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– The Debt Crisis and Its Aftermath –
I.  The Central Problem 

—debt itself is not necessarily a problem; rather, it is a matter of how and whether or not 

it can be serviced
II.  Basic Time-Line

  
A.  1944: the Bretton Woods Agreement establishes the gold standard and fixed 

exchange-rates for international currencies, with the US dollar as the lynch 

pin of the new system

 
B.  1960s: beginnings of erosion of US dominance

  

1.  renewed economic competition from West Germany and Japan 

  

2.  decline in US rate of investment caused by outflow of US dollars for 

Vietnam, for running costs of TNCs, and for overseas expansion in general

  

3.  expansionistic (i.e., inflationary) domestic and foreign policies of 

Kennedy and Johnson

  

4.  attempt to stem the outward flow of dollars by imposing severe 

banking restrictions; this, however, only serves to stimulate the 

growth of offshore finance in the Euromarkets

  

5.  post-1968 downturn of US economy serves, once again, to stimulate 

yet further growth in the offshore markets

C.  1968–1969: growth of Euromarkets

  

1.  Euromarkets develop floating-rate notes
 and, subsequently, syndicated 

loans

 

2.  these two financial innovations permit massive loans to be floated by 

means of considerably limiting risks and the need for securities

  

3.  the overall effect is a massive expansion of liquidity since, 

hypothetically at least, the security of floating-rates reduces both 

risks and the need for securities
 to cover the loans

 
D.  1971: continued US economic instability 

1.  Nixon unilaterally suspends gold convertibility and, consequently, 

devalues the dollar 

  

2.  thus crippling the BWS
 by scuttling its central tenet of pegged 

exchange-rates

 
E.  1973: by this time the US dollar had lost 23% of its 1968 value

  

1.  Arab-Israeli War (Yom Kippur War)

  

2.  NB interest rates: 6.5–7.0%

  

3.  debt among the LDCs
 reaches US$130 billion

 
F.  1974: First Oil Shock

  

1.  in January, oil prices launch from US$2.80 to US$9.46 per barrel

  

2.  US alone must outlay an extra US$17 billion

  

3.  OECD
 nations thrown into inflationary spiral and subsequent 

recession

  

4.  OPEC
 unable to ‘spend’ surpluses, therefore deposits its oil profits in 

the Euromarkets—the idea of ‘recycling’ petrodollars is born!

5.  lack of demand for credit in the OECD countries (due to the onset of 

recession) spurs the Euromarkets to turn to the Third World for ‘customers’

6.  oil price-hike hits the LDCs hard; they must therefore (either) reduce 

imports by tightening their belts at home and/or (simultaneously) fund both continued economic growth and higher oil prices through loans 

7.  Third World becomes more than willing to borrow from private 

sources since these lacked the typical conditionalities of official aid 

and lending practices

 
G.  1976–1977: interest rates dip, thus encouraging large-scale borrowing, 

especially on behalf of Latin America

 
H.  1977–1978: interest rates rise to 14–15%; Latin American debt snowballs out 

of control

I.  1979 and its aftermath

  

1.  the second oil-shock in October 1979



2.  the West is anxious to prevent inflationary consequences and thus 

adopts “monetarist” policies

  

3.  Paul Volcker (US Federal Reserve) reforms money supply and thus 

imposes monetary squeeze

  

4.  Prime Interest Rate jumps from 9% to 16%

J.  1980

  

1.  Prime Interest Rate jumps once again in May, this time to 20%

  

2.  Brazil instigates an austerity plan in response to the crisis catalyzed by 

Volcker’s decision at the Fed

 
K.  January 1981

  

1.  Prime Interest Rate peaks at 21.5%

  

2.  Latin America is paying an extra US$1.80 on each dollar it owes with 

every rise in the percentage point

 
L.  1982

  

1.  full-blown debt crisis breaks with Mexico’s announcement of national 

insolvency

  

2.  World Bank report puts Latin American debt at US$125 billion; but the 

inclusion of short-erm loans puts its debt well over US$300 billion

  

3.  international banking establishments had lent 287% of their capital to 

LDCs and 176.5% of that amount to Latin America alone (though by 1988, Latin America’s proportion of that 

same amount would fall to 83.6%)

 
M.  in 1989, the total debt of LDCs reaches US$1.3 trillion

III.  Two Basic Questions

 
A.  Why did the banks continue to lend?

 
B.  Why did the LDCs, especially those in Latin America, continue to borrow?

IV.  Five Main Conditions of IMF Austerity Programs

 
A.  decrease in subsidies to consumers (in many cases, this caused a fourfold 

increase in prices in the LDCs)

 
B.  state gas and oil companies were forced to charge market prices for their 

products (in many cases, this caused a twentyfold increase in gas prices 

and a sevenfold increase in oil prices)

 
C.  wages were frozen at pre-inflationary level

 
D.  cancellation of pro-labor laws and employment practices

 
E.  reduced public spending on infrastructure, transportation, and health

V.  Consequences of the Debt Crisis
 
A.  Susan George’s “Six Debt Boomerangs Affecting the Developed World”
 

  

