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Chapter I

SIMMARY AND CONCLUSTIONS
I. SUMMARY

Te The decade of the 1970's has witnessed the emergence of private

commercial banks as important actors in the external finance of developing

countries, In the case of Latin America private banks have become the

major source of f}ﬂfpce, accounting for as much as two-thirds of total

current account finance as recently as 1974, 1In the latter half of the

1960's the banks® share of total finance was only 12%,

2. Notwithstanding ths important role of banks in the economic 1ifse of
developing countries in general, and Latin America in particular, there

is a most incredible dearth of specific information on the processes of

lending by the banks and borrowing by the developing countries, Recent
improvements in data collection have mostly involved very aggregate

figures that tell little sbout how banks have lent and what their impact has been
an the process of economic development; moreover, data collection and publication
is more reflective of the needs of regulatory asuthorities in the center than

the requirements of the developing countries.

3. The lack of insight into the process could be resolved if individual
commercial banks made their loan portfolios more transparent, However, banks
traditionally hide behind the veil aof secrecy, meking the detailed study aof

the experience of individual LDC borrowers the only reasonable alternative for
breaching the gap in data and analysis.

4, This study concerning Peru represents an attempt to begin the employment

of the latter strategy. The precise focus is on public sector medium and

long term borrowing for the pericd 1965-1976. Data collection involved




aggregate loan flows from all sources and comprehensive loan—-by-loan detail for
all commercial bank transactions that were not related to national defense
activities. Using data on commercial bank loans, profiles were created on
individual commercial institutions for the purpose of analysis of their
behavior., Data also were reaggregated toc provide a more complete view of the

nature of bank lending and its impact on the economic development of Peru,

BackgrOund on the borrower

5. During the psriod under study Peru had two governments with different
economic philosophies. During 1965-1968 reigned a government which promoted
industrialization and moderate socisl reform; however, it respected Peru's
traditionally liberal economy based on the export of primary commodities and
foreign investment. Thus, the government sector, while expanding rapidly with
respect to its small size in the 1950%s, remained basically supportive of the
private sector. Introduction of a new government in late 1968 brought economic
policies that showed a much more intensive nationalistic and developmental tone,
The philosaphy underlying the hasic model was described s=s something that
would bridge the gap between capitalism and communism. The state became the
dominant entreprensur in productive activities; foreign investment that was
not compatible with national autonomy was dismissed from the cduntry, and
comprehensive socio—econumic reforms were undertaken to enhance the well-being
of the population,
6. Despite different orientations in ecuonomic policy, the factors behind a
relatively high demand for foreign resources were similar for both governments,
a) In toth cases the public sector was expanding rapidly with respect to
previous rates of growth. This was particularly true for the second

government, which tock control of wide segments of economic activity.



However, the domestic tax base severely lagged behind the expansion
of activity, creating large deficits that for numerous reasons
exceeded the capacity of domestic capital markets to finance them,
b)‘There was a long term supply constraint for exports, coupled with
ever growing pressures to import. The export constraint reflected
a combination of laxness, bad luck and long gestation periods and/ocr
delays on investments in the export sector. The demand for imports
stemmed frmm rapid growth of investment (especially public) and
consumption, overvalued exchange rates, dismal domestic food
production and speculation,

c} The public sector was relatively inexperienced vis—a—vis the ever-
growing responsibilities placed on it. This meant that foreign
contractors, imports and finance easily penetrated national investment
_schemes-and that there was little effective discipline and/or control
with regard to debt contraction, This created debt service problems
which generated their own demand for foreign exchange.

7 The stt-TSBB goverriment experienced several unique factors that inflated
its demand for resources, One was comprehensive subsidies on basic consumer
items, many of which were impbrted. Anather was the ecological disappearance
of the enchovy, a major expert item, And perhaps most importantly, there were
ant1c1pated (and ultimately exaggerated) receipts from exports of newly found
petroleum in the Peruvian jungle. One suspects that authorities either
consciously or unconsciously mortgaged future petroleum receipts for present—day
consumption and investment, Unfortunately, actual production fell far short

of expectations,

8. Many of the above factars of demand for foreign finance stemmed from

structural weaknesses in the economy that went unrepaired for prolonged periods,



For eaech government these problems culminated in economic crisis, The
first government had its crisis in 1967-=-1968 and the second entered into

open crisis in late 19785.

Behavior of the Suppliers of Foreign Finance

S, Despite the similarities in the factors of demand for foreign resources,
the response from the supply side was rather unigue for each government. The
only common factor was toycotts from one or more official sources of finance.

10, The government in power in the 1980's faced varying credit freezes from
U, 5. AID, then a major source of concessionary finance, because of an

investment dispute with a U,5, based transnatiomal enterprise, the International
Petroleum Corporation. This fact, coupled with the taxing analytical reqguirements
of multilateral finance, caused the government to become highly dependent on
private suppliers' credits. As a result its debt was already "commercialized"”
as esarly as 1965, As for commercial banks, they played a minor role, but were
important at the margin due to the emergency finance that they provided to the
government during 1967-1968, Banks also may have been indirectly present to the
extent that they discounted and picked up promissory notes held by suppliers.
1. The government installed in late 1968 encountered a financial boycott due
to its program of nationalizing foreign firms with compensation that was less
than adeguate in the opinion of the companies and their home governments,
Important sources of bilateral finance were cut off and leverage was used to
freeze aid from multilateral agencies. Peru's commercial bankers also were
very reserved, lending only for purposes of refinance, and then due to threats
of non-payment. Given the difficult ecoromic environment in 1968-69 it is hard
to determine whether the bankers' attitude was due %o objective economic

circumstances or participation in the boycott.



12. In 1972 Peru once again begar? to have access ta foreign credit. The |
renewed access stemmed from several factors. First, Peru®s deep resolve

to overcome the boycott caused it to successfully sustain grawth and reforms

in the face of & hostile external environment, thereby making the punative
measures increasingly counterproductive, Second, there recently had been

8 discovery of oil in the Amazan, meking Peru potentially an important

strategic element in the oil procurement strategy of the center. Third,

Peru began to diversify its external economic relations to incorporate

partners with a neutral or favorable view on its economic policies, Fourth,

and most importantly, structural changes in world banking in theg sarly 1970's
made commercial institutlons abandon their traditionally conservative attitude
on LOC finance i#n favor of an aggressive strategy for expansion of lending to
developing countries. Peru eventually got caught up in the process, and:banks
were increasingly more eager to extend rno-guestions-asked finance to the
government. A seemingly unlimited desire on the part of banks to expand their
assets in LDCs, coupled with the government's inflated demand for Fureién finance,
created conditions where Peru accumulated enough commercial bank debt to make
it one of the most important LOC clients of the banks,

13. The banks remained eager lenders to Peruv up until late 1975 When_é new
cautious attitude was adopted, On the one hand, banks in general had become
more cautious lenders dus to a series of major bank failures in mia—197a and
criticism from home governments to the effect that banks had over-lent to LOCs,
On the other hand, the structural weaknesses underlying Peru®s demand for external
finance had been intensifying, as was the burden of its debt. Moreover,
anticipated receipts from petroleum bhad not lived up to eriginal expectations,
By 1976, bankeérs were very reluctantly financing Peru's balance of payments, and
terms and conditions were relatively onerous. Thereafter, relations with the
bankers became even more tense and ultimately creditors forced the goverrnment to
take recourse to the IMF. Enhsuing harsh stabllization programs generated heavy

social costs for a country already characterized by severe poverty.



The Nature of Bank Lending: 19651970

14, In the period 1965-1970 a handful of large internationally experienced

Ue So banks virtually controlled the government's access to foreign commercial
bank credit. Peru's major bank at this time probably was Manufacturers

Harover, both because of the volume of credit extended and the fact that it
arranged several relatively large multi-institutional loans for the first
government in order to help it overcome its financial difficulties in 1967-15968.
Other mejor lenders were Bankers Trust, Bank of America, Chase Manhattan,
Citicore and Continental Illinois. All together, there were only 27 lending
banks in the period.

15, Most loans in 1965-1970 were financed out of the headguarters of the banks,
both because the absolute volume of lending was small enough not to require
gspecigl funding from abroad, and because loans to LDCs were uncommon enough

to merit the attention of the very top executives of the banks, Reflecting

the sourcing of lgans, interest costs were based on a floating domestic prime
rate, {Often the variability of the fleoating rate was aésuaged by a floor

and ceiling base rate.] Maturities rarely exceeded 5 years, which was the

norm for internatiocnal credit at this time, Flat fees on loans were rare,

16. Most commercial bank loans were formally designated for purposes of refinance,
Banks refinanced suppliers which were reluctant or unable to lengthen their loan
commitments and also official agencies which for political reasons were
withholding credit from the government. Banks also constantly refinanced their
own credit, especially in the crisis of 196%-=1968 and then again under pressures
af non-payment by the military government in 1965-1970.

17.  Banks refinanced loans in the difficult economic period of 1967-1970, but credits
were characterized by very short overall maturities (5 years), very stort
grace periods (sometimes less than a year), and rather onerous interest margins

(1. 75 or mare).



18. Barnk lending in the period.almost always was very conditional. Commercial
security arrangementsAsuch as escrow accounts were most comman on transactions
with decentralized government agencles., With the appearance of economic stress
after 1966, refinance credits carried political-sconomic conditionality. When
the government was under IMF scrutiny in 1967-1969, credits were tied to IMF
standby accords and carried debt restrictions very similar to those applied

by the IMF itself. When the government managed to awvoid the IMF, as was the
case in late 1969 and in 1970, banks reluctantly agreed to refinance, but also
applied conditionality that was uniguely designed by them. The conditionality
basically involved precise debt restrictions which gave the government little

room for new debt contraction in the first half of the seventies.

The nature of commercial bank lending: 1971=-1976

19. In 1971 commercial banks still were restrictive lenders to Peru. However,
in the following year there began a process that involved a massive change in
relations with the world banking community. Not only was there a phenamenal rise
in the wvolume of lending, but also a tremendous diversification of sources. The
total number of private creditors rose from just 27 in the sixties to 167 in the
seventies. Major lenders at the institutional level were Citicorp., Wells Fargo,
Manufacturers Hanover, Bank of America and Chase Manhattan, all with the exception
of Wells Fargo, from the same cluh of major international lenders in the sixties.
However, unlike the previous period when a few major lenders accounted for

almost all the lending in absolute terms, in 1971-1976 they accounted for a
minarity of credit flows. A large mass of newcomers to international lending

{of which Wells Fargo was one} that at the institutional level mostly were of
intermediate-nr minor importance as individual lenders, as a whole accounted

for the vast majority of credit extended to the govermment,



20. Mot only were there many new institutions lending to Peru, but there was
much greater dispersion in terms of thé geographic origin and size of the
institutions., In the sixties an overwhelming part of all commercial credit came
from a handful of large internationally experdienced U,S, banks, W#hile U.S,
institutions were still the dominant source of finance in the seventies,

iending was shared among a very large number of banks. Moreover, important
lending came from Japan and Europe as well. Most newcomers in the seventies were
of varying degrees of size and often had little international lending experience.
21 The very significant dispersion in the sources of lending could suggest

a greater degree of independence for the borrower. There is no doubt that there
was more plurality im sources lending with respect to the 1960's. However, in
the 1970's nearly 80% of all credit was extended in the form of syndicated loans,
which were organized and administered by a lead hank, And just 5 lead
banks-—Citicorp, Wells Fargo, Manufacturers Hanover, Bank of Tokyo and

Dresdner Bank-—accounted for roughly three-fourths of the credit mohilized in
syndication. Thus with the new mechanism for international lending—the syndicated
loan—came anew form of power. While many new banks lent to Peru, a handful of
institutions again had a considerable degree of control over the access to foreign
credit. Moreover, the situation for Peru was merely a more severe farm af a
similar concentration at the level of international syndication,

22, Given the very large volume of credit to Peru, most hanks had to seek
offshore finance. (This was particularly true for U,S. banks which faced home
country capital controls.) Thus while headgquarters still remeined the main
source af loans, London, the Bahamas, Luxembourg and ather uffshqre centers
became important sources of funding, Ancther reason for sourcing loans abroad,
gspecially with regard to tax havens like the Bshamas, was to enhance income

from foreign transactions,
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23. In the seventies, as in the sixfies, U, 5. dollars were by far the most
common currency for loans, However, intte former period there was significant
use of other currencies such as the yen and D-mark,

24, BReflecting the importance of offshore funding, almost all loans were based
on the floating London Interbank Offer FMate. Accelerating world inflation
caused the disappearance of the floor and/or ceiling base interest rate
arrangements that had accompanied many floating rate loans of the sixties,

25, When Peru first gained access to cunsiderable gmounts of commercial bank
loans in 1972, the terms of credit were very onerous, Wargins over the libor
were well in excess of 2% and maturities did not‘extend beyond 5 years, In
contrast, established developing country borrowers like Brazll and Mexico were
taking complete advantage of the bankers! eagerness to lend and were negotiating
margins of something near 4, Siover libor and maturities of up to 10 years,
Peru's more onerous terms reflected bankers continued uncertainty about the
reform government, the ecanomy,and perhaps to a lesser extent, the authorities’
inexperience in negotiating with commercial bankers,

26. As international lending terms became increasingly more favorable for
LDCs in general {a torrower's market), and as the banks became ever more
interested in Peru, the terms of credit underwent massive transformation,

By 1974 Peru was able tc negotiate margins only slightly above one percent

and maturities were up to 10 vears. These conditions were only moderately
less favorable than those offered to prime developing country borrowers like
Brazil and Mexico,

27. In 1975, reflecting a turn to generally tight borrowing conditions

{a lender's market]gthe terms of gredit hardened for Peru about in line with
mast LDC bor}nwers. But in 1976, when bankers were openly concerned about the

Peruvian economic situation, the country's average terms underwent serious
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deterioration vis—a~vis other borrowers. By the end of 1975 borrowing

conditions had turned full circle and reflected the onerous levels of

1972,

28. In the seventies fees and penalties became & very common part of

commercial bank loans, Nearly nine=tenths of the walue of lending in

the period carried flat front end fees of one kind or another, at an average

cost of Q.77% of the face value of the loans, Also, nearly two-thirds of the

loans carried prepayment penalties, at an average cost of over 1% (flat) om the

amount to be prepaid,

29, The generalized appearance of fees in the 1970's could be attributed to

the emergence of syndicated loans as the major mechanism for the extension of

credit, Banks were attracted to syndication because each indiwvidual institution

could commit a relatively small amount of funds and thereby minimize risk, But

fees often were a major inducement for lead banks to iniciate syndication of a

loan and also were an important inducement to participants. AReflecting the

need to attract banks at the margin, syndicated credits generally had higher

interest rates and fees than single bark loans and carried much higher pre-payment

penalties. Notwithstanding their higher costs, syndicated credits appear to have

heen more favorable to the borrower than single bank loans because of both longer
maturities and the much greater amount of resources that could he

raised on any one transaction,

30. In the seventies, most commercial bank reguired the government to waive

its sovereign immunity and to submit to foreign courts in the case of disputes.

However, in order not to run counter to the Psruvian Constituion, which prohibits

the government to sObmit to foreign Jjurisdiction, a loophole always was

incorporated into contracts, allowing for possihkle local jurisdiction over the

agreement.
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31. Refinance operations continhued to be the most important form of credit
transaction carried out by the commercial banks, Banks refinanced their

own debt, but also that of other private and official sources. This reflects

a government policy of almost continued refinance of its external obligations.
In 19791972 refinance was motivated by the burden of debt service payments,

But in 1973—&974 the government refinanced basically to teke advantage af the
more favorable lending terms offered by the banks in this period. In 1975-1976
refinance again was motivated by  debt service problems, In the latter year
Peru arranged an historic 400 million refinance loan with its major private
creditars, The operation was notable not only because of the size of the
transaction , but also because the barnks agreed to help Peru avoid an IMF
stabilization program,

32, While refinance credits continued to be the major type of credit, the new
style of world banking in the early 1970's was reflected in a significant
diversification of lending activities. A very large percentage of the credit
was of free disposition, i.e., the banks provided the funds with no strings
attached whatsoever. There also was a very significent amount of project
lending, And interestingly, the banks provided considerable amounts of credit to
help the government compensate foreign firms that were nationalized in the reform
program,

33. MWost of the loans of free disposition were extended in 1973, This reflects
the fact that the banks were very eager to lend to Peru at a time when major
projects were still at & planning stage. Peru also was eager to establish
itself as a major client, The objectives of the two parties were hest achieved

through the extension of credit that was not tied to any real activities.
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34, Unlike the sixties, the banks' role in project lending was significant,

The sectors where bank project loans were most heavily concentrated were oil
development and manufacturing, in that order. Over a guarter of the resources
were used for local costs., In most projects bank loams complemented other
sources of finmance like suppliers?! credits and bilaterel loans. Inh other words,
banks were oneg layer in a multilayered financial package. Hbwever, significantly,
commercial banks were very important in the successful financing of some projects
of high national priority like the transandean oil pipeline and the Cerro Verde T
copper mine,

35. The nationalization credits were extended in a form of solidarity between
barks and home country investors. They were valuable to the government in as
much as the loans permitted the authorities to settle prolnngéd disputes with
foreign investors and their home governments, U. 5 and Swiss banks-investors were
the key actors in this type of credit. One historic credit arranged by

Morgan Guaranty in 1974 was part of a package agreement with the U.S. government to
end an investment dispute {and sanctions) that arose in late 1968 over the
nationalization of U,S, based enterprises.

36. As for the terms of the credit, the different types of loans carried costs
which were broadlysimilar to global averages. The clear exception to this was
nationalization credits which carried relatively more favorable terms with
regard to interest rate, maturities, fees and prepayment penalties. The more
favorable conditions reflectthe special nature of the credit as a form of
bank—investor solidarity,

37, In the period 1972-1975 banks—in contrast to the 1960°'s—were virtually
unconditional lenders to the government. The sarlier heavily conditioned loans
of the sixties were prepaid by rew (and cheaper] unconditioned credits. Banks
showed little interest in securing loans with anything more than a general
government guarantee, What was financed, how it was financed, and the ultimate

purpose of finance appeared to matter little to the banks,
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3B. The permissive environment of 1972-1975 changed radically in 1976,

As noted before, banks were generally more cautious lenders because of

factars external to Peru., However, the country's economic difficulties
generated special concern among its private creditors and loans once again

were heavily. scrutinized, When Peru requested a large refinance credit from
the harks in 1976 the immediate reaction was to condition any new credit by

an IMF standby agreement, as bhad been done with developing countries in the
1960°%s, Butthe government insisted that it would not submit to the traditionally
harsh IMF, and after hard negotiations, and strong reluctance on the part of
some banks, commercial creditors agreed to extend refinance loans to the
government, Banks joined together in a cpllusive fashion into national
groups—L. 8, , Canadian, Japanese, European, etc,—, to form large syndicated
credits worth nearly 400 million dollars all carrying almost identical terms and
conditions,

39. In the negotiastions for refinance of the debt, banks displayed an open
willingness to protect the interests of TNCs., At least implicitly loans were
conditioned by the requirement that the govermment settle investment disputes
with two forelgn firms. This conditionality was a radical departurefrom the
behavior of the early seventies when banks lent to the government even in the
face of prolonged disputes with many firms. On at least one other occasion
after 1976 the banks attempted to condition finance by the treatment of a TNC,
40, When the banks agreed to refinance the government's commercial debt in the
absence of the IMF, they did so fully aware of the fact that their credit
completely dwarfed all other sources, including the ITMF, Banks clearly had the
leverage to influence government policy and this was exploited, as manifest in
thelr agreement to monitor a government-designed stabilization program that was

introduced by authorities as an inducement to have the banks refinance the
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debt without the IMF, The banks split the loan into tws traunches, with
disbursement of the second one contingent upon the success of the

stabilization program,

41. The agreement of the banks to extend credit without the IMF was not

new; in 1969-1971 commercial banks had provided heavily conditioned finance

on their own. What was new was that bankers took it upon themselves to monitor
the whole economy, not just a few parameters like external debt,

42, Whnile some large barks technically had the ability to monitor the economy,
and as a group banks enjoyed considerable leverage cver government policy, the
foray into IMF territory failed. Criticism of their decisions was strong,
basically arising from concern about having private profit-méking institutions
monitoring the affairs of a sovereign government, Possibilities for conflicts
of interest otwiously loomed large. Also, the Peruvians were unable to muster
the political cohesiocn to meke the hard economic decisions that bankers wanted
so that foreign exchange could be sgueezed from the economy for payment of debt.
43, With the stabilization plan failing, and criticism about their role in

the economy mounting, commercial banks abandoned the country, foreing government
officials to run back and forth between its private creditors and the IMF in
search of a solution to their problems, The path was caonflictive and the
economy had to undergo severe shocks and social disrupfiun. Not until 1979,
when commercial debt was refinanced and official debt rescheduled, was some
resemblence of order established. But the economy remained flat and social-
political tensions were high, Commercial bankers alsgc maintained a very cautious
attitude towards new lending to the government. Moreover, the economic prospects
for first half of the eighties remained clouded by (i} another bulge in debt
service due to the short term nature of relief provided by creditors: (ii) a
dismal world economy and {iii) the failure of the international community to
develop an adeguate officizl mechanism for transfer of resources from surplus

to deficit countries.
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The Differential Behavior of the Banks

-~

44, Analysis showed that banks indeed behaved differently and are not a
hombgenesous group,

45, In 1965-1970 lending to the government was dominated by a few lafge
internationally experienced U.S. banks, The posture of the banks was

generally conservative as exposure was restricted and lending was conditional,
However, in the early seventies there appeared many new lenders eager to expand
their international portfolios, Both because of the crowded nature of markets
in the industrialized markets, and the relatively lower rates of return to be
found there, these banks focused on developing countries as a way of satisfying
their ambitions for earnings growth, Their hehavior displayed an aggressive
character with regard to amounts extended, the terms offered, types of loans and
conditions, Peru's traditional creditors of the sixties maintained a more
conservative posture in this environment, Some, interested in maintaining their
mariket position, followed the trends generated by the newcomers, while other
traditional lenders assumed a more rigid posture and resisted them.

46, The aggressive lenders of the early seventies where characterized by a
willingness to extend large amounts of unprotected credit without conditions,
They also were likely to be more willing to extend loans of free disposition

and refinance than their more conservative counterparts. These institutions also
were inclined to finance activities in non-commercial areas such as spcial
infrastructure, And up until 1975 the aggressive lenders continuously undercut
the prevailing market terms for loans to Peru, thereby helping to steadily reduce
interest margins and lengthen maturities.

47, By 1975 the world's commercial banking community had turned relatively
conservative in its posture vis—a-vis the third world., WMost of the aggressive
lenders of the early seventies retrenched and/or became conservative due to fear

about the stability of international finance and the massive debt accumulation
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of LOC bcrrowers, Market trends once again came under the influence of the

big international money center banks which had controlled credit flows in

the sixties. Nevertheless, within the confines of a geherally more conservative
lending envirﬁnment, some international banks bghaved in ways which were more
Tlexible than other institutions,

48, An attempt was made to classify banks according to their behavior with
regard to Peru. This could be done only in & limited and tentative way due

to the fact that few banks individually undertook extensive lending to the
government, Moreover, some banks showed clear markings of aggressive behavior,
while others were definitely conservative in their actions; but still other

banks acted in ways which sometimes were conservative or aggressive, depending
upon the time and circumstances. '

49, From the standpoint of nmational origin, generally aggressive behavior was
found in Japanese hanks, U, 5. (regional) banks, Italian hanks and consortia,
Meanwhile, generally conservative behavior was found in British, Swiss-and
French banks, German inmstitutions also on balance might be considered to have been
canservative, Other national groups showed more mixed behavior, being conservative
Or aggressive depending on the particular focus of action.

50, When banks are viewed from the standpoint of size, generally there were no
clear-cut bhehavioral patterns, It is interesting to note though that aggressive
behavior often was s=zen in the smallest banks, This can be explained
in part by the faect that consortia fell into this latter category.

51, Moving to the lavel of individual institutions, one of the most aggressive
lenders was Wells Fargo, which came from nowhere to become a major creditor

of the government, ODresdner Bank, American. Express International, Bank of Tokyo,
Banca Commerciaele Italiana, Bancal Tristate Corp. and Crocker National Bank were
among the institutions that displayed a generally aggressive behavior, Openly

conservative positions were seen in Chemical Bank, Bankers Trust, Morgan Guaranty,
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Contirnental Illinois, Charter New York Corp. First Chicago, First National

Bank of Boston and the National Detroit Corp., Some European hanks like
Schroders, National and Commercial Banking, Credit Lyonnais, Bangue Francais

du Commerce Exterieur, Bangue de 1'Indochine et de Suez, Amro Bank, Algemene
Bank Nederland, Bangue Worms, to mention just some, also showed generally
conservative behavior towards Peru. Other banks like Citicorp, Bank of

America, Lloyds Bank, Chase Manhattan, Manufacturers Hanover, and Bank of

Nova Scotia showed behavior with varying degrees of aggressiveness and
conservativeness depending upon the circumstances,

52, With regard to the relative commitments of the banks (authorizations as a
percent of total assets), it was found that Peru generally was & very minor
element in the overall porfolio of the banks, However, within this context,

in the 1970°%s consortium barks assumed by far the highest relative commitments,
Among regular banks, Wells Fargo, followed by American Expressllnternational and
Bancal Tristate Corp. carried the highest relative commitments in Peru. In
general, Peru's major lenders of the sixties showed very similar relative
commitménts;throughcut the 12 years. Exceptions were Bankers Trust, Continental
Ilinois, and to a lesser extent Manufacturers Hanover, which experienced
notable rétreﬁchment of their relative commitments in the period 15711976,
Intermediate lenders of the 1960's such as First National Bank of Boston, Charter
New York Corporation, and National Detroit Cnrgoration also underwent a possihle
withdrawal of commitments fo Peru in the seventies.

53. Some banks which had maintained or increased their relative commitments in the
saventies, nevertheless can still be classified as having had a restrictive
attitude on exposure in Peru, Morgan Guaranty appeared cautious and kept a low
profile until it decided in 1974 to take the symbnlic role of heading the large

syndicated credit to the government that was part of a settlement of an investment
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dispute with the U. & Chemical Bank had an operly restrictive attitude on the
goverrment and did not really iniciate lehding to the public sector until

it participated in the above mentioned syndicate with Morgan Guaranty. First
Chicago also appears to have held back its exposure in Peru, entering the

market only after the settlement of investment disputes with the U.S.

54, Empirical tests for the period 1972-1976 showed that as a rule banks
discriminated risk tireugh loan volume and not through the price of credit,
While relative loan commitments among institutions showed great vardation over
time there was practically no significant divergence hy indivicdusl banks (and
groups of banks) from the general market's interest margins and maturities for
Pefu. Thus over time individual banks generally could not resist market trends
nor reflect diFFerential risk considerations in prices.

55, Some limited exceptions were found to paragraph 54y Empirical tests gave
reason to suspect that commercial institutions whose size ranked them in the
range of 47-91 on a world scale (1975) cnnsistently pursued a pricing policy on
the high side of the market terms. Bankers Trust appears to have had a
deliberately cautious policy and provided maturities that were significantly
shorter than the market average, while Dai-Ichi Kangyo Bank appearsd to extend
signiFicantiy longer than average maturities. In addition, a2 miscellanecus
category of banks that incorporated institutions from countries generally outside
the mainstream of international finance also showed a tendency to offer
maturities sigrficantly longer than the market average. Lastly, the Bangue
Commerciale pour 1'Europe du Nord consistently ch;arged sigrificantly higher than aserage
margins on its loans; however, this may have been offset by significantly longer
than average maturities.

56, While few banks were able to diverge significantly from general market
forces over time, some institutions clearly created inflection points in trends.
The key bank in this regard was Wells Fargo. In ?972—197d'it repeatedly

headed syndicates—heavily supported by Japanese institutions-— that undercut
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prevailing market trends, Thls was quickly copied by other hanks, thershy
markedly lowering the average cost of Peru's credit, To a lasser extent
Dresdner Bank played a similar role. Barks which often supported the new
trends were Bank of Tokyo and Crocker National Bark,

57. As part of traditional risk consideration commercial banks have preferred
to finance income generating projects and have been less enthusiastic alout
refinance, belance of payments support and loans of free disposition. Sectoral
preference has been for income generating primary activities. However, in the
seventies most aggressive lenders abandoned this tradition and revealed little
preference for sectors or types of loans. Big experienced internmational money
center banks also showed little preference in this regard.

58, ‘When banks were aggregated into country groups revealed preferences were
discerned. The traditionally conservative preferences with regard to sectors and
types of leans were found in British, German and Swiss banks, and to a lesser
extent in French and Canadian institutions, The more hold non-traditional
behavior was found in Japanese, Italian and American banks, as well as consortia,
A miscellansous group of banks from countries ggnerally outside the mainstream
of international finance also actea outside traditional bhehavior.

59, There was not a clear-cut functional relationship between revealed
preferences for sectors/types of 10a55 and the size of the banking institutions,
However, it is interesting to note that many intermediate sized banks showed
revealed preferences for traditional behavicr, while small banks did not.

60. Banks most inclined to protect their loans with guarantees of home country
export credit agencies were French and British institutions, The group of banks
from countries autside the mainstream of intermational finance also had a high
proportion of its lendingrtm Peru covered by guarantees, Bahks which appeared
to lend toﬁPeru with little or no guarantees from home country governments were
the U. S, ,JJapanese, @erman; Italian, Canqdian ahd Swiss institutions, At the

level of individual institution, some of the banks with a high proclivity
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to protect their loans with home country guarantees wers National. and
Commercial Banking Group, Credit Lyonnais, Bangque Francais du Commerce
Exterieur, Bangue de 1'Indochine et de Suez, Amro Bank Algemene

Bank Nederland, Bangue Worms, and Banco do Brasil.

61. When banks were grouped according to size, there was sume evidence that the
frequency of use of tome country guarantees increased as the size of the bank decreased.
66, As for the behavior of lead hanks in syndicated credits, it was found that
the aggressive newcomers—-e, g, Wells Fargo——employed strategies that were
different from the big internationally established money center banks, First,
the former gained mandates for syndication through offers to undercut prevailing
market terms, Second, it established working relationships with a wide variety
of newcomers that were willing to price cut as well, Working relationships
reflected themselves in relatively large clusters of banks that repeatedly
participated in syncdicates ied by the newcomer, Internaticnally established
banks like Citicorp took less recourse to price cutting and had only a reduced
number of working relationships, which often involved other big internationally
established banks,

63, There was some evidence that banks with operations in Peru via branches or
subsidiaries occasicnally altered the pattern of their foreign currency lending
to the government out of concern for-protecting local business interests,
However, there were no conclusive patterns established in this regard, making
one suspect that most protective lending was done by the local operation itself
and in local currency.

64, With the restrictive enviromment in international markets after 1974

and open economic crisis in Peru in the post-1975 period, the government
encountered a generally reserved banking community., Fbwever, some barnks took

more flexible positions in negotiations than others. Many aggressive newcomers
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of the early 70's with significant exposure in Peru—e,g, Crocker National
and Bancal Tristate-—simply retrenched and even did not participate in
general refinance accords arranged by the banks in 1976, Other banks
maintained their interface with the government, but took the paosition of
hardiine adversaries with regard to the authorities efforts to avoid the

IMF and assuage the social costs of adjustment. Among the banks in this
second group would fall Morgan Guaranty, Bankers Trust, and Continental
Ii1linois. Chase Manhattan also would fall there, especially because it
cortinuously conditioned its cooperation by how well authorities treated

the Southern Peru Copper Corp. Another group of banks took a softer and
relatively more flexitle position (within a commercial context) in negotiations
with the govermment. Dresdner Bank and Bank of Nova Scotia stand out in this
regard. One could also place Credit Lyonnais, and Manufacturers Hanover in the
group of "spft-line" banks, Despite a noticeable hardening of Citibank's
position in 1977, it tooc should be considersd to have had a rather flexible
attitude in negotiations during the economic crisis.

85. If behavior in the post 1973 crisis were based on natiornal origin, ane
would have to say that the most flexible vis—e-vis the Peruvean position were
the European banks. The hard-line adversaries were mostly U. 8. institutions,
which incidently, were easily the most exposed in Peru. The Japanese did not
appear to take a strong postion, but rather followed bargaining trends which

were usually dominated by the U. 3. banks.
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IMPACT OF COMMERCTIAL BANK LENDING ON THE ECONOMIC DEVELOPMENT OF PERU

Positive aspects

66, 1In the period 1965-1968 hanks were not a major source of finance for the
gm}ernmer_'lt. However, at the margin they provided important resources theat
bridged .the gap in fiscal and foreign exchange rescurces during 1966- 1968,

67. Beginning in 15372 the banks providsd much extermal savings and played a
crucial role in the development of Peru, both in absolute and relative terms.
68. The entrance of new commercial lenders that year provided Peru with a

way of breaking the grip of the financial boycott instituted by hegemonic
powers in the center and which maybe erjoyed the support of Peru's traditional
commercial lenders, who in 1969-1971 extended loans in a very restricted fashion,
i, e, only far refinance and then dn very onerous terms and with conditionality
restricting future debt contraection.

£9. From 1972, not only did the volume of bark credit increase dramatically,
but competition for Peru's husiness crested an environment where lending was
totally unconditional and no guestions were asked about the use of credit.

Even in the more restricted environment of the post 1974 period, banks displayed
flexibility by agreeing in 1976 to Peru's reguest for refinance of its debt
without the interfergnce of an IMF standby agreemsnt,

70, With virtusl stagnation in export growth in the seventies, commercisl bank
loans were the single key elementin supﬁort of a rapidly growing capacity to
import foreign goods and services in 1972-15975, This growth in import capacity
was accompanied by unprecedented expansion of domestic consumption and investment,
simultaneously, The cushion provided by imports permitted domestic demand to
expand at margins in excess of domestic product that were large with respect to

previous trends in Peru and with respect to actual trends in Latin America,
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Accompanying growth in domestic demand were significant reductions in
unemployment and growth in real wages.

71, Commercial barks also played & very important role in public finance in
1972- 1975, Overall, in the period government deficits were very large and
banks were & major socurce of finance, More specifically, by comtinuously
refinancing the government¥s external debt, resources were freed for investment
and consumption, A large mass of free disposition credits enabled the government
to build up reserves or employ as it wished. And while barks were not
overwhelmingly involved in project finance, they supported ventures of high
national priority which were not easily financed such as the transandean oil
pipeline and the Cerrov Verde copper mine, Morecover, banks regularly covered
local cqsts of prbjects. Considerable finance also was extended to cover
compensation for nationalized foreign firms, thereby helping to diffuse

investment disputes.

f §

The negative aspects

72. When takén from another angle, many aspects of the banks' involvement

in the economy can be viewed as béing less fortunate,

73 0One of the major preocupations about bank involvement in the Peruwvian
economy is that their finance may have lulled public authorities into a false
sense of security. In 1969-1971, the government used deep resolve and
discipline to overcome a full scale external economic boycott; despite a hostile
spnvironment authorities mamaged to achieyé more than respectable rates of growth,
reduced unemployment, increases in real wages, etc., all while radically
reforming relations with foreign and domestic private capital, (Catchup from
the 1967-68 criéisiwas only a small element in this performance. ) However,

beginning“in 1972—which corresponds to the period when barks entered the
i



~ 24 -

economy en masse—the economic discipline of regime began to unravel. With

a varte blanche from commercial lenders Peru found it could import without

concern far exparts; invest without concern for import content or an adeguate
mix of gestation periods; consume without concern for local production; and
spend without concern for local tax effort., In this permissive environment, the
economy *s dependence on externail finance and banks became paramount. A program
originally designed to eliminate dependence on foreign capital instead evolved
in such a way as to trade foreign firms for foreign banks. The new type of
interface with foreign capital was complicated and the ecornomy tlearly became
8s vulnerable as ever to outside influences.

74, Had the banks continued to display unlimited willingness to bankroll
Peru's economy in a standoffish manner the vulnerability would be a non-issue,
However, there was a general retrenchment in world banking in 1975; as bankers
became more reticient to finance and as the terms of loans became more onerous,
the veil of finance became more transparent, showing behind it a very structurally
weak economy, In 1976 the bankers panicked and attempted to force Peru into an
IMF stabilization program. But, then, seeing Peru's resistance and recognizing
their own leverage, the banks experimented with explicit balance of payments
support on their own. Moreover, no longer were they standoffish in their
behavior; not only were banks formally monitoring the political economy of the
government, but they also began to protect the interests of their TNC clients.
Thus banks once again became interventionist.

75. While commercial banks became interventionist, they also showed a low
threshold for tolerating the problems associated with adjustments in developing
countries, They provided Peru unguestioned finance in the seventies,
natwithstanding ecoromic policies that promoted ever more inflated reliance

on foreign resources, If the barnks were aware of underlying trends—eas they
stould have bsen—then they too must have been awaiting the long term

payouts on investments in petroleum, mining, etc., to realize themselves,
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If they were not aware of trends, then their lending behavior must be deemed

to have been reckless. But in either case, their tecit support of government
policies in the first half of the seventies would lead one to ideslly expect

the banks to have borne the consequences of their decisions and have helped Peru
overcome the difficulties without grave social costs. As it was, as soon as it
became apparent that the momentum of past puliﬁies-which the banks unguestionably
supported—could not be broken easily and that the mixture of politics and
ecoromics was not ripe for harsh adjustment 7 _ y the

bankers lost confidence and held back finance until Peru submitted to the

tough reguirements of the IMF,

76. Barks thus proved to be an ephemsral source of finance for an LDC unable

to make guick and hard decisions about economic adjustments. Things, of

course, might have evolved differently had Perﬁ displayed restraint and screened
the overtures of commercial lenders for credit, But even if this had been so
commercial finance still would have proved inadeguate from the standpoint of
providing appropriate maturities for development, For the period 1971-1976, Peru's
commercigl maturities averaged just 7 years, suitable for only the most

commercial of ventures. Social infrastruéturé cén sometimes take up to a
generation to payout and therefore needs much longer maturities than commercial banks
could offer. Even in the commercial sphere 7 year maturities may be too short
because many projects involve infant industries that can have payouts that are much
more extended than identical activities in the industrialized countries. This is
aside from prolongation of payouts due to mistakes or the unforeseen svents—such
as falls in export prices—that are very common to the experience of LDOCs,

77. The lack of symmetry between the long run requirements of development and the
short to medium term nature of commercial bank finence places clear obstacles in
the way of broad-based sociu—ecnhnmic development, Policy makers, of course, can
confront the problem in a variety of ways. But in order_th illustrate the gravity

of the matter for a country that is heavily indebted to commercial banks, one cen
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simplify and reduce policy options to basically two: (i) focus development
strategies on activities with high short term private commercial rates of return
and wait for social development to "trickle down" to the population or (ii) seek
balanced socio-economic development today and hope that barks refinance their
short maturities,

78. DOption one might prove attractive to conservative financial managers, hut
unfortunately experience has shown that "trickle down" strategies can be
perverse,acting merely as an excuse for unnecessary postponement of social
reform and reasonably balanced income distribution. By the same token they

have been associated with regimes that exclude large segments of society from
political participation,

79. It has already been seen that banks have indeed refinanced, if not
reluctantly, making option two technically feasible. However, refinance is

a terriby awkward way to accomodate the long gestation period of development,

A borrower becomes very vulnersble to the volatile lending terms in commercial
markets, If refinance is sought in a borrower's market, such as 1972-1974, the
results can be attractive with new credits carrying low margins and longer
maturities, However, if refinance takes place in a lender's market, as in
1975-76, the results can be counterproductive to development., Not only might
access to credit be difficult, but interest margins will be distressingly high
and maturities uncommonly short. This causes buldges in debt service payments,
complicates debt management and generates more requirements for refinance,

In this type of enviromment debt service can prove to be more burdensome,
making bankers concerned about the country and thereby further aggravate
borrowing conditions, As government auttfrities become preoccupied about the
pankers' view of their country's creditworthiness, economic policy can drift
away from broad-based socio-ecoromic development strategies into a more narrow
approach stressing ventures with high short term private rates of return and an

excessively liguid external. payments sector,
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B0, If the need to refinance occcurs under conditions of apen economic duress,
as in the case of Peru in 1976, the results can be disasterous to development,
Banks, seeking to squeeze out fareign exchange for debt service, become
interventionist. j/ This can take place directly through the placement of
reguirements on government policy or indirectly by forcing authorities to
submit to IMF scrutiny. Moreﬂver)any relief provided by the banks is very

short term in nature, with onerous terms and accompanied by considerable social

costs and setbacks to the process of development,

IT, CONCLUSIONS AND RECOMMENDATIONS

There are three brovad conclusions that can be drawn from analysis in the

study, each of which leads to suggsestions for future action,

1. Banks hehave differently and therefore more institutional
analysis of commercial lenders is needed

In the seventies relations between commercial banks and developing countries
underwent fundamental change. But banks did not act as a homogeneous groups
rather in many important ways they displayed distinct modes of behavior, In
the bargaining environment it is important for developing country borrowers to
be aware of these distinctions so that they can tailor their interface with
commercial institutions in a way.which is supportive of national development
objectives., However, there is little institutional analysis availahle on the
behavior of specific lenders, making it difficult for new borrowers to map out
ex ante strategiss for negotiations with individual institutions. Under present
circumstaences only with a lang accumulation of experience can borrowers begin to
differentiate the behavior of banks; towever, the "learning by doing" mode can he
difficult and full of unnecessary and costly pitfalls., Also, resulting

evaluations of the barnks can be more informal than systematic.



To overcome these problems, researchers must make a greater effort to
analyse the institutional behavior of commercial lenders. g/ As long as banks
remain reticent aboﬁt revealing the exact nature of their interface with LDCs,
the most productive way to go about this would seem to he detalled case studies
such as this one, which, in a cumulative way, would reveal ever more about the
behavior of specific institutions. Indeed, an international organization such
as the U,N. Centre on Transnational Corporations or the World Barnk could set up
a reporting system whereby developing countries would provide detailed informatiaon
(ideally copies of credit agreements] on their individual transactions with
commercial banks. Using this data the organization in turn could make a systematic
analysis of the ewolving behavior of individual banks toth with regard to
individual borrowers and groups of borrowers, The findings could be disseminated to
governments participating in the system, providing a view on banks that is more
extensive than that available to any single borrower. g/ Such an arrangement
would allow countries to effectively interchange views and experiences concerning
specific lenders and permit them to adjust their negotiations with creditors
accordingly. The interchange of information among torruwers about banks also
would counterbalance the advantages of bankers who are constantly interchanging
information about countries,

Of course, initially ther= may be resistence to such a system since
borrowers can be very protective atout data concerting their activities with
commercial banks, Thus some work will have to be done to overcome this problem,
The advantages of such a system will have to be demonstréted to developing
countries and confidentiality on individual transactions will have to be eénsured.
Notwithstanding these obstacles, a dialogue with developing country governments on

this matter should be undertaken as soon as possible,
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2. An_unregulated international banking system often experiences supply
led—-expansiaon, requirigg borrowers to show restraint '
in the face of bankers' overtures

In the early seventies world liquidity and an unregulated eurocurrency
market fostered clear supply-led expansion of lending., After a brief per{od
o? retrenchment in 1975-1977, banks once again, under pressures of liguidity,
began actively soliéiting clients in developing countries. Since banks often
can show little self-restreint, then orrowers must be prepered to do so.

