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ABSTRACT 

Relative to bond financing, there is a significant and temporary increase in the use of loan 

financing by less developed countries as oil crises occurred. We argue that bank loan syn- 

dication reschedules debt more efficiently and better serves balance of payments financing 

than bondholders. This explanation is consistent with the line of argument that banks are 

unique. In addition, the low-income countries’ loan financing increased more than that of 

the middle-income countries during the oil-crises, which is compatible with the notion that 

the contracting cost is cheaper with loan financing than with bond financing. 

I. INTRODUCTION 

It is widely believed that due to oil shocks banks drastically increased their exposures to 

less developed countries (LDCs).’ As a result of oil exporters’ preference for liquid assets, 

banks absorbed large deposits from the oil exporters. The increase in the supply of loanable 

funds was greeted by a sharp rise in the demand for balance of payments financing by non- 

oil exporting developing countries, which could have caused banks to increase their expo- 

sures to sovereign borrowers through syndicated lending.2 
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However, loan financing has been a preferred financing instrument ever since 1970 and 

there has been a notable increase in the amount of bond financing over the years as ~ell.~ 

This paper shows that loan financing occurred relatively more frequently when oil prices 

rose suddenly and that oil crises did not have a permanent impact on the choice of financ- 

ing method. 

Why did borrowers favor loan financing more during the oil crises? The “liquidity expla- 

nation” may not be sufficient to answer this question. Indeed, borrowers could have issued 

bonds instead of borrowing through loan syndication. Or, as Weintraub (1983, pp. 4-5) 

puts it: 

In the mid-1970s banks recycled OPEC’s surpluses to non-OPEC developing nations. 

If banks had not matched the new petro-deposits to the new credit demands of non- 

OPEC developing nations, if they had loaned the funds to other entities instead, some 

of these other entities or those to whom the funds were transferred to, further down the 

line, would have done the recycling. 

The banking literature asserting that banks are unique is called upon to answer this ques- 

tion. Banks are unique because they are efficient information producers (e.g., Leland and 

Pyle, 1977; Campbell & Kracaw, 1980; Chan, 1983; Diamond, 1984; Ramakrishnan & 

Thakor, 1984). Banks are more efficient than other types of financial intermediaries partly 

because of the long-term relationship between banks and clients (e.g., Fama, 1985; Sharpe, 

1990). 

A phenomenon in the international lending is that a default by a sovereign borrower 

usually leads to debt rescheduling. We argue that as efficient information producers 

banks can ascertain the nature of economic shocks which result in default so that banks 

reschedule debt more efficiently than bondholders. Diamond (1984) shows that banks 

can serve as delegated monitors for depositors because banks minimiie the cost of moni- 

toring information which resolve incentive problems between borrowers and lenders. 

Applying Diamond’s theory to our study, we think that bondholders can just be the 

depositors, letting banks monitors sovereign borrowers on bondholders’ behalf. This can 

circumvent the free riding problem among bondholders who do not have incentive to 

monitor for others. 

In addition, bank loans are more flexible than bonds in deal with balance of payments 

financing. Therefore, since oil crises resulted in high probability of debt rescheduling and 

loan renewal, loan financing was a preferred financing instrument. Our analysis also shows 

that small and less well-off countries tend to use loan financing more than large and more 
well-off countries. This is compatible with the argument that the contracting cost is lower 

with loans than with bonds (Fama, 1985). The findings in this paper thus complement the 

theoretical and empirical literature contending that banks are unique.4 

The paper proceeds as follows. Section II gives an overview of the choice pattern of 

financing instruments during and outside the oil crises. Section III examines how the rela- 

tive amount of bond financing and loan financing changed as the oil shocks occurred. In 

section IV the Wilcoxon signed ranks test is applied to test whether or not the choice 

between bond financing and loan financing is affected permanently by oil shocks. Section 

V provides explanations for the empirical findings. A conclusion follows. 
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Table 1. The Amount of Loan Commitments of Loan Financing and 
Bond Financing-Public and Publicly Guaranteed Debt of 109 Countries Reporting 

to the world Bank through the Debtor Reporting System (Millions of Dollars) 

