
Centre for Development Economics 


WORKING PAPER SERIES 


L()an Pushing .and Triadic Relations 

Ashwini Deshpande 


Working Paper No. 49 


Centre for Development Economics 

Delhi School of Economics 


Delhi 1 10 007 INDIA 

Tel: 7257005. 7257533-35 


Fax: 7257159 

E-mail: office@cdedse.ernet.in 


tt' caiL .., 


mailto:office@cdedse.ernet.in


CDE 
September, 1997 

Centre for Development Economics 

Loan Pushing .and Triadic Relations 

Asbwini Desbpande 

Working Paper No. 49 

ABSTRACT 

This paper is an attempt to define and explore the phenomenon of loan pushing in international lending 
in the Seventies. The earliest descriptions of loan pushing are anecdotal; this paper surveys the various facets 
that emerge through this and suggests a possible definition that serves as the basis for the theoretical model in 
the next section. This model, inspired by the confessions of a banker, explores a triadic relationship between a 
corporation in the lender country, the lender bank and a borrower in a developing country and suggests that a 
rational, profit maximising commercial bank could end up "pushing" loans on to the borrower. The changes in 
international commercial banking in the Seventies that facilitated this kind of loan pushing are discussed next. 
To the extent that the loan pushing doctrine is valid, it implies that the commercial banks are at least as 
responsible for the massive lending boom of the Seventies as the borrowers and thus ought to be made to bear 
the cost of adjustment as well. 
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Introduction 

The process of sovereign lending in (he Seventies appears to consist of voluntary and 

mutually agreeable contracts between the transnational commercial banks and credit seeking 

developing countries. The suggestion that there could be in this process an element of 

aggressiveness on the part of the commercial banks, who actively and systematically 'pushep' 

loans on to developing country borrowers. may at first sight, seem inconceivable. If a 

borrower voluntarily enters into a loan contract, he is obviously doing so because the contract 

is beneficial. If such is the case, then would it be correct to characterise the process as one 

of loan pushing? Also, the commercial banks are supposed to be rational profit maximisers. 

Thus the amount of lending cannot be more than "optimal". What is then meant by loan 

pushing? These are a few questions that immediately come to mind. 

It has been argued that international credit can contribute to increasing donor exports. [See, 

for instance, Winkler (1929), Hyson and Strout (1968), Gwyne (1983), TayJor (1985), Darity 

and Horn (1988), Basu (1991), Basu and Deshpande (1995)]. This is indeed one of the 

arguments used to explain the phenomenon of loan pushing (however, not the only one), 

The aim of this paper is to explore the idea of loan pushing a little more deeply by first trying, 

to understand the concept along with a brief review of the literature in the area (Section 2). 

The confessions of a young banker (Gwynne, 1983), provide the basis of the theoretical model 

(Section 3), which considers a triadic relationship between a commercial bank in a creditor 

country, a debtor (nation) and a corporation in the creditor country and the compulsions of . 
loan pushing arising therefrom. Section 4 tries to decipher the new banking philosophy that 

prevailed during the Seventies which facilitated loan pushing. Section 5 offers some 

concluding remarks. 

2. What is loan pushing? 

There is a small body of literature on loan pushing [Kindleberger (1978); Darity (1985); 

Taylor (1985); Lombardi (1985); Darity and Horn (1988); George (1989); Basu (1991)], 

where for the most part loan pushing is discussed as one of the many aspects of the 

international debt crisis l , Loan pushing is thus not exclusively (and widely) researched and 



most of the discussion is, in fact, descriptive and open ended. Hence, we do not find a 

cormnonly accepted definition around which Lhe literature is centred. 

Kindleberger (1978), for instance, mentions the concept of loan pushing by observing that in 

the early stage of the debt build up, "multinational banks swollen with dollars ...... tumbled 

over one another in trying to uncover new foreign borrowers and practically forced money 

on the less developed countries." Darity (1985) traces the idea, that banks force loans on to 

borrowers, to the literature exploring financial flows in the 1920's from lenders in the United 

States to borrowers in Germany and Latin America. He develops his analysis by identifying 

six major features that according to him are common to the 1920s as well as the 1970s.2 He 

quotes Max Winkler's work to describe an incredible instance of loan pushing in the 1920's: 

A Bavarian hamlet was reportedly seeking a loan of $125,000 to improve the town's power 

station. After much persuasion, the mayor of the town was convinced of the desirability of 

contracting a larger loan. The result was a $3,000,000 issue, successfully sold on the 

American market! 