This suggests that countries should carefully control their interface with
foreign finance in general and commerciel finance in particular; that foreign
finance should be used only as a complement to a vigorous national effort to
gengrate resources for development and, when foreign resources are used, care
should.be taken to ensure that the nature.of deployment is consistent with the
cost and maturities of the credit, Restraint and sagacicus deployment is
particularly important for small and medium sized economies where offers of
commarcial credit can easily exceed the real capacity of the economy to match

commercial funds with appropristely commercial activities,

3. Commercial banks are not an appropriate primary conduit of extemal
finance for developing countries and comprehensive reform
of the present situation is urgently needed ﬂ/

Even if a ecountry displays appropriate restraint and sagacious management
in its relations with commercizl bénks, its development is still handicapped by
the severe gualitative drawbacks associated with commercial bank finance.

The basic underlying problem is that commercial banks are not appropriate
orimary conduits of development finance. Private commercial banks, as their
name implies, are not development institutions and their private commercial time

and risk preferences make it difficult for them to accomodate the broad socio-



economic goals of development, which are long term in nature and are based cn
social rates of return. There are several factors which seriously restrict the
bghavior of banks,

First they are profit oriented institutions which operate on the basis of
private rates of return. They can internalize social rates of return on their
lending ocnly to the extent fhat the latter enhances the former; moreover, the
gestation period for such a feedback process tends to be rather long term in
nature, '

Second, a great deal of bankers' resources come from call or short term
time deposits. The short term deposit base places a 1imit on the Hegree to
which banks can prudently mismatch maturities, i.e., lend long on short funds,
Thus, the nature of the resource base gives these institutions only a short to
medium term time horizon with regard to lending,

Third, as bankers will readily admit, they have a special concern for
minimizing risk and avoiding losses, This orientation is partly a Fuhctiun
of tradition, but also reflects the reality that banks operate on other people’s
money and must ensure the safety of depasits if access to resources is to be
maintained. This leads to a conservative view of life where "caution and
prudence” are the watchwords for lending operations. When viewing prospective
loans to developing countries, bankers naturélly are primarily interested in the
prospects for repayment, It is not surprising then thét liguidity indicators
(as opposed to development indicators) dominate creditworthiness criteria; good
management is synonymous with ensurance of liguidity to service debts, sven if

this means deflation of the local economy to free foreign exchangs,

Thus, the inability of commercial banks to satisfy the reguirements of economic
development stems to a large degree from their institutional makeup, For banks to
radically alter their behavior would be inconsistent with their structure and basic
commercial goals, What is needed, then, is some examination of the alternatives to

a commercial bank~dominated external development finance,



- 31 =

Exploring the alternatives

Orne has just seen some drawbacks that might be associated with having
commercial banks at the forefront of the allocation of resources to developing
countries like Peru., Unfortunately, in economics diagnosis is easier than

prescription, leaving for the remaining part of the chapter the difficult task

of suggesting alternatives.

The international division of labor for developmenti finance

In general it appears that what is needed is some rethinking about the
current division of lalor for development finance. There are many sources
of finance and sech one usually is especially capable of performing certain
tasks,

Looking first at commercial banks. They are especially good at financing
trade, lThey have a world-wide network of branches and correspondents with
which to follow trade flows, Decisions on finance can be made quickly because
of the familiarity among clients. Assessment of risk does not have to be
terribly sophisticated, because much aof the finance is self-liguidating and
 the tenor of agreements is on the short side; this, incidentally, is compatible
with both the limited risk assessing ability of most commercial banks and the
short—-medium term deposit base of these institutions,

Banks alsd,are‘exceptually suited to finance highly profitablie commercial
ventures with a quick payout, say between 5 and 7 years, Another area which
appears suitable is the finance of working capital, i.e., the pure need for
short term liguidity.

Just as banks are exceptionally suited for the above tasks, they are
inferior at others. One area where banks display severe limitations is in
the provision gf finance for ventures wfth a long payout., Social infrastructure
reguires maturities far beyond the reach of banks, and rot surprisingly, these

institutions themselves sometimes are chary about lending in this area.



But many commercial ventures also may be out of the reach of banks, particularly
those that involve infant industries and are capital intensive,

Banks also cannot adeguately fill liquidity needs when illigquidity is due
to structural imbalances (real or financiazl) in the economy. So if balance
of payments or fiscal difficulties stem from something other than a temporary
exogenous factor (e.g., @& fall in the price of a major export commodity] banks
are an inferigr source of fimance. In these circumstances—which are very common
to developing countries—if bank extends "no-gquestions—-asked” finance they
become a permissive influence that hides the need for changes in structure
and policy, Peru up to 1975 fell victim to an overly cooperative banking
communiity, On the other hand, if banks attempt to induce changes in policy and
structure they become interventionist, Because of their private commercial
character when they lock horns with sovereign governments they are open to
charges af conflicts of interest and political subversion, To this must be
added the fact that the maturities that they can offer under the risk associated
with restructuring may simply be inadequate for the circumstances. Thus, when
banks enter into finance cf structural balence of payments problems they enter
into a "mo win" situation.

Who then are the experts in those areas where commercial banks appear to
face constraints? They are multifateral agencies and private bond markets.

Multilateral agencies——i.e., the World Bank, Inter-American Development
Bank (IDB), etc.—display great virtue with regard to some of the special needs
of developing countries.

First they have highly trained professional séaffs which have a wealth
of experience with regard to the problems confronting developing gountries,
They can help in project preparation; troubleshoot where problems arise and
help in follow-up evaluation. Thus, they are interssted in the success of the
project and not just its fimance and repayment. These personnel also are
capable of collatorating with authorities in the formulation of global policy

§
for development.
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Second, and more importantly, multilateral agencies are not commercial
institutions and therefore can assume time and risk preferences that are
compatible with the far reaching needs of development, Thus, multilateral
agencies can and do lend to countries which display liquidity and political
conditions that simply would unnerve a private banker. MWoreover, their
special character enables these agencies to support repayment periods of up to
25 years agr more, which is the type of finance that can smoothly promote the
broad-based socio-economic change that is integral o the process of development,
Implicit in this capability is a willingness to finance projects with a basic
needs character, and to encourage this type of development as well.

Third, unlike commercial banks where developing countries have na
influence over policy, multilateral agencies incorporate developing countries
as voting members and provide opportunities for them to influence events.

Nor is this virtue negated by thelfact that LDCs are a minority woting block.
Indeed, as long as industrialized countries contribute to the bulk of fihance,

the credibility of multilatersl agencies is best maintained if they have

technical control over decision making., But LDCUs, acting together, can provide

an effective lobby for pressuring the industrialized countries to adopt policies
favorable to their needs, Also LDCs can improve their voice in policy to the
extent that they insure maximum representation on the staffs of multialteral
agencies, sponsoring individuals for their technical competence and not for their
domestic political connections,

The atove is not to suggest that multilateral institutions are perfect.

The quality of their finance urndoubtedly can be improved. The IMF would

appear to be in need of the greatest amount of reform, §/ For examplesbetter
articulation between the Fund and the World Bank is appropriate so that standby
programs can take on a longer term character and facilitate real structural—as

oppposed to just monetary/financial—change. In line with much longer standby
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agreementé,-canditionality could be moderated to take into greater account
domestic political and social objectives and the need to avoid reductions

of employment and per cgpita income in poor countries. And in order to
facilitate more disbursements and greater flexibility in development there

is great need for significant progrem lending by development institutions like
the World Bank and IDB. One could go on ahbout where changes are desirable,
Fortunately, unlike commerclal banks whose actions are constrained by the
commercial interests of their stockholders and the rules of prudent banking,
the policy frontiers of multilateral institutions are only limited by the
courage and imagination of policy makers in the industrdialized countries,

As for private bond markets, they afford developing countries the
opportunity to acquire funds on terms considerably longer than those usually
offered by commercial banks. Also, thelr interest rates are generally fixed
through the life of the maturities, providing LDCs a predictable cost that
can be neatly incorporated into planning strategies. Another consideration
is that btond markets are really standoffish and remote in the sense that
borrower and lender never meet each other. Their major drawback is that
investors tend to be rather skittish and therefbre access may be somewhat
unreliable,

There are two other important specialists in the international financial
area that are worthy of mention: commercial suppliers and bilateral government
agencles. Both usually are associated with "vested interest" finance, i.e.,
finance itself is only a means to a broader objective, The conditions of finance
sometimes can be attractive, alphough this is offset by their being tied to
pnarticular goods or political positions, Nevertheless, sometimes the interests
of the borrower may overiagp with that of the lender, making for a mutually
beneficial transaction, It is in these pircuﬁstances that suppliers and
governments have an important role to pléy in the division of lsbor for

development finance.
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Can the division of labor be made to work?

One has just seen what may be considered 'to be a reasonable division of
lator for finance based on an existing infrastructure. Unfortunaetely, some
actors in the global division of labkor have had their activities restricted
for one reason or another, creating a vacuum that has been filled in an
ad hoc fashion by commercial banks, which in contrast have been able to
expand almost without limits on a base of surging world liguidity and an
unregulated eurccurrency market, The problem, as has been seen, is that banks
cennot properly assume their new role, The guestion is how can the imbalance
in the sources of finance be rectified.

Since any fundamental alteration of the workings of the division of labor
for development finance would require at least a medium term period to realize
itself, one can look first to immediate solutions that invelve adjustments to the
present situation and then follow with a longer view involving a more

comprehensive reordering of relationships,

Immediate adjustments in the present system

In the short term the goal must be to make the best of an unsatisfactory
situation, i.e., to try to assuage some of the sharper edges of bank lending
behavior., The scope of change,however, can only be very limited because many
of the problems are intrinsic to the institution of private cammercial
banking itself. Also, change is“handiﬁapped by the fact that there are
hundreds of banks operating internationally, witﬁ no central control over their
liguidity or behavior. Nevertheless, some action cen be teken to alleviate the
situation without vinlating the oundries of prudent banking.

As a general rule cgmﬁércial banks might téke greater care to operate

in areas where they are inétitutionally most comfortable in the long run and



therefore reduce the possibilities of radical alteration of behaviocr that
is disruptive to market stability and the development of developing country
borrowers.

In this spirit, banks could consider concentrating their lending in
traditional areas of competence, i.e., commercial ventures that reduire
working capital or investment finance.. Moreover, banks could avold
lending to commeréial ventures merely oh the basis of a goverriment guarantee;
rather, it might be adviseable to coldly evaeluate ventures on commercial {and
not leitiDal) grounds with a view to aSsessing the real repayment prospects of
the venture itself. When ventures are commercially evaluated by the bafks, thay
actually would be doing borrowers a favor if they Held back firiance from an
activity that could not support repayment oh its own, In other words; bank;
should cease to treat governments as if they had somg type of fail safe repa}ment
mechanism; lending for commercial ventures should coriform to the same standards
that would apply to any commercial entity.

Following the above prescription, commercial banks should aveid direct
balance of payments finmafice, Experiehce has shownthat banks are intapable of
absorbing the political-economic shocks that often accompany an LOC adjustment
process; they also are not suited to be invplved in public matyro<economic
rolicy making. So whyY enter terrain that ultimately may reguire a quick and
disrUﬁtive retreat? Banks would“find it less necessary to enter into balance
of payments support if countries were more comfortable with the IMF; thus this
latter institution. should for gnee and for all moderate its conditionality and
adopt a more pluralistic methodology for tackling the adjustment problem;
Medium term pngram lending frnm the WDrld Bank and IDB also would help banks
avoid direct balance of payments finance.

Commercial banks of_ccyrse w;ll frequently be asked té refinance, which is

indirect hbalance of paymenté support. And refinance should be considered a
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natural way to assuage repayment difficulties and borrowers should not be
“punished" through higher than average interest margins and shorter than
average maturitiss, It should be remembered that the real capacity of

almost all borrowers to meset their debt service hinges on the refinance

and rollover process; since most developing countries run heavy deficits on
current transactions debt is ailmost always repaid with new debt. Thus, to
weigh a weakened borrower down with onerous interest margins and short
maturities actually may increase the risk of non—payment rather than reduce

it. 1In the case where a developing country is facing internal structural
difficulties and bunched maturities banké could cease to be reluctant to enter
into rescheduling agreements. A medium term rescheduling of principal could be
viewed as a routine way to provide relief and reduce risks of non~payment. If
interest payments are kept current, as they should be, banks would encounter extra
bookeeping work, but notnecessarily loses of income,

Commercial hanks also could take & broader view an prepayment strategies.

In the end prepayment can help a country assuége the effects of the constantly
changing terms on commercial markets and therefore really enhance capacity to
repay debt and contract new debt. Thus, placing heavy prepayment penalties on
credits with relatively favorable terms. to the banks might be counterproductive
to all concerned,

There are three other Sbecific areas where banks could consider altering

their behavior:

a) One is that banks might seek more long term funds so as to reduce their
dependency on short term deposits and thereby prudently lengthen
maturities. Some bankg like Citicorp have already attempted to do this,
but hopefully the stféfégy will becoms more intensive and generalized in

the world banking cammuhity.



b) Barks might reconsider the need to act as world palicemen for
TNCs. When a TNC invests in a country (and banks help them) all
parties take calculated risks based on the returns to capital.

Thus lending to an LOC government should be viewed as & separate

business transaction and should not be linked to the fortunes

of a locally based TNC, In the early seventies banks showed that

there does not have to be a connection between a government's

treatment of foreign investment and successful business relations

between them and & govermment., So why renew the ancient practice
" of fronting for TNGsZ?

c) Banks could avoid offending the sensibilities of developing countries
borrowers through demands to waive sovereign immunity and local
Jurisdiction over loan agfeements. As an alternative to the traditional
practice, one could ses greater employment of international arbitration
as a way to satisfy a bankfs regquirements for security and a government's

desire to avoid an alien country's legal system,

More fundamental changes

The ahpve proposals could provide short term relief to developing con.;ntriesn
But to rectify the imbalance in the division of lalpr of development finance
there is & clear need to begin work to drastically increase the resource flows
coming from the real specialists in development finance, i,e., official agencies
and long term capital markets.

Multilateral agencies have suffared from a lack of an automatic Fﬁnding
mechanism, aid weariness, and a generél ideological shift away from
multilaterialism. In an age. of fiscal deficits and tax revolts new contributions
to development institutions have become unfashionable; perhaps one reason for the

industrialized countries' complacency about the role of their banks in development



finance is that it simply is less of a fiscal burden to have private
commercial banks channeling resources to developing countriss. Indeed,
to the extent that bank earnings are taxed by the center's governments
there actually may be fiscal gains in the present situation,

What one needs to counter this trend is a campaign to educats the public
in the need for massive resource transfers on more reasonable terms to
developing countries. And this can be viewed as simply enlightened
self-interest. While commercial bank financing appears on the surface to be
working smoothly, the inferior guality of the finance, coupled with other well
knawn maladies of the international economy, may be generating underlying social
and economic tensions that could make for a more difficult world in the 1980°s,
Moreover, transfers to the periphery usually come back to the center in the
form of purchases for import, creating new business and jobs for industrialized
nations, '

There has been no lack of proposals for massive transfers; they range from
the Mexican govefnment's Long Term Becycling Facility to Venezuela's
{Ponald Miller's) global Marshell Plan, They all are characterized by
sophisticated mechanisms to provide long term finance to developing countries,
Multilateral agencies are seen to be the manager of funds. The major obstacle
to the programs seems to be the generation of resources.

It therefore may be worthwhile to briefly review some tentative ideas
on how resources could be generated, concentrating on the need for automatic
funding.

One possibility is to assign to the Wbrld Bank and IMF a more direct role
in transferring sgvings from surplus countries to deficit developing country
governments, Mahy have complained about the lack of symmetry in pressures on

countries to adjust their balance of payments; deficit countries must undergo



vigorous IMF programs while surplus countries suffer at worst moral suasion,
Why not arrange for surplus countries to place 50% of their anrual surplus
(after adjustment for coverage of "normal" capital Dutflnws) on deposit with
the aforementioned institutionsy A commercial interest rate could be paid
for the deposits, W thdrawals would not be permitted until a surplus country's
"non—deposited” surplus fell to some critical lsvel--say the eguivalent of
3 months! imports and then withdrawals would still be staged to theltrends in
the country's balance of payments, ©Since surpluses tend to accumulate in
certain industrialized countries and some OPEC countries, the fund would be
continuously renewed. The special character of developing institutions will
allow them to mismatch maturities and transfer these resources to the periphery
on appropriate terms, Admittedly, unless the surplus is taxed this proposal
would place only mild additisnal pressure on surplus countries since access is
maintained to surplus receipts; its chief value is that it would allow more
resources to be channeld through development agencies,

Ways also need to be explored on how to bring permanent increases in the
capital base of international agencies, which will facilitate their ability
to capture funds cn international capital markets., One méasure might be to
channel allocations of Sbﬁs to subscriptions of capital in these institutions,
Inviting the centfally planneq economies to play a more active role in
development finanée also would increase available resources and provide mare
ideological plurality.in the international fimancial scene, Industrialized
countries and OPEC also could congider directly guaranteeing bond issues of
multilateral agencies, éhereby'Facilitating greeter leverage over the existing
capital base. _ |

Less certain are the possibilities to raise capital contributions via
.taxes in industrialized countries. The contraints are more political than real,

however, as ample room. exists for new revenue., Emergency economic development
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taxes on luxury consumption, i,e,; cigarettes, ligquor, oversized cars,

second homes, luxury restaurants, etc., could undoubtedly painlessly produce
considerable annual contributions. The problem in this approach is that small
interest groups may be able to resist the introduction of what otherwise are
rational measures.

Another scheme that enjoys some support is co-~financing between
commercial banks and developent institutions, In this way banks would come
under the umbrella of multilateralism and effectively expand resources being
channeled through development agencies., Banks participating in co-financing
would presumably offer slightly lowsr interest rates and somewhat longer
maturities, The value of the scheme is that it reguires no real change in the
existing financial system, The disadvantage is that it could bhe construed as
& substitute for increasing the capital base of multilateral agencies, It also
could further erade the plurality in the sources of finance and "cartelize"
development finance,

In exploring the resource problem, it also might be useful to question the
current practice of having multilateral institutions charge all developing
countries the same rate of interst on regular (e.g., nor-IDA} loans, In order
to stretch development funds to the greatest degree possible, one might consider
tiering interest rates to the level of development of the country. Lower income
countries could continue to receive ahsolutely concessionary rates. 0On the
other hand, upper income countries are not interested in &id but rather longer
maturities and could be charged commercial rates of interst. Furthermore, rates
to upper income countriescould continue to be fixed, but with provision for
periodic adjustment on old loans should they become uncommercial over the
medium term, Even with commercial rates there could be some cost savings on
leoans; with greater access to multilateral finance there might be less need to
maintain large amounts of borrowed international reserves; many of the fees and
ancillary charges of loan syndication would be eliminated and prepayment could

be effected without penalty.



Turning to international bond markets, they have not been a dynamic
source of funds for developing countries since the great financial collapse
of the late 1920's, Industrialized countries have placed great administrative
barriers in the way of LDC bond issues, creating a two tier system whereby rich
countries tap euypbhonds and poor countries eurocredits, This is distressing
because bond markets can be a very suitable way to finance development,. and
while they cannot substitute for a dynamic multilateral development finance,
they certainly can take some pressurs of these instituions, Undoubtedly, rich
countries should reconsider their policies in this area, Also mechanisms
might be explored for having industrialized countries guérantee bond
issues of developing countries,

As for bilateralf finance, this has no doubt slipped because of aid
weariness, It might be difficult to stimulate this source of finance, although
schemes thaf are designed actually to restrict funding, such as the Gentlemen's
Agreement’ among DECD:export credit agencies, could merit reconsideration, at
least with regard to finance for LDCs.

One cannot help but think after reviewing proposals for transfers and some
possibilities to finance them that current problems are of a political rather
than an economic nature, There are a multitude of technical ways to enhance
the functioning of the international division of lalor for development finance,
The abstacle is to develop the political will to implement them. Many may
feel that any massive reordering at this time runs counter to political
realities and it is therefore best to accept, wifh perhaps some minor modifications
the present system. However, in closing, one shoguld remember that reality is to
some degree fungible and with dge willpuwef and courage che can improve upon
the present transfer mechanism, which has evolved in an ad-hoc fashion and is
less than adequate for the promdtiun of brnéﬁmbased socio-economic development,
Hard core realists who may be skeptical of ﬁhange should perhaps ponder on the

fact that those who are excessively realistic cen be the most unrealistic of alil,
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Chapter 1

FAQOTNOTES

Banks alsc can be interventionist when there is no debt crisis. See
the case of Brazil in Devlin (1979).

The United Nations Centre on Transnational Corporations in New York
has wisely initiated some ground-breaking studies on the behavior of
international commercial banks,

In the case of Peru the World Bank's tabulation of publicized
eurdcurrency credits provides only a partial view of transacticns

with commercial banks, The data also provide only limited information
on a syndicate, the conditions of the agreement, and the specific role
of each bank in the operation,

Much of this section is based on excerpté from the author's paper cited
in footnote 2.

For a in-debth critigue of the Fund's stabilization policies see
United Nations.
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Chapter 2

Introduction and methodological notes

1. Introduction

The decade of the 1970's has witnessed the emergence of private
international commercial banks as important participants in the external
finance of developing countries. In 1970 banks accounted for roughly
19% of tﬁe total current account financing {(including reserve accumulation)
of the non-o0il exporting developing countries, mﬁst of which was short
term (maturities of less than one year) in nature. Eowever, by 197k,
banks geﬁérated 3%2% of this finance, with the bulk of?zransactions
failing into the medium to long run (1~5 and over 5 years, respectively)
category.  with some increase in lending by official agencies in the

. a -
post-o0il crisis period, coupled with/moderation of current account
deficits in the period 1976-1978, the banks'participation slipped back
somewhat to between 25%and 30% of the total. Again medium to long term
transactions predominated.l/

While commércial bank finance has become important to LDCs taken
as a whole, it is igﬁzpper income developing countries like those of
Latin America where much of the lending has been concentrated. As seen
in table 2.1 Latin America accounted for nearly two-thirds of the gross
indebtedness of non-oil exporting developing countries to commercial
banks and almost all the indebtedness on a net basis. While a great
portion of this debt is carried by superborrowers like Brazil and Mexico,

other countries like Peru, Chile, Argentina, Panama have become important

clients of international banks as well.



Tahle 2.7

INDEZBTSDNISS OF NON-OIL DEVELOPING COUNTRIZS TO PRIVATE
COMMERCIAL BANKS, EMD DECEMBER 1977 a/

(billions of dollars)

Develgping countries Yorld
Latin b/ Middle hkfrica Agia =7 Total
America Fast ¢/
Gross 71 .1 1.8 14,0 21.6 108.6 657.3
Net?—-/ 36.2 -7»1 3.0 —1.2 30.9 6[:)8-3

e A iy B M M AR el Ve L A S S e O —

a/ Includes short term debt

b/ Excludes Caribbean area and Panama
</ Excludes Israel and residual estimate
a/ Excludes Hong-Kong and Singapore

e/ Debt less deposits in the banks,

Source: Bank for International Settlements, Forty-Eighth Annual Report,
Basle, 12 June 1978, pp. 94-95,




Likewise, the relative weight of banks in the structure of Latin
America's external finance also has hecome considerable. 1In 1966-1970,
the average net contribution of banks to the current account finance of
Latin America was only slightly greater than 12% of the total; however,
by 1974 the banks accounted for more thah two-thirds of net flows, and
in 1976, despite new lending by international organizations (e.g. IMF
0il facility), their contribution still was near 50%.2/

Thus there is little doubt that private commercial banks have
become a force to be reckoned with in the external finance of the region.
And their importance must not be taken as a mere paséive element in
finance. As pointed out by Barnet and Muller: "... banks can exert
considerable power over underdeveloped countries that are poor in foreign
exchange because they control the faucets fr;m which dellars flow”é/

Sadly, while banks' power over the affairs of many LDCs has been
growing rapidly as a result of their control over foreign financial
flows, there is an incredible dearth of information with regard
to the specific nature of bank lending to LDCs and the impact that this
has had on the development of the periphery. What improvements that
have been made in collecting data on the subject have been for very
recent periods and have involved a high degree of aggregation that
reflects the needs of regulatory authorities in the center rather than
the reguirements of developing countries. Thus, available data reveal
little about the evolution of the borrowing and lending processes, the
underlying factors and actors, and the precise implications that all this

had for developing country borrowers.

has
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Because of the problem of a lack of information, or excessive
aggregation of data, analysis of the phenomenon of bank lending to LDCs
has been mostly limited to generalization, with little consideration as
tc whether events have differed among lending institutions and borrowing
countries. The only studies that have penetrated somewhat the veil of
aggregation have been those by Wellons and Sénchez Aguilar.&/ The
former gives a good orientation to the general institutional process of
lending and complements this with some perspicacious, but very brief,
analysis of the cases of a number of LDC borrowers {(of which Peru is not
one). The latter analyzes the lending of U.S3. banks to Mexico in the
carly 1970's. Both studies have made a valuable contribution to the
enhancement of understanding of bank involvement in the external finance

of LDC's; however, the scope and depth of analysis are severly handicapped

by an obvious data contraint.

2 Goals of the study

The basic general goal of the study is to begin to break the above-
mentioned analytical bottleneck concerning the lending and borrowing
processes that have generated LDC commercial debt. A more penetrating
view is sought of the phenomena in order to enhance decision making
capacity of LDC governments with regard the contraction of commercial
loans. -

As for the commercial banks, an objective is to gain a more
comprehensive view of the nature of their lending activities in general.
The analysis also is undertaken to show that banks cannot be treated as

a homogeneous group; that while showing common characteristic and
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motivations, they also have distinct modes of behavior. The different
modes of hehavior mean that some banks would be more important to the
government than others and that there would be variable relations with
individual banks, both at points in time and inter-temporaneously. And,
of course, some behavior could be deemed as being more-favorable to the
horrower than others.

As for borrowers, the goal of the study is to acertain the
motivations (over time) behind the contraction of loans from banks and
assess the impact that commercial lcans have had on both the macro and

micro aspects of economic development.

3. The general methodology

One way of approaching the subject would be to have individual
banks provide detailed information on their portfolios and their lending
to individual LDC's. However banks are notorious for their use of the
protective shield of confidentiality, making it difficult for even home
country govefhments of the banks to secure disaggregated data on lending
operations. In view of this, an alternative would be to go directly to
borrowing countries for data that will reveal the behaviour of banks and
their impact on development. However, this represents a formidable task,
requiring one to systematically dig deeply into raw data in the field
for a number of selected countries, and then reaggregate this information
in a manner which promotes a better understanding of the lending by banks
and their influence on developing countries. WNotwithstanding those
obstacles the latter‘option represents the basic metholodogy of:this
study. However, givén the complexity of the matter and given limited
resources it was decided to initiate the project in one country and

follow up with more case studies later, adjusting them to the findings

of the initial effort.



It was deemed impractical to begin the project with a superborrower
such as Brazil or Mexico because of the fear that disaggregation of such
voluminocus lending by banks might create an unwieldy data base for
launching an initial case study. Peru finally was selected as the first
case due to the fact that, while still a major <¢lient of the vanks, 1t
offered prospects of a more manageable data base. Also, the country has
had a very interesting recent economic history. In order to capture a more
than contemporary view of bank lending, it was decided to have analysis
begin in 1965, thus incorporating at least 5 years of activity that would
reflect the traditionally conservative relationship between these
institutions and LDCs. The 1970's, of course, would reflect the new style
of world banking that wmade developing countries acceptable, if not very
attractive, clients for loans. The year 1976 was used as the cut-off
date for the study, because as will be seen, it represents the last year
in which Peru enjoyed general acceptability among the world's commercial
bankers.

Another decision was to focus only on medium and long term lending
to the public sector, or lending with guarantees by the public sectoy.
Short term lending is gualitatively different than medium and long term
transactions and data collection for the former would have been even more
diffi;ult than that for the latter. Meanwhile, the vast majority of
medium-long term lending by commercial banks to Peru has been through the
public sector, making the study of government loans practical from the
standpoint of comprehensive coverage.

Since the study was entering virgin territory, Cepal prepared a

project manual before initiating field research. The manual, entitled
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Project Manual and Methodological Guidelines for a Study on the Role of
5/

Transnational Banks in the External Finance of Peru,< provided the

objectives and hypotheses underlying the study, predesigned data sheets
to be filled out during the process of data collection, and tentative
modes for the processing and analysis of the data. The manual made clear
that the methodology would be a holistic one, attempting to understand
phenomena as related to both lender and borrower. Thus the study's
shifting focus between the banks and the public sector.

Field research was undertaken and the public sector was combed for
data covering the 12-year period. While seeking aggregated data for
financial flows from all sourcés, the most d4saggregated data possible
were sought on individual commercial bank loans, using table format 21 of
the aforementioned Project Manual as the guide for its collection. The
goal was to collect comprehensive data on every individual commercial loan
to the public sector, but purposely excluding credits related to national

1%

defense. The basic goal was realized, as a comprehensive data base was
generated. However, not having perfect information, and given the disperse
nature ¢f the Peruvian public sector, no guarantee can be made that the
data are a perfect image of the defined universe. But if they are not
identical to the universe, they are certainly a very close approximation
of it.

After collecting data on individual bank loans information was
cross-checked for consistency'and accuracy. Profiles were then developed
on individual commercial lenders, incofporating all the comprehensive

information from table format 21 of the Manual. Once profiles were

prepared, analysis was performed on individual banks, data permitting.
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Data also were rebuilt inte new forms of aggregation which shed light in
varying degrees of generality on lending hbehavior and its impaci on the
borrower.

The results of the process of disaggregation and deliberate
reaggregation provided a new and unusually comprehensive view of bank
lending to a developing country. The results of this and other analysis
are found throughout the rest of the study.

b Some specific aspects of the methodology

There are some other specific aspects of the methodology which

should be brought to the reader's attention. They are as follows:

a} subsidiaries of banks were incorporated into the parent where
ownership was more than 50%:

b) when loans were syndicated credits, the syndicate itself was
broken down with relevant information being placed into the

profiles of the respective banks;

c¢) non-dollar loans were converted into U.S. dollars at the rates
of exchange prevailing at the time of authorization;Z/

d} split interest rates were averaged, weighted by the number of
years (or alternatively the amounts on which) each rate
prevailed;

e) fees and penalties that changed value over the life of the loan
were averaged in a way similar to (d); and

f) in re-aggregation, quantifiable terms and conditions of the

loans usually were weighted by the value of individual credits.



5. The format of the study

Chapter % and 4 focus on borrowers and lenders, respectively.
Chapter 3 is a brief account of the evolution of the political economy
of Peru over the last 12 years, with a view to explicating those factors
that influenced its demand for foreign resources and also those that may
have conditioned the response of foreign suppliers of finance. Chapter 4,
focuses on the actual response of the supply side over the 12 years, and
the factors underlying this response. Here general commercial bank
finance is viewed against the finance supplied by other sources of credit.

Chapter 5 and 6 represent a detailed analysis of the nature of
commercialrlending over the 12 years. The former chapter, through an inter-
temporal comparison, analyzés how lending changed radically between the
1960's and 1970's with regard to actors, types of finance and the terms and
conditions of credit. The latter chapter expands on the nature of lending
by analyzing in detail one of the major mechanisms behind the expansion of
bank lending to LDCs: the syndicated credit. The chapter deals with how
syndication has evolved with regard to Peru,the major actors and strategies
behind this type of operation.

Chapter 7 focuses specifically on the banks and attempts to discern
differential behavior among individual commercial institutions and groups
of institutions, as it has applied to Peru. The focus is on such things
as relative commitments to Peru, costs of credit, preferences for types of

loans and sectors, behavior of banks with local operations in Peru, etc.

Chapter 8 focuses on the impact of bank lending on the economic
development of Peru. Analysis focuses on specific issues such as the
nature of support of public investment and conditionality, as well as an

overall evaluation of both the positive and negative aspects of bank

involvement in the economy.
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The last chapter, nine, is a brief descriptive update of events which
will take the reader from the last year of analysis - 1976 - through the
difficult period of 1977-1979.

The study also contains a statistical appendix and an annex which
provides brief descriptive profiles on the role of some key banks in lending
to the government over the period 1965-1976.

&. Some final considerations

First, the findings of this study must be considered as being
specific to Peru. However, data often are suggestive of broader phenomena,
inevitably bringing forth generalizations. Any generalizations brought up
in the study are mostly tentative in nature and should be treated as
hypotheses awaiting further testing. Hence the need for more case studies
on the borrawing of LDCs.

Second, it was almost impossible to get partial, let alone perfect
information, on the strategies and motivations of all the individual lending
institutions. As noted earlier, data on banks are sparse and lack
precision. Thus, as the reader will note, there often is no alternative
but to conjecture about the factors underlying behavior of individual
institutions or groups of institutions. This suggests the need to combine
case studies such as this one with follow-up interviews with bankers on
why they behaved the way they did in certain circumstances.

Third, every attempt has been made to ensure accuracy. However,
both the large scope of the study and the attempt to bring analysis down
to highly disaggregated levels generates greater than normal risks of
errors in fact. Readers of the draft document would be doing a great
service, then, if any perceived errors are brought to the attention of

the author.
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Footnotes

Chapter 2

Data are from Watson, table 2, pp. 12-13.

See Massad and Zahler, table 1, p. 4.

Barnet and Muller, p. 142.

See Wellons {1977) and Sanchez Aguilar.

See Devlin (February 1978).

The only area where national defense loans are incorporated into
the data base is in the aggregated global lending data presented
in Chapter 4.

The-borrower’s definition of authorization was employed. It was
found that in many cases that the borrower's date of authorization
of a loan could be as much as three months after a commercial bank's

date of authorization.
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CHAPTER 3

The public sector and its demand for external resources

While it is beyond the scope of this study to attempt a detailed
historical evaluation of the Peruvian economy,i/ an effort will be
made to highlight those events and factors that were decisive in the
public sector's recourse to external finance. Material in this chapter
is presented on two levels.

On one plane, the chapter is designed to provide the reader with
key background information on the political economy of Peru over the 12 years
under analysis here, This material, which is of necessity descriptive,
constructs a local scenario that will be supportive of later analysis
of BNk lending. The focus, of course, is on those domestic economic
and political events that influenced Peru's demand for external finance
in general and bank finance in particular, Care also is taken to
incorporate local events that may have affected,either positively or
negatively, foreign lenders' willingness to extend finance to the
government. (The actual response of the supply side is for reasons of
exposition reserved for chapter 4, however.) These domestic events
behind recourse to external finance are treated in chronological fashion,
using 1965 as the point of departure.

On a second plane the chapter attempts to complement the chrono-
logical description of key events with some analytical view of just what
factors were behine Peru's need for external finance. The analytical

element is incorporated in two ways. Those factors of demand that are
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peculiar to a particular point in time are woven into the description of the
political economy of Peru. Meanwhile, those factors which are more
generalized, or common to the 12 years, are brought into focus in an
analytical overview that closes the chapter. This overview also will
serve as a form of summary to the admittedly broad time zpan covered

in the descriptive survey.

I. A synthetic review of Peru's political economy, 1965-1976

In a simple framework, it can be said that the public sectorfs requirements
for foreign finance are closely linked to the fiscal budgetary operations
of the government and the behavior of the country's balance of payments.

In the first instance, external borrowing may be needed to help
support fiscal expenditure. The nature of this support can vary
according to circumstances.

4 budget may be in perfect equilibrium yet be in need of foreign

oceours

finance. This / because almost all budgets have a foreign component
and foreign currency income may fall short of foreign currency expend-
itures. If a government wants to avoid drawing down on its international
reserves, external borrowing may be its alternative.

But foreign borrowing more often is associated with deficit finance.
Given & desired level of expenditure and a given level of %tax revenue,
a government has several options in terms of financing the gap between
income and budgetted outlays. One is that it can borrow in the domestic
financial market. There are often severe limitations to this approach,

however, since developing country capital markets are notoriously

very thin and therefore full domestic finance of a large deficit may
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prove to be highly disruptive to the whole economy, or simply impossible
to realize at all. An alternative form of finance is to create the resources
by taking recourse to the Central Bank‘s printing press. But this easy
route to finance is also a very dangerous one because of its severe
impact on inflation. TFinally, if there is a ready access to private
capital markets abroad, a government may opt to cover the fiscal gap
through foreign borrowing. Because of interest differentials between
home and foreign capital markets, the latter option may be attractive
even if domestic finance is available to cover the fiscal deficit,

In practice governments use all three methods of finance, with
their respective importance varying with the size of the deficit to
be financed, and the nature of access to financial capital at both
home and abroad. 3But when domestic capital markets are small and the
financial need large, the real options sometimes are between emissions
and foreign borrowing. The latter is usually considered to be the more
prudent source of finance, although feasibility depends on the willing
hand of foreign financiers.

It also is important to point out that deficits can sometimes
be more apparent than real. This occurs when deficits are a manifestation
of lagging tax effort. Thus, foreign borrowing and/or emissions can
simply be an expedient measure to avoid the hard realities of a need
for greater restraint in spending and/or more intense tax effort.

With regard to the balance of payments, it is the public sector's

responsibility to guaranty the "money-ness" of the local currency through



its “ransformation into needed foreign exchange. In a developing

country, current account transactions usually do not balance, requiring

some form of external finance. Furthermore, there usually are requirements

to finance debt service payments and capital outflows generated by nationals

and foreign residents. Some of the need for finance can be covered

autonomoﬁsly as importers (including those of the public sector) often

bring foreign credit to bear on their transactions; as foreigners are

likely to be making some new investments in the country and national

capital may be repatriated. However, more likely than not the net

effect will be an unfinanced gap that the public sector will have to

fill either indirectly, through a general program of borrowing, or

directly through compensatory balance of payments loans oF draw-

downs of official reserves. In addition to financing the external gap,

a government alse may borrow simply to build up foreign exchange reserves,

which are loocked upon as a form of security by international creditors.
The actual amount of finance required to suppert the halance

of payments depends on many factors, The country's export vocation,

income and price elasticities of demand for imports, terms of trade,

level of factor payments, swings in private capital movements, etc., all

are determinants. Some elements of the balance of payments performance

are out of the governments control, e.g., external prices and natural

events - weather, ecological changes, etc. - that can alter the exportable

surplus or change import requirements, On the other hand, the government

has policy instruments at its disposal that can influence the requirements



for external finance. These go from the style of development
that is officially promoted, down to demand management, exchange
rate regimes, tariff levels, fiscal incentives and disincentives,
policies towards foreign investors, etc. Some policy measures can
have an immediate impact on the external sector, e.g. import quotas,
while others take longer to work their way through the system, e.g.,
export incentives, But timely policy measures are crucial to balance
of vayments management. And while foreign finance is useful to bridge
financial gaps and time lags associated with policy instruments, it
also can become an opiate that hides the need to introduce corrective
measures. Thug, if a borrower lacks discipline, easy access to foreign
finance can actually be permissive, promoting widening of external
gaps, mounting external debt, and later problems if an adequate flow
of finance cannot be maintained.

it is within this general framework that one can view the Peruvian
experience with banks. Thus the following account of the political economy
of the public sector and demand for foreign resources will
tend to revolve around the fiscal accounts and the balance of payments,
although other areas will be incorporated where they are deemed to be

significant.
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A. 1965-1666: The seeds of crisis

The study on commercial bank lending to Peru begins at a time

when the economic program of Peru's newly elected administration

was in full gear. The government, which came into office in mid-1963,
was reformist in character and its program mirrored the principles of
the Alliance for Progress, as expressed in the Charter of Punta del
Este.é/ Policy was oriented to pursuing the industrialization process
(via import substitution) that began in earnest in the late 50s and
which was progressively changing the structure of an economy that
traditionally had been dependent on primary commodity exports generated
vy the investments of foreigners and members of the national oligarchy.é/
But at the same time authorities also gave attention to programs of

a social nature, especially in the areas of education and moderéte

land reform,
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that were designed to calm peasant unrest and narrow a gap between
rich and poor that was perhaps nowhere greater in Latin America. L7
Activist government policy was something of a novelty for Peru,
where the public sector by tradition was relatively small 2/and
where the economy had long operated in a laissez faire environment.é/
Partly as a comnsequence of this, the public sector was not as
sophisticated as its counterpart in some other Latin American
countries and there were few mechanisms for the contreol and coordina-
tion of an ambitious program. Nevertheless, government expanded
rapidly as reflected in the fact that outlays (exclusive of amortiza-
tion) more than doubled over 1963-1965; Z/ even in real terms growth
was substantial, roughly estimated at more than 50%.§/ In expanding
authorities were careful, however, to respect traditional boundaries
of activity as public investment was largely confined to infrastructure
(especially roads), leaving unchallenged the private sector's
domination of praductive activities. Moreover, direct foreign
investment continued to be the explicit cornerstone for financing

productive capital formation.-g/

By 1965 there were some signs of strain in the economy. The
fiscal accounts were moving into increasing disequilibrium - after
. . . . 10/ . ;

having been practically in balance in 1962-1963, and inflation was on

the rise (see tables 3.1 and 3.2). 4lso, as the export boom of the
early 60's receded, 50 did the relatively hipgh rate of growth achieved

during the period. On the other hand, imports accelerated. External

prices for imports were very much higher this year. Moreover, volume

_ i 11/
was fueled by an increasingly overvalued exchange rate, stagnant
food production, public investment and renewed vigor in the private

sector. As a result, the trade balance, which had tended toward



Table Z.1

PERU: GROSS RATIONAL PRODUCT AND CONSUMER PRICES

(Ra¥es of growth)

GDP in 1970
prices (soles)a/

Consumer prices pf

Average
6 1 196 1966 1 :
19631964 1965 966 967 966 1969 1970 1971 1972 973 1974 1975 1976
6.9 L. 5.7 1.6 0.7 b 9.1 5.1 5.8 6.2 6.9 3.3 3.0
s 16.1 9.2 9.8 19.0 6.3 4.9 6.9 7.l 9.5 16.9 25.6 23,5

Source: GDP: CEPAL on the basis of officisl data; consumer prices: IMF, International Financial Statisties, May,

_s_a_/ Market prices.
_b_f Apnual average.

