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GERMAN REPARATIONS AND BRAZILIAN DEBT:

A COMPARATIVE STUDY

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).

1 Introduction

Although the passage quoted above was written in 1932 about Germany and
the interwar debt problem, it seems to apply just as well to the current
Brazilian situation. In 1931, U.S. President Herbert Hoover declared a mor-
atorium on war debts and reparations, including almost all German pay-
ments. At the end of 1982, when Germany would still have been paying rep-
arations, Brazil was rescued from a balance-of-payments crisis by a package
that once again included the U.S. government, this time together with the
International Monetary Fund, private banks, and other institutions. This es-
say compares the two crises, seemingly different in origin and separated by
fifty-one years, and shows that they teach the same basic lesson.
I have chosen to approach this problem using the method of historical

economics, the term Kindleberger (1978, p. 7) uses to distinguish it from
conventional economic history. Historical economics is concerned with the
analysis of economic processes and structures rather than the pursuit of
new factual detail. I examine the two debt crises in the light of old and new
theories of balance-of-payments adjustment, and of theories of optimal bor-
rowing. Instead of performing formal statistical tests, I discuss each case
closely. While such an exercise in small-sample analysis necessarily calls for
many judgments and qualifiers, allowing much room for "dangerous- rhetor-
ical argument, I hope that readers will find the comparison fruitful and the
conclusions persuasive. I hope, too, that some will be challenged to apply the
approach to other cases.

Sections 2 and 3 briefly review the German and Brazilian experiences, fo-
cusing mainly on the interaction of external shocks, domestic policies, and
foreign lending. Section 4 compares the impact on Germany of the payment
of reparations with the impact on Brazil of higher oil prices. Section 5 looks

This essay is a revised version of the third chapter of my dissertation. I am grateful to William
Branson, my thesis supervisor, and a referee.
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critically at the behavior of countries as borrowers and of banks as lenders.

The last section draws the basic lesson for borrowers and lenders.

2 A Review of the German Experience, 1919-311

The end of World War I marked the beginning of one of the most complex

periods in German history, running from the Treaty of Versailles to the Nazi

seizure of power. Germany provided the stage for events rich in opportunities

for scholarly research of every sort. In the economic sphere, reparations,

budget deficits, and other developments led to large internal and external im-

balances. What follows is a brief review of the main economic events of the

Weimar period, focusing primarily on the relationship between external and

domestic developments.
The Treaty of Versailles, signed on June 28, 1919, sealed the destiny of

Germany for some time. It was required to pay for a large share of the war

burden, though an exact amount was not specified at that time; as Angell

(1932, p. 11) put it, a "vast blank check" was signed. A Reparations Commis-

sion was created to study the problem, and it took almost two years to deter-

mine the size of the payment. In the interim, the issue was debated heatedly.

In a famous speech, Sir Eric Geddes supported the extraction of a large in-

demnity: "I have personally no doubt we will get everything out of her that

you can squeeze out of a lemon and a bit more" (quoted in Mayer, 1967,

p. 157). Keynes was the main figure on the other side. Having dropped out of

the British delegation at Versailles when he decided that events were moving

toward disaster, he quickly wrote The Economic Consequences of the Peace,

which argued forcefully that the reparations payments discussed initially at

Versailles were far too high and that the peace was to be Carthaginian. He

accused Clemenceau of trying to -weaken and destroy Germany in every pos-

sible way" (1919, p. 150). Postwar prosperity, he argued, would require not

only a lower level of reparations but also a cancellation of inter-Ally indebt-

edness incurred during the war (p. 270).
The final figure of 132 billion gold marks (more than two years' GNP at that

point) was reached in April 1921 and adopted officially at the London confer-

ence in early May. The "London Schedule of Payments" called for annual

payments of 2 billion gold marks plus 26 percent of the value of Germany's

exports. This second requirement provided some flexibility by tying pay-

ments to revenues, but it was not flexible enough. After numerous delays in

German payments, the Reparations Commission agreed on August 31, 1922,

to a six-month moratorium on all German obligations. But before it had ex-

1 The main sources for the discussion that follows are Moulton and Pasvolsky (1932), The Econ-

omist (1932), Aldcroft (1977), Angell (1932), and Harris (1935).
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pired, and despite British opposition, for political reasons Germany was de-
clared to be in default. French and Belgian troops marched into the Ruhr in
January 1923.
The following months rank among the most intensively studied periods in

economics literature. Germany responded to the invasion by a sort of fiscal
passive resistance. The invasion took away many revenue sources, but the
Weimar government did not raise other taxes. Furthermore, expenditures on
subsidies and unemployment compensation rose, so Germany ran very large
fiscal deficits. The stage was set for the hyperinflation and depreciation of the
mark that have been the subject of many studies. This is not the place to join
the controversy over whether the inflation and deflation were caused prima-
rily by the budget deficit or by the balance-of-payments problem. It suffices
for my purposes to quote from W. Arthur 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 pay-
ments. 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,

along with fiscal reforms, and soon the inflation ended. The spectacular suc-
cess of the disinflation plan has generally been credited to the fiscal reforms
and their impact on the public's confidence in the new currency. A more ef-
ficient system of taxation banished the fear of budget deficits and the mon-
etary expansion needed to accommodate them, and this change in expecta-
tions explains the relatively low cost of the stabilization.2 Shortly thereafter,
the government implemented a comprehensive plan to complete the stabili-
zation of the German economy and revive the flow of reparations.
The Dawes Plan, made public in April 1924, was part of an effort whose

essential aim was to restore confidence in Germany and permit the rehabil-

2 Bresciani-Turroni (1937) and, more recently, Sargent (1983) are the chief proponents of this
view.
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itation 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 Germany to borrow 800
million Reichsmark in foreign capital markets. (The Reichsmark was the cur-
rency that came with the final reform, replacing the Rentenmark; 4.2 Reichs-
marks were equivalent to 1 dollar.) The foreign-currency proceeds of this loan
were to be deposited at the newly created Reichsbank to provide the neces-
sary backing for the new currency. As Kindleberger (1984, p. 303) points out,
the Dawes loan was not intended to "recycle the entirety of German repara-
tion, as the French sought, but merely to prime the pump.- As we shall see,
it did elicit a substantial inflow of foreign funds.
The Plan made an explicit distinction between the collection of reparation

payments within Germany and their transfer to foreign creditors.
Table 1 shows the schedule for the first step, the collection of funds to be

deposited in a reparations account with the Reichsbank. The first two years
were the -budget moratorium period,- when no budget surplus was re-
quired. The next two years were the "transition period,- when the budget
was to show a surplus and other payments would also increase. The final year
was the -standard year,- representing the expected steady state.
The second step in the payment of reparations, the transfer to foreigners,

was to be controlled by a transfer committee with the cooperation of the Ger-
man authorities. Except for an agreement to be "cooperative,- Germany's re-
sponsibility ended with the deposits in Reichsmark shown in Table 1. There
was to be no fixed schedule for their conversion and transfer to the Allies, be-
cause it was believed that Germany's export surplus was unpredictable and