The available work on the subject highlights several facets of loan pushing, which while they 

are revealing, do not bind into an unambiguous definition of the term. Basu (1991) bases his 

discussion on the following definition: "loan pushing occurs whenever the lending banks try 

to supply more credit to borrowing countries than the latter would take at the prevailing 

interest rate." This definition is predicated upon rigid interest rates and to that extent, the 

model in the next section is similar. 

One of the features identified by Darity relates to the promotional-cum-persuasion aspect. 

The contemporary debt build up offers plenty of instances of loan pushing similar to the one 

that Winkler described for the 1920's. The most well known is the story told by Gwynne, a 

young ex-officer in a mid-sized US bank, in charge of making a loan to the Construction and· 

Development Corporation of PhiJippines (CPDP). Although he was aware of the fact that 

he would be making the·loan on a shaky ground, he decided to ignore danger signals and go 

ahead with the loan, mainly because of internal pressure. One of the bank's best domestic 

clients was an earthmoving-equipment corporation which was sure that the loan would be 

used by the CPDP to buy its equipment. And so, Gwynne made the unsound loan, which, 
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as he knew from lhe outset; was not n~paid. He explained his action thus: "As a loan officer, 

you are principally in the business of making loans. It is nOl your job to worry about large 

and unwieldy abstractions, such as what you are doing is threatening the stability of the world 

economy. 11\ that sense, a young banker is like a soldier on the front lines: he is obedient, 

aggressive and amoral" (Gwynnc,J983).l 

The anecdotal accounts bring to the fore various features of loan pushing in different contexts. 

It is likely that even if Qne definition of loan pushing for all contexts is not possible, context 

specific definitions may be possible. 

How exactly were loans l?yshxQ? 

Most of the major debtors in the contemporary debt crisis have been countries with a previous 

record of severe indebtedness and default. Thus the essence of loan pushing seems to have 

been the following: devising a particularly attractive set of incentives, especially to those 

borrowers who have been formerly either denied access to capital markets or would have been 

denied such large quantities of funds, if their previous record had been taken into account. 

Gwin (1984) points out that these bank loans offered the borrowers in the developing- world 

more financing with less policy interference than when official lenders were the primary 

source. Not only was the volume of funds higher, but agreements could be concluded more 

quickly -- in weeks or months rather than years, with lower spreads and higher maturities. 

The conducive factor to all this was that in real terms, interest rates on loans were at or near 

zero through most of the 1970's and actually negative in the last years of the decade. 

The need on the part of the borrowers complemented the eagerness of the lenders to lend. 

This need stemmed from several factors: be it for capital imports or meeting BOP difficulties. 

How much of this need was genuine and how much of this was inflated to facilitate misuse 

in order to support the extravagance of the ruling elite in the debtor country is a question that 

this paper cannot settle, but the fact is that it enabled loan pushing to go through without a 

hitch. 
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Ultimately what resuHed was a massive boom in lending, the magnitude of which has been 

documented in l)eshpandc (t 995). Thus, while the question of whether the amount lent to 

each country was ()ptimal or !lot can certainly be debated, the fact that the process resulted 

in the borrowers laking more loans than what was in their collective self interest in now 

apparent. Splitting the interests of the borrowers so that they act against their collective self 

interest may also be a form of loan pushing. 

It could be argued that by doing so, the banks were also acting against their own collective 

self interest by making themselves vulnerable to default. Here, however, there are several 

reasons that demonstrate that many of the banks were in a completely secure position of 

being pure gainers. 

One of these is the, by now well known, fact of the banks having implicit insurance for their 

loans through the expected support from the IMF. Also, lending was being done with a new 

banking philosophy that gave bankers the (false) confidence about their debtors never going 

bankrupt. Both these points are discussed later in the paper. 

What is relatively unknown, but constitutes a severe indictment of the banks is the following 

phenomenon. Most of the big sovereign debtors are also those with substantial capital flight 

--' a factor that should reduce the creditworthiness of the borrowing nation. Why then did the 

banks lend large amounts of money to these countries? Bank loans usually found their way 

into projects that benefitted the local elite', who in turn, deposited their ill gotten gains in the 

same banks through the IPB -- the international private banking channel -- a new asset that 

was introduced after 1981. These assets were the banks' true insurance against repudiation 

of debts.4 Thus, "banks got their pound of flesh both coming and going". 

3. A theoretical model of loan pushing 

In the last section, I had outlined the experiences of a young banker involved in giving a loan 

to a Philippine company. I will now use this first-hand account to formalise the relationship 

between the major actors in the debt build up. I consider a triadic relationship between a 

commercial bank in the donor country (say, the US), the borrower and a US corporations. 
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I first set up the standard lender borrower problem bel ween the commercial bank and the 

a 

debtor. Here, profit maximising behaviour of the lender results in a certain quantity of loan. 