1978, vel. XXXI, NO 5.



Table 3.2

PERU: SUFMARY OF CENTRAL GOVERFMENT REVENUE ANMD EXPENDITURE

{Billions of scles)

Current income
Current expenditure
Savings

Capitsl expenditure
Aportization
Oversll sxpenditure

Deficit

Memorandum
Ttems:

As percentage of gop

1. Current income

2. Current expenditure

3. Capital expenditure

4, Total expenditure
excluding amortization

5. Total expenditure
inclumding amortization

6. Deticit

As percentage of expenditure

Deficit

Aversge )
1 1 1971 1 1975 1974 1 1

161ges 1965 1966 1967 1968 963 9% 97 972 4 9 975 976
11.9 17.4 2.3 22.7 .2 34,0 38.8 B .4 §5.6 53,4 68.6 87.9 111.4
10.9 16.3 19.5 23,6 27.2 28.0 2.2 32.0 2.3 52.0 62.4 0.3 122.7
1.0 1.1 0.8 0.1 3.0 6.0 6.6 hot 3.3 1.t 6.2 ~2.6 =11,3
2.5 52 5.9 B3 6.1 Gu bt 2.9 12.5 14.1 15.4 0.2 28.0 37.1
avw 1.3 1.6 1.8 3.6 4.0 5.8 8.1 5.0 15.8 16.1 12.9 16.1
seo 22.8 27.0 3.7 6.9 8.5 k7.9 57.6 5.4 83,2 98.7 131.4 175.9
aee -5.4 -6,7 ~8.0 6.7 =h. b “Gal ~16.2 ~10.8 -25.8 =30a.1 -43,5 ~Bhe5
14.2 15.1 14.8 15.1 1642 16.3 1601 15.7 15.5 14.9 15.3 15.8 14,5
13,1 14,2 14.3 15.0 14.6 13.4 13.4 14,0 144 14,5 13.9 16.3 15.9
2.6 §.5 43 4.0 3,3 Tl bl 4.7 4.8 4,3 b5 5.3 4.8
16,0 18.7 18.6 19.1 17.9 16.5 17.5 18.7 1G9.1 18.8 18.5 2l.3 20.8
woo 19.8 19.7 .2 9.8 18.4 19.9 2.8 22.2 23.2 22.1 257 22.9
owe ho? “09 501 3.6 201 5.8 6‘1 607 305 6-7 ?ae st’*
wow 25.7 2h.5 25.2 18.2 11.5 19,0 23,7 .3 35.8 20.5 3.1 372

Sourcet Derived from data af the MEF and CEPAL.
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equilibrium in the early 60s, recorded a sizeable deficit in 1965 and
the current account needed considerably more finance than was
customary for Peru (see table 3.3).

The weakening fiscal situation stemmed from the considerable growth
of expenditures associated with the administration's reform program and
the effects of domestic inflation, coupled with the fact that the
national tax base was narrow and relatively inelastic. Moreover, taxes
themselves were a sensitive political issue and an opposition Congress
was little disposed to support needed tax reform.lg/

Financinglof the fiscal gap through the tapping of local savings
was not easy, both because of the underdeveloped nature of national
capital markets and public officials' lack of experience in the use of
debt instruments. Thus, Central Bank primary emissions were a frequent

13/

source of finance,—~ although recourse actually was minimized in 1965
due to a new awareness of the inflationary impsact of such practices.lﬂ/
Another important source of finance was relatively short term commercial
borrowing abroad, which also conveniently helped to finance the external
deficit.

Here one also should bring to the readers attention that by 1965
there were clear signs of growing apprehension about foreign direct
investment, traditionally a prime component of the country's external
finance. While foreign influence in the Peruvian economy had long been
considerable and a source of concern for some sectors of the population,lé/
it had by now become a public issue largely because of a heating up of a
long standing dispute with the International Petroleum Company (IPC), a

16/

subsidiary of Standard 0il of New Jersey, that raised passions about

a2/

the role of expatriate capital in the economy. Indeed, the incumbent



Talle 3.3

PERD; BEALARCE OF PAYMENIS
( TR d J;c-il(\rs)

hverage 065 1966 1967 1966 1969 1970 1971 1972 1973 1974 1975 197

1960-1964
Exports goods and services 615 Fre 909 asl 999 1 050 1 224 1 06k 1153 1 345 1 Qﬁl 1 689 1 746
Imports gocds end services 577 845 1 0%k 1048 909 895 97 1012 1 10% 1 48h 2 442 3038 2 627
Trade balance 3B =73 =125 =] 64 90 155 253 52 50 ~-1%9 ~6p1 -1 Z49 -881
Factor payments ) -G1 ~128 =147 -1hg -185 =133 ~125 -1a2i ~163 =172 242 =37
Profits (~9) {-62) {-95) (-98) («76)  (-113) (-73) (=50) (-4} (80} (-42) (-15) {~44)
Interest D (=) =33} (-9 (-723) €32) (-60) {-75) (-7k) (-83) (1w) (-227)  (-327)

Current sccount -2 ~159 246 -305 -53 27 146 -69 &4 -299 =752 =1 574 ~1 233)
Balance of payments
{- = surplus)} 23 -15 2 33 14 -37 -298 %6 -12 -8 -hos W97 321
Gross int. reserves a/ 120 175 155 126 111 167 336 524 Lalh 568 968 467 30
Vemor endum itams
{rates of growth)
1. Exports goods and services

Current dollars 15,3 1.1 17.6 ~2.8 13,0 5.1 16.6 ~1%.1 8.4 16.6 %6.9 -8.3 3.4

1970 dollars 9.7 ~2e8 2.4 1.5 1l.1 -h4a2 4.4 -8.7 79 ~14.6 ~3.2 6569 5.9
2. Imports goods and services

Current dollars 13.6 23.0 22.% 1.4 ~13:.3 -1.5 8.5 4,2 9.0 4.6 oh.0 2h.b -13.5

194 dollars 12.2 9.1 17.7 2.5 =-13,2 =1.0 5.5 0.2 2.4 19.6 52.7 11.4 «16.1
%. Terms of trede index (goods) b0 -11.2 11.1 -2.2 2.2 11.5 10.7 =9, 4 =74 24.8 18.3 ~15.1 «3.5
As percentage of GNP '
{ourrent prices)
4. Exports of goods and services 223 18.0 --317.8 A3 20.8 19.4 19,7 15.6 15.1 14.5 15.9 12.4 13%.0
Se Imports of goods and services 0.9 19.7 . 2.3 2.5 '18.9 16.6 15,6 14.8 14.5 16.0 2l.1 22.3 }.906
6. Current sccount 0.7 =57 ~4.8 6.0 -l.1 0.5 2.3 =-1.0 0.8 ~3e2 6.5 =116 —0a2

Source: CEPAL, on the basis of official data.

2/ IF, International Financial Statistics, Mey 1978.




- 66 -

President ran on a platform that included a promise to resolve the dispute
with the IPC,1§/ a promise that remained frustrated throughout his 5 years
in office and ultimately contributed to a change in government. As will
be seen soon, the issue of foreign investment eventually reached a peak
in 1968, bringing about a radical change in relations with foreign capital.

Turning to 1966, there were more indications of deterioration in
the financial situaticen.

In this year current sxpenditure growth continued to ocutstrip the
generation of revenues, with a consequent sharp reduction in public
savings (see table 3.2). TFurthermore, the fiscal gap proved more difficult
to finance, so that once again authorities returned to the Central Bank
for assistance.lﬁ/ Another major source of finance continued to be loans
contracted abroad on relatively short terms.

The balance of payments also was under more pressure in 1966,
notwithstanding a marked improvement in exports and the terms of trade.
With imports continuing their rapid pace of growth, and an increasing
proportion of exports receipts being drained away by profit remittances,
the current account deficit rose by about 55%. This year, and unlike 1965,
the deficit could only be partially financed abroad so that there was an
11% decline in gross international reserves (see table 3.3).

Few remedial measures were taken in 1966 to stem the tide as
apparently the gerneral public saw reasons to be optimistic about the
government's economlc and political prospects.ég/ About the only outward
signs of concern was an intensification of the debate over tax reform and
the renewal of an IMF stand by agreement for $37.5 million in March. But

perhaps as a sign of the general level of confidence, the credit - which

would have been a first traunche - was not drawn upon during the year,
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B. 1967-1968: A Financial Crisis

By 1967 there finally was a general awareness of a difficult
situation. Concern was growing about the viability of the exchange rate,
which had been stable since 1959. The fiscal situation by now was clearly
grave, with public savings all but disappearing (see table 3.2) and
financing becoming ever more difficult to realize. The balance of
vayments was 1in severe disarray; export earnings actually declined and
the current account deficit was at record proportions and in deep need
of finance (see table 3.3}.

The government, facing a large fiscal gap, continued to do battle
with Congress over tax reform, but tc little avail. Import tariffs were
increased early in the year; and while having little revenue effect, they
did help to slow down imports.él/ Budget financing was satisfied largely
through emergency short term commercial loans.

In August, the government negotiated z new %2.5 million standby
accord with the IMF, Being a first traunche credit, conditions were
relstively moderate. Key elements of the agreement were expenditure cuts
and restrictions on new debt with a maturity of less than 5 years.éé/

This latter measure was introduced because of what was seen to be the
haphazard and uncoordinated nature of borrowing by government agencies,gé/
most of whom took ample recourse to commercial credit on relatively
onerous terms,

The IMF accord was complemented by additional medium term commercial
credit, Nevertheless, the overvalued exchange rate could not be
supported (see table 3.4). The government, retreating from an adament
position taken earlier in the year against devaluation,gﬁ/ had to make

the unpopular decision to adjust
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Tatle 2.4

 PERU: APPARENT INTFRNATIONAL PURCHASING POWER OF THE SOL

(1964 = 100)
Index of Index of Relation mf
Index of . .
Soles per internal internal Index of exchange
axchange . . .

dollar prices, prices, parity rate to

Year rate . .
Peru United States 3/4 parity

2/ ) 2/5
(1) (2) (3 (4) (5) (6)

1964 26.8 100.0 100.0 100.0 100.0 10040
1965 26,8 100.0 113.4 102.0 111.2 82.9
1966 26.8 100.0 127.3 105.5 120.7 82.9
1967 a7 114.6 142.7 105.7 125.0 8h.9
1068 38.7 1h.h 168,2 108.% 155.3 93.0
1969 8.7 1hh b 181.4 112.6 161.1 89.6
1970 38,7 1444 193.4 116,6 165.9 87.0
1971 38,7 1444 200.8 120.5 166.6 8647
1972 38.7 1hh b 210.8 125.9 167.h 803
1973 3.7 1444 2h1.7 142.9 169.1 85.4
1974 ‘38,7 1h4 .4 281.8 169.1 166.6 86.7
1975 0.8 152.2 338.5 18h.8 18%.2 87.1
1976 57.5 21h.6 45,2 193.3 275.5 9l.1
1977 83.8 512.7 634.9 205.1 209.6 101.0

Sotree: Derived from data of CEPAL and I.M.F., Intémational Fimaneial Statisties, May 1978.

Note: This is a very rough and ready index which should be used only as an aproximation of tremds. The
United States is Peru's major trading partner and its wholesale price index is used as a proxy. for inter—
national prices.

3/ GDPF deflator.
E/' Wholesale price index.
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the Sol by 44% on September 1. Notwithstanding the devaluation and
additional credit, the year ended with the public sector still in a
precarious financial situation and international reserves down to the
equivalent of less than one and one-half months' imports (see again
table 3.3).

In 1968 problems once again intensified, complicated by
what now was becoming a debt service problem on the numerous foreign
loans contracted in earlier years (see table 3.5).22/ The first half
of the year was spent largely trying to convince Congress about the
need for a tax reform. Meanwhile, economic growth slowed, inflation
intensified and the internal and external finances were in chaos.
Finally, in June 1968, Congress gave the President extraordinary powers
{Emergency Law 170L44), for a period of 60 days, to tackle the crisis.
New tax measures were gquickly introduced, bringing immedizte revenue
gains. Further budget cuts were undertaken. In order to counteract
increasing foreign control of the banking system, local banks had to
convert into two-thirds national ownership. External problems were
confronted with a2 new IMF standby credit for 75 million dollars that
was negotiated in September 1968. Under the standby agreement new
debt was restricted; no loans were to be contracted with maturities
between 181 days and 10 years and specified semi-annual limits were
placed on loans with maturities between 10 and 15 years.éé/ Armed with
the IMF credit, authorities also managed to arrange rescheduling/
refinance accords with major foreign creditors.

The new measures brought desired results, but they came too
late to save the government, Facing growing unpopularity over its
economic policy, and embroiled in a scandal over its proposed settlement

27/

of the IPC dispute,— the administration fell victim to a restless

military who took over power in the name of a revolutionary government
on Cctober 3, 1968.



Table 3.5

PERU: EXTERNAL PUBLIC DEBRY

Gmillions of dollars)

Averaga
6e 1974
lo6o106s 1965 1966 1967 19 1969b/ 1970 1971 1972 1973 97 1975 1976
Disbursed debt 218 385 525 635 745 875 945 %7 1121 1491 2 182 3 066 3 641
Debt service b4 52 89 98 146 135 167 213 219 b3z 156 h7h 533
Amortization 37 57 68 66 103 8 121 156 164 252 328 283 299
Interest 7 15 i | 2 43 A5 A5 57 55 8l 1i8 191 23k
Memorandum items
L Disbursed debt as
percentage of GDP 749 9.0 10.5 12.4 15.5 16.2 15.2 14.6 14.7 16.1 18.9 22,5 272
2. Dgbt service ss
parcentage of
axports 7.3 Ge7 9.8 111 14.6 12.9 13.6 20.0 19.0 32.2 24.8 28,1 0.5

Source: 1960-1968: Banco Interamericano de Desarrollo Deuda PGbliea Externa de los Pafses de Amfrica Latina, Washington, 1978; 1969-1976: CEPAL on the
basis of officlal data.

&/ Publip and publically~guarsnteed debt with a maturity of more than 1 year.
b/ Data from 1969 omwerd are from & different scurce and therefore are not directly comparsble with the earlier years.
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C. 1969-19074:

Consolidation of the Revolution

The new government declared itself dedicated to transforming an
econemy which was in chaos and under the control of powerful national
and foreign groups.éﬁ/ Its basic intentions were to reduce dependence

upon foreign capital, carry through a radical land reform, and

achieve a rapid rate of economic development based on exnort-led
industrialization.ég/ The transformation was to take place "without

chaos and without death”.ég/ while the investment required for the
restructuring of the economy was to come basically from interrnal as epposed to

1
external resources.é—/

1. Stabilization of the economy and subsequent expansion of investment

Given the precaricus state of national finance, coupled with
initially

formal restrictions on foreign borrowing, the new government/had little
choice but to maintain stabilization efforts. In mid-October 1968, the
authorities informed the IMF that they were disposed to
“"continue and strengthen” the progfam under the new standby credit
that was arranged in September by the previous government.

The stabilization effort continued through 1969-1970 and into
1971. During these years fiécal policy was orthodox, if not conservative.
For 1969-1970 the current savings of the budget turned strongly positive
{an average of 77% of capital expenditures), reflecting largely the

effect of the full impact of the fiscal measures introduced in mid-1968.

Meanwhile, investment expenditures by the public sector were
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restrained (see tahble 3.6) even in the face of depressed private sector
investment. These factors reflected themselves in & narrowing of the
fiscal gap. Moreover, financing of the deficit was done principally
through the use of domestic financial instruments; recourse to Central
Bank financing was carefully avoided and there was little new gxternal
borrowing.éé/

The balance of payments also showed remarkable improvement in this
period. Reduced import requirements in 1969 and favorable world
commodity prices in 1970 caused the current account to move close to
balance in the former year and actually turn to a large surplus in the
latter. Despite net outflows on the foreign investment account, the
overall balance of payments was in surplus in both years, aided in 1970
by the legislated repatriation of foreign assets by residents to the tune
of nearly 200 millions dollars. By the end of 1970 reserves had risen to
4 months' imports requirements (see table 3.3).

The stronger balance of payments position was fundamentally aided
by some major refinancing of the external debt. 1In London in September
1968, the former civilian government had negotiated a formal multilateral
refinance package of $18C million, providing relief for 1968 and 1969.22/
With large payments falling due in 197C and "971, foreign creditors were
approached for another refinance operation in Brussels in November 1969,
this time for $90 million and covering 75% of the debt service payments
scheduled for the next 2 years.zﬁ/ It is significant to note that at the’
time the government made every effort to maintain cordial relations with
the IHF,éé/ whose goodwill, as will be seen clearly in later chapters,
was crucial to the arrangement of the refinance accords.

It is important to note that the government's stabilization efforts

in the period were not accompanied by drastic reductions in economic growth.

As can be seen in table 3.7, the regime reduced inflation and balanced the

internal and external accounts, all while maintaining very respectable
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Teble .6
PERU: PUBLIC SECTOGR CAPITAL FORMATION ARD FIRANCE

Paxed i.nv-astment (% Investment Percantage Percentage

Yeur Central Pl:lbllc Total &s financed financed

government firms _ percantage internally externelly

Seles at 1970 prices {isilemg) GNP

1665 4.8 5o 7 10.5 55 wce sou
1965 B3 Gk 12,6 6.2 soe ase
1967 be? 3.6 Be3 4,0 soe aee
1968 3.5 4.1 7e7 3.6 6.5 3,5
1969 a0 b.1 8.1 3.7 5440 4.0
1970 bub 45 10.9 : 6l 35,4
1971 77 b5 12.2 LN 7646 23,4
1972 8.2 ’ 543 13,4 5.1 77.8 2.1
1973 6.8 be 13.4 4.8 1.2 2B.8
1974 9.0 14,6 2%.5 7.7 53.2 4.8
1975 9.8 1943 28,9 23 56,0 440
1976 9.5 17.8 273 804 8.6 0.4

Sourcet Investment end GNP figures are from Cabieses snd Otero, pp. 209 snd 220 and are not directly compersble
vith date in teble 1. Data for 1976 are estimated on the basis of dsts from the BCR [1976). Finenee datz
are from the WEF,

:‘,’ Pl"“{ mot sow ﬁ?rc?c“y Adve FC\J-‘(&:"&
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By 1971 the revolutionary government had implemented most of
its basic reforms {to be discussed momentarily) and its interests
turned from stabilization to investment and industrialization. The
government planned to raise the global investment coefficient from
roughly 13% in 1970 to over 21% by 1975.2§/ Moreover, in contrast
to the past, the State was to become a dominant factor in investment,
with the programmed rate of growth for 1970-1975 being an average of
32% per annum in real terms, compared to less than 10% for the private
sector; the governments' share of gross internal investment was to

27/

rise from 36% in 1970, to roughly 58% by 1975. Significantly, the
nature of investment also would undergoe radical change, as the State
was to give a secondary role to its traditional area of responsibility,
i.e., infrastructure, in favor of a new strategy, invelving heavy
investments in mining and manufacturing.zé/

The nature of the industrialization program was not unsimilar
to that of the previous government. Growth was to be stimulated by
substitution of imports. In support of the strategy, tariff levels
remained high, reinforced by the introduction of guotas, or absolute
bans, on the import of products produced locally. While the State
was in charge of most of the investment, the government nevertheless

tried to stimulate private investment in industry through very iliberal

tax incentives and the attraction of a protected market.



Implementation of the plan saw government capital outlays
in 1972 rise in real terms above the peak level achieved in 1966.
But the investment program really did not take off until 1974
when investment expenditure nearly doubled the 1966 figures (see table
3.6). Overall, the public sector investiment coefficient rose
from 4.6% in 1970 to 7.7% in 19?4,22/ with a very high percentage
being devoted to large projects in mining, 0il exploration and
. . . _hkos o L .
intermediate goods manufacturing. Significantly, until 1974,
external sources played a significantly smaller role in the finance

table 2.6),

of investment (see again / which was in keeping with earlier
declarations of the government. At the same time, current outlays

of the central government rose - - ————— ~ .. - \
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rapidly isee table 5.2}, with subsidiesﬂl/ and interest payments
growing in significance, The spectacular growth of the public sector
that was brought on by this program reflects itself in the fact
that by the end of 1974 the government was approaching control of
roughly one-third of output and two=fifths of employment in the modern
sector, one-half of all fixed capital formation, two«thirds of credit
(excluding government finance) and nine-tenths of exports and one-half
of imports.ig/

The enormous expansion of the State in the economy during this
period was contrasted by its relatively weak resources base. According
to Fitzgerald, Peru's fiscal effort was not one of the more impressive
ones in Latin America as a result of heavy tax exemptions for
industrial promotion, frustration of tariff revenue through import
controls on durable goods, and an unwillingness to irritate percieved
areas of political support through tax reform.ﬁé/ Indeed, the ability
of the Central government to capture revenue actuallf declined steadily
after 1970 with the concomitant erosiom of government
savings and considerable expansion of the overall deficit (see table 3.2).

The scarcity of resources was compounded by the fact that State
enterprises -~ by 1974 carrying out the bulk of investment activity (see
table 2.6) - were unable to generate savings because of the very long

by /

gestation period of their projects and/or policies of subsidized pricing.—
T of late 1973
After the oil crisis/the latter problem became severe as State prices

were amply used to offset the effects of the higher external costs of
L5/

food and petroleum.
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Despite the resource bottlenéck, the public sector had no difficulty
financing its expenditures. The State, taking advantage of its greater
control of domestic credit, took heavy recourse to intermnal credit and
around 1972 foreign borrowing began tc take on a higher profile as well.ﬂé/
It also should be mentioned that around 1973 primary emissions of the
Central Bank once again became a significant source of finance, and this
eventually fueled inflation (see again table 3.7).

In 197"-1972, the balance of payments remained reasonably sound, in
the former year because of continued restrictions on imports (which in both
current and constant terms were still below the peak level of 1967) and in
the latter because capital flows began to recover due to new foreign
investment in mining and oil exploration as well as renewed recourse %o
foreign credit markets. As the investment program took off, and intermnal
consumption expanded, imports began to accelerate, as reflected in a
noticeable widening of the current account deficit in 1973. Rising
consumption and investment, coupled with higher prices for food imports
(which traditionally are of considerable volume) and petroleum, as well as
a progressively overvalued Sol (see again table 3.4), caused foreign
purchases to rise by nearly 65% in 1974. With factor payments alsoc rising
sharply, the current account deficit more than doubled, to represent roughly
4LO% of export earnings (see table 3.3). The desequilibrium in the current
account was, however, totally masked by large inflows of foreign capital
which generated an overall balance of payments surplus and permitted
international reserves to reach record levels. The State, through foreign
borrowing, accounted for most of these capital flows. Likewise the burden

of external public debt was by now very significant (see table 3.5).
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N The reforms

As noted in vrevious paragraphs, the new revolutibnary
government was preoccupied with reforms in the years 1969-1974,
Some of these reforms had a significant impact on the demand for
foreign finance and on relations with foreign capital. The purpose
of this section is not a comprehensive analysis of any or all of
the reforms introduced by the government, but rather a summary
‘of those measures that had some importance to the demand for
foreign resources and/or could have conditioned the attitudes of
foreign suppliers of finance. In this examination, special
attention is given to reforms in the institutional control of
foreign borrowing and the role of foreign capital, since these
two measures had in their own way a very direct impact on the
demand for foreign resources. As will be seen in chapter 4, the
latter reform alsoc had a profound impact on the supply of the

external! finance.
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a) Agrarian reform

One of the basic and most far-reaching reforms was that applied

to agriculture. Land reform had been a hot political issue throughout
the 50's and 60's, with peasant frustrations ever increasing due to
. L/ .
ineffectual reform programs. To diffuse peasant unrest and overcome

. . L8/
a long history of near-stagnant agricultural output, the government
in 1969 decreed = new land reform law. Almost immediately the
country's coastal estates and large livestock operations in the Sierra
were expropriated.All together, by the end of 1975 over 7 million hectares
had been expropriated, 6 million hectares adjudicated,involving nearly
10.000 ranches and affecting 250.000 families.ﬁg/ While the reform
radically changed the pattern of ownership in the sector, it had little
impact on production; although cutput did not fall below historical trends.
it did not rise either., so that a high demand for food imports continued

to weligh heavily on the balance of payments throughout the peried. 20/

b) Labor communities

In 1970, under a new industrial law, the government established

what it termed industrial communities. Under this new regime a priwvate

industrial entity with 6 or more employees (or in cases where there
were less than 6 employees, income greater than one million solesj
had to provide 25% of its pre-tax profits to a workers' industrial
community, 10% in the form of currency and 15% in shares of the

firm. There were similar. but modified arrangements, for the mineral
and fishing sectors.él/

The reform enabled workers *to participate in profits, but

mere importantly, theoretically over some time they also could

-

eventually gain control of the enterprise itself. (From the outset
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they had a representative on the board of the firm). By mid-1974
some 3.700 firms in the industrial sectors had established an
industrial community, covering around 245.000 workers.éé/

The communities, while well-intentioned, undoubtedly had
some undesirable side-effects. One was that given the industrial
structure of Peru, 62% of the industrial work force (as opposed to

only 4O% of value-added) was not incorporated into the community

5.5/

concep Another, which is more directly related to the focus
of this study, is that owners of enterprises saw new investment
as a way of postponing indefinitely the day in which workers
tould actually gain control of the firm. Thus incentive was

given to new investment, and therefore imports, regardless

of whether there was a real need for new capacity.

¢) Institutional reforms

Right after the change in government in 1968, a series of
institutional reforms were adopted, making a reorganiied Ministry of
. . . Sk /

Finance the focus of power for fiscal and monetary policy. The reforms
themselves were quite comprehensive and therefore cannot be analized in
any detail here; ‘one can however, attempt to highlight those actions
which had an impact on the demand for external finance.

First, in 1970, the government instituted full foreign exchange

controls. These were complemented by the creation of new institutions

to regulate exchange; the Consejo de Transacciones Externas del Sector

Piblico (COTREX) was instituted to control the foreign exchange out-

lays of the State, while the Junta de Transacciones Externas del Sector

Privado (JUTREX) was organized to elaborate an annual foreign exchange

budget for the private sector, based on applications submitted by
individual entities.56/
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The government also was concerned about the casual nature
of debt contraction in the 60's, such that it took steps to

centralize control over borrowing activities. In 1969 the

Comisidn ?ermanente de Crédito Externo (Peruvian Commission on
External Credit) - presided over by the Director General of Public
Debt (an office in the Ministry of Finance) and made up of general
managers of the BCR, BN, INP and the Coordinator of the Secretariat of
the Annual Economic Plan - was created to formulate overall debt
policy and approve all foreign credit operations of the State. 174

The actual process of approval for credits was quite complicafed
and involved a multitude of government agencies. For instance, by
1970 project finance had to be approved by the Council of Ministers,
be given a sectoral priority by the INP, meet with the approval of

the Comisidn Permanente de Crédito Externo, have its terms scruitinized

and registered with the Directorate General of Public Debt, and be
reviewed by the Counsel General and Controller General of the Ministry.
of Finance. FEach approved credit also was accompanied by a Supreme
Decree. 2§/

Given the diverse levels of control over debt, it was decided

in 1972 to establish the Comité Superior de Deuda Externa (Superior

Committee on External Debt), headed by the Minister of Finaﬁce and
incorporating the Chief of the INP, the Director General of Public
Debt and the Presidents of the BN, BCR and COFIDE. Iit's task was to
coordinate the various offices in the debt control system in order to
insure that general guidelines on debt contraction were being
followed; it also was responsible for authorizing an agency to

initiate negotiations for foreign credit, 2%/
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In 1972 another major innovation in the debt control system
was introduced, i.e., the centralization of credit negotiations.
The BN became the bargaining agent of the Central Government and
also assumed responsibility for the short term financial needs of
State enterprises. Meanwhile, COFIDE was created to handle the
medium/long term credit needs of public enterprises (and under
certain circumstances that of private and quasi~private enterprises
as well).ég/ Significantly, in late 1973 the control system for
credit authorizations through both institutions was streamlined in
order to increase the flow of finance for programmed investment. 8Y/

How did the debt control system affect the demand for foreign
credits? As Ugarteche points out in his study on the institutional
control of foreign borrowing, the centralizatiom of credit negotia-
tions in the BN and COFIDE was an improvement over the old system
whereby each public entity was basically on its own with regard to
foreign credit agreements?g/These two agencies,and especially COFIDE,
had staffs capable pf enhancing the credibility of fipance proposals
and negotiating with creditors with a view to international market
conditions (COFIDE maintains files on creditors). No doubt better
terms were secured as a result of this system. However, the
system apparently was not an effective filter for several reasons.

First, according to Ugarteche, while the planning institute
continuously showed concern about debt service and management, there
were no precise parameters or guidelines established on how much
debt should actually be contracted and under what conditions ;

uide
nor, apparently, were precise policy/lines ever laid down by the
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Comisidn Permanente de Crédito Externo. &3/

Second, the fact that there were no ekplicit debt guidelines
egtablished meant the project approval was carried out without any
overall constraint on foreign finance which, as Fitzgerald observes,
was permissive to designers "who want the ‘best' equipment and rapid

: il " . : : " _6_"*/ .
delivery"™ and who "tend to faver foreign suppliers'. This was
aggravated by the fact that planners themselves saw projects as a
means of borrowing foreign exchange in general, thereby releasing
indigenous resources for other purposes.éz/ The situation led to

9 A 11 > %/
what Fitzgerald terms as a "haphazard" accumulation of debt.

' Third, the system of project selection itself.was prone to

outside pressures and ministerial rivalries. As Fitzgerald notes:

"... major projects tend to accumulate their own'pressure
groups' among the heneficiaries and also within the
—administration, so that once underway to-the fessibility

stage they are very difficult to stop or modify. In
“administrative terms, the problem is felt to lie in the fact
that the projects reach the INP 'too late in life' and are
difficult to stop, or where they blatantly fail to conform

to development objectives, to reformulate without rejection".—Z/

Fourth, in practice these same pressures came into play when
applications for foreign credit were being considered. With regard
to the approval process Ugarteche concludes:

"Usually the pressures of Ministers for approval of

projects in their ministerial portfolio resulted in

the Superior Committee (of External Debt) only approving

what was proposed. It is an ex-post approval of an ;

agreement made previously by the Council of Ministers."

Moreover, Ugarteche points out that an inverted hierarchical

relationship between the Comisidn Superior de la Deuda Externa and

the Comité Permanente de Crédito Externo did not help matters. The

former, composed by ministers, provided the go-ahead toinitiate
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contacts for external credit, while that latter, composed of
general managers of ministries, had to consider the appropriateness
of the amounts and terms offered. Unfortunately, the members of
the-Comi;é were of insufficient rank to resist the pressures
generated from the Ministeré. 1374

From the above gnecan conclude that the reform generated the
infrastructure to regulate the demand for foreign credit, but.credit
proposals were neverthelegs able to fﬁlly penetrate the screen of
control because of a lack of definition in financial policy and
inadequate instruménté to counteract the momentum generated by an
ambitious development program. It was not until 1978 that most of

these deficiencies were remedied. 29/
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d) Reform of foreign capital

As was seen_ earlier Peru traditionally had geared its economic

policy to the attraction of foreign investment. The strategy worked
with great success, as the profile of foreign capital was indeed very
high. By 1968 three-quarters of the mining sector, two-thirds of the
sugar industry, half of the fishing and cotton and wool processing

were under foreign control,zj/ not to mention roughly 60% of the

banking system's resources and credit.zg/ Expatriate capital also

had one-third of manufacturing (two-thirds of the 200 largest firms),zz/
and control of deminant enterprises in communications, power generation
74/

and trade. The exposure of the United States was particularly high, as

its natioral  firms accounted for over 80% of all direct foreign
investment.zz/

The new military regime was very concerned by what it saw to
be excessive foreign control of the economy and therefore took steps
that sharply altered the view on foreign capital. In some cases the
role of foréign investment was modified directly, apd in others it was
changed indirectly as part of broader reforms. It is important that these
changes be reviewed  in some detail for several reasons. TFirst,
the change in "demand™ for foreign investment altered not only invest-
ment flows, but also had repercussions on the whole nature of external
finance. Second, treatment of foreign investment is theoretically an
important factor in banks' evaluation of Creditworthiness.Zé/ Third,

commercial

banks - some of them important actors in this study -

were both directly and indirectly caught up in the reform measures,
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Not surprisingly, the first major action taken by the-authorities
was on the IPC, On October 9, 1969,.6 days afterrits installation in
?ower, the gpvernment expropriated the IPC's oil.fields and refinery
in Talara. Later, in early 1969, it took over all other company assets,
including its gasoline marketing network, Furthermore, no compensation
was to be paid because of an alleged debt of nearly $700 million dollars
owed by the Company to Peru for oil extracted from the Talara fields
over the previous 40-odd-years.22/ Meanwhile, the expropriated asseté;were
turned over to the State petroleum entity which was reorganized and
renamed PETROPERU.

It should be pointed out that in taking over the IPC's assets,
authorities were quiék to add that the action should not be construed
as a general attack on foreign capital or private property, andggggtgovernment
would support foreign investment which subjected itself toﬁggﬁional‘lgﬁéJ
and interests.zg/

In 1969 the government displayed its rather unique view of
foreign investment by actions taken in the mining sector. The sector

was a United States enclave with U.S. firms ~ Cerro de Pasco,

Southern Peru Copper Corp. and Marcona Mines being most important -
controlling over 80% of the value of production. Meanwhile national interests

controlled only 16% of output.7—9/ In September it was decreed that

mining concessions held by private corporations must be exploited or
revert to the State. - After waiting for proposals, early thernext year
8 major concessions were taken over; Cerrc de Pasco lost four concessions

{including Tintaya); Anaconda, two (including Cerro Verde); American

!
|
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Smelting, two {including Michiquillay) and Kaiser Aluminum, Charter
] 80/

Conslidated and NATOMAS one each. Also at the end of 1969 the
government announced that the State would nationalize all marketing

e . 81/ .. .
and refining of mineral products, which were later to be put in the
hands of a new public enterprise called MINEROPERU., Simultaneously
it signed a contract with Southern Peru for exploitation of the large

X , ., 82/ s

Cuajone copper deposits, thereby giving a concrete example that
Peru was still interested in foreign capital.

Another firm affected by reforms in 1969 was W.R. Grace. Having

widespread holdings in Peru, it lost its two big sugar plantations

{and refineries} as a result of the Agrarian Reform.§é/As_a reaction to
the move, Grace took steps to divest itself of its operations. 1In the
same year, ITT lost its local telephone company,§£/and Peru enforced
its sovereign conirol over maritime resources within 200 miles of the

coast,

In 1970 a law was issued implementing Pecision 24 of the Carta-
gena Agreement, which, among other things, placed limits on profit
remittances by foreign firms. Also, in an attempt Lo rationalize the

autemobile industry, General Motors and Ford had their productiom

licenses revoked 1in favor of new concessions te Japanese and European

bidders.§§/
: further
It was in this year that Peru introduced / reform of the financial
86/

sector.~~ Branches of'féreign banks, which at this time were Citibank,
Bank of Ameérica, Lloyds BOLSA, and Bank of Tokyo (Royal Bank of Canada
had recenfly closed its.officeJ, were allowed to remain in Peru under

restricted conditions; there was a minimum capital base, no time or
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savinggdeposits were permitted and special lines of credit in foreign
currency had to be made available to the government.§2/ Furthermore,
foreigners were not allowed to own lécal banks or insurance companies;
those who al?eady had subsidiaries had to reduce their participation
to below 20%.§§/ As a result of the law
Chase Manhattan decided to sell its 51% ownership

in Banco Continental to the government. Meanwhile, Banca Commerciale
Italiana had its participation (through the subsidiary SUDAMERIS) in

the Banco de Credito reduced to below 20%. Likewise, Credit Lyonnaise

had to reduce its participation in the Banco de Lima to conform with
the new rule. Finally, the financially troubled Banco Internacional,
of which Chemical Bank was a major shareholder, was taken over by the
government.

In 1973, the government nationalized the fishing industry,
financially troubled because of the disappearance of the anchovy.:

While the industry as a whole was largely national§?/ a number of

CARGILL, GRACE) were affected. Also at the end of 1973, Cerro de Pasco,
which had its cattle ranches expropriated in 1969, was subject to a
complete nationalization. This had far reaching implications, because

. L L P . 90/
Cerro, in addition to having the largest mining operations,=< had

1

interests in many other sectors of the economy.2~/

In most cases the reforms were met by indignation on the part
of foreign firms. Amicable agreements, however, were in some instances

92/

worked out relatively quickly, as is the case of ITT. Chase Manhattan
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received a higﬁly favorable settlementgé/‘and also benefited from

the Cuajone agreement, a project for which it was to be lead financier.
On the other hand, compensation for IPC, GRACE, Cerro and some of the
fishing firms were subjects of hot and long debate on which neither
party could reach agreement, By mid=-1973 the United States government
was interested in clearing up all outstanding claims as sonn as possible
and therefore appointed James Green, a senior Vice President at
Manufacturer§ Hanover Trust, as a special negotiator. By February
1974, a package deal was agreed to, invelving: (a) payments to the
United States Treasury of 76 million dollars, which would then be
distributed to companies with claims by the United States State Depart-
ment, and (b) the release of $74 million in blocked company assets.gﬁ/

Also impliecit in the agreement was a large syndicated bank credit

to the government of Peru, an operation which will be analysed in
greater detail in chapter 5.

The examination of foreign capital reforms should not end
without mentioning that aside from direct actions taken on capital
of international banks, these institutions were alsc indirectly affected
through their links with noﬂ~financia1 corporations_i?ifwere nationﬁlized
or Peruvianized. ‘These links varied from ownership of stock of the

company to interlocking directorates and exbtensive lending and deposit

business with the parent or subsidiary. Table A 3.1 of the statistical appendix

displays lirks between major barnks and some of the foreign fimms affected by

the program of mationalizations.
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3. The discovery of petroleum in the Amazon

Special attention has been given to this event because it was
perhaps one of the most decisive factors in the response of both the
demand and supply sides of external finance for Peru, The general high-
lights will be presented here, with later chapters analyzing its impact
on bank lending.

When Peru nationalized the Talara oil fields, it faced a problem
of deteriorating national petroleum productiomn, Policy makers found
that nati&nal output was at only about 70.000 B/D, with ancther
30.000 B/D being imported to cover requirements of local consumption.

Nor were prospects good; this country, which was once self-sufficient in

by 1980.,22

Impressed by Texaco-Gulf's discovery of large deposits of
petroleum in an Amazon region of Ecuador that was near the Peruvian
border, officials immediately took steps to explore for similar pos-
sibilities in jungle territory which was basically adjacent to Ecuador's
fields. In 1970 geological work was undertaken. Peru then invited
foreign firms to join ﬁETROPERU in the search, but ﬁnder rathér restricé-
ive conditions for the time; instead of paying royalties or taxes, firms
would have to explore at their own risk and any petroleum discovered
would be 5plit.50-50 with PETROPERU.gé/

The first firm to accept these conditions, then termed the
"Peruvian Model"™, was Occidental Petroleum, a maverick corporation,under the

direction of Mr. Armand Hammer, that was known for dealing with governments

ghag‘;ye 7 sistefs thought wiser to avoid. Contracts were signed in June 1971.
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By late 1971 PETROPERU's and Occidental's operations were fully underway
and in November az well in the Trompeteros region struck oil at 2.000 B/D
Then another well was dug in the CAPIRONA region with similar success.

A third was initiated at PAVAYACU and it too produced 0i1.22/

The résults were truly prowising; the traditional average ratio
of success is 10 wells to one discovery while Peru was finding oil at a
ratio of ?:1.2§£—ﬁNet surprisingly, eupﬁoria broke out in Peru. By early
1972 papers were headlining articles to the effect that Peru had immense
reserves equal to production in the United States of Russiajgg/ Petroleum
officials expressed that the jungle "wags floating on a sea of petroleﬁm";lgg/
Moreover, self sufficiency was forecast for late 1975 and export potential
seemed bright; indeed a foreign geologist under contract to Petroperfi went
so far as to predict production of 10 million barreis a day by 1980.191/

After the initial finds, foreign petroleum firme, notwithstanding
the stringent terms of the "Peruvian Model" contract, entered the jungle
in droves. By 1974 16 foreign petroleum companies had signed contracts.lggf
Meanwhile, the United States consulting firms Scientific Software Corp.
and De Golyer and Mac Naughton had estimated recoverable reserves at
547 million barrels in 197#.192/

By 1974 Peru had already formulated plans to transport the jungle
petroleum to the coast via a 200.000 B/D transandean pipeline. Feasibility
studies had been prepared by the Bechtel Group {(at a cost of 700 thousand
dollars) and a complex financing package (analysed in chapter 8), in which
banks participated, was arranged by mid-year. When the pipeline was
originally conceived in the early 70's, costs were estimated at 350 million
dollars. However, escalations caused the actual price to prove to be

nearly "800 million dollars.
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0. 1975-1976: Crisis anew

In the last two years covered by this study, Peru once again

enters into crisis, a crisis that perhaps was: even graver than the

one experienced in 1967-1968.

By 1975 the economic situation was showing open signs

of strain. A deep recession in the Center was playing havoc on

Peruvian exports, which had already been severely hurt by the disappearance

_of the anchovy and sluggish volume in mining. The adverse

situation reflected itself in an absolute fall in both the unit price and
exports |

volume Oféithis year, further aggravating the long term decline in

the export coefficient, which by this time had dropped to a level

that was only somewhat more than half of the average for 1960-64 (see
the investment program, an overvalued exchange rate and subsidies on
food, and oil; continued to grow rapidly. Coupled with a large

deficit on non-factor services, the‘net effect of trends was an
enormous rigse in the current account deficit, which could not be
covered by capital inflows, abundant as they were. Again, the State was
a major conduit for capital flows via foreign borrowing,much of which
was used simply to offset thé substéntial cutgoing payments related to

its heavy service of foreign debt (see table 3.5)s The shortfall in

finance caused grOSS international reserves to fall from nearly one
billion dollars in 1974 to less than 500 million dollars in 1975,
which was insufficient to cover 2 month's imports.

The central government's financial situation remained very
precarious as ﬁell, with fiscal effort falling to one of its lowest

points in recent history (see again = table 3.2). At the same time,
public enterprises continued to run large deficits,lE&/r.?he7ginancial

gap had to be closed via heavy foreign borrowing, internal credit,
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and primary Central Bank emissions. It is worth noting as well
that in the midst of these problems the government took the surprise
move of nationalizing Marcona Mines.

In August 197% there was new leadership in the government.

