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ABSTRACT 

 1970s are a crucial decade 
for understanding the 
modern financial landscape 

but they are still relatively understudied in 
economic and political history. They were marked by the end of the Bretton Woods regime, the 
progressive liberalisation of finance, the return of banking crises and two massive energy crises. 
As new archives are now opening, this paper seeks to analyse a neglected aspect of the 1970s 
which touches on all of the above-mentioned phenomena: the explosion and gradual privatisation 
of international financial flows to Less Developed Countries (LDCs), especially in Latin America 
and South-East Asia, and the build-up of external debt. 

After the collapse of the Bretton Woods’ system in 1973 and until the debt crisis of 1982, 
commercial banks assumed an increasing role in transferring huge amounts of dollars 
accumulated by OPEC countries to LDCs through the so-called “recycling” mechanism of the 
Euromarkets. The trend marked a clear break with the past since, until the late 1960s, 
development finance was provided mostly by public institutions and gave commercial banks a 
new central role in international financial matters. 

In the short-term, the privatisation of credit proved to be a profitable bet and it allowed the 
renaissance of the banking sector after the “embedded liberalist” regime of Bretton Woods. 
Besides, these international flows of money provided the basis for the financial globalisation to 
come. On the longer-term, many LDCs became subject to the imperatives of private institutions 
and prisoners of a “debt trap” throughout the 1980s. 

Until now, we still know little about bank lending strategies to LDCs in the 1970s, the 
implementation of the recycling mechanisms and the attitude of the International Organisations 
towards the gradual privatisation of credit to developing countries. This paper will suggest some 
tentative ideas about such matters by relying on new archival evidences particularly from the 
International Monetary Fund (IMF), the Bank for International Settlements (BIS) and the 
Organisation for Economic Co-Operation and Development (OECD) but also from the archives 
of some major European commercial banks in France and United Kingdom. 

The paper will address questions such as the following: why and how did commercial banks 
manage to supplant official institutions in the financing of global imbalances after the first oil 
shock? How were bank lending decisions assessed? Were they conscious of the risks involved in 
sovereign lending? Which attitude did International Organisations have towards the privatisation 
of credit and the increasing levels of debt in developing countries? What impact did the recycling 
process have on the banking sector in Europe? 
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INTRODUCTION 

 

“Twenty years ago – and perhaps even as recently as 10 years ago – the international monetary system was 
dominated by governments and official institutions. Today, the private commercial banks play a key role in the 
running of that system.” (Jacques de Larosière, IMF Managing Director, remarks to the Meeting of 
the International Financial Group, Ditchley Park, England, May 1982) 

“I have never been a very rich man, Mr. Holmes – never made but one investment in my life, as Dr. Trevelyan 
would tell you. But I don’t believe in bankers. I would never trust a banker, Mr. Holmes.” (Sir Arthur Conan 
Doyle, The Resident Patient, The Memoirs of Sherlock Holmes, 1894) 

 

In 1973 an earthquake of epic proportions shook the foundations of Western economies. The oil 

embargo declared by the Organization of the Petroleum Exporting Countries (OPEC) led to a 

fourfold increase in oil prices and gave the coup de grâce to the period usually called the “golden 

age” of capitalism. 

The shock created huge monetary imbalances in the world economy. On the one side, OPEC 

countries experienced huge inflows of dollars looking for a place to go, on the other both 

developed and developing countries experienced balance of payments deficits. A need to re-

equilibrate such a situation emerged as the crucial issue in international circles. Many possibilities 

were considered as how to deal with these imbalances and who would be responsible for the 

adjustment of the world economy. In the end, the task was delegated to private actors, more 

precisely to Western (US, European and Japanese) commercial banks. 

Particularly the International Monetary Fund (IMF), but also the Bank for International 

Settlements (BIS) and the Organisation for Economic Co-operation and Development (OECD), 

decided not to counteract and accept oil-induced imbalances and pushed for a “recycling” of oil 

surpluses through private channels, delegating the task of channelling the oil surpluses from 

surplus to deficit countries to commercial banks through the unregulated Euromarkets. 

After initial hesitations, the banking sector accepted the task for after the first oil shock their 

domestic business was facing a sluggish demand from local customers. Since developed countries 

were able to receive funds directly from OPEC countries or through the Eurobond market, 

commercial bank credit came to play a crucial role especially amongst Less Developed Countries 

(LDCs). 

This “privatisation” of capital flows represented a whole new phenomenon taking place after 

years of official control over financial flows and institutions and of official aid going to LDCs. 

This delegation of power had a two-fold implication. On the shorter term, it tied once and for all 
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the destiny of LDCs to Western banks. On the longer term, it triggered the process of 

empowerment of the banking and financial sector after the years of “financial repression” that 

characterised the system of Bretton Woods1and inaugurated a neoliberalist phase in economic 

policies, where neoliberalism is intended as: “the reestablishment of the domination of finance 

after a period of retreat.”2 

The period of the two oil shocks marked the definitive end of the “embedded” liberalist regime 

envisioned and developed by J.M. Keynes and H.D. White3 and paved the way to the 

establishment of the market-based monetary system we still live in. 

This paper will rely on a wide range of “unexplored” archival evidences from the IMF, the BIS, 

the OECD, the Bank of England (BoE) and the Banque de France (BdF). The vast majority of 

these archives were not open until recently and, thus, a large portion of the documents 

mentioned in this work shall be cited for the first time.  

To our knowledge, the recycling of petrodollars through the Euromarkets has not yet received an 

extensive analysis from historians and other social scientists. One notable exception is David E. 

Spiro’s book published in 1999. Unfortunately, the author tells a story relying exclusively on 

American sources and employing an American point of view.4 Our perspective is, on the 

contrary, transnational, comparative and historical in order to describe the broader (economic, political 

and social) tendencies that shaped the recycling process and the renaissance of global finance. 

Archival sources from Central Banks, International Organisations and commercial banks in 

Europe will help us tracing the origins of the modern financial landscape in the Old Continent.  

 

 

                                                           
1
 The origins of the term “financial repression” can be traced to: R. McKinnon, Money and Capital in Economic 

Development, Brookings Institutions Press, Washington D.C, 1973 ; and E. Shaw, Financial Deepening in 
Economic Development, Oxford University Press, New York, 1973. 
2
 Gérard Duménil and Dominique Lévy, Capital Resurgent. The Roots of the Neoliberal Revolution, Harvard 

University Press, Cambridge, MA, and London, 2004, 156. 
3
 John G. Ruggie, “International Regimes, Transactions, and Change: Embedded Liberalism in the Postwar 
Economic Order”, International Organization, Volume 36, Issue 2, International Regimes (Spring, 1982), 379-
415. The term “embeddedness” is borrowed from Karl Polany’s book The Great Transformation, Beacon Press, 
2001 (foreword by Joseph Stiglitz, introduction by Fred Block). For a brief but clear analysis of the concept of 
embeddedness in Polanyi’s work see the introduction to the book made by Fred Block. 
4
  a id E. piro,                                       :  Petrodollar Recycling and International Markets , 
Cornell  ni ersity Press, Ithaca,   , 1   .                                                                                                                                                               
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GOOD OLD DAYS: FINANCIAL REPRESSION, EMBEDDED LIBERALISM AND 

OFFICIAL CAPITAL FLOWS 
 

In the immediate post-war the character of capital flows to LDCs was institutional and multilateral.5  

Capital flows, mostly in the form of loans or grants, came from international organisations such 

as the World Bank, export credit organisations, such as ECGD (Export Credits Guarantee 

Department) of Britain, HERMES of West Germany and COFACE (Compagnie Française 

d’Assurance pour le Commerce Extérieur) of France, Export-Import Bank of the United States 

and individual governments. As Poul Høst-Madsen stated in 1963: ”A characteristic of the post-

war period is that official grants and capital have played a much larger role in international 

transactions than ever before in peacetime”.6 

Robert Devlin, referring particularly to Latin America, summarises the period with these words: 

”Immediately following the war, the region’s foreign finance was heavily dependent on 
direct foreign investment flows and government-to-government lending. World Bank 
funding at the end of the 1950s complemented this, as the institution turned its attention 
from the reconstruction of Europe to development finance. Additional multilateral 
finance became available in the early 1960s with the establishment of the Inter-American 
Development Bank”.7 

In a first phase, official grants and capital were devoted mainly to the European reconstruction 

(notably through the European Recovery Program, or Marshall Plan, which gave $13 bn to 

Western European countries from 1948 to 1952 essentially through grants), then, as Europe 

improved its balance of payments and reconstruction proceeded, aid programs were gradually 

shifted towards developing countries. The move reflected the rising influence of these countries 

over international affairs through the United Nations (UN) and the emergence of a Cold War 

between Soviet Russia and the United States and the need to strengthen the link between the US 

and countries in sensitive areas (Turkey, Pakistan, Taiwan, Korea, Viet Nam...). The policy of 

official aid to developing countries was reinforced by an increasing number of institutions such as 

the Development Assistance Committee (DAC) of the OECD, the Inter-American Development 

Bank, the Alliance for Progress, International Development Association (IDA), European 

Development Fund (EDF)... 

                                                           
5
 For an overview on American post-war foreign aid policies see: Robert E. Wood, From Marshall Plan to Debt 

Crisis. Foreign Aid and Development Choices in the World Economy, University of California Press, Berkeley, Los 
Angeles and London, 1986. 
6
 Poul Høst-Madsen, “Changing Role of International Capital Flows”, The Journal of Finance, Vol. 18, No. 2 (May 

1963), 187. 
7
 Robert Devlin, Debt and Crisis in Latin America, Princeton University Press, New Jersey, 1989, 14-15. 
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The official character of development finance is symptomatic of a more general attitude towards private capital 

markets after WWII.  