Periods Loans Bonds Total Lmn Ratio 

1970 2598.9 144.8 2743.7 0.947 

1971 3081.2 488.2 3549.4 0.863 

1972 5223.6 871.7 6095.3 0.858 

1973 10080.3 934.1 11014.4 0.915 

Total of 70-73 20984.0 2438.8 23422.8 0.896 

1974 13068.6 960.9 14029.5 0.932 

1974 16427.6 769.2 17396.8 0.955 

Total of 74-75 29496.2 1730.1 31226.3 0.945 

I976 22393.1 1465.7 23858.8 0.939 

1977 2573 I .3 348 1.4 29212.7 0.881 

1978 42059.9 3926.1 45986.0 0.915 

Total of 76-78 90184.3 8873.2 99057.5 0.910 

1979 52545.7 2254.7 54800.4 0.959 

1980 43324.8 1918.6 45243.4 0.958 

1981 52627.4 2548.2 55175.6 0.954 

Total of 79-8 1 148497.9 6721.5 155219.4 0.957 

1982 52440.6 6822.8 59263.4 0.885 

1983 44100.1 2535.9 46636.0 0.946 

1984 34169.8 2501.7 34671 S 0.932 

1985 32973.4 5164.2 38137.6 0.865 

Total of 82-85 163683.9 17024.6 180708.5 0.906 

Grand Total of 70-85 452846.3 36788.2 489634.5 0.925 

Average of 70-85 28302.9 2299.3 30602.2 0.925 

Normalized Std.* 0.6283 0.7663 0.6225 0.0386 

Oil Crisis Total 177994.1 8451.6 186445.7 0.955 
(74-75,79-81) 

Non-Crisis total 274852.2 28336.6 303188.8 0.907 

f70-73,76-78,SZXi) .-_.I..- ~.-- -- -“llll_ 
Note. *Normalized standard deviation is derived from dividing the standard deviation by the average of all years. 
Source: The loan commitment figures are from the World Debt Tables on tape (1970-85) 

II. AN OVERVfEW OF THE CHOICE OF FINANCING 
INSTRUMENTS, 1970-I 985 

There are 109 countries which regularly report their financing activities to the World Bank 
through the Debtor Reporting System. Without a doubt bank loans are the preferred financ- 
ing instrument. Table 1 shows that in U.S. dollars over 92% of the total amount borrowed 
in 1970-1985 was from loans. Table 2 shows that for the 18 countries which most actively 
borrowed in the international bond and loan markets, approximately 98 out of every 100 
borrowing contracts were in the form of loan financing during this period. 

Although since 1970 both bond financing and loan financing have increased notably, rel- 
ative to bond financing loan financing increased even more as oil crises occurred. For 
instance, 80.7% of the 109 reporting countries borrowed only through loans during the 
non-c~sis period, while 83% during the crisis period. Table 1 shows that the ratio of the 
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Table 2. Annual Frequencies of Bond and Loan Contracts of the 18 Countries That 

Borrowed Most Actively in the International Bond and Loan Markets 

Periods Loans Bonds 

1970 564 8 
1971 627 11 
1972 1004 17 

1973 1263 0 

Total of 70-73 3458 36 
1974 2240 10 
1974 1357q 5 

Total of 74-75 3597 15 
1976 1558 28 

1977 1518 74 

1978 1772 56 
Total of 76-78 4848 158 

1979 1804 29 
1980 1896 28 
1981 2356 36 

Total of 79-81 6056 93 

1982 2221 59 

1983 1400 39 

1984 1584 41 

1985 817 35 
Total of 82-85 6022 174 

572 

638 
1021 

1263 

3494 

2250 

1362 

3612 

1586 

1592 

1828 

5006 

1833 

1924 

2392 
6149 

2280 

1439 

1625 

852 
6196 

Laon Rafio 

0.9860 
0.9828 
0.9833 
1.000 

0.9897 

0.9956 

0.9963 

0.9958 

0.9823 

0.9535 
0.9694 

0.9684 

0.9842 

0.9854 

0.9849 

0.9849 

0.9741 

0.9729 

0.9748 

0.9589 

0.9719 

Grand Total of 70-85 23981 476 24457 0.9805 
Average of 70-85 1498.8 29.8 1528.6 0.9805 
Coefficient of Variation 0.3572 0.6732 0.3555 0.0125 

Oil Crisis Total 

(74-75,79-81) 

Non-Crisis total 

(70-73,76-78,82-85) 