TABLE 1
THE DAVVES PLAN: SCHEDULE OF SUMS TO BE RAISED WITHIN GERMANY

(in millions of RM)

• Budget Moratorium Transition
Standard

Year
Source 1924-25 1925-26 1926-27 1927-28 1928-29

Budget surplus • None None 110 500 1,250
Transport tax a None 250 290 290 290
Railroad securities b 200 845 550 660 • 660
Industrial bonds b None 125 250 300 300

Total 1,000' 1,220 1,200 1,750 2,500

a An off-budget item.
b Interest and amortization payments on these bonds and securities were to be earmarked for

payment of reparations.
Includes the Reichsmark counterpart of the Dawes loan.
SOURCE: Moulton and Pasvolsky (1932, p. 163).
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that payments should be made only when conditions were favorable in the
foreign-exchange market. If the amount in the domestic reparations account
came to exceed RM2 billion owing to transfer difficulties, the transfer com-
mittee was to invest the excess funds in Germany. If the amount in the ac-
count topped RM5 billion, further contributions were to be reduced until the
foreign-exchange situation improved. Arrangements were also made to cor-
rect for fluctuations in the price of gold and to increase payments in periods
of prosperity. Following the spirit 'of classical transfer theory, no specific
measures were contemplated to promote trade surpluses. This was never a
problem, however, because capital inflows more than covered the payment
of reparations and the trade deficit.
The first five years of the Dawes Plan marked a period of spectacular recov-

ery for Germany. Industrial production more than doubled between January
1924 and March 1928, and the balance of payments was in surplus in every
year except 1927 (see Table 2). There was no transfer problem; on the con-
trary, Germany ran trade deficits in every year except 1926. In effect, net
transfers were being made toward Germany, as many authors have pointed
out.
These net transfers were made possible by the massive capital inflows trig-

gered by the Dawes loan. The capital flows took two main forms: long-term
bonds sold to the public in many countries, but mainly in the United States,
and short-term bank credits, including acceptances and cash advances (see
Table 2). This injection of resources was crucial:

Industry was short of capital, the financial markets were disorganized, the savings
of countless Germans had been obliterated during the hyperinflation, [and] there
was a chronic balance-of-payments [trade balance] deficit at any level of economic
activity short of a depression. (Falkus, 1975, p. 452.)

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. This
helps explain the inflow of capital that took place between 1924 and 1928 in
spite of warnings by Keynes (1919), Moulton (1924), and others that Germany
would have trouble repaying its debts and reparations. Throughout the 1924-
28 period„ capital flows played the important double role of providing the im-
petus for recovery and financing trade deficits as they arose.
By the first half of 1928, the Dawes Plan had apparently succeeded: the re-

covery was strong and reparations were being paid on schedule. As was
shortly discovered, 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 lagging behind. As Table 3 shows, Germany ran
budget deficits in every year between 1924 and 1930 except the first, in which
it was expected to run a deficit. Furthermore, the figures for the federal def-
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TABLE 2

GERMANY'S BALANCE OF PAYMENTS

(in millions of RM)

1924 1925 1926 1927 1928 1929 1930 1931 1932 1933

Exports 7,810 9,546 10,677 11,118 12,627 113,632 12,175 9,733 5,834 4,957

Imports -9,626 -11,990 -9,884 -14,078 -13,938 -13,676 -10,617 6,955 -4,782 -4,288

Trade balance -1,816 -2,444 793 -2,960 -1,311 -44. 1,558 2,778 1,052 669

Reparations -281 - 1,057 - 1,191 -1,584 - 1,990 -2,337 - 1,716 -988 - 160 -149

Interest payments 159 -6 - 173 -345 -563 -800 - 1,000 - 1,200 - 900 -700

Other services 274 462 532 645 672 712 538 450 265 232

Current account - 1,664 - 3,045 -39 -4,244 -3,192 -2,469 -620 - 1,040 257 52

Long-term loans 1,000 1,124 1,376 1,765 1,698 414 805 -85 14 -50

Short-term loans 1,506 307 147 1,717 1,425 1,011 431 772 -763 -447

Indefinable 413 1,704 -916 310 1,000 879 -746 -3,350 236 -79

Capital account 2,919 3,135 607 3,792 4,123 2,304 490 -2,693 -513 -576

Change in gold and foreign-

exchange reserves 1,255 90 568 -452 931 -165 -130 -1,653 -256 -524

SOURCE: Harris (1935).



TABLE 3
ECONOMIC INDICATORS FOR GERMANY

Industrial
Production
(1913-100)

Wholesale
Prices

(1913-100)

Real
Wages a

(1913-100)

Budget
Deficit b

(RM billion)

Gross
Fixed

Investment
(RM billion)

National
Income

(RM billion)

1924 77 136 70 —0.5 n.a. n.a.
1925 92 139 87 0.1 10.3 57
1926 87 129 90 0.8 10.7 n.a.
1927 110 135 97 0.3 13.0 n.a.
1928 113 136 108 1.2 13.8 n.a.
1929 114 131 110 0.9 12.8 71
1930 99 114 105 0.9 10.4 n.a.
1931 82 98 100 n.a. 6.5 n.a.
1932 66 86 94 n.a. 4.2 41

a Weekly earnings, twelve or more industries.
b Federal government only. Surplus = ( — ). Fiscal year ending in March of the following year.
SOURCE: Bry (1960, pp. 326, 327, 362), Moulton and Pasvolsky (1932, p. 281), Balderston

(1983, p. 401), and Machlup (1964, p. 383).

icits underestimate the overall public-sector deficit. The German public
debt, federal and local, totaled RM24.2 billion on March 31, 1931, of which
18.2 billion was contracted between 1924 and 1931 (Moulton and Pasvolsky,
1932, p. 283). We can thus safely say that the planned Dawes Plan surpluses
never materialized and the classical transfer process that was supposed to im-
plement the Plan never had a chance to operate because the budget never
exerted deflationary pressure.

Real wages rose by more than 50 percent between 1924 and 1928 (see Table
3). This was a consequence of standard business-cycle factors and of the 1918
Stinnes-Legien Agreement, which increased the power of labor unions, in
the social-democratic spirit of the Weimar Republic. This also interfered with
the standard transfer theory, which calls for belt-tightening by way of reduc-
tions in real wages.