Aside from some price adjustments , however, economic
corrective measures were not undertaken until late in the year. In
September a new economic team was formed. This was quickly followed
by a 16% devaluation, the first adjustment of the exchange rate in 8
years (see table 3.4).

The slowness of adjusiment was perhaps attributable to the
confidence that financial problems would be rectified by upcoming
petroleum exports. However, by the end of 1975 even this prbspect
was turning dim. Just as the transandean oil pipeline was reaching
46% of completion, 10 of the foreign firms in the jungle terminated
operations either due to dry holes or the finding of uncommercial
deposits. 103/

The crisis deepened in 1976. In a historic multi-houred speech
to the public in January 1976, the Minister of Finance clearly défined
the nature of the crisis and introduced measures to reduce the cost
of fiscal subsidies, raise revenues and close the external gap.lgé/

This was followed hp in June by a comprehensive stabilization: program

that, uniquely, did not involve the IMF.
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Notwithstanding stabiliZatién efforts, the banking case study
closes wiéh the economy in continued crisis; high inflation, low
growth, impressive fiscal and external gaps, a burdensome external
debt and a precariously low level of foreign exchange reserves.
Furthermore, the Egogpects of a petroleum boom appeared ever more
doubtful as during/;eér all but one of the remaining foreign oil
companies closed down operations in the jungle due to unsuccessful
explorations. By the end of 1576 the only foreign operating firm
was Occidental Petroleum, which was producing the equivalent of 7.000
barrels a day in its block, along with PetroPeru, which generated
another 3.000 barrels a day. By now the oil pipeline was 98% completed,
but the immediate prbspects'weré that the two companies would generate
petroleum sufficient to barely satisff half of the formal capacity of
200.000 barrels a day. 107/

In subsequent years, events were to become even more turbulent,
but, unfortunately, this later period goes beyond the scope of the

study. However, in order to provide continuity, Chapter 9 provides an

update that will take the reader up through 1979.

IT. Anslytical overview and summary

The previous pages have attempted to provide the reader with a
brief account of those events and factors underlying the public
sector's demand for external resources during 1965-1976. Given the

breadth of the material, it might be useful to view factors of demand

for the period as a whole.
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One can use new loan commitments as a proxy for the public
sector's effective demand - i.e., demand that is met by a full or
partial response from the supply side - for external finance. This is
done in table 3.7 which displays volume indexes for new loans
contracted by the public sector during 1965-1976. Index A represents
commitments deflated by an import price index and is therefore best
suited for showing trends vis-a-vis the external sector, while
index B deflates commitments by an index of local prices, adjusted
for the nominal_exchange rate, and therefore is best related to
domestic finance. 19§/

The data clearly show that the public sector made increasing
commitments to foreign finance in the periods 1985-1967 and 1972-
1976. Curiously, despite the very different orientation of public
policy in the two periods, the factors behind demand were guite
similar. At the risk of oversimplifying, the commonality of factors
is presented below.

A. The fiscal dilemma

One factor of demand for foreign resources that pervades most
of the period is severe disequilibrium in the fiscal accounts. On
the one hand, there were almost continuous pressures to increase
government expenditures, with the state taking on ever more importance
in the economy. Starting from a low base of expenditure of 16% of
GDP in the early 60's, outlays averaged nearly 19% of product in
1965-1967 and near 20% in 1971-1976. These figures are much higher
if amortization of debt is included.(see again table 3.2). The
expanded expenditure in these years is counterposed by =a complefely

flat revenue base that averaged only 15% of product. In 1976,

income as a percentage of product actually was lower than in 1965.
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Table 3.7
FERUs ANNUAL POREIGN LOAR COMMITHENIS OF THE PUBLIC SECTOR
s = 1)

1965 1966 1967 1968 19%9 19 1971 1972 1973 197 1975 19%

Index A 100 38 W7 15 B6 128 162 288 1 519 07 b2

Index B 00 222 @ 17 Bl 119 ik 2% MO 09 & Si3

Soorces Derived from data in ITRT Vorld Dabt Tables and CEFAL.

Fot#: Index A is an index of annzal foreign loen cosmitments deflated by the index of impart prices; index B
is an index of ennual loan cobmitmenis daflated by zu index of demestie consvmar prices sdjusted for
movenents in the nominal rate of excisoge of the $ol witl the U.S. dollsr.



- 97 -

Thus, one encounters the anomaly whereby the state sharply increased

its participation, but did not give itself access to the domestic

income needed to support its increased activity. The result, of

course, was sizeable fiscal deficits to be financed. Th; disequilibrium
was particularly severe in 1972-1975, when the deficits were
consistently in excess of 6.5hof GDP. Only in 1968-1970, a period

relative .
of/retrenchment, was the fiscal situation reasonably balanced .

At least to some extent there were common reasons for fiscal
difficulties. As just mentioned, government expendituré tended to

expand vigofously, due to real activity, sub%%dies and inflation.

On the other hand revenues were held back by finelastic tax system and
a Q?f%ﬂﬁ?ﬁ}*disinclination to raise tax pressure. Moreover, the flat
revenue base was aggravated by an inclination to forego income
because of desires to providé investment incentives to the private
sector. Investment incentives, tariff reductions (and import
restrictions in the post-1968 perioed) all were used extensively to
promote industrialization. These same incentives, however, represented
considerable foregone fiscal income.

In the years of sizeable deficits, local sources of finance

were limited by either an inadequate amount of local savings and/

or insufficient instruments for tapping these resources. There was
a greater degree of success in using domestic savings after 1968

as the government had considerable control over the domestic
financial_system, Eowever, except in 1968-1970, when there were
reduced financial requirements, the domestic financial system still

could not fully support the fiscal deficits.
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As will be seen in the next chapter, there was ample access to
foreign capital in 1965-ﬂ96? and 1972-1976. And, there was 1little
~hesitation in either period to use foreign finance to cover fiscal
requirements. Central bank emissions also supplemented foreign
resourceé.

Interestingly, both in the 60's and 70's, the government's
external debt contraction may have lacked sufficient restraint,
because of public sector expansion progressing more rapidly than the
managerial skills of public servants., This problem was particularly
severe in the 60's. In 1972-1976 there was much more formal control
of thé borrowing process, but the pressures of a very ambitious
investment program,coupled with lack of definition in debt policy,
contributed to the formal control system being overridden by other
considerations.

In 1968-1971 there was little new foreign borrowing for fiscal
purposes as finance requirements were much réduced and efforts were
made to employ domestic resources to cover the fiscal gap. But as
will be seen in the next chapter, the behavior of the budget and

in part
the mode of finance may very well have been related/to the fact that
there was very limited access to foreign finance in these years.

B. The balance of payments dilemma

The balance of payments gap, or course, was not altogether
unrelated to the fiscal situation. But there were nevertheless
some unique factors at play. 0
.__Table 3.8 provides some data that permit one to pinpoint some

common characteristics of the balance of payments performance

during the period 1965-1976. As can be seen, the period of large



Table 3.8
PERY: RXTERNAL BAIARCE OF PAYMENTS DEFICIT 70 BE PINANCED

(Millions of dollars)

1965 1966 1967 1968 1969 1370 1971 1972 973 1974 1975 1976

Trade bslance -73 =125 ~164 90 155 253 52 0 1% " w601 -1 349 -aal
Direot-foreign investment (DFI) -53 =110 =165 -169 -179 ~143 ~108 -23 ~10 16 301 126

Kst investment ' 38 16 -18 -0 6 ) 58 24 70 54 36 170

Rend ttances ~g1 ~128 =147 ~149 -185 ~73 -50 =47 -80 ~42 1% =hk
wta)l dedbt service -76 ~68 -129 -232 -5 -252 ~306 ~318 ~468 =529 ~661 989

Interest (net) -29 -33 -4 =73 ~72 60 -75 ~7h -8h -1% -227 327

kmortization 47 -35 -80 =159 -143 ~192 =231 -kl -%ah -2 bk ~562
Total deficit to be
tinanced 8f ~202 =303 ~hs8 =311 =239 142 ~362 =291 17 -1 114 -1 %09 -1 744
Mewncrandur itenst
1. Total deficit as percentage o

of IP B.7 5.9 9.0 6.5 4,4 2.3 5.3 3.8 6.6 9.6 12.6 130
2. Total debt service ard net

DPI as percentage of _

exports 16.7 19.6 33.1 %0.1 37,5 32.3 38.9 2.6 35.6 27.9 -3 4.4

Sources Derived from data of CFPAL.
3/ Excludes from considsration short ters cepitel movements and errors and omissions.



- 100 -~

finance requirements (as a percent of product) were 1965-1968

and 19?3~19?é. In both periods a negative trade balance, followed
by mounting debt service were prime factors behind a rising need
for external finance. In 1965-1968 cutflows on the direct foreign
investmeﬁt (DFI) account were even more important than debt service
as a source of finance requirements, It also can be seen that in
1969-1972 DFI and debt service were a major burden on the balance
of payments, but the trade account made a positive contribution to
resource flows, creating less requirements for finance.

Looking first at the trade balance, one can see, by returning to
table 3.3, that in periods of deficit there was usually relatively
rapid growth of imports. External prices often were a factor behind
growth, but in most years volume also was considerable. There were
some common factors behind volume growth; stagnant local food
production, public and private investment, subsidies on basic
consumer items, tax and tariff reductions on capital goods, and very
importantly, policies to provide artificial support for ﬁrolonged
periods to a fixed exchange rate. But, perhaps the most important
determinant of the trade deficit was the abissmal performance of
exports, Throughout the 12 years there was a secular decline in
the export coefficient so that by 1976 export volume, as a percentage
of product was only 50% of the average for 1960-1964 (see
table 3.9) In some yeérs the erosion of export performance was
hidden by favorable prices, but in the end the sluggish volume made
the balance of payments very vulnerable. One cannot help but think
that if there had been a more dynamic export sector, the crises

of 1967-1968 and 1975-1976 might have been manageable.’
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There were some common features behind the lagging export
performance.

One factor was the long gestation period of minéral projects,
coupled with an uncertain policy on the role of foreign private
investment. There was significant new investment in minerals in
the late 50's and the coming-on¥stream of production helped to
boost exports in the early 60's. Any prospects for new private
foreign investmen: in the (0's, however, was campened by the
uncertainty surrounding the revision of the 1950 Mining Code and_
the renegotiation of the Toquepala contract. No sooner was the
contractual problem resolved than a change in government occured
in 1968 with a radically new view on foreign investment being
introduced. This further delayed any prospects of féreign investment
in minerals. After severél years. of uncertginty, an agréement was
reached for the_Southern Paru Copper Corﬁoration (US) to develop
the 3Cuajone deposits and the government undertook the development
of Cerro Verde and Michiquillay. But output from Cuajoﬁe and Cerfo
Verde, given lead times, could not come on stream until the latter
half of the 1970's (development of Michiquillay had to be postpoﬁed
indefinitely because of the 1975-1976 crisis).

Another crucial factor in the minersls sector was petroleum.

As has been seen, there was great anticipation of oil exports giving
massive support to fhe balance of payments. Undoubtedl&, the
government formulatéd its investment program, and the finance of it,

on the basis of eventual receipts from the Amazon oil. However,
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when an exportable surplus did not materialize as fast as originally
expected, a gaping whole was left in the balance of payments.

Anofher crucial element to the poor export performance was a
lack of export vocation in the industrial sector. Theoretically,
the import substitution program also could have provided a base for
%ndustrial exports. But little attempt was made to encourage
efficiency as no-questions~asked protection was provided to
industrialists. The fixed exchange alsc worked against industrial
exporfs. Nor was there really any serious program to promote such
exports through instruments, such as subsidies, that would compensate
the formal disincentives to selling abroad. 192/

Finally, there were some things out of the government's control.
The lost of anchovies was an ecological phenomenon that eroded to a
considerable degree the country's ability to generate foreién
exchange. Also, it was unlikely that substantially increased output
from export agriculture could be realized simultaneously with important
agrarian reform measufes.

Of-course, except in the years of open external crisis the
country was able to overcome the export bottleneck through foreign
borrowing. But borrowing, along with occasionally buoyant world prices,
may have generated a false sense of security with regard to external
solvency and have dampened incentive to introduce corrective measures.
Moreover, as borrowing accumulated debt itself created a demand for
more borrowing to cover debt service payments. This latter demand

by definition grew at an exponential rate.
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Perhaps the most grafic summary of what happened to Peru is
in the national accounts data presented in table 3.9. Here one gees
that between 1965 and 1975 consumption rose from 80% to 90% of Gross
Domestic Product; investment rose from 17% to 21% and imports rose
from 18% to 22% of product. Simultaneously, exports fell from 21%
of product to 12%. These somewhat striking trends were feasible

of course, only because of massive foreign borrowing.
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Footnotes

Chapter 3

1. This has been done well elsewhere. TFor a historical view covering
1880-1977 see Thorp and Bertram. For short term trends consult the

annual Economic Survey of Latin America prepared by Cepal. Aiso see

the annual Memoria of the Central Reserve Bank of Perﬁ; the number

issued for 1976 is particularly good. For analysis of economic trends

in 1963-1968, seée Kuczynski. For a view of events in 1968-1972 consult
Quijano and the Central Reserve Bank of Peru (1972 and 1973). Analysis

of the period 1968-1975 is found in Fitzgerald, Schydlowsky and Wicht,

and Cepal (forthcoming). Authors Cabieses and Otero study the years 1965-

1975. For analysis focussing on external debt during the military
government see Ugarteche (forthcoming) and Reynolds.

2. See Levinson and De Onis, p. 148.

3. See Fitzgerald, p. 4.

b, See Hunt (1971), p. 377.

5. In 1960 government investment was eguivalent to only 2% of GNP.

See Cepal, Estudio Econbmico de América Latina 1965, p. 263. Also see

Hunt (1971), p. 392 and Kuczynski, p. 13.

E. See Kuczynski, pp. 13-17.

2 Seg table 16 in Kuczynski

8. Calculated by using Kuczynski's data and deflating with tﬁe
consumer ﬁrige index.

9. This is very explicit in the Economic Plan for 1962-1971. 8See

Ugarteche (1979), p. 5.
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10.  See Humberto Cabrera, pp. 25-26.

11, See Kuczynski, p. 130.

12. A familiar peolitical slogan in Congress at this time was 'No
more taxes'". See Kuczynski, p. 4.

13.  Lbid., p. 98.

14, In that year the government was able to make ample use of public
deposits such as those related to the social security system. See
Kuczynski, pp. 98-99.

15. See Mariategui, pp. 3-2t.

16. For the full history of the dispute, =see Pinelo. Also see
Kuczynski, Chapter 5. 7

17. In addition to the IPC dispute, whiéh was being handled by the
executive branch, Congress had put in motion measures to fenegotiate
the contract for the Toquepala copper mine of the Southern Peri Copper
Corporation, a subsidiary of the American Smelting and Refining Company,
Phelps Dodge, Newmont Mining and the Cerro Corporation. The highly
liberal terms of the original contract were in concordance with a 1950
mining code. See Bossio Rotondo, pp. 132-136.

18. Kuczynski, p. 118.

19.  Ibid., p. 96.

2C. Ibid., pp. 102-105.

21. Ivid., p. 154.

22. Source: TField research of‘the author.

23. See Ugarteche (1979), Chapter 2.

24 Kuczynski, p. 153 and Pineleo, p. 131.
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25. As another indication of the debt problem, it can be pointed out
that by 1968, 65% of the external debt had to be paid within 5 years.
See de la Melena (1976), p. ?QL

26.  No limits were placed on loans with a maturity of less than 181
days or more than 15 years. (Source: field research).

27. See Piaele, pp. 140-145, for an account of events.

28, "Manifiesto del Gobierno Revolucionario de la Fuerza Armada',
October 8, 1968. See Kerbusch, pp. 159-160.

25. Fitzgerald, p. 1. N

z0. (Author's translation). From Presidential message on the 149th.
anniversary of independence, Lima, July 28, 1970, as quoted in Willmore,
p. 97.

31. Based on statement by Minister of Finance in the Joint Annual
Discussion of the Board of Governors of the World Bank and IMF in
September 1970 as guoted in Willmore, p. 101.

32. De la Melena (1973), p. 187. and Ugarteche (1978), pp. 60-61.
33, 120 milliion dollars came from the U.S5. and Canada and 60 million
dollars came from Japan and Furope. De la Melena (1973), pp. 199-200;
(1976) p- 86.

3L, Ibid.

35. The standby agreement expiring in 1969 was not renewed (Quijano,
p. 28); however, close contact with the Fund was maintained through 1970
(Quijano, p. 102). Use of Fund resources was limited to finance with
no conditionality.

36. Instituto Nacional de Planificacibén, pp. 19-20.

37. Ibid.
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28.  Ibid. p. 20.

39. Based on data in tables 1 and 11 of Cabieses and Otero, pp. 209
and 220, respectively.

4o. In 19?1-1972, 26% of all investment went to these sectors, while
in 1973-1974 the figure was roughly 46%. See Fitzgerald, p. 88. For a
summary list of some of the major projects, again see Fitzgerald, p. 87.
L1,  Much of the subsidy was for petroleum and food, the latter of which
had to be imported in large guantities because of almost stagnant local
production. | |

42, The figures themselves refer to 1974 and 1975. See Fitzgerald,
pp. B1, 52 and 84,

Lz, Ibid., pp. 4h-b5,

L, Central Reserve Bank Memgrig 1976, pp. 4&-47.
45.  Ibid.

Lg, Fitzgerald, p. 55, table 32.

47, Horton, p. vii.

48.  Ibid., p. i; also see table on p. 8§ for historical data on food
production.

Lg, Brunden{j%s, p- 19.

50. See table 2 on p. 210 of Cabieses and Otero. It should be noted
that the fact that production did not fall below the pre~reform output
trends was in itself a major achievement.
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Chapter L

The supply of external finance: an overview

The previous chapter reviewed the evolution of the public sector
over the 12-year period 1965-1976 and some of the factors underlying
its demand for external resources. The demand, of course, was
conditioned by supply, and it is the task of this chapter to see how
the various types of finance responded to the external needs of the
government. The first part of the chapter will be an overview of the
behavior of the supply side for the same 12-year period, taking into
account the amounts authorized, the terms of finance, etc.‘ The second
part will go into more detail on the factors behind the reéponse of the
various sources of finance. Commercial banks will be part of the analysis;
however, they will be treated in a general way, leaving a more detailed

examination for subsequent chapters.

;. External finance: the structural shift to banks
As was‘poinﬁed out earlier, the‘public sector's medium to long

term external debt was not exceedingly large at the outset of the period
under study; at 385 million dollars in 1965 it was equivalent to roughly
S% pf the GNP. However, the debt had grown very rapidly, doubling with
respect to 1960, and with mostAof the expansion having taken pléce-from
1962.1/ One can gain an idég bf just what sources of finance were
important to the government at this time by reviewing the composition of

external public debt at the middle of the decade. Table 4.1 provides

such a profile for Peru and Latin America as a whole.
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Table 4.7

PERU AND LATIN AMERICA: DISTRIBUTION OF EXTERNAL PUBLIC
DEBT ACCORDING TO SOURCES OF FINANCE,

1965-1966 and 1975- 1976a)

(Percentage)

Private Official  Total

Bonds Suppliers Banks Others Multilateral Bilateral

1965-1966
Pert 5 40 8 3 23 21 100
Latin America 8 20 9 3 23 7. 100
1975-1976 -
Pert - 11 45 3 11 30 100
Latin America &4 9 39 2 21 22 100

Source: InterAmerican Development Bank, External Public Debt of the Latin Amerlcan
Countries, Washington, D.C. 19?8

Note: Data are not  _ ~ compatible with figure 4.1 and table 3.5.

a) Disbursed and undisbursed debt with maturity of more than 1 year.
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From the table it is clear that at the beginning of the period
under study the'primary sources of finance for Peru were pri%ate and
commercial, accountiﬁg for 56% of all public obligations. In contrast,
for Latin America as a whole private sources accounted for only 4o% of
region's debt. Thus Peru, despite being a relatively poor country, by

the mid-60's already had an unusually "commercialized" external debt

with the accompanying "hard" terms; more concessionary official finance
played a secondary role, accounting for only 44% of all obligations.
‘For Latin America, however, concessionary sources of finance dominated,
the financial scene, as displayed in their 60% participation in thé
region's external debt. |

In the mid-60's most of Peru's private funds came from commercial
suppliers who held some 40% of all obligations, a representation that
was double the figure for the region. And'significantly, at this time
commercial banks were minor lenders to both the governments of Peru and
the region. |

Over the 12 years, for Peru private commercial sources of finance
continued their dominant role; however,_jggfg was a radical structural
shift in the individual sources of supply. As seen in table 4.1, by
the end of the period‘commercial banks were holding 45% of the country's
debt, whiie the suppliers' portion had shrunk to 11%. Overall, frivate._
sources accounted for nearly 60% of all.outstanding obligations at the
end of the period. €imilarly, the participation of banks in the

egternal debt of the region increased

dramatically over the period. However, in contrast to Peru the use
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of commercial banks was not at the expense of foreign suppliers, but
rather official sources of finance. Also, the relative increase in
the importance of the banks was less intense for the regiom than it
was for the.government of Peru.

The above clearly shows a general shift to commercial bank
finance over the period 1965-197?6. In the case of Peru, one can
track the shift by reviewing the annual data cn net external financial
flows that are presented in figure 4.1. While these data are not

directly comparable to the external debt figures just shown, they

provide an

AN
4
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adequate indication of how and when the shift took place. In
order to provide a complete picturé of the play of forces among

figure
the various types of finance, the [/ also incorporates the

annual net flows of foreign direct investment.

!ipgﬁgm_ _ reveal that during 1965-1968 the principal sources
of finance were commercial suppliers' c¢redits. But the fact that
net flows from commercial banks were as significant, and in some
cases more significant, than official finance means that they _
were gaining importance with respect to the relatively minor role
attributed to them at the outset of the period. As for flows of
direct foreign investment, they were 6f importance only in 1965;
net inflows were marginally pqsitivghin_19§6_gnd_qg;ekgggayive_‘(
in 1967-1968. When viewed as a whole, total flowfaveraged 1471

in 1965<1968, T -

million dollars per year / although this figure is biased downward

by the unusually small amount of finance realized in the last year.

e+ e USSR maTEh It

During the period of stabilization, 1969-1971, the most
notable feature is negat;ve flows of finance. While total flows
were strongly positive in 1969 - perhaps reflecting disbursements
on prior commitments - they averaged a negative 16 million dollars
in 1970-1971. In these latter two years net financing from all
sources was marginal, with direct fﬁreign investment registering
significant negative balances due to aivestment.

figure,

4s seen in the [/ there was a general recovery in finance

in 1972,which coincided with the reactivation of public sector
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activity. It alsc was the year in which finance clearly began %o shift
in favér of commercial banks. Indeed, between 1973 and 1975 commercial
banks dwarfed all other sources, with some balance among sources being
restored only in 1976. In this same period bilateral finance and direct
foreign investment were of some significance as well. However,
suppliers' credits ceased to be an important source of finance and
multilateral flows - negative in 1972-1974% - became significant only
in 1976.
| Leaving aside for now the qualitative implications of the shift

towards commercial bank finance, it is of interest to examine the
impact that the reliance on banks had for government finance.

With-regard to the cost of credit, the shift to banks pushed the
government into the highest echelon of interest rates. This is seen in
figure 4.2 which presents the average intgrest cost of thg various types
of foreign loans. By moving out of suppliers’ cfedits and into bank
loans thé government gave up intermediate rates of interest for the
highest possible rates. Moreover, the differential raté betwegn banks
and suppliers' credits was by no means marginal. ~Of course, the -
difference with respect to official finance was of even greater magnitude.

Another result of the shift to commercial bank finance was shorter
repayment terms. By viewing figure 4.3 one can see that banks had the
shortest available maturities. Again by shifting from suppliers' credits
to banks, the government moved away from an intermediate tenor to the
short end of the'maturity spectrum. The weight of repayment terms was
further aggravatéd by the fact that over the 12 years there was a

noticeable shortening of maturities of official agencies as well.
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Figure 34.2 ‘
PERU 3 AVERAGE RATES OF INTEREST ON LOANS, 1965 - 1976 &
{Paroentages)
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Thus one has seen that during 1965-1976 the role of commercial
banks in public sector external finance took a dramatic leap, with the
shift taking place most notably around 1972. Unlike the experience of
many developing countries which increased their reliance on-bank.finance
in thé 70'5; the shift was not from concessional sources to banks, bhut
rather from suppliers' credits to banks. The higher profile for commercial
lénding institutidns meant that the bulk of government finance was carried
out under the hardest credit conditions as opposed to the nominally (see
below) intermediate terms that suppliers offer. The weight of credit
terms alsc was aggravated by a noticeable stiffening of conditions on.
official credit.

Notwithstanding the impaét of the shift to banks on the average
terms of credit, it is by no means certain that Peru necessarily was
worse off as a result . It is true that suppliers' credits commonly had
average maturities between 7 and 14 years and fixed interest rates of
between 6 and 7 per cent - far softer than bank credit. But these terms
severely understate costs since additional margins probably were hidden
in the purchase prices of the goods financed and the charges for
accompanying services. There also were implicit costs in having finance
tied to specifically-sourced goods. In contrast, bank finanéé was not
tied teo specific foreign suppliers: indeed)it largely was not tied to
foreign purchases at all. This in turn introduced new flexibility into
the finance of development. It wouldlseem,then, than all one ean really
say about the shift to'%anks is that a relatively poor couniry continued

under the yoke of rather inappfbpriate commercial sources of finance.
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II. Factor underlying the behavior of supply

After having £racked the shift to commercial Bahks,.the next
step is to try to explain why the various sources of supply behaved the
way they did.

The response from the supply side is, of course, derived from a
number of forceé. On the one hand, the government must select a particular
source of finance. While selection is undoubtedly hased on a desire to
secure the most favorable terms possible, more often than not availability
is the overriding concern. And availability is determined by many faé#ors
such as the credit institutions' perception of risk, its liquidity
position, political motivation, marketing strategies, etc.; even personal
rapport between government officials and key persons who controllor
influence decisions in credit institutions can be relevant. The
following paragraphs will attémpt to analyse in a brief way those factorsh

underlying the behavior of the principal sources of supply.

A. 1965-1968: Dependence on suppliers' credits

As just seen, this was a period when suppliers' credits were a
dominant source of supply. This meant that public sector - external
finance had to rely on credits with an average term ranging between 7
and 14 years and fixed interest ratés of 6;?%. These were relatively
hard terms for a country as poor as Peru; moreover, as mentioned above
these terms probably understate effective costs. The governmeht took
recourse to these funds largely because of a lack of availability of

more appropriate types of finance.
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In Chapter 3, one saw that the public sector at this time was
small and relatively unsophisticated by Latin American standards. The
situation was reflected in the fact that officials were not particularly
experienced_in the preparation of proposals for project-loans from
international agencies; criteria for proposals were relatively stringent
and apparentlf proved taxing to the limited capacity of the public sector.é/
In contrast, éommefcial suppliers, eager to sell their equipdent, asked
few qﬁesﬁions about the merits of projects and proved to be a very
elastic scurce of finance. Thué the government embarked on a program.of
capital intensive investmenis - the SOGESA steel mill was a large
absorber of foreign fundé - that easily attracted credit from commercial
suppliers.

Another factor of import behind the recourse to suppliers' gredits
was that the U.S. Agency for International Development (AID) - then a
major source of long term concessicnary finance to Latin America - had
variously frozen 6] delayed credit through most of the 5-year term of
the government.é/ Almost as soon as it came into power, loans to the
new government were delayed as part of a policy designed to ensure a
"satisfactory" settlement of the dispute over the IPC. Curiously, for
nearly 3 years there never was an official reason given for the slowdown
in loans.ﬁ/ Not until early 1966 gid an official statement appear about
the freezej however, shortly thereafter gid was officially renewed when
Peru provided assurances that it did not intend to expropriate the IPC.E/
Unfortunately, the program did not last long as the next year AID loans
were once again frozen, because of a much publicized dispute stemming

from the fact that the Peruvian government bought supersonic jets from
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France after facing long delays in approval of a request to purchase less
sophisticated American aircraft.é/
The net effect of hegemonic politics during the pefiod was to

blackball Peru from one of the more important sources of long term

credit in thé 1960's. As seen in tadble 4.2, A.I.D.'s assistance to Pern
was far behind that granted to other countries. Ironically, it was the
new Peruvian government which had one of social programs in Latin. America
that most closely mirrored the principles of the Alliance for Progréss.

Commercial bank medium term lending during the period - averaging
about 30 million dollars per annum on a neft basis -~ was not terribly
large. However, as was seen earlier it was of ‘some significance relative
to other sources ¢f finance. Moreover, its importance far exceeded the
relative and absolute amounts provided.

In the early 60's commercial bank finance to the government was
made up mostly of secured short term credits to the state development
banks.Z/ But at the very end of 1964 the government secured a 40 million
dollar 3-year loan from a group of banks to help close its fiscal gap.§/
Peru, at this time having a liberal sconomic environment, free-foreign
exchange regime and a large amount of direct foreign investment
apparently was considered a good enough risk - notwithstandiné its fiscal
problems - for the banks to extend what was for the time a relatively
sizeable médiﬁm term crqdit.g/ However, the term was very short and
repayment uitimately would prove to'be burdensome to the Budget.

In 1966, with fiscal problems;intensifying, fecourse to short
term bank credit was considerable. The government also managed to
refinance the balance due on the 1964 credit of 40 million dollarson

S.year terms and obtained an additional 12 million dollars to boot.
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-Table k.2

FERU: COMIBIENTS P SAID ASSTSTANCE, JULY 1963=JE 1963

Total Par eapita
{milllons
of dellars) - )
Brazil 1 067 12:5
Chils 346 40,1
Colombisa 353 | 150
Poru 20 5-5
Domintean Republie 24y 6740
Miesaragua, 73 43,2
Panam 8 6943

Sowesz Reprodused from KUCZTHSXI, pe 125.
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Then in 1967, with the fiscal.situafion'now in open crisis, a number of
desperate short term bridgé loans were arranged with banks. IIn conjunction
with the IMF accord the government also arranged a 40 million dollar‘5-
year general purpose budgetary loan as well. Then, in the chaotic period
between the.devaluation in late 1967 and the tax reform of June 1969,'it
was commercial bank short term bridge finance that helped torfill the
fiscal gap. .Finaliy, after the tax reform, commercial banks agreed to
restructure (refinance) repayments on earlier budgetary loans over a 5-
year period. Along with this finance the banks also agreed to provide
some "standby" credits for the use of the government during the IMF
stabilization progrém.

The credits just cited ére by no ﬁeans an account of all the bank
transactions realized during the perioa; such detail wiil be saved for
later chapters. What one has tried to show, however, is that, at the
margin, bank 1oan$ played a key role in keeping the fiscal accounts
afloat, or 1ooked‘at from aﬁother angle, they helped to postpone.the

need to take measures that would rectify the fiscal imbalance.

B. 1969-1971: A financial blockade

As seen in the last chapter, with the arrival of the new government
in Cctober 1968 there was a serious restructuring of reiations with
foreign cabitél. But importéntly, foreign capital did not accept the
measures passively and, in line with tradition, affected corporations
sought to involve their home governments. Not surpriSingly the U.S;
gove?ﬁment became invelved; a series of:measures were taken td sh&w

displeasure with Peru's program to reorient foreign capital to national
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development objectives. One of thé principal tools used was a
financial boycott.

After the nationalization of the IPC, Perll was threatened with
the U.S5.'s Hickenlooper Amendment. The implications of the Amendment
have been concisely explained by Levinson and De Onis:

To pretect the interests of American companies abroad,

Senator Bourke B. Hickenlooper, urged on by Harold Geneen,

the president of IT & T, introduced an amendment to the

Foreign Assistance Act of 1962. This amendment required

the president to suspend all economic assistance to any

country that expropriated the property of a U.S. company,

repudiated a contract with a U.S. company, or made a U.S.

company subject to discriminatory taxation or administration.

Suspension of all forms of economic assistance included not

just foreign aid, but such legislation as that alloting sugar

gquotas to favored nations. A country had six months in which

to take 'effective steps' to provide compensation for

expropriated property in 'convertible foreign exchange'.

Thereafter the president was allowed no discretion to waive

enforcement of the amendment.lgf

In March 1969 the U.S8. sent a delegation to Peru to discuss
compensation for U.8. assets. It then was agreed to defer implementation
of the amendment pending negotiations and court proceedings concerning
compensation for the IPC.

But what the U.8. agreed not to do formally was largely done
informally. Perii's sugar quota was revoked, arms supplies were suspended,
and most bilateral financial programs {(including Export-Import Bank
loans) were frozen. Moreover, the U.S. used its leverage in multilateral
agencies to freeze credit from these institutions as well.

It is impdrtant to poinf out that the financial blockade was not
as absolute as it would have been had the Hickenlooper Amendment been

evoked. The Peruvian government, facing informal rather than official

legal sanctions, attempted to place pressure on multilateral agencies
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to honor their commitments to Peru. Efforts were particularly intense
at the Inter-American Development Bank (IDB) - where there was a high
degree of homogeniety among member governments - and culminated in a
presidential speech at an annual IDB meetiﬁg in which multilateral
agencies were blasted for being "used as an arm of political pressure”
against member countries like Peru.ll/ The initiative was somewhat
fruitful at the BID-where a reasonable level of loan authorizations was

2/

maintained.lw Some loans also were approved by the U.S5. government

and the World Bank, but as seen in table 4.3, it is clear that
authorizations by these latter two agencies were unusually scarce during
1968-1971.

The blockade clearly was costly to Peru. As seen in table 4.4
net bilateral ldans from the U.S. wére negative during the period.
Donations were unusually large in 1970, but they represent extraordinary
acts of mercy designed to help the government overcome the damage of a
massive earthquake that struck Peru early that year.

Table 4.5 shows that disbursements from the World Bank also were
minimal for the period; moreover, the léck of authorizations during 1969-
1971 undoubtedly contributed to the low level of disbursements in
succeeding years as well. The only buoyant source of loan disbursements

was the IDB, which as was just pointed out, was a focal point of

Peruvian resistence to the boycott.
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Table 4.3

PERU: FINANCIAL ASSISTANCE FROM THE UNITED STATES AND WORLD BANK
OCTCBER 1968-DECEMEER 1971

Source ’ Date Amount ‘
authorized (millions of dollars) poss

World Bank a/ 8-9-1970 30 Roed construction

ExporteImport Bank b/ 8-9-1970 ‘ 43 Hercules mircraft

Other United States .E'./ 2051971 . 3.0 Community development

Sources: World Bank: Statemeni of Loans, May 31, 1977.
EXIMBANK: Statement of Loans, June %0, 1976
Other: United Stastes §}{ Statement of Loans, November 1974 and United States Depmrtment of Treasury.
_Foreign Credits, (June 30, 1973).

2/ Includes IFC.

3/ Direct loans only.

¢/ Excludes Commodity Credit Program.
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Table 4_.111

PERU: BILATERAL PINANCE LCCORDIIG TO SCIRER, 1965-1976!(
(illions of doliars)

United States
Bupapa
Untted Kingdom
Germany
Prance

Japan

1968 196 1%

e ———

Donacicnes

Total

1965 1966 1967 w97 1972 1973 MM WS 1976
2% 3% 12 L) -l 5 1 4 35 =13 12 37
9 g 11 8 45 7 =8 «ll - o Ly Lo
(«) (=) 0Y)] {1y (= (=) {«} 1} () (3) (W) {8)
{3) ) (8) (5) {29} () (=9) (eB) (e12) (-6} (=) )
(<) (&) {« 1 W (5) ) (1) (+3)  (e6) («le3) (2)
- - - - - o - 8 3 1B 153 )
- - - - - Lo - ? 5 52 61 ;w
- - - - 3 1B 9 2 6 1 28 13
- - - w - g 16 4 - b1 28 39
2 b7 22 2 Y B ] 2 6 ;22 F4»
24 28 32 37 31 32 39 39 1] ) 4g 58
7 & 5 82 B wm 2 #» 2 A

e
g

Sources TableAdl, stetiotical appendixe

a/ Nt flowse

b/ May not swm properly becsuse of rounding.
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Table 4.5

PERU: MULTILATERAL FINANCE ACCORDING TC SOURCE, 1965 - 19?6'?‘/

{Millions of dollars)

r
1965 1966 1967  1vbe 1969 10 1970 1972 193 197k 1975 1976

2

{8RD TR 15 3

£ 2 4 2 - -2 63 11
1DB 11 a 10 12 10 16 0 kil 10 6 9 10
CAF - - - - - - - - - 1 - -
M - - . 22 4 25 -9 -7 £ -58 ~17 - 2
Tt Y/ % 2 M w3 % 8 12 76 2

Source: Tablefd, Statistical Appendix.

E./ Net flows.
bf May not sum properly due to rounding.
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As for suppliers' credits; there is no specific information about
why they behaved the way they didy But perhaps it is no coincidence
that net flows from U.S. suppliers were negative in 1969-1971 (see
table 4.6). The negative attitude of the U.S. government and difficulty
in obtaining official export credit guarantees from its agencies probably
discouraged credits from this source. Also, well-publicized investment
disputes may have adversely affected the willingness of suppliers to
extend external credit. Finally, as was seen in the last chapter, the
period was dominated by stabilization efforts, which meant that
investment activity was restrained and opportunities for "tied" external
finance were commensurately reduced.

It has been shown that during this period commercial banks
provided practically no new credit to the government. As seen in the
previous chapter, many banks had links with nationalized firms and their
restrictive attitude on credit c¢ould have been related to Peru's
treatment of foreign investors. However, it is difficult to determine
whether banks were cocperating with the boycott or simply responding
to objective circumstances. ft has to be remembered that banks at the
time were still very cautious lenders to developing countries. Not
only was the public sector's external debt clearly burdensome, but
there was great uncertainty about the government's treatment of foreign
capital. Moreover, far-reaching reforms were being introduced and the
nature of bublic policy was clearly interventionist, in contrast to the
hanks' ideoclogical preference for free market economics. Furthermore,
for U.S. banks, no loans guarantees could belsecured because the doors

of the U.S. Eximbank were closed to Peru. Thus, a cautious attitude
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Table U 6

PERUs SUPPLIER CHEDTIS ACCORDING 70 SOURCE, 1965-19763/

(Millions of dpllars)

United States
Westorn Euwrope
Unlted Kingdom
Germany
Franee
Italy

Japan

Lentrally planned _

Canada
Mexico

Other

Total b/

1965

1966

1967

1968 1969 197 1971 1972 1974 1975 19%
2 19 7 1 -7 -6 -3 a -] - 3 -5
2 38 21 48 65 18 =17 =30 ~15 =9 E-2) R
1 (2 = 3 (5) &) O =3 (-8 (2 ) )
-2 (2 (@ (-10) (18 (D) (@) () (<16) (@D () (5)
(21) ) ) @) G B (9 (P (9) 2 . (2 an
@ @ @ 0 G ® @ B 08 () 3 (o
g 16 11 -z 1 -5 4 -7 8 13 ~6 -6
- - - - - - - 8 = B 65 ?
2 - - - -1 32 14 -2 ~10 -6 -6 -6
- - - - - - - - - - - 14
- 1 1 1 - 1 1 15 2 =k 7 10
2 Z % B 3 3 8 I B »®B ¥

Source: Tablefff Statistical Appendix.

a/ Net flows.

b/ May not s properly due to rowmnding.
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could have been expected even in the absence of a boycott, making bank
involvement in the affair very problematicel.

Finally, it should be mentioned that the banks did reluctantiy
go along with the authorities' request in 1969 for & refinance of
1970-1971 obligations; in fact, their options were limited since
official lenders had agreed to refinance their obiigations and Peruvian
authorities were hinting that creditors who were unwilling to cooperate
with them would simply not be repaid. As one will see later in
Chaptef 8, the refinancing was not very pleasant ds commercial banks

were careful to attach rather onerous condifions to their credits.



- 135 -

C. 1972-1975: from financial famine to financial feast

In this period the pendulum changed and Peru actually became
svamped with external credit. There were some special factors
at play and it is worthwhile viewing them in detail.

1. The removal of the financial blockade

By 1972 there were clear signs that the U.S. was reformulating
its position on Peru. Arocund mid-year U.,S. foreign aid agencies
approved new loans in an amount close to 28 million dollars (mostly
for earthquake damage) and there were abundant food credits from
the Commodity Credit Corporation.lé/ As further evidence of a
thawing of the freeze was that this year the IBRD convoked a
consultative group meeting in Paris in which it declared Peru
creditworthy, i.e., no leonger in need of refinance, and formally
suppofted the governmentg recently formulated development plan.

It is pretfy clear why the U.S5. was having second thoughts about
the value of maintaining a hard line with the goverunment: Peru by
now had shéwn that it had sufficient resolve to resist external
pressures; Européan,rJapaneserand Soviet business hag_ﬁingiizizigg
penetrating the Peruvian economy - formerly an American preserve -
and, perhaps most importantly, oil had been discovered in the
Amazon, making the country potentially imﬁortant to the U.S.;s
energy strategy.lﬁ/

While steps were taken to remove the boycott in 1972, its

effects lingered for several more years, with the consequent loss

in terms of access to concessionary credit. The World Bank actually
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did not renew the flow of credit to Peru until August 1973 when

it approved én agricultural development lﬁan of 25 million dollars.
Meanwhile, the U.,S. Export-Import Bank - important both bhecause

of its own loans and the guarantees it provides private lenders -
did not authorize a new credit until March 1974,and it was for the
benefit of the U.S.'s Southern Peru Copper Corporation, The first
Eximbank credit to the public sector did not appear until August 1974,
shortly after the signing of the Greene Accord, and was for 1.k
million dollars tp‘help cover the purchase of 2 new Learjets.lé/
Thus, the government of Peru/iiifered through a financial blockade
on concessionary finance of varying degrees of intensity for a period‘
of nearly 6 years.

2. Diversification of sources of finance

‘Given that Peru encountered overt and disagreeable political
conditions attached U.S. foreign assistance during 1963-1968, and
then again in 1969-1974, along with loss of access to credit from
international institutions, it comes as no surprise that officials

. . . C o . . 16/
became interested in diversifying their sources of finance.
This 1s manifested by the fact that by 1972 the government was

A many
receiving finance from non-traditional areas. According to table b4
by now Japan and the Centrally Planned Economies - of no importance in
the 60's - were major sources of finance. So was Canada, Pursuit
of this strategy intensified in subsequent years, such that the U.S.
' to the government

share of bilateral loang fell from over 77% in 1965-66 to only 8%

in 1975-1976 .22/
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The same phenomenon occurred with regard to supplier
credits (see again table 4.6). The most notable feature is that
this type of credit, which with respect to other sources of finance
was of less relative significance in the 70's, became dominated
by the Centrally Planned Economies. 1Indeed, it was the greater
role of these countries in both supplier credits and bilateral
finance that most symbolized Peru's program of diversification.ié/
As it turned out, the key actor in the drive for diversification
was commercial banks. These institutions also were the principal
factor behind the dramatic rise in external finance available to
the government after 1971. Next, it shall seen why the radical
change took place.