At the Bretton Woods conference, despite some differences, both the Keynes and the White 

plans shared a common vision on how the world economy should be managed. John Ruggie has 

called their approach as embedded liberalist to define a system that: ” unlike the economic 

nationalism of the thirties, it would be multilateral in character; unlike the liberalism of the gold 

standard and free trade, its multilateralism would be predicated upon domestic interventionism”, 

while Jonathan Kirshner insisted more on the Keynesian “middle way” as a “capitalist economy 

in which some market forces would be managed and contained”.8 

Under these definitions we can trace a common thread based on cooperative controls on capital 

movements (later enshrined in Article VI of the IMF), exchange controls and the role of the public hand 

opposed to the invisible hand of markets in directing capital flows and a “general distaste for 

private international finance”. 9 This outcome was the result of an increasingly critical attitude 

towards free markets and internationalist liberalism by political elites in Western Europe and 

United States i.e. the New Dealers10 and disenchantment with the neoclassical theories of Alfred 

Marshall and Arthur Pigou who, as Kari Polanyi-Levitt reminded us, published “The Theory of 

Unemployment” in the midst of the Great Depression and attributed unemployment to “trade 

union collective bargaining and government interference in labour markets by minimum wage 

legislation.”11  

The balance of power between private financial institutions and official powers has always been 

delicate but in the early years of Bretton Wood it tipped decisively in favour of the latter. In its 

speech at the House of Lords in May 1944, Keynes said: ” Not merely as a feature of the 

transition, but as a permanent arrangement, the plan accords to every member government the 

                                                           
8
  ee John Gerard Ruggie, “International Regimes, Transactions, and Change…”, International Organization, 

Volume 36, Issue 2, International Regimes (Spring 1982), 379-415; Jonathan Kirshner, “Keynes, capital mobility 
and the crisis of embedded liberalism”, Review of International Political Economy, 6:3, Autumn 1999, 313-337. 
9
 Jeffry Frieden, Banking on the World. The Politics of American International Finance, Harper & Row, New York, 

1987, 61. 
10

 The literature on the debates during the Bretton Woods meeting is vast. A good reference is the account 
given by Eric Helleiner, States and the Reemergence of Finance, Cornell University Press, 1994. See also Fred 
Block, The Origins of Economic International Disorder, University of California Press, Berkeley, Los Angeles and 
London, 1 77 and John Ikenberry, “ A World Economy Restored : Expert Consensus and the Anglo-American 
Postwar Settlement “, International Organization, Vol. 46, No. 1, Knowledge, Power, and International Policy 
Coordination (Winter 1992), 289-321. For the period preceding Bretton Woods see also: Charles R. Geisst, 
Undue Influence. How the Wall Street Elite Put the Financial System at Risk, Wiley, Hoboken, 2005. 
11

 Kari Polanyi-Levitt, “Keynes and Polanyi: the 1 20s and the 1  0s”, Review of International Political Economy 
13:1 February 2006, 165. 
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explicit right to control all capital movements. What used to be a heresy is now endorsed as orthodox 

[emphasis added] ”. 

The consequence for developing countries was that the largest part of their development finance 

was borrowed from official institutions, at fixed interest rates, on very favourable terms, on a 

long-term basis, repayable in local currency and that defaults were quite rare. As Madsen 

remarked: ”(...) the total increase in the indebtedness of the underdeveloped countries on account 

of official lending during 1947-61 appears to be of the order of $10 billion, but the resulting increase 

in their debt-service burden is much less than would have been associated with an equal amount of borrowing on 

commercial terms [emphasis added]”.12 As we shall see this situation will be radically modified during 

the recycling process of the 1970s. As pointed out by Jeffry Frieden in 1981: 

”In the 1960s, in fact, foreign direct investment accounted for some 30 per cent of the 
total flow of external financial resources to Latin America, while bank loans and bonds 
provided only 10 percent. In the 1970s, banks and bondholders were responsible for 57 
percept of this flow-up from an annual average of $214 million in the 1960s to $6.5 
billion in the 1970s-while the multinationals’ share dropped to about 20 percent”.13 

It is worth mentioning one relevant point concerning the balance of payments of developed and 

developing countries with relation to development aid programs. If for developed countries in 

the immediate post-war period, development finance took the form of “bridge financing” until 

their balance of payments would improve, for developing countries such an adjustment never 

took place and LDCs found themselves in a persistent deficit vis-à-vis industrial countries (USA in 

particular). 

Therefore the common pattern until the second half of the 1960s and the early 1970s involved 

considerable surpluses for industrial countries, moderate surpluses for oil exporting countries in 

the Middle East and substantial deficits for non-oil developing countries. This picture would be 

radically modified in the years following the first oil shock.  

Starting from 1973, Western commercial banks found themselves in peculiar situation. On the 

one side, they were now facing a gloomy scenario in their home countries with unsatisfactory 

rates of growth and profit, on the other side they were flooded with money from OPEC 

countries and pressured by international organisation such as the IMF to smooth the 

reequilibration of monetary imbalances acting as intermediaries between OPEC countries and 

LDCs.  

                                                           
12

 P. H.-Madsen, “The Changing Role...”, 1 5. 
13

 Jeffry Frieden, “Third World Indebted Industrialization : International Finance and State Capitalism in Mexico, 
Brazil, Algeria, and South Korea “, International Organization, Vol. 35, No. 3 (Summer 1981), 407-408. 
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In this context, “The non-oil developing countries faced the choice of draconian reductions in 

economic growth and standard of living, with the probability of serious social and political 

upheaval or financing balance of payments deficits by borrowing from private sources e.g. 

transnational banks through the Euromarkets”.14 We shall analyse this process in the following 

section. 

A POLITICAL ECONOMY OF THE RECYCLING MECHANISM 

 
The purpose of this section is to explain the political economy of the recycling mechanism by 

relying particularly on archival evidence from the IMF, the BIS, the OECD, and the Bank of 

England. 

Before describing the recycling mechanism and its logic we shall describe, in the first part of our 

section, how the world started to get less financially repressed and less embedded liberalist by 

allowing the expansion of an off-shore and unregulated capital market, the so-called Euromarkets 

which will play a fundamental role in the transfer of capital on a global scale.  We will follow 

particularly the debates around the sensitive issue of the Eurodollar market regulation at the BIS 

with substantiative archival evidences from the IMF and the OECD (particularly the role of the 

Working Party 3, WP3, of the Economic Policy Committee, EPC) in order to illustrate the heated 

debate around the regulation of this market and the crucial role played by the Bank of England in 

shaping the global financial landscape. In the second part of the section we will illustrate how the 

first and second oil shocks shook the foundations of the Western world and the new challenges 

ahead, relying on the archives of the OECD, IMF, BIS. The last section will describe how the 

recycling of petrodollars through the Euromarkets was developed, its main characteristics and 

risks. 

The Battle of Basel: Controllers vs. Free-Marketeers. 

The picture describing the global situation of capital markets sketched in the previous section 

(embedded liberalism and financial repression), started to evolve little by little in the late 1950s 

with the appearance of dollar deposits held and invested outside the United States, the so-called 

continental dollars or Eurodollars.  

The origins of  this evolution of  the international financial system are clouded in mystery, in our 

opinion establishing their origins is not necessarily the most useful exercise. What is sure is that 

                                                           
14

 Richard Bernal, “Transnational Banks, the International Monetary Fund and External Debt of Developing 
Countries”, Social and Economic Studies, Vol. 31, No. 4, Regional Monetary Studies (December 1982), 78. 
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the accumulation of  dollar deposits in Europe was the result of  several and concomitant factors. 

For example, increasing investments and strengthening balance of  payments in Europe, Soviet 

fears of  expropriation of  their assets held in the US, increased activity of  US multinational 

companies in Europe and American regulations on interest rates.15 

These elements - plus the restrictions on the external use (i.e. outside the Sterling area) of the 

British Pound by the Bank of England in 1957 and the fundamental return to current account 

convertibility by Western European countries in December 1958 – allowed foreign banks in 

particular in London to accept deposits in dollars offering higher rates to depositors than in the 

US and lending this money at lower rates, not being constrained by Regulation Q and capital 

adequacy requirements on these deposits. First, European banks and, then, European branches 

of American banks came to be the most important actors in this business. 

The birth of the Eurodollar business represented one of the many, but retrospectively maybe the 

most important of the financial innovations that would characterise the second half of the 

twentieth century. In a world still dominated by capital controls and restrictions, this capital 

market was effectively unregulated. The US had no authority (nor will) to control dollar deposits 

in foreign countries and recipient countries had no incentives to regulate a foreign currency. 

The Eurodollar business (and then the Euromarkets) was composed of three markets. A short-

term one, mainly composed of inter-bank transactions, called Eurocurreny market. A long-term 

market, composed of prime borrowers’ bonds at fixed interest rates, called Eurobond market 

and, finally, a medium-term market of loans on a roll-over basis, called Euro(currency)loan 

market. The clients, attracted by the higher rates they could earn on their dollar deposits, were 

European subsidiaries of American companies, wealthy individuals looking for anonymous 

investments to evade taxes, central banks and governments… 

                                                           
15

 On the origins of the Euromarkets see, for example: Geoffrey Bell, The Euro-dollar Market and the 
International Financial System, Macmillan, London and Basingstoke, 1973; E. Wayne Clendenning, The Euro-
Dollar Market, Clarendon Press, Oxford, 1970; Paul Einzig, The Euro-Dollar System. Practice and Theory of 
International Interest Rates, Macmillan, London, 1967; VA, L'Eurodollar, Calmann-Lévy, Paris, 1971;  Gunter 
Dufey and Ian H. Giddy, The International Money Market, Prentice-Hall, New Jersey, 1978; Jeffry A. Frieden, 
Banking on the World, Harper & Row, New York, 1987, 79-122; Richard Roberts (with C. Arnander), Take Your 
Partners. Orion, The Consortium Banks and the Transformation of the Euromarkets, Palgrave, Basingstoke, 
2001, 3-15; Catherine R. Schenk, "The Origins of the Eurodollar Market in London: 1955-1963, Explorations in 
Economic History, 35, 221-238; Gary Burn, "The state, the City and the Euromarkets", Review of International 
Political Economy 6:2 Summer 1999, 225-261; Youssef Cassis, Capitals of Capital, Cambridge University Press, 
Cambridge, 2006. 
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The Euroloan market is an especially important element in our story for it became the privileged 

instrument to transfer resources (essentially dollars) from Western banks based in London to 

LDCs throughout the 1970s until the debt crisis of 1982, as we shall see further in this section. 

Despite their “birth” in the late 1950s, the unregulated Euromarkets largely remained under the 

radar of the international financial community until the late 1960s. In a Departmental 

Memoranda (DM) of the IMF Research Department prepared by the famous economist Fred 

Hirsch in 1969 it appears clearly the difficulty in grasping the scope of the Eurodollar 

phenomenon:” The Euro-dollar market is not exactly a newcomer to the international financial 

scene – It has burgeoned for a decade or more – but its role within the national and international credit 

mechanisms is only beginning to be understood [emphasis added]”.16 In Basle, in 1971, Réné Larre 

highlighted the fact that concerning “the question of central banks’ policy with respect to the 

commercial banks in the Euro-currency market. The Committee had avoided this problem area until the 

end of 1971 [emphasis added]”.17 

By the late 1960s they had emerged from anonymity and not for good reasons.  