Prospects for the Geriman economy were clouded by low levels of capital
formation. Germany was borrowing but not investing. Some loans were ob-
tained to provide working capital, and many were used for public amenities.
As Dr. Schacht, the President of the Reichsbank, pointed out at the time,

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, Germany's foreign accounts were becoming increasingly fragile as
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foreign liabilities accumulated. The growth of short-term debt made the sit-
uation particularly delicate. Most of this debt took the form of interbank cred-
its, which could be withdrawn suddenly. Some of the money obtained in this

way was used appropriately to finance trade, but some was used to build up
working capital and finance budget deficits:

The German banks, their ledgers swelled with foreign balances, financed their
various public and private undertakings freely with little thought for the morrow.
Beguiled by a deceptive appearance of prosperity they borrowed 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 financ-
ing, and as the event proved they rapidly became "frozen." (Harris, 1935, p. 6.)

Summing up, between 1924 and 1928 Germany was able to stage an exter-
nally financed recovery. It maintained high rates of growth at the cost of in-
creasing its vulnerability to further shocks. Already faced with the need to pay
reparations and repay a growing debt, Germany would also have to deal with
higher wages, budget deficits, and a large volume of short-term foreign lia-

bilities. Although all reparations payments were made on schedule up to
1929, the standard year of the Dawes Plan, there was talk about new repara-
tions arrangements as early as June 1928 (Kindleberger, 1984, p. 304). Eco-

nomic activity had begun to show signs of cooling in mid-1927, and the turn-
ing point came in the summer of 1928:

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.
In May and June some RM700 million had been raised abroad; in July, August and
September, only some RM30 million. (Falkus, 1975, p. 461.)

In early 1929, a committee of experts led by 0. D. Young met in Paris to
work on a new schedule of German reparation payments. By that time, the
flow of credits from the United States had fallen sharply. American investors
had started to place their funds at home in the booming stock market, and
German prospects seemed uncertain at best. As uncertainty regarding the re-
sults of the Paris conference increased, the Reichsmark was driven to the
gold-export point, and the Reichsbank was forced to raise its discount rate
from 6.5 to 7.5 percent and to impose rigorous credit restrictions. The Young
Plan was finally put into effect in April 1930, but by that time the American
stock market had collapsed and the world economy was on its way to the
Depression.
The Young Plan was basically a rescheduling plan. It reduced the size of

Germany's annual payments and provided a new loan of approximately
RM1.2 billion ($300 million). Unlike the reschedulings of the 1980s, how-
ever, it reduced the current discounted value of the stream of reparation pay-
ments, which fell from the RM132 billion set by the Reparations Commission

8



to about RM37 billion. The -transfer protection" system of the Dawes Plan
was eliminated; Germany was made responsible for external payments as well
as internal collections, and the payments had to be made in foreign exchange
or gold, not in Reichsmarks. Nevertheless, the annual payments were di-
vided into unconditional and conditional parts: the former could not be post-
poned, but the latter could be postponed for up to two years. The internal
collection mechanisms of the Dawes Plan were abolished, apart from a special
contribution to be made by the German Railway Company, amounting to
RM660 million and corresponding to the unconditional annual payment. Fi-
nally, the Bank for International Settlements was created to facilitate and su-
pervise 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 3). A trade surplus emerged in spite of a
drop in exports, thanks to a drastic restriction of imports and an improvement
in the terms of trade, but it was barely large enough to cover reparations, let
alone interest and amortization on Germany's loans and bonds. The annual
figures still showed a net capital inflow, owing mainly to a long-term inflow in
the first half of the year, which included the Young loan. In the second half of
1930, Germany was unable to float any more long-term bonds, and short-
term funds began to leave the country. Germany was able to balance its pay-
ments only by short-term borrowing, and it suffered a small loss of reserves
for the second year in a row (see Table 2).

In the September 1930 elections, Hitler's National Socialist Party made its
presence felt, increasing the fears of potential creditors and leading to further
capital flight and the withdrawal of foreign funds. Domestic finances were
also getting out of control, undermining confidence in the Reichsmark. By
early 1931, with domestic budget difficulties continuing and the withdrawal
of foreign funds speeding up, foreign loans were virtually unobtainable
(Moulton and Pasvolsky, 1932, p. 308).

In March 1931, Germany suddenly announced a customs union with Aus-
tria, generating an international political crisis that turned into a financial col-
lapse. The collapse came first in Austria with a run on the Creditanstalt Bank
in May. It spread to Germany when a run on the Reichsbank began in early
June. Between May 30 and June 6, the Reichsbank's reserves declined by $38
million (see Figure 1). On June 5, the German government issued a manifesto
assessing the situation and calling for a further reduction of the reparations
burden. This made the financial markets even more nervous and led to a
faster withdrawal of foreign funds. In the next week, reserves declined by an
additional $130 million to $445 million. It was clear, to all that the collapse
would come very soon. But the Young Plan required ninety days' notice be-
fore any suspension of reparation payments, so the June 15 payment was duly.
made.

9



FIGURE 1

GOLD AND FOREIGN-EXCHANGE RESERVES, REICHSBANK, 1928-35
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SOURCE: Harris (1935, p. 115).

On June 18, Keynes, then in the United States and sensing the urgency of
the situation, sent a cable to Hubert Henderson:

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 mat-
ters worse. (Keynes, 1978, pp. 354-355.)

Two days later, President Hoover announced a one-year moratorium on all
war debts and reparations. But the withdrawal of foreign money from Ger-
many 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 imposed, acknowledging the final collapse. At the end of July,
after a reserve loss of about RM3 million, reflecting withdrawals of foreign.
funds and capital flight, German short-term liabilities still totaled almost
RM12 million,3 representing about half of Germany's total indebtedness. A
year later, in 1932, war debts and reparations were all but canceled in the

3 The Economist (1932, p. 11). This indicates that the figures in Table 2 probably underesti-
mate the accumulation of short-term debt.
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Lausanne Settlement, but the rest of Germany's debt was serviced until
1934, when Hitler repudiated it and ended the story.

3 A Review of the Brazilian Experience, 1973-824

Brazilian growth was rapid in the period that preceded the external shock in
December 1973. That year marked the end of the period that became known
as the "Brazilian Miracle." Between 1968 and 1973, Brazil's GDP grew at an
average rate of 11 percent per year. The annual rate of inflation averaged 20
percent, but it declined over the period. Gross fixed capital formation rose
from 19 to 22.4 percent of GDP, and the balance of payments seemed to pose
no problem. Both exports and imports rose from around $1.9 billion in 1968
to $6.2 billion in 1973 as Brazil promoted its exports in an environment of
booming world trade, creating room for the induced growth in imports. For-
eign capital was plentiful, and Brazil ran balance-of-payments surpluses in
every year during the period. Foreign-exchange reserves increased from
$199 million at the end of 1967 to over $66 billion at the end of 1973. As Bacha
and Malan (1983, p. 10) point out, foreign borrowing was a viable option be-
cause the absence of a foreign-exchange constraint allowed for high rates of
investment and growth.