With the entry of the corporation into the picLure, the commercial bank, again in a bid to 

maxirnise profits, ends up giving out a larger loan than before. This happens due to the fact 

that the relationship between the bank and the corporation (the latter keeps its deposits with 

the fonner) now affects the profit calculations of the bank in a particular way that has been 

outlined later. If the first (dyadic) exercise gave the "optimum" amount of loan at: the gOing 

interest rate desired by the borrower, and if the triadic interaction results in a greater loan at 

the same interest rate, it constitutes, what may in some sense be described as, loan pushing. 

Let the agents involved in this model be designated as the following: Agent I ~ the (US) 

commercial bank; Agent 2 ~ the (PhiJippines) debtor; Agent 3 - the (US) corporation. 

Consider first the interaction between I and 2, without 3 playing an active role. I offers a 

loan L at an interest rate i to 2. There are two periods in the model: the loan taken in the first 

period has to be repaid in the second. I assume a monopolistic lender who performs two 

functions: lending to the debtor and accepting deposits 'D' from the corporation. This is in 

contrast to the way in which the standard lender-borrower problem is modelled, where lenders 

are supposed to compete over a limited number of borrowers, to the point of driving profit 

down to zero. In these models, credit is rationed in equilibrium. The assumption of 

competition between lenders has been questioned (Basu (1991); Darity and Horn (1988», and 

one can model the lender as a monopolist with some validity, since the bulk of international 

lendiRg in the Seventies was done by large, well organised syndicates of banks. 

Credit rationing (or excess demand) in equilibrium in these standard models is obtained also 

because the rate of interest is supposed to act as a screening device through the adverse 

selection effect. The expected return to the bank depends on the probability of repayment and 

thus the bank would like to identify borrowers that are more likely to repay, higher rate of 

interest reflecting a lower probability of repayment (See, for instance, Stiglitz and Weiss 

(1981». As far as international lending through the Euromarket is concerned, the evidence, 

as it is, points to the contrary: that of declining spreads over LIBOR for borrowers in Latin 

America, whose creditworthiness was certainly doubtful. 
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Thus in tbe model that follows, I make no assurnption about the rate of interest rising as the 

probability of default Increases. Accurate modelling of the lending boom of the Seventies 

would in fact require, from the banks' view, the assumption of the probability of default being 

zero. (This is disclissed in the next section as' the Sovereign Risk Hypothesis, which 

dominated the new approach to banking in the Seventies), This assumption is implicitly made 

in what follows. 

In the absence of nny lending (borrowing), Jet Cl and Cz describe the period I and period 2 

consumption of the debtor. 

If the loan is taken, then the utility of Agent 2 can be written as 

U(C) + L, C2 - (l +i)L) 

For Agent I, the problem is to maximise its profits, which can be denoted thus 

T(L,i) ::: (I +i)L - C(L) + 1t(D(L» 

where C(L) is the opportunity cost of lending and 1t(O) is the profit derived from keeping 
. 

deposits of the corporation. In Gwynne's account, the corporation threatens to withdraw its 

deposits if a certain amount of lending is not done to the debtor. To make the threat credible, 

the assumption is that the bank gets a surplus in its dealing with the depositor, which it will 

lose were the corporation to carry out the threat. In this scenario, as the deposits are 

contingent upon the amount of lending done, D'(L» O. However, in the standard lender 

borrower problem, since the deposits are unrelated to the amount of lending done, then 

D'(L)=O. In either case, 1t(D(L» can simply be written as 1t(L) with 1t'(L) >0 in the former 

case and 1t'(L) =0 for the latter case. 

Thus the profit function modifies to 


T(L,i) ::: (1 +i)L - C(L) + 1t(L) 


For agent I, the objective is to 

max T(L,i) ::: (I +i)L - C(L) + 1t(L) 

subject to 

U(C, + L, Cz'- (l+i)L) ~ U 
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where U is the reservation utility of the debtor the utility that the debtor would get if he 
-

went without the deal. At equilibrium, 1 will offer 2 no more than U. This can be prc)ven by 

contradiction. Suppose 2 gel:s more than U at equilibrium. Then it is possible for 1 to raise 

i so that 2 still accepts 1'~ offer. But this means greater profit for 1. Which means that the 

original situation could not have been an equilibrium. This implies that in equilibrium, the 

above would be a strict equality. 

The problem now becomes 

max T (J., i ) = (1 +i)L - C(L) + 1t(L) (1) 
i , L 

subject to 

-
U(C 1 + L, Cz - (1 +i)L) = U (2) 

Consider equation 1. Clearly, for each L, there exists at most one i such that 2 is true. 

Hence over a certain domain, i is an implicit function of L defined by 2. Let us write the 

implicit function as 

i =$(L) (3) 

The bank's problem now is to max (1) subject to (3). 