In Europe, German monetary authorities became increasingly critical of these funds free to roam 

from one country to another, which impacted negatively with their domestic (anti-inflationary) 

monetary policies. 18  The reason of this attitude reveals an historical and ideological anti-

inflationary bias from Germany but also the specificities of the events of the late 1960s. 

 In 1969, German monetary authorities “recognized that restraining measures would be needed 

for domestic purposes. Foreign and domestic demand for West German goods was rising rapidly, 

labor shortages were developing despite a large inflow of foreign workers, order backlogs were 

growing alarmingly long, and prices were beginning to rise”. At first: “Fiscal policy was used to 

restrain the domestic economy as the government was able to achieve a cash surplus in its 

                                                           
16

 IMFA,  M 6 /82, “Some Wider Implications of the Euro- ollar Market”, Research Department, 17 December 
1969. 
17

 BISA, 7.15 (1) G10 D22, Informal Record of a Meeting of the Standing Committee of Central Bank Officials on 
the Euro-Currency Market, 6 April 1972. 
18

 In a document titled “The Experience of the  eutsche Bundesbank with External Money Flows” (28
th

 January 
1 72), sent to R. Larre, Otmar Emminger, deputy president, wrote: “In some of these periods [1969 to 1972], 
the Bundesbank deliberately refrained from taking restrictive monetary action, or took action not indicated by 
the domestic situation, in order not to stimulate even higher inflows of foreign funds. Thus during a large part 
of 1969 (up to the upevaluation of the DM in October 1969) the Bundesbank refrained from the necessary 
tightening of the monetary situation. In 1970, the Bundesbank began lowering its rediscount rate from July 
onward in various steps in order to follow the downward movement of interest rates in the Euromarkets, while 
publicly proclaiming that this was not justified by domestic considerations [emphasis added]”, BI  Archi es, 
13(a)3 Vol. 9-11. 



10 
 

domestic budget; but fiscal policy could not do the entire job, and monetary policy was needed to 

reinforce the restraint”. Thus: 

 “The Deutsche Bundesbank tried to increase monetary stringency by a series of moves 
like increasing the reserve ratios of the banks and raising the central bank interest rate. As 
monetary tightness began to be felt, however, West Germans became less willing to lend 
to foreigners and private foreign money was attracted into Germany. As long as foreign funds 
were available, the liquidity of German firms could not be effectively squeezed by the 
Bundesbank [emphasis added]”.19 

The mark was allowed to float briefly before being repegged upward in October. 

This was not the first speculative attack on parities of the decade. The British pound had to be 

devalued in November 1967 from 2.80$ to 2.40$. The French franc had to be devalued in August 

1969.20 

Essentially, capital mobility was making more difficult for regulatory authorities to pursue 

domestic goals. Thanks to German pressures, the Eurodollar market became an issue to be 

discussed in international monetary circles. 

Particularly the Swiss and the Dutch authorities felt, on a smaller scale, the same problems and 

followed the Germans in their “battle” for more regulation on speculative international capital 

flows. Intriguingly, the United States appeared, at this time, to be more in line with the 

conservative continental faction than with the Bank of England. In a speech in Basle, the 

Chairman of the Board of Governors William McChesney Martin said: ”At present there is little, 

if any, multilateral supervision of these markets [the Eurocurrency markets]. One need raise no 

doubt about the soundness of the claims that are created and exchanged in these markets to 

suggest that a case can be made for giving to an international institution some responsibility for 

supervising these markets.”21  

After some discussions and English discontent22 an agreement was reached and the proposal for 

the creation of a “Standing Committee on the Euro-currency Market” was sent in February and 

accepted by the G-10 Governors in April 1971.23  

                                                           
19

 Lawrence Krause, “Pri ate International Finance”, International Organization, Vol. 25, Issue 3, June 1971, 
526. 
20

 For a general account of the post-war monetary events see, for example: Leland B.  eager, “From Gold to the 
Ecu : The International Monetary  ystem in Retrospect”, in Money and the Nation State, Kevin Dowd and 
Richard H. Timberlake (eds), Transaction Publishers, New Brunswick and London, 1998. 
21

  peech of Chairman William McChesney Martin reported in BEA 6A123/7, BI  document “Joint  uper ision of 
the Euro-Currency Market”, 10 January 1 71.  
22

 In a letter from R. C. H. Hallett to Jeremy Morse (later Chairman of Lloyds Bank 1977-93) of the 4 January 
1 71, Hallett says: “I accept that we should not resist the proposal for an international committee…to study the 
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One of the first decisions, taken in June 1971 was the agreement by central banks of the G-10 

not to increase official placements on the Euromarkets to limit their growth. On that point we 

strongly disagree with Jeffrey Chwieroth when he argues, referring to the above-mentioned 

agreement that: 

” The French Government – in two initiatives taken in 1971 – promoted the use of cooperative controls. 
The first initiative…produced agreement among the Group of 10 (G-10) central bankers 
to limit their placements of funds in the Eurocurreny market to help stem its growth, 
marking the first attempt to curb the expansion of this market [emphasis added]”.24  

We believe, on the contrary, that the regulation of the Eurodollar market was pushed forward by 

the Deutsche Bundesbank, particularly through its Deputy President (and future President), 

Otmar Emminger, and its President, Karl Klasen, while France played a only a supportive role. 

Our assumption is substantiated by various documents at the BIS archives on the origins of the 

Standing Committee and at the IMF. In a personal memorandum titled rather explicitly 

“Controlling the Euro-Dollar Market” prepared by the European Department, it is clearly stated 

that:  

“The issue [of controlling the Eurodollar market] has been obfuscated from two different 
directions. On the one hand, there are those who instinctively feel that dealings in 
international currencies on the scale which now takes place should in principle be brought 
under some form of inspection and control. Because it is almost impossible to see how this could 
be done by a single central bank, we are led to seek an international mode of control.  On 
the other side there are those (the Governor of the Bank of England being an outstanding example) 
who instinctively feel that any form of interference with an instution which works well 
and (because it provides a needed service) is highly profitable is on the face of it a bad 
thing. Most of the debate that goes on is really between exponents of these two positions, 
who produce argument and counterargument designed to protect the view they originally 
adopted [emphasis added]”.  

The memorandum continued: 

“Thus, for instance, the controllers would claim that the Euro-Dollar market in London 
is a highly risky and illiquid business; in retort the Bank of England collects impressive 
statistics to show that at many times there is a good matching both of maturity structure 

                                                                                                                                                                                     
Euro-currency markets…But we must accept from the outset that it is unlikely that any action can be taken 
without diminishing the role of London…London has taken some se ere knocks in recent years – the impact of 
devaluation on sterling as a trading currency and of the Washington agreement on the gold market, and the 
restrictions placed on the acti ities of the sil er market…The loss of the Euro-dollar market to London would be 
another serious blow.” BEA, 6A123/7. 
23

 The final communiqué of the February meeting held in Amsterdam started as follows: “There is a growing 
urge to regulate the Euro-dollar market and more generally the Euro-currency market, one way or another.” 
BEA, 6A123/7,  ote “BI  Working Group, 17 February 1 71. 
In February 1999 the Standing Committee on the Euro-currency Market was renamed Committee on the Global 
Financial System. 
24

 Jeffrey M. Chwieroth, Capital Ideas. The IMF and the Rise of Financial Liberalization, Princeton University 
Press, Princeton and Oxford, 2010, 139. 
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and exchange risk for individual banks in the market. Again, the controllers argue that a 
domino type collapse of individual banks in the Euro-markets is a possibility not to be 
ignored; to which the admirers of the markets reply by saying that sooner or later the 
domino collapse will come up against the solid rock of a large New York bank, upon 
which lender-of-last-resort obligations will effectively be assumed by the Fed”. 

At this point, it seems that, at least in certain departments of the Fund, the attitude of the IMF 

towards free capital flows was less univocal than expected. The author of the memorandum 

indicates that on the issue of controls: “It will be clear that my own prejudices lie in the direction 

of seeking some form of control…”. 

At the IMF, the reason to seek a regulation of the off-shore market was two-fold, first: “There 

has never been a market as large as this without a lender of last resort that has not at some time 

produced a financial crisis…As the size of the market expands to become significant compared 

event with the U.S. money supply, this problem becomes larger and more urgent”.  

It seems that the IMF was still, at least until the late 1960s and very early 1970s, the guardian of 

fixed parities and, more generally, of a “Keynesian” orthodoxy and not yet a prophet of financial 

liberalisation as usually represented by a growing literature in recent years. The second reason to 

regulate the market was that:”(…) the Euro-currency markets as they have been operated in the 

last two or three years , including the operations of central bank themselves in those markets, 

have increased short-term currency flows and therefore made international crises larger [emphasis 

added]”. 

The “brave new world” which was, maybe too quickly, starting to appear on the horizon after 

years of controlled markets and Keynesian compromise seemed somewhat to baffle the 

established beliefs of the IMF staff: “Perhaps crises are healthy, and perhaps patterns of exchange 

rates devised by international bureaucrats need disturbances from market forces from time to 

time. But if you believe in fixed parities your affection for short-term capital flows cannot be very warm”. So 

what was the Memorandum concretely proposing?  [ADD REFERENCE] 

The favoured scheme was a lender of last resort facility offered by the IMF or BIS in exchange of 

certain obligation such as reserve ratios or holding of reserve assets. We can anticipate that the 

first oil shock, would change the course of event by strengthening the position of the “admirers 

of the markets”. 

We shall see further in this section how the lender of last resort part of this scheme would be 

accepted by the G10 (after the I.D. Herstatt crisis) but also how the second part of this scheme 
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(more controls) would be forgotten with the result of creating huge moral hazard issues in the 

world banking and financial system, still on the table after the debacle of 2008-2012.  

As we were saying, German monetary authorities appear clearly as the leaders of the 

“conservative wing” within the G-10 getting support particularly from strong-currency countries 

such as the Netherlands and Switzerland, while the United Kingdom appears as the flag-bearer of 

the more liberal wing, with the general support of the United States and smaller countries such 

Belgium-Luxembourg (where the Eurodollar business was highly supported). In all the 

documents related to the Standing Committee the German’s will to regulate this off-shore market 

is evident:  

“There were certain major markets for Euro-funds, such as London and Luxembourg, 
where the banks’ foreign currency liabilities were not subject to any regulations 
whatsoever. That had been a disturbing element, and might in future be more so…There 
was no doubt in his [Ottmar Emminger] mind that the banks’ foreign currency business should be 
subject to the same conditions as their domestic credit operations [emphasis added]”.25  

Concretely, what was Germany proposing? Essentially to recreate on a European scale what had 

been in place in Germany throughout the 1960s. In fact, liabilities to non-residents  (including 

foreign banks) were subject to reserve requirements similar to those on the banks` liabilities to 

domestic non-banks. This attitude was one of the reasons why Frankfurt never became a 

Euromarket centre. 

