~ A Service of
’. b Leibniz-Informationszentrum

.j B I l I Wirtschaft
) o o o Leibniz Information Centre
Make YOUT PUbllCCltlonS VZSlble. h for Economics ' '

Neto, Arminio Fraga

Working Paper

German reparations and the Brazilian debt crisis:
a comparative study of international lending and
adjustment

Texto para discussdo, No. 92

Provided in Cooperation with:
Departamento de Economia, Pontificia Universidade Catélica do Rio de Janeiro

Suggested Citation: Neto, Arminio Fraga (1985) : German reparations and the Brazilian debt crisis: a
comparative study of international lending and adjustment, Texto para discussdo, No. 92, Pontificia
Universidade Catdlica do Rio de Janeiro (PUC-Rio), Departamento de Economia, Rio de Janeiro

This Version is available at:
https://hdl.handle.net/10419/186340

Standard-Nutzungsbedingungen: Terms of use:

Die Dokumente auf EconStor durfen zu eigenen wissenschaftlichen Documents in EconStor may be saved and copied for your personal
Zwecken und zum Privatgebrauch gespeichert und kopiert werden. and scholarly purposes.

Sie durfen die Dokumente nicht fiir 6ffentliche oder kommerzielle You are not to copy documents for public or commercial purposes, to
Zwecke vervielféltigen, 6ffentlich ausstellen, 6ffentlich zugénglich exhibit the documents publicly, to make them publicly available on the
machen, vertreiben oder anderweitig nutzen. internet, or to distribute or otherwise use the documents in public.
Sofern die Verfasser die Dokumente unter Open-Content-Lizenzen If the documents have been made available under an Open Content
(insbesondere CC-Lizenzen) zur Verfiigung gestellt haben sollten, Licence (especially Creative Commons Licences), you may exercise
gelten abweichend von diesen Nutzungsbedingungen die in der dort further usage rights as specified in the indicated licence.

genannten Lizenz gewahrten Nutzungsrechte.

Mitglied der

WWW.ECONSTOR.EU é@“}


https://www.econstor.eu/
https://www.zbw.eu/
http://www.zbw.eu/
https://hdl.handle.net/10419/186340
https://www.econstor.eu/
https://www.leibniz-gemeinschaft.de/

DEPARTAMENTO DE ECONOMIA

PUC/RJ

JUNHO/1985

TEXTO PARA DISCUSSAO
NQ 92

GERMAN REPARATIONS AND THE BRAZILIAN
DEBT CRISIS: A COMPARATIVE STUDY
OF INTERNATIONAL LENDING
AND ADJUSTMENT*

Arminio Fraga Neto

*

Suggestions fram E. Bacha, C. Diaz-Alejandro, M. Gersovitz, D. Jaffee, C.I.S.
Leal, S. Werlang, and especially W. Branson and P. Kenen are gratefully
E4ER ak - 1 - i i ALIN .:‘

i N3 A en_ 1n

the author was a Summer Intern at the Division of International Finance, Federal
Reserve Board; special thanks for many discussions go to T. Glaessner and R.
Johnson. Thanks also to the CNPg-Brazil, my sponsor at Princeton. The usual
caveats apply strangly.




Ly

German Reparations and the Brazilian Debt Crisis:
A Comparative Study of International Lending and Adjustment

I. Introduction

"It is clear from the discussion that the net results of the

process (...) have been: (1) a constant increase, rather

than decrease, of international indebtedness; (2) a steady

growth in the volume of annual foreign payments to be made

by this country and the other net debtor countries; and

(3) a continuous disguising of the difficulties inherent in

the situation by new international loans."

Moulton and Pasvolsky (1932, p. 301) were, of course, referring to
Germany and the inter-war debt problem, but their statement seems to apply
to the current situation as well. In 1931, under pressure from the depression,
President Herbert Hoover of the United States declared a moratorium on war
debts and reparations, including almost all German payments. In the end of
1982, when payments of reparations would have still been made, Brazil was
rescued from a collapse of its balance of payments by a package that once
again included the U.S. government, this time together with the IMF, private
banks and other institutions. This paper asks whether there is anything
to be learned from comparing these two crises separated by fifty-one years.

Before describing how the comparative analysis will be performed,
some brief methodological remarks are in order. The standard method of
economic research can be described as a never-ending interaction of theories
and tests, in the Popperian spirit. The economist finds himself in the

presence of an event that seems puzzling or cannot be explained by existing

theories (e.g., inflation, collusion, etc.), devises a new explanation, and




submits it to a number of different tests. Not all theories are tested
directly, and not always, indeed rarely, is the whole circuit covered by
the same economist. Nevertheless, this seems to be how the overall
discipline evolves.

The classical view of testing requires that the test be performed
through the use of the model in prediction, but thé profession seems to be
persuaded by less than that, for good reasons. For example, scme
theoriesl may not be amenable to statisticél refutation, because the
necessary data may not exist, because there exist observationally equivalent
models, and so on. The case at hand, a debt crisis, is one in which the
use of standard techniques may be hard.

One could analyze, to almost any level of detail, the events leading
to a debt crisis in one country. Such a time-series examination would not
take us very far, however, because we would be dealing with only one
observation of the event. The obvious way out would then be to examine a
cross-section of similar events. The dynamic nature of debt crises is such,
however, that in order to assess something, a cross-section-time-series
analysis would be called forth. Data and specification problems would
probably be unsurmountable. I have therefore chosen to approach the problem
using the method of historical economics, the term which Kindleberger
(1978, p. 7) uses to distinguish it from conventional economic history.
Thus, the emphasis will be placed on the analysis of economic processes
and structures, and not on the development of new details of fact.

Two debt crises will be examined in some detail, under the light of

©0ld and new theories of adjustment to shocks, and of optimal borrowing. No

formal statistical testing will be performed, but instead a careful

~

discussion of each case will be provided. Such an exercise in small sample



analysis is necessarily rich in qualifiers, allowing a lot of room for
'dangerous’' rhetorical persuasion, and judgment. Still, it is hoped that
the reader will become persuaded by the comparison, and the lessons drawn
from it, as well as interested in‘the research topics that are uncovered.
The paper is structured in the simplest possible way. Sections II
and III present brief reviews of the German and Brazilian experiences,
focusing mainly on the interaction of external shocks, domestic policies,
and foreign lending. Section IV compares the shocks that hit each economy,
and the behavior of some important economic variables. Section V looks
critically at the behavior of countries (as borrowers), and banks (as
lenders). The main conclusion that emerges is that, in bbth cases, some
under-adjustment and over-borrowing took place, leading to an increase in
vulnerability to further external shocks. When these eventually came, the

collépse was unavoidable. The last section draws some of the lessons.




ITI. A Review of the German Experience, 1924-1931.

The end of World War I marked the beginning of one of the most complex
periods of Germany's history. From the Treaty of Versailles to the Nazi
seizure of power, Germany provided the stage fpr a rich set of events that
are still the object of scholarly research in many fields.la In the economic
spheré, the interaction of reparations, government deficits, labor agreements,
and much more, led to internal and external imbalances of considerable
magnitude. What follows is a brief review of the main economic events of
the Weimar period. The focus will be mainly on external factors and their
relation to developments on the domestic side. No new primary evidence will

be used, so that the reader can find most of what will be presented below in

standard references, to be cited as we go along.

IT.1 From Versailles to the Hyperinflation2
After the unprecedented devastation of World War I, Germany was in
the hands of the victorious allied powers. The Treaty of Versailles was
signed on June 28, 1919, sealing the destiny of Germany for some time. It
was agreed that Germany would pay for a large share of the war burden, though
an exact amount was not specified; "a vast blank check" was signed (Angell,
1932, p. 11). A reparations commission was created to study the problem,
and it took almost two years before the size of the payments was determined.
In the meantime, the debate over the magnitude of reparations was
becoming very heated. 1In a famous speech Sir Eric Geddes supported the .

extraction of a larger indemnity: "...I have personally no doubt we will

more,..."3 On the other side the main figure was Keynes, who had dropped

out of the British delegation at Versailles when he felt things were moving



towards aiaster.4 He quickly wrote "The Economic Consequences of the Peace,"
arguing forcefully that the initial reparation magnitudes discussed at
Versailles were too high, and that the peace was in fact a Carthaginian
Peace: "Clemenceau's aim was to weaken and destroy Germany in every
possible way, ..." (Keynes, 1919, p. 150). In addition to a reduction in
repa;ations, Keynes (1919, p. 270) also advocated a "cancellation of Inter-
Ally indebtedness incurred for the purposes of the war," in order to restore
growth.

The final fiqure of 50 billion gold marks (more than a year's GNP at
that point) was reached in April 1921, and was made official in the London
conference in early May. The 'London Séhedule of payments'5 called for
annual payments of 2 billion gold marks plus 26 percent of the value of
Germany's exports. This second item showed some flexibility by tying up
payments to revenues, but it was not flexible enough. After numerous delays,
the reparations commission agreed on August 31, 1922 on a six month moratorium
on all German obligations. In January 1923, in spite of British opposition,
Germany was declared to be in default, and French and Belgium troops marched
into the Ruhr.

The following months rank amongst the most intensively studied periods
in the economics literature. Germany implemented a policy of passive
resistance to the invasion; running very large fiscal defitics as many
revenue sources were lost, expenditures increased with subsidies and unemploy-
ment compensation, and other taxes were not increased. The stage was set for
a hyperinflation and depreciation of the mark that has been the object of

many studies, including Bresciani-Turroni (1937), Graham (1930), Nurkse (1946),

Cagan (1956), Sargent (1983), and many others.6 This is no place to enter

~



into the controversy of whether the inflation was caused primarily by the
budget deficit or by reparations. It suffices for my purposes to quote

directly from Lewis (1949, pp. 23-24):

"A runaway inflation may derive from three sources. First
it may be due to upward adjustments of wages, e.g. under trade
union pressure. As wages rise, prices rise. The advantage of
the increased money wage is thus largely offset, and a further
wage increase is demanded. This leads to a further rise in
prices, and the cycle may continue unchecked. Secondly, it may
be set in motion by the depreciation of the foreign exchange
value of the currency, e.g. because of an adverse balance of
payments. This raises the cost of imports, and therefore the
cost of living. Wages then rise, if linked to the cost of
living, prices rise further, and the foreign exchange value falls
still more, setting the cycle in motion. Thirdly it may be due
to a budget deficit financed by increasing the amount of money
in circulation. If money increases faster than the volume of
goods (and this is inevitable after full employment is reached),
prices rise. This makes the government need more money, the
issue of which causes prices to rise still more. It also causes
trade unions to press for higher wages, and the foreign exchange
value of the currency to fall, each of which enforces the
inflationary trend.