In other words, 

max (1 + $(L»L - C(L) + 1t(L) 

The first order condition is 

$'(L)L + 1 + $(L) + 1t'(L) = C(L) 

In the dyadic relationship betwec:n the bank and the debtor, the corporation plays no active 

role and as explained earlier, in the above first order condition, 1t'(L)=O. Let the equilibrium 

amount of lending in this case be C. 
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In the triadic model, the corpOI'ution plays an active role. As described by Gwynne, if the loan 

is used to buy goods produced by the corporation, it would be interested in a higher loan 

being given to the debtor. To ensure this, the corporation can threaten the bank, that unless 

a higher amount is lent to the debtor, it would withdraw it's deposits from the bank. This 

threat can be meaningful if the withdrawal of deposits by the corporation results in a 

reduction of profits for the bank. In our scheme. this can be expressed as 1t'(L)>O. 

-
Let the solution to the second problem be L, and look at the first order condition. Assuming 

that in addition to 1t'(L»O, C'(L»O and [1 +CP(L)]L is concave, it follows that 

L>L* 

The rationale behind these assumptions is the following: a larger loan would come with larger 

costs (C'(L) >0). For this problem, equilibrium would be defined by the point of tangency 

between the reservation frontier and the highest iso-profit curve. For the equilibrium to be 

a unique maximum, the profit curve would need to be concave and (1+CP(L»L defines profits 

for a monopolist with zero costs. 

Thus we see that loan pushing can be entirely consistent with profit maximisation. In other 

words, it should not be viewed as an 'irrational' act· or a mistake on the part of the bankers. T 

This, however, should not be interpreted to mean that the banks merely followed sound it 

economic logic and if things went wrong later, they cannot be held responsible for the te 

consequences of their actions. It can be argued that pure profit maximisation (like that for w~ 

a producing firm) was not always the objective for a bank; even in the theoretical modelling 

of the banking firm, the differences with the producing firm have been clearly outlined. (For It 

an excellent survey, see Santomero (1984); to get a flavour of the ways in which the bank is tak 

modelled; see for instance, Stiglitz and Weiss (1981); Diamond (1984); Calomiris and Kahn on 

(1991». it v 

earl 

In the next section, I argue that the end of the Sixties heralded a new approach in turr 

international banking, which was conducive to loan pushing. CCOI 

on t 
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4. The new nPPI'oach to banking 

It is important to highlight some or the key differences between ordinary domestic lending 

and the inte~nationallending that took place through the Euromarket. There being no central 

bank or authority in the Euromarket, there is no control over the activities of the market. 

Second, Eurocredits were based on floating interest rates (LIBOR plus a spread), thus at any 

point, the sovereign country can face a sharp rise in its interest repayment burden. 

A normal regulatory rule followed in domestic lending is that no more than 5% of the bank's 

capital may be lent to anyone borrower. Even if we assume that this was followed for each 

borrower, attention was not paid to the fact that when foreign loans - whether pubHc or 

private - are made to the developing countries, they have to be repaid in certain hard 

currencies, and such foreign exchange can generally be obtained only from the Central Bank 

of the country. Thus all loans are, in a sense, made to the Central Bank. Thus the exposure 

levels for the leading debtors turned out to be much grealer than the prudent limit. 

Although this fact was not taken into account in determining the maximum amount of lending 

to any country, it certainly was not unknown, as is clear from the Sovereign Risk Hypothesis6
• 

The Sovereign risk hypothesis said: "Any country, however badly off, will 'own' more than 

it 'owes'. Countries simply could not go bankrupt; even if they occasionally had some short 

term cash flow difficulties, the cure would be sound programmes and the time to let them 

work" (quoted in Lever and Huhne, 1985). 

It was not as though this was the first time ever in history that international lending was 

taking place, although this was certainly the first time that commercial banks were involved 

on this scale. However, certain facts, by this time were historical knowledge. For instance, 

it was well known that certain countries had defaulted on their external debt commitments 

earlier (Mexico in 1933, Brazil in 1937, and Argentina in 1943, to name a few). These have 

turned· out to be the largest debtors in the Seventies as well. Thus, it appears that these 

economies were beset with structural problems that necessitated their continuing dependence 

on external finance. But does it require the benefit of hindsight to be able to suggest this? 
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'fhe most likely course for the lenders would have been to review the development experience 

of these countries to confirm their creditworthiness. 