9653 108 9761 0.9889 

14328 368 14696 0.9749 

total amount borrowed through loan financing during the non-crisis years is 90.7%, vs. 
95.5% during the crisis years. For the period 1970-1985 the coefficient of variation for the 

amount of bond financing is greater than that of loan financing (0.7663 vs. 0.6283), an indi- 

cation that bond financing is affected more by the oil crises than is loan financing. Further- 

more, loan financing is not as prevalent in the post-crisis period as in the oil-crisis period. 
The loan ratios for the two post-crisis periods (1976-78 and 1982-85) are 0.9104 and 

0.9058, lower than the 0.9446 and 0.9567 for the two crisis periods. Therefore, although oil 
crises made borrowers more dependent on loan financing, their effects might not have con- 

tinued after the crises. Table 2 delivers the same message. For every one thousand borrow- 
ing contracts, approximately 26 were bond contracts during the non-crisis period, versus 11 
during the oil-crisis period. The coefficient of variation in terms of contract frequency also 

indicates that bond contract has a greater variation than loan contract. In addition, the post- 
crisis loan ratios (0.9684 and 0.9719) are smaller than the crisis-period ones 0.9958 and 
0.9849). 
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Figure 1. Distribution Functions of the Loan Ratios Falling into Spercentile Ranges in 
the Oil- and the Non-Oil-Crisis Periods 

III. THE RELATIVE IMPORTANCE OF LOAN FINANCING IN THE 
NON-OIL-AND OIL-CRISIS YEARS 

We now apply the concept of stochastic dominance to show the relative importance of loan 
financing during the crisis period and the non-crisis period. A country’s annual amount of 

loan financing as a ratio of the total amount borrowed through bonds and loans is defined 
as follows. 

PLFit = 
LNit 

LNi, + Bni, 
, i = l,...., 109. f = l,...., 16 (1970-198Q5 (1) 

LNi, and BNi, are the amount of loan commitments of loan financing and bond financing 
for country i in period t. The data are from the World Debt Tables tape and are limited to 
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long-term public and publicly guaranteed debt from private financial markets. Excluding 
the years in which countries did not borrow, a sample size of 1,114 loan ratios are obtained. 

The 1,114 observations are divided into two subsets: 74 1 for the oil crisis period, and 
373 for the non-crisis period. The PLFs are sorted in ascending order and the numbers of 
PLFs falling in different 5-percentile ranges are counted. Then the percentage of the num- 
ber of sample points in each percentile is calculated. Table 3 shows the frequency and the 
percentage densities as well as their cumulated distributions of the two periods. For exam- 

ple, in the non-oil-crisis period there are seven PLFs inside the 50.01-55 percentile range, 
which constitutes 0.98% of the PLFs. The cumulated frequency up to this range is 38, 
which is 5.13% of the total PLFs. 

Figure 1 plots the distribution functions of the PLFs failing into different 5-percentile 
ranges in the oil- and non-oil-crisis periods. The figure clearly indicates that the distribu- 
tion of the non-oil-crisis period lies everywhere above that of the oil-crisis period. Since 
sample points in a lower percentile range rely relatively less on loan financing than those 
in a higher percentile range, by the first order stochastic dominance we argue that there was 
more reliance on loans in the crisis period than in the non-crisis period. We consider Table 
3 and Figure 1 a convincing evidence for two reasons. One, the distribution functions in 
Figure 1 could cross, which would invalidate the above arguments. Two, our results are 
invariant to any re-sizing of the percentile ranges. 

IV. THE TEMPORARY EFFECTS OF OIL CRISES ON THE RELATIVE 
IMPORTANCE OF LOAN FINANCfNG 

We now employ the Wilcoxon signed ranks test to test whether the oil crises had a perma- 
nent impact on borrowers’ financing choices. To test the hypotheses, five sub-periods are 
defined: the period before the first oil-crisis (I: 1970-1973), the first oil-crisis period (II: 
1974- 1975), the period after the first oil-crisis and before the second one (III: 1976- 1978), 
the second oil-crisis period (IV: 1979-1981), and the period after the second oil crisis (V: 
1982-1985). 

The annual frequencies (number of ~ansactions) of bond and loan contracts are the basis 
of the tests. Countries included in the sample must have borrowed in all of the five sub- 
periods and the total number of contracts must not be less than six in each sub-period.6 In 
addition, each country must have borrowed in the bond market. Eighteen countries are 
included in the sample and the data are from the World Bank’s private domain. 