The German inflation had some of all these elements."

It had indeed!

On October 15, 1923 a new currency, the Rentenmark, was introduced,
and soon the inflation ended. The spectacular success of the disinflation
plan has been attributed by most authors to the fiscal reform, and its
impact on the public's confidence in the new currency. With a better system
of taxes the fear of monetary accommodation of budget deficits disappeared,
and hence the relatively low costs of the stabilization.7 Shortly after,

a comprehensive plan aimed at completing the stabilization of the German

economy and reviving the flow of reparations was implemented.




II.2 The Dawes Plan8

The Dawes Plan was made public in April 1924. As mentioned above, it
was part of a stabilization effort, whose "essential aim was to restore
confidence in Germany and permit the rehabilitation of her currency while
at the same time securing reparation for her creditors" (The Economist,
1932, p. 2).

The plan recognized the need for a second moratorium on reparations,
and arranged for an initial loan of 800 million Reichmark.9 The proceeds
from this loan were to be deposited at the newly created Reichsbank, in
order to provide the necessary basis for the new currency. As Kindleberger
(1984, p. 303) points out, the Dawes loan was not intended "to recycle the
entirety of German reparation, as the French sought, but merely to prime the
pump.” As we will see in the next section, it did ignite a substantial
inflow of foreign funds.

In addition to the initial loan, the Plan made the explicit distinction
between the collection of funds within Germany, and the transfer of these
funds to foreign creditors. For the former, the following schedule was

devised:




Table 1: Schedule of Sums to be Raised within Germany

(In millions of RM)

1924-25 1925-26

1926-27 1927-28 1928-29
Budéet Surplus none none 110 500 1250
Transport tax? none 250 290 290 290
Railroad Securitiesb 200 845 550 660 660
Industrial Bondsb none 125 250 300 300
Total 1000° 1220 1200 1750 2500

®An off-budget item.
bInterest payments and amortization.

cIncludes the Dawes loan.

Source: Moulton (1924, p. 31).

The first two periods were 'budget moratorium periods', as no

government budget surplus was required.

The next two periods were 'transition

periods', as the budget was to show a positive balance and the other payments

would also increase. In the 1926-27 period an additional payment of 300 g.m.

was imposed. The final period was the "standard year," representing the

expected steady-state. These revenues were to be deposited in a reparation

account with the Reichsbank.

The second step in the payment of reparations, the transfer, was to

T be CONTIolIIEd by & transfer committee which would, with the cooperation of

German authorities, look after the actual transfer of payments.

Except for



an agreement to be "cooperative," Germany's responsibility ended with the
deposit of payments in home currency. The committee, on the other hand,

"set up no schedule covering the transfer of funds to the allies" (Moulton,
1924, p. 39), taking the view that the export surplus of Germany was largely
unpredictable, and that therefore payments were to be made only when conditions
in the foreign exchange market were favorable. Because of this, if the
amounts on the domestic reparations account went over 2 billion RM, due to
transfer difficulties, the committee would invest the excess funds in Germany.
A ceiling of 5 billion RM was imposed, beyond which contributions to the
account were to be reduced, until the foreign exchange situation improved.9a
Following the spirit of classical transfer theory, no specific provision to
promote trade surpluses was designed. As it turned out this was never a
problem, because capital inflows more than covered the payment of reparations

and the trade deficit.

I1.3 From the Dawes Plan to the Young Plan, 1924-1928

The first five years of the Dawes Plan marked a period of spectacular
recovery for Germany.10 Industrial production more than doubled between
January 1924 and March 1928, and the balance of payments was in surplus in
every year (see Table 2). There was no transfer problem; much to thé contrary,
Germany ran trade deficits in every year except 1926. This meant that, in
fact, a smooth transfer was being made towards Germany, as many authors have
pointed out.

What made all this possible were the massive capital inflows triggered

by the Dawes Loan. These capital flows took mainly two forms: long-term

bonds, which were sold to the public in many countries, but mainly in the

U.S.; and short-term bank credits (acceptances, cash advancgé). Table 3
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gives the approximate figures:

Table 3: German Foreign Borrowing, 1924-1930

(in billions of RM)

Long Term Short Term Unclassifiable Total
1924 1.0 1.5 0.4 2.9
1925 1.1 0.3 1.7 3.1
1926 1.4 0.1 -0.9 0.6
1927 1.7 1.8 0.4 3.9
1928 1.7 1.4 1.2 4.3
1929 0.6 1.1 1.0 2.7
1930 1.6 - -0.9 0.7

Source: The Economist (1932, p. 10).

This injection of resources was crucial because, as Falkus (1975, p. 452)

points out,

"industry was short of capital, the financial markets were
disorganized, the savings of countless Germans had been
obliterated during the hyperinflation, there was a chronic
balance-—of~payments [@rade balancé] deficit at any level

of economic activity short of a depression,...".

A combination of tight domestic monetary policy (with some fine-

tuning) and a high level of demand for working capital led to high interest

rates. 1s helps e e eeTr
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1924 and 1928; in spite of the warnings of Keynes (1919), Moulton (1924),

and others, that Germany would have trouble repaying her debts and reparations.
We will address the determinants of the flow of foreign capital in section V
ahead, so for the moment let us simply note that the availability of capital
was perhaps the key element in the explanation of German business cycles in
the period, as argued by Bresciani-Turroni (1937, pp. 412-413) and

Schmidt (1933), and more recently by Landes (1969) and Falkus (1975). We

can therefore conclude that, throughout the 1924-28 period, capital flows

wére playing the important double role of providing the impetus for the
recovery and financing the trade deficits that arose.l

As Figure 1 indicates, in early 1928, the Dawes Plan has apparently
succeeded: the recovery was strong,and reparations were being paid on
schedule. As it was shortly found out, however, this impression was misleading
in more than one respect.

First, even though the Dawes Plan transfers were being made, the
internal collection of funds was not taking place. As Tzble 4 indicates,
Germany ran budget deficits in every year between 1924 and 1930, except
the first, when it was expected to. According to Moulton and Pasvolsky
(1932, p. 283), on March 31, 1931 the German public debt, federal and local,
totalled 24.2 billion RM, of which 18.2 billion had been contracted during
the 1924-31 period. Thus, the figures for the federal deficits under-
estimate the overall deficits, and we can safely state that the planned
Dawes Plan surpluses never materialized. The classical transfer theory

that was behind the Plan never had a chance to operate, because there was

never any deflationary pressure coming from the budget.
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FIGURE 1

Index of German Industrial Production, 1925-30
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Table 4: Economic Indicators: Germany, 1920-32

Industr%al Whol?sale Real a Real BudgeF c Gross Fixeg
Production Prices Wages I Wages II Deficit Investment
1913 100 100 100 100
1920 61 1,486 78
1921 73 1,911 89
1922 78 34,208 70
1923 ’ 52 16,620 bil. 70
1924 77 136 70 -537
1925 92 139 87 110 10.3
1926 87 129 90 853 10.7
1927 110 135 97 355 13.0
1928 113 136 L 108 1237 13.8
1929 114 131 110 930 12.8
1930 99 114 105 943 10.4
1931 82 98 100 6.5
1932 66 86 94 4.2

aWeekly earnings of Ruhr miners.
b . . .
Weekly earnings, twelve or more industries.

cFederal Government only, in millions of RM. Surplus (-). Fiscal year
ending in March of the following year.

d . . . .
From National Income Accounts, in billions of RM.

Sources: Bry (1960, pp. 326, 327, 362), Moulton and Pasvolsky
(1932, p. 281), and Balderston (1483 , p. 401).
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In addition to the fiscal deficit, real wages rose by more than 50
percent between 1924 and 1928 (see Table 4). This was a consequence of
standard business cycle factors plus the 1918 Stinnes-Legien Agreement which,
in the social-democrat spirit of the Weimar Republic, gave more power to
labor unions.12 Again, standard transfer thebry did not seem to be operating.
Thé belt-tightening process, which called for deflation and real wage losses,
was not set in motion in 1924.

Another key issue concerned the behavior of investment. In terms of
magnitudes, it did reach a peak in 1928, remaining otherwise at fairly low
levels. Even if we accept the explanation that many loans were taken to
finance working capital, and that therefore we should not expect high levels
of investment; the question remains as to the productivity of the investments
that were actually undertaken. Dr. Schacht, the President of Reichsbank,

-pointed out at the time that the records indicated that:

"the expenditure upon the construction of stadia, swimming

baths, ..., planetaria, aerodromes, theatres, and museums,

upon credit concessions to, and participation in, private

business, amounts to a total sum not much below the total

foreign loans raised by the cities" (cited by Harris

(1935, p. 2, £.}).

Finally, the external accounts of Germany were becoming increasingly
fragile as foreign liabilities accumulated. In particular, as shown in
Table 3, the growth of short-term debt made the situation even more delicate.
As pointed out above, most of these credits took the form of bank loans,

which by their nature could be withdrawn in a short period of time. Part

of this money was appropriately used to finance trade, but part of it was

directed towards working capital financing, and government budget financing.

German banks were borrowing short and, in effect, lending long:
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"The German banks, their ledgers swelled with foreign

balances, financed their various public and private under-

takings freely with little thought for the morrow. Beguiled

by a deceptive appearance of prosperity they borrowes short

and lent long; for though their lending was in the form of

short-term loans, the purposes to which many of the loans were

devoted were not appropriate for this type of financing, and

as the event proved they rapidly became 'frozen'." (Harris,

1935, p. 6).