3. Commercial banks: their penetration of the Peruvian market

In 1971 Peru was faced with a severe dilemma. The government
had just formulated an ambitious development plan designed to
restructure the economy and generate rapid economic growth. More-
over,/iiilic sector was to be the principal agent of development,
sponsoring large investments in productive sectors. While much
of the finance could be secured locally, foreign funds were clearly E
érucial_for successful implemenﬁation, But the logical sources of sup-
ply of~long term development lqﬁps - 1i.e. interqﬁtional and bilateral
agencies - were relatively inelastic, both because of the afore~
mentioned financial blockade and ~ the ;g;tit?tiqgﬁlu}@g?tg on funding

from these institutions.lﬁ/ Large scale direct foreign investment
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obviously'was‘not compatihle with public policy. Thus, officials
viewed foreign commercial banks as a potential source of external
finance.

Indeed, some effort was made to court the banks' favor. As yas
seen earliéf,‘ throughout the reform period fiscal and monetary
policf was conservative and good relations were maintained with
the IMF. Also, commercial banks were not treated
harshly in the reforms on private capital; major banks were allowed
to keep their branches in Lima and those nationalized such as
Chase Manhattan received rather generous settlements.

Coincidental with Peru's desire to secure commercial bank
finance wai % maturation of a structural change in banking, underway
since-the/1;5§‘s, that eventually would make these institutions
more receptive to finance for developing countries, By 1971 banks
were actively courting developing country clients, and Peru eventual-
ly got caught up in the wave of new lending to these cqupttées.

Given the importance of this event to Peru, it is worthwhile to take a
_relatively longrdigression and review just how banks became involved
with developing countries.

a) A digression: the structural change in world banking

Pri@r to 1970 commercial banks were rather limited lenders

to LDC!s, their activity generally being restricted to short term

e

lendiﬁg;for“trade and occasional project loans that were protected
by guéréntees of export credit agencies such as the U.S. Export-
Import Bank.ég/ However, this conservative posture hid some

radical changes that were taking place elsewhere in world bazking
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and would eventually culminate in bankers becoming a major
source of finance for develéping countries.

The change aétually began in the United States in the 1950's
when there developed a new breed of banker who was a "salesman
at heart" and who would agressively seek new business.gl/ The
attitude was partly attributable to the high liquidity in banks
during the 50's. However, more fundamentally; banking officials
conditioned by the depression of the 1930's to conservative
strategies were béginning to rétire‘a;g "a whole new group of what
was to become the'go-go guys' of the 1960's were entering top
management".gé/ Initially, U.S. banks focussed their expansion on
domestic markets, as evidenced by the fact that prior to 1960
~only 6 U.S. banks had foreign ﬁranches.gé/ However, the wheels
already were in motion for a massive internationalization of |
American banking activities that would later be followed by banks
in Europe, Canada and Japan.

The* convergence of a number of factors promoted expansion

abroad.

One key ingredent was the development of the Eurodollar

market.

"The origin of the Eurodollar market can be traced

back to the 1920s when U,.S. dollars were deposited in Berlin
and Vienna and converted into local currencies for lending
purposes. These practices did influence the local money
markets, After World War II, the U.,S5. dollar was designated
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by the IMF as an intervention currency in the foreign

exchange market. This established the common acceptability

of the U.S5. dollar as a key currency for international trade,
investment, exchange arbitrage, and balance of payments
settlements. The continuous balance of payments deficits

of the United States resulted in a growth of official reserves
assets in Western Buropean countries, and their central banks

looked for investment opportunities for short-term gains,

In the 19505, Russian banks in Western Europe preferred to
place their holdings of U.S. dollars with British and French
banks against the risk of possible seizure by the U.S.

authorities in

case of crisis. Under these circumstances,

Eurobanks simply practiced the principles of free economy
by establishing competitive spreads between creditor and
debtor rates of interest. BSome French banks extended U.S.
dollars loans to Italian banks during the 1950s as typical
operations in small amounts.gi/"

And the market
being essentially an
it was devoid of any
reserve requirements

lowering the cost of

for enhanced profit-

was an attractive place to do business;

of fshore depository of foreign currencies,
regulation by national authorities. Thus,
and other regulatory measures were absent,
banking operations and creating opportunities

making.

The market's growth was given impulse by a series of

other factors. In 1957, British banks were forbidéden to finance

trade for non-residents, thus making "offshore" deposits

of the eurédollar market. . a convenient
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tool for evading the régulation. In i958, Western Europe

adopted full currency convertibility, which promoted trade in

goods and currencies, thereby generating requirements for inter-
national finance; The same year the EEC was formed. Then in the
60's, when the U.S. government established a series of capital controls
and interest rate regulations to stem its growing balance of payments
deficit, U.S. banks found the Eurodoliar market an essential source

of funding for activities at both home and abroad.gz/

While the existence of the Eurodecllar market facilitated the
expansion of international activities of U.S. banks, an important
motivation for such overseas operafion was “he rise of U.S. direct
foreign investment in Europe in the early £0's. In order not to

big money-center

lose their corporate clients,/U.S. banks had to move abroad and
lend abroad.gé/ As big banks increased their international lending

smaller
operations, other/U.S. banks were obliged to follow for competitive
reasons., And in the face of expanding U.S. banks, Buropean banks
had to consider a more agressive lending posture as well. To a
lesser evy“ent, Canadian and Japanese banks also had to respond
defensively to the growing presence of the U.S. banks abroad.

‘While U.S. banks were at the vanguard of the growth of inter-
natioﬁal banking, they also induced some major innovations that
facilitated greater international lending. 1In the late 50s and
early 60s lending out of the Eurodollar market usuaily was short-

term (less than one year), reflecting the current nature of the

deposit base. However, banks soon found that they could "purchase"
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short ferm deposits on the market and,then,by continuously rolling
them over on interest fixing'dates, use these deposits to fund

much longer term loans,LB-S years being typical by the late_19605.22/
0f course this created considerable mismatching between deposits

and loans, but the risk was considered minimal given what was
perceived to be an almost automatic refunding of the loans every

180 days.

Another major innovation was the use of lending consortia
or syndicates. Banks found that they could minimize their individual
risk if a group of them joined together to form a loan, each taking
on a participation§§/ In this way bank; could mobilize large
amounts of money for a borro#er, while at the same time keeping
to modest proportions the exposure of any one institution. More-
over, the syndicate, by reducing the len@ing requirements of a
bank on any given operation, faciliféted the entry of smaller banks
into the international arena.

By fhe latter half of the 1960s the expansion of world banking
was becoming intense. An environment of rapid growth of Qorld trade
and investment generated new opportunities for foreignilénding and
many more banks set their sights on the developmént of ;an inter-
national portfolio. Moreover, the desire to lend abroad was stimulated
by the féctkthat theaggressive atfitude found in somé U.S.Vbénks in the
earlyméOSTﬁgs_by now becoming mere acute and generalizea;_tﬁe business
psychology éf the times in world banking was growth at all coéts

via the expansion of assets and the leveraging of capital. And
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there was no better way to achieve this goal than by "going
international" and tapping the deposits available in a fast
groﬁing‘Egrodollar market.gﬁ/ As an indication of the growth
taking place, one can look to the expansion of overseas branches
of U.8. baﬁks, which were at this time the most“ggg:esive_gfpgp of
institutions. In 1965 there were 13 U.S. banks with 211 branches
overseas; by 1970 the number has risen to 79 banks with 536
branches.ég/ This, of course, is a conservative indicator since
it excludes from consideration foreign suhbsidiaries of U.8. banks.
Up to 1970, most medium term bank lending activity took
" place among the industrialized countries; although as early as the
mid-1960s some lending had been going to developing countries,
mostly large ones like Brazil and Mexico and often as a result of
banks following investments by transnational corporations. Buf

around 1970, lending to developing countries became more marked, and
motivated by considerations broader than the need to service TNCs.
Soon, thereafter the peériphery was to become a major client of
international banks.

The major reasons behind the leﬁding to LDCs were excessive
liquidity and competition, each of which fed wupon the other.
Aftér 1970 ‘succesive waves of newcomers - notably U.S. regional
banks and Japanese institutions - entered the international market
in search of easy profits and the freedom of operation of a non-
regulated market. This tended to further fuel international

liquidity, which already had been growing rapidly}
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"The size of Eurodollar pool grew steadily, fed
partly by the continued U.5. deficits but also by
deposit creation on the part of proliferating financial
institutions. Fach U.S. bank branch and consortium
bank established in London enlarged the Eurodollar pool
by depositing their deposits with each other, thereby
creating new deposits. Moreover, the increased number
of financial institutions created an ever greater will 31/
to lend as sach institution sought to build a portfolio.’
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Perhaps the main factor that initiated the drive in LDC markets
.

was the 1970-1971 recession in the Center; with loan demand depressed
in the industrialized cﬁuntries, some aggpessive banks turned to the
periphery in search of new clients. Such a strategy proved attractive
because many developing countries appeare& to be better risks at this
time as they had achieved high growth rates and sound bglance of
payments positions on the strength of the QEEEEEQ_;uP'of world trade in
the 60's. Another attraction was that loans to governments - usually
the principal entrepreneur in developing countries - were seen as being
particularly secure because, unlike corporations, governments do not go
bankrupt and therefore are always available to service their loansté/

Finally, loans to LDC governments were especially profitable because

borrowers were disposed to pay risk premiums of 2% or more over base_

interest rates in order to secure bank credit.
The initial flow of lending to LDC's was concentrated in the more
advanced countries like Brazil. However, as competition pushed more

banks into the periphery the base of lending expanded.
M competitive pressures became so hectic that banks - many
of them new entrants into the international scene - saw their
lending spill over into the smaller, less<developed countries of the
region; countries traditionally accustomed to obtaining capital
from official sources fouad the Eurocurrency market to be
a more than willing supplier ¢f funds. Indeed, by 1972 countries
had discovered it to be a borrowers paradise; not only was there
easy access to credit, but competition caused margins to be
drastically reduced and maturities to reach umprecedented lengths.
By way of example, Brazil, which was a leading borrower within
the developing world, found that it could regularly secure credits
with a 10-15 year maturity. A4s for spreads, they declined from
2 1/4% in 1971 to 1 1/2% in mid~1972 and 3/4-1% in 1973. At the
same time lending was so0 voluminous that the country even found
it necessary to introduce policies to discourage foreign bank

loans. "33/
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When the OPEC petroleum price rise took place in late 1973, the
banks became even more eager to lend, although the motivation behind
the loans changed somewhat, Flooded with deposits from the OPEC
surpius, banks simply had to turnover the funds in the form of new
loans. df course, developing countries, facing the shafply increased
cost of petroleum {(and otﬁer commodities such as food) were willing
clients; after all, they had to avoeid a radical balance of payments
adjustment and more approﬁriaté sources of long term finance were
unavailable due to the industrialized countries' failure to organize
an official mechanism for the recycling of the QPEC surplus.

Some bankers have tried to paint their role in lending to LDC's
during this period as simély a response to the demand of these countries
for finance, in other words lending was‘lﬁemagd‘drigégigég{__Thiﬁ_is
simply a half tfuth which it is important to clarify here.

While developing countries no doubt had a strong demand for
resources, banks were just as eager and in some cases even more eager
to lend; there clearly was a bandwagon effect in lending as banks
bitterly attempted to stay ahead of their competitors. Indeed, the
general strategy during this expansive period of banking on at least
one occasion has bheen characterized as a '"glad-handed, name—your-érice
approach' to lending.éé/

But perhaps more impertantly, bankers, in their desire to
“build up portfolios,‘ofteﬁ were lax in their evaluation ofrsuch
matters‘as the use of credit, facility for maturity transformation
and medium term ability of a country to generate foreign exchange to

service debt.zé/ This problem was particularly acute in the 1972-1974
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when the new entrants to international banking mostly were
small-and medium-sized institutions which had a willingness to_lend
that far exceeded their capacity to evaluate creditsaEZ/

The euphoric and rather haphazard expansion of banking ended
abruptly in 1974 when a series of bankruptcies shook up the world
banking industry. The failure having the greatest impact wés that
of Bankhaus I,D. Herstatt of Germany in June in which losses on
foreign exchange operations were reported at more than 160 million
dollars.éé/ International bankers then panicked and quickly reviewéd

their international lending policies. Behavior became "reactive and
conservative". As a manifestation of the caution that prevailed it
can Ee seen in table &7 that lending to developing countries slowed
down dramatiéally in the second half of 1974, Moreover, margins on
loans to developing countries shot up to 1 1/2 - 1 3/4% and available
maturities were considerably sﬁortened.

Lending remained depresséd in early 1975. By the second half of
the year bankers realized that they had to renew the flow of loans te
LDC's; on the one hand they still were flush with OPEC deposits, while
on the otherthei;jpreferred clients in the industrialized countries
were seeking relatively little credit as a result of the deep recession
in the Center. Thus, as seen in table 4,7, bankers boosted their lending 1.

dev%}?Pinsr_ countries. However, they were much more selective with regard
to whom they granted loans. Furthermore, the terms of lending became
particularly onerous. By the second half of 1975 many developing
countries had to agqegﬁ margins of 2% or more. With regard to maturities.

less than 20% of all publicized credits to LDCs had a term in excess of

6 years, compared to 76% in 1974, As for loans with a maturity of more

than 10 years, they virtually disappeared from the market-placegégj
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Table 4.7

PUBLICIZED EUROCURRENCY CREDITS TO NON-OIL EXPORTING DEVELOPING COUNTRIES

(Billicns of dollars)

1974
1973

1975

I I I11 Iv 1

II Iz Iv

Bal 2e3 3.0 1.4 1.6 1.1

2.0 245 2.9

Source: IBRD, Bopyewing in Internationsl Capital Markets,

first guarter 1975, May

19754 Sourth quarter 1975, February 1976.
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b) Commercial banks penetrate the Peruvian market

It has been seen that the bank lending began totake on importance in
Peru in 1972. It comes as no coincidence that the date of entry
closely corresponded to the time when much publicity was being aired
about petroleum in the Peruvian Amazon. Moreover, banks undoubtedly

were in a position to be informed about these developments because

many o , : banks had

close ties with corporations dfilling in the jungle fields. But it
should be pointed ﬁut that given the frantic¢ nature of lending in the
early 70's, Peru probably would have become a ' ~ client of
banks with or without petroleum.

After 1972 lending to Peru picked up at a pace commensurate with
the rhythm o of global bank expansion. By 1974 net disbursements
by these institutions were 400 million dollars, nearly 7 times the

level recorded in 1972 (see again figure 4.1); the banks' share of net

flows of loan capital to the government rose over the same period
from 34% to 61% of the total.

Furthermore, there is evidence that bénkers were highly aggressive
in their penetration of the Peruvian market. Unsoligited letters
affering lines of credit on highly favorable terms were frequent as
were foreign bankers' visits to Lima for the purpose of generating
interest in new loans;ﬁzﬁt its zenith, offers for finance were intense;
as one local financier remarked: "foreign bankers wanted to give us

. L
money before we asked for 1t.“—1/

One has already seen that the public sector's debt control system
' to
was not well constructed / resist internal pressures to borrow abroad;
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the aggressive attitude of bankers between 1972-1974 further burdened
the effectiveness of the control system. It comes as little surprise
then that a countfy with a current dollar per capita income of only
800 dollars in 197432/ was able to accumulate by the end that same
year 1.7 billion dollars in disbursed and committed medium term bank
debt,ﬁé/ equivalent to roughly 75 dollars per habitant. Relatively

speaking, Peru also became important to the banks; by 1975 it ranked

banks. 2/

Figure 4.7 shows that despite the retrenchment that took place in

world banking in the first half of 1975, net disbursements from these
institutions rose slightly that year. Much of fhis disbursement
represents the forward momentum generated by the hectic pace of lending
inuparlier years. BQE from ‘thereJ on out banks would take a much
more restfictive attitude towards lending to the government.

D. 1976: Peru loses its creditworthiness

The newly conservative attitude of bankers in late 1974-1975
continued to dominate international lending in 1976. Terms of loans
remained very gner?us-apd banks tended to favor countries that,in their
view,were trying to adequately adjust their balance of payments.

Peru, of course, at this time clearly had severe external problems

and was relatively slow in taking measures to adjust its balances of
payments. But the new economic team installed in September of the
previous year apparently was able to generate enough confidence to
maintain the f}ow of bank credit, albeit at levels consgiderably inferior

to 1974-1975, Iﬁdeed, authorities were able to convince banks to extend
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400 million deollars in support of the June stabilization program

- and this was done withoui the protection of an IMF standby agreement.
This credit, however, proved to be the end of the honeymoon between

Peru and in?ernational bankers and from thereon relations between the
two parties underwent serious deterioration. At the close of thé period,

Peru's disbursed and committed external debt to banks had reached nearly

2 billion dollars,
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11T, Summary

One has just seen that in the early and mid-sixties fhe public
gector of Pgru had been basically reliant on suppliers' credits. This
situation déveIOped out of the fact that suppliers' credits were the
only elastic source of‘external finance for the government. Commercial
suppliers were ready with finance to support sale of their goods. On
the other hand the government found the technical requirements of
multilateral financial institutions to be burdensome vig-a-vis the
limited administrative capacity of public authorities; major sources of
bilateral finance (e.g. USAID) had been restricting their credit flows
to the government because of uncertainty over local treatment of foreign
investors, and private commercial banks simply were not accustomed to
regularly extending medium term finance to LDC governments. The
nature of resource flows in the mid-60's created a debt structure for
Peru in which there was a relatively high profile for commercial
suppliers and a low representation of official concessionary finance.
The cost and tenor of debt reflected the quasi-commercial terms offered
by foreign suppliers.

During 1967-1968, the profile of banks began to rise slightly
due to their loans for the country's fiscal and balance of payments
deficits. ‘But then with the change in government in late f968, almost
all external finance to the government was cut off as a response to
investment disputes arising from nationslization of foreign firms. The

financial boycott was quite severe up through 1971. But thereafter
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Peru gradually began to regain access to new gredit. There were a
number of reasons for this. One was the discovery of petroleum in the
Jjungle which made Peru strategically important to the political powers
in the center. Another was Peru's able management of economic affairs
and its drive to diversity economic relations, thereby increasing
interface with countries outside the scope of the boycott. But most
importantly, structural changes in World banking had made commercial
banks eager lenders to LDC governments and many banks saw Peru as a
new market in which to expand business. The penetration began in

1972 and intensified in succeeding years, with the cost of credit
declining in a commesurate fashion. By 1975 Peru was a major client
of the banks and the government was heévily indebted with these
institutions. Things became more difficult in 1976, however. Banks had
turned generally less enthusiastic about loans to LDCs and Peru's
econony was showing severe signs of strain. Commercial lenders

agreed very reluctantly to refinance Peru's debts in 1976, but on very
onerous terms. The country was now a '"problem" and relations vith

commercial bankers were to deteriorate further in the post 1976 period.
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Footnotes

Chapter L

See IDB, table 2.
Kuczynski, p. 95.
Export-Import Bank finance as well as that of other agencies was

unaffected. A good account of how the freeze evolved is found
in Levinson and De Onis, pp. 146-156.

Ibid., pp. 151-153.
Pinelo, p. 132.

Ibid., pp. 132-133. Also see Kuczynski, pp. 156-160 and Levinson
and De Onis, pp. 154-155.

Kuczynski, p. 58.

The loan was originally signed in late 1964 and then ammended in
early 1965. The credit, for the purposes of this study, has been
classified a 1964 loan and therefore is not part of the data base
that is used for analysis in later chapters. However, the loan
was refinanced in 1966 and this does appear in the data base.
Kuczynski, p. 100.

Levinson and De Onis, p. 144,

The quote is the author's translation and is taken from a speech
given by the President of Peru to the assembly at the 12th Annual
Meeting of Governors of the IDB in Lima, Peru during May 1971.
See IDB (1971), pp. 22-29.

S5ee U.S8. Treasury, p. 283.

U.8. Treasury, pp. 173-174.

This latter point is made in Fitzgerald, p. 68.

A guarantee of 1.4 million dollars was given for a complementary
private credit.

This strategy was an explicit part of the 1971-1975 economic plan.
See INP, p. 47.
The U.S.'s share of trade also declined markedly. Exports to the

U.8. fell from 34% of the total in 1965 to 2k% in 1976. Imports
over the same period fell from 40% to 35% (IMF).
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For a detalled analysis of the economic and financial relations
between Peru and the centrally-planned economies see Estremadoyro.

Official aid finance had shown no real growth since 1965. See
OECD, p. 153.

It should be noted that bank lending to Latin America was
considerable in the first gquarter of the centi¥ry. However, after

the financial collapse of 1929 banks retreated to a very conservative
posture with regard to lending to developing countries. See Davis,
p. 20.

Hayes, pp. 33-34.

Aronson, (1975), p. 76.

Robinson, p. 198.

Lees and Eng, p. 435.

See Aronson (1977) Chapter 4 for an informative review of the
controls and their impact on bank behavior.

Robinson probably has one of the best examinations of the expansion
of U.5. banks abroad. Another comprehensive source of information
on the foreign operations of U.S. banks is found in the FINE study

of the U.S. House of Representatives (1975 and 1976). Also see
Lissakers.

Robinson, p. 254. For a good description of the transformation
process, see Wellons (1977), p. 26.

For a good description of how syndicates are formed see MIOSSI.
See Ganoe.

See U.S. House of Representatives (1976), p. 79.

Weinert (1973), p. 35.

For a discussion of this fact, see Iglesias, pp. 96-97. Also see
Weinert (1978).

Devlin (first half of 1978}, pp. 77-78.
See Friedman, p. 48 and Watson, p. 27.

Wall Street Journal as quoted in Hayes, p. 49.
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See Cummings.
See Wellons (1977), p. 24. Also see Weinert (1973), p. 35.

See Aronson (1975), p. 22. There were other problems as well. In
October Franklin National Bank of New York went bankrupt after many
months of support from the U.S5. Federal Reserve. In the same month
Banqué de Bruxelles, Union Bank of Switzerland and Lloyds of London
announced large losses on foreign exchange operations. BSee
Lissakers, p. 2k.

See table 8 in IBRD, fourth quarter, 1975 (February 1976).

This observation is the result of the author's field research
in Peru.

See Everett Martin.

The source of this figure is CEPAL. At 1970 prices per capita
income in 1974 was roughly 600 dollars. See Cepal, Economic
Survey for Latin America 1977.

See BID table 42.

Includes short term obligations. See Morgan Guaranty Trust
Company, September 1976, p. 11.
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Chapter S

BANK LENDING TO PERU: AN INTERTEMPORAL COMPARISON, 19685-1970 AND 1971-1976

The last chapter provided some limited flavor of the role of commercial
banks in the external finance of the public sector; however, the analysis
was very genral and provided little insight into the nature of the banks?
invclvement in Peru. It will be the task of this chapter to begin the

gradual process of penetration of aggregate data that is the raison dfetre

of the whole study, Chapter 5, through the use of an intertemporal

comparison, will attempt to indicate how actors, relationships and functions
changed radically between 1965-1970 and 1971=-1976. The former time frame is
reflective of a traditional period, i.e., when bankers' interests basically

were focussed on the industrialized countries and medium term lending to LOCs
was an exception rather than a rule. Banks involved in Peru prior to 1971

then might be considered to be the country's traditional lenders. The second
period, of course, is reflective of the effects of the boom years of warld
banking when there was a wholesale expansion into markets of developing countries.
Here the stage is shared between the traditional hanks of the first period and
the aggressive newcomers of the 1970%s. One will see that the changed
environment also brought fundemental changes in relationships snd lending
activities, The following pages will shed light on which barks have lent 1o

Peru over the two perdiods; the various modes of credit extension; how interest
rates, maturities and penalties on their loans evolved; the relative importance
of the various types of loans (e.g. projects, refinance, free disposition, etc.)
in total lending as well as the terms carried by eachs where loans were booked
by the banks; currencies employed; and the degree to which restrictive clauses
such as waivers of sovereign immunity and local legal jurisdiction were employed

in loan agresments.
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A. THE ACTORS: PERU's PRINCIPAL COMMERCIAL [ENDERS

Table 5. 1 displays the government's principal lending banks for the
periods 1965-1970 end 1971-1976, Institutions are broken out into six
groups according to the relative importance of the banks, using as a
criterion the gross amount of all authorizations for sach period.j/

One can consider the first three groups of banks as Paru's mgjor commerciel
lenders; the rnext tws groups as of intermediate importance and the last group
as relatively minor lenders at the institutional level,

Several things are immediately striking sbout the dats within and
between perdiods,

In the earlier period, the predominant lending institutions were almost
exclusively from the United States. This is seen in the fact that of the
first 5 of the 6 groups of commercial benks, only ong was of a non-lJ, &
character, that being the Bank of Mova Scotia of Canada,

Anocther characteristic of the period is that Peru’s commercial lenders
tended to be large in size. Major lenders {groups 71-3) were clearly
superbanks, ranking in size among the top 22 of the world's largest banks,
Moreover, all these.institutiuns were relatively well-experienced in
international lending and could be called money center banks, i.e,, at the hub
of world commercial finance, Those barnks of intermediate importance as lenders
also were relatively large in size, ranking between 39 and 78 in the top 300 of
world banking., However, unlike the major lenders, these institutions generally
were nat at the vanguard of international finance at this time,

A final observation that one can meke about this first period is that =
handful of institutions were responsible for the bulk of the lending. As seen
in table 5.2 the 6 U.S. superbanks in the top 3 groups accounted for over 70% of
the total value of commercial bank losns authorized in the period, Thus, the

public sector displayed a high degree of dependence on a few key U.8. banks,
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Table 5,1

PERU: MAJOR CQMMERCIAL BANK LENDERS GROUPED ACCCRDING 70 THE AMOUWNT AUTHCRIZED, 1965-1970 AND 1971-1976 o/

f 1965-1970

!

1971-1976
- tarn; -!
Lendings benks and Comtry I::‘m Lendings banks and TI} Country h-:i;a:
apounts authorized in : headquarters g of amounte authorized in i headquarters '
miltiong of d < ranidn 1 Y [ : - ‘
r 8 of dollars b/ : of bank bantk 8/ milions of dollars b/ 1; of bank J bmk.“/l
: ; He jor landors i i !
1. 45 and_<55 i 1. %23 and <150 : | i
Bankers! Trust United States| 11 Citicorp United States | 2 '
: Citicorp United States ' 2 t j
. Wamufacturers Manover | Uniled States 5 'i ‘
20 ¥35 and <lis ! 2, 295 and <123 i | }
| Chase Manhattan 'United States 3 lisnufacturera Hanover 4/ iUntted States %6 :
| Continentel Illionois  United States! 22 i Wells Farge 50::1150& States 9 !
§3a 25 and < i l' 3. )63 and <2§ H }
| Bank of Amertoe 'United States; 3 Bank of America {United States | 1
i ) ! Chese ilmhattan 'United States | 4 ‘
; J I
_ i | Intermediate lenders i ‘o
e 225 and <25 | ! b 39 =nd <68 | |
! Bank of Nova Ssotia i Canada I 7 ! Bank of llowa Scotie {Canada -5 M
! i ; ;  Dankers Trusi ‘United States | 32 |
H ; i Continental I[1lincis United States ] 30 I
. ! | Morgan Guaranty ‘United States | 19 |
; ) , ! Crocker Nationsl Bamk iUnited States | 79 |
i ; ! . Dresdner Bank : Gaprany 1
: ; } | Banoo do Brasil e/ Brazil 12
! ; - | Royal Bank of Cafiada :Canada i 22
'5e 36 and <15 5. p16 andglil : !
L ek, Tk |United States n ! Bancs Covercial Ttaliana 'Ttaly 2 |
Crooker National Eank {United States . Ban!: ef Tolyo | Japan 28
Firat National Bank Bostmi United States 59 . Lloyds Bank {United Kingdom{ 31
| Franklin Hational Bank %Unltod States 78 : Franidin Natienal Bank ‘United States ™
| Hetional Detroit Corps 'United States| 57 i Unlon Bani of Switzerland iswuzeu:-z.mi 1
i : t {  NHatlional and Ceumerolal
{ 1 | _Banidng £ United 102
: i  Bancal Tristate Corp. Unf.ted Sta 199
! ! ' Bancs Fazionale de Lavaro Taly 0
: : ' Lonz Term Credit 3ank of Ja.mnr.la.pan "
i | | Credit Lyomnats £/  Franas 7
. i : : Banque Franoaise du Comm, 5
‘ i Exterieur f ; Pranoe b L S
! { ' Canadian Imperial Bank of !
i : E Comnerca !Canada, 29
' ' F\.lgi 3 AJE
I : ! Amro Bank £/ 'Halla.nd hg
i ; |  Pirst Pennsylvania Corp. - {United States 1106
¢ ; {  Deutsshe Bank | Germany .6
; = i Bank of Hontreal i Canada ;U5
i ; i Chemieal Bsnk |United States | 23
: ) |  Pirst Chieago Corp. nited States gﬁ
I ) ! Seeurity Pacific Cerp. 'United States
i i ' Commerersbankt A.G. Geymany 26
l i : American Express Int. ;Unl.ted States | 223
! : Toronto Dominien Bank 66
] ’ Miner lenders f
i

i -_S:e tahle 45.1 in the statistical appendix for the

! pames of the 15 berks in this growp

6,< 6

| " See table AS.1 in the stetistical sppendix for the ;
! namscfthelﬂbmksmth;s;rwp

\ ;

Sourses CEPAL on the basls of officlal data,

a./ Per oredits with and without an expert eredit guarantee.
y The rengs of authori:at!.ans in eash group sre different for the two perlods due to the much greater walue of

¢ans in 976, Howevor
%71119761 27 provortional to'1925-1 0,
o/ Ranked on a sScale from 1.300 in world bankin
as published in The 3anker, June 1970, pe 59

June 1976, p. 64T,

&

Size i based on assets; 19651

ing of the values fer meh reup have been dwnme in puoh a way that

uses asfst size for 1369

197141976 uses saset size for 1975 as published in The Panksr,

4/ If eredits with oxport credit guarantees were sxoluded, would fall inte group .
T/ If eredits with sxport oredit guarantess are exoluded, would fall inte growp 5.
T/ It credits with axport credit guarantess ars meluded, weuld fall into grow 6.
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Table 5.2

PERU: DISTRIBUTION OF TOTAL AUTHORIZATIONS AMDNG MAJOR, INTERMEDIATE
AND MINOR LENDERS, 19651970 AND 197119768/

(Percent)
Major Intermediate Minor
Total
lenders ienders lenders
19651 970 7le7 17.4 1049 100
19711976 2340 46.8 .2 100

Source: CEPAL, on the basis of official data.

E/ Lending groups correspond to those of table Sale
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This might be a manifestation of an unsophisticated porrower content with a
cozy relationship with a coterie of convenient and familiar institutions.
Indeed, Kuczynski has hinted that in the 1960's the public sector was
unfamiliar with non-l, 8. banks and yisa versa, 2/

Turning to the second period, 1971~1976, one can see that there was a
rather dramatic change in the sources of private bank credit.

Table 5, 1 shows that in terms of major lenders, groups 1=3 continue to be
dominated by very large U.S. banks,  However, Banksrs Trust and Continental-
I1lirmois, major lenders in 1965-1970, slipped to an intermediate level of
importance in 1971~1976. There also is é newcomer to the group of major
lenders—-Wells Fargo., The role of this bank in Peru's finance is very important
and will be discussed in greatar detail in later chapters. |

While the group of major lenders in 1971-1976 is still—with the exception
of Wells Fargo—-from the same club of U,S5. money center banks that stood out as
important lenders in the earlier period, the intermediate groups of lenders
(4 and 5) are characterized by many new actors and a much greater geographical
dispersion, The only hanks from the intermediate group of 19851970 that
maintained their relative importance in the second period are Crocker National Bank,
the Bank of Nova Scotia, and Franklin National (which no longer exists due to
bankruptcy in 1974), However, it is significant that they are joined by many
other barnks from the U.8., Canada, Japan, Eurcpe and eveh one bank fram
South America. The one characteristic that is common to the two periods is that
the banks in the intermediate group continue to be rather large in size; with
the exception of the National and Commercial Banking Group, Bancal Tristate
Corporation, Bangue Francais du Commerce Exterieur, American Express and First
Pennsylivania GCorporation, all the banks are within the top 79 of world banking,

With regard to minor lenders {group &) their number increased dramatically,

from only 15 banks in 1965-1970 to 131 banks in 1971-1976. There is probably
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no better indicator than this to show the massive transformetion of banking
in the 1970's,

Perhaps the most dramatic change between the two periods is that unlike
1965- 1970, whén the major lenders also were responsible for the bulk of total
lending (72%]; in 1971-1976 these same lenders accounted for only 23% of the
total credits authorized (see table 5.2). The massive influx of new actors in
the 1970's, whose lending was of an intermediate or minor importance at the

institutional level, in the aggregate accounted for more than three-fourths of the

value of all loans in the period. Intermediate lenders accognted for 47% of
total authorizations, compared to only 17% in 1965-1970. Meanwhile, the 137 banks
categorized as minor lenders——some of whose authorizations dia not exceed
$1 million for the period—as a group accounted for nearly a third of total lending,
compared to only 11% in the earlier period, Thus, in the changed environment of
the 70's, important lending came from meny new sources.

The much grsater importence of intermediate and minor lsndars as agents
of Finaﬁce might suggest grester independence for Peru as a borrower, This is
undoubtedly true to sume degree, However, as will be seen from the next chapter
on syndication, one can overstate the degree of independence by merely focussing

on the number of individual actors in Peru's external commercial finance,

1. Brouping banks according to country of origin

Shedding more light on the subject is table 5, 3, which provides another
view of the sources of commercial lending. Here data and loans are grouped
accnrding to the country of origin of the lending bank; in addition, for each
country grnﬁq nne‘finds data on the number of lgnding institutions, their
average size,'and the Humber'of credits extended for the period,

Thase data coﬁfirm fheanerwhelming presence of American banks in Peru's
commercial finance in the mid arid laté 60%s, Fully Bé% of the value 0? all

loans came from banks whose home office was located in the U.S. The lending
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Pable 5,3
FLRUs COMERCIAL BALi AUTTORIZATIONS ACCORDIIG TO COUNTRY OF OXIGIH, 1965-1970 &ID 1971-1976 a/

Pavoemtage Humber of
Comntry of banics of total Humber of Averege eradit
loans institutioms b/ size o/
authord ged transactions
1965-1970

United States 86 14 5 Ly
Jaran 0.1 1 26 1
Canada 7.8 3 42 5
United Kinzdom 1.5 2 74 5
Garuany © 1. 1 14 1
France - - - -
Italy 1.0 1 25
Switzerland - - - -
Other - - - -
Consortium 1.0 2 0L/ 2
Unlmowmn &f 1.2 5 P 5

Tote) 100.0 z 5 a

19721976

United States ) k5. g 2 17 196
Jeran 11,4 26 i 160
Canads 10,2 . 6 k6 61
United Kingdom : 6.5 1 54 p
Germany ' 6.4 11 18 27
France | b 43 39
Italy 2.1 i 30 24
Switzerland 2.5 7 54 15
Other 7.5 2k 53 58
Consortium 1.5 23 301’ 48
Unkmown &/ 0.2 1 coe 3

e—r—

Souraes CEFAL on the basis of officlal data,

a/ A1 eredits, i.e,, With and wvithout guarentees of an ex-ort credit agenoy,

b/ Subsidiaries have been consolidated into mrent.

J Ranked ascording %0 aBsel slze on the basis of The Banker's top 300 in world banking, The period
1965=1970 uses asset data for 1969 and 1971-1976 uses asset date for 1975. The countiry average was
saloulated by veizhting the asset size of each bank in dellars by the amount authorized in each
poriod, The resulting average asset size was then assiged a rank acearding to where 1% plaged in
the top 300 of The Daniier. A rank of 301 12 used to indicete an avernge msset slze too small to be
ranked in the top 700, Benirs whose origine ere unlnown, of sturse, recelved no renking and do not
figuro in the overall averages, Since the number of unjmowm renls is small, and their welght
insignificant, the obsance of thess banks in the mnldng exercise had 1itile effeot on results.

4/ Banks whose nationsl origin could mot be identified,
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came from 14 U.58. institutions, egquivalent to slightly more than half of the
total number of bahks lending to Peru in this period. Moreover, given the
concentration of lending in the hands of a few very large hanks, the weighted
average size (ranked by assets) of U,S. institutions relative to the top 300
in world banking was & very large five.

The only other country with a significant presence was Canada, whose commercial
bénks accounted for 8% of the loans authorized, This lending was carried out by
three institutions whose weighted average asset rank was 42,

All together there were 27 lending institutions for the first period,and due
to the dominance of big U.8 institutions, the weighted average size corrssponded
to the same size as that of the U.S. banks,

In the 1970's one sees much greater dispersion in all senses, The total
number of lending institutions jumps to 167, six times the.number_nf participating
institutions in the 60's, Reflecting the greater number of banks of all sizes,
the average size of lending institutions falls from 5 to 27. A rank of 27, however,
indicates the continued importance of large institutions,

Likewise, the weight of U.S, banks in total authorizations declines by
nearly half, while Japan, the United Kingdom, Germany, France and "other" areas
take on much higher profiles. Nevertheless, the U.8. participation remains
4 times the size of the next most important country group (Japan), Thus, the
UeS. continued to dominate with the difference that hégemony was considerably:
less intense and shared among 42 instead of just 14 institutions, g/

It is interesting to note that the nature of the role of U.S, banks is at
least partially consistent with the general notion that in the sixties commercial
banks basically followed national trade and investment flows. The overwhelming
dnminanﬁe of U,5, institutions in 1965-1970 conforms with the high profile of
Americen firms as investors in Peru—as was seen in Chapter 3, 80% of all -foreign
direct investment was sourced from the U.S. This country also was é metropole for

trade, being a source for 40% of Perufs exports and 37% of its imports. The
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maximum trade captured by any other country was slightly more than 0%

(see table 5,4). If general patterns were followed, it is likely that

U,S. banks were predominant in servicing the trade and investments of

American firms with Peru. Thus, the Peruvian market was highly familiar
terrain to sumé U,5, banks, Lending to the govermment could then be seen

as being consonant with protecting the business of their corporate clients and
therefore the business of the banks themselves,

Another factor behind the dominance of U.S. banks in this early period
undoubtedly is the fact that in the 1960's these institutions were easily the
most experienced overseas lenders, They &lso tended to have a very large resource
basg; of the top 11 banks (ranked by assets) in world banking in 1969, 8 had their
headguarters in the U, S, ﬂ/

The reduction in the role of U,5, lending institutions in 1971-1975 is
consistent with their lower profile in investment and trade in this peried,
Although it would be difficult {o empiricslly position the U.S, as investor .
in Peru, it is generally felt that divestment in the reform period, coupled with
increased activity of European and Japanese firms provided for greater
geographical dispersion of foreign investors, Table 5,4 also shows a significant
decline in the U, S, 's trade share, MHowever, two factors suggest that forces
other than trade and investment were at play in the behavior of bank flows:

(i) the decline of the U.S.'s share of lending is much more severe than its
reduced role in trade and probably more severe than any decline thet might heve
occurred in its share of foreign investment; and (ii) the relative change in
importance of Japanese and European countries as commercial lenders generally
is notlproportional to the behavior of their shares in trade, (NO data are
available on investment flows, ) These trends would be consistent with analysis
presented in Chapter 4 that established conditions in which banks in the early

70's expanded lending to developing countries, and Peru, for its own sake, i.e.,
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Table 5.4
PERUs DIRECTIGE OF TRADE

(Peroentaze)
19651968 1972-1375

Comtry Exports Imports Exports Imports
Unitod States Lo 37 32 32
Japan 12 7 14 10
Germany 11 12 8 11
Pranse 2 2 2 2
United Kingdom 3 5 3 bk
Cannda ~ 3 - )
Other 32 ‘ 3y W 7

Teted 100 100 100 100

Sourees CEPAL on the basis of offiefal data,

A ——————
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the principal consideration was development of an international portfolio
and ncot service or protection of business with home country non-financial

corporations,

- 2. Grouping banks according to their size

Mention has been made several times about the size of the banks lending
to Peru. In order to clarify this point it is useful to view ®parately how
gross authorizations were distributed among banks when thsy are grouped according
to their size, Table 5,5 provides such information by breasking out total
authorizations according to eight groups of banks, where each group represents
a range of total assets denominated in U, S. dollars,

The table gives impressive evidence of Peru's dependence on very large
commercial banks, In 1965-1970, 78% of the total value of authorizations
were derived from banks in the two largest ranges of assets, which were
eqguivalent to numbers 1-38 in the internaticnal rankings, In the second period,
1971-1976, 5% of the gruss value of authoriziations came from the top two
groups, this time equivalent to numbers 1-46 in the international rankings, §/
Thus large institutianslclearly dominated commercial lending to the government.

One does see, howsver, some significant differences between the periods,
In 1971=1976 there are both absolutely and relatively more institutions in the
first two ranges of assets; for 1965-1370 there are.13 banks in groups 1 and 2,
representing nearly 50% of all lenders, while in the second period the two top groups
incorporate 42 banks that repreéent only 25% of all institutions, Likewise, in the
second period the intermediate-—and small— sized banks .are of relatively more
importance, both in téfﬁs Uf their number and the value of their authorizations.

In the 70's, then, thefe'clearly‘was greater dispersion of lending, both within
the yroup of large barks and among the groups of all banks ranked according to
assgts. But this does not diminish the fact that among the 167 lenders to Peru
in 1971-1976, 42 very large institutions had great influence over the government®s

external resource flows,
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Table 505
FERU: CQAERCIAL BANK AUTHORIZATIONS ACCORDING TO THE ASSET SIZE OF BANKS, 1965+1970 AND 1971-1976

Equivelent Mumber of

Asset range 2/ Persent of
- wold rank banks in
(m1114ons of dollars). (1-300) B/ study oredits ¢/
1965-1970
1. 25573 -12 787 (1« ©5) 3 33.2 .
2, 12 786 -~ 6 394 {6~ 38) .10 b6
3. 6393~ 3197 (39~ 75) 6 16,2
be 3196 159 (77-137) 2 2.9
5. 1598~ 800 (138.254) 1 Ce9
8. 799 ~ 706 ( 265~300) - -
7 <706 (> 300) 1 0.8
8. Unimown size 4 1.5
All banks 27 100,0
L9276
1. 65 789 ~ 32 895 _ {1- 10 8 17,6
2, 32 BoY% ~ 16 4B (1a- %) 34 40,9
3, 16 L7 - B 2Ly (47 51) 25 16,5
4, 8223 - h112 {92-147) 2k 7.7
5, 4111 . 2z 0% (1u8-255) ya) 6.9
&, 2055« 1 6% , (26%-300) b 0.7
7. <1 634 (> 200) 26 5.1
8. Unimom size 25 2.6
411 tenks ' 167 100,0

Sources CEPAL on the basiﬁ of officlal data.