Let NLT, be the number of loan transactions for country i in sub-period t, and NBT, its 
bond counterpart7 Define: 

X, = 
NLT,, 

NBi, + NLT,, ’ 
(2) 

‘ijk = Xij - Xik. (3) 

The test is done in three phases. Phase 1 tests the null hy~~esis that the countries’ 
choice of financing was independent of oil crisis. The alternative hypothesis is that coun- 
tries preferred loans to bonds more in the crisis period than in the non-crisis period. Phase 
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Table 4. The Wilcoxon Signed Rank Test of the Impact of Oil Crises on the 
Choice of Financing Methods 

Phase 1 

(1)X I,III,V-XII,IVa 

Phase 2 

(2)xI.III.v-xII 
(3fX,-XI, 

PWI~-XII 

~~~x,-x,II 

No. fff No. of 
Esfective Negative 

Obs. b 
Signij‘Zcance Levet of 

Ranks’ ZY I -Sided Test 
---._-- 
18 15 -2.548 0.6% 

18 17 -3.593 0.1% 

14 10 -1.789 3.7% 
15 13 -3.181 0.1% 
17 8 0.97 16.6% 

Phase 3 

t6)%1,trX1v 

16 12 -2.12 1.7% 

f7)X,,,-X1v 
fww$v 

(~&I-XV “-_ -.-~.ll- 
Note: a. The difference in loan financing ratios between sub-periods I, III, V and sub-periods II and IV. 

b. If a country’s loan ratio is identical in the two sub-periods, it is excluded from the sample. 
c. No. of negative ranks refers to the nwnwr of countries that have negative Yijk. 

2 and 3 test whether the impact of oil shocks on the choice of ~nancing inst~ment is per- 
manent, i.e., if X increased in the crisis periods and reverted to its pre-crisis level in the 
post-crisis periods. 

One can rank Y$‘s by their absolute values in ascending order. Then ranks are assigned 
to all Y$‘s with their original signs attached to the ranks. Let YP be the sum of positive 
ranks. When N is sufficiently large (N 2 15), YP is asymptotically normally distributed 
with mean MYP = N(N e 1)/4, and variance VYP = N(N + 1)(2N + 1)/24. So the test sta- 
tistic 

zy= YP-MYP 

vYP1’2 
(4) 

is approximately normally dist~buted with mean zero and unit variance. 
The test results are shown in Table 4. For phase 1, 15 of the 18 countries bad higher per- 

centages of loan financing in the crisis period than in the non-crisis period. The null 
hypothesis that loan financing was chosen equally frequently could be rejected at the 0.6% 
significance level. 

For phases 2 and 3 we examine the permanent effect of the first oil shock using sub-peri- 
ods I, II, and III. Years after 1979 are not included because the effect of the first oil crisis 
must be isolated from that of the second oil crisis. Likewise, we examine the permanent 
impact of the second oil crisis using sub-periods III, IV, and V.* 

Rows (2) and (6) of Table 4 confirm the test results of phase 1. Furthermore, rows (3) 
and (4) indicate that the use of loan financing jumped significantly as the first oil crisis 
occurred, then fell signi~c~tly afterwards, Row (5) shows that the choice pattern was not 
significantly different between the pre- and the post-crisis periods, although the post-crisis 
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period depended even less on loan financing than the pre-crisis period. This implies that the 
first oil crisis did not have a permanent impact on the choice of financing instruments. 

Rows (7) and (8) indicate that although loan financing was used less frequently before 
the second oil crisis, the post-crisis period did not have significantly less loan financing in 
comparison to the crisis period. In addition, row (9) reveals that loan financing in the pre- 
crisis period was less than in the post-crisis period, but not significantly so. 

V. DISCUSSION OF THE EMPIRICAL RESULTS 

A. The Uniqueness of Bank Loans as 
Efficient Debt Rescheduling instruments 

So far we have some evidence that sovereign borrowers relied more on loan financing 
during oil crises. We now argue that this is because banks reschedule debt more efficiently 
and better serve balance of payments financing than bondholders. The sudden increases in 
oil prices worsened the economic condition and thus the debt repayment ability of many 
developing country borrowers. As a result, oil shocks increased the likelihood of repeated 
debt rescheduling in the future.’ 

In the case of sovereign lending, legal means cannot be imposed upon a sovereign gov- 
ernment who is not subject to laws regarding bankruptcy and enforcement of collateral. 
Therefore, unlike domestic debt for which a default can lead to bankruptcy proceeding, 
sovereign states cannot be rendered bankrupt and therefore a default results in repeated 
rescheduling.” If done inefficiently debt rescheduling could be very costly to borrowers. 
If bondholders do not find it economical to monitor the borrower’s repayment ability and 
thus cannot reschedule the debt based on the nature of economic shocks, then a default can 
prompt bondholders to impose heavy default penalty to deter the debtor from defaulting on 
purpose. In contrast, if banks can monitor the nature of economic shocks, then a default 