Summing up, in the period 1924-1928 Germany was able to stage an
externally financed recovery. High rates of growth were maintained at the
cost of an increase in the vulnerability of the German economy to further
shocks. Faced with the challenge of paying reparations and growing debt,

Germany would have to deal with higher wages, budget deficits and a relatively

large volume of short-term foreign liabilities.

ITI.4 From the Yodng Plan to the Hoover Moratorium, 1928-1931

As Table 2 shows, all reparations payments up to the standard year
(1929) of the Dawes Plan were made on schedule. For the reasons pointed out
above, however, as early as June 1928 some talk about new reparation
arrangements was already beginning (Kindleberger, 1984, p. 304).

Economic activity had already been showing some signs of cooling down
since mid-1927, as Figure 1 indicates. The turning point came in the summer
of 1928, again strongly influenced by a slowdown in capital inflows. As
Falkus (1975, p. 461) points out.

"...from July 1928 the flow of foreign capital, even at
higher interest rates, dropped markedly. By the early autumn
the Disconto-Gesellschaft was attributing the credit shortage

and stagnation in economic activity to the reduced flow of
foreign funds. 1In May and June some RM700 million had been

e raised abroad; in July., August and September, only some RM30

million."
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In early 1929 a committee of experts led by 0. D. Young met in Paris
to work on a new schedule of German payments. At that point the flow of
credits from the U.S. was sharply reduced as U.S. investors started to place
their funds in the booming stock?market at home, and German perspectives
seemed at best uncertain.13 A short revival nevertheless took place, as
the U.S., France and other countries experienced a short-lived boom and German
exports increased.l4 It did not last very long, however. As the uncertainty
regarding the results of the Paris Conference increased, the dollar was
driven to the gold export point, forcing the Reichsbank to raise the
discount rate from 6.5 to 7.5 percent, and to enforce a rigorous restriction
of credit.15 When the Young Plan was finally put into effect in April 1930
the U.S. stock market had already collapsed, and the world economy was on
its way to the depression.

The Young Plan was basically a rescheduling plan. Among its main
features were: a reduction in the size of the annuities, which would start
at 1.65 billion RM and rise to 2.5 billion RM in five years, and the
provision of a loan of approximately 1.2 billion RM ($300 million). The
present discounted value of the stream of payments was approximately 37
.billion RM, a considerable reduction from the 50 billion figure of 10 years
before. 1In addition to that, the 'transfer protection' system of the Dawes
Plan was eliminated, and Germany was made responsible for the payments in
foreign exchange or gold (but not in Reichsmarks). The annuities were also
divided into conditional and unconditional parts. The latter was fixed at
660 million RM, and could not be postponed, while the former could be

———————Tpostpored up totworyearsT Al internalcoltertton methantEsmE from the

Dawes Plan were abolished, except a special contribution.made by the German



18.

Railway Company for 660 million RM, the wvalue of the unconditional annual
payment. The overall payment was to be simply included in the government's
budget.16 Finally, the Bank for International Settlements was created to
intermediate and supervise the payment of reparations and war debts, and to
float the Young loan.

In 1930 Germany's industrial production declined for the first time
since 1926, and real wages also fell (Table 4). A trade surplus emerged in
spite of a drop in exports, thanks to a drastic restriction in imports and
to an improvement in the terms of trade, but it was barely large enough to
cover reparations, leaving out the payment of interest and»amortization on
loans and bonds. The end of year figures still show a positive capital in-
flow, due mainly to the long term inflow of the first half of the year, which
included the Young Loan. In the second half of 1930, howevef, it became
impossible for Germany to float a long term bond,l7 and short term funds
began to leave the country. Germany was only able to balance her payments
with new foreign loans (mostly short-term), while also losing gold for the
second year in a row18 (see Figure 2).

In September 1930 Hitler's National Socialist Party made its presence
felt in the elections, a fact that increased the uncertainty of potential
creditors, and led to further capital flight and withdrawal of funds. The
internal finances were also running out of control and the currency was once
again losing its base. In early 1931 domestic budget difficulties were still
present, and "the withdrawal of foreign funds from Germany became more rapid.
At the same time foreign loans practically ceased" (Moulton and Pasvolsky,

1932, p. 308).

In March 1931 Germany suddenly announced a customs union with Austria,

ey

generating an international political crisis. The collapse came first in
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Austria, with the Creéitaustalt breakdown in May. A confidence crisis followed,
and a run on the Reichsbank began in early June. Between May 30 and June 6
foreign reserves aeclined by $38 million. On June 5 the German government
issued a manifesto assessing the situation, and calling for a reduction of
the purden. This made the financial markets éven more nervous, and led to
an acceleration in the withdrawal of funds. A week later the stock of
foreign reserves had declined by $130 million, dropping to $445 million.
It was clear to all that, at this rate, the collapse would come very soon,
especially because the Young Plan required a notice of 90 days for the
suspension of payments. Still, the June 15 payment was duly made.

On June 18 Keynes, then in the United States and sensing the urgency

13

of the situation, sent a cable to Hubert Henderson saying:

"Bentley Code Probable American banks continue gradually

withdraw funds position many banks here so weak they will

run no risks merely to help general situation moratorium

or other suspension not fully discounted by banks, and

announcement may make matters worse" (Keynes, 1978, pp. 354-

355).

Two days later Pres%dent Hoover announced a one year moratorium on all
war debts and reparations. A year later these obligations were all but cancelled
in the Lausanne Settlement. Meanwhile, the withdrawal of foreign money
continued, in spite of sharp increases in the Reichsbank's discount rate.

On July 13 German banks were closed for two days, and foreign exchange controls
were implemented, characterizing the final collapse. 1In the end of July,

after an estimated reserve loss of 3 million RM, total German short-term

liabilities still added up to almost 12 million RM,l9 representing about

one-half of the total indebtedness. The German debt was serviced until

1934, when the Hitler repudiation took place, ending the story.



III. A Review of the Brazilian Experience, 1973—198220

As opposed to Germany, in the case of Brazil the period that preceded
the.external shock was one fast growth. The year 1973 marked the end of the
period which became known as the fBrazilian Miracle'. Between 1968 and 1973
Brazil's GDP grew at an average rate of 11 percent per year, while the
annual rate of inflation averaged 20 percent, declining over the period.
Gross fixed capital formation rose from 19 percent to 22.4 percent of GDP,
and the balance of payments seemed to pose no problem. Both exports and
imports went from around 1.9 billion dollars in 1968 to 6.2 billion dollars
in 1973, as Brazil promoted its exports in a booming world trade environment,
creating room for the induced growth in imports. Foreign capital was
plentiful, as indicated by overall balance of payments surpluses in every
year during the period. Foreign exchange reserves went from $199 million
in the end of 1967 to over 16 billion in the end of 1973 (see Tables 5, 6, 7).
As Bacha and Malan (1983, p. 10) point out, foreign debt was an option, as
the absence of foreign exchange constraints allowed for high rates of
investment and growth.

In addition to favorable international conditions, Brazil also benefited
from a high rate of excess capacity in the early stages of the boom, and
from expansionary monetary and fiscal policies. Consumer and housing loans
were expanded, and an ambitious program of public investments was 1aunched.2

In 1973, the monetary base went up 47 percent, thanks to an expansion
in the loans of the Banco do Brasil, and to the already mentioned gain in
reserves.22 As the economy approached full-capacity, inflationary pressures

-———————had—to—be-repressed—through pricve comtrots—sothat—the— Iz percentintiatior—

target could be attained.
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Table 6: Brazil: External Debt and Reserves
(end-of-period, in millions of U.S. dollars)

Medium and Short-Term 0fficial Total Net
tong-term External Monetary External Gross Official
External Debt Debt 2 LiabilitiesP Debt Reservesc Reservesc
1970 5295 1187
1973 ) 12572 6416
1974 17166 5269
1975 2117 4040
1976 25985 6544
1977 32037 2703 1512 34252 7256 5744
1978 43511 4097 1599 49207 11894 10295
1979 49904 5217 1486 56607 9688 8202
1980 53848 8575 1723 64146 6912 5189
1981 61411 10173 1799 73383 7507 5708
1982 69654 9376 6134 85164 3250 -2884
1983 81319 d 7554 7106 95979 3757 -3349

Sources: IMF and Central Bank

a. The 1982 figure is the 'standard, non-registered' debt given in the Central Bank's Annual
?eport, }982. Figures for the other years are obtained from changes in short-term loans
Table 7).

b, The 1980 IMF number is the basis. The figures for 1977, 1978 and 1979 may overstate the
true values.

€. Foreign exchange, gold, SDRs and reserve position in the IMF.

d. Gross reserves minus official monetary liabilities,

23.
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Table 7: Brazil: Economic Indicators
GDP Gov't. Real

Investment 2 Savings & Growth Inflation Deficita:P Wages
1973 22.4 13.6 16.6 n.a. 100
1974 23.9 9.7 29.1 n.a. A 101
1975 25.0 5.4 27.3 n.a. 112
1976 23.3 9.7 43.3 n.a. 117
1977 21.3 20.5 5.7 42.5 n.a. 125
1978 21.2 19.8 5.0 37.6 n.a. 135
1979 20.3 18.2 6.4 55.9 3.0 138
1980 21.1 18.8 7.2 106.5 3.6 126
1981 19.2 18.7 -1.6 113.0 6.0 128
1982 18.4 17.4 0.9 92.0 6.6 141
1983p 15.0 16.8 -3.5 168.3 2.6
Sources: IMF, Modiano (1983, real wages), Conjuntura Economica, Junho 1984

a. As a percentage of GDP.
b. Public sector borrowing requirement minus monetary correction on debt. This is
basically an inflation adjusted government deficit.
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At this point the overall state of the Brazilian economy seemed very
promising, just calling for some short-run fine-tuning with respect to
inflation and monetary expansion, but not much else. The optimistic targets
of the Second National Development Plan do not seem impossible when viewed
under this light, except in that it was implicitly assumed that the world
economy would continue to boom. However, this did not occur as in December
1973 the world economy was hit by a fivefold increase in the price of oil.
This section will attempt to describe the behavior of the main economic
variables in the Brazilian economy in the period between the first oil-shock,
and the collapse which occurred in the last quarter of 1982. As in the
case of Germany, the crisis took the form of a balance of payments crisis,

so I will again place great emphasis on external developments.