At the BIS, the reason to study the Eurocurrency market was two-fold. One problem at the 

national level was represented by “the obstacles with which the central banks ‘monetary policy is 

faced as a result of inflows of funds from the Euro-currency market.” On the international level, 

the issue was “the disturbing effect of Euro-currency operations on the smooth working of the 

international monetary system.”26  The rationale for setting up of the Committee is stated in a 

paper from 1972 prepared by Milton Gilbert, Head of the Economic Department of the BIS, 

which embarks upon a difficult exercise of tightrope walking between the hardliners of more 

regulation (Germany) and those wishing a benign neglect towards the Eurodollar phenomenon 

(UK): 

 “The growth of the Euro-currency market over recent years has caused a far-reaching 
change in monetary conditions at both national and international level. The facilities 
available for movements of short-term funds have increased the means open to 
speculators to bring about currency devaluations or revaluations.  The greater mobility of 
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capital, through which the money markets of Europe and dthat of the United States are 
all permanently interlinked , defeats the monetary authorities’ efforts to combat inflation. 
In fact, the central banks find themselves with the dilemma of either bringing their 
interest rates into line with those in other financial centres – in particular New York - 
without regard for the requirements of the domestic situation or setting off large inflows 
or outflows of capital with their expansionary or contractionary effects on domestic 
liquidity and monetary reserves. The drawback inherent in this situation have give the 
Euro-dollar market a bad name and led to calls for its operations to be controlled.  This 
criticism has caused the monetary authorities to embark on a study of the question, which 
is being carried out within the BIS.”27 

The debate inside the Committee was long and often difficult. As mentioned earlier, two 

antagonistic positions were facing each other. These two positions represented not only distinct 

political implications but, more generally, two distinct visions of the monetary and financial 

system. What the IMF called earlier, the Controllers, saw the world not very differently from the 

officials of Bretton Woods we described in our previous section, a world where private financial 

flows were to be controlled in a cooperative way and embedded within a broader set of economic 

and social norms, where domestic priorities would prevail over international ones. The second 

position, that the IMF called admirers of the markets and we would rather call the Free-marketeers, 

envisioned a brave new world, where capital flows would be free to move from one country to 

another, where finance was no more a second-class citizen but, instead, would play a positive and 

equilibrating role in our economies, directing capital where due without the distortions of the 

public hand.  In this sense, the debate around the Euromarkets at the BIS acquires the role of a 

defining moment in modern financial history, possibly even more than the election of Margareth 

Thatcher or Ronald Reagan, in the rise of global finance. 

The debate between Controllers and Free-marketeers can be further historicised by seeing it as a 

decisive moment between two different kind of societies, one based on a “solid” form of 

capitalism and a new one “liquefied, flowing, dispersed, scattered and deregulated…marked by 

the disengagement and loosening of ties linking capital an labour.” If we agree that the post-war 

monetary and financial order built on the Keynesian middle way and on the embedded liberalist 

paradigm was a “panoptical” order where the people at the helm were “in the controlling tower”, 

monitoring and directing capital flows, the financial and monetary order which start to take form 

in the early to mid-1970s is a disembedded and “post-panoptical” one. Where the controller is 

less and less involved in the activities of the controlled and where, more generally, the controller 
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abdicates its prerogatives and responsibilities in favour of a disengaged attitude towards the 

international financial and monetary architecture. 28  

The natural consequence of a post-panoptical world is what Susan Strange calls the “retreat of 

the State” seen as a “reversal of the state-market balance of power”. We see in the developments 

of the early 1970s a fundamental moment in the secular shift towards the empowerment of the 

banking and financial sector and a decisive period to understand why “where states were once the 

masters of the markets, now it is the markets which, on many crucial issues, are the masters over 

the governments of states.”29 

All in all, the balance of power seemed to swing in favour of the “conservative” faction within 

the Committee and at the end of 1972, four papers regarding the Euromarkets were on the table 

of Réné Larre, one from Italy, one from Germany, one from the UK and one from the USA. The 

issues analysed in each paper were 1) “Exchange rate instability”, 2) “Interference with national 

monetary policies” and 3) “The general problem of inflation”. The four papers had little 

agreement on each of these subjects but two clear lines of thought can be traced.  

The disagreement on such fundamental issues produced two antagonistic sets of policy measures. 

One proposal (elaborated by the UK and US) was that every country would take national 

defensive measures to offset short-term movement of funds, the second proposal pushed for 

coordinated controls on the Eurocurrency markets 

In the end the “battle” between those “who consider the Euro-currency market as an integral and 

interchangeable part of international capital movements” and “ do not favour specific controls of Euro-

banking as such” and those “who feel that without the facilities offered foreign currency banking 

international capital flows and the problems associated with them would be considerably smaller” 

and thus “favour an international approach aimed specifically at the regulation of the Euro-currency [emphasis 

added].“30 

From the heated debate described above, we can see that the smooth functioning and the liberty 

of the Euromarkets were in quite a big danger up to 1973. As we have showed, both in Basel and 

in Washington serious discussions were into being in order to regulate these markets; embedded 

liberalism seemed to be alive and well. 
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The Shock 

 The oil shock that followed the Yom Kippur war changed the course of recent financial history 

by putting the regulatory agenda to an end and shifting the priorities on the agenda of national and 

international monetary authorities.   

It must be pointed out that the Yom Kippur war, as the killing of Archduke Franz Ferdinand is 

Sarajevo, served as a pretext to justify an unilateral increase in the price of oil, something the 

OPEC countries had been asking for a long time without success at the meeting between the 

OPEC and oil companies in Vienna in April 1973 and before that at the Geneva meeting of 

January 1972 where OPEC producers managed at least to obtain a compensation after the dollar 

devaluation by getting a 8.5 percent increase of the price of oil and a permanent indexation of its 

price based on the value of the dollar. When war was declared, OPEC countries agreed to reduce 

their production of 25 percent on average in November 1973. A committee composed of Saudi 

Arabia, Algeria, Libya and Kuwait was created to divide oil-importing countries into “friendly”, 

“neutral” and “aiding the enemy” states and to enforce the embargo on the latter ones.  The US, 

Canada, South Africa, Rhodesia, the Netherlands and Portugal were embargoed. France and the 

UK were considered “friendly” states. The embargo on the US would be lifted in March 1974 at 

the OPEC meeting of in Vienna, thanks to the support of President Sadat of Egypt and King 

Faisal of Saudi Arabia and the diplomatic skills of Henry Kissinger. 

The shock was a defining moment in recent economic history for it marked the definitive end of 

the gilded age of capitalism and left permanent marks on the surface of Western economies from 

which, with the benefit of hindsight, they never recovered if we look at GDP figures and 

productivity growth in Europe and the US. Therefore 1973 represent a stop and not a temporary 

break. Overall GNP growth of the seven largest OECD economies was cut by half, from an 

average of 5.3 per cent during the period 1963-73 to 2.7 during the period 1973-79. For the same 

periods, consumer price inflation grew from 3.6 per cent to 9.3. Productivity growth declined 

from an average of 3.9 per cent to 1.7. Between 1973 and 1974, OPEC revenues increased from 

$35 bn to $113 bn, about half of this latter amount was invested domestically, $19 bn were placed 

in the Euromarkets, $15 bn in domestic bank deposits and the rest in longer-term securities. The 

landed price of Arabian light crude in Europe and North America, which stood at around $3.45 

per barrel before the crisis, and at around $5 before Christmas 1973, reached $9 on the 1st of 

January 1974.The current account balance of industrialised countries was in surplus for $3 bn in 

1973 while in 1974 it experienced a deficit of $33 bn 
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Charles Maier sees the crisis of 1973 as “one of the three systemic crises of the twentieth 

century.” The first one lasting from 1905 to WWI (“a crisis of representation”) and the second 

being the crisis of the 1930s (“a crisis within capitalism”). The crisis of the seventies is, for Maier, 

a “ crisis of the industrial state” between two rival sets of institutions: post-war Fordist capitalism 

and post-war state socialism.31 

All Western countries implemented extraordinary measures to save oil.  In the US, Sunday petrol 

was prohibited and many European countries prohibited Sunday driving (except UK, France and 

Ireland). Sweden, Norway and the Netherlands introduced rationing of oil by late 1973/early 

1974, governmental control of energy supplies was implemented in Germany and Japan. 

Measures concerning capital flows were also implemented. In the US, controls on capital 

outflows were eased allowing US banks to lend more freely abroad. In Germany, the 11 percent 

tax on investment goods was abolished. Bardepot regulations were also eased. In Sweden, the 

Riksbank relaxed the restrictions on Swedish banks’ borrowing abroad to onlend to Swedish 

companies. 

Not only at the BIS but also at the WP3 and the IMF, any possible regulation of the Euromarkets 

was subdued and emasculated, in a letter dated April 1974 found at the Bank of England it is 

stated:”At the Working Party 3 meeting in Tokyo there was some discussion over the possibility 

of exchange of information over conditions in the euro-markets. It was readily agreed that the 

plans for international capital issues control…were impracticable. “  

Even countries with strong currencies, i.e. the “conservative faction”, were now faced with huge 

monetary imbalances and deficits. The issue now was not how to insulate from the rest of the 

world but how to open up to international financial flows and get the money that was missing at 

the national level. As pointed out in a paper of the Overseas Office of the BoE in March 1974: 

”Many Continental European countries, with the recent large increases in oil prices, are 
now facing the prospect of having to finance oil-induced balance of payments deficits. In 
the recent past, these countries, having experienced high level of economic growth, have 
been recipients of substantial speculative inflows of international capital, particularly 
during the many currency crises of the seventies. Given that such inflows tended during 
times of monetary restraint to undermine domestic monetary priorities, measures were 
taken to stem speculative inflows in many of these countries. Now, faced with the 
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changing economic situation – the need to finance oil-induced deficits – some countries 
have taken initial steps to relay these controls.”32 

Emminger’s priority shifted accordingly, from an unattainable regulation towards the exchange of 

information on a confidential basis during the meetings in Basel. Again, the Bank of England was 

sceptical about giving “true” confidential information but agreed to share details on interest rates, 

maturities, spreads…33 

Almost all Western countries took measures to ease controls on non-residents bank deposits and 

non-resident investments in domestic securities. What was considered until the beginning of the 

year a source of disequilibrium was now a welcome source of finance. Concerning the first point, 

several countries took measures to ease or abolish minimum reserve requirements against non-

resident bank deposits and to ease limitations on the payment of interest to non-residents. 