9_/ While the asset renge for the two perioads involve different dellar walues, the renge for 1571-1976 is
gcaled In a manner which is Trovortional to 1965-1970. The asset range for 1965-1970 is from palance
sheet data for 1960 and the range for 1971-197% reflccts deta for 1975.

}_),/ The verld ranks are om a soale of 1-300 and porres-ond to the asset pange for sech jeriod., Based on

The Benker ranikdng of the top 300 in world banking for ihe years 1969 and 1976, recnectively.

8/ 411 eredits, i,e,, with and without puarantees of export credit agencles.
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B. "ORGANIZATION OF CREDIT

During the first period, 1965-1970, banks extended credit on an
individual basis, providing the impression that finance was a rather
personalized affair, i.e., the public sector had direct contact with its
bankers,

While banks lent individually, it was not uncommon, however, for them
to band together in the extension of a credit. Such multibank loans
accounted for roughly 68% of the value of authorizations in 1965-1970,

Multibank loans were characterized by & common umbrella loan agreement.
However, no bank was explicity identified as the organizer of the credit, g/
nor was any bank designated to adwminister or enforce the lean over its
duration, Likewise, no explicit fees were chargsd for orgenization or
administration, Thus, each bank disbursed on its own and repayments were
channeled directly to each institution. Presumably the attraction of these
multi-institutional agreements were three fold: (i) a larger amount of
resources could be mobilized, providing less risk for each individual bank;
(ii) by joining into a group the banks became all that more imposing to ths
borrower, thereby enhancing leverage during both the negotiation and
enforcement periods of the credit and (iii] group lending provided psychological
sacurity, i.e, = bénk could enjoy the comfort of knowing that its peers were.
accompanying it in taking on a certain risk.

The multibank loans to Peru had no infernational character in the sense that
all the banks were from the same country. Mopéover, the number of institutiuns
joining together in a loan did not exceed 11 on any one agreement,

The multibank credit of the 80's was a precursor of the syndicated credit
that becamelcommnnplace in the 70's and was reponsible for generating nearly

80 percent of the total authorizations in 1974-1976. In a syndicated credit a
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lead bank(s) initiates negptiations with a borrower and solicits participations
from other institutions. Thus, in the age of syndication a bank's importance
to a borrower can go beyond the mere level of its loan authorizations.

Once a loan is arranged, one of the lead banks is designated as agent for
the other parficipating banks and has responsibility for administration of the
credit, e,g., making disbursement and‘receiuing repaymeﬁt. The agent also is
responsible for enforcement of the credit agreement should the borrower fail to
camply with the terms of the contract. Z/ Both the lead banks and the agent
receive special fees for their services. And it also has become a practice to
give fees to other banks as inducement for them to participate in the syndicate.
Syndicates generally have some international flavor, as banks of various nationdlities
aften cooperate in the arrangement of a loan. The a?traction of a syndicate to a
barnk is similar to the attraction of the aforementicned multibank agreements with
one additional ‘incentive: the existence of fees which increase the yield on any
given loan. Chapter 6 will analyse syndicates in some detail in order to reveal

their nature and to zee what advantages such arrangements have for the hborrower.
C. TERMS DF CREDIT

With regard to interest charges and maturities of commercial bank loans
without external guarantors, they are presented in tabkles 5.6 and 8.7 for the

two basic periods being examined,

1. Interest rates

19651970

As can be seen, the most prevalent way of costing loans in 1965~197ﬁ
was by usé of_a floating pfimé rate, i.é., a spread or margin added to an
interest rate;ﬁbr prime burruwers tﬁat was subject to periodic adjustment;

Fully 81% of the total value df.authnrizatinns was costed via the use of this



fable 5.6
PERU: INTEREST RATES N COMMERCIAL PAN; LOAS, 1965-1976a/

1

T ; 1965« 1971
1965 1966 1967 1368 1369 1970 | 1970 ! 19; 1972 1973 197 1975 1976 ! 1976 |
. average! mremﬁe_'_
1, Peroentage of loans w/prime ;
rete sprend b/ - 736 78,2 B2.3 - 1000 BB8! - 21 B Guf 60| 205
Avernge srrecd (%) - 1,50 175 175 - 175 1720 - .04 131 w75 1. 142
2. Peroentnge of loans w/llbor i
spread - - - 8.7 - - 3.4 1000 Bk 9B 92,6 99,5 940, M.
Averece puread (@) - - - 174 - - Ly ;2,25 2 1.67  rab 1,79 2.17! 1.75
3. Percentace of losne w/fixed ‘ ! ; i
interest rate 100.0 26,% 2,8 3.0 10%.0 - | 158 - 3 2.8 - - 1 La
Averaze rete {u} 6.3 S.,720 8.0 9.00 8,30 - 7.%0°' = 8.25 .82 - - !f .49 |
4, Percentags of Yoans w/other ' ! ’ I |
type of mte o/ - - - - - - [ = 1 a 11, - - - - l 1,10 °
. : |
Total loans 100.C 100.0 1000 100,0 100,0 109.0; 100.C ! 100.0 100.0 100.0 100:0 00,0 100.0 | 100,0 :
—— = ; . | !
Mepworandum item , ) ! '
V.S, prime rate {average) 5.67  5.63  6.33 8.00  7.B1; 6.69, 5.65 815 10,0 7.73 6,73! 7.3‘7!
Eurcdollar rate {a.vem.ge)-/ S.C1 6,0 5.7, 6.58 9,79 5-“7; 6,99  6.79 9432 11,20  7.62 €.1 3; 775 !,
i : i !

Source: CEPAL on the basis of official data,

1972 and World Financial Markets, March 1978,

a/ For

oredits without export credit
_/ It vas not possible in every case to identify the itype of prime rate used. Therefore the rate used here 18 a coupos

guarontess,

Reates are weighted by smounts authorlzed,

However, dsta and evidence suggest that the irime rute am;loyed was boslcally tue United States prime rate.
2/ Porcantage of total loans that were not costed on the basis prime or libor spreads, or fixed rate.

g/ 6 mnth rate.

Mer~randum ftems are derived from Mor-en Guaranty Trust Co, World Flaoneclinl Siatistics, March 20,

+e and sgution 35 merited,

i Y4



Table 5.7
PFUs MATURITIES ON COMIACIAL BANK CREDITS, 1965-1976a/

(Years)
1965- 197~ |
1965 1967 1968 1969 1970 . 1970 1974 1972 1973 1974 1975 1976 196
‘average | : - JAverage |
B i
1. Averags giace period 0,52 1,18 1.47 0,37 0,500 1,037 1,50 2,54 3475 L.79 2,69 2,00 3=20§
| i
2. Average amortization period 3.9 3.4 3,90 1,09 l&.s-o: l:.me 3450 3467 L, By h64 2,99 2,083 3.82!
. i
1,38 WD 530 3.09 5,000 505  5.00  6.22 B0 9.2 5468 '

3. Average total moturity b/

]'I'.&'l‘ ‘ 7006 ‘

Sourcet CEFPAL, on the baatg of offivial dafa,

;'.'/ hversges are weighted by authorizations. Only for crediis vithout guarantees of export credit agencies.

1_)/ The sum of grace ond amortizatlm periods my be less than the total mturlty beccuse of the existence of bullet loans, i.s,, louns with one

payment.

= Ll



-~ 173~

type of rate, which for practicel purposes was the prime rate prevailing in
the U. 5. §/

The average prime rate spread in 1966 was 1.%% and thereafter it rose
to 1.7% The increase in the spread was fully éonsistent with the open
manifestation of fiscal and balance of payments problems after 1966. 9/

An interesting feature of prime rate loans at this time was that many
carried a floor, and sometimes a ceiling, on the absolute interest rate that could
be charged. For instance, in 1967 a large loan that carried a spread of 1, 75%
had a minimum absclute interest raete of ®b In 1968 many floating rate loans
carried a 1.75% spread accompanied by not only a floor of 6 3/4%, but also
ceiling of 8 3/4%, a curious concession given the deteriorating economic situation
of the government. By 1970, the prime rate loans had returned to the practice of
a simple floor, this time at Ak

While a8 floor interest rate could theoretically have worked against the
interests of the borrower, by eliminating any advantage from a sudden drop in the
floating prime rate, a band, or mini-max interest rate could have been attractive
in as much as it put a predictable cost on credit over the life of the loan.
Thus, both borrower and lender were protected against any wild and adverse swings
in the floating rate., Unfortunately, the virulent nature of world inflation in the
seventies put an end to these types of arrangements in lsan agreements, JQ/

The table shows that the second most common way of costing loans in 1965-197)
was the use of a fixed interest rate. A fixed rate loan can be attractive to
a borrower seeking a predictable cost over the life of a loan; it also conveniently
passes the risk of unexpected inflation onto the lending inmstitution, However,
bankers naturally prefer floating rates, which explains why in absolute terms the
percentage of credit with a fixed rate was relatively small {16%). Given that
world prices were rising at a rate of 4 1/2-5% in the late 60's, the cost of this
type of credit in.real terms was roughly 3 1/2-3% at the time of contraction.

' It is significant to note that in this early period the London Interbank Offer

Rate (LIBOR) was of little importance as a costing mechanism; indeed, only one
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relatively small credit had its cost determined by the LIBOR., This no doubt
reflects the dominance of U, S, banks in lending to Peru. For these banks it was
more profitable to lend out of New York than London, 11/ And Peru, by virtue of
its being a relatively small borrower, could be attendsd from domestic offices in
spite of U,S., government ceilings on the amount of foreign credit that could be
extended by the headquarters of its bhanks, jg/ From the standpoint of the borrower
this also was a favorable arrangement; loans out of the U.S., assuming identical
spreads, were more economical given that the U, S, prime was consistently lower
than the eurodollar rate (see figure 5. 1),

1971=1976

Turning to the second period, 1971-1978, there is & radical shift in the
casting of credit. As can be seen in the table almost sll the loans were priced
on the litor, This reflects the fact that by the early 1970's U.8., and most other
banks, had been funding their loans to Peru out of the eurvcurrency market where
the libor was the prevalent pricing mechanism, lLoans funded out of domestic
markets were much lass prevalent, as seen in the negligible representation of the
prime rate spread and Fixed rate loans. The latter diminished in importance also
because of the virulent rate of inflation in the 1970's,

Another notable feature is that at the outset of the second period, 1971
and 1972, the spread over liltor was very steep, being 2,25% and 2,08% on average,
respectively, The spread was markedly higher than the margin charged on floating
rate loans in 1965=-1970. However, thereafter the spread on loans declined '
dramatically, reaching a low of 1.14% in 1974, This was followed by a full
circle on bnrrowing.cnnditinns, with & sharp rise in spreads in 1975 and ending
up with an onerous 2.1?%'average margin in 1976,

It would be interesting to compare Peru's spreads with those of other
countries in order to gain some idea whether trends in Peru where due to general
market conditions or to special factors unigue to that countrv. While it would he

hazardous to draw firm conclusions from such an exercise, 13/ one can establish
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trends that are, at a minimum, indicative of the relative cost of borrowing
and the factors behind ény changes over time.

Figure 5.2 presents the study's data on spreads for Peru and the average
weighted spreads for Brazil and Mexico—two countries perceived by the banks
in the early 70'5 to be very creditworthy=—-based on their publicized surocurrency
credits,

No comparable data are available for 1972, but it is know that Brazil was
paying about 1,50% on its commercial money at mid-yesary lﬂ/ compared. to a rate
of 2.25% for Peru, This is fully consistent with a priori notions of how bankers
might assess the creditworthiness of the two countries: while Peru's revolutionary
government was an uncertein entity in the eyes of the bankers, Brazil had clearly
established itself as an obviously dynamic economy enjoying what was thentermed
an ecoromic miracle, |

In 1973, with growing bank liguidity and greater pressure on these
institutions to expand their lending, there was a general decline in margins
for developing countries; however, as seen in the figurse, the di#fsrential charge
between Peru‘ahd "seasoned" developing country borrowers like Brazil and Mexico
remained very large, suggesting that risk perception on Peru was basically
unchanged.

Interestingly, the figure suggests that in 1974 the banks radically changed
their perception of risk in Peru, Spreads for Brazil and Mexico rose with respect
to the previous year, reflecting the effects of a general tightening of market
conditions due to uncertainties surrounding the oil crisis, inflation and, of
course, the failures of Banktaus Herstatt and Franklin National Bank, Peru,
however, went against general markst trends as its average spread declined markedly.
Thus, although the government continued to pay a margin supericr to either of the
other two countries, the differencial was very much reduced. One can speculate

on the reasons for the apparent change in the assessment of risk. First, Peru
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Figure 5«2

AVERAGE SPREADS OVER LIBOR OF COMMERCIAL BANK LOANS FCR
PERU, BRAZIL AND MEXICO, 19731976
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was by now more familiar to the banks and had straightened out its disputes
with foreign firms, as manifested in the Greene Accord of 1974, Second, by
1974 Peru was giving very favorable estimates of its petroleum reserves and
grranging for construction of a pipeline to bring the crude to the coast for
export. Thira, previous borrowing contributed to a rather large accumulation
of reserves (see table 3.3) that provided security, i.e,, the liguidity
needed to service the external debt. All these factors probably contributed
to a more favorable assessment of risk. Whether the real underlying
circumstances of the Peruvian ecoromy &ltered to a degree commensurate with
the changed perception of risk would be an interesting topic of study.

In 1975 one finds a general rise in margins, which is consistent with
a further tightening of market conditions that year. However, it is seen
that while the differential between Peru and Mexico remains roughly the same,
there is a near elimination of the gép in spreads between Peru and Brazil.
Thus, there was a relative erosion of Brasilts position vis-g-vis the other
two countries., This also is consistent with outward circumstances., Brazil's
enormous external debt and “slowness" in adjusting the balance of payments
were by now clearly of concern to its bankers, jg/ Wnile in Peru the balance
of payments was not all that healthy either; there was still the security
(though waning) of prospects for oil in the Amazon, Meanwhile, Mexico continued
to snjoy one of the lowest spreads among developing country torrowers, in part
because of its special relationship with the United States, where most of its
major commercial creditors were domiciled. 16/

In 1978, horrowing conditions on international markets continued to ba
roughly as onercus as in ﬁ975. Reflecting this, Mexico shows no reeal phange in
its average Shread; apparently, the aforementioned special relationship with the
U.S. overrode the uncertainly surrounding the 1976 devaluation and change in
government, or altermatively, the effécts of these events had not yet had a
chance to work their way into the average spreads available to the country.

However, Peru and Brazil underwent further deterioration, with Peru clearing
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suffering the greatest ervsion with regard to the bankers perception of risk.
Again this appears to be consistent with obhjective circumstances. By now
Brazil had shown signs of formulating a credible program to tackle its balance
of payments problems. Peru, on the other hand, suffered from an unforeseen
change in guvérnment in mid=1975, its balance of payment was worsening and
there was a degree of political uncertainty. But perhaps most importantly,
the euphoria surrounding petroleum in the jungle had completely evaporated,
with all but one of the foreign companies drilling for oil having terminated

its operaticns and abandened the country.

2. Maturities

In the first period, 1965-1970, maturities on commercial bank credits
averaged only 5 years, incorporating a short grace period of 1 year and
4 years of amortization (see table 5.7). This would appear to have been in
line with general market trends as term loans of 3 to S years are considered to
have bean the norm for the market in the latter half of the 1560°%s,

It is worthwhile to point out that the longest maturities were achieved
in 1965, at somewhat more than 6 years, This may have been less than a
coincidence since the government's creditworthiness probably was at a peak
at this time. It is difficult to tell whether the arrival of the new military
regime in late 1968 affected the banks® willingness to extend the maturities;
only in 1969, a year in which little borrowing was underteken, was the tenor of
credit unduly short. However, the unusually short grace periods applied to loans
in 1969-1970 are indicative of the bankers' reserve with respect to the new
regime,

The second period, 1971-1976, witnessed a 40% lengthening in the average
maturity to 7 years. The average, however; hides much longer maturities of

8,7 and 9.5 years for 1973 and 1974, respectively, But what the data confirm
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is that banks have been merely providers of medium term finance and,
notwilthstanding occasional periods of extended maturities, they were far
from fulfilling the reguirements of long term finance.

Again, it might be instructive to compare Peru's maturities with
the two superﬁﬁrrnwers, Brazil and Mexico, The caveats that agpplied to the
data an interest margins are equally applicable to maturity information,

Wile comprehensive comparative data for 1972 are unavallahle, it is
known that Brazil was regularly securing loans with at least a 10 year
maturity in 1972, lZ/ Peru, on the other hand, secured an average of 6 years.
The difference was not attributable to differentials in margins-wi.e. higher
margins for longer maturities—since in this year Peru also had a considerably
higher cost of credit. Thus, the short maturity would be ancther confirmation
that Peru was viewed as & rather high risk in 1972, But the large differential
also may have been partly reflective of Peru’s inexperience in negotiating
maturities with international banks; as will be seen momentarily, in later years
the respective trends in creditworthiness among the three countries were
accompanied by much less marked differences in maturities,

Finge 5.3 shows that although Peru's maturities lengthehed in 1973, they
still were considerably less than those available to prime developing country
Eorrnwers such as Brazil and Mexico. 19/

One has already seen evidence in interest margins'that‘in 1974 Peru was
viewed as a better risk. This also holds true with regard to the behavior of
maturities as the tenor of Peru's credit was about the same as Brazil's and
even longer than Mexico's. Then in 1975 when the market was very tight all
borrowers experienced a notable contraction of terms; however, perhaps in part due
to its higher interest margin, the average maturity was actually slightly longer
than what was available to either Brazil or Mexico, In 1976 Peru again was on
short side of maturities, along with the considerably higher interest margin,
suggesting serious deterioration of creditworthiness from the viewpoint of its

private creditors,
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Figure 5«3
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D. FEES AND PENALTIES

Most loans carry clauses that establiéh fees and penalties, The fees
are charged for services, while penaltiés are for breach of contractual terms.
The fnllowing7péragraphs will show the ewlution of these charges for Peru.
Analysis does suffer, however, from the general dearth of information on LDC
loans; no cnmpariénns could be made with other countries because little or no

data of this kind reaches public scrutiny.
1, Fees

There are several types of fees. DOne common charge is a commitment fee
that is paid to a bank to reserve funds until they are fully drawn down, The
most common commitment fee is a periodic charge on undisbursed balances, The
fee also can be a Flat charge on the face value of the loan, but this practice
was of little importance for the credits to Peru,

Other fees are charged for the organization and administration of a loan,
These can be variously termed management fees, agent's fee, participation fee,
etc, They are usually at the frortend of a loan, i.e., a flat percentage of
the face value of the credit, and if more than one bank is involved, they are
distributed in various ways according to some predetermined pattern agreed to
by the banks,

Most loans also carry provision for reimbursement of a bank's miscellaneous
costs—often termed "out-of-pocket” expenses—.for legal dispositions, prebaratiun
of the credit agreement, publicity, etec.

Table 5.8 presents data on the average cost of fees in both periods.

What is striking about the period 1965~-1970 is that fees as explicit
cost items were the exception rather than the rule. Flat fees were most

uncommon and less than 15% of the total authorizations carried commitment fees,



Table 5,8
PLRU: FEES CHAROED ON COMMERCIAL BANK CREDITS, 1965-1376a/

19654 i 1971-
1965 1966 1967 1968 1% 1970 | 1970 | 197 1sy2 1973 19 1975 1976 | 1976 |
_%a.ve_rg._g-o_l 'a.vem“
1. Percentnge of loans w/s flat , ) :
fos b/ - - - 20 - - 1.0 | - 43,0 86,0 B5.0 9.0 26,0 B2
Average, speclfio rate of - - - 1,00 - - 1.0 ¢ - 047 045 0.1 0,93 1321 0,77
Avorage, overall refe 4/ - - S a2 - - - .- 0.23 0,39 0.26 0,92 1.27| 0.67
2, Persentags of loang v/a I
oommi tment foe of - - 2,0 240 - - o i - 5,0 73,0 430 100,0 80,01 Z4.0
Avercge, specifio rate of - - 1,00 0,25 = - 0,261 = 0,56 046 o7 0.52  0.72] 0,%
Yemorandum 1%em |
Peromtoge of zll credits that : {
wars wnspssified vith regm | .
to foes £/ ‘ :
Flat fees - . 17,0 19.0 7.0 43,0 - 5,0 - - 1.0 1.0 1.0 - 1.0
Comnltnent fees - 17-0 19-0 7-0 1*3.0 - 5 8410 . - - 1|0 100 1'0 - 1'0

Soursel ODEPAL on the basis of official data,

g/ For credits without guarentee of an oxport oredit ageney. Averages are welghted by amount authorized,

b/ A one time fee oharged on the face value of the loan,

8/ Average for oredile that carrded this pemalty.

2./ The resul$ of spplying the ppecific mte to nll eredits, Can be viswed as the effective rate for all money in the peried.
8/ & Tao oharged on the undisbursed btalance of c loan,

£/ The peroentago of oredlt in the total sty that vas undpecified with regard %o fees. In calculating averages and peromta, these crodits were

sxcluded from consideration,

- €8l
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In 1971=1976, however, there was a generdal proliferation of fees. Two
principal reasons appear to be behind this trend.

First, banks discovered flat fees to be a discreet way in which to raise
the yield on their loans, WMoreover, in a bargaining environment a borrowser
might be mnre.réceptive to an increase in fees than an increase in its interest
margins; the former are not well publicized and therefore acceptance of higher
fees could enable a borrower to hide embarrassingly high interest margins which
would reflect badly on its creditworthiness. Also, the longer the maturities the
more amanable fees become to a borrower.

A second reason behind the employment of fees was the growing use of
syndication for arrangement of loans. In these loans, institutions that organrize
such a credit (the managers) and the bank-that administers or enforces the loan
agreemant (the agentj expect to be reimbursed for their services. Indeed, some
banks, particularly consortium or merchant banks, rely mostly on fees Fpr their
earnings, i.e., they organize and /or administer credits, capturing the
management and/or agent fee, thle placing only a nominal [ur even no) amount
of interest bearing money in the loan itself. Also in syndication, lead banks
have introduced the practice of granting fees to banks willing to participate
in a credit.

With regard to the fees themselves, commitment fees were carried on nearly
thres-guarters of the loans and averaged D.55 of one percent on outstanding
balances, Flat feas ﬁF all kinds were charged ﬁn 87% of all credits in
19711976 and averaged . 77 of one per cent of the face value of the loans,

It appears that these fees too were at least partly a function of Peru's
attractiveness as a borrower., In 1972-1973, a period when fees were gaining
wide acceptance among bankers, the flat service charge averaged around 0. 46%,
However, in 1974 there was a noticeahle drop in the average cost, which may
be in line with what was earlier shown to be a possible change in the bankers®

perception of risk in Peru., But a shift to a creditors' market in 1975, coupled
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with clear protlems in Peru, caused the average fee to triple to nearly
%0% Then, in 1976 when Peru was on the verge of losing its creditworthiness,
the fees attached to the already high margins was a rather stiff 1.3% on average.
The fees associated with the reimbursement of "out-of-pocket"™ expenses,
legal fees, efc., were generally a very minor cost item, but at least on the
surface appear to have involved a rather odd arrangement, In the vast majority
of cases banks gave themselves a "carte blanche", i.e., the loan agreements
simply state that the borrower must reimburse for all such expenses. On some
occasions vague-parameters were set by the use of the term ™reasonable" costs,
And in the least frequent of cases some dollar ceiling was pladed'nn the amount

that could be charged for miscellaneous expenses,
2. Penalties

Turming to penalties, two types have been guantified: late payment penalties
and premiwms charged on any pre-payment of a loan.

In the first period, the most common type of penalty was a premium on the
basic interest rate for payments arriving after the due date of an interest or
amortization period [see table 5.9). And the penalty for any late payment was
stiff, bringing on average for the period a 70% increase in the cost of interest
over and above the basic rate, In the secondﬂperiod, this type of penalty was
more pervasive, covering 71% of all credit, However, the average increase in the
interest rate was lower, 58%. It was not possible to determine to what extent
the borrower actually encountered these penalties, MNor was it possible to
systematically assess to what extent creditors enforced such penalties. One
assumes, however, th?t banks were flexible in their application. In any case,
the penalfy feés ca&fbg viewed as an "escape valve"” because they can be used in
lieu of calling a default, which is a contractually legel, but drastic way for

dealing with lagging payments.



Table 5,9
FIRUs FPENALTIES O CQEERCIAL BANK LoANS, 1965—197@._/

o 1965, P19

1965 1966 1967 1968 196y 1970 1970 | ISR 1972 973 L4 1975 1976 ¢ 1976 |

‘average | ‘average |

! i : .

1. Parsentage of all loans with C ) ; |
1&t0 mm‘t pmﬂ-lt! Pj - 88.0 - - - 100,0 . hlco - 22.0 2,0 25.0 82'0 2500 ; 71:0 :.
Average prenium o/ - 67,60 - U610 - Mol 70,000 - 60,30 5730 75.00 59,30 k2,801 58,10

2, Percentage of all loans ; i
with prepayment penalty 4/ - 88,0  96.0 8.0 - - 28,0 - 50 650 43,0 940 6.0 . 62.0 ;
Avernge specific rate e/ - 0425 0,50 0,50 - - . 0,39 = 0.% 1, 0.A4 09N 1.“9; 1.18
Average oversll rate £/ - 0422 0,18 0,04 - N 5 - 0.03 0.91 0,71 0.85 1a4 0.714.%
Memorandum 4ten ' i } ['
i | l i

Peroentage of oredits that were i
wspecifisd with resprd te foes : 1 }
and penalttes g/ : ! i i
Late myment 17 19 12 43 - - i 10 fo- - 2 3 1 7 . 3 1
Prepryment 17 19 9 43 - - 1 3 i = - 1 1 1 - 1 ;

Sourest CEPAL on the basls of afficial data,

5/ Only credite without punrentees of export oredit agenclas. Averages are woelphted by the amount of the loan.
b/ Penaliy peid on tardy loan repayments,
g/ Poroontage increase in original interest rate on amount that is paid past due date,

y Flat fee paid en any portion of & loan that 1a cancelled.ln adwange of schedule, When the fes wos soaled over the 1ire of the loan, an average

wag teken, weigzhted by the number of years sach rate prevailed.
©f The average rate for oredits that had this penaliy.
_r,/'rha result of applying the specifio yets to all oredits ¢an ba viewed as the effective rate on all morey for the perdod.

g_/ The peroenfage of oredits in the whole study that provided no information with repard to pemalties. These oredits were excluded from the

calculation of percantages and averages,

- 98



- 187 -

As for prepayment penalties, they are placed on loans to discourage
8 borrower from prepaying an expsnsive credit with a new chegper loan that
may become available to a borrower due to a fevorable turn in market
conditions, 12/ Banks as a rule dislike prepayment because they can laose
a profitable lnanvand, if not participating in the new credit, they also
receive an unanticipated (and perhaps unwanted) inflow of liquidity that
would have to be placed azgain in the market.

The fees themselves can be one basic flat fee on any amount prepaid.

But a more common practice, especially in the 1970's, was to scale the flat

fee according to when prepayment would be effected. For example a large‘

10 year loan contracted in 1973 had a 3% penalty for prepayment during the first
year of the loan, 2% during the second, and 1% during the third, with no penalty
thereafter; a 5 year loan in 1976 had prepayment pénalties of 2 1/2% during the
first year with a reduction of 1/2% for each year up to the fifth and last year,
whefr prepayment could be effected at a cost of 1/2% 20/

As can be seen in table 5.9, about 28% of the credits in 1965-1970 had
arrangements for prepayment penalties, Those credits that carried such penalties
had an average cost (for 1965-1970) of 0.39 of one percent for the full maturity,
In 1971-1976 prepayment penalties were much more common, being borreby over
60% of the credits. Moreover, the penalty averaged 1, 18%.

As one might expect, prepayment penalties were most commonly applied when the
borrower®s terms were most onerous, either due to a lendeﬂgi'market, a relatively
low level of creditworthiness, or both. This'is confirmed by the fact that
coverage is the most extensive and the penalties themselves most severe in 1973
and 19751976, In contrast, 1974, a year in which bankers appear to have taken
a favorable view towards Peru, shows relatively laﬁer coverage and lower
prepayment penalties.

There is no doubt that from the standpoint of ah individual lending
institution discouragement of prepayment mskes good commercial sense, However,

one cannot help but think that in a broader perspective such penalties on

developing country borrowers may be counter—productive for all concerned.
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Prepayment strategies of developing countries are a convenient way for

borrowers to assuage the freguent surges in interest margins and contractions

of maturities that occur because of changing market conditions and/or deterioration
of credit-worthiness, A borrower which can trade in old expensive loans for new
cheaper loans is effectively enhancing its debt service cepacity. Thus through
prepayment (and refinance) strategies a borrower can become a better overall risk
and assure a greater volume of new debt, generating more resources for development

and more business for the banks,
E. CREDITS WITH EXPORT CREDIT GUARANTEES

The preceeding analysis of the terms and conditions of credit were for
loans that did not have any explicit guarantee of an export credit agency such
as the U.5. Export Import Bank., It might be instructive to trdefly display
the terms on these "guaranteed" loans as a way of comparison with unguaranteed
bank credits. Table 5. 10 provides just such information for the beriod 1971=1976.

Nuf surprisingly, the terms are considerably more favorable, as banks were
able to pass the risk onto the export credit agency and therefore could provide
less than "commercial' terms. In almost all cases the interest rate was fixed,
and rnot terribly high at an average of a little more than 7% for the period
1971-1976 (in the same period world consumer prices rose by more than 10%).
Moreover, the average maturity was 8 years, one full year more than the average
for unguaranteed loans, Also, the freguency and amount of front-end fees were
considerahly less than what was charged for unprotected loans.

One must be cautious, however, about generalizing with regard to the nominal
differential between guaranteed and unguaranteesd credit. First, costs are
understated because the export credit agency generally charges the borrower a fee

for its guarantee. Second, the loan is tied to the purchases of goods in the
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Table 5,10

PERUs BASIC DATA (! COMRCIAL BAK CREDITS VITH CUARINTEES
OF AN EXPORT CREDIT AGTHCY, 19711976 &/

19711976
1, Interast
&) Peroent of loans with fixed rate (9643}
Average rate (%) ' {7.3)
b) Pereant of loans with libor epresad (=)
dverage spread (¥) ' -
) Pereent of loana with prime spread {2.8)
Lvorage spread (¥) 1.0
2, Average tetal mturity (years) ' 8.1
3, Poromtage of loans with flat faes - (82.5)
Average fea (1) 0,75

Souiee: CEPAL on ths basis of offieisl data,

&/ Only mn oredits whers 1t wvas oesible to determine the exiztence or not of fees.
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country of the export credit agency, which itself may -bave implicit costs
for the torrower, Third, what appears to be a commercial credit on the
surface, really becomes a bilateral government to goverrnment loan, which
generates potential for the home government of the commercial bank to

interfere in the domestic affairs of the borrower.

F. TYPES OF LOANS EXTENDED BY COMMERCIAL BANKS

It is interesting to view commercial bank loans when they are broken
down into their basic type, This also conveniently provides a forum that
will enable a more detailed analysis of the lending activities of commercial
banks, But before pursuing analysis it is important to point out that the
categories of loans are based on a formal typology which reflects to some
degree the legal purvose of a credit, i.e., a refinance credit is understood
to be for payment of a prior debt obligation, whether it be to the lending
bank or another credit institution; a free disposition credit formelly is for
any purpose whatsoever; a project credit is linked to finence of a specific
investment, etc. However, money is fungible and on a functional basis the
differences among credits sometimes can be more formal than real., For instance,
refinance credits postpone the outflow of resources via debt payments, thereby
freeing & country's foreign exchange for general purpose use, much like a free
disposition credit, Likewise, a free disposition credit can be used to repay
debt and a project loan for local costs provides free forsign exchange for any
purpose. One could go on, But even though there can be little functional
difference among the various types of loans, there formal differences sometimas
can be important with regard to the establishment of terms and conditions of a
credit. Also, as will be seen Chapter 7, it appears that some banks have

preferences for participating in certain types of loans,
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Table 5, 11 breaks out bank credits (without an external guarantor)
into 7 basic categories and shows the relative importance of each for
the two basic periods under study.

In the period 1965-1970, bank lending activity was extremely concentrated
in refinance ﬁperations. 5This type of credit accounted for nearly 80% of all
credit extended, Loans of free disposition were a distant second with 15% of
the total lending, And lending for projects and capital goods imports was a
minor activity indeed;

In the second period, 1971-1976, one sees much greater dispersion; whiqh
is indicative of the transformation of world banking and the general willingness
of these institutions to lend to LDCs. Refinance operations still predominated
lending activities, but their share of total lending fell to less than S0%
¥eanwhile, loans of free dlSpDSltan rose to nearly one-third of all loans,

And projects, which received little bank suppnrt in 1565-1970, Bccounted for
nearly one-sixth of all commercial credit in the 1970%'s. One &lso sees that

a significant part of bank credit was formally authorized to compensate for
nationalized assets, Thus it is clear that in the first half of the decade of
the 1970%s commercial banks rather radically diversified the nature of their

lending activities with Peru,

% Free disposition loans

Loans of this type are generally considered to he attractive to the
torrower., Since no specific use is attached to the funds, such credits give
the borrower conéiderable flexibility in the allocation of external and domestic
resources, Moreover, by not being attached to purchases of gonods and services,
loans of this type facilitate repayment of debt (domestic and foreign) and
foreign exchahge accumulation, gi/ the latter being an essencial ingredient in
keeping commercial bankers confident of a country's creditworthiness, Such

loans also demand discipline on the part of the barrower; since there is no
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Table 5.11

FERU: BREAKDOWN OF COMMERCTAL BANK CREDITS INTO TYPE, 1965=1970 AND 1971-19768/

(Percent)

Type of loan 1965=197¢ 19711976
Import of K goods - 240
Import of other goods - 195}
Refinance 7949 43,6
Free disposition 15.3 27.8
Projects b8 14,7
Nationalizations - €.l
Other - 0a?

Total 1000 10040

Sources CEPAL, on the basis of official data.

a/ Only for credits without guarantees of export credit agencies.
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ex ante specification for the resources, the borrower must énsure that they
eventually are channeled into areas where their returns exceed the cost of
credit,

From the viewpoint of the lender, tﬁese loans may be less atbractive,

With ro ex anté purpose attached to the loan, the bank has no insurance

that the resources will be used wisely, placing the prospect of repayment
squarely an the value of a sovereign guarantee, Also, a bank faces the risk that
funds will be used to prepay more expensive loans Qfanted earlier by the
institution, something that, as was seen aarlief, generally is not viewed
favorably,

In the period 1965-1971, only 15% of authorizations were freely disposable
loans (see again table 5.11). Almost 95% of the value of these loans carried
floating interest rates, which was much higher than the global average for all
loans and consistent with the attractive nature of the credit for the borrower.
The average interest cost was roughly on par with the global average for &ll loans
in the pericod and the maturity was slightly shorter than the overall average
tenor (see table 5.12). No flat fees were charged, but.cansistent with the
attractive nature of this type of credit, banks hed sufficient leverage to
place prepayment penalties on all such money with the average penalty being
0. 44 of one percent, 7 |

A majority of the untied funds for the pericd was extended in two multibank
loans in which the core lenders were Bankers Trust, Marnufacturers Hanover,
Citibank and Continmental Illinois, 22/ One loan, extended in 1966, involved
some new money that was melted into a 40 millicn dollar credit geared basically
to refinance earlier.debt to the banks. In July 1967 another 40 million loan
was exteéﬂed,‘this time entirely for the general use bf the government., The funds
—which were ﬁosted at 1,75 over a prime rate and carried a maturity of 5 vears——

were employed to prop up the ailing fiscal budget and balance payments,
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Table S.12

PERU: TERMS ON CREDTIS GROUPED ACCORDING TO TYPE, 1965=1970 AND 1971—1976312/

Flat fees and ent
Interest rate prepaym

penalties
Percentage of credit in Percentage of credit in
each category withs Tote.ll each category with:
Category of loans (1) (33) (3i3) rlmturlty
Tixed Litor ‘ _ prime (in years) flat prepayment
rate spread spread feeé/ penalty _g/
Actusl rates ' Actual rate Actual rate
1965 = 1970
le Import of K goods - - - - - -
2a Import af other goods -~ - - - - - .
3 Refinance 13.0 b2 82,9 5.07 L0 14,9
7.9 1.74 1.72 1.00 0.3
ho Free disposition Se5 - 9heS 478 100.0 100.0 |
8475 - 1.69 - Do dth
S« Projects 10040 - - Se6h 1000 100.0
7445 - - - -
€. Nationalization -~ - - - - -
7« Other - - - - -~ -
1971 = 1976
1. Import of K goods 9a0_ 53.1 37,9 6.34 3543 219
10.43 1.6l 1.15 065 128
2. Import of other goods 10040 - - 2400 - -
9200 - - - -
3. Refinance = 96el __1:_65/ 0.98 83.0_ 636
- 1.81 1.55 1.00 1.2%
4. Free disposition 39 9542 1.0 7e13 93.3 70.1
812 1.7 0.75 “0.61 L3
S« Projects ] - 92.1_ 6.9 £.87 92,0 61ob
- 171 1.78 _5-—55 —[r5-2.
B. Nationalizations - 1000 - 8.38 10040 100.0
- la31 - 022 -
7o Other ‘ - 12,2 87,8 .63 10040 10040
' - 059 1425 - - -

Scource: CEPAL, on the basis of official data.

af Credits without guarantees of export credit agencies.

b/ Average weighted by amounts authorized. '

¢/ See footnotes to tables 5.8 and 5.9.

E/ 2.% of the refinance credits -had a rate-other than these cited in the table.
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In 1967 the granting of considerable freely disposable funds to the
government may be viewed with surprise given the economic and political
prablems of the country, which by now were clearly maniFest.- But the banks
apparently Qere encouraged to participate in a financial package, which included
a standby credit from the IMF, because of what Kuczynski termed a "need to do
business with a country that had until recently, and might again have, large
foreign exchange reserves to deposit abroad", gg/ But if the banks had any
doubts about lending to Peru when they agreed to the loan in mid=July 1967,
by the time of the signing later that month, the chaotic events in the country
clearly had the banks second=guessing the wisdom of their decision, If it
had not been for the fact that the banks had fully committed themselves to the

credit, the offer probably would have been withdrawn, 24/

Turning to the period 1971=197G, free disposition loans rose to represent
something near to one-third of all authorizations, In this case, the average
interest for the period of 1,79% over libor was approximately equal to the
average spread for all loans {1.75%) and the average haturity rate of 7,15 years
was not significantly different than the global average {7.06 yrs.). The
percentage of these loans which carried flat fees was somewhat higher than the
aVEPagé for all loans, but the average cost of the fees itself, at 0.61 of
one percent, compared favorably to the average for all credit (0.77 of one
percent). And, consistent with the rather attractive nature of these loans for
borrowers, bankers had relatively greater success in negotiating prepayment
penalties,,wifh 70% of all such credit carrying a premium. Moreover, the
average penalty of 1. 4% was significantly higher than the geﬁeral average
for all credit of 1. 18%. “

One must be careful to point out that the average terms above are not
independént of. years in which this type of credit was extended. Hnughly 63% these

loans were contracted in 1973 and another 29% was arranged in 1975,
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The accumulation of freely usable funds in 1973 reflects the interaction of
two phenomena,

First, it reflects a borrower which was interested in fortifying the foothold
it had established in the international commercial bank markets in 1972. The
public sector's investment program was still largely in the planning stege and
therefore the capacity to absorb debt into resl asctivitieswas still limited.

Thus, the only practical way to contract funds was through untied loans,
Receipts could then be used to build up reserves—something that bankers like

to see—and occasionally prepay more expensive older loans with undesirable
conditionality. Secnﬁd, on the supply side it reflects the desire of aggreséive
non-traditional lenders to capture a piece of the Peruvian market—which was-
becoming more attractive hecause of oil and a general -consolidation of the
military regime's economic and poiitical program==coupled with the efforts of
traditional lenders to defend their market position.

This second factor can be illustrated. In early 1973, Wells Fargn,'a
newcomer to the Peruvian scéne, headed a 1DQ millien dollars syndicated generél
purpose loan to the government. This dredit obviously was designed te strengthen
the market position that the bank first began to develop in 1972. The loan also
was economically attractive to the hank as the ﬁénuvian government was willing
* to pay 2% over litor for the maney at a time when many other developing countries
were approaching spreads of 1% or less on their credit. Socon after the Wells
Fargo credit, another large free disposition credit at 1. 7T over libor was
arranged by another group of relative newcomers—=Bank of Tokyo, Lloyds and
Bolsa International Bank Ltd. and Mitsubishi Bank Litd, Traditional lenders rescted
by arranging their own syndicates providing general prupose funds, e, g.,

Crocker National arranged a 40 million dollars credit, and Manufacturers Hanover aend
Citicorp accomodated the government with a $130 million syndicated general purpose
loan, Overall marketconditions, coupled with the flurry of competition centerad

around the Perﬁvian market, caused margins on these loans to fall crastically,



- 206 -

By the endlnf 1973 freely disposable loans were being contracted at 1.25%
over libor and some loans even carried fixed interest rates for up to 7 years,
After 1973 this type of credit became less prevalent. One reason is that
subsequent tb this year the government could more readily absorb credit into
the many new ﬁrﬂjects that it hegan to implement. Another factor is that after
mic1974 hanks became more cautious lenders, perhaps making them less inclined
to extend general finance. This is especially true with regard to Peru, which
by late 1975 displayed an economic situation that clearly was worrisome tﬁ the

hanks,

2. Nationalization credits

Dne has seen that 6, 1% of the loans extended by c:o_mmercial banks in the
period 19711976 were formally designated for the compensation of foreign firms
nationalized in the government's reform program (see table 5. 11). This is
certainly interesting because it means that in.the medium term the government
effectively exchanged interface wifh transnational corporations for interface
with transnational banks.