III.1 Adjustment to the First Oil-Shock, 1974-1978.

Having watcﬁed the trade balance deteriorate quickly and the money
supply run out of control in the first two and a half months of 1974, the
Geisel government took office knowing that some adjustment would be
necessary. In the words of Simonsen (1980, pp. 10-11), the Minister of

Finance under Geisel,

"pPresident Geisel took office in March 15, 1974, inheriting
repressed prices, a number of commodity shortages and a huge
deficit in the trade balance. In his five year period a
compromise solution was attempted for a number of objectives,
namely: (i) to adjust the balance of payments and to keep a
good international credit standing; (ii) to keep real product
growing at its historical pace; (iii) to control the inflation
rate within acceptable limits by Brazilian standards; (iv) to
promote export growth and to reduce the foreign dependence of
the country through a new program of import substitution.
Times were difficult enough and objectives to reconcile also

contIicring enoughn™
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The immediate consequence of the 0il shock was a 4.6 billion dollar .
deterioration in the trade balance, in spite of an increase in exports
(see Table 5). O0il imports went from 0.7 to 2.8 billion dollars, the rest
of the increases in imports coming from a 35 percent increase in the quantity
imported (Table 8). In spite of some effort to bring inflation down by
reducing the rate of money growth, the economy was still under heavy demand
stimulus. As Bacha and Malan (1983, p. 13) point out,

"it [ghe Geisel administratioi] decided both to continue with

the projects which had been initiated in the previous years

of growing euphoria and, additionally, to launch an ambitious

program of import-substitution in capital goods and basic raw

materials in which foreign capital would have a role to play."

Here we see perhaps the main conflict of goals mentioned above by Simonsen:
no balance of payments adjustment in the short-run would be possible, because
growth was given first briority. The other standard adjustment tool, a

real devaluation, was not considered; at the time a crawling-peg was
maintaining the purchasing power parity of the cruzeiro with respect to the
dollar. Given the decision to opt for growth, the only alternative left

was therefore to borrow.

In the first two years of the Geisel period external borrowing was not
enough to cover the current account deficit, implying a loss of reserves
(Table 6). This loss compounded the effects of a tight monetary policy, and
led to a fall in industrial production in the first twelve months of the
new government. After that, the emphasis shifted back to growth, until the

end of 1976, a year in which GDP rose by 9.7 percent.23 At that point,

1 3 3
infl washeated—up

kel




27.

and wage indexation made sure prices would be sticky coming down. The
trade balance haa improved slightly with increased exports, but not much
progress was being made on the impoft side.

In 1977 monetary policy again became tight, this time implemented with
a shift from standard monetary targets to credit expansion targets.
Thérrate of growth of GDP fell from 9.7 percent in 1976 to 5.4 percent in
1977, leading to a fall in imports which, with a favorable shift in the terms
of trade led to balanced trade after three years of deficit. Gross fixed
capital formation declined from its peak of 25 percent of GDP in 1975 to
21.2 percent of GDP in 1977, still a high rate of investment anyway (Table 7).

The year of 1978 was again marked by moderate growth and falling
inflation. The trade balance registered a deficit of 1 billion dollars, due
mainly to an adverse shift in the terms of trade (Table 8), so that at this
point one could argue that the Brazilian balance of payments had completed
its period of adjustment. Exports had doubled in the five years after OPEC,
growing faster than world trade, while imports were kept roughly constant.

As many economists have pointed out, however, this was not entirely
true.25 Medium and long-term net external debt went from 6 to 32 billion
dollars in the period,26 most of it contracted at floating interest rates.
Already in 1978, before the second oil-shock, the current account deficit was
almost one half total exports, mainly because of a two percentage points
jump in international interest rates (Tables 9, 10). Moreover, the volume
of o0il imports (quantum index, Table 8) went up 30.8 percent between 1973
and 1978, while o0il prices declined in real terms.

This increase in vulnerability to interest rate and oil price increases

may have been justified, given the performance of the Brazilian economy,
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Tables: Brazil: Foreign Trade Indices

Exports Imports 0i1 Imports Terms of Trade Real
P Q P Q P Q Total Exclud- Exchange Rate @

ing 01l
1972 N 76 47 70 22 61 87 72 88.3
1973 56 88 59 85 28 85 95 82 94.8
1974 n 89 91 115 93 87 78 78 97.6
1975 7 98 94 109 9 9 76 76 100.0
1976 82 99 96 108 96 101 85 88 95.2
1977 100 100 100 100 ‘1006 . 100 100 100 91.0
1978 92 13 107 105 101 m 86 84 102.9
1979 101 124 123 15 135 124 79 81 112.4
1980 107 152 164 115 226 107 65 78. 119.2
1981 101 183 182 99 270 104 55 N 94.8
1982 s 164 175 90 259 98 . 54 68 91.3

Sources: Malan and Bonelli (1983), originally from Cunjuntura Economica; and

Fendt and Koksaka (1984).




29.

Table 9:- Brazil: Balance of Payments, 1978-82
(in millions of U.S. dollars)

1978 - 1979 1980 1981 1982 1983p
~ 1. . Trade Balance ‘ - -1024 -2840 -2823 -1202 780 6470
i Exports (FOB) 12659 15244 20132 23293 20175 21890
" Imports (FOB) -13683 -18084 -22955 -22091 -19395  -15429
IT. Services ‘ -6037 -7920 - -10152 -13135 -17083  -13446
(Net Interest) ’ (-2696) (-4185) (-6311) (-9161) (-11353) (-9555)
(Reinvested Profits) (-975) (-721) (-411) (-741) (-1556)  (-697)
I111. Current Account -6990 -10742 -12807 -11735 -16311 -6868
-1V, Capital Movements ‘ 11928 8090 9670 12911 7803 6408
Direct Investment 2046 2212 1532 2326 2547 1354
Long-term Loans 14284 11907 11513 17423 14881 14763
Amortizations -5439 ~-6541 -6706" -7515 -8234 -8010
Short-term Capital(net) 1394 1120 3358 1598 - 797 -1822 -
Brazilian Lending -357 -608 =27 -921 - 594 123
V. Errors and Omissions -639 =130 -343 -414 - 368 -531
" VI. Overall Balance ) 4299 -2692 -3389 849 -8876 -991
Gold Valuation and :
Monetization 4 . 654 421 -238 351 557
Other Valuation Adjust-
ments 249 -55 -45 -93 -66 -30
Change in Monetary
Liabilities 87 . -113 237 76 4335 971
VII. Change in Gross Official
Reserves (-)= loss. . 4639 -2206 -2776 594 -4256 507

Source: IME. The 1982 Bridge loan of US$2339 million was not counted here as a Tong-term
loan, but- as a monetary liability. Figures for direct investment include
‘reinvested profits', an item not included in Table 6, as well as its
counterpart in the balance of services. '
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Table 10: World Economic Indicators, 1973-1983

Real u.s. - U.S. World
GNP Growth Inflation Prime-rate Trade Growth

1973 6.1 5.7 8.0 12.0
1974 0.5 8.8 10.8 4.5
1975 -0.6 9.3 7.9 -3.5
1976 5.0 5.2 6.8 11.0
1977 3.9 5.8 6.8 5.0
1978 4.1 7.4 9.1 5.5
1979 3.5 8.6 12.7 7.0
1980 1.3 9.2 15.3 1.5
1981 1.6 9.4 18.9 1.0
1982 : -0.1 6.0 14.9 -2.5
1983 2.3 4.2 10.8 2.0
Sources: World Economic Qutlook, IMF, 1984, and Economic Report of the

President, 1984,
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but the adjustment could not be postponed forever. One of the key variables,
the real exchange rate, was being kept roughly constant (see Figure 3) asv
the cruzeiro was pegged to the dollar and the value of the dollar did
not fluctuate much in the period. 1In addition, throughout the Geisel term
there was little or no incentive>to reduce ana substitute 0il consumption
becaﬁse the domestic price of o0il sub-products was heavily subsidized.27
Finally, as in the case of Germany, the feasibility of some of the projects
undertaken during the period, such as the atomic energy and the gasohol
programs, was being guestioned.

The second oil-shock, in early 1979, came as an additional reminder
that things could go sour. We now turn to a description of the main shocks

and policies of the period that preceded the crisis which occurred at the

end of 1982.

I1I1.2. The Road to the IMF, 1979—198228

As mentioned above, in spite of tighter monetary and credit policies,
inflation did not come down significantly in 1978, mainly because of adverse
supply shocks and full lagged wage indexation.29 When oil prices started
to rise, the néed for economic adjustment became even clearer. On March 15,
1979, President Figueiredo took office, bringing as his Planning Minister
Mario H. Simonsen, and giving first priority to the combat of inflation.

In August 1979, however, Simonsen resigned from his post because of
overall political pressures against his stabilization effort. To his place
came Antonio Delfim Netto, the well-known economic minister of the 'Brazilian

miracle' of 1968-1973. Delfim brought with him the idea that the way out

E‘] .E] » qa E 3 ! 1’



32.
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and in particular, agricultural growth. This would lead to a fall in
domestic inflation and to a trade surplus, all at the small cost of subsidies
and minimum price guarantees (financed by monetary expansion). As a
consequence, the monetary base grew 64 percent in 1979, as opposed to 45
percent in the previous year.

| On the cost side, strong inflationary pressures were also present:
(i) in November a new wage law was enacted, reducing the readjustment interval
to six months, and granting wage increases in excess of past inflation to
low wage earners; (ii) in December a 30 percent devaluation of the cruzeiro
with respect to the dollar was executed in conjunction with a reduction in
export subsidies and import restrictions. Inflation jumped to close to 80
percent on an end-of-period basis, and foreign confidence in Brazil began to
fade away.