Concerning the second point, measures to facilitate inflows of international capital took the form 

of relaxations of controls restricting foreign investments in domestic securities. This point was 

particularly evident in Germany, Switzerland and the Netherlands, exactly the countries that had 

pushed for more regulation. The general tendency towards a more relaxed approach towards 

international capital movements was even more evident in weaker currency countries such as 

Italy, France and Belgium. 

All of a sudden, after the boom of the early 1970s, the world was confronted with a new 

situation, growth, which was already slowing down by the late 1960s, disappeared as did balanced 

budgets and huge deficits made their appearance, on top of that the era of cheap oil was over (the 

price of oil had been almost unchanged for 20 years)... 

In fact, the first borrowers on the Euromarkets were not LDCs, the mechanism took a few 

moths to be implemented, but developed countries. Italy, drew heavily on the Eurodollar loan 

market, more than $4.5 bn, to increase domestic reserves and providing finance to private and 

public enterprises. Great Britain was the second largest borrower on the market, getting $2.5 bn, 

while Western economies accounted for 60 percent ot total borrowings. Developing countries 

accounted for 35 percent, Mexico being the largest borrower with $1.25 bn and Algeria the 

second with $1 bn. Least Developed Countries accounted for the rest. The Eurobond market 

progressively decreased in size, a tendency which will last until the debt crisis of 1982. In 1973, 
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GB was the biggest borrower on the Eurobond market with almost $1.5 bn, the US came second 

with $1.2 bn.34 

Period of crises are a fertile ground for new policies and ideas. There is a natural human tendency 

in attributing present failures to past behaviours and the oil shock with the imbalances it created 

turned out to be a strong catalyst for change in economic policies. 

As IMF Managing Director H.J. Witteveen pointed out in a speech at the Economic Club of 

Detroit: “The new deficits and surpluses are of a very special character. In the first place, they 

have come about quite suddenly. Secondly, such disequilibria cannot be eliminated by any of the traditional 

policy responses which the Fund and its members have come to regard as normal over the past twenty-five years 

[emphasis added].” 

 What was the “traditional policy response” of Western countries? Witteveen continued “The 

normal response in the past to such a situation, would have been internal deflation, or import 

restraint. In response to an oil-induced deficit, however, it seems clear that each of these policies 

would be wrong...deliberate exchange rate depreciation by industrial countries would risk a return 

to the beggar-my-neighbor policies which proved so harmful in the 1930s.” This speech reflected 

the views expressed by the Committee of Twenty in January 1974 during the finance ministers’ 

meeting and, particularly, by the Working Party 3 (WP3) of the OECD in an informal meeting 

held on January 16th just before the Ministerial Conference of the C-20 (17th-18th January). 35 In 

this important meeting (called especially to talk about the worsening oil situation) two main 

points were on the agenda of the WP3, the first one was the “impact on the balance of payments, 

the appropriate policy responses and balance of payments aims”, the second one was the issue of 

financing problems and particularly “How far should the deficits be financed out of reserves? 

How far should the deficits be financed by borrowing?”36 

What was concretely decided was bound to have long-lasting consequences on the rest of the 

decade. As reported in the summary of the WP3 February’s meeting: 

”Three important points emerged from that first discussion. The first was the now fully 
accepted point that, as a group, the OECD countries would have to accept the oil deficit, whatever 
in fact it would turn out to be; that this would be very difficult and require a considerable 

                                                           
34

 Data are from BEA 8A406/5, The International Capital Movements-1973, 25 January 1974. 
35

 The Committee on Reform of the International Monetary System and Related Issues (Committee of Twenty) 
was formed in July 1972. Its first meeting was held in Washington D.C in September 1972 and its final report 
was sent to the Board of Governors of the IMF in June 1974. The Committee of Twenty would be followed by 
the Interim Committee of the Board of Governors on the International Monetary System in October 1974. 
36

 OECDA,  ocuments of the WP3 (1 74), “Informal Meeting of Working Party  o. 3 in Rome on 16
th

 January 
1974-Brief  ummary”, 17 January 1974. 



20 
 

effort of self-will on the part of all countries, and that there was a quite serious danger of 
beggar-my-neighbour policies in one for or another. Secondly, it was recognised that, 
within that general picture, there were one or two countries which were already in an 
unsatisfactory position on their balance of payments, and that it was very important that 
they should make structural efforts to correct that part of their balance of payments 
deficit which had nothing to do with oil. Thirdly, there was considerable concern about 
the consequences of the oil crisis for the developing countries which were not fortunate 
enough to have their own oil… [emphasis added]”37 

Because of the confidential character of the WP3, it was up to the IMF to lay down officially the 

foundations for the new world economic order. The basic ideas of the policies to come were 

stated in the final communiqué of the C-20: 

 “The Committee agreed that in managing their international payments, countries must not 
adopt policies which would merely aggravate the problems of other countries. Accordingly they stressed 
the importance of avoiding competitive depreciation and the escalation of restrictions on 
trade and payments. They further resolved to pursue policies that would sustain 
appropriate levels of economic activity and employment, while minimizing inflation. They 
recognized that serious difficulties would be created for many developing countries and 
that their needs for financial resources will be greatly increased; and they urged all 
countries with available resources to make every effort to supply these needs on 
appropriate terms [emphasis added].”  

A basic agreement was reached on the idea that OPEC surpluses could not and should not be 

fought, on the contrary developed countries had to accept these surpluses and elaborate together 

a mechanism to finance these deficits, but how? 

At that time the IMF did not have enough funds, its quotas as a percentage of total imports 

declined from 11.2 percent in 1955 to 3.7 in 1982. Two oil facilities were developed by Witteveen 

in 1974 and 1975 for a total amount of 6.9 billion SDR, but given the size of balance of 

payments’ deficits (see Table 1) the IMF was not in a solid position to be the main protagonist of 

the story, the IMF knew that as other international organisations such as the Bank for 

International Settlements (BIS) did. In a  signed letter addressed to the Governor of the Bank of 

England dated June 1974 it is stated:  

”I had a word with Zijlstra [Governor of the Netherlands Bank and Chairman of the 
Board of Directors of the BIS] in Luxembourg about recycling and a possible role for the 
BIS. Zijlstra said his own feelings were much in line with ours: viz. , it was natural and 
right that the intermediation job should start with the banking system…The IMF facility 
was useful but would never amount to much. The BIS would, he was sure, have a real role.”38 

 

                                                           
37

 OECDA, Documents of the WP3, “ tatement by Mr Marris at the EPC meeting on the 18
th

-19
th

 February 1974 
reporting on the last two meetings of WP3”, 25 February 1 74. 
38

 BEA, 4106/1, Signed Letter to the Governor of the Bank of England, 7 June 1974. 



21 
 

TABLE 1: WORLD PAYMENTS BALANCES ON CURRENT ACCOUNT, 1973-80 (BN USD)39 

 1973 1974 1975 1976 1977 1978 1979 1980 

INDUSTRIAL 

COUNTRIES 

20 -11 20 1 -2 32 -5 -40 

DEVELOPING 

COUNTRIES 

        

OIL 

EXPORTING 

7 69 35 39 29 6 63 111 

NON-OIL 

DEVELOPING 

-11 -37 -46 -31 -30 -42 -62 -88 

EASTERN 

EUROPE 

-1 -4 -13 -16 -8 -9 -3 -4 

 

In the aforementioned speech Witteveen continued: ”Private markets have a basic role to play here, and 

it is to them that we must look for the main contribution in financing prospective balance of 

payments disequilibria. In the first instance, the Euro-currency markets may be expected to be the main 

channel. These markets are well equipped to handle large volumes of funds, and they offer the 

flexibility and the anonymity that the lenders desire [emphasis added].” 40 With slight variations, 

this is the policy that would be followed during the decade up to the debt crisis of 1982.  

The priority of national and international institutions was no more to regulate a possible source 

of instability, totally out of control of monetary authorities, but to use this instrument to channel 

funds from OPEC countries to deficit countries (mainly LDCs). We can only imagine how the 

destiny of LDCs and of the modern financial system would have been with the regulation of the 

Euromarkets. 

From international institutions such as the IMF, the policy of privatising credit through the 

recycling of “petrodollars” spread to national institutions. One of the clearest descriptions of the 

recycling mechanism can be found at the Banque de France archives. 

The Balance of  Payment Department of  the Banque de France, rapidly recognised the new 

challenges ahead: 

 “The OPEC countries will see in the coming years the opportunity to earn substantial 
capital ... A significant portion of  the surplus accumulated by OPEC countries will be at 
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the expense of  OECD countries that consume the largest share of  world energy 
produced and whose supply of  oil is mainly dependent on the Middle East.” 

They continued by describing the international scenario in the context of  newfound economic 

instability: 

 “If  we see it as a game with three agents, OPEC, OECD and the USA, where from the 
point of  view of  the trade balance one is a neutral (USA), and another in surplus 
(OPEC), it is obvious the third can only be in deficit ... For this 'threesome' to lead to a 
sustainable balance in the medium term it would require the absorption capacity of  
OPEC countries to grow significantly: but if  for some countries (Iraq, Iran, Algeria, 
Egypt) this ability is perhaps currently underestimated (or at least could be stimulated), 
others such as Saudi Arabia, Libya and the Emirates of  the Persian Gulf  live permanently 
in a situation of  rentiers and in these circumstances only the introduction of  a fourth 
economic agent can break the squared circle.” 

So, a fourth economic agent was much needed to help European countries to alleviate their 

critical state, but where to find such an important element? The answer came quickly enough. 

 “This agent will be called for convenience ‘LDC ‘[developing countries]. To redraw the 
map of  balance of  payments deficits and since this is to redress the balance of  payments 
of  the OECD and therefore 'transfer' to LDCs OECD’s deficit, it is important a) to give 
positive consideration to the deficits that developing countries will accumulate, b) to 
increase trade among developing countries and other agents (including OECD) since the 
volume of  international trade will be the vehicle of  this deficit.” 41 

LDC had to accumulate debt in order to keep the world economy going on and avoid a world 

recession as in the 1930s. Borrowing by LDCs reflected not only the growing trust of  

international organisations (IMF, BIS and OECD) in private markets or the need to shore up 

earnings by commercial banks but also a demand coming from developing countries regimes, in 

general “one-party democracies” or military juntas, to finance productive investments in 

industrial sectors deemed strategic. 