Looked at another way, the banks bailed out their corporate clients and
perhaps even bailed out Peru in the sense that funding facilitated terminal
settlements with affected curparatiahs, thereby concluding or avoiding conflicts
with home country governments, Mofeover, the average terms for settlement were
relatively favorable, The average interest rate of 1,31 over libor (see table 5, 12)
compares nicely with the global average of 1,75 over libor and the 8. 3 average
maturzty is 51gnf1cantly longer than the 7 years for all commerciel credit.

The most cnnaplcuuus loan of this type was a 76 mlllan dollar credit headed
by Morgan Guaranty Trust Company and nine other large U.S. banks in 1974, g_/

The amount corresponded to the direct payment that Peru was to make to the U, S

Treasury for compensation of nationalized U.S. firms, as agresd to under the



Greene Accord of that same year. 26/ Terms were very attractive, 1% over
libor, 10 year maturity, a flat fee of only 0,11 of one percent and no
prepayment penalty. Another important credit of this type was granted in

1976 by a group of six Swiss Banks headed by the Swiss Bank Corporation, 22/
It was for 40 million dollars, 30 million of which was to compensate various
Swiss entities that held shares or debt of nationalized firms in the power,
communications and manufacturing sectors of Peru, (The remaining 10 million
dollars was of free disposition). 28/ The ioan carried terms that were more
onerous than the previously mentioned credit, with a spread of 1 3/4% over
libor and a maturity of S years; but taking into account the generally tight
torrowing conditions in the market, as well as Peru's eroded creditworthinesé,
the terms of the loan can be viewed as having been relatively favorable to the
government,

Other loans were extended in 1973 fhat facilitated nationalization of the
fishing industry. One was a 14 million dollar credit by a group of American
banks headed by Manufacturers Hanover. The cost was a spread of 2% over litor
with a maturity of 7 years, toth being favorable relative to the general
conditions prevailing at the time for credit to Peru. Moreover, there were
ather credits, totalling more than 45 million dollars, which were formally
classified as free disposition or refinance credits, but which really were used

to effect the natioralization of the fishing industry. gg/

3. Refinance credits

In both periods credits related ta:refinEHCE?of debt were the most common
form of loan transacgibn. A,cbmmercial:hank can refinance debt owed to itself,
another bank, a'comﬁercial supﬁlier or an official agency. Refinance may be
for debf payments falling due in one year, or less commonly, for the whole

balance of the loan, thereby effectively restructuring the original maturity.
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Commercigal banks generally do not like tﬁ'refinance their own loans
because of the notion that contractual repayment schedules are sacrwsant; QQ/
nevertheless, in practice banks often do refinance. In a competitive envirovnment
such as in the early seventies, if a baﬁk does not agree to refinance its loans,
another bank ﬁay be willing to o so, eroding the former institutionts market
position, On the other hand, if the borrower is in financial difficulty,
refinancé is often an alternative to default, something that the banks would want
to aydid if possible because of the‘édversé impact that this hés on their annual
Financial.statements. Refinance also can be viewed as an altermative to
rescheduling, something that the banks resist at all cost. 31/

A bank most often will ke willing to refinance another lender's debf whan
it is seeking to generate new business in a competitive environment. However,
occasionally a bank, as a favor to a major corporate client, may refinance
8 suppliers® credit‘which the:client had extended to the borrower and for which
it ﬁay be unwilling or unable to refinance itself.

Turning to the period 1965, refinance credits were basically costed with a
margin over the prime rate. (See table 5, 12, ) Both the average margin and
maturity for these credits closely correspond to the global averages for &all
credits. ‘ |

The majority of all refinance credits were coﬁtracted in 1968 and 1570
under conditions of economic stress. The concentration in these two years
represents the results of the formal negotiations between the Peruwvian
government snd foreign creditors for the rescheduling or refinance of debt.
| foth due to multilateral and bilateral agreements, bank refinane to?allad '
140 million in 1968 and 94 pil;ion dollars in'1970. American banks accounted for
8a9, oF,the_totalﬂfwhile Cag;df;n, European and Japanese banks shared the rest,
It is signfﬁcant to ﬁote that notwithstanding a difficult economic environment,

barks insisted on rather onerous lending terms, Authorities were never able to
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negotiate loans with more than 6 year maturities and the bulk of credit carried
only 5 years. Moreover, grace periods were extremely short, 1.5 years in 1968
and only 0.5 years in 1970. This left prospects of a heavy debt service

burden almost immédiately after the reflief was provided,

For thislearlier period it is relatively easy to determine the nature of
finance because such loans were not terribly large and were of a specific
nature, thereby providing for a transparency that allows ocne to trace ohligations
being covered by new loans, Such was not the case in the 1970's when credits tended
to be very large and tied to general reguirements for refinance, .

In 1965~1970, 92% of all refinance credits provided information sufficient to
determine what was actually refinanced, Of these "specified" credits, 90% of the
total value was destined simply to refinance prior obligations to the lending
cammercial bank, Table 5, 13 shows a seguence of loans of one bank in the study.

As can be seen, the new credits (nos. 1 and 3) in the period were never really
repaid asrthey were continuously refinanced by the bank, This series is typical
of many transactions undertaken by banks in the 1960s, and underscores

W. Arthur Lewis' observation that in the end the bankers! are most concerned that
interest payments are met and will, even if displaying reluctance, tend to
refinance their obligations, gg/

The remaining 10% of the specifiedrefinance credits went to refinance suppliers?®
credits, and debts owed to bllaterel agencies and multilateral institutions such as
the World Bank and IDB,

As noted in chapter 4, inthg early 60's the Peruvian government had taken
heavy recourse to suppliers' credits, As payments began to accumulate in 1965-1968,
the banks financed a significant amount of these pbligations with new loans,
beginning the process of the shift of dependency from suppliers to banks,

Since there is no empirical evidence to explain the bankers' motivation

for underwriting suppliers'! credit assets, one can only conjecture about the
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Table 5.3
PERU: A TYPICAL SEQUENCE OF LO4NS BY A COMMERCIAL BME POR THE PERICD 1965-19%70

. Matu rd

Year of Amount Interest ity (’n. ) -

oredit (mt11i0ns rate Copmmis
of dollars) Grase Amoptization Total

1. 196!‘ 12.5 Yy sen Y 3,0 A free dispositien lean for geneval
finanoe of the Tiseal budget

2, 1.96'5 12,5 “ 145 + prime 0.5 h,5 5.0 Refinance of umpaid balance of eredit 1
plus § 3.8 million in new money,

3. 1967 8.4 1,75 + prime 1.0 4,0 a0 A new oredlt extamded that is of free
disposition for use in the fiscal
budget. Overall term is the same as
oredit 2, but with oxtendsd grace
period. The lattor might be coneddered
useful for a berrover with tamporary
cagh flow problems

4, 1968 17.2 1475 + prime 1.5 3.5 5,0 Refinance of unpaid talaness on spedits
2 and 3., Extended grecs period agpin
favourable %o a borrower with %ight
cash flow

5. 1570 15.4 1,75 ¢ prime 0.5 b5 5.0 Restructured ungsdid balanse of eredit

4, Note short grace period whish
requires more diseiplins from the
borrower

Source: CEPAL on the basis of offieial data,

Chat———
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dynami;s behind the process. It is suspected that the banks first hegan to
refinance out of a desire to generate new loan business, gg/ It must be
remembered that at the opening of the period Peru was viewed as being rather
creditworthy by the banks and the loans for refinance of suppliers' credits
were small in.cnmparisun with other loans being extended by these institutions,
However, as the country's finanecial crisis degpened in 1967-1968, one is led
to believe that the motivation to finance obligations due o suppliers was:
(i) to remain in favor with their corporate clients and (ii) to cover promissory
motes on suppliers' credit that had already been taken into the‘banks' portfolio,

Another interesting aspect of refinénce in this period was that in 1968 and
1970 banks also were refinancing debts owed to official agencies such as the
World Bank and U.S, AID, The need to refinance these "soft" loans with "hard"
commercial credit is probably refléctiue of the various problems that Peru had
encountered with one or several official agencies during the 1960s and early
1970s. |

Turning to the second period, 1971-1976, one finds that the cost and
maturities of refinance credits were in line with global averages. However,
there was a higher than average frequency of flat fees and penalties on these
lmans and the rates employed also were higher than for all loans. The years in
which refinance credits were most voluminous were 1974 and 1976,:incorporating
65% of all such authorizations, Actually, in the pericd the government pursued
a vigorous strategy of continuous refinance, with motivations changing over time,

In 1972, the government faced what it felt to be a continued debt service
problem, Banks were willing to refinance their obligetions and obligations of uthsr
gntities to the sum of roughly 190 million dollars, even though the balance of
payments maybe could have supported regular repayﬁeﬂts. The banks' receptiveness
untoubtedly was at least in part influenced by the growing talk of petroleum in
Peru and the generally aggressive behavior of some banks with regard to expansion

into LBC markets, ARefinance also was attractive because, by being an uncertain
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entity, the rate that Peru paid for such credit was 2,25% over libor. This was
very much higﬁer than the cost of refinance in the 1960's (1,75 ovér prime) and
gven higher than the average cost of all credit for that year (2.08 over litor),
not to mention the fact that other LOC borrowers were paying considerably less
for their commercial credit,

In 1973 and 1974 the motivation for refinance obviously changed, Here the
government, interested in retaining resources for the development program, had also
to be motivated by the generally easy access to bank credit and the remarkably
more favorable lending terms provided by the banks, By 1974 margins on credit
for refinance of oldef debt were down to 1. 19%Zover libor and maturities were at
10 years, In this type of environment, Peru souéht to repay its more expensive
credit of 1972-1973 with the ngwer cheaper loans available to it in 1974,

In 1975 and in 1976 refinance credits stemmed more from considerations of debt
service than anything else, With the balance of payments faltering and service
on accumulated debt mounting, assistance was needed. In mid-1976 a historic
arfangement was struck between the government and its commerciai bank crecditors,
Peruvian officials, for political reas&ns, wished to eschew an IMF standby
agreement and therefore appruached commercial creditors for 400 million dollars
in refinance credits,lwhich for administrative reasons were formally termeﬁ
balance of payments ioans, As was seen in earlier chapters the banks reluctantly
broke precedent by agreeing to refinance the government without the protection of

an umbrella IMF accord, The finance secured was as follows:

United States banks $210 millien
Canadian barnks $ 30 million
European banks $ 90 million
Japanese banks $ 32 million
Swiss banks | $ 24 million 34/

and was roughly pfnportional to the annual payments falling due to each group.
As in the ecoromic crisis of the 1960's, refinance loans.were extended on

very Onerous terms. Maturities were only S years with a very short Z-year grace



- 213 ~

period. The interest margin was a full 2,2%% over libor and front~end fees
exceeded 1, Fh. Moreover, there was a unigue form of conditionality based on the
performance of the government's economic program. Given the importance of this
credit, and the unusual conditionality appiied to it, speciai inedebth analysis

of the whole uberatian is reserved for the section dealing with bark. conditionality

in chapter 8,

4, Other types of loans

Loans solely for the purpaose of importing goods and not covered by guarantees
of a Fbreign export credit agency were not very importent in either period. Most
unguaranteed finance for imports came via project lending which was indeed
significant, The percentage of total lending for unguaranteed project finance
rose from 5% to 15% between the two pericds. (See again table 5.11.) The rather
sharp rise in the share of project loans is another manifestation of the radical
diversification of world banking in the 70's with regard to LDCs. One must be
concerned, however, by the fact that average maturities on project loans were only
5.6 years in 19651970 and 6.9 years in 1971=1976, In genersl, aone might suspect
that these short maturities would scrape the bare minimum needed for cDmmefDial
ventures and would be wholly inadeguate for any investment of less than a commercial
nature,

The above leads to a natural interest in knowing just.what projects were
financed by the banks. However, the whole subject of project lending is so
intimately linked ta the development program of the country that no further analysis
will be carried out here, reserving a detaile? view for the impact studies

undertaken in Chapter 8,
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G. CURRENCIES OF COMMERCIAL BANK CREDITS

As polnted out in Chapter 2, all loans have been converted into U S
dollars for the purpose of generating comparable data. Nevertheless, as
table 5, 14 shows, dollars were almost exclusively the original currency of
Peru's loans, accounting for 98% and 88% of authorizations in 1965-1970 and
1971=1976, respectively, This is not surprising in as much as Peru is in a
dollar zone and, in any case, the US dollar was the principal world reserve
asset and therefore the predominant currency used in international lending
during thése'perinds. It was not until after 1976 when sharp falls in'the.
value of the dollar caused currencies such as the yen and D-mark to take on
importance as media for international bank loan transactions. Data merely
reflect Peruvian authorities preferences and common practices of the time

with regard to choice of currency,

H. WHERE COMMERCIAL BANKS BOOKED THEIR LOANS

Commercial banks can book their loans in any number of places. The
headquarters of the commercial bank is one logical place, but benks also may
place & loan transaction in any one of their branches and subsidiaries throughout
the world, There are various motives for placing lcans in entities other than the
headguarters of the banks. Some banks hasea rather decentralized network and a
branch or subsidiary could simply have taken initiative on a loan and booked it
in their office. On the other hand, a parent may simply wish that a loan sppears
on the books of a subsidiary for reasons associated with marketing strategies,
politics or convenience, But it has become comman for banks to book loans in

certain entitiss abroad for tax pUYpPOSES,
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Table 5.14
FIRU: CURRENCIES OF CQMMERCIAL BANK LOANS, 196541976 a/

(Percentage of total)

1965-1970 19711976

U.S, Dollars 98,1 88,9
Do Marks 1.b 1.9
Swise Franocs 0.l ok
Freeh Francs - 2,9
Yen - 0,5
Pounds - 3.2
Lira 0.4 -

Guilders - 1,5
Canadian Dollars - 0.8
Gther - -

Total 100.0 100,0

Sourcet CEPAL on the hasis of officlal data,

a/ 411 ereiits, gusrcnteed and vnguaranteed,
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Most internatiomal banks have established branches and subsidiardies
in so—called offshore centers, gé/ Different centers may serve different
aurposes.  Some centers may prove attractive basically as a locus for
interbank deposits and funding, London, the seat of the Eurocurrency
market is a cése in point. Other centers may prove attractive because of
their relative freedom fiom nzylations,thus perﬁitting banks to engage in
activities that home government authorities restrict (e.g. Luxembourg).

Other offshore centers, however, are unabashed tax havens where the main

attractions for the hanks are the absence of income taxes, the complete

freedom to transfer funds according to the prereguisites of the bank, and

a time zone which Facilitafes the global movement of funds arcund the clock,

These centers serve as formal way-stations for bank assets and liabilities, but their
branches and subsidiaries are often only shell offices with a nameplate and pest
office bux.' Actual transactions are undertaken by headquarters and movement of
funds into and out of the center is merely a bookkeeping event undertaken by
headquarters.

These tax havens can be used in various ways. One common way is to generste
prafits on foreign exchange transactions. For instance, a Brussels branch of a
bank can sell forelgn exchange to a Bahamas' branch at a loss and then the
Bahamas branch carn resell the exchange back to Brussels at a profit. All the
transactions are internal to the bark, so no real profit or loss is realized.
But the tax effects can be considerable, The Brussels' branch records a loss,
which is convenient for a country with ahigh marginal tax rate. Meanwhile,
profits are recorded in the Bahamas where there are simply no income taxes
at all.

Angther type of transaction which is of more relevance tg this study
involves loans., The value of booking a loan in a tax haven depends to some

extent on tax regulations of the home country of the parent bank. For instance,
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in the case of U,S, banks, tax officials permit their banks to credit taxes paid
on foreign income in excess of the U,S. rate of 48% to other foreign income
taxed at lower rates than the U.S. rate, 36/ Thus, U.S. banks have incentive

to generate income in low tax areas and there is no better place to do so than in
a tax haven, ‘Twn favorite tax havens for U.S. hanks are the Cayman Islands

and the Bahamas. Norn U.S, banks also operate out of these centers. QZ/

Table 5, 15 breaks out areas where banks have booked thelr loans to Peru.

As is seen, in the first period, headgquarters was the source of an
overwhelming number of loans. This is consistent with the circumstances of the
time., First, loans to Peru were small in absolute terms and therefore could .
be funded easily out of domestic financial centers, And banks would be inclined
towards home country finance because the cost of funds usually is cheaper than
in an offshore center like London with its high overhead costs. Second, medium
term loans to LDCs were not yet commonplace, so such transactions probably were
of personal concern to top executives at headquarters, Third, in the &0's
expansion of branches and subsidiaries abroad for the purpose of building up an
international loan portfolio was still at an early stage of development; moreover,
banks were just beginnihg to realize the tax advantages of offshore banking centers,

The table shows a radical change in the booking of loans in 1971-1976, While
headguarters remained the dominant station for leoans, its share fell from 95%
to 48%, Meanwhile, London rose in importance, as LDC loans became freguent enough
to reguire the tapping of dollar pools in the eurvcurrency market. Q@/

Meanwhile, tax havens like the Bahamas came into vogue among bankers,

One might observe that bookings in the Bahamas are guite high at 1Pt of
total authorizations, while Panama is guite low at P This comes as something
of a surprise since it was thought that an established offshore center like Panama

might be a major station for loans to a Latin American country like Peru., This



- 218 -

Table 5.16
PLRU: YHERE CQETRCIAL BANKS BOOKED LOMIS, 1965-1976a/

{Percentags of total londing)

1965-1970 1571-1975

Headquarters 95,1 b6,.9
Lendon - ' 141
Bahamas - 17,4
Paname: 0,2 3.0
Cayman Islaes - 2,1
Faris - 0.7
Hew York 1,0 1,1
Luxemb ours - ' Sl
Switzarland - 0.3
Othar - 0.9
Unspect fied b/ 3.6 841

Total 100,0 100.0

Sourcat CEPAL on the tapls of offiolsl data.

&/ 411 oredits, guaranteed and ungua:anteed.
b/ Unable to determine where booked,
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suggests that the two centers play rather distinct roles for inteérnational

commercial banks, It also suggests that the Bahamas may merit a detailed

study as a financial center.

I. SOVEREIGN IMMUNITY AND LEGAL JAJRISDICTION

In this last section of the chapter, one will review two legal aspects
of commercial bank loans that have been a source of friection for LOC borrowers:
waivers of sovereign immuhity and local jurisdiction over crédit agreements,
Lending to governments obwviously is different from lending to private
entitities. The differences are reflected in the fact that bankers see rot ogly.
commercial risks in‘lending tn governments, but also sovereign risks. Sovereign
risks stem from three special privileges that governmente enjoy:

“First, they may not be sued without their consent, in their

own courts or the courts of another country, There are some
exceptions in some countries but, as a general proposition, a
government or its instrumentality has an immunity against service
of legal process. GSecond, the courts of one country will not
ordinarily sit in judgement as to the acts or omissions of another
country ocurring within its own territory. Again, there are some
exceptions, but, as a geheral proposition, even if a government
can be sued, it may successfully defend on the ground that the
prapriety of its acts or omission in its own country is not open
to question in any country. Third, property of a government or
its instrumentalbris immune., So, even if a government consents
to be sued, and even if a court pronounces judgement against

it, the judgement may not be enforceable. gg/

While banks may make an excellent assessment of the economic and commercial
risks associated with a government loan, the element of sovereign risk is a -
highly uncertain Factd} that is difficult to control,

Bankers tend to pgﬁtect their loans as far as possible, They generally
like to resolve repayment problems without taking recourse to legal measures,

tut in the event that this proves necessary, barkers want to ensure that a
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.bOITDWET cannot escape due process. Thus, banks usually sesk disclaimers of
sovereign immunity. This so called waiver of sovereign immunity is generally
considered to he an indispensible protective clause,

On the other hand, developing country borrowers are nhotorious fogr their
distaste for sﬁch waivers, Generally governments find the clauses to be an
affront to their national sovereignty and a potential limitation on their
freedom of action. Nevertheless, bankers wishes for this type of protection
generally have prevailed and the waiver is almost a standard clause in loan
contfacts. In the case of Peru, the clause was most frequent, Because of the
many ways such a clause can be incorporated into an agreement, it was difficult
to precisely quantify the existence of waivers. But data in the study suggest
that at a minimum one half of the value of all creait'in 1971-76 carried
disclaimers of immunity, Peru was not alone in this case, as just about all other
developing country borrowers have had to face the same clause.

Only recently have some borrowers openly defied banks efforts to have them
sign away their immunity to prosecution, However, success is far from generalized
and waiver remains the rule rather than the exception, Dné cannat help but wonder
to what extent such clauses are a needless irritant to'developing countries. In
" the eventthet an open confrontation arises over a loan, if a govermment does not have
the political will to settle the disagreement, no court inside or outside tha
borrowing country can force it to submit to the views of the bank. In the end,
repayment rests on the good will of the government to tonor its obligations,

Any clause that makes a government waive its right to sovereignty is really a
Fﬁfm of false security for the bank that covers over the reél underlying forces
behind repayment, fhis fact is aside from the consideration that there is
considerable dnubf about whether any court would agree to hear a case involving

a sovereign government, 40/
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The subject of legal jurisdictidn of a loan agreement is not unrelated
to the issue of sovereign immunity., It also is a focal point of disputes
between the borrow and the lender.

) Bankers, of course, prefer to have the legal jurisdiction aver the loan
contract in their home country or some other industrialized state, Thus, if
a dispute is taken to court a bank can enjoy the familiarity of its country's
legal environment, Sovereign governments, however, are usually loath fn the
idea of submitting to the courts of a foreign entity, for reasons which are
obvious, Here again banks have prevailed in as much as it is almast a rule
of thumb that an industrialized country, and particularly the home country of
the lender or lead bank, be the legal site for adjudication, 41/

In the case of Peru, it is illegal for the government to submit to Fofeignr
courts, This is because article 17 of Peru's 1933 Constitﬁtionlstates that alil
contracts between the state and Foreién éntities must be under beruvian legal
Jurisdiction, 42/ However, in almost all the loan agreements with Peru, the
banks have been able to insert clauses establishing the legal Jjurisdiction in
their home country, To take into sccount article 17,'the Jurisdictional
statement is usually followed by a sentence such as this: "Only to the extent
required by article 17 of the constitution of the Republic of Peru will the banks
submit to the laws and courts of Peru",

The last hedge by the banks, which appears to be obligatory for a legal
contracf, would seem to imply that Peru could be the ultimate jurisdictional
setting for any dispute, But if this is so, why do the banks insist on
establishing their home country as the juridical site? Again this type of
clause would abpear to serve more as a needless affront to the government than
a real form of security to the banks. It also might lead to confusion should

& legal dispute actually arise,
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The whole issue of legal jurisdiction could he worth reconsideration,
After all, the jurisdictional clause is of little use if a borrower really
wishes to take an independent position on a dispute, Moreover, banks, being
transnational, would appear to be in a much better position to adapt themselves
to the legal enviromment of the borrowing country than vice versa, And if a
borrower should feel sa strong about its position so as to distort the national
juridical process in order to gein a favorable decision, it also is unlikely
thatlit would accept a negative judgement from the courts of a fareign country,
In the end it is the good faith of the government that secures a loan, so
demanding legal jurisdiction that is alien tothe orrower only may serve as
gphemeral protection to the bank, and as lasting indignation to the bUranef.

Despite the fact *that there are serious reasons to question the utility
of walvers of sovereign immunity and jurisdiction, one must understand the
psychological comfort such clauses provide risk‘bansqious bankers, If they
were unable to have this secuxiiy, bankers might becoﬁe reticent to lend at all.
Thus, it seems prudent to seek a compromise, wﬁy rnot substitute the two clauses
for some form of international arbitration should disputes arise? Indeed, a few
Europear banks have adopted this measure and it might be worthwhile for other

international banks to fallow this practice as well,

SUMMARY

The preceeding analysis has graphically shown the radical changes in
" Peru's interface with its commercial creditors over the period 1965-1976,
Not only was thers a dramatic increase in the number of commerciel creditors,
but the nature of lending and mechanisms feor finance alse underwent a marked
transformation, The next chapter will foeus on a gpecific aspect of this

transformation: the syndiceted credit,.
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Chapter 5

FOOTNOTES

The amourits corresponding to the groups for 1971-1976 are larger
than for 1965-1970 due to the greater volume of lending in the
former, but in relative terms the scales for the two periods are
agpproximately equal., The authorizations themselves include credits
with guarantees of export credit agencies; however, where slimination
of these "guaranteed" credits would change the group in which a bank
is positioned, this is indicated in a footnote to table 5.1. The
reader is warned that great caution is merited with regard to the
classification of credit into guaranteed and unguaranteed loans,

In some cases a horrower may not have been aware of the presence of
an external guarantee on a commercial bank credit and therefore in
such a case no record would be maintained to this effect., Arother
problem peculiar to the period 1965-1970 is that debt contraction
and record keeping were exceptionaily haphazard, generating the

possibdlity that contemporary archival systems have only incomplete
information on guarantees,

See Kuczynski, p. 257,

Up through 1976 U, 8. banks had generally dominated lending to non-oil
exporting developlng countries like Peru, One estimate has placed
their participation in lending to this group at roughly two-thirds
of the total value of loans, See Wionczek, p. 184,

See The Banker, June 1970, p. 601

The international rankings for each range of assets are different for
the two periods bacause the independent variable is dollar asset size
and thus the number of banks corresponding to any given range of
assets varies according to the growth rates of the banks.

Obviously in practice someone had to initiate contacts with other. barnks,

In the case of several sizeable multibank loans in support of the fiscal
budget it appears that Manufacturers Hanover played this role. Incidentally,
to the extent that Manufacturers was the main organizer of these credits,
this would distinguish it from the other major lenders of the pericd and
perhaps give it the title of being Peru's single most important creditor

in the latter half of the 1980's,
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For a good review of the role of the agent and the lead banks in loan
syndication, see Moissi., Also see Bee.

Tt was not possible in all cases to establish the precise type of prime
rate employed by the banks; however, information was available for a
majority of the credits and suggests that the basic benchmark was the
U. S, prime rate.

As was pointed out in Chapter 4, Peru was considered to be reascnahly
creditworthy by the banks, although in 1967-1968 they were obwviously
having second thoughts about their evaluation of risk,

One might be curious about how the floor/ceiling mechanism affected the
borrower in practice. This is difficult to determine because, as will

be seen later in the chapter, most loans were continuously heing

refinanced so that credit agreements rarely lived out their original term.
Nevertheless, some indication is provided by reference to the memorandum
items in table 5.6 and data in figure 5, 1. Here it can be seen that the
floor interest rate of 6 3/4% and 7% did rot really prejudice the borrower
because the prime rate was never low enough to generate an overall rate
(prime plus spread).that was less than the minimum established by the credit
agreements., 0On the other hand, credits that bore the ceiling of 8 3/4%
could have been favorable to the borrower since in 1968-1970 the prime rate
reached levels whereby a 1.75% spread would have generated costs in excess
of the maximum established rate. The very results of the floon-ceiling rate
arrangement contributed to its demise after 1970. For such practices to.
survive there had to be prospects of relative world price stability. But
with world inflation accelerating, a floor interest rate had no practical-
benefits for a lender. On the other hand, in an environment of rising

world prices, a ceiling rate on a medium term credit could only be highly
nrejudicial to a lender. Thus banks found it convenient to rely solely on a
pure Floéting rate,

See Sancbez Aguilar, p. 1771

The regulation was the Voluntary Foreign Credit Restraint Program initiated
in 1965. For details of the program see Aronson (1977) Chapter 4.

This is because of the severe asymmetry of information; while this study
has generated rather comprehensive data on Peru's borrowing from commercial
barks, similar data on other countries is rather sparse, Moreover, any

comparison of Peru with data of other countries ecould suffer from discrepancies

associated with methodoleogy.
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See Devlin (first half of 1978), p. 77.

To guote a public commentary of one of the world's largest commercial
barks: "In this regard Brazil's delay in international adjustment has
came as a disappointment. There, the growth in the aggrepate demand,
the reemergence of the fiscal deficit, and the acceleration of
inflation (estimated at 40-50% for this year) have been inconsistent
with the clear necessity for a current account adjustment”., See Morgan
Guaranty Trust Co., (October 1976), pp. 34

In the eariy /0's 4.5, banks accounted for roughly half of Mexico's
ligbilities with commercial hanks; furthermore, these institutions
have had an aimost unlimited willingness to lend to the country (see
Ganchez Aguilar, pp, 174 and 262]. And as for the reason for this
attitude, Aronson (1977, p. 175) has pointed out: "American lenders also
are attracted by Mexico's contiguous border with the United States,

Most creditors feel that the U, S, government is so inwvolved with Mexico's

gconomy that it would aid the Mexican government and U,S, lenders if
disaster struck’.

See CEPAL, Estudio Econdmico de América Latina 1975, p. 132,

One can see that Brazil consistently had longer maturities than Mexico,
which is ons reason for the former country's higher interest margins.

In a few loans to Peru banks actuslly prohibited prepayment.

In cases where penalties were scaled according to the year of prepayment,
averages were taken by weightingwith the number of years in which a
particular rate prevailed, Of course, the presence of scaling makes
averages understate the effective cost of prepayment penaities in the
garlier years of a lpan and overstate it for the later years.

See iLewls, p. 60.

These banks Joined together in multibank agreements, Several other
American banks vardously tagoed onto this core group of commercial
banks to extend credit in lesser amounts, OFf these secondary "lenders,
the most important was the Charter Mew York Corporation (Irving Trust)
which provided 5 million dollars in a free disposition loan of 1967.
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Kuczynski, p. 165,

Kuczynski provides some insight into the attitude of the banks just
prior to signing of the agreement: "At 2 p.m. on July 31, a Monday,
The Ambassador of Peru to the United States sat in the beautiful
office of the fnrmErNChairman of the board of the Manufacturers

- Hanover Trust Company, thenat 44 Wall Street, waiting to sign the

U. S $40 million dollars loan agreed to by the banks ten days before,

The bank representatives were gathered in the ard room next door,
supposedly finishing last-minute details in the loan agreement., But

the week-end news from Peru had come in the morning, and some of the
banks were now hesitant, Not only had the President been unable to

make his annual state of the nation message, but there had been a new
development in the Intemational Petroleum Company case as the Peruvian
Congress had declared the subsoil claimed by IPC at La Brea y Parifias
to be the property of the state, The possible attitude of Standard 0il of New
Jersey, theownergf IPC,was obviously important to the banks, which were
depositories of large Standard 0il funds. Some discussions followed
with the Peruvian delegation, but the loan agreement had been negotiated
two weeks before and could not be changed in Peru, where it had been
approved by the Controller General. Finally, at 4.45 p.m., as some of
the bankers begat. to fear that they would miss their trains home, the
loan documents were signed", Ibid., pp. 167-168.

Barnk of America, Bankers Trust, Chemical Bank, Continental Itlinois,
First National Bank of Chicago, Franklin ‘National Bank, First
Pennsylvania Banking, Crocker National Bank, Fidelity Bank,

As already mentioned in Chapter 2, the principal negociator for the U.S.,
James Greene, was a high ranking official at Manufactures Hanover Trust.

It is significant that his bank did not participate in the 76 million dollar
credit,

Other banks were Credit Suisse, Union Bank of Switzerland, Swiss Volksbank,
Banque Lev, and Privatbank Verwaltungsgesellschaft.

The Swiss later made this 10 million dollars a part of their contribution
to ‘a general refinance accord arranged with international banks that year,

The credits for the fishing industry were of somewhat different nature
than the other nationalization credits. At the time of nationalization,

_ the industry was heavily indebted loth at home and abroad, suggesting that the

-banks, while ostensibly facilitating the government's purchase of nationalized
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assets, were, to some extent, simply refinancing obligations due to them
by the former private sector entities. All together, 86% of commercial
bank credits directed towards the nationalization of the fishing ‘
industry was from American institutions, This is consistent with the
fact that prior to 1972 U, S, banks were the dominant lenders to Peru and
that U, S, firms were by far the most important foreign investors in the
industry (see footnote 89 of chapter 3).

An official of one commercial bank has exhressed this point of view as
follows: "It goes without saying that refinancing is undertaken by most
barks ... only very reluctantly and only for customers with whom ,..
(they) have excellent long term relationships". See Benny, p. 5%

Eahks believe that rescheduling of their credit would cause a borrower
to lose its creditworthiness, See Friedman, p. 69.

See Lewis, pp. 6566,

Tnitielly refinance of suppliers' credits was heavily concentrated on
obligations of S0GESA, the state steel enterprise. In the early and
mic-60%s SOGESA underwent an ambitious expansion program in which
Ferrostaal A.G, Essen was the main contractor, SOGESA,being financially
weak,negotiated postponement or reducticon of debt payments with Ferrostaal
and in 1965~1957 many of the upcoming payments to Ferrostaal were financed
by American, Canadian, and German banks, with a guarantee provided by the
central government, For details on the SOGESA expansion program and the
role of Ferrostaal see the Memoria for 1964 and 1565 of SUGESA,

The Swiss negotiated outside the general agreement with the other
international banks., For methodological .reasons this credit has been
considered a 1977 transaction and therefore is outside the scope of the
present study,

For informatiorn on the various offshore centers consult the Banker
Research Unit, Alsc see Doggart.

For a full descriptive example of how U.S, banks use tax havens to their
advantage, see Lissakers, pp. 18-21.

Different national banks tend to prefer different centers,  For data on how
various naticnal groups of banks used offshore centers, see table A 5.3 of
the statistical appendix.
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For U.S. banks London became an essential element in the funding of
massive LDC loans because the Voluntary Foreign Credit Restraint Program
placed absolute limits on foreign 1end1ng from home offices. Gee Aronson
(1977), Chapter 4,

Hartfflied,p. B6,
See Sandeman, p. 77

An exception is Colombia, which has successfully demanded that "the loan
agreement will be subject to Colombien jurisdiction". See Ensor, p. 98.

See Ugarteche (1979), p. 15
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Chapter 6
SYNDICATED CREDITS TO PERJ

Chapter 5 offered some abservations on syndicated loans during the
1970%'s. Given the importance of these credits——they accounted for nearly
80 per cent of all bank finance in 1971-1976—and their rather

complicated structure, special attention will be devoted to them here.
A, INTRODUCTION

In the 1960's most commercial bank loans in the surocurrency merket
were arranged by individual banks and the amount of credit on any one
transaction rarely exceeded 15 million dollers. However, as was seen
earlier in the case af Peru, when lending from home markets some banks had
found advantages in joining together in multi-institutional agreements; more
credit could extended to the borrower at less risk to the individual banks;
.there was one umbrella agreement for all participating institutions; greater
legverage over the lorrower, etc, In 1968 Bankars Trust extended the concept -
to the international market where it arranged a 100 million dollar
euro-syndicated credit for the government of Austria. l/ Then in 1970
Manufacturers Hanover headed a 200 million syndicated credit to the government
of ITtaly., This loan had all the trappings that have become associated with
syndicated credits: a 5 year medium term maturity, 3/4 per cent spread over
libor, and front-end fees of one half per cent. 2/ .

The 197D's“s§w the syndicated credit evalve into the dominant mechanism
far tﬁalextensiaﬁ of international credit, As ever more banks became &nxious
to build up international portfolios, the magnitude of eurocredits exploded,

It has been estimated that in the first half of the 1970's roughly 25 per cent

I
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of the value of funds provided in syndication were in the form of transactions of
$500 million dollars or more. 3/

As noted earlier, syndicated credits are arranged by a leacd bank which
takes responsibility for negotiating with the borrower over the terms and
conditions o# a credit, Once an amount of credit is established and the
lead bank feels that it has terms attractive enough to form a syndicate, it
will seek bids from other banks to join in the operation. In order to inform
banks——especially small and medium=sized institutions with limited ability to
assess international borrowers—of the torrower's creditworthiness, the lead
barnk prepares a placement memorandum with details on the borrower, its
creditworthiness, and the gensral terms and conditions for the loan.

In order to facilitate formation of a syndicate, the lead bank often
offers some prospective participants the role of co-manager in the syndicate.,
This gives the prospective participants greater incentive to join the operation;
not only is their voice in negotiations increased, but they gain publicity as an
organizer of the credit and, most importantly, enjoy a share of the fees that,
as was seen in the previous chapter, have become mDStchmmDn to commercial loans
of the seventies, The lead bank also might offer a share of the fees to
ordinary participants as well,

The dollar participation of the lead bank and co-managers in the syndicated
credit will vary according to the manageﬁenf style of the banks and the market's
response to the offer of syndication, If the loan is gver—-subscribed, the lead
bank and managers can reduce their participation in -the credit to a minimum,
if desired, leaving income generation basically to the almost risk free front—end
fees that accompany the credit., On the other hand, if the syndication bid is
undersubscribed, the lead bark and co-managers must fill in the gap with a higher
participation than originally anficipated, or declare the syndicate unrealizable,
at least under the originally agreed terms and conditions. In a orrowerts

market such as that of the first half of the 1970's, the lead bhank and
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managers might very well decide to increase their participation above that
which was originally planned in order to awvoid the embarassment of a failure
to organize a credit, The banks then could contemplate selling off their
unwanted participation at a later date.' However, this latter strategy, which
is not infreqhent, requires a lead bank to be of some size; a small bank just
would not be in a position to fill substantial gaps in syndication.

The whole process of organization af a credit can take up to 3 months
for borrower of low status in international markets and as little as four
weeks for a well known first rate client. The seguence of events in the
formation of a syndicated loan is described in table AS, 1 of the statisticai
appendix, 4/

Dnce the agreement has been signed, it is the role éf the agent bank to
administer and enforce the contract. While in theory the agent can be any
one of the banks in the syndicate, in practice the rule usually has been taken
up by the principal lead bank, thereby giving it rights to the special

administrative fees. 5/

B. THE GENERAL CHARACTERISTICS OF SYNDICATED LOANS TD PERU

As was noted in the previous chapter, syndicated loans first appeared
in Peru 1971-1972, simultaneously with the process of general penetration
of this market by international commercial banks. The basic characterdistics
of syndicated credits are outlined in table G. 1.

As can be seen, the average size of syndicated credits for the period
1971=1976 was 41 million dollars. Q/ This contrasts with an average size of
$5 million dollars on single bank loans in the same period, The average number
of banks in each syndicated credit was 15 and fhe average participation was only
2.8 million dollars. This latter figure is very illustrative of how banks

minimized their individual risk on large transactions, And as far as the
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Table 6.1

PERU: BASIC CHARACTERISTICS OF SYNDICATED LOANS, 1971- 1976—/

T GENERAL
a) Percent of all credit mobilized via syndications P8.7
b) Average size of syndicated credits (millions of dollars) 4.2
c¢) Average number of banks per syndicated credit ‘15
d) Average size of the banks {assets, equivalent ;.
international rank)~ 27
e) Average participation of the banks (millions of dollars) n'2.8
2. LEAD BANKS | -
a) Number of banks acting as lead bankss/ L6
(- as agent) (22)
(- as managers) (35)
b} Average size of lead banks (equivalente international 17
rank )=
{of agent) 18
{of managers) ' 15
¢) Percent of syndicated credit extended by the lead banks 35.1
{by agent) 16.8
(by managers) _ B 18,3
2. PARTICTIPATING BANKS )
a) Number of banks acting as participants in syndiéations/ : f5
b) Average size of partlclnatlng banks (equivalent | b/
international rank)— 41
¢) Percent pf syndicated credit extended by the participants 64.9
Source: CEPAL, on the basis of official data.
&/ All credits, guaranteed and unguaranteed.
b/ See footnote ¢ of table 5.3.
c/ BEach bank has been counted only once for each category. Hoﬁever,

since a bank could appear more than once as an agent, manager,
and participant, the total number of banks exceeds the total
number of institutions in the study. Also note that a manager
that also was an agent was counted only as an agent.
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average size of the banks—weighted by the value of their participation..-
involved in syndication, it was rather large; the average size based on
assets was eguivalent to 27 on a world ranking of 1 = 300.

Table &, 1 shows that 46 individual banks at least once played the
role of agent or manager in a syndicated credit. However, assuming the
agent as being the principal lead bank in syndicetion, the role of organizer
of these loans fell into the hands of just 22 banks, or only 13% of the
institutions in the study., This has implications which will be dealt with
later in the subsection on Peru's lead banks,

As for the size of the lead banks, they tended to be very large
institutions. The average international rank of the agents was 18 whiie
it was 15 for the managers, This would support a priori notions that to be
a successful lead bank one must generally enjoy the prestige of size and the
broad international contacts that Dqu large banks can have.

The agent and manager Jjointly accounted for slightly more than one-third
of the credit in syndicated loans. MNotably, the agent alone accounted for
somewhat more than one-sixth of the credit. Managers, of which there may have

.neen several in any one credit, or none.at all, accounted for 18% of the value
af syndicated loans, Given that there WEre many more managers than agents
involved in transactions, sach individual agent, (or principal lead bank)},
on average, obviously carried a relatively greater burden of loan commitments.

With regard to the participating banks, 155 institutions joined in a
syndicated credit at least once. As would be expected, their average size
was much smaller than the lead banks, eguivalent to 41 on the scale of
world rankings? - And they accounted for the bulk GF-credit, with 65% of the

total value of syndicated credits,
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C. COST COMPARISONS BETWEEN SYNDICATED AND NON-SYNDICATED CREDIT

Syndicated credits clearly have an advantage over single bank loans
with regard to the amount of resources that can be mobilized in any one .
transaction. ~ But the question remains: how do syndicated credits compare
with single bank credits in terms of cost? This can be detsrmined by
viewing the average terms on each type of credit that are presented in
table 6.2,

It is seen from the table that syndicated credits generally had
slightly higher litor spreads, somewhat longer maturities and significantly
higher fees and prepayment penalties, These differences are more or less
what one would expect and reflect the different nature of the two credits.

A'éyndﬁdated credit is a rather impersonal transaction, as opposed
ta the véry~§efsunal nature of a single bank logan. Thus in order to
ensure that a syndicate is realized, an agent must sometimes set interest
spreads at a rate high enough to attract marginal participants who have
little to gain from the transaction but income. This situation élso
explains the relatively higher fess/penalties on syndicated loans, In
contrast, in a single bamk loan the lender can have motivations that are
hroader than incﬁme on the specific transaction e.g., image-making, support
of a ;Dme country foreign supplier, etc. Also, fees can be lower because they
to not have to be split among a number of institutions, as is the case of a
syndicgted loan.