In defence of the banks' (erroneous) decisions. it is often ul'gued that the banks did not have 

the necessary information to evaluate the creditworthiness of borrowing countries. Assuming 

for a moment that this was true, it can be asked whether the banks were at all behaving 

rationally as financial intermediaries. Mobilisation of funds through the financial 

intermediaries is supposed to increase efficiency, with their access to specialised knowledge 

that is not available to individual depositors. If the banks now make a plea about absence 

of specialised information, then a strong critique can be made of their role as agents 

responsible for t~e recycling of petrodollars. 

The fact, however, is that it is untrue that the banks did not have the information. The bank 

syndication departments prepared an information or placement memorandum in which a 

country's economic or political situation was described. These memoranda were often 

compiled with the help of economists, on the basis of data collecled in the debtor country and 

information published by the multilateral agencies like the IMF, the World Bank etc. 

According to Bogdanowicz-Bindert and Sacks (1984), the internal documents prepared at the 

money centre banks were much more elaborate, detailed and candid than information 

memoranda used to persuade the regional banks to join the loan syndicates. The latter were 

written as sales documents and were primarily intended as a formality. Thus,"they served to 

pave the way for a decision that was in large part already taken: to increase international 

exposure." 

In fact, Wriston very candidly admitted the actual motivation of the bankers, as embraced in 

the "Citibank Concept": "Our strategy is not one of making loans, our strategy is one of 

making money" (Lombardi, 1985). Between 1970 and 1980, the Citibank Concept was 

adopted by the majority of the world's top banks and the smaller banks simply followed suit? 

It must be recognised that this is not the approach that has always guided banking in a 

market set ups. The role that for instance, Schumpeter assigned to banks, stands out in stark 

contrast: 
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" .... the banker must not only know whut the transaction is which he is asked to finance -lInd 

how it is likely to turn out but he must also know the customer, his business and even his 

private habits, and get, by frequently talking things over with him, a clear picture of the 

situation" (Quoted in Diamond (1984)). 

What happened was just the opposite, as Gwynne's account indicates. He mentions that the 

new norms of banking were such that "your job performance is rated according to how many 

loans you make." Thus he recommended the loan to the Philippine company even when he 

knew that the leverage ratio for that company was 7: I (2: J is considered dangerous) and he 

thought that "it would be pure insanity to make this loan." He goes on to say that "American 

banks through the agency of loan officers like me have made a number of questionable loans 

in countries whose BOP is so far in arrears that according to Citicorp's Walter Wriston, 

"ability to repay" is no longer the main consideration. All that matters now is "access to the 

marketplace", meaning the ability to borrow even more. This is a convenient rationale ..... the 

theory goes something like this: as long as a country can continue to borrow money, it will, 

in effect, be able to "roll over" its debt indefinitely ..... the banks will be paid on schedule and 

the country will not become insolvent" (Gwynne, 1983). 

Schumpeter warned of the disastrous consequences of such an approach. " .... traditions and 

standards may be absent to such a degree that practically anyone can drift into the banking 

business, find customers, and deal with them according to his own ideas ... This in itself ... is 

sufficient to turn the history of capitalist evolution into a history of catastrophes" (Quoted in 

Diamond, 1984). 

The other advantages of international lending 

The bulk of commercial borrowing by developing countries m the 1970's came from 

syndicates of banks, put together from the money centres. Apart from the fact that risks were 

shared as a result of this, the larger banks had a special interest in arranging syndicates, as 

the banks could receive loan fees at the outset to set up the consortium of lenders. The larger 

the loan, the greater the earnings for the. banks acting as syndicating agents. Darity and Horn 

(1988) quote studies which show that fees for arranging the loans averaged about I % of their 

II 



value, (This is no small amount: ,% for a $200 million loan would be $2 million). This 

was the scale of earning for merely qrrAnging a syndicate. Thus over the period 1972-80, an 

average of 66 new banks entered the international loan syndication market every year. 

International bank lending expanded at an ilOnual rate of some 20% per year -- in almost 

direct proportion to the growth of the Eurodollar market (Lombardi, 1985). 

Another advantage obtained from the fact that the large money centre banks were able to 

avoid listing their non-performing loans as "non-performing" in their regulatory reports. This 

was because loans to LDCs could be rolled over through automatic or near automatic 

refinancing or rescheduling arrangements to avoid having to deduct them from their assets. 

Gwynne (1983) points out that even if a loan is rescheduled, interest payments keep coming. 

"And it is interest that hits the bottom line of a bank's profit and loss statement. This means 

that Citibank can have a very good year even though many of its loans may be in serious 

trouble. The banks may have been imprudent in making the loans in the first place, but they 

are both clever and scrupulous when it comes to protecting the value of their assets." Thus 

the figures on "losses" from LDC loans could be deceptive and this deception became 

necessary for the commercial banks for two reasons: first, the rolling over of loans would 

postpone the day of reckoning (Le. postpone the possibility of default) and, second, 

underplaying the actual losses would prevent depositor confidence from collapsing. 