Generally speaking, recycling was a good and profitable business even though the banking sector 

experienced ups and downs, notably in 1974 with the collapse of  I.D. Herstatt in Germany, 

Franklin National Bank in the US and the British-Israel Bank in the UK. Even though these 

events were not directly a consequence of  activities on the Euromarkets, they triggered a severe 

crisis of  confidence encompassing financial institutions worldwide. 

 Banks became again a central actor in the world economy after the “gloomy” years of Bretton 

Woods and they experienced a major redeployment on global markets.  
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It is crucial to note that the empowerment of banking could not have been possible without the 

role of international institutions and the backing of national governments (generally through the 

central banks) to push them to embark of a risky adventure such as the recycling process. The 

delegation of power was a decision taken in Washington and Basle not within the banks, which, 

at least at the earliest stage of the process, were quite doubtful whether to embark, or not on the 

recycling challenge. On the role of governments we agree and we are indebted to the work of 

Eric Helleiner when he argues that to understand the globalisation of finance we have to bring 

“states back in”.42 Even if the term “states” for an historian is questionable since it is vague and 

too simplistic to describe the complex interplay of actors in the international and national scene, 

it is important to stress the crucial role played by official actors as opposed to market actors. 

Institutions like the BIS, the IMF and the Bank of England played a crucial role in shaping the 

modern financial landscape in the early 1970s. In our story the BoE was the staunchest free-

marketeer and played a fundamental role in influencing the policies of the IMF and, particularly, 

the BIS thanks to its privileged position as the centre of the Eurodollar business and main 

provider of (not always unbiased) statistics. Explaining the attitude of the Bank would require an 

entire chapter43, what we can say here is that, especially amongst the Treasury and the Bank of 

England “there was a consensus that London should remain an important financial center and 

that restricting the new business through invasive action was inadvisable.”44 This attitude is 

largely corroborated by our archival evidence from the Bank of England. Amongst the numerous 

examples, we can mention the secret document sent from R. A. O. Bridge, Adviser to the 

Governors, to Parsons [?] where it is remarked:  

”The Euro currency market is in most ways a `good thing` and it is a source of profit to 
London. Like other forms of banking it involves the taking of some risks. The Discount 
office …exercise a general supervision over the banking community as a whole but not 
over a bank`s foreign currency operations in particular, nor is there any regular 
supervision of this business carried out elsewhere in the Bank.” 45  
 

Again, the benevolent attitude of the Bank towards the Euromarkets is clear looking at the 

memorandum prepared by the Economic Intelligence Department to Downing Street: 

 ”By their participation in the market the banks in the U.K. earn profits in foreign 
exchange on the margins between their borrowing and lending rates and from time to 
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time switch currency assets into sterling for lending in the U.K. (the dollar counterpart 
accruing to the reserves)…London was a pioneer and remains a leader in the market, and 
the City can be congratulated on the role it has played in the development.”46 
 

Banks were cautious actor in the period immediately following the first oil shock. Sir Philip de 

Zulueta, one of  the two British delegates at the Trilateral Commission and Chief  Executive of  

Antony Gibbs and Sons, wrote in June 1974 to Governor Richardson after the meeting of  the 

Trilateral in Brussels that:  

“ At the Brussels meeting we had among other things a discussion about the re-cycling of  
Arab oil money. The bankers present, of  whom the most important were David 
Rockefeller himself  and Alan Hockin [Executive Vice President of  the Toronto 
Dominion Bank] but included some Europeans, expressed considerable worry about the 
capacity of  the private banking system to re-cycle the extra Arab oil money into medium 
term credits…I must say that I was surprised to find my own worries so strongly 
shared.”47 

Banks saw in the recycling mechanism, in the Euromarkets and in the international expansion 

potential sources of  profits but they also needed to be reassured on the fact that they would 

benefit of  certain safety nets or guarantees, essentially that they would be bailed out if  necessary. 

The Bank of  England recognised this challenge, thanks to its frequent meetings with commercial 

banks, and wrote in a “Memorandum on the Role of  Central Banks in Financing Oil Deficits” 

that “It is the job of  central banks to ensure the effective operation of  a highly leveraged banking 

system and above all to prevent its collapse. The prospect of  back-stopping, even without any 

direct action, will go a long way toward providing such assurance” the same document continued 

“ (…) the task of  recycling oil revenues will fall in the first instance on the leading 20 to 30 

commercial banks of  the world, if  they can carry the burden. They will take in the funds, and 

they will have to lend them to the countries that need the funds and that normally have access to 

the market for medium-term credit. Without assurances…they will feel themselves unable to perform this 

role… [emphasis added]”. Thus, “Central banks must make it clear to the public at large that they 

stand behind these large banks, both as receivers of  deposits and as lenders of  funds. (…) The 

commitment could be undertaken by the Group of  Ten countries or…it could be undertaken by 

the central banks that meet monthly at Basle…They should issue a communiqué soon before 

financial markets get too jittery to function well as the volume of  oil funds grows rapidly in the 

next few months.” 48  
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We don’t know whether this document was released when the news about the collapse of  the 

German banks I.D. Herstatt had already been disclosed (the date of  the document is the same of  

the collapse) but what the document hoped became reality in September 1974 when the 

governors of  the G10 issued a communiqué reassuring the markets on their responsibilities as 

lenders of  last resort on the Euromarkets. 

The British and American decision to support domestic banks engaged in risky business abroad 

was harshly criticised by the controllers, Germany and Switzerland in particular, during the 

monthly meeting of  the G10 Governors in July 1974 in Basel. As reported by the European 

Office of  the IMF in Paris:  

“Under this heading [the issue of  responsibility of  foreign activities of  domestic banks] , 
the Herstatt affair was discussed and this revealed a sharp difference of  view between, on 
the one hand, the UK and US delegates, who stressed the responsibility of  the monetary 
authorities of  the ‘home’ country and the need for intervention and, on the other hand, 
the German and Swiss delegates, who were strongly opposed to intervention. Dr. Klasen 
apparently gave a vigorous defence of  his thesis that the Herstatt affair should serve as an 
example at home and abroad, that banks had been adequately controlled and sufficiently 
warned, and that any indication on the part of  central banks of  their readiness to 
intervene on the market would be self-defeating because it would hang a security net under 
the banks whose position is shaky [emphasis added].”49  

The policy of  backing dubious lending activities pushed forward by the free-marketeers countries 

was highly risky, as pointed out in a working paper of  the World Institute for Development Economics 

Research of  the United Nations University (WIDER): 

”Governments were greedy customers. They made no attempt to limit cross-border 
financial flows – the fear was, rather, that there might be not enough of  them. Deficit 
countries borrowed heavily while creditors governments went on providing guarantees to 
private banks in the form of  deposit insurance, export credit guarantees and `safety nets 
`for all big banks – safety nets that could only be justified in the context of  the more 
controlled system of  finance of  the immediate post-war era. To provide guarantees against 
insolvency while taking all restraints off  lending and simultaneously raising the risks involved was a 
recipe for disaster - moral hazard on a quite immoral scale. The new technology of  the markets 
merely ensured that the disaster would be global in scope [emphasis added].”50 

 This point is much in line with Eric Helleiner’s ideas on financial globalization. He argues that 

advanced industrial states “made three types of  policy decisions after the late 1950s that were 

important to the globalization process: 1) to grant more freedom to market operators through 

liberalization initiatives, 2) to refrain from imposing more effective controls on capital 
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movements, and 3) to prevent major international financial crises.”51 In the previous section we 

showed, through archival evidences, how these three elements were laid down in the 1970s. We 

went a bit further by proving these assumptions by analysing relevant documents of  several 

actors and by explaining how decisions were taken and who took them. We showed how he oil 

shock played a crucial role in changing the agenda and shifting the priorities of  national and 

international actors particularly of  those who were more inclined to regulate the Euromarkets.  

It is stricking to see how the picture was radically changed in the short space of  two or three 

years. By late 1974, commercial banks had  1) a market free from regulations, 2) large pools of  money to 

invest, 3) support from international organisations and 4) support from central banks. All the ingredients 

were laid for the biggest transfer of  money in world history.  

The Recycling Challenge 

As mentioned earlier, the Committee of  Twenty reached a consensus not to fight the oil-induced 

deficits but to accommodate them and reequilibrate the imbalances through a recycling of  dollars 

from surplus to deficit countries. The rationale was not to replicate the mistakes of  the 1930s and 

to keep the world economy going. 

The Eurodollar market had been saved by the oil shock and priorities shifted. If  up until late 

1972/early 1973, the priority was the regulation of  this off-shore, unregulated market now the 

IMF clearly stated in a document titled “Immediate Issues in the Euro-Currency Market” 

prepared by the Exchange and Trade Relations Department in cooperation with the Research, 

Treasurer’s, European Western Hemisphere and Central Banking Departments:  

”While undoubtedly the underlying differences of  view about the value of  the Euro-
currency market persist, at present attention focuses on means of  ensuring that the market 
operates with as little disruption as possible…The quality of  assets acquired as a result of  Euro-
currency lending operations has in most countries been left largely unsupervised, even in 
the case of  countries with a tradition of  close banking inspection. This trust has not in 
general been misplaced. The banks have developed techniques and arrangements which 
were meant to improve the decision-making process, one of  which is that of  loan 
syndication under the management of  ‘lead’ banks with established connections in 
countries where borrowers are located. In practice this may not always have been fully 
effective in improving the assessment of  borrowers’ creditworthiness. However, 
particularly with the increasing role of  governmental entities as borrowers, the overall 
experience so far has been very good [emphasis added].” 

 

                                                           
51

 Eric Helleiner, States and the Reemergence…, 8.  ee also, Eric Helleiner, “Explaining the Globalization of 
Financial Markets…” 



27 
 

The U-turn that we illustrated before becomes even clearer by continuing the analysis of  this 

most revealing document: “In principle, for the overwhelming majority of  the bank operating in 

the Euro-currency market, detailed monetary authority supervision of  their operations is out of  the 

question…the essence of  the system has to remain one in which the responsibility for avoiding losses rests with the 

banks themselves.” 52 Thus, the system that starts to take form by the end of  1974 is a system where 

regulation is not a priority, where commercial banks are entrusted with the reequilibration on 

international monetary imbalances while at the same time they are the sole responsible for 

evaluating their own risks. A risky (but profitable) recipe indeed, as we shall illustrate further. 