Aéide from a sliéhtly higher interest rate, the longer mafurity on
syndicated credits is probably a function of the nature of the loans, In
a single bank loan the lender cannot share the risk of the transaction as it
would do in the case of a syndicated credit. Also, a single hank credit can
involve a commitment that is large relative to what a commitment would be in

a syndicated loan, (The average participation in a syndicate was 2,8 million
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Table 6.2

PERU: COMPARISON OF AVERAGE TERMS BETWEEN SYNDICATED CREDITS
AND LOANS ADVANCED BY A SINGLE BANKa)
{averages)

1972 1973 1974 1975 1976

T Average spread over libor
Syndicates 2.08 1.68 1.13 1.79 2.1¢9
Single credits 2,01 1.61 1.15 1.72 1.96
2. Maturity {(years)
Syndicates 6.26 8.79 9.57 5.64 5.0
Single credits 6.0 8.13 8.68 6.37 3.24
3. Flat fees (%)
Syndicates 0.29 0.45 0.29 0.95 1.42
Single credits - 0.076 0.073 0.363 0.305
4, Prepayment fees (%)
Syndicates - 1.3 0.7 0.91 1.49
Single credits 0.50 0.76 0.73 - -

Source:! Cepal on the basis of official data.

a) Averages are weighted by the amount authorized. Only for credits
without guarantees of export credit agencies. '



- 236 -

dollars, while that for a single-bank loan was S million dollars.,) All this
would incline single lenders towards shorter maturities than would be available
on & syndicated credit,

Seeing generally more favorable terms on single bank loans might suggest
a strategy aimed at inducing more banks to lend on their own., However, in the
end syndicated credits would appear toc offer more advantages to the borrower.
The longer maturity on these transactions are very important to LDC borrowers
.and could offset any disadvanteges related to interest margins or fees.
Moreover, syndicated loans—by virtue of their large size—probably are less
taxing to the limited negotiating capacity of many LDC borrowers and certainly
present less af an administrative burden than would the hundreds of individual

credit agreements that would be needed to substitute syndicated credit flows,
D. THE LEADERS OF SYNDICATED CREDITS

The key personality in syndicated credits is the lead bank. Its ngd
will is rather important to the borrower's success in maintaining a 1link to
international capital markets, The drawing power of a lead bank can determine
the costs and conditions of credit; moreover, the markef's view of the
borrower can be influenced by the evaluation of the country that is commonly
found in the plécement memorandum prepared by the lead bark, Also, the lead
bank most often administers a signéd credit and thus is the institution with
which the borrower must deal in the event of problems during the life of a loan
agreeement,

Thué the lead bank adds another dimension to the role of commercial
institutions in the Peruvian economy. It has been seen that some banks are
rather important creditors to Peru. However,; it is now clear that a bank can
‘be even more important without having lent to the government at all by acting as

a major lead institution in syndication, As it turns out, however, many of
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Peru’s important lenders are also important lead banks, making thelr leverage
over the Peruvian economy that much more prominant.

A syndicated credit formally can have & number of lead banks. However,
many managers in a syndicate often are institutions which have only a
secondary role in the organization of a credit and many times they are designated
as a manager simply as an inducement to provide a larger participation, (A
manager benefits from fees and publicity.) In theose cases where there are
several managing banks in & credit the principal lead bank most often is the
manager that also is designated as the agent. 2/ Thus, table 6,3 presents
Peru's agent banks under the assumption that they are also the country's
main organizers of syndicated loans. B8/ Banks are ranked as agents of major,
intermediate and minor importance according to the percentage of the total
value of syndication that was mobilized by them, The table alss shows the
average participation of the lead bank in its own syndicates and the bank's
position with respect to the top lead banks in world credit markets,

One se8s that Peru's top lead banks are Citicorp and Wells Fargo, both
of whom were.classified in the previous chapter as major lenders to the
government, By virtue of their top positions as lenders and mobilizers of
cfedit on international credit markets for the government, these two banks
stand out for their importance to Peru, .

Considerably behind Citicorp and Wells +argo as lead banks to Peru are
Manufacturers Hanover, Dresdner Bank and 8ank of Tokyo, All three fall into
an intermediate lgveljuf importance as mobilizers of credit. As lenders, the
first bank was classified as a major institution, while the latter two were
classified aé;of ihterﬁediaﬁp importancg.

One alsﬁ.sees a nuﬁber of barnks classified as minor mobilizers of
international credit. Of thié grotp, most were classified as lenders of

intermediate importance to Peru. C(hase Marnhattan was, however, a major lender.
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Table 6.5
PERUT AGENT BANKS ACCORDING 70 THEIR TMPORTANCE AS MOBILIZERS OF CREDIT, 1971~1976a/

Amount mobilized by agent Percent participation Interngtional Bank
as a percent of the total of_ agent in its own as lesd bank in
value of all syndicstes '1;/ : syndicates (average) 19%5¢/ 19764/
Mz_ag'or agents
lo 19 =24
Citicorp ) 10.7 1 1
Wells Fargo 12,8 8 18

2. 1h = 18.9

Intermediate agents

5. 900 - 1509
Manufacturers Hanover 23,6 6 7
Dresdner Bank 16—1} [T 5

hn 5 - 8.9
Bank of Tokyo 15.5 PP aesn

Minor agents

<3
Chase Manhattan 7420 h 3
Bank of Nova Scotia 3%.3 asa cas
Bankers Trust 3.5 ses 8
Banca Commerciale Italiana . . 50,0 aas ses
Morgan Guaranty Trust 11.8 3 4
Crocker National Bank 10.0 ase see
Lloyds Bank 50,0 10 see
Swiss Bank Corporation 28.2 e ase
National¥ Commercial Banking Group 17.3 see ase
Credit Lyonnais 50.0 5 9
Banque de L'Indochine et Suez 25,0 e vas
Algemene Bank Nederland 5040 ase vee
American Express 20.0 . vas
Compagnie Financiere de Paris Et des Pays-Bas 5040 ses P
European American Bancorporation 10,0 e cee
Frest Chicage Corporation 8.3 12 .21
Western American Bank Ltda 16.3 .ss ces

Sourge: CEPALyon the basiz of official data; ranking of lead bank is as follows:
1975, the Internstional Hermld Tribune, November 19763
. 1476, Euromoney (April 1978).

8f All credits, guaranteed and unguarsnteed, )

_t?_/ Total value of syndicates for which the bank vas sgént divided by the total value of all syndicates
to Peru. i ! :

_g_/ Rank within the top 15 lead banks in world syndicationa

4/ Rank within the top 21 lead banks in world syndication.
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Looking at the international rankings in the same table, one notes
the direct relation between the banks' position as lead bank for Peru and their
position in world markets vis—a-vis major world lead banks in 1975 and 1975. It
is seen that Citicorp was not only a top lead bank for Peru, but also for the
world market. Wells Fargo also Tigured as a major world lead bank, but it was
far down the list from Citicorp. Thus its role as lead bank in Peru was more
than proportional to its position on a world scmle, suggesting a behavier
vis—s—vis Peru that was rather special. As will be seen throughout the course
of the study, this is just one of many indicators of a special relationship
between this bank and Peru.

With the exception of the-Bank of Tokyo, lead hanks of intermediate
imgortance to Peru were also major lead banks on world markets. It can be
seen that aﬁong minor lead banks for Peru, four were among the top lead banks
in wrld syndication. Chase Manhattan stands out in this regard; it was a
principal lead bhank in world syndication, but only a minor lead hank for Peru.
However, one should remember that Chase was the lead institution an the
200 million dollar syndicated credit for the privately-owned Cuajone copper mine,,
which does not figure in the data base of the study, If this credit were taken
into account, Chase could then be considered a major lead bank of the country
as well, It also is worthwhile to point that Lloyds Bank was a leader on a
23,5 million dollar credit to Cuajone.

The last and most importent conclusion about the major lead banks for
Peru is that a relatively few of them. were responsible for a disproportionate
amount, of mobilized credit., The five top lead banks accounted for more than
three-quarters of the total value of nu;b\ilizedr credit, This makes Peru's
dependence on a few key institutions #OP access to intermational capital rather
impressive and heavily conditions the -earlier finding of chapter 5 that showed

a great degree of dispersion in the sources of funding in the 1970's as compared
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to the heavily concentrated commercial funding of the 1960°%s, Indeed, while
the concentration of commercial lenders was dramatically reduced in the 1970's,
it was a manifestation of increased possibilities for intemational lending
that was genqrated by the emergence of syndicated credits. And syndicated
credits brought a new form of concentration of economic power, as manifest

by thetandful of banks responsible for organizing Peru's international loans,
This concentration of power incidentally also is present in international
markets where a coterie large barks dominate of mobilization of syndicated

credit, 9/

1« Lead barnks grouped according to country of origin

Table 6,4 breaks out agent and manager banks according to their country
of origin. The number of lead banks fbr.each country, the percentage of credit
mobilized by‘each country group aqd the percentaée of participation in syndication
also is presented,

It is evident that the dominate lead banks, both in tarms of their number
and the value-of the mobilization of credit are U, & institutions, No other
country group comes near the U, S, in terms of their role in mobilizing international
credit. It was found in the previous chapter that U.S. banks were still dominant
as 1enaérs to the énvernment, notwithstanding the notable dispersion in the
sources of funding in the period 1971=1976, But it would sppear from an
examination of tables 5.3 and 6,4 that this dominance is even more important
from the standpoint of leading syndicated credits, Moreover, if leadership:
is defined as being the agent bank—-which usually is the lead bank—than the
dependence on U, S, institutions is rather overwhelming, both from the standpoint
of the number of lead institutions and the total value of their motdilizations,

Thus ancther example of how just looking at the absolute level of authorizatians
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Table Bak

PERU: LEAD BANKS GROUPED ACCORDING TO COUNTRY OF ORIGIN, 19'71-19763/

N2 of lead Percént of all ?yndicated Percent participation
eredit mobilized by of leaders in their
Country of banks b lead banks Ej syndicated cradit
the banks : Total Agent manager  Total bs agent As Total s agent As
df Y manager 4f menager
United States 14 9 13 7640 68.8 29,1 27.2 15.3 34,9
Japan 6 1 5 1540 Ta5 11.7 15.9 15.5 10.5
Canada 5 1 5 1846 1.7 16.9 16.7 33,5 1 1540
United Kingdom 3 2 2 13,9 1.0 13.9 10.1 23,7 9.1
Germany 2 1 1 1341 131 ld 209 16.4 k1.6
Prance 3 3 1 Bl 1.2 5.2 1343 k2,7 Beb
Ttaly z . 1 6.8 ] a5 9.3 50,0 Tal
Switzerland 2 1 1 bk 2.7 L7 W4 82 133
Other 3 1 2 12.3 lal 1241 75 5040 35
Consortimm 6 2 b 123 0.8 116 89 128 8.6

Source: CZPAL4 on the basis of official data.

a/ ALl credits, guaranteed and unguaranteed.

E/ A single bank is counted only once in the agent and in the manager columns. The total excludes
repetition of a bank so that it can be less than the sum cf the agent and menager columns.

¢/ Since several banks cen mppear in the same syndicate as coe-mangers along with an agent, there is

T double counting of mobilized credit, Therefore, the sum of all mobilizations of all countries
exceeds 100 percent of the total value of mobilized credit.

d/ An agent that also acted as menager in a syndicate has been only counted as an agent. pt'<wn¥mf§( Tume
ko 1est Mo OO because of sne Cx,r.c(":c.*'. e i 4L et ﬁm\y‘ L
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of individual banks can understate the degree of dependence of the government

on certain types of commercial institutions.

2. Lead banks grmuped according to size

A good deal of prestige and financial muscle power could be an expected
characteristic of lead banks. Table 6.5, which breaks out lead banks
according to their size, confirms this with rggard to Peru. Most lead banks,
both in terﬁs of their number and the total value of mohilized credit, were
ranked in the top 91 of world barnking, Banks of smaller size were not of
great significance as leaders in syndication, especially when laéders are viewed as
being the agent bank,

Interestingly, the concentration of leaders in large banks would have been
even greater if Wells Fargo had not played such an important role for Peru in
this regard, As a U, 5. regional bank ranked as 69 (1975 on a world scale),

Wells Frago gave group 3 of banks a high prpfile in the total spectrum.

3. Affinity groups among lead banks and participants
in syndication

It would be interesting to see how lead bank orgenized credits to Peru.
Gne might suspect that lead institutions might be more familiar with some
banks than others, creating affinity groups, or clusters of banks, for each
leader. Looking for such groups with regard to the experience nof one borrower
has 1ts limitation, Not only are the number of observétions for each lead bank
very limited, hut a one country case can support only forced generalizations,
Nevertheless, establishment of affinity groups can be suggestive of the way
certain lead banks pperate on internaticnal capital markets, |

Tatde 6.6 presents data on those banks that participated more than once
in syndicated credits arranged by Peru's lead (agent) banks. Tt also shows

the frequency of participetion, i.e,, the number of gppearancesof participants
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Table 6.5

PERU: LEAD BANKS GROUPED ACCORDING TOQ SIZE,‘1971-19763/

asset range of banks

je ;f'lead Percent of all syndicated

vanks af eredit mobilized by
, an)
International = leaders ef

Percent participation
of lesders in their
syndicated credit

(billions of USE: E/ ranking 3/ e

Total sgent man:;r Total S ?%e"t man:;r Total Z?ent man:;er

5/ .

1) B5 789 = 32895 1= 10 5 3 5 49,5 23,1 35.0 19.8 16.4 17.2
2) 52 894 = 16 448 11 = 46 2} 10 16 b1.7 43,8 26.6 2547 19.2 20,3
3 16 bh3} - 8 224 by - 9l & 4 5 ba.6 27.2 17.6 150 13.9 14,0
B) 8223~ 4112 92 - 147 5 3 2 12.6 1.5 12.1 6.1 1648 he?
5) 411 - 2 056 148 = 263 3 1 2 5.8 2,3 3.5 1545 20,0 12,5
6 2 055- 1 63k 26k - 200 1 - 1 LR - 24 8.3 - 803
7) ¢ 163k 2 300 g 1 3 11.9 03 11.5 Bokt 16.6 Bal
8) Unknown sue 1 - 1 8.7 - 8.7 3.3 - 3.3

Source: CEPAL, on the basis of official datas

a/ A1l credits, guaranteed and unguaranteed.
E/ See footnote a of table 55
¢/ See footnote b of table 545

E! A single bank is counted only once in the agent and in the manager columns. The total excludes repetition.of a bank
so that it can te less than the sum of the agent and manager columns.

¢/ Since several banks can appear in the same syndicate as co-managers along with an agent, there is doublé counting of

" mobilized credit. Therefore, the sum of all mobilizaticns of each group of banks exceeds 100 percent of the total
value of mobilized credit.

f/ An agent that also acted as manager in a syndicate has been cotnted only as an agent. Percomtars sumg 4o lgge

P rmm Geemtte

e g oy tcote Phod 2o I I R TV L



PERU:; AFFINITY GROUPS BETWEEN AGENTS OF SYNDICATED CREDITS AND PARTICIPATING BANKSE/

Table 6.A

Frequency ‘Frequency
of partig N Count %7 of partic "
ipation Neme of banks ountry ipation ame of banks Country
(% (%
Swiss Bank Corpe Switzerland Wells Fargo (ceat)
100 Swiss Credit Corpe Switzerland 33 Bank of Tokyo Japan
100 Unior Bank of Switzerland Switzerland 23 Midland Bank Group United Kingdom
100 Swiss Volksbank Switzerland 33 Assocciated Japanese Bank C
: : 50 Tokai Bank Japan
M?n?fac urers lamover Un%ted States 33 Commerce Union Bank United States
67 Citicorp United States 33 Kyowa Bank Ltds Japan
67 Bankers Trust United States 33 First Fennsylvania Corp. United States
i Crarter Ne Yo Corp. United States 33 Hokkaido Takushoku Bank Japan -
100 Royal Bank of Canada Canada %3 United International Bank c
67 Wells Farge United States 50 Yasuda Trust and Banking Japan
Dresdner Rank Germany S0 American Express United States
TS 66 Banco do Brasil Brazil
30 Banca Nazionale del lLavaro Ttaly 50 Tayo Kobe Bank Japan
50 Torontc Dominion Bani Canada %3 Krediet Bank Belgitm
50 Banca.Cpmmerciale Italiana Ttaly 50 Mitsybishi Bank Japan
100 Bayerishe Hypotheken und %2 Rothsehild International ok
Wechselbank Germany .
50 Banque Nationale de Paris France Bankers Trust Urited States
50 ganco dg Sz;ntgnd?rt Spain 50 C.I.T. Finsncial Corp. United States
x F?Egﬁzieie gurg;::n: c Algemene Bank Nederland Holland
50 Deutsche Bank Germany 160 Amro Bank Holland
Credit Lyonnais France Bank of Tokyo Japan
100 Banca Commerciale Italiana Italy 80 Banque Commerciale Pour L'
: ; Eurgpe Du Kerd Soviet Union
Wells Farge i Un%ted States 60 Tokag pank ) Topan
50 Western Bancorporatilon United States 50 Banque Burepewy de Tokyo c
66 Banca Commerclale Italiana Ttaly a0 Fugi Bank Japan
3% Royal Bank of Canada Canada 80 Mitsul Bank Japan
b6 Toronto Dominion Bank Canada 0 Sanwa Bank Japan
50 Lloyds Bank United Kingdom & Dai~ichi Kangyo Bank Japan
50 Marine Midland Bank United States 60 Kyowa Bank Japan
50 Bancal Tristat? United States 40 Nippon Credit Bank Japan
50 Lorg Term Credit Bank Japan 60 Taiyo Kobe Bank Japan
S0 Banque Europeene de Tokyo C 60 Saitama Bank Japan
83 Banque Commerciale Pour L* . o 80 Sumitome Bank Japan
Eurcpe Du Nord Soviet Union %) Daiwa Bank Japan
33 Industrial National Corp. United States 60 Hokkaido Takushoku Bank Japan
50 Japan International Bank c 80 Industrial Bank of Japan Japan
33 Libra Bank c 60 Bank of Yokohams Japan
50 CeI.Ts Financisl Corpe United States 80 Mitsubishi Bank Japan
€6 Atlantic International Bank c bty Hokuriku Bank Japan
50 Canadian Imperial Bank Canada i -
50 Fidelcor inited States Liticorp United States
66 Fugi Bank Japan 100 Bank of America United States
3% Italian Tnterrational Bank ¢ 100 Chase Manhattan Bank United States
50 Mitsui Bank Japan 100 Bankers Trust United States
33 Mitsubishl Trust and Banking Japan 100 Continental Illinois United States
66 Sanwa Bank Japan 100 Manufacturers Hanover United States
66 Barco de Santander Spair. 100 Philadelphia National Corporation United States
50 Dai=ichi Kangyo Bank Japan 100 Morgan Guaranty United States
33 Seafirst Corp United States 100 Wells Farge United States
50 Citicorn United States 100 - Chemical Benk United States
100 First Chicago CoTpe. United States

Source: CEPAL, on the basis of official data.

a/ Agents are assumed to be lead banks of sﬁndicationS. They were matched with banks that sppeared more than one time

- with the agent in & syndicéted credite The frequency of appearance is merely the mmber of times a bank accompanied
the agent: in syndication divided by the number of syndicates headed by the sgents. Results must be treated as
tentative sirce the sctual number of syndicates hesded by each agent;ﬁas very small,

b/ The symorl C Fer the surtty 5% Almak nficates o Lomsorhome (e
. 3

I

i
v

H
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divided by the number of syndicated credits arrenged by the lead bank. A
Freq&ency of S0% or ﬁore would be very suggéstive of a "working relationship"
between the lead bank and certain participants,

It is seen that three big New York money center banks in the table
_~ManuFacturefs Hanaver, Bankers Trust, Citicorp——show relatively few working
relationships. This is undoubtedly a function of their enocrmous drawing powef
in irternational markets which makes the development of many working relationships
unnecessary for the successful formation of syndicates., However, it is
interesting that many of the working relationships that they had were with other
big New York banks, or other U, S, institutions like Continental Illinois and.
First Chicago, that fall into the big money center bank category ‘and have much
experience as international lenders. This is not surprising because U, S. money
center banks have a tradition of strong operational links; recent U,.S,
goverrment studies have shown these institutions to be closely linked through
interlocking directorates and ownership of each other's stock. 10/

Wells Fargo's affinity group is illustrative of how a smaller regional bank
managed to become a major lead hank for Peru, MNot having the drawing power of
big money center banks, Wells Fargo had to develop a much wider array of working
relationships to insure syndication, Notably, the degree of geogréphic dispersion
- of these relationships is large with respect to the other big lead banks and
there is an obvious attention to exploiting the special links of the U.S,'s
West coast with Japan, Another feature of Wells Fargo's affinity group is that,
like it, many of ths banks were relative newcomers to the international lending
scene in the first half of tha 19701s, (It_will be seen in Chapter 7 that most
of the affinity group also was willing to jéin Wélls Fargo in undercutting market
prices Fm: loans ta Peru, ) In sum, it appears that in order to succeeed as a
lead bank, Wells Férgo had to "try bharder" through inngvation and the development

of relationships with a far reaching number of banks.
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The Bank of Tokyo=—not a giant in the world organization of syndicates—also
appears to bhave relied relatively more on working relationships to form
syndicates, Moreover, its relationships were rather clannish in comparison with
Wells Fargo as almost all the institutions were of Japanese origin,

Fimally the Swiss Bank Corporation maintained a very strorgworking
relationshipg with a few banks of the same national origin and Cresdner Bark
—a giant in syndication——showed a fair number of working relationships which

were very international in character.

4, The relative international character of syndicates

Syndication of loans is symbolic of the internationalization of commercial
bark activities, But how international are syndicates? Table 6.7 shows, for
the period 1972-1976, the percentage value of syndicated credit coming from
barks of arcountry origin distinct from that of the lead bank.. It is seen that
in 1972-1975 between 40% and S0% ofAfhe syndicated credit came from ™international®
sources, giving loans aireaanably éultinational flavor, However, in 1976 loans
had little international character,

The year ﬁ9?65was‘a~s§ecial case and reflects the situation when a country
is on the verge of losing its.creditworthiness. As noted in earlier chapters,
in this year Peru gought large refinance credits to stem the deterioration of
its balance of paymentsj But given that the reguest was under conditions of
geonomic duress, lead banks did not compete for the business; rather the
transaction was seen as a bail out of the external accounts and therefore major
creditors banded together in national groups,—U.S,, Canada, Japan, etc,—-to form
coordinated syndicates with roughly $400 million in rescue finance. As has been
seen in Chapter 5, the terms and conditions of the credit were identical for all

national groups, a further indication of absence of competitiongin syndication.
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Table 6,7

o

PERU: HELATIVEQINTEHNATIGNAQ CHARACTER OF SYNDICATED LOANS, 1972-1976 E/

(Averages) b/

1972 1973 1974 1975 1976
Percentage value of syndicated credit
derived from banks of a country
origin distinct from that of the lead
hank 50.2 46,8 42.3 49,5 17. 3

Source: CEPAL an the basis of official data,
E/ All credits, guaranteed and unguaranteed,
Y/

Weighted by the value of the loans.
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Thus, one can conclude that syndicates do enjoy a relative degree of
international character when banké are actively competing for e client's
business, But once a borrower loses, or is on the verge of ldsing, its
creditworthiness, commercial barks appear to revert to a more clanniéh,
or even collusive, behaviour., Naticnal groupé are formed and coordination
takes place to insure identical terms both within and among country groups,
This arrangement undoubtedly facilitates communication among bankers in the
working cut of a mutually acceptable agreement, But the fact remains that
the competitive advanfages o? syndicéticn are lust to the borrower if it

cannot maintain the confidence of its lead banks and other private creditors,
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Chapter 6

FOOTNOTES

Financial Times.

Ibid.

Ihid,

For a more elaborate descriptien of the process see Bee and/or Miossi.

See Miossi, p., 16.

The largest single transaction was the 210 million refinance credit
extended by U,S. banks in 1976,

See Miossi, p. 16,

For those interested is seeing a list of Peru's lead banks which
incorporates all managers, see table AB.2 of the statistical appendix,

In 1975 the top 5§ (Citicorp, Bank of Awerica, Manufacturers Hanover,
Morgan Guaranty and Chase) of the top 15 lead banks in surocredit
syndication accounted for 67% of the credit mobilization. See
Intermational Herald Tribune, In 1977, of the top 50 lead banks in

syndication, the top 10 were responsible for nearly 60% of all credit
mobilization. See Euromonsy, april 1978.

See U.5. Senate {1974 and 1978).
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Chapter 7

THE DIFFERENTIAL BEHAVIOR OF COMMERCIAL BANKS

One of the conclusions that can be drawn from earlier
analysis of bank lending to Perl is that behavior has not
been totally uniform. It has heen seen that at the level of
individual institutions, some banks have lenf considerably more
resources to the government of Peru than others. It also has been
seen that a bank's importance cannot be determined Just by its
level of authorizations; in the age of syndication certain banks
play important roles as lead banks which mobilize resources on
international capital markets. Moreover, lead banks have shown
different strategies for the organization of syndicated loans.

Likewise, when banks are viewed from the standpoint of
national origin, there are perceived differences in_behavior. In
the case of Peru, American banks have been the overwhelmingly
predominant lender, with Japanese banks a distant second. American
banks also have stood out as the principal lead institutions in
syndication, mobilizing the vast majority of credit.

And, finally, when viewed from the standpoint size, lending
has clearly been dominated by very large institutions. _It was seen
in Chapter 5 that banks in the two largest ranges of asset size
accounted for 78% and 58% of all lending in 1965-1970 and 1971-1976,
respectively. Lead banks in syndicates also tended to be very large
institutions. Smaller institutions certainly played a“@éfp_more
important role in 1971-1976 than in 1965-1970, but notwithstanding
their large number, as a group they remained of secondary importance

as both lenderz and mobilizers of resources.
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For developing country governments it is important to be aware
of the differences in the behavior of its lenders. General policies
of some banks or groups of banks vis-a-vis the borrower may be more
favorable to its interests than the policies of other banks, taking
into account, of course, that what is viewed as favorable may change over
time according to the specific goals of the government and objective
circumstances. Knewledge of behavior in deéiding on which banks
to approach for finance given ceft;in circumstances can help to
elucidate the relative strengths and weaknesses of both parties in
any given bargaining environment. For instance, if a country has a
project to finance, it may be wise to approach banks that have shown
a special interest in that type of loan. If a country wants to
reduce the cost of its credit, it might want to approach a hank that
has shown = tendency to undercut market trends. 1In order to negotiate
a loan under conditions of ecbnomic duress; it might be wise to approach
banks that hav; a special interest in the health of the borrower, because,
for example,/:n unusually large commitment to the borrower, or important
business interests in the domestic economy.

In order to acertain the behavior of commercial banks, one must
penetrate aggregate lending data. Up to now, any differences in the
behavior of banks has éome out implicitly in analysis of material of
broader concern. 'It is the task of this chépter to focus more explicitlf
on revealed différences among banks: The word revealed is used
because analysis is performed only on ex-Eogt }ending to Peru. To

o~

safely generalize one would have to have data off more countries and
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detailed data on the global lending policies and attitudes of each

bank in the study. Unfortunatély, such an ideal research laboratory

is unavailable for reasons which were already stated in chapter 2.

Thus the more crude approach of analyzing behavior vis-a-vis Peru.

The results, of course, are necessarily tentative in nature and
subject to further research. And as will be seen during the course

of this chapter, given the far less than perfect information on all

the banks in the study, one is left on many occasions only to conjecture
" on the different modes of behavior and the motivations behind them.

As for the material to be covered, analysis will enter into both
qualitative and quantitative aspects of behavior. The individual
areas of analysis have been selected on.thé basis of the availability
of data and afe not necessarily interrelated, In the examination,
observations will be made about individual banks as well as groups
of commercial institutions. Frequently the terminology "aggressive"
~and "gonservatife" will be used to characterize lenders., These terms
are not meant to impart a blanket assessment of the value of a bank
'(or b;nks) to the borrower. Fach type of lender can have a more or
less ifavorable effect depending on the objectives and characteristics
of the borrower at any given moment in time. For example, tg the
extent that aggressive lenders introduce cheaper market terms, they.
have an apparent favorable policy from the standpoint of the borrower.
On the other hand, if the willingness of aggressive lenders to finance
any and all activities causes the bqrrower to become lax in its

financial management, then conservative bankers might be the better



-e33 o

source of finance for the borrower. Thus one could use the
classification of aggressive and conservative as being basically
neutral, with positive or negative connotations being added only
according to the particular circumstances of the borrower.
Finally, no zttempt wiil be made to formulate a consolidated
typology of bank behavior based on the pértial analisis of this
chapter., Such a typology, based on the more complete data of the

study, can be found for a selected number of banks in the annexes of

the document.

I. The relative commitments of commercial banks

7 !
In table 5.1 of chapter 5 one saw the relative importance of

individual bénks as lenders to the government of Peru in 1965-
19?O:and 1971-1976. However, the‘ranking of lenders was based on
the total amount of gross authofizations and did not take into
~account the size of the individual lending institution. It there~-
fore wéuld be interesting to adjust total authorizations to the

scale of — e
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the banks in order to detect the relative degree of commitment to Peru.
This approach should reveasl the degree to which individual banks have
extended themsgelves in Peru and could be suggestive of marketing
strategies. It also should be indicative of the leverage, if any,

that Péru has over the banks.l/

In order to adjust data, gfoss authorizations in the period 1965-
1970 were taken as a percentage of the assets of the individual lending
banks, using dollar asset figures for 1969, A similar excercise was
carried out for the period 1971-1G76, with the exception that data on
assets corresponded to the year 1975, 1In order to facilitate intra
- as well as inter - period comparisons, coefficients were indexed.

A coeffi;ieét of 0.5%, which happened to be the highest coefficient

in the period 1965-1970C, was taken as 100 and the rest of the data were
indexed on this base. Then various ranges of the index were established,
classified as high, intermediate and low commitments. Finally, banks were
placed according to how their coefficient corresponded with the various
ranges.

Before examining the table it is worthwhile to point out the
limitations of the data. TFirst, coefficients can possibly contain an
elemenf of overstatement because loans are based on gross and not net
commitments. Also, data are for‘original commitments and account could
not be taken of whether a bank subsequently unloaded the commercial
paper onto secondary markets., Second, there is an important element
of understatement because short term credits are excluded, as are bank
loans for nafional defense purposes. On balance it is difficult
to say Jjust what the net effect of factors one and two were on the

absolute and relative values of the coefficients. The reader
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should bear these points in mind when using the data.

Table 7.1 shows that some of the baﬁks classified as major
lenders in Chapter 5 for the period 1965-1970C also were at the
top of the scale of relative commitments for the same period.
Bankers Trust, Continental Illinois and Manufacturers Hanover,
all major lenders in terms of the valve of their authorizatioas,
also were the relatively most committed to Peru. The other major
lenders ~ Citicorp, Chase Manhattan and Bank of America - were
decidedly less committed, suggesting more conservative lending
strategies with regard to Peru. Citicorp, which was in the highest
group of major lenderé, had a relative commitment that placed it
only in the intermediate ranks of table 7.1. The relative
commitments of Bank of Amefiga and éhase Manhattan also were
significantly less than proportional to their positionsaé lenders
based on the absolute level of authorizations.

As for the intermediate lenders, Bank of Nova Scotia and
Franklin National Bank stand out for their very significant level
of relative commitment to Peru. It would appear, then, that in the
60's these banks had a view on Peru that was somewhat more positive
than mény other lending institutions.

The other aspect of the relative commitments in the 60's
is that no bank's commitment to Peru exceeded 0.5% of total
assets. It is clear, then, that the absolute weight of Peru in the
total portfolio was very 1low even for the most heavily committed
lenders. This reflecﬁs the agerqld dictum of prudent barking that

risk can be minimizéd'through loan diversification,
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Table 7.1

PERU: RELATIVE COMMITMENTS OF COMMERCTIAL BANKS-TOTAL AUTHORIZATIONS
A4S A PERCENT OF TOTAL ASSETS, 1965-1G70 AND 1971-1976%

(100 = 0.49%% of tatal assets)

1965-1970

1971-1976

Level of commitments

and names of banksﬂ/

International
rank of bankf/

Level of commitments
and names of hanksE

Internaticnal
rank of bank®/

Ao

100-80,0

Bankers Trust 11
Continental Illinois 22
Manufacturers Hanover 5
INTERMEDIATE

79+9-60.0

Bank ~f Nova Sentia Ly
Franklin National Bank 78
59.9-40.0

Schroders Ltd. 197
Charter New York Corpe 39
CITICORP 8
First National Bank of Boston 59
3949=-20.0

Chase Manlattan Z
Bank of America 1
Natismal Detroit Corp. 57
Crocker Natlonal Bank 48
Toronto Dominion Bank 54
29!

<20

Roysl Bank of Canada ° 12
Banea Commerciale Italiana 25
Morgan Guaranty Trust } 6
Westdetrtseche Landesbank Girozentrale 14
Philadelphia National Bank 9b
LLoyds Bank ' 33
Western Bancorporation &
Bank of Tokyo %

EEEH

> 668.9

Libra Bank

Euro American Bank

668,5=-510

Atlantic Internstional Bank
Asian and Buro American Eank
509.5-343

Banque Eurcpeene de Tokyo
hssocliated Japanese Bank
342,9-175

Iran Qverseas Investment Bank
Western American Bank

Nippon European Bank

Japan International Bank
Banque de la Societe Fingnciere Europeens
Wells Fargo

174.9-100

Italian International. Bank
Bancal Tri-state Corp.

" United’Inteinational Bank

Inter-Union Rank

: London and Continental Banks Ltd.

Internatiénal Mexican Bank
European Brazilisn Eank

.. American Express Int. Banking

INTERMEDIATE

93.9-60

Bank of Nova Scotia

Banque Commerciale Pour L' FEurope Du Nord
International Commercial Bank
Crocker Netional Bank
Fidelcor

Philadelphia National Bank
Toronto Dominion Bank
Grindlays Bank

Manufacturers Hanover

First Pennsylvania Corpe
ColeT, Financial Corperation
Banque Canadienne Natiomal

Banque Continentale Du Luxemhoura
59.9=40

Benque Buropeeng de Credit
Bankers Trust

Orion Bank

Continental Illinois Bank
Franklin National Bank

CITICORP

RAoyal Bank of Canada

301(c)
201(¢c)

201(c)
301(¢)

z01(¢)
201(¢)

301

301(c)
301{c}
z01{e)
301{e)

201(c)
199

z01(e)
301(c)
z01{e)
201(c)
301(c)
22%

53
195
301(c)

79
203
144

154
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Table 7.1 {coneluded)

1965-1970 1971-1676
Levels of commitments Internationsl Level of commitments International
and names of banks_bf rank of hanlqE/ and names of bank_s_ﬂ_/_ rank of bank,E/

EQE
39.9-20
Bank of Montreal 45
Anthony GIBES 301
Industrial National Corp. 260
U.B.AF z01{ed
Dresdner Bank 14
Trade Development Bank 219
Chase Manhsattan I
LLoyds - Bank I
First Chicago Corporation 35
Bank of Tokyo 28
Morgan Guaranty Trust 19
Bank of America 1
Shamut Corporation 24
Nomura Securities d/
Cleveland Trust Co. 15t
Midland and International Bank 201(e)
Banco de Santander 112
Long Term Credit Bank 4
Centran Corp. 258
Marine Midland Bank 77
Banque Francaise Du Commerce Exterieur 174
Chemical Bank 23
Esnque Worms 286
Schroders Ltd. 01

. Security Pacific Corp. Sh

! Deutsche Bank 6
Western BanCorporation 39
Fugl Bank 13
Swiss Volksbank 143

20

The Remsinder of the Bank in the Study e/

Spurce: CEPAL, om the basis of offielal data.
E/ Exercise = on authorizatioms without a guaranteeof and export credit sgency.

3/ Authorizations calculated as & percentage of bank assets. The asset size for the period 1965-1970 is based on
1969 data presented in The Banker Jume 19701 asset size for }1971-1975 is based on 1975 deta presented in
The Banker, Jime 1976. ~Where s bank did nmot rank in the top 300 of world banking, asset size was determined

Trom 1975 balance sheet dsta of the Banker Research Unit's Who Owns Whom in World Banking, 1976. Other
sources used to determine asset size were the Japan Company Wandbook and TNE Times J00U. Banks for which no
asget dats could be secured were excluded from the exercise (see footnote e).

_<_:./ The ranks are based on the list of the top %0 in World Banking prepared by The Banker. The ranks for 1965-1970
are based on 1969 asset size presented in The Banker, June 19703 the ranks for 1971-1976 are based on asset size
in 1975 as presented in The Banker, June 1976, Banks that did mot figure in the top 300 are ranked as 30l.
The letter "e" in parenthesis designates a consortium bank.

df Wot ranked in The Banker.

&/ For the following banks no asset data were auxilable: Banque de L'Union Europenne; kenque Internationale A
Luxembourgy Balfour Williasmsons Commerce Union Banks La Salle Natinnel Bankj Hothehild Imtercontinental Bank,
Union Planters Banky Banco Mexicancy Morgan Gusranty and Partnersj llow Banking Corporationy Algemene Bank
NederlandsComCe Internaticnal Bankj LTCB Asias Ltd.j banque Arabe el Int%?nationale D'Investissementy Trade
Lavest Bank and Trust Companyj Banco Atlantico; Banco Nacional de Panama, Banco de Bngotfj First Nationat Bank

of St Louisy Bank Lewy Privat.Bank and Verwalturgesellschafty BankfFur Gemeinwirtschafty industrial
Multinational Investment Ltd; and Liberal Bank.
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Turning to the second period, 1971-1976, one finds some
sfriking changes. Most obvious is the fact that the scale of
relative commitments by banks increased dramatically. Whereas
100 (equal to 0.5% of total assets)was the top absolute level of
relative commitments in 1965-1970, in 1971-1976 twenty banks
exceeded this mark, some by more than six times.

It can be seen in the téble that almost all the banks that
exceeded the base index of 100, and therefore were at the very high
‘end of the period's scale of relative coﬁmitments, were consortium
banks. All the consortium banks were classified as minor lenders
in terms of authorizations; nevertheless, gross loans, as limited
as they were in absolute value, where a considerably higher
percentage of total assets than for regular banks. This indicates
a rather aggressive 1eﬁding strategy. A possible explanation
behind the phenomenon is that consortium banks are relatively small
institutions that operate under the umbrella of their parent banks.
The parents effectively absorb the risks of a consortium's lending,
which is not very great in terms of the size of the parents. Thus,
a consortium bank can commit itself to a borrower to a degree which
othgrwise might be deemed impfudent. At as will be seen shortly,
consortium banks to some extent may have covered the increased risk
through higher than average yields on loans.

Aside from the consprtium banks, the only regular banks with
indexes in excess of 100 were Wells Fargo, Bancal Tristate

Corporation and American Express International.
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Wells Fargo is a curious case. It was seen in €hapter 5 that
this bank was classified as a major lender to Peru, its total
authorizations placing it within the group of top 5 lending
institutions. The bank's relative commitment - the highest of any
regular bank - far exceeds the relative commitment of any of the other
major lenders in the peried, i.e., Citicorp, Manufacturers Hanover,
Bank of America and Chase Manhattan. Thus, Wells Fargo stands out as
having a behavior that is very distinct from its companions in the
major lending group. In terms of Peru, Wells Fargo would appear to
have had by far the most aggressive strategy of the major lenders.
To achieve its business, the bank had to he willing to take on a
position that was much more extended than any of the other major
lenders. In fact, Wells Fargo's relative commitment was nearly three
times larger than the next most committed major lender, Manufacturers
Hanover.

It is no secret that Wells Fargo had special interest in Peru.
In the early 1970's the bank was interested in breaking out gf its
regional'business in the West Coast of the United States and in develoning
an extensive international portfolio. Markets in the industrialized
countries were heavily penetrated by the big established international
bank§. The most attractive LDC borrowers like Brazil and Mexico
were aiready the center of wicious competition among the world's bankers.
Thus the appeal of second and third line borrowers in developing areas.

In 7972 Peru was ripe for penetration because many factors, described
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earlier in Chapters 3 and 4, had made the established international
banks reluctant to deal withlthe government: Moreover, for
Wells Fargo-Peru was logical terrain for a foray into the developing
world; it had recently placed in a high executive post a well-known
and prestigious Peruvian national who had been an important functionary
in the‘Péruvian Central Bank during the prerevolutionary government.
dsing its special répport with Peruvians, coupled with offers of
substantial credit on terms which were favorable compared to that
available from other institutions, Wells Fargo captured-a share of the
market quickly. Pursuing similar policies up through 1974 (which will
be described in greater detail later), the bank came from nowhere‘to
become a major lender to the government of Peru and an important
lender for other LDCs.

As for the two other banks with relatively high commitments-in
Peru - American Express and Bancal Tristate Corporation - they were
of intermediate importance in terms of the value of their authorizations.
They too are likely to have had = geherally aggressive lending policy
towards Peru. Tristate, like Wells Fargo, is a U.5. regional bank
and Peru was probably an easy way to break into the high profits
generated by  lending to LDCs. American Express International is a
well-known late-comer which has had an aggressive attitude on expansion
of international lending. Again Peru was probably a relativel& easy
mark to support its ambitions te become a major world lender. In the

case of American Express, however, its high commitment might be more
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similar to a consortium bank than a regular bank, since American
Express International Bank is only a subsidiary of the much larger

. . . . 2
financial conglomerate, American Express-Corporatlon.——/

The table shows that between 1965-1970 a&d 1971-1976 a number
of banks changed the level of their relative commitments to Peru.
A rise in the relative commitment may have been in response to an
explicit shift in policy at a bank towards a more faveorable attitude

on the

————)
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government. But given the wide scale penetration of LDC markets by
commercial banks during the first half of the 1970's, there is strong
likelihood that any increase in commitment was merely a reflection of a
more genéralAexpansion of developing countries' share of the bank's
portfolio. On the other hand, greater suspicion can be attached to any
significant fall in commitment level. In the aggressive lending
environment of the 70's, any reduction in commitment to Peru would

have required a conscious policy by the bank to counter general trends
and restrain growth of lending. This in turn could very well be
reflective of a more conservative attitude on the part of the bank
towards the military government.

It was seen in Chapter 5 that two major lenders in 1965-1970,
Bankers Trust and Continental Illinois, fell to an intermediate level
of importance in 1971-1976. But it is seen in table 7.7 that there
also was a rather sharp declinerin their relative commitments to Peru
between the two periods. This could very well be indicative of a change
in attitude on Peru, invelving a relatively more conservative policy
with regard to lending to the government in the 1970s. Also, hidden
in table 7.1 is a considerable fall in the level of commitment of
Manufacturers Hanover in 1971-1976. Thus, while in terms of absolute
authorizations this bank had a position as a <ns1:XMLFault xmlns:ns1="http://cxf.apache.org/bindings/xformat"><ns1:faultstring xmlns:ns1="http://cxf.apache.org/bindings/xformat">java.lang.OutOfMemoryError: Java heap space</ns1:faultstring></ns1:XMLFault>