Also, as Lissakers (1984), points out, the international operations sections of bank annual 

reports were "masterpieces of obscurity". The banks were not required to divulge to 

stockholders how much money they had loaned to individual countries, what the maturity 

distribution of country loans was or the proportion guaranteed by the US government. The 

annual reports provided no basis on which an investor or a depositor could make even a crude 

judgement about the soundness of a bank's foreign operations. According to Calomiris and 

Kahn (1991), the ability of the depositors to make early withdrawals, when they get adverse 

information about bank asset value, acts as a disciplining device for the bank. The above 

story shows how this device became completely ineffecti ve. 

Finally, loans to LDC's have potential international insurance agents -- the International 

Monetary Fund and the Federal Reserve (the latter for the US banks). This means that if the 

12 



debtor finds that it is simply unable to repay, then the banks feel reasonably assured that the 

IMF will act as lender of I.ast resort und effect a rescheduling of the loan. Also, the banks 

know that the conditionalities that accompany the rescheduling, demand adjustments only 

from the borrowers. From the banks' point of view, even if this involves some write~off, a 

total default is averted. Despite all efforts. jf the debtors still default and a major commercial 

bank is placed 011 the verge of bankruptcy, then the Federal Reserve is expected to come to 

its aid. At the political level, the bankers may have acted upon the confidence that their 

national governments would force defaulters into payment, through imposing sanctions. 

5. Concluding remarks 

The loan pushing adventure has placed the banks on the brink of a crisis by making them 

vulnerable to default by major debtors. The scale of lending and borrowing has also, in 

retrospect, proven to be unsustainable. Between January 1980 and September 1987, 50 

developing countries had renegotiated their foreign debts through multilateral negotiations 

(World Bank, 1987-88). The debt strategy that has governed these negotiations has, 

unfortunately, taken a partial view of the debt crisis and placed the onus of adjustme.nt only 

on the debtors. To the extent that the loan pushing doctrine is valid, the banks ought to be 

made to bear a part of the cost of adjustment as well. 
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Notes: 
1. The exception is Darity's work, which is a major study aimed solely at studyill1g loan 
pushing. 

:2 , These are (1) the promotional~cum~persuasion aspect, where theini~iative to borrow comes 
from the lenders. Thus borrowers receive more credit than they themselves regard as feasible 
or necessary at the outset. (2) This implies the existence of surplus of funds, that unable to 
seep into normal outlets, made their way into the less developed regions. Darity expIadns that 
from the early '70s, the supply of funds to the Eurodollar market was abundant :and the 
demand for funds from. traditional borrowers in the developed countries did not keep pace 
with the expansion of credit availabilty. This was true even with very low interest rates. (3) 
The foreign lending involved nepotistic connections and corruption in the arrangement of the 
loans. (4) The loans performed a market- making function for numerous US producers since 
the loans created financial capacity in the less developed countries to purchase the output of 
the US enterprises. (This issue has been investigated in some detail in Basu and Deshpande 
(1995». (5) When concrete evidence of softness in the ability of the borrowers to meet their 
obligations became visible, the lenders initially tried to resolve the situation by continuing to 
lend. (6) Eventually, lenders withdrew from providing funds i.e. "revulsion" took place. 

3. There are other illustrating instances. For instance, the case of Zaire, related by another 
young banker, Richard Lombardi, ex-vice president of the First National Bank of Chicago. 
In the early 1970's, the commercial banks were attracted by Zaire's rich copper-cobalt deposits 
and the country's head of state, Joseph Mobutu, "banked on the banks". By 1975, the country 
could no longer service its foreign bank debt, nor maintain its interior 'transport system, nor 
pay for its education. Between 1975 and 1978, copper and cobalt production had fallen by 
some 25%, the production of tin and strategically important columbium and tantalum ran 
below capacity, and the mining of manganese stopped altogether due to collapsing transport 
systems, lack of supplies, parts and technicians. Meanwhile, the banks' money had been spent 
on a world trade centre in downtown Kinshasa, an underground parking lot, a fleet of jet 
aircraft, an elaborate airport next to the head of state's native village, and for the importation 
of growing quantities of food, automobiles and arms (Lombardi, 1985). 

4. For a comprehensive and lucid exposition of this aspect of the flow of lending, see Darity 
(1991). 

5. The triadic structure is similar to the one in Basu (1986) which is concerned with 
analysing the rural credit markets. 

6. The chief exponent of this was Walter Wriston, Chairman of Citicorp in 1967, America's 
leading banking group, but this was embraced by the other banking magnates as well . 