In addition to favorable international conditions, Brazil also benefited from
high excess capacity in the early stages of the boom and from expansionary
monetary and fiscal policies. Consumer and housing loans rose, and an am-
bitious program of public investments was launched. In 1973, the monetary
base rose 47 percent, thanks to an expansion in the loans of the Banco do Bra-
sil and to the gain in reserves. As the economy approached full capacity, how-
ever, inflationary pressures had to be repressed through price controls to
meet the 12 percent inflation target.
The outlook for the Brazilian economy seemed very promising, calling for

little more than some short-run fine tuning with respect to inflation and mon-
etary expansion. Under the assumption made in early 1974 by the Second Na-
tional Development Plan that the world economy would continue to boom,
its optimistic targets did not seem impossible. But the world economy did not
continue to boom. In December 1973, it was hit by the shock of a fivefold in-
crease in the price of oil.
At the start of 1974, the trade balance deteriorated quickly and the money

supply ran out of control. The Geisel government took office in March know-
ing,that some adjustment would be necessary. As Mario H. Simonsen (1980,
pp. 10-11), Minister of Finance under Geisel, later related,

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

11



President Geisel took office on March 15, 1974, inheriting repressed prices, a num-
ber 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 stand-
ing; (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 im-
port substitution. Times were difficult enough and objectives to reconcile also con-
flicting enough.

The immediate consequence of the oil shock was a $4.6 billion deteriora-
tion in the trade balance, in spite of an increase in exports. Oil imports rose
from $0.7 to $2.8 billion, and nonoil imports also rose substantially. The econ-
omy was still under heavy demand stimulus, in spite of some effort to bring
inflation down by reducing the growth rate of the money supply. The decision
of the Geisel administration not only to continue the projects initiated in the
boom period but to launch an ambitious import-substitution program that
would require foreign capital is an example of the conflicting goals Simonsen
referred to; balance-of-payments adjustment would be impossible in the
short run because growth was given priority. The other standard adjustment
tool, a real devaluation, was not even considered. Instead, a crawling peg was
used to maintain the purchasing-power parity of the cruzeiro with respect to
the dollar. Given the decision to avoid adjustment, the only alternative left
was to go on borrowing.
In the first two years of the Geisel administration, 1974 and 1975, foreign

borrowing was not large enough to cover the current-account deficit, causing
a loss of reserves. This loss compounded the effects of a tight monetary policy
and led to a fall in industrial production in 1974. After that, the emphasis
shifted back to growth. By the end of 1976, GDP had risen by 9.7 percent and
inflation was again becoming a problem. Aggregate demand had heated up,
while wage indexation meant that prices would be slow to come down.
In 1977 monetary policy became tight again, this time implemented by a

shift from standard monetary targets to credit ceilings. The GDP growth rate
fell to 5.7 percent in 1977, leading to a fall in imports; with a favorable shift in
the terms of trade, trade was balanced after three years of deficit. Investment
declined from its peak of 25 percent of GDP in 1975 to 21.3 percent of GDP
in 1977 (Table 4).
The next year was marked by moderate growth and falling inflation. Al-

though the trade balance registered a $1 billion deficit in 1978, due mainly to
an adverse shift in the terms of trade (Tables 4 and 5), exports had doubled in
the five years after the oil shock, growing faster than world trade, while im-
ports had been kept roughly constant. It could thus be argued that the'Bra-
zilian balance of payments had been fully adjusted to the increase in oil
prices.
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TABLE 4
ECONOMIC INDICATORS FOR BRAZIL

Govern-
Invest- ment GDP In- Real Terms of
ment Savings Deficit a Growth flation Wage Trade

(% of GDP)(% of GDP) (% of GDP) (%) (%)

1977 21.3 , 20.5 n.a. 5.7 42.5 100 100
1978 21.2 19.8 n. a. 5.0 37.6 108 86
1979 20.3 18.2 3.0 6.4 55.9 110 79
1980 21.1 18.8 3.6 7.2 106.5 101 65
1981 19.2 18.7 6.0 —1.6 113.0 102 55
1982 18.4 17.4 6.6 0.9 92.0 113 54

a Public-sector borrowing requirement minus monetary correction on debt. This is basically an
inflation-adjusted government deficit.
SOURCE: Conjuntura Economica, June 1984; International Monetary Fund; Modiano (1983)

for real wages.

As many economists have pointed out, however, this was not entirely true.
Medium- and long-term net foreign debt had grown from $6 to $32 billion by
the end of 1977, most of it contracted at floating interest rates. In 1978, before
the second oil shock, the current-account deficit was already more than half
the size of total exports (Table 5), mainly because of a 2 percentage point jump
in international interest rates. Moreover, the volume of oil imports increased
by a third between 1973 and 1978 as oil prices declined in real terms.

Allowing the Brazilian economy to become increasingly vulnerable to rises
in interest rates and oil prices may have been justified, given its performance,
but adjustment could not be postponed forever. A real devaluation was not
attempted. In addition, Brazilians had little or no incentive to reduce oil con-
sumption, because the domestic prices of oil subproducts were heavily sub-
sidized throughout the Geisel term. Finally, as in the case of Germany, there
were serious questions about the feasibility of some of the investment proj-
ects undertaken, such as the atomic energy and gasohol programs.
The second oil shock in early 1979 came as an additional reminder that

things could go sour. In spite of tighter monetary and credit policies, inflation
had not come down significantly in 1978, mainly because of adverse supply
shocks and the cost-push effect of lagged wage indexation. When oil prices
started to rise, the need for economic adjustment became even clearer. When
President Figueiredo took office on March 15, 1979, and brought Mario H.
Simonsen with him, this time as Planning Minister, they gave priority to com-
batting inflation.
In August 1979, however, Simonsen resigned because of widespread polit-
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TABLE 5
BRAZIL'S BALANCE OF PAYMENTS

(in millions of dollars)

1978 1979 1980 1981 1982

Exports 12,659 15,244 20,132 23,293 20,175

Imports - 13,683 - 18,084 -22,955 -22,091 - 19,395

Trade balance -1,024 -2,840 -2,823 1,202 780

Interest payments (net) -2,696 -4,185 -6,311 -9,161 -11,353

Reinvested profits (net) -975 -721 - 411 -741 - 1,556

Other services (net) -2,295 -2,996 -3,262 -3,035 -4,182

Current account -6,990 -10,742 -12,807 -11,735' -16,311

Direct investments a 2,046 2,212 1,532 2,326 2,547

Long-term loans 14,284 11,907 11,513 17,423 14,881

Amortization payments -5,439 - 6,5451 -6,706 -7,515 -8,234

Short-term capital (net) 1,394 1,120 3,358 1,598 -797

Brazilian lending - 357 -608 -27 - 921 -594

Capital account 11,928 8,090 9,670 12,911 7,803

Errors and omissions -639 - 130 -343 -414 -368

Gold monetization and valuation adjustments 253 599 376 -331 285

Change in monetary liabilities 87 - 113 237 76 4,335 b

Change in gross official reserves [loss = ( - )] 4,639 -2,296 -2,867 507 -4,256

a Includes "reinvested profits."

b Includes bridge loan of U.S. $2,339 million.