1.  direct link between environmental degradation and debt crisis

2.  expansion of the drug economy (in many cases, the only 

remaining Third World commodity for which there existed a booming demand; moreover, the drug barons were able, at least to a certain extent, to set its price)

  

3.  developed world forced to use taxpayers’ money to bail out private 

banks affected by the crisis

  

4.  West loses jobs since Third World demand for Western goods falls in 

proportion to their declining purchasing power

  

5.  increasing emigration from Third World countries

  

6.  increasing tendency to war and social conflict in Third World

 
B.  Other Problems

  

1.  threatened collapse of the international financial system led to massive 

state-intervention by Western governments to resupply the IMF with new funds and to increase the IMF’s role in managing the crisis

  

2.  IMF insisted that debtors negotiate jointly with all lenders on 

repayment and also insisted that new loans would only be forthcoming under strict austerity programs, thus slashing welfare and concentrating instead on export-earnings; this, perhaps above 

all, underscores the significance of the term “conditionality”      

VI.  Possible Causes of the Debt Crisis (and Other Contributing Factors)

 
A.  the International Dimension

  

1.  US monetary policy: US expansion of the domestic economy and its 

inflationary effect on the international economy in general

   


a.  the arms race

   


b.  the Vietnam War

   


c.  the Great Society

  

2.  in one view, the US was acting as a “predatory hegemon,” i.e., using its 

leading position in the international economy for its own particular national aims

  

3.  collapse of BWS and lack of a new set of institutions and principles for 

administering the international economy (i.e., lack of will, capability, and cooperation on behalf of the hegemonic power and other great powers)

  

4.  Eurodollars (Euromarkets) and Petrodollars

  

5.  oil crises

  

6.  structure of the international economy itself, e.g., ideological dictates 

of the IMF and World Bank
 

  

7.  offshore banking and tax havens

  

8.  contradictions in the overall nature of international capitalism and 

international finance

 
B.  the Domestic Dimension (National Dimensions in the Third World)

  

1.  end of easy-phase of ISI
 in many LDCs, especially in the end of the 

late-1960s and early-1970s, and failure to redirect their national 

economies into a viable direction

  

2.  military spending and arms procurements

  

3.  the problem of maintaining order while in the midst of the nation-

building process

  

4.  many Third World leaders maintaining rule by manipulating the 

national economy, thus “buying-off” any potential threats (not 

surprisingly, such policies often had a perilously inflationary effect)

5.  poor investments (both national and international) and outright 

squandering of funds

   


a.  Argentina spend billions rearming themselves in preparation for 

the Falklands War

b.  Brazil’s “white elephants”: three nuclear power stations, a 

railroad, and the world’s largest hydroelectric dam; all either unworkable or never even completed       

   


c.  Central African Republic: Bokassa’s “New Vatican”

   


d.  Rumania: Ceaucesceau’s “Palace of the People” (already the 

largest public building in the world when his wife decided to build another like it opposite the first)

  

6.  capital flight (several varieties)

   


a.  investors within a country moving their wealth to another 

country because of perceived economic or political crisis, 

e.g., the Philippines—the US government estimates the total amount of capital flight from the Latin American countries in the 1980s to have been over half the total 

amount of their external debt during this period

   


b.  unscrupulous leaders funneled money into private overseas 

banks and also into tax havens—indeed, approximately to 

the tune of US$30 billion between 1975 and 1985   

VII.  Main Proposals for Dealing with the Debt Crisis

 
A.  the Baker Plan

 
B.  the Brady Plan

VIII.  Some Additional Statistics

 
A.  between 1976 and 1981, Latin America borrowed US$273 billion; it was 

distributed in the following manner:

  

1.  21% to capital flight

  

2.  8.4% to balance of payments reserves

  

3.  8.4% to investment

  

4.  62% to interest payments

 
B.  by 1983, the developing world was transferring more funds to the developed 

world in terms of interest payments than they were receiving in aid

 
C.  from 1983 to 1985, overall capital flows from the South to the North reached 

US$115 billion

 
D.  in 1982, total debt reached US$500 billion

 
E.  in 1989, total debt reached US$1.3 trillion

IX.  Main Case-Studies

 
A.  Argentina, Brazil, Mexico, and Poland

 
B.  Peru (in the mid-1980s)

 
C.  Jamaica
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� e.g., the Interest Equalization Tax of 1963; for good analyses of these policy initiatives and their subsequent effects, see Calleo, 1982 {p. 22 and p. 26}; Strange, 1988 {p. 7}; and Wachtel, 1986 {p. 69 and pp. 98–99}


� for interesting analyses of the role of the Federal Reserve and its relation to the Executive, see Calleo, 1982; Greider, 1989; and Wachtel, 1986


� floating-rate notes function essentially as loans with interest rates pegged 1–2% above the Prime Rate and/or London Interbank Offered Rate (LIBOR)


� loans between a consortium of banks


� e.g., Eurobonds


� the Bretton Woods System


� Less-Developed Countries


� Organization for Economic Cooperation and Development


� Organization of Petroleum Exporting Countries


� Monetarism vs. Keynesianism


� see George, 1992


� see Calleo, 1982


� see A.A.M. Hoogvelt, 1987 {Chapter 2} 


� Import-Substitution Industrialization