The final support from G-10 countries, as expected from the BoE, managed to reassure the 

banks. In an Office Memorandum of  the European Department to the Managing Director and 

Deputy Managing Director, relating a visit to commercial and central banks in Europe and to the 

BIS and OECD, it is stated: “We gained the impression that the market was rather well on the 

way toward regaining its self-confidence.”53 The mood in the international financial and banking 

community continued to improve, in October 1975 Mr Karlstöm of  the European Department 

could write in a confidential memorandum after discussion with the BoE and private banks. “(…) 

the Euro-currency markets are now  functioning well: maturities are lengthening, both on the 

deposit side … and on the lending side…There are no indications of  a new crisis like the one in 

late 1974 and early 1975.”54  

 The memorandum illustrates well the spirit of  the time amongst the international financial and 

banking community:  

”In general bankers did not seem overly concerned with the immediate dangers of  
defaults or debt rescheduling. While it was recognized that some countries would 
experience difficulties the adverse impact on banks was not expected to be great, nor to 
endanger the stability of  the market. A universal, or even widespread, moratorium for developing 
countries was not thought likely.  The monetary authorities appeared to share this view, 
although they warned that the dimension of  problems in this area would not become 
clear before 1977/78 when a large volume of  credit would simultaneously reach maturity. 
The staff  team gained the impression that bankers felt that whilethey might have to 
accept refinancing of  some loans they were unlikely to have to sustain very severe losses. Some 
bankers bluntly indicated that they would look to the Fund to provide the debtor 
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countries with the resources to meet their obligations if  serious difficulties were to 
arrive.”55 

The changing role of  commercial banks and the gradual shift of  power from national and 

international institutions to private market actors is well summarised in a discussion paper of  the 

Research Department of  the IMF:”(…) commercial banks have been carrying out some of  the 

functions which have often been thought of  as more in the province of  central banks, 

governments, and international organizations.”56 

The recycling process through commercial banks via the Euromarkets continued in the second 

part of  the 1970s, in an internal discussion paper dated January 25th 1977 titled “The Fund and 

the Commercial Banks” it is said: 

”In recent years, the commercial banks have played a growing role in international capital 
movements, receiving both an increasing share of  the foreign assets of  surplus countries 
and financing a growing share of  aggregate capital flows to deficit countries. In principle, 
the scope of  their activities could be reduced by changes in national official policies, but 
governments are reluctant to consider curbs. Recognizing the size and difficulty of  the recycling 
process, it is considered unwise to seek any sharp reduction in the scale of  commercial bank operations. 
Rather, the broad aim should be to encourage a role by the commercial banks which 
would constructively assist in the adjustment process [emphasis added].”57 

The main vehicle for the recycling mechanism was the Euroloan market. A Euroloan was a 

credit, at flexible interest rates (generally LIBOR plus spread), on a medium-term basis (5 to 10 

years on average), generally in dollars, for large amounts. These loans were used for a variety of 

purposes, to pay for imports, to finance infrastructures, ... The advantage of Euroloans compared 

to official credits, were their relative simplicity and lack of conditionality. The drawbacks were the 

variable interest rates which made the debtor vulnerable to increases in interest rates in developed 

countries and the shorter maturity than official loans (see Appendix). We can get an idea of the 

huge amounts of Euro-currency bank credits and the burden of debt on LDCs economies from 

Table 2, 3 and 4 below.  

Euroloans brought two critical innovations in the field of international financial and banking 

operations, floating interest rates and syndication. The so-called roll over technique had been around 

for a few years but its application to Eurocurrency loans exploded in 1973, it allowed the banks 
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to offer high-interest yields on short-term deposits to investors who were unwilling to invest in 

fixed-interest securities in a period of rising inflation. Besides, it allowed banks to limit the risk of 

being stuck with fixed term securities in case of a rise in deposit rates. The borrowers enjoyed the 

liberty of avoiding being stuck with high interest rates in case of a slowdown in inflation and the 

flexibility of being able to repay the loan before the end of commitment period without penalty. 

Syndication consisted in sharing the loans amongst several banks. This innovation allowed banks 

to offer larger and larger amount to customers, a timely innovation in the context of increasing 

balance of payments deficits. In fact, in the early 1970s, the Eurobond market was able to raise 

amounts of around $100 mn maximum while the Euroloan market could raise ten times or more 

this amount. 

TABLE 2: AVERAGE TERMS OF DEBT COMMITMENTS FOR 94 DEVELOPING COUNTRIES 1972-79 

 1972 1973 1974 1975 1976 1977 1978 1979  AVERAGE 

1972-

79 

INTEREST RATE          

OFFICIAL 

CREDITORS 

4.3 4.2 4.4 4.9 5.5 5.2 5.0 5.0 4.8 

PRIVATE 

CREDITORS 

7.3 9.1 9.7 8.8 7.9 8.0 9.4 11.6 9.0 

AVERAGE 5.6 6.7 7.0 6.9 6.8 6.8 7.9 9.3 7.1 

          

MATURITY          

OFFICIAL 

CREDITORS 

24.2 25.4 23.4 23.5 22.1 22.6 24.8 25.0 23.9 

PRIVATE 

CREDITORS 

8.9 10.8 10.1 7.8 8.1 8.0 8.9 8.9 8.9 

AVERAGE 17.6 18.0 16.9 15.3 14.3 14.0 14.5 14.6 15.7 

SOURCE: World Bank, World Debt Tables 
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TABLE 3: EUROCURRENCY BANK CREDITS 1970-77 (MN OF USD) 

Country  1970 1971 1972 1973 1974 1975 1976 1977 

DEVELOPING NON-

OPEC 

300 936 1481 4537 6252 8199 11019 13427 

 

BRAZIL 87 257 579 740 1672 2152 3232 2814 

MEXICO  56 295 196 1588 948 2311 1993 2700 

PHILIPPINES 5 0 50 187 843 363 970 698 

DEVELOPED 4246 2601 4097 13783 20683 7231 11254 17201 

FRANCE  19 40 176 50 3224 719 586 2325 

GB 48 462 689 3150 5655 160 1671 1992 

ITALY 1387 317 928 4761 2321 120 355 1024 

US 1827 428 864 1649 2221 764 677 826 

SOVIET COUNTRIES 38 68 285 779 1238 2597 2503 3394 

GDR 0 0 35 0 12 280 215 832 

POLAND 0 0 0 430 509 475 525 19 

URSS 0 0 0 0 100 650 282 234 

Source: World Financial Markets, Morgan Guaranty Trust, March 1978 

TABLE 4: DEBT SERVICE RATIOS OF SELECTED LDCS 

COUNTRY 1976 1978 1980 

BRAZIL 37.2 57.4 56.8 

CHILE 31.5 47.3 34.6 

MEXICO 48.6 66.4 38.6 

MOROCCO 10.2 22.2 30.4 

PHILIPPINES 13.3 22.6 14.9 

SOUTH KOREA 16.5 11.3 14.4 

YUGOSLAVIA 17.3 19.4 22.9 

 

By the end of the decade the picture for the developing world was rather gloomy, debt levels in 

the developing world were reaching sky-high levels, growth was continuing to falter in Europe 

and US, but things got even worse in late 1979 when oil prices continued to rise creating a 

second oil shock and interest rates in the US skyrocketed as a consequence of the “Volcker 

Shock” of October 1979 when the FED decided to target monetary aggregates instead of setting 

interest rates (e.g. the three-month Treasury bill yield rose from 9½ per cent in March 1979 to 

16½ in March 1980). As Joseph Treatster wrote:  
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“His [Paul Volcker`s] solution, which now seems breathtakingly simple, was to take the 
cutting-edge decision out of the hands of the members of the Fed—or at least make it 
seem that way. Under Volcker’s new plan, the Federal Open Market Committee would 
end the practice of setting the most influential interest rate. Instead, the members would 
establish targets for the supply of money in the American economy and permit the supply 
of money to determine the federal funds rate. The board would retain the discount rate as 
a largely symbolic tool, but the emphasis would be on the money supply.”58 

The new deal in monetary policy pushed the FED to operate “closer to the ideas of the 

economist Milton Friedman…If the demand for money outstripped the targeted supply, the Fed 

would not add bank reserves to satisfy the demand for money, so interest rate would rise, often 

rapidly.”59 

The policies implemented by Volcker pushed American interest rates (and consequently 

Eurodollar rates) sky high and pushed LDCs one step nearer the edge of collapse since the 

greatest part of their debt had been contracted at floating interest rates.  

As noted by David Lomax, the increase in interest rates had three consequences: “First, it 

imposed a greater cash cost on indebted countries. Second, it deepened the recession in 

individual countries and in the OECD as a whole…Third, it increased the real cost of developing 

country debt, by increasing the cost of funding it in relation to the economic return that could be 

obtained on individual projects or on government’s spending programme as a whole.”60 

The world “shock” to refer to the oil price increase of 1979 is not entirely appropriate. The so-

called second oil shock was more a series of agreements to increase the price of oil, remarkably 

stable in 1977 and 1978, starting from the OPEC meeting of December 1978. By the end of 

November 1979 the oil price per barrel was $23 compared to $12 on average in 1978 and it 

continued to rise until 1981 when the recession in the Western world took its toll.61  

The immediate event triggering the second increase in oil prices in less than a decade was the 

revolution in Iran and the cutback of oil supplies from that country. The drop in Iranian exports 

was made up by increase export by more cooperative oil producers but the tensions intervened in 

a period when a larger number of countries were competing for oil in a highly fragmented market 

with less and less spare capacity available. Thus, 1979 saw a scramble for oil where customers 

were more focused on increasing their supplies than the price they were paying. This is confirmed 
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in the archives of the OECD where the Director General of the Swiss national bank, Pierre 

Languetin, remarked in the WP3 meeting of December 1979 that:”[the scramble for stocks] had 

aggravated the oil price problem and had helped to support the psychosis of continued oil price 

increases.”62 

 In this respect the second shock is remarkably different from the first one even if too often the 

differences are overlooked in historiography.  