The overall balance-of-payments showed a deficit of $2.2 billion as
imports went up 32 percent, world interest rates continued to climb, the
world went into a recession, and capital flows fell by 50 percent (see Tables
9, 10). A small balance of payments crisis took place in the end of 1979,
beginning of 1980, as the switch from long to short-term financing of the
current account indicates (Table 11). Hoping to have some impact on
inflationary expectations, Delfim also announced at the end of the year that
in 1980 monetary correction (the lagged indexation factor) would be limited
to 45 percent and exchange correction (the devaluation vis-a-vis the dollar)
to 40 percent. As inflation continued to rise (for the above mentioned
reasons) in the first half of 1980, these targets were eventually abandoned.

Still, the devaluation of the cruzeiro in 1980 remained below the cruzeiro-

dollar inflation differential, so that by the end of the year the effects of

the maxi-devaluation had been substantially reduced {see éigure 3).
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The net combined effects of a real depreciation of the cruzeiro (on‘
a period-average basis now), a high level of domestic activity, and a world
recession (Tables 7, 9, 10), led to $4.8 billion increases in both exports
and imports, yielding a trade deficit of $2.8 billion for the second year in
a row. In addition, international interest rétes reacted to a monetary
contraction in the U.S. by rising three percentage points, causing Brazil's

current account to worsen by $2 billion. The Economist (Sept. 6, 1980,

pp. 78-79) announced that Brazil was "crashing through the debt barrier,"
and that "many banks (were) reaching their ‘country limit' for Brazil and

."31 At this point it is conceivable

the flood of new lenders had dried up
that, in the absence of capital controls, a more violent balance-of-payments
crisis would have occurred, driving reserves to zero. 1In 1980 Brazil's

GDP increased by 7.2 percent, but real wages fell as inflation accelerated,
and net external debt went from $46.9 billion to $59.0 billion, including

a significant $3.6 billion increase in short-term liabilities and a $2.8
billion reserve loss (Tables 6, 7). A trip to the IMF was certainly in the
cards at that point.

It was not to be, however. After some partial attempts at policy

changes, Delfim Netto finally opted for what The Economist (Nov. 29, 1980,

p. 61) called a "course correction," accepting that he had "more or less
exhausted the banks willingness to lend his country money--until Brazil is
back on the black" (ibid.). The targets for monetary and exchange rate
corrections were formally abandoned, interest rates were decontrolled, and a
target of 5 percent GDP growth was announced for 1981. 1In order to achieve

this objective a very tight monetary policy was implemented, as documented

for example in Bacha (1983, pp. 330-332). The real money supply declined

~—
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from its 1980 level,32 and real ex-post interest rates went from large and
negative to large and positive. 1In spite of a fiscal stimulus,33 economic
activity declined sharply: instead of growing at 5 percent, GDP fell 1.6
percent.

In spite of a deterioration in the terms of trade, the trade balance
became positive on a $4 billion swing. Bankers were reported to be "looking
happier by the hour" as Brazil‘was "deflating its way out of the deficit"

(The Economist, June 20, 1981). This effort, however, was not paying off,

because world interest rates continued to climb to an annual average of 18.9
percent. As a consequence of this increase in debt service, the current
account improved only slightly, and the bankers found themselves lending the
necessary amounts to cover the deficit, and increase reserves by $594 million.
Little adjustment took place, as the effective exchange rate remained
overvalued and inflation went up slightly. The stage was set for the final
stretch.

The domestic liquidity crunch proceeded into 1982. Interest rates on
consumer loans and working capital remained very high, and the real exchange
rate appreciated even further as the cruzeiro remained pegged to the
appreciating dollar. Imports were still kept very low, but the trade balance
did not improve because exports dropped, following a severe contraction in
world trade (Table 10). At the same time, interest payments on accumulated
debt were increasing the pressure on the capital account. 1In the first quarter
of 1982 a sharp reversal in the financing of the current account took place,

as it had two years before. Long-term loans dropped substantially, and the

gap was filled by short-term loans, mostly obtained through the highly

decentralized interbank market. Domestically, i1nvestment continued to
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decline, going from 21.1 percent of GDP in 1980 to 18.4 percent in 1982,
and economic activity was still depressed. In the first half of 1982
capital flows were sufficient to finance the growing current account with

a loss of reserves of only $1.2 billion. At that point Brazil was still on
its feet, but it is not clear whether the situation was sustainable, even
in- the absence of a liquidity crisis.

In August came the Mexican collapse, and all doubt disappeared. Capital
flows to Brazil were sharply reduced, the level of foreign exchange reserves
was declining, but a decision was made not to stop payments. Brazilian
businesses and government were complaining that the Argentinian and Mexican
crises were undermining Brazil's ability to address its own balance of
payments problems,34 but in general not too much noise was made because the
government was trying to put on a good show, in order to do well in the
upcoming November elections. In this spirit, a trip to the IMF was rejected
on the grounds that Brazil could solve its own problems without submitting
itself to the IMF medicine. As the quarterly summary of Brazil's 1982
balance of payments indicates (Table 11), this would turn out to be impossible.

After the Mexican crisis, a sharp reversal in the pattern of short-term
capital flows took place, as well as a reduction in long-term loans.

In the last quarter of 1982 alone the capital account showed an outflow of
$1.3 billion, and the overall balance of payments showed a deficit of §$5.7
billion. The situation would have been even worse if capital flows had not
been under strict control, but in any case Brazil had to call for help in
order to be able to meet its payments. A well known emergency package35

was put together by the banks, the IMF, the U.S., Treasury and the BIS,

Ieading to an overall increase of $4.4 billion In official monetary
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liabilities in 1982. Net reserves crashed from $5.7 billion at the end

of 1981 to minus $2.9 billion at the end of 1982, characterizing a balance

of payments collapse.




Table 11 : Brazil: Current Account Financing, 1979-82

(in $ millions)

Current ~ Long-term Short-term Reserve
Account Financing? FinancingP Loss®
1979:1 -2251 1476 - 280 811
2 -2247 1461 350 1193
3 -2952 1661 -51 1084
4 -3292 2210 829 238
1980:1 -3649 734 1335 2157
2 -3183 1619 162 1505
3 -3505 2077 543 334
4 -2470 2529 679 -489
1981:1 -2870 1664 913 503
2 -3077 Q 2788 -350 298
3 -3116 2993 -177 -144
4 -2671 4258 842 -1308
1982:1 -3640 1117 1818 455
2 -4181 3038 758 803
3 -4493 2503 -125 1698
4 -3996 1257 -2515 1317

¥Net long-term loans plus direct investment.
Net short-term loans.

CThe 1982:4 figure includes the bail-out package of $4177. As opposed to
Table 9, gold revaluations are not taken into account.

Source: Boletim do Banoo Central do Brasil (various issues).

~



1V. Germany and Brazil Compared

Having covered in some detail the international collapses of Germany
in 1931 and Brazil in 1982, we now turn to a comparative analysis of the two

events.

.1l VEconomic Structure and Basic Facts

From the end of World War I to the Hoover moratorium the German
economy was burdened with the payment of reparations. After an apparently
successful period of externally financed growth, Germany was caught by the
depression, and a crisis was inevitable. With some gualifications, we can
tell a similar story for Brazil in the late seventies and early eighties:
in 1973 the Brazilian economy was hit by a large and exogenous oil-shock,
followed by a similar period of growth-with-debt. After that, a combination
of many factors, including higher oil prices and interest rates,; and low
levels of world economic activity and trade, led to a crisis in the last
guarter of 1982.

These are, of course, standard explanatory factors of the current
debt crisis. Bacha (1984), for example, decomposes Brazil's current account
deterioration into a terms of trade deterioration, interest rate shocks;,
and a 'retardation of world trade growth' effect, all countered by domestic
policy actions. Dornbusch (1984) shows that most of the accumulation of
foreign debt in the 1979-82 period can be accounted for by 0il and interest
shocks (and lack of domestic adjustment). Khan and Knight (1983) emphasize
external factors (terms of trade, growth in industrial countries and foreign

real interest rates) as well as domestic factors (fiscal deficits, real

effective exchange rates) in a study of the developing countries as a whole.

—~—
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Cline (1983) follows similar lines, and many other examples could be given.
The fact is that, independent of the role played by domestic policies in
these analyses, exogenous external shocks always appear as important
factors in the explanation of the Brazilian debt crisis.

If we accept this view of ‘'debt as reparations', it is natural to ask
whether the shocks that hit Germany and Brazil were of comparable order of
magnitude. To answer this question I follow Machlup's (1964, Ch. 15)
approach. There it is suggested that the relevant magnitude (reparations
or debt owed) should be contrasted with gross domestic product and exports.
The ratio to GDP would give a measure of the extent of the domestic budgetary
problem, i.e., the domestic raising of funds, and sharing of the burden.
The ratio to exports, on the other hand would indicate the degree of the
transfer problem, i.e., the conversion of domestic funds into acceptable
international means of payment. These measures suffer from a number of
shortcomings, such as being static and ignoring imports, but they serve as
a first approximation. Table 14 presents these ratios for two periods,
for both countries.

For Brazil the period was divided into two sub-periods, 1974-78 and
1979-82, for reasons already pointed out in the previous section. Given
that little or no adjnstment took place in the 1974-78 period, it is likely
that the figures for the second sub-period (based on 1978 oil imports)
underestimate the actual burden.

For Germany the sub-periods were 1925-28 and 1929-31, the former
being a period of balance of payments surpluses. Since estimates of national

income only exist for the years of 1925, 1929, and 1932, the numbers in
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Table 14: Transfer Burdens

(in percentage terms)

Brazil Germany
1974-78 1979-82 1925-28 1929-31
A/X 26.7 29.8 13.2 14.6
A/Y 1.8 2.5 1.9 3.5

Source: Tables 2, 5, 6, Machlup (1964), Conjuntura Economica.

annual average of reparation payments in the period.

Germany: A
X = annual average of exports.

Y = national-income estimates-for 1925 and 1929, from Machlup
(1964, p. 383). See text.

Brazil: A = oil imports in excess of 1973 (for 1974-78) or 1978 (for
(1979-82).

X = annual average of exports.
Y = the ratios to GDP are obtained by multiplying the first

ratios by the exports/GDP ratio from the national income
accounts, Conjuntura Economica, Junho 1984.