caused by uncontrollable events does not have to result in default penalty. Instead banks 
can reschedule debt efficiently based on the nature of economic shocks. Thus, compared to 
bonds, bank loans mitigate future expected rescheduling cost. 

There are at least two reasons why banks reschedule debt more efficiently than bond- 
holders. * ’ One, bondholders are such a non-cohesive group of creditors that it is difficult 
for them to negotiate with the debtor with consensus, whereas banks in a syndication con- 
stantly communicate with one another and therefore can negotiate without as much diffi- 
culty.‘* In addition, small bondholders tend to free-ride the monitoring and negotiation 
results of large bondholders. Loan syndication allows banks to spread the risk as well as the 
cost of monitoring and negotiation more evenly across members of the syndication.t3 

Two, banks possess more accurate information about a borrower than bondholders. 
Fama (1985) argues that banks have comparative advantage as inside lenders. “The ongo- 
ing history of a borrower as a depositor provides information that allows a bank to identify 
the risks of loans to depositors and to maintain the loans at lower cost than other lenders.” 
Sharp (1990) considers a similar situation in which a long-term relationship between banks 
and customers are valuable to banks. The value is embedded in the private information 
banks acquire over time about a borrower’s quality, which is then used by banks to induce 
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the old customers to stay with the original lender. Berlin and Loeys (1988) consider a case 

in which a bank monitors efficiently to determine whether or not a borrower’s project 

should be terminated, whereas bondholders are not capable of doing so. Thus, bank lenders 

should reschedule debt more efficiently than bondholders because: 1) the time and money 

spent on renegotiation is less when lenders know the borrower’s situation better, and 2) the 

likelihood that lenders make incorrect decisions based on incomplete information is 

smaller with better information about a borrower. 14 

Diamond (1984) shows that banks can serve as delegated monitors for depositors 

because banks minimize the cost of monitoring information which resolves incentive prob- 

lems between borrowers and lenders. Applying Diamond’s theory to our study, we think 

that as delegated monitors banks can circumvent the free riding problem among bondhold- 

ers who do not have incentive to monitor for others. As efficient information producers 

banks can ascertain the nature of economic shocks which result in default so that banks can 

reschedule debt more efficiently than bondholders. Bondholders can be depositors, letting 

banks do the monitoring for them. 

Since oil crises resulted in high probability of debt rescheduling, borrowing countries 

increased their use of bank loans to reduce expected rescheduling cost. When the oil prices 

stabilized and the uncertainty regarding future economic performance dissipated after the 

oil crises, the borrowers’ pattern of financing choices reverted to its pre-crisis level. This 

argument is consistent with our observation that the importance of loan financing abated 

significantly after the first oil crisis ended. 

But why did we not find the use of loan financing decline significantly after the second 

oil crisis? Since 1982 Mexico defaulted on its debt, depressive economic conditions have 

forced borrowing countries to reschedule debt frequently. We think that, in anticipation of 

future rescheduling, countries chose loan financing over bond financing to reduce expected 

rescheduling costs. Consequently, loan financing did not decrease significantly after the 

second oil crisis.B. Balance of Payments Financing and the Choice of Financing Instru- 

mentsBalance of payments financing is an important part of banks’ lending to LDCs.15 Oil 

crises increased the need for balance of payments financing. Bank loans can serve balance 

of payments financing better than bonds.16 

Balance of payments financing is revolving (recurring) in nature and therefore requires 

a line of credit or frequent loan renewals to meet future contingencies. Bond financing 

before mid 1980s was clearly not suitable for balance of payments financing for several 

reasons. One, drawdown of a loan on short notice is normally not possible and frequent 

trips to bond market are costly. Two, borrowing in advance before a balance of payments 

need arises may not be feasible, because bondholders may not be convinced of such neces- 

sity. Three, information production cost for credit renewal is high because either there 

would be duplication in the effort to produce information or some bondholders would free- 

ride on other bondholders’ information production. 