... 
7. Jain and Gupta (1987) have tried to test the hypothesis that banks "herded" or 
demonstrated a pack instinct by emulating each other's lending behaviour. By looking at the 
international lending decisions of the US banks during 1977-82, they found positive evidence 
of herding and concluded that the large money centre banks acted as leaders in the herding 
process. 

8. To understand the change in the perspective governing banking, it would be interesting 
to take a look at the emergence of "money centre banks". In 1967, the First National City 
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Bank became a mle~man holding company known as CityCOi'p. The object of this exercise 
wns to permit the bank l{) expand its operations outside its lraditional business, viz., that of 
lending money. In the late 1960's and the 1970's, Citibank expanded its business into leasing, 
credit cards, management advisory services, insurance and travel. As a result of this, the 
composition of bunk assets and liabilities changed drastically. By the end of 1982, demand 
deposits represented 6% of Citibank's liabilities, down from 50% two decades earlier. Citibank 
had become what is known as a money centre bank, meaning that it was more of a financial 
intermediary, than a banker. Thus, it largely financed its loan portfolio, not from its depOSit 
base nor from Its shareholders' equity, but from purchased money, bought either from the 
Eurodollar market, or from other domestic money centre banks. This reliance on purchased 
funds enabled the banks to increase substantially their loan volume, aggregate income and 
profits. (For a detailed account of this process, see Lombardi, 1985). 

\ 
I 
I 
! 

\ 


\ 

I, 

I 
! 

\ 
\ 
I 17 

' 

\"J ".. 
j

7 . " " 
' ' 



CENTRE FOR IlEVELOPMENT ECONOMICS 


2 

3 

Author(sl 

Kaushik Basu 
Arghya Ghosh 
Tridip Ray 

M.N. Murty 
Ranjan Ray 

V. Bhaskar 
Mushtaq Khan 

4 V. Bhaskar 

Bishnupriya 
Gupta 

6 Kaushik Basu 

7 Partha Sen 

8 Partha Sen 

9 

10 

Partha Sen 
Arghya Ghosh 
Abheek Barman 

V. Bhaskar 

11 V. Bhaskar 

1 


WORKING PAPER SERIES 

The ~abu and The Boxwallah : Managerial 
and Government Intervention (January 
Review of Develonment Economics, 1997 

Optimal Taxation and Resource Transfers in 
Nation (February 1994) 

Incentives 
1994). 

a Federal 

Privatization and Employment : A Study of The Jute 
Industry in BangJadesh (March 1994). American 
Economic Review, March 1995, nn. 267-273 

Distributive Justice and The Control of Global Warming 
(March 1994) The North, the South and the 
Environment: V. Bhaskar and Andrew Glyn (Ed.) 
Earthscan Publication London, FebruaO;' 1995 

The Great Depression and Brazil's Capital Goods Sector: 
A Re-examination (April 1994). Revista Brasileria Q& 
Economia 1997 

Where There Is No Economist: Some Institutional and 
Legal Prerequisites of Economic Reform in India (May 
1994) 

An Example of Welfare Reducing Tariff Under 
Monopolistic Competition (May 1994), Reveiw of 
International Economics. (forthcoming) 

Environmental Policies and North-South Trade A 
Selected Survey of the Issues (May 1994) 

The Possibility of Welfare Gains with Capital Inflows in 
A Small Tariff-Ridden Economy (June 1994) 

Sustaining Inter-Generational Altruism when Social 
Memory is Bounded (June 1994) 

Repeated Games with Almost Perfect Monitoring by 
Privately Observed Signals (June 1994) 

......J.i....................~......~....~..__~~E_WW...______-- ­



Coalitional Power Structure in Stochastic Social Choice 
Functions with An Unrestricted Preference Domain 
(June 1994). Journal of Economic Ths:Qry (VoL 68 Ng. 
1, Janua~ 1296,pp. 212-233 

The Axiomatic Structure of Knowledge And Perception 
(July 1994) 

Bargaining with Set-Valued Disagreement (July 1994). 
Social Choice and Welfare, 1996, (Vol. 13, pp. 61-74) 

A Note on Randomized Social Choice and Random 
Dictatorships (July 1994). Journal of Economj\:; 
Theory, VoL 66, No.2, August 1995, pp. 581-589 

Labour Markets As Social Institutions in India (July 
1994) 

Moral Hazard in a Principal-Agent(s) Team (July 1994) 
Economic Design Vol. 1, 1995, pp. 227-250 

Caste Discrimination in the Distribution of Consumption 
Expenditure in India: Theory and Evidence (August 
1994) 

Debt Financing with Limited Liability and Quantity 
Competition (August 1994) 