SOURCE: International Monetary Fund.



ical opposition to his stabilization effort. His place was taken by Antonio Del-
fim Netto, the well-known Minister of Economics during the "Brazilian mir-
acle" of 1968-73. Delfim believed that the inflation and balance-of-payments
problems should be solved by promoting growth, particularly agricultural
growth. This, he expected, would lead to a fall in domestic inflation and to a
trade surplus, all at the small cost of subsidies and minimum-price guaran-
tees, financed by monetary expansion. As a consequence, the monetary base
grew 64 percent in 1979, compared with 45 percent in the previous year.
There were also strong inflationary pressures on the cost side. In Novem-

ber a new wage law was enacted that reduced the lag in wage indexation to six
months and gave low-paid workers wage increases in excess of past inflation.
In December the cruzeiro was devalued by 30 percent in terms of the dollar,
export subsidies were reduced, and import restrictions were relaxed. Infla-
tion jumped to almost 80 percent on an end-of-period basis, and foreign con-
fidence in Brazil began to fade. On December 15, 1979, The Economist
(p. 69) was already saying that Brazil might be forced to borrow from the In-
ternational Monetary Fund during the next year.
The balance of payments showed a deficit of $2.3 billion in 1979, as imports

increased by 32 percent, world interest rates continued to climb, the world
went into a recession, and capital inflows fell by 32 percent (Table 5). A small
balance-of-payments crisis took place in the winter of 1979-80; it is reflected
in the switch from long- to short-term financing of the current-account deficit
(Table 6). Hoping to have some impact on inflationary expectations, Delfim
announced at the end of 1979 that monetary correction (the lagged indexation
factor) would be limited to 45 percent in 1980 and the rate of devaluation vis-
à-vis the dollar would be limited to 40 percent. Inflation continued to rise in
the first half of 1980, however, and these targets were eventually abandoned.
Nevertheless, the cumulative devaluation of the cruzeiro in 1980 remained
below the cruzeiro/dollar inflation differential, so that the effect of the 1979
devaluation was substantially reduced by the end of 1980 (Figure 2).
The combination of fast growth at home and a world recession led to $4.8

billion increases in both exports and imports, keeping the trade deficit at $2.8
billion for the second year in a row (Table 5). In addition, international inter-
est rates reacted to monetary contraction in the United States by rising 3 per-
centage points, causing Brazil's current account to deteriorate by $2 billion.
The Economist (Sept. 6, 1980, pp. 78-79) announced that Brazil was "crashing
through the debt barrier," and that "many banks [are] reaching their 'country
limit' for Brazil and the flood of new lenders has dried up. . . ." In the absence
of capital controls, a more violent balance-of-payments crisis would probably
have occurred, driving reserves to zero. In the event, net foreign debt rose
from $48.4 to $58.9 billion, including a significant $3.4 billion increase in
short-term liabilities and a $3.0 billion reserve loss (Table 7).
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TABLE 6
BRAZIL'S CURRENT-ACCOUNT FINANCING

(in millions of dollars)

Current
Account

Long-Term
Financing a

Short-Term
Financing b

Gross
Reserve
Loss

1979:1 -2,251 1,476 -280 811

2 -2,247 1,461 350 1,193

3 -2,952 1,661 -51 1,084

4 -3,292 2,210 829 238

1980:1 -3,649 734 1,335 2,157

2 -3,183 1,619 162 1,505

3 -3,505 2,077 543 334

4 -2,470 2,529 679 -489

1981:1 -2,870 1,664 913 503

2 -3,077 2,788 -350 298

3 -3,116 2,993 -177 -144

4 -2,671 4,258 842 -1,308

1982:1 -3,640 1,117 1,818 455

2 -4,181 3,038 758 803

3 -4,493 2,503 -125 1,698

4 -3,996 1,257 -2,515 1,317'

a Net long-term loans plus direct investment.

b Net short-term loans.
c Without the bridge loan and other emergency measures, the loss would have been at least $4

billion higher.
NOTE: Gold revaluations are not taken into account, as they are in Table 5.

SOURCE: Boletim do Banco Central do Brasil, various issues.

A trip to the IMF was certainly in the cards, but Delfim tried to deal a dif-
ferent hand. He tried at first to salvage his original strategy, the pursuit of
adjustment through growth, then opted for what The Economist called a
"course correction," acknowledging that he had "more or less exhausted the
banks' willingness to lend his country money-until Brazil is back in the
black" (Nov. 29, 1980, p. 61). The targets for monetary and exchange-rate cor-
rections were formally abandoned, interest rates were decontrolled, and a 5
percent target for GDP growth was announced for 1981. A very tight mon-
etary policy was implemented to achieve this objective, as documented, for
example, in Bacha (1983, pp. 330-332). 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 improved
by $4 billion, moving into surplus. Bankers were reported to be -looking hap-
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FIGURE 2
THE REAL TRADE-WEIGHTED EXCHANGE RATE, BRAZIL, 1979-84

Real rate against trading
partner currencies

‘./

Real rate against
U.S dollar

1 . 1
1979 4980 4 984 4 982 4 983

NOTE: Increases represent appreciations of the cruzeiro.
SOURCE: International Monetary Fund.

pier by the hour" as Brazil was -deflating its way out of the deficit" (The Econ-
omist, 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, raising
debt-service costs. The current account improved only slightly, and bankers
found themselves lending the amounts necessary to cover the remaining def-
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TABLE 7
BRAZIL'S FOREIGN DEBT AND RESERVES

(in millions of dollars)

Medium and
Long-Term
Foreign Debt

Short-Term
Foreign
Debt a

Official
Monetary
Liabilities b

Total
Foreign

Liabilities
Gross

Reserves a

Net
Official

Reserves d

1977 32,037 2,703 1,512e 34,252 7,256 5,744

1978 43,511 4,097 1,599 e 49,207 11,894 10,295

1979 49,904 5,217 1,486e 56,607 9,688 8,202

1980 53,848 8,575 1,723 64,146 6,912 5,189

1981 61,411 10,173 1,799 73,383 7,507 5,708

1982 69,654 9,376 f 6,134 85,164 3,250 -2,884

1983 81,319 7,554 7,106 95,979 3,757 -3,349

a Data derived from the annual balance-of-payment flow, Table 5 above.
b Basis is 1980 IMF number.
c Foreign exchange, gold, SDRs, and reserve position in the IMF.

d Gross reserves minus official monetary liabilities.
e May overstate true values.
f From "standard, non-registered" debt given in the central bank's annual report.

