finance issue: how do LDCs obtain the financia l  capita l  
for  development, and indeed what proportion of LDCs' 
investment capita l  needs to come from international savings?

The only logical  way to change the system 
s ig n i f ic a n t ly  is  to increase the direct ro le  played by 
o f f i c i a l  in s t i tu t ion s  or governments in funding LDCs' 
current account balance-of-payments d e f ic i t s  or providing 
development cap ita l .  The International Monetary Fund and 
the World Bank are designed to help correct balance-of-­
payments d e f ic i t s  and to finance developing countries 
respective ly .  Neither in s t i tu t io n  has had su f f ic ien t  
financing support to perform these ro les  adequately.

The amount of resources al located to these 
in s t i tu t io n s  natura lly  must be related to the financing 
need. And i t  is  th is  l a t t e r  concept which now warrants 
very close attention. Balance-of-payments d e f ic i t s  (on 
current account) do not just represent poor budgeting 
by LDCs. Their counterpart i s  the need for  capita l  
inflows, or foreign savings, to complement the domestic 
savings needed for investment in LDCs. I f  there is  a 
long-term need for  a large in jection of foreign savings 
into the LDCs, i t  follows that there must therefore be 
a t ran s fe r  of resources into LDCs.

In the 1970s th is  t ran s fe r  escalated rapidly,  on 
the f inancia l  side. But much of the required financial  
t ran s fe r  was obviously d i re c t ly  o f f se t t in g  the outward 
t ran s fe r  of resources resu lt ing  from the deteriorating  
terms of trade (both higher o i l  prices and worsening 
non-oil terms of t r a d e ) .

In the 1980s however, barring a th ird  o i l  shock 
and barring a further serious terms-of-trade deterioration,  
the balance-of-payments d e f ic i t s  on current account 
(excluding debt in terest  payments) need not be p a rt icu la r ly  
large. Hence the required tran s fe r  of f inancia l  resources 
to LDCs need not be extraord inari ly  high. Once the existing  
debt of the 1970s is  adequately treated on i t s  own merits,  
then there need not be any great need to establish  a new 
system fo r  future resource t ran s fe rs .  Equally, the need for  
such new transfers  has to be id entif ied  before designing 
new tran s fe r  mechanisms.

Moreover, i f  a t ransfer  is  required, the experience 
of the past ten years suggests that private  banks are not 
the best conduit for th is  t rans fe r  to LDCs to take place. 
The debate then, as suggested above, returns to the issue
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of how LDCs obtain capita l  fo r  development. Just because 
new mechanisms have not yet been devised other than le t t in g  
the private banks take the s tra in  (or finance the residual)  
we should surely not conclude that therefore banks can, 
and w i l l , finance any s ign if icant t rans fe r  in the future.
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