In contrast, loan contracts are flexible enough to meet future borrowing contingencies. 

In addition, bank syndication produces information efficiently based on an already existing 

relationship to determine if a loan would be renewed (Fama, 1985). The duplication of 

information production is avoided and the free-riding problem is reduced in the case of 

syndicated lending. 
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We now provide further evidence for why bank loans are preferred even more during oil 

crises. Our data indicate that all countries borrowed in the loan market, whereas only 

wealthy or large countries borrowed in the bond market. Based on the definition of the 

World Debt Tables, among the 109 reporting countries, only three of the low-income Afri- 

can countries, and only China and India of the low-income Asian countries, ever borrowed 

through b0nds.l’ Six of the 13 oil exporters never issued bonds. Their GNPs are small rel- 

ative to the other seven oil exporters. Thirty-two out of 59 middle-income oil importers 
never used bonds, and they are relatively smaller than the rest of the oil importing coun- 

tries. Table 5 shows that 96.87% of low-income borrowers’ debt is in the form of loan 

financing, in contrast to the 92.27% of the middle-income borrowers. Our obse~ations are 

consistent with Fama’s (1985) that “individuals and organizations of all types and sizes 

finance with bank loans, but outside debt is issued predominantly by large corporations.“‘* 

Furthermore, Table 5 shows that during the oil-crisis the annual average total amount of 

borrowing increased more for low-income borrowers (67.40% increase) than for middle- 
income borrowers (33.85% increase). And the annual average amount of loan financing 

rose more for low-income borrowers (74.35% increase) than for middle-income borrowers 

(40.37% increase). But the low-income borrowers’ annual average bond financing amount 
actually dropped by 69.23%, compared to a smaller drop of 33.59% for the middle-income 

borrowers. 

The upshot of the above observation is that as the oil-crises occurred, not only did poorer 

countries increase their borrowing more than larger and more well-off countries, their use 
of loan financing also increased relatively more than the wealthier countries. Our observa- 

tion is consistent with the notion that the information production cost is cheaper with loan 

financing than with bond financing. Since banks are more efficient information producers 
than other types of financial intermediaries, it is cheaper for small and poor countries to 

contract with banks than with bondholders, just as it is cheaper for small organizations to 

use loans than outside debts. 

VI, CONCLIJSION 

Our empirical findings indicate that countries relied on loan ~n~cing more in the oil-crisis 
period than in the non-crisis period. Furthermore, oil crises did not have permanent effects 
on the choice between bonds and loans. It is also observed that poor countries used less 
loan financing than large or wealthy nations, and that the level of loan financing increased 

more for the low-income countries than for the middle-income countries during the oil-cri- 

sis period. 

The argument that the competition among banks to recycle oil dollars gave borrowers 
easy access to loan financing is not sufficient to explain our findings. Were this argument 
true, one would have observed me changes in the pattern of financing choices as oil crises 

occurred to be permanent rather than temporary because there was a lasting need to recycle 
oil dollars. Also, instead of lending through loans, banks could have used oil dollars to pur- 
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chase bonds. Therefore, there must be something special about the characteristics of bank 

loans for our observations to have prevailed. 

We believe that bank syndication as a delegated monitor is a more efficient form of lend- 

ing to sovereign countries because it reschedules debt more efficiently by producing better 

information at a lower cost than bondholders and resolves the free-riding problem among 

lenders. It is also more efficient for bank loans to finance balance of payments than bonds. 
Our empirical finding is thus consistent with the line of argument that bank loans are 

unique. 

A final comment on the stability of the world financial system in connection to the “debt 

crisis” seems appropriate. The fact that bank loans facilitated rescheduling rather than 

called for outright default helped avoid massive defaults in the 1980s. We note that during 

the 1930s when most borrowing contracts were in the form of bonds massive defaults 

occurred. With the aid of hindsight, we know that the fearful widespread defaults in 1980s 

did not materialize because they were circumvented by debt rescheduling. Loan financing 
not only substitutes rescheduling for default, it also allows central banks to intervene more 