Table 14 must be taken as rough approximations only. In order to minimize
distortions, and still be able to differentiate between periods, the burden
figures used for these ratios were those corresponding to 1925 and 1929,
instead of the period averages used for the comparison with exports.

In addition to these caveats, the nature of the shocks must be taken

into account before we can accept the conclusion that Germany and Brazil

faced similar burdens. 1In particular, as Marion and Swensson (1984) have
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and between anticipated and unanticipated changes lead to different optimal
dynamic responses to shocks. The case of reparations is the easiest, so
let us examine it first. It is probably fair to say that, after World War I
began, agents attached a certain probability to a German defeat. As a
consequence, the payment of reparations must have been, at least in part,
anficipated. Given that Germany was at war, however, it is unlikely that
the optimal policy of early adjustment could have been implemented. Thus,
the reparations had almost the effect of a full surprise. The case of the
oil-shocks is more complex, so I shall call upon Gately's (1984) survey for
help. The average view quoted there charaéterizes the first oil-shock as a
not fully unanticipated shock, but a permanent one in the sense that oil
prices would not return to pre-1974 levels. The second oil-shock was again
a partial surprise, with the effect of reinforcing the view that the first
shock had been permanent. Finally, the price elasticity of oil-demand must
be taken into consideration. In the short and medium run this elasticity
is usually taken to be very low. 1In the case of Brazil, we saw that no
adjustment in consumption took place, because the internal price of oil was
heavily subsidized. On the supply side there was some adjustment, as
domestic oil production increased by 24% in the 1973-82 period. To be on
the safe side, the second period burden was then measured with reference to
1978 o0il imports.

On the whole, it seems that Brazil and Germany faced similar problems.
The burdens to GNP were of comparable magnitudes, whereas the relation to
exports differ to the extent that Germany was a more open economy.

The remainder of this section will examine some important macroeconomic

variables in each country. The main focus will be on short-run adjustment,
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leaving the dynamic long-run process to the next section. In the background
the reader should have in mind a simple macro model such as those of Dornbusch
(1982) and Simonsen (1984). These models tell us that, in the short-run,
adjustment to an adverse balance of payments shock requires a devaluation

of the exchange rate, and a reduction in domestic absorption.

7 Let us begin with wages. A basic result in the field states that a
real devaluation requires a fall in real wages, as measurad in terms of
traded goods. In the two episodes considered in this study real wages

rose in the period that followed the first external shock. This indicates
that no real adjustment took place, at least until the economies were hit

for the second time, and real wages fell. The classical Hume-Mill adjustment
theory,36 which relied on the flexibility of wages and prices, was never
given a chance to operate because, as we have seen, both countries opted

for the financing of shocks, not for deflation. One can, however, conjecture
that, under union pressure in the case of Germany, and wage-law pressure in
the case of Brazil, the adjustment would have been just as costly early on

as it turned out to be afterwards.

This discussion leads to an important instrument of agqregate demand
control, the government's budget. In both cases the government seemed to be
expanding when, again, standard theory called for a contraction. 1In the
case of Germany there was pressure to bring the economy back to its pre-war
level, whereas in the case of Brazil the pressure was on economic development.
In addition to the overall level of aggregate demand we must also analyze

the composition and maturity of government investment. 1In the cases we

are looking at, there was a tendency to finance long-term projects with
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short-term loans, a fact that accounted for part of the increase in

vulnerability that preceded the crisis.

Another important issue is the one recently stressed by Dornbusch

(1984, p. 1):

"0il, U.S. interest rates and the 1981-82 world recession

are often isolated as the chief causes of the world debt

crisis. But these factors have only made much more apparent

and unsustainable an underlying disequilibrium in which

exchange rate overvaluation and/or budget deficits were

perpetuated by continuing and excessive recourse to the

world capital market."
In the specific case of Brazil, it is hard to tell whether an eventual
collapse could have been avoided had the 1981-82 recession not taken place.
The main point is, as Dornbusch points out, that the initial external shocks
were fully accommodated by budget deficits, and that therefore there was no
adjustment. This is a subtle point, because a country can run budget
deficits without being in external disequilibrium, as is made clear when we
look at the national income identity:

increase in net

foreign liabilities =M - X + rF = (G-T) + (I-S)

where:

M = imports

X = exports

r = interest rate on debt

G-T = government deficit

I = private investment

S = private savings

F = net foreign liabilities (previous period)

Both Germany and Brazil accommodated their respective current account

an intertemporal maximization framework. Let us assume instead that we
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are in a distorted short-run situation where savings and imports depend on
current income, investment is given, and the real exchange rate is fixed,.perhaps
because of wage indication. Let prices be sticky, so that output is demand
determined. 1In this case, an exogenous deterioration in the current

account will lead to arecession if it is not accommodated by an increase in
thérbudget deficit. This can be taken as a stylized interpretation of the
German and Brazilian experiences. As we will discuss ahead, when we consider

a longer horizon, it becomes unlikely that these policies of full

accommodation were the correct ones.

The next issue that arises is related to inflation and the financing
of the budget deficits. Here the two cases differ a lot. Germany was under
the gold exchange standard, and hence the deficits were financed by domestic
and foreign borrowing. Inflation was never a problem. Brazil, on the
other hand, was not under any strict constraint; much to the contrary, the
structure of the monetary system was such that increases in money demand
were almost automatically accommodated. Thus, as we saw in section III,
inflation and monetary policy played importaht roles in the period under
consideration.

Finally, let us touch briefly on three other topics: exchange rates,
trade structure, and capital flows. The first did not play an important
role in Germany because, as we mentioned, it was a period in which the gold
exchange standard ruled. Germany's real exchange rate appreciated slightly3
in the period, but not as a result of any deliberate policy. Brazil's trade
weighted real exchange rate (see Table 8) remained roughly constant up to

1978, again indicating no adjustment, and, after the devaluation of

December 1979, appreciated substantially. This perverse move, given the
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balance of payments situation, was caused at first by the policy of fixing
the rate of devaluation at low levels, and then afterwards by the policy
of maintaining the real dollar rate constant when the dollar was appreciating.
The last two items point to important similarities. According to
Angell (1930, p. 84), Williams (1930, p- 4), énd Falkus (1975, p. 452),
Gefmany's trade structure was weak in the sense that it was heavily dependent
on imported raw materials and foodstuffs to produce its manufactured exports.
Brazil is constrained in much the same way, as it depends on imported capital
goods and imports (such as oil) to maintain its production of manufactured
goods (more than half the exports). Finally, as we saw before, capital flows
were important, if not determinant, factors in the explanation of economic

fluctuations, in both cases.

1v.2 Borrowing, Lending, and the Crises

We are now ready to look at each economy's path towards the collapse.
The first point to note is that after being hit by the initial shocks both
countries decided to borrow, and therefore postpone the adjustment. Germany
had been a booming economy before World War I, and was facing strong internal
pressures to bring the standard of living up to where it had already been.
In addition to that, there was clearly need for a period of trade deficits
given the overall state of the economy, and its above-mentioned trade structure.
Brazil made a similar move after OPEC, getting a number of large projects
started, perhaps in the hope that the shock had been temporary. Given the

maturity of these projects, the expectation of adequate financing was a

key determinant of the decision not to adjust. At that stage, real

the savings from the oil-countries applied pressure on financial markets.
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As many have pointed out, a gamble was taken in both cases, but not an
unreasonable one, given the structures of both economies, and the potentiaily
high costs of short-run adjustment policies. There were other costs,
however, and they came in the form of an increase in the vulnerability of
each economy to further shocks, as discussed in sections II and III above.

After the second shocks, the two economies followed somewhat different
trajectories. 1In Germany, the shock came in the form of a contraction and
subsequent reversal of external capital flows. Shortly after the German
downturn the great depression began, and Germany was forced to adjust by
restricting domestic activity and curbing imports. Even if Germany had been
granted some debt relief, or rescheduled her payments, it would have been
impossible to avoid a fall in domestic activity, because there were no export
markets available.

Brazil on the other hand, was again faced with a choice after oil-prices
went up for a second time, and interest rates started to rise. External
funds were still available, and, after a short adjustment attempt, Delfim
Netto took over and opted to postpone (or avoid) adjustment for the second
time. This seems to have been a crucial mistake. Standard theory of optimal
borrowing and savings tells us that temporary shocks should be financed, and
pPermanent shocks should be adjusted.39 This time, as mentioned above, the
second oil shock should have eliminated any doubts that higher o0il prices
were not a temporary phenomenon, and thus some adjustment should have been
imposed. 1In addition to that, these shocks hit an economy with an already
substantial volume of foreign debt, and drove the transfer burden to

unprecedently high levels. As interest rates continued to rise, and the

world went into a recession, it became clear that some adjustment would be
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necessary. The decision to switch gears came in late 1980, as already
described, and involved mainly a contraction at home. The exchange rate

was not used as an instrument, and the trade balance improved mainly because
of an excellent export performance in 1981. After this interval the picture
begins to look like Germany again. The adjustment at home was extracting a
héavy tcll on the economy, and the inflow of foreign capital was becoming

a binding constraint.

The events that followed the Mexican crisis, in August 1982, and the
beginning of the depression, in October 1929, have already been described in
the previous sections. We will therefore focus on a particular issue,
namely capital flows and the behavior of lenders, and its relation to current
theoretical views on international borrowing and lending. Three questions
will be addressed in turn: Why do countries borrow? Why do banks, or bond-
holders, lend? Why do problems occur?

The first question is perhaps the more straightforward of the three.

To answer it I can do no better than present

Gersovitz' (1984) list:40 countries borrow to smooth consumption (when faced
with temporary fluctuations in income), to invest, to finance adjustment,

and to finance trade. The first two reasons come directly from standard
models of optimal borrowing, which tell us to equate the discounted marginal
utilities of consumption, and to invest until the marginal product of capital
equals the marginal cost of capital. The last two reasons haven't been

fully analyzed in formal models, but are quite intuitive. 1In particular,
when adjustment costs are present, the benefits from a full and immediate

adjustment to a permanent shock have to be balanced against the costs of

doing so. Examples where such costs could arise include the short-run
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rigidities discussed above, costly inter-sectoral reallocation of capital,
and others.