Industrial Organization Theory and Developing 
Economies (August 1994). Indian Industry: Policies 
and Performance, D. Mookherjee (ed.), Oxford 
University Press, 1995 

Immiserizing Growth in a Model of Trade with 
Monopolisitic Competition (August 1994). The 
Review of International Economics, (forthcoming) 

Comparing Cournot and Bertrand in a Homogeneous 
Product Market (September 1994) 

On Measuring Shelter Deprivation in India (September 
1994) 

Are Production Risk and Labour Market Risk Covariant? 
(October 1994) 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

S. Nandeibam 

Kaushik Basu 

Kaushik Basu 

S. Nandeibam 

Mrinal Datta 
Chaudhuri 

S. Nandeibam 

D. Jayaraj 
S. Subramanian 

K. Ghosh 
Dastidar 

Kaushik Basu 

Partha Sen 

K. Ghosh 
Dastidar 

K. Sundaram 
S.D. Tendulkar 

Sunil Kanwar i 



25 

26 

27 

28 

29 

30 

31 

32 

33 

34 

35 

36 

37 

38 

Partha Sen 

Ranjan Ray 

Wietze Lise 

Jean Dreze 
Anne~C. Guio 
Mamta Murthi 

Jean Dreze 
Jackie Loh 

Pm1ha Sen 

SJ. Turnovsky 
Partha Sen 

K. Krishnamurty 
V. Pandit 

Jean Dreze 
P.V. Srinivasan 

Ajit Mishra 

Sunil Kanwar 

Jean Dreze 
P.V. Srinivasan 

Sunil Kanwar 

Partha Sen 

Welfur!;Hmproving Debt Policy Under, Mono})olislic 
Compeliliol1 (November \994) 

The Reform and Design of Commodity Taxes in the 
presence of Tax Evasion with Illustrative Evidence from 
India (December 1994) 

Preservation of the Commons by Pooling Res.ources, 
Modelled as a Repeated Game (January 1995) 

Demographic Outcomes, Economic Development and 
Women's Agency (May 1995). Population and 
Development Review, December, 1995 

Literacy in India and China (May 1995). Economic and 
Political :Weekly, 1995 

Fiscal Policy in a Dynamic Open-Economy New~ 

Keynesian Model (June 1995) . 

Investment in a Two-Sector Dependent Economy (June 
1995). The Journal of Japanese and International 
Economics, Vol. 9, No.1, March 1995 

India's Trade Flows; Alternative Policy Scenarios: \995­
2000 (June 1995) 

Widowhood and Poverty in Rural India: Some Inferences 
from Household Survey Data (July 1995). Journal 
of Development Economics, 1997 

Hierarchies, Incentives and Collusion. III a Model of 
Enforcement (January 1996) 

Does the Dog wag the Tailor the Tail the Dog? 
Cointegration of Indian Agriculture with Non­
Agriculture (February 1996) 

Poverty in India: Regional Estimates, 1987-8 
(February 1996) 

The . Demand for Labour 111 Risky Agriculture 
(April 1996) 

Dynamic Efficiency in a Two-Sector, Overlapping 
Generations Model (May 1996) 

I 
7 i 81 • Lt .. 1 



39 

40 

41 

42 

43 

44 

45 

46 

47 

48 

49 

Partha Sen 

Pami Dua 
Stephen M. Miller 
David J. Smyth 

Pami Dua 
David J. Smyth 

Aditya Bhattacharjea 

M. Datta~Chaudhuri 

Suresh D. Tendulkar 
T. A. Bhavani 

Partha Sen 

Partha Sen 

Pami Dua 
Roy Batchelor 

V. Pandit 
B. Mukherji 

Ashwini Deshpande 

Asset Bubbles in 1\ Monopolistic Competitive Macro 
Model (June 1996) 

Using Leading Indicators to Forecast US' Home Sales in 
a Bayesian V AR Framework (October 1996) 

The Determinants of Consumers' Perceptions of Buying 
Conditions for Houses (November 1996) 

Optimal Taxation of a Foreign Monopolist with Unknown 
Costs (January 1997) 

Legacies of the Independence Movement to the Political 
Economy of Independent India (April 1997) 

Policy on Modern Small Scale Industries: A Case of 
Government Failure (May J 997) 

Terms of Trade and Welfare for a Developing Economy 
with an Imperfectly Competitive Sector (May 1997) 

Tariffs and Welfare in an Imperfectly Competitive 
Overlapping Generations Model (June 1997) 

Consumer Confidence and the Probability of Recession: 
A Markov Switching Model (July 1997) 

Prices, Profits and Resource Mobilisation in a Capacity 
Constrained Mixed Economy (August 1997) 

Loan Pushing and Triadic Relations (September 1997) 

j 

.' . 

I 