SOURCE: International Monetary Fund and central bank.

icit. Little adjustment took place; the cruzeiro remained overvalued and in-

flation rose slightly. The stage was set for the final stretch.
The domestic liquidity crunch continued into 1982. Interest rates on con-

sumer loans and working capital remained very high, and the cruzeiro appre-

ciated even further in real terms, as it followed the appreciating dollar. Al-

though imports were still kept very low, the trade balance did not improve,

because exports dropped in response to a severe contraction in world trade.

In the first quarter of 1982, a sharp reversal in the pattern of financing took

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

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

market. Investment continued to decline, falling to 18.4 percent of GDP in

1982, and economic activity was still depressed. In the first half of 1982, cap-

ital flows were insufficient to finance the growing current-account deficit, and

reserves fell to $1.2 billion. Brazil was still on its feet, but it might not have

been able to stay upright even in the absence of an international liquidity

crisis.
When the Mexican collapse came in August 1982, all doubt disappeared.

Capital flows to Brazil contracted sharply and reserves fell further. Com-
plaints came from government and business that the Mexican debt crisis was

undermining Brazil's ability to address its own balance-of-payments prob-

lems, but they were not made loudly. The government was trying to put on a
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good show in order to do well in the forthcoming November elections. It de-
cided not to suspend debt service and rejected a trip to the IMF, claiming
that Brazil could solve its own problems. As indicated by the quarterly bal-
ance-of-payments figures shown in Table 6, this would turn out to be impos-
sible.
A sharp reversal in short-term capital flows took place after the Mexican cri-

sis, as well as another 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 it was
bad enough. Brazil had to call for help in meeting its payments. An emer-
gency package was put together by the banks, the IMF, the U.S. Treasury,
and the Bank for International Settlements, leading to an overall increase of
$4.3 billion in Brazil's official monetary 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—a balance-of-payments collapse.

4 Germany and Brazil Compared

Size and Nature of the External Shocks

The German economy was burdened with reparation payments from 1919,
when the Treaty of Versailles was signed, to the Hoover moratorium in 1931.
After an apparently successful period of externally financed growth, Germany
was caught by the Depression and a crisis was inevitable. With some qualifi-
cations, we can tell a similar story about Brazil in the late 1970s and early
1980s. In 1973 the Brazilian economy was hit by a large exogenous oil shock,
which was followed by a period of growth-with-debt similar to Germany's.
After that, a combination of many factors, including higher oil prices and in-
terest rates, low levels of world economic activity and trade, and domestic
mismanagement, led to a crisis in the last quarter of 1982. Thus, external
shocks, broadly defined, played key explanatory roles in the eventual bal-
ance-of-payments crises of both countries.
Going beyond this qualitative similarity, it is natural to ask whether the

shocks that hit Germany and Brazil were of comparable magnitude. To an-
swer this question I follow Machlup's (1964) approach. He suggests that the
increased current-account burden be compared with GDP and exports. The
ratio to GDP measures the extent of the domestic budgetary problem—the
required domestic fund raising and burden sharing. The ratio to exports in-
dicates the magnitude of the transfer problem—the required conversion of
domestic funds into an acceptable international means of payment. These
measures, for which the ratios are presented in Table 8, suffer from a number
of shortcomings, but they serve as a first approximation.
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TABLE 8
TRANSFER BURDENS

(in percent)

Ratio to GDP
(A/Y)

Ratio to Exports
(A/X)

Germany:
1925-28 1.9 13.2

1929-31 3.5 14.6

Brazil:
1974-78 1.8 26.7

1979-82 2.5 29.8

Germany:
A = annual average of reparations in period.

Y = national-income estimates for 1925 and 1929

from Machlup (1964, p. 383).

X = annual average of exports.

Brazil:
A = annual average of oil imports in excess of

1973 (for 1974-78) or 1978 (for 1979-82).

Y = annual average of GDP.

X = annual average of exports.

For Germany, the period is divided into two subperiods, 1925-28, a period

of balance-of-payments surpluses, and 1929-31. Since national-income esti-

mates are available only for 1925, 1929, and 1932, the German numbers in

Table 8 must be taken as very rough approximations. In order to minimize

distortions and still be able to differentiate between periods, the 1925 and

1929 figures were used for the national-income ratios instead of the period av-

erages used for the export ratios.
For Brazil, the two subperiods were 1974-78 and 1979-82. Because the ad-

justment that took place in 1974-78 was insufficient, the figures for the second

subperiod may underestimate the actual burden. (This bias is compounded

by the use of 1978 oil imports for the second subperiod, but their use is jus-

tified for another reason, advanced below.)

The nature of the shocks must also be taken into account before we can con-

clude that Germany and Brazil faced similar burdens. In particular, as Marion

and Swensson (1984) have so elegantly shown, distinctions between antici-

pated and unanticipated changes and between temporary and permanent

changes imply different optimal dynamic responses to shocks.

The case of reparations is the easiest. It is probably fair to say that after

World War I began, German taxpayers attached a certain probability to a

German defeat. As a consequence, the payment of reparations must have
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been at least partly anticipated. But, with Germany at war, they were un-
likely to adjust optimally to that possibility. Thus, reparations had almost the
effect of an unanticipated shock.
The case of the oil shocks is more complex, so I call upon Gately's (1984)

survey for help. The average view quoted there characterizes the first oil
shock as largely unanticipated but as permanent in the sense that the price of
oil was not expected to return to its pre-1974 level. The second oil shock was
again a partial surprise, and it had the effect of reinforcing the view that the
first shock had been permanent. The price elasticity of demand for oil must
also be considered. It is usually taken to be very low in the short and medium
run. In the case of Brazil, we saw that no adjustment in oil consumption took
place because the domestic price of oil was heavily subsidized. There was
some adjustment on the supply side, as domestic oil production increased by
24 percent from 1973 to 1982. (It was to account for this adjustment that 1978
oil imports were used to measure the second-period burden.)
On the whole, it appears that Germany and Brazil faced similar qualitative

problems. Quantitatively, the burdens to GDP were comparable, but the re-
lationships to exports differed to the extent that Germany was a more open
economy. The increase in Brazilian oil payments was considerably larger rel-
ative to exports than were German reparation payments relative to exports.