What then can we say about Germany and Brazil? It seems clear that
these countries borrowed for all these reasons, and it may therefore appear
arbitrary to blame a single reason for an overall excess. Let us examine
oné at a time. The investment motive is perhaps the hardest of all to
analyze, because we need figures on profitability at the margin. In
principle, the investment borrowing that took place in Germany and Brazil
was justified by the opportunities that existed; in practice, however, we
saw that the projects chosen were not always adequate. Consumption smoothing
was certainly not a valid reason for borrowing in either case. Reparations
were a long-lasting shock, and so were higher oil prices, at least after
OPEC II. Trade financing was another valid reason for borrowing in both
cases, but only up to a certain extent. In the case of Brazil, anecdotal
evidence indicétes that trade, and other short-term credit lines, were being
used to finance the balance of payments since 1980, when a small crisis took
place. Germany also resorted to short-term loans, to finance working
capital and longer-run projects. Needless to say, these financing strategies
were inadequate for the purposes at hand; but more important is the under-
lying question of why did the appropriate financing become unavailable.

We will briefly address this question ahead, but before that let us examine
the last borrowing reason. The adjustment motive makes sense if it serves

to reduce the necessary speed of adjustment, but not to eliminate it. In

the case of Germany it seems that very little or no adjustment took place

in the 1924-28 period, so we can conclude that there was some overborrowing.

In Brazil, the period of 1974-78 was again one in which there was no
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adjustment. Here perhaps the borrowing could be justified from a
consumption smoothing point of view, if the first oil-shock was mistakenly
Seen as temporary. For the 18 months starting in August 1979, however,
there was no excuse for borrowing without some adjustment.

From the discussion in the last two parégraphs one is led to conclude
that, in both Brazil and Germany, some overborrowing and under-adjustment
took place. The next question is then why did the matching overlending
take place. Guttentag and Herring (1984, and references therein) have, in
a series of recent studies, provided us with a number of explanations for
this behavior. The first one is related to what they call 'disaster myopia';
a phenomenon which may cause economic agents to basically ignore large
disastrous events (such as debt default) which have low probabilities of
occurring. The second one has to do with imperfect information and faulty
analysis of loans, and states that, for a number of reasons,41 banks
misassessed the risks involved. Finally, they also mention the incentive
effects related to the existence of deposit insurance, and to the implicit belief
in a lender of last resort. This is a standard moral hazard argument which
leads to excessive risk taking. It also helps explain ths so-called ‘herd
behavior' of banks, who tend to keep similar exposures in the belief that the
industry as a whole would not be allowed to go under.

To these explanations of Guttentag and Herring I add two more. The
key element in both is the fact that, in principle, every international
loan has two risk components: one that is unique to each individual borrower
('project risk'), and one that is related to macroeconomic conditions, and

increases with the sum of micro-risks ('country or foreign-exchange risk').

Overlending then occurs when either risk factor is ignored. Diaz-Alejandro

~—
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(1984, p. 12) provides a very interesting example of the first case: after
a large bail-out operation in 1977, all private loans to Chile became
de facto guaranteed by the government, so that the project risk could be
ignored. This compounded the effect of Chile's exchange rate policies, and
led to massive capital inflows. The second cause of overlending can be
interpreted as an externality: if, for any reason, each individual lender
is small and takes the macro-risk as given, or ignores the contribution of
its own loan to that risk, then the overall level of loans will be excessive.
Even if lenders are not small, this can happen if the overall risk level of
. 42
the economy is unknown.

So far I have argued that Germany and Brazil overborrowed when they
should have been partially adjusting to their new environments. Let us now
examine lending behavior in light of the explanations proposed in the last two
paragraphs. The main question to be answered here is why did these excessive
loans take place.

Consider the German case first. A large fraction of capital flows took
the form of bonds, whose placement in New York was triggered by Dawes loan,
as discussed before. According to Mintz (1951, pp. 70-71):

"Investors bought low-grade bonds because they were not

aware of the risks they were incurring . . ."

"The most important single factor leading investors to be

less cautious was the complete absence of defaults on foreign

government bonds during the period. (. . .) The confidence

of the public grew as time passed and no losses were incurred."

Cleona Lewis (1938, p. 376) also provides a similar view:

"With characteristic optimism, Americans looked favorably

upon the higher yields offered by foreign bonds and overlooked
the risks involved."

These general remarks, which were not specifically related to Germany,

lend support to the assumptions of disaster myopia and imperfect information
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in the assessment of loan risks. It is hard, however, to blame individual
bond—holders for their judgment, so we must turn to the intermediaries.

The behavior of banking houses in that period was somewhat puzzling.
On the one hand they seemed to be over-optimistic and backward-looking in
their expectations; on the other hand, they were not ignorant of the main
risk factors. Mintz (1951, pp. 74-77), for example, describes the banks'
careful methods of credit analysis, but arques that "banks took little
account of the probability that these favorable trends were unlikely to
continue." This happened in spite of repeated warnings from well known
authorities, such as Moulton (1924) and S. Parker Gilbert (quoted by Mintz,
1951, p. 77), the Agent General for Reparation Payments. They pointed out,
at the time, that Germany was overborrowing and overspending, and that the
prospects of paying reparations alone were bleak, not to mention the amort-
ization of the additional loans. AIndeed, the bankers seemed to go beyond
simply ignoring the advice of experts: they cut the funding of economists,
such as Harold Moulton, who argued against excessive loans to Germany.
One is thus led to conclude that these intermediaries were benefitting from
their superior information, and passing on these loans to the public and
the smaller banks. This conclusion is reinforced by the fact that the
large metropolitan banks held virtually no German bonds in their portfolios4.4

They did, however, hold short-term loans, the other large component
of capital flows to Germany. Here the explanation must come from the
externality theory developed above, as the following passage indicates:

"In many cases the loan investigators apparently ignored

the relationships between new issues and the amounts of
foreign capital already invested in the borrowing country.

FPor example, when loans were extended to German banks the
lenders carefully analyzed the statement of the particular

-~
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borrower, but in many cases did not take account of the

total of Germany's foreign obligations. Yet it was the
enormous total of the country's foreign indebtedness, and

not the borrowing of any particular bank, that was responsible
for the standstill agreements between the German banks and
their foreign creditors." (C. Lewis, 1938, pp. 405-406)

The same basic argument was also put forth in the slightly different
context of a criticism of the excesses of competitive foreign lending:

"Another serious objection to highly competitive bidding for

foreign loans is that it ordinarily leads to the distribution

of the foreign financing of a country (including loans of the

national government, political subdivisions, and corporations)

among a large number of banking firms. The situation tends

to obscure overborrowing by the country as a whole. Each

banking house considers primarily the credit standing of the

borrower with which it is dealing, and there is a tendency to

overlook the effect on the country as a whole of loans obtained

by other borrowers. Thus, each individual loan may be

warranted by the financial position of the borrower, but the

service on the entire external debt may be in excess of the

capacity of the country to transfer the funds abroad in a period

of depression." (Madden, Nadler, and Sanvain, 1937, pp. 222-223)

Let us now examine the behavior of Brazil's creditors. During the
miracle years of 1968-1973 Brazil financed high rates of growth via external
bank loans. Given this performance, it was only natural that the impact
of the first oil-shock was almost automatically financed, and it was seen as
a successful recycling operation. After that, however, as we have discussed,
some adjustment should have taken place. It did not, and more loans continued
to be provided. In hindsight therefore, we can say that the bank overlending
to Brazil had the same roots as its German counterpart: banks ignored the

effects of their individual actions in the overall level of risk or

vulnerability of the economy.

number of recent papers have dealt with this topic, including Gersovitz
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(1984), Sachs (1984), Ccoper and Sachs (1984), and Simonsen (1984). The
following discussion draws from all the above, especially the first. The
main problems that may face a country (and its creditors) are usually
divided into three broad classes:

(i) 1insolvency

(ii) liquidity

(iii) repudiation

The first class covers cases in which the present value of the resources
available is insufficient to pay the volume of debt already incurred. It
can be stated as the value of production alone, or it can be extended to
include the existence of traded and non-traded goods, as well as a limit to
domestic taxation.45

The liquidity view relates to the impossibility of servicing debts
in the short-run, even though there is no long-run solvency problem. As
Gersovitz (1984, pp. 5-6) points out however, in spite of difficulties in
assessing the nature of the probleﬁ, there is no reason why lenders should
not finance temporary difficulties. If we introduce uncertainty in the model
the picture will look different. Now banks will worry about their exposure
to individual borrowers, and lending limits may arise out of risk
considerations. Another argument is the one of Sachs (1983) and Simonsen
(1984). These authors argue that if, for some reason, a lender expects
other lenders to cut their loans, then his best action will be to cut his loan
too. The argument is based on the premise that each individual lender is
small in the sense that he cannot by himself provide the necessary financing to

. . e as .. 4 . . . .
avoid a liquidity crisis. 6 The following matrix game provides a simple

description of Sachs’ (1984) view.
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Assume, for simplicity, that there are only two creditors, who face
the decision of providing the second installment of a locan. If both
decide to lend, then each will have an expected profit of P . If both choose
not to lend, each will lose L , the amount already disbursed. If one lends
alone, he loses an additional amount & , while the other loses only L .

In matrix form we have :

Lender I
Lend Not Lend
P -L
Lend
P -(L+2)
Lender 1II
-(L+2) -L
Not Lend
-L -L

Note that there are no dominant strategies, that the game is not a
prisoner's dilemma, and that there are two Nash equilibria: one where both
lend, and one where both pull out. The second one characterizes a liguidity
crisis.

The crisis equilibrium is not a plausible one where the number of

players is small, because each player will have a strong incentive to play

first, make the loan, and tell the other (s) that he has done so. The other (s)

will then lend, and no liquidity crisis will take place. TIf the number of
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players is sufficiently large, a crisis becomes more likely to occur. The
question then is what triggers a liquidity, as opposed to a solvency, crisis.
The standard argument tends to rely on the role of 'bad news', but, as in

the case of bank-runs, a substantial amount of research remains to be done.
Note also that the liquidity view of criseé is akin to the externality
theory of overlending discussed above--in both cases there is a wedge between
individual and social optimality.