easily than in the case of bond financing in which a non-cohesive group of bondholders is 

difficult to deal with. 
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NOTES 

1. Two oil crises occurred when oil prices jumped substantially in the 1970s. In this 

paper the oil-crisis years are defined to be 1974, 19751979, 1980, and f981. The first oil 
crisis started in late 1973 and its effect continued into 1975. Since it took time to react to 

the oil shocks with borrowing, 1974 and 1975 are considered as a crisis period. 

2. For example, see Folkerts-Landau (1985), Goodman (1982), O’Driscoll and Short 
(1984), and Weintraub (1983). Henceforth, this line of argument is called the “liquidity 

explanation”. 

3. Since 1968 syndication has been the dominant form of lending through which a 
number of banks (as many as 200) jointly issue commercial loans to LDCs. Before 1930s 
the dominant form was bonds issued to individuals and institutions. 

4. James (1987) finds that stock prices responded positively to announcements of 

bank loans, but not to the announcement of publicly or privately placed bonds. Lummer 
and McConnell (1989) find that the announcement of loan renewais affected stock returns 
positively. Hirschey, Slovin, and Zaima (1990) show that corporate sell-offs were associ- 
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ated with positive responses in the equity market when bank debt was involved. These 
authors conclude that bank loans are unique. 

5. The sample period is chosen on purpose to have as many (4) years before the first 
oil crisis as after the second one. 

6. Except for Egypt which had six contracts in sub-period 1970-73, and Singapore 
which had six contracts in the 1974-75 sub-period, all the other contracts had at least 10 
contracts observed in each sub-period. 

7. Rescheduling contracts are excluded from the sample. 
8. Sub-period III could conceivably be affected by the first oil crisis. However, since 

the financing pattern in this period is about the same as that of the sub-period I before the 
first oil crisis, including sub-period III in the analysis for the second oil crisis seems appro- 
priate. 

9. One of the distinct features of sovereign debt is constant rescheduling (Buiow & 
Rogoff, 1989). See Eichengreen and Portes (1986, 1987, 1988, 1990a, 1990b, forthcom- 
ing), Winkler (1933), and Madden, Nadler and Sauvain (1937) for historical accounts of 
debt rescheduling. 

10. Outright repudiation of debt usually is not a viable choice for the borrower because 
the penalty could be too severe. The penalty can be economic and political sanctions as 
well as complete severance from future borrowing. 

11. Bulow and Shoven (1977) study a firm’s bankruptcy decision by assuming that 
banks reschedule debt more efficiently than bondholders. Cohen and Sachs (1982) rely on 
the same assumption to infer that this is the reason why bank loans have been the dominant 
~n~c~ng ins~ment since the 1970s. 

12. As early as in 1868 the British Corporateion of Foreign Bondholders was set up in 
the United Kingdom, followed by the Foreign Bondholders Protective Council in 1933 in 
the United States (Eichengreen & Portes, 1986), to palliate the “non-cohesiveness” prob- 
lem so as to facilitate the negotiation between bondholders and sovereign borrowers. 

13. De Grauwe and Fratianni (1984) similarly argue that loan syndication spreads the 
cost of setting up and organizing loans more evenly over large groups of banks than other- 
wise. This prevents banks from free-riding on the credit info~ation produced by other 
banks who lent to the same borrower earlier. Ramakrishnan and Thankor (1984) believe 
that an financial intermediary is a group of individual information producers who spread 
the risk of producing incorrect information about firms by forming alliances. 

14. Lenders’ decisions entail imposing default cost and discontinuing to lend, p~iall~ 
forgiving the debt, or continuing to lend hoping that the debtor will grow out of its prob- 
lem, etc. 

15. Our data from the World Bank do not allow us to determine the magnitude of bal- 
ance of payments financing. 

16. Wallich (1982) believes that balance of payments financing is roll-over credit and 
that banks have an advantage in conducting this type of financing. But he does not provide 
reasons for his belief. 

17. A country is classified as low income if its 1985 GNP per capita was below $400, 
as middle income if above $400. The three low-income African countries are Rwanda, 
Senegal, and Zambia. They borrowed through bonds only for one year and for very small 
amounts. China and India are two very large nations with the first and second largest pop- 
ulations in the world. 
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18. Outside debt is publicly traded debt. 
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