In 1979 “It was the loss of the previous flexibility in the supply system (based on the existence of 

a cushion of spare capacity), coupled with an overreaction by some buyers of oil, that largely 

explained the sharp increases in oil prices and disorderly conditions in the oil market during the 

past two years.”63 If some authors highlight the role of underlying supply and demand conditions, 

other argues that the Iranian revolution was a justification to extract greater profits.64  

Despite the clouds gathering on the horizon, the trust in the foresight and efficiency of private 

capital markets (and commercial banks) continued during the second phase of recycling (i.e. after 

the second oil shock of 1979) and dominated the IMF “ideology” even after the end of the 

Witteveen mandate. The privatisation of credit could continue unabated. 

During a speech at the annual assembly of the Federal Association of German Banks in Bonn in 

1980, Jacques de Larosière, new Managing Director of the IMF, said: 

”The banking system has proven to be an efficient vehicle for the transfer of financial savings 
internationally and it is extremely important that this process be allowed to operate 
smoothly and effectively. Prudential regulations must keep pace with market 
developments, but without causing disruptions in the process of international 
intermediation...I believe that the market mechanism is basically sound and that banks 
should be playing a major role in the current phase of recycling, without facing undue 
strain. Bankers have a wealth of experience in judging the merits of investment, the quality of 
management, and the risks involved [emphasis added].”65 

Unfortunately, in less than two years time Mexico would default on its debt. In this regard, our 

story is markedly different from Rawi Abdelal’s account of the IMF attitude towards private 

financial flows during the de Larosière mandate. In his book Capital Rules he says that:”De 

Larosière’s authority within the Fund appears to have been a moderating influence among an 
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increasingly liberal-minded staff”.66 In our opinion, de Larosière followed the liberal path of 

Witteveen without any major re-examination of the liberal ideology which came to dominate the 

Fund in the years following the end of Bretton Woods. 

Various factors contributed to the default of Mexico and many other LDCs in the early 1980s. Of 

course the second oil shock played a major role by bringing a slowdown in the oil-importing 

world. Secondly, the attitude of Western governments towards inflation changed radically with 

the adoption on monetarist policies intended to avoid further rises in prices. In that respect, the 

so-called “Volcker shock” of October 1979, consisting on targeting monetary aggregates by 

limiting the growth of money, played a major role by raising American interest rates to very high 

levels, more than 20 percent, and leading to a huge appreciation of the USD, the currency in 

which the bulk of LDCs debt was denominated. Thirdly, worsening terms of trade aggravated the 

situation of LDCs. As a consequence of these problems, the net interest payments/export ratio 

for Latin American countries increased from 31 percent in 1979 to 51.5 percent in 1982. 

The Mexican default was not the first default in recent years. Zaire defaulted in 1975, Peru in 

1976 and 1978, Poland in 1981, and many more...But Mexico was amongst the three biggest 

debtor countries and its default triggered a “regionalisation syndrome” affecting all LDCs. At the 

end of 1982 Brazil asked for help and by the spring of 1983 twenty-five non-OPEC developing 

countries had started the procedure to reschedule their debt. 

Some authors have argued that: “The crisis had largely caught policymakers by surprise”67, was it 

really the case? We think this assumption is only partly right. As mentioned earlier, the level of 

indebtedness of LDCs was an issue of debate among bankers and officials in monetary circles. 

The first preoccupations emerged after the hot summer of 1974 but diminished when markets 

started to function again in 1975. All in all the first recycling was perversely successful in the eyes 

of the international financial community, newspapers were talking of the recycling miracle and 

official of the IMF and other international organisations were commending the efficiency and 

effectiveness of private channels in recycling the petrodollars. Nonetheless, preoccupations 

started to surface again after the second oil crisis. The Bank of England, for example, prepared a 

document in May/June 1980 titled, quite explicitly, “Apocalypse Now” (Francis Ford Coppola’s 

movie just came out few month earlier) on the consequences of the default by a LDC. Another 

example is a secret paper dating January 1980, more than one year before the default of Poland, 
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titled “The International Banking System: The Effect of an Eastern Bloc Default”.68 Another 

example is the fact that in the Summer of 1979, the Governors of the G-10 met in Basel to 

discuss whether the rapid growth of their banks` international business, especially through the 

Euromarkets, “were giving rise to problems which called for corrective action, either by 

individual countries or on an internationally co-ordinated basis.”69 The main topics of the debate 

were:” the worldwide macro-economic effects of the growth of international banking; its effects 

on the ability of national authorities to control liquidity in their own economies; and the 

prudential questions raised by the growth of banks' international operations, including those 

carried out by their foreign branches and subsidiaries.”70 

CONSEQUENCES, IMPLICATIONS AND FINAL REMARKS   

 

Between 1971 and 1982, the net size of the Euromarkets grew from 90 billion dollars to 1020 

billion. By far the greatest contribution to this exceptional growth was given by the growth in 

financial flows from OPEC countries to developing countries through Western commercial 

banks. The privatisation represented a boon for some and a hindrance for others. Without any 

possible doubt, the biggest winner of this story is the banking and financial sector. 

As we mentioned, banks were marginal actors in the world economy compared to the industrial 

sector throughout the post-war period. Private financial flows were modest and official controls 

on capitals movements and exchange rates omnipresent in Europe and the US. As Robert Gilpin 

argues:” In the decades immediately following World War II, monetary and financial affairs were 

in general isolated from one another....This relatively simple situation began to unravel in the 

1960s with the emergence of the Eurodollar market. The first oil crisis in 1973 and the 

subsequent huge financial surplus of the Organization of Petroleum Exporting Countries 

(OPEC) changed this situation and led to creation of an international financial system...For the 

first time in the postwar era, the international monetary system and international finance 

interacted and influenced one another.”71 As we have seen, when private capital movements 

became visible on the radar of Western governments and regulators, policies started to be 

elaborated in Basle to limit and control these flows. 
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Thanks to the oil shock a need to transfer wealth from surplus to deficit countries arose. As we 

have seen, channelling these funds through the Euromarkets via commercial banks became the 

official policy of developed countries since the meeting of the Committee of Twenty in January 

1974. 

The privatisation of the recycling mechanism had a two-fold implication for the banking and 

financial sector. First, it allowed commercial banks to free themselves from any kind of 

regulations and gain influence in international monetary and financial affairs as never before thus 

putting to a definitive end the Keynesian middle way and the embedded liberalist regime of 

Bretton Woods and paving the way for a new regime based on the discipline of (euro)markets 

(and banks, as their most important participants). Secondly, the privatisation of credit allowed a 

“renaissance” of the banking profession. Banks expanded in new territories and developed new 

products setting the stage for a second globalisation of finance.  

The balance of power shifted definitely in favour of the financial community with the Volcker 

shock of 1979. The priorities of the financial elites became the priorities of the Federal Reserve. 

As pointed out by Jeffry Frieden:”Policy after 1979 strongly favoured the financial community 

and investors.”72 

On the light of such events we could say that the 1970s are a paradoxical decade. On the one side 

we have the beginning of a troubled period for Western economies but on the other we have a 

period of renaissance for the banking and financial sector. Even more paradoxical, is the fact that 

this renaissance of finance would not have been possible without the contribution of 

international organizations such as the IMF, an institution highly criticised by American and 

British bankers who much preferred the BIS.73 

What about the governments? Especially through the IMF, Western governments put in place 

the recycling mechanism and empowered again the banking sector after many years of repression. 

The result was a system where “the role of governments...has weakened and could be described by 

saying that governments now participate as partners with commercial banks in a market-based 

monetary system [emphasis added].”74 
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The situation at present shows how the empowerment of market was a risky decision without 

appropriate safeguard mechanisms against its aberrations. 

The IMF played a minor role throughout the 1970s. Its oil facilities in 1974 and 1975 were a total 

failure, incapable of keeping the pace of increasing deficits. Besides, it totally failed in viewing the 

dark clouds approaching. In May 1982, just three months before the Mexican default, Jacques de 

Larosière so spoke at the meeting of the newly created International Financial Group at Ditchley 

Park:” On the whole the global financing and debt situation, difficult as it is, is not in my view unmanageable 

[emphasis added]”.75  One last mistake (in common with other official organisations), but perhaps 

the most important one, is the fact of having left private commercial banks shaping the monetary 

system after the end of Bretton Woods and the fist oil shock without considering the wider 

implication that such a process would entail. 

Nonetheless, as far as the IMF is concerned, the Mexican default changed unexpectedly the fate 

of the Fund. 

After the Mexican crisis, the Fund became the central actor in the rescheduling of LDCs debt 

centralising the information and becoming the intermediary between commercial banks and 

developing countries. The whole rescheduling process empowered the Fund who finally found a 

justification for its existence after the end of Bretton Woods but favoured even more the banking 

sector, from now on certain that they would not be held accountable for their misdemeanours.  

From now on the IMF would become, in Louis Pauly’s words, the “crisis manager” of the world 

economy: 

” In a sense, of course, the Fund has always been involved in financial crises; under a 
regime of pegged exchange rates, every major exchange –rate realignment constituted a 
crisis of sorts for the particular governments involved. But only in the past fifteen years 
has the Fund’s role as crisis manager fully developed. In the midst of the developing 
country debt crisis that began in 1982 and the transitions to capitalism in the former 
Soviet Union and its allies later in the decade, that role came to constitute a primary 
rationale for the continued existence of the Fund. In an era when international capital markets 
have been expected to render superfluous its financing role, the Fund and its surveillance 
mandate became, not less, important.”76 

The losers of the story were, as expected, the developing countries even if they are not totally 

exempt from criticism, having based a large part of their growth on debt and over-optimistic 
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forecasts through a mechanism that Frieden aptly defines “indebted industrialization.”77 Latin 

American countries suffered the most from the debt crisis and the 1980s are considered a lost 

decade. Income per person declined by 10 percent, real wages fell by an average of 30 percent 

and inflation rates reached all time highs of 500, 600 and even 1000 percent. During the 1980s 

LDCs were given additional funds (“new money”) but they had to adapt to IMF austerity policies 

to rebalance their budgets. To make the picture less dark, it is worth mentioning the fact that the 

debt crisis had some collateral positive effects in eliminating oppressive regime throughout the 

developing world, from Argentina to Poland, from South Korea to Zambia. 

The history of the recycling of petrodollars represents one of the pillars on which the modern 

monetary and financial system has been built. Thanks to it, the large pool of unregulated “hot 

money” under the name of Eurocurrencies was not regulated and was allowed to grow 

exponentially, banks came to play a pivotal role in the running of this market, on the recycling 

mechanism and on the monetary system as a whole. Despite slight modifications and evolutions, 

this situation has not radically changed in the last thirty years. The financial debacle of 2008 and 

the European debt crisis should force us to rethink the importance that banking and financial 

institution have come to play in our economies. 
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