Short-Run Adjustment

The degree of short-run adjustment in the two countries can be compared by
examining some important macroeconomic variables in each country. (The
dynamic long-run process is considered in section 5.)
The standard short-run tools for adjustment to an adverse balance-of-pay-

ments shock are devaluation of the currency and reduction of domestic ab-
sorption. A real devaluation also requires a fall in real wages measured in
terms of traded goods. In both episodes considered here, real wages rose in
the period following the first external shock. This suggests that no real ad-
justment took place until the economies were hit for the second time, when
real wages fell. The classical Hume-Mill adjustment process, which relies on
the flexibility of wages and prices, was never given a chance to operate, since
both countries opted to finance the shocks rather than try to reduce real
wages. One can conjecture, however, that under union pressure in the case
of Germany and wage indexation in the case of Brazil, early adjustment would
have been just as costly as tardy adjustment turned out to be.
The other standard adjustment tool, domestic contraction, was also

avoided. In Germany there was significant political pressure to restore the
economy to its pre-war level, and in Brazil there was pressure for economic
development. In response, both governments ran budget deficits to accom-
modate the external shocks and avoid adjustment. In both countries, more-
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over, there was a tendency to finance long-term projects with short-term

loans, a fact that accounted in part for the increase in vulnerability that pre-

ceded both crises.
The two countries differed greatly in their use of inflation to finance the

budget deficits. Because Germany was on the gold-exchange standard, the

budget deficits were financed by domestic and foreign borrowing, and infla-

tion was never a problem. In Brazil, which was under no such constraint, a

large proportion of the budget deficit was monetized.

Although exchange-rate adjustment did not play an important role in Ger-

many under the gold-exchange standard, the Reichsmark appreciated slightly

in real terms; the nominal exchange rate was fixed between 1926 and 1930,

but the majority of Germany's trading partners deflated more than Germany

did (League of Nations, 1931, p. 92). Brazil's trade-weighted real exchange

rate remained roughly constant from 1973 to 1978, again indicating no ad-

justment; thereafter, however, the cruzeiro appreciated substantially in real

terms, despite the devaluation of December 1979. This move was perverse,

given the balance-of-payments situation. It was caused at first by the policy of

fixing the devaluation rate at low levels, and later by the policy of maintaining

the real dollar rate constant when the dollar was appreciating.

Two other factors, weak trade structure and volatile capital flows, point to

important similarities. Germany was heavily dependent on imported raw ma-

terials and foodstuffs to produce its manufactured exports. Brazil is con-

strained in much the same way; it depends on imported capital goods and oil

to maintain its production of manufactured goods, which account for more

than half its exports. And the volatility of capital flows was important, if not

decisive, in explaining economic fluctuations in both countries.

The Paths toward Collapse

As we have seen, both countries decided to borrow after being hit by the in-

itial shocks, in order to postpone adjustment. Germany had enjoyed a boom-

ing economy before World War I and was under strong domestic pressure to

regain its previous standard of living. In any case, a period of trade deficits

was clearly needed to finance investment because of the overall state of the

economy and its trade structure. Brazil made a similar move after the first oil

shock, starting a number of large investment projects, perhaps in the hope

that the shock was temporary. These were very long-term projects, and the

expectation of continuing capital inflows was a key determinant of the deci-

sion not to adjust. Real interest rates were very low at that time and were ex-

pected to remain low for as long as the savings of the oil-exporting countries

applied pressure on financial markets. As many have pointed out, both coun-

tries made gambles, but not unreasonable ones given the structures of their

economies and the potentially high costs of rapid adjustment. There were
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other costs attached to the gambles, however, in the form of increased vul-
nerability to further shocks.
The two economies followed somewhat different paths when faced with a

second round of problems. In Germany, the second shock was the slowdown
and subsequent reversal of foreign capital flows. The Great Depression began
shortly after that shock, and Germany was forced to adjust by restricting do-
mestic activity and curbing imports. Even if Germany had been granted some
debt relief or had rescheduled its payments, it could not have avoided a fall
in domestic activity, because its export markets had contracted sharply.

Brazil, by contrast, had a choice after oil prices went up for the second time
and interest rates started to rise. Foreign funds were still available, and Del-
fim opted to postpone (or avoid) adjustment. This was a crucial mistake. The
standard theory of optimal borrowing tells us that an economy should finance
temporary shocks and adjust to permanent ones. The second oil shock should
have been taken to mean that Brazil would continue to confront high oil
prices, and some adjustment should have been initiated. In addition, 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 recession, it fi-

nally became clear to the authorities that adjustment would be necessary.
The decision to switch gears came late and involved mainly domestic contrac-
tion. The exchange rate was not used as an instrument, but the trade balance
improved in large part because of excellent export performance in 1981. After
this interval, however, the picture again began to resemble Germany's. The
adjustment at home extracted a heavy toll from the economy, and the shrink-
ing inflow of foreign capital became a binding constraint.

5 Overborrowing and Overlending

In the crises analyzed above, the causal chain involved the compounding of
exogenous shocks and policy mistakes. Both countries underadjusted to the
initial external disturbances, becoming vulnerable to further shocks. Since
the underadjustment was made possible by foreign loans, let us evaluate the
behavior of borrowers and lenders and their roles in the two episodes.

The Behavior of Borrowers

Following Gersovitz (1984), we can say that countries borrow (a) to smooth
consumption when faced with temporary fluctuations in income, (b) to invest,
(c) to smooth adjustment, and (d) 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 future consumption and to invest until the
marginal product of capital equals the marginal cost of capital. The last two
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reasons have not been fully analyzed in formal models but are quite intuitive.

With reference to smoothing adjustment, in particular, the benefits from full

and immediate 'adjustment to a permanent shock have to be balanced against

the costs of adjusting. Such costs could arise from the short-run rigidities dis-

cussed above and from costly intersectoral reallocations of capital, among

other causes.
What then can we say about Germany and Brazil? Since these countries ap-

parently borrowed for all of these reasons, let us examine them one at a time.

Smoothing consumption was certainly not a valid reason for either country to

borrow, because both reparations and higher oil prices were long-lasting

shocks. The investment motive is perhaps the hardest of all to analyze, be-

cause we need information about prospective profitability. In principle, the

volume of borrowing for investment that took place in Germany and Brazil

was probably justified by the opportunities that existed; in practice, many

projects were poorly chosen. The adjustment motive makes sense if it serves

to reduce the speed of adjustment but does not postpone adjustment com-

pletely. In the case of Germany, it seems that very little or no adjustment

took place from 1924 to 1928, so we can conclude that there was some over-

borrowing. In Brazil, some adjustment took place between 1974 and 1979,

although it turned out ex post to have been inadequate to the need. For the

eighteen months starting in August 1979, however, there was no excuse for

borrowing without adjustment. Borrowing to finance trade was valid for both

countries, but only up to a certain point. Germany used short-term loans to

finance working capital and longer-run projects. Anecdotal evidence from

Brazil indicates that, starting with the mini-crisis of 1980, trade and other

short-term credit lines were being used to finance the balance of payments.

Needless to say, these financing strategies were inappropriate. One is led to

conclude that some overborrowing and underadjustment took place in both

Germany and Brazil.