Finally, the repudiation view asserts that countries contrast the costs
and benefits of not paying back loans already taken. Lenders should take
this behavior into account, and set the appropriate lending limits for each
country. In a dynamic world, with imperfect information and uncertainty,
bankesrs may conclude that they are dangerously close to the limit, and may
then want to reduce their exposure, causing a ligquidity crisis.4

We are now ready to analyze the foreign lending contractions that
characterized the German and Brazilian crises. The German case is fairly
simple: given the nature of the short-term loans, it was natural that, when
conditions in the United States became very attractive just before the crash,
a reduction in capital flows would take place. The final contraction took
place too fast, as the liquidity theories propose, but the overall impact
of reparations and the great depression on a vulnerable economy were probably
the main factors.

In the Brazilian case, capital market imperfections played a more
important role. The final credit contraction was clearly triggered by the
Mexican crisis in August 1982, and lends support to an overlending-underlending

theory based on imperfect information and externalities. This explanation

does not exclude the repudiation view, which can cause a pre-emptive liquidity

~—
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crisis, as mentioned above.48 Note also that, as Sachs and Cooper (1984,

pp. 12-14) indicate, after the initial crisis is controlled creditors and
borrowers will have a strong incentive to engage in rescheduling operations,
because these dominate the extreme options of default or cancellation of debts.
This is in fact what occurred in Germany, before Hitler's final repudiation,

and is now occurring in Brazil.




V. Concluding Remarks

This study has argued that the experiences of Germany and Brazil were
marked by a number of similarities. The following are some general conclusions
that emerge from the analysis:

Even without appealing to more sophisticated theories of optimal
borrowing,49 we can make some important inferences. If the borrowing was in
fact used to increase investment, then it may have been the case that the
loans were ex-ante sound. After the shocks, however, the underlying
investments may have become unprofitable, turning good loans into bad loans.
Given the nature of the loan contracts, all the burden of the gamble falls on
the borrower.50 Whether this is the ex-post best arrangement, it is not
clear, because there may be mutual benefits from a partial debt relief,

i.e., a sharing of the burden: the borrower will obviously benefit from any
such scheme; but the lender may also gain if some internal redistribution is
possible (the banks would lose, but gains from exports could be high enough

to compensate for these losses). This sort of analysis also sheds light on

an important facet of the design of future international financial intermedia-
tion systems: the resumption of capital flows after a crisis. If somehow
(and this is not easy) the old loans are settled, then there is no reason

why new loans should not take place.

So far we have been examining a case of pure investment borrowing.

As we saw, however, both Germany and Brazil got into trouble when they
borrowed to postpone the necessary adjustment policies. When adjustment
policies were finally implemented, during crisis periods, they required

abrupt domestic contractions. As a consequence, the costs involved were

~58- -
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very high in terms of under-allocation and mis-allocation of resources.
These costs, which in our case were related to trade structure and labor
market distortions, should be taken into account in the design of optimal
{dynamic) adjustment policies. Regardless of the speed, however, some
adjustment should take place. In our two examples, no adjustment took place
in the early stages; and the resulting increase in vulnerability worked to
compound the effects of the crises that came afterwards.

This study did not pay any attention to the sociology and the politics
of borrowing, but it must be the case that there exist plenty of explanations
for the overborrowing that took place. The more interesting economic
phenomenon, however, was the matching overlending that permitted the financing
of balance of payments positions that could not be sustained under any but
the most optimistic scenarios. Among the main causes of this behavior of
banks were the lack of better information on the riskiness of loans, moral
hazard, and the lending externality mentioned before. Many authors have
argued that an externality was responsible for the behavior of lenders that
ultimately precipitated the crises. This paper supports this general view,
but adds to it the fact that these same externalities were already present

in the phase that preceded the crises.
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Footnotes

1 . . .

Note that I use the term 'theory' without necessarily requiring an
immediate testable implication. For an interesting discussion on methodology,
not necessarily supportive of my views, see McCloskey (1983).

laSee Abraham (1981), Meier (1975), and Sargent (1983), to name only

a few.

2 . . . .
The main sources for this section are The Economist (1932), Aldcroft

(1977), and Moulton and Pasvolsky (1932).

3 ,

Quoted in Mayer (1967, p. 157).

4

See Keynes (1919, pp. 4, 8).

5See Moulton and Pasvolsky (1932, pp. 151-160).

6Kindleberger (1984, ch. 17) provides a good discussion and more
references.

7 . . . . .

But see Garber (1982) for an interesting analysis of the efficiency
and reallocation costs of the stabilization, which should be contrasted with
Sargent's (1983).

8

See Moulton (1924), Moulton and Pasvolsky (1932), and Kindleberger
(1984).

9 . .

A new currency that came with the final reform. The Rentenmark and
the Reichmark (RM) were equivalent to one gold mark, i.e., all were equivalent

to certain quantity of gold.

Ja . . Py s
Again, see Moulton (1924) for all the details. 1In addition to these
provisions, arrangements were made to correct for fluctuations in the price

of gold, and also to increase the standard annuity in periods of prosperity.
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10See Angell's (1932) The Recovery of Germany.

llAngell (1932, p. 81).
12 .

See Bry (1960, pp. 40-43) for details on the Agreement.
13 .

Falkus (1975, p. 461), Kindleberger (1973, p. 71).

14Bresciani-Turroni (1937, p. 422). Falkus (1975, p. 459) also points
out that the revival was in part "a reduction to the severe production falls
during the iron industry lock-out in December 1928."

15Bresciani-Turroni (1937, p. 428).

16The basic source here is Moulton and Pasvolsky (1932). The present

value fiqure is from Angell (1932, p. 335).

17See Harris (1935, p. 15), and Moulton and Pasvolsky (1932, ch. 14).

18See Moulton and Pasvolsky (1932, p. 307), the main reference for the

remainder of this section.

19The Economist (1932, p. 11). This indicates that the figures in

Table 3 are probably underestimates of the total flow of short-term loans.

20This section draws heavily on the work of Malan and Bonelli (1983),
Bacha and Malan (1983), and Diaz-Alejandro (1983).

21See Malan and Bonelli (1977, 1983), Bacha (1980, 1984), and Simonsen

(1980), for more details.

22See Fraga (1983) and Carneiro and Fraga (1984) for more details

on Brazil's monetary and credit policies in the seventies.

23

See simonsén (1980, p. II7.

24, . . . . —
This shift was appropriate given the peculiar structure of the

monetary system in Brazil. For more details, the reader should consult

Fraga (1983) and Carneiro and Fraga (1984).
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2 .
5See, for example, Bacha and Malan (1983), Malan and Bonelli (1983)<

26 soq s
Gross external debt grew even more, as reserves went from $4 billion

in 1975 to almost $12 billion at the end of 1978.

7For more details see Modiano (1982).

288ee Baéha (1983) for an excellent analysis of the 1979-1981 period.
29This is Simonsen's (1980, p. 12) view. The agriculture sector in

the national accounts declined 2.6 percent in 1978.

30The Economist (Dec. 15, 1979, p. 69) was already saying at that point

that "Brazil may be forced to borrow from the International Monetary Fund

next year

31Given the pre-announced path of the exchange rate, such a collapse
could be explained by the models of Flood and Garber (1983), and Connolly "
and Taylor (1984).

32 . c .
As is well known, it is hard to measure monetary tightness because

money demand may change. 1In the present case the real money supply is
probably a meaningful measure because inflation was roughly constant during

the period.

33This assertion is based on the public sector borrowing requirement
number presented in Table 7. Other evidence points in the opposite direction,

e.g., already in 1981 public investments were being reduced.

34See for example The New York Times, September 9, 1982.

35See Bacha (1983a, p. 32) for details.

3 . . .
6See Viner (1937), and Fetter (1968) for excellent discussions of

the classical theory, the transfer problem, and related iésues.
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37The above discussion is related to the widely debated question of -

the reaction to supply shocks in general. For an excellent discussion of
the issue of accommodation under supply shocks see Blinder (1982). Another
interesting analysis is contained in Bacha and Malan (1984). There the
possibility of a foreign exchange constraint is discussed using the
accounting framework. If the constraint is binding, imports have to be
limited, and output can be affected by supply side considerations.

38This follows from the fixed parities that held between 1926 and 1930,

and the fact that the majority of Germany's trading partners deflated

more than she did. See League of Nations (1931, p.- 92, and 1941).

9In the presence of distortions immediate adjustment may be sub-optimal;

but the adjustment is unavoidable.
40Originally in Eaton and Gersovitz (1981).

4 . . . . .

lThe reasons listed are: inadequacies of statistical data,
inadequate analysis of covariances, the 'short-leash' fallacy (which implies
that shorter maturities would improve the banks' ability to recall loans),

and a misemphasis on accounting values.

42 . . . ..
This argument is very much in the spirit of recent work by Bernanke

(1981, 1983) on the propagation of business cycles.
43
See Ferguson (1984, p. 76).

44See the Hearings on the Sale of Foreign Bonds or Securities in the

U.S5., U.S. Senate (1931). In particular, C. Mitchel indicated in his

testimony (p. 80) that the National City Bank held less thap—0l%-of ibg

assets in the form of long-term German bonds; while 0. H. Kahn indicated
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that (pp. 134-142) Kuhn, Loeb & Co. held no such bonds, and that he thought
all the larger metropolitan banks, as merchant banks, followed the same

practice, in order to remain liquid.
5See the review in Cooper and Sachs (1984).

6Some reasons for this are given by Sachs (1984), and include bank-

capital regulations, and risk-return considerations.

7Gersotivz (1934, p. 5) has an interesting interpretation for what may
loock like a liquidity crisis, but in fact is not: the process of
rescheduling can be very cumbersome, and "as a result participants in and
observers will feel a crisis is in progress."

48The banks' worries about the recent build-up in Atgentina's and

Brazil's foreign exchange reserves support this view.
9That is, theories which include distortions such as default
possibilities, rigidities, etc.

50In fact, so far in the recent experience more than the initial shock-
burden has fallen on the borrowers, because of costly (and 'profitable' for

the banks) reschedulings.
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