The Behavior of Lenders

Why did the matching overlending take place? Guttentag and Herring (1984)

provide us with a number of explanations: (a) what they call "disaster my-

opia," a phenomenon that may cause economic agents to underestimate the

probability of a rare but disastrous event, such as a debt default; (b) imperfect

information and faulty analyses of loans, reflecting an inadequate data base,

an inadequate analysis of covariances, belief in the "short-leash" fallacy,

which implies that short maturities allow banks to recall loans, and a misem-

phasis on accounting values, all of which lead banks to misassess the risks in-

volved; and (c) the incentive effects of deposit insurance and an implicit belief

in a bailout should a crisis occur: This last is the standard -moral hazard" ar-
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gument that leads to excessive risk taking. It also helps explain the so-called
"herd behavior" of banks, which tend to take on similar exposures in the be-
lief that the industry as a whole will not be allowed to go under.
To Guttentag and Herring's explanations of overlending I add two more:

(d) failure to consider project risk, and (e) failure to consider country or for-
eign-exchange risk. Every international loan has both, the "project risk"
being unique to each individual borrower, and the country or foreign-ex-
change risk being related to macroeconomic conditions and increasing with
the sum of microrisks. Diaz-Alejandro (1984, p. 12) provides a very interest-
ing example of the influence of project risk. After a large bailout operation in
1977, all loans to private borrowers in Chile were guaranteed de facto by the
government, so that project risk could be ignored. This compounded the ef-
fect of Chile's exchange-rate policies and led to massive capital inflows. The
role of country risk can be interpreted as an externality: if each individual
lender is small and takes the macrorisk as given or ignores the contribution of
its own loan to that risk, then the overall level of loans will be excessive.

Let us now apply these explanations to lending behavior in the German and
Brazilian cases.
In Germany, one large component of capital inflows took the form of bond

placements in New York facilitated by the Dawes loan. Mintz (1951, pp. 70-
71) and C. Lewis (1938, p. 376) point out that investors were attracted to the
higher yields offered by low-grade foreign bonds, unaware of the risks in-
volved. There were no defaults on foreign government bonds during the pe-
riod, and the confidence of the public grew as time passed and no losses were
incurred. This pattern points to the roles of disaster myopia and imperfect in-
formation in the assessment of loan risks. It is hard, however, to blame indi-
vidual bond holders for their judgment, so we must turn to the behavior of
intermediaries.
The behavior of banking houses is somewhat puzzling. On the one hand,

they were overly 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, shows that though the banks made careful credit
analyses, they "took little account of the probability that these favorable
trends were unlikely to continue.- This happened in spite of repeated warn-
ings by well-known authorities like Moulton (1924) and S. Parker Gilbert, the
Agent General for Reparation Payments (quoted by Mintz, 1951, p. 77).
These authorities pointed out at the time that Germany was overborrowing
and overspending and that the prospects of its paying reparations were bleak,
not to mention amortizing subsequent loans. Indeed, the bankers did worse
than ignore the advice of experts: they retaliated against economists like Har-
old Moulton, who argued against excessive loans to Germany, by cutting
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• their research funds.5 One is led to conclude that the major banks were delib-

erately dumping these risky loans on the poorly informed public and smaller

banks. This conclusion is reinforced by the fact that the large metropolitan

banks held virtually no German bonds in their portfolios.6
The large banks did hold short-term loans, the other large component of

capital flows to Germany. Here the explanation must come from the exter-

nality theory outlined above:

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. For example, when loans were extended to German banks the lenders

carefully analyzed the statement of the particular borrower, but in many cases did

not take account of the total of Germany's foreign obligations. Yet it was the enor-

mous total of the country's foreign indebtedness, and not the borrowing of any par-

ticular bank, that was responsible for the standstill agreements between the Ger-

man banks and their foreign creditors. (C. Lewis, 1938, pp. 405-406.)

The same argument was put forth in a slightly different context to criticize

the excesses of competitive foreign lending:

[A] serious objection to highly competitive bidding for foreign loans is that it ordi-

narily 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 individ-

ual 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 Sauvain, 1937,

pp. 222-223.)

Now let us examine the behavior of Brazil's creditors. As we have seen,

Brazil financed high rates of growth by external bank loans from 1968 to 1973,

the miracle years. It was therefore only natural that the impact of the first oil

shock was almost automatically financed, in what was seen as successful re-

cycling. ,But after that, some adjustment should have taken place. Instead,

more loans were provided and a large proportion of them was guaranteed by

the Brazilian government, giving lenders a false sense of security. Each in-

dividually guaranteed loan was safe, but all loans put together were not, be-

cause Brazil did not adjust. This became clear ex post, when it was discovered

5 See Ferguson (1984, P. 76). Moulton went on to establish The Brookings Institution.

6 See U.S. Senate (1931). In particular, C. Mitchell testified (p. 80) that the National City Bank

held less than 0.01 percent of its assets in the form of long-term German bonds, and 0. H. Kahn

testified (pp. 134-142) that Kuhn, Loeb & Co. held no such bonds and that, in order to remain

liquid, all the larger metropolitan banks, acting as merchant banks, probably followed the same

practice. •
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that much of the borrowing was done by state-owned enterprises, which were
following orders to borrow in order to finance Brazil's balance of payments.
The argument can be summarized in terms of three of the five explanations

of overlending given above. The first two are explanations (c), the moral haz-
ard or incentive problem related to the provision of government guarantees,
and (e), the externality related to the overall exposure of the country. The for-
mer implies that many loans were improper from a microeconomic stand-
point, whereas the latter implies that the sum of all loans was excessive from
a macro standpoint. A third explanation is related to (b), imperfect or incom-
plete information regarding the banks' total exposure to Brazil. Anecdotal
evidence indicates that, after the 1982 Mexican crisis, many banks were sur-
prised to learn how high their aggregate lending to Brazil had been. This last
explanation supplements the externality argument.
Thus, we can conclude that bank overlending to Brazil had the same roots

as bank overlending to Germany: banks ignored the effects of their individual
actions on the overall level of risk or the vulnerability of the economy.

6 Concluding Remarks

I have argued that the experiences of Germany and Brazil were marked by a
number of similarities. The two stories can be easily summarized: after being
hit by an external shock, both countries underadjusted and overborrowed
abroad. As a consequence, they became vulnerable to further shocks and
eventually faced balance-of-payments crises.
My diagnosis of overborrowing is based on the failure of both countries to

adjust their economies when faced with permanent disturbances. No budg-
etary discipline was imposed, and the currency was not devalued in real
terms. Instead, the economy was financed with foreign credit, a large pro-
portion of it in short-term loans. The resulting financial vulnerability explains
the sudden nature of the final crises.
The behavior of lenders was likewise similar. In both cases, the failure of

individual lenders to take into account the impact of their own loans on over-
all country risk may suffice to explain the overlending that took place.
The main lesson to be drawn from these experiences is quite simple. Coun-

tries faced with permanent disturbances should adjust as soon as possible,
and lenders should keep this in mind before increasing their exposure.
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