The Problem of Recycling
OPEC Surplus Funds: a Proposal *

l. Introduction

In the aftermath of the oil crisis the greater part of OPEC
surplus funds have been recycled through the American banking
system and the Eurodollar market. Contrary to the conclusions of an
carlier study (Hewson), the banks in the Eurodollar market have been
adding net liquidity to the international system by transforming their
short-term liabilities into less liquid longer term assets (Villani).
Thus the mismatching of maturities in the international banking
system has increased in the years following the oil crisis.

. The ghost of the German financial crisis of 1929 and of the
 outflow in 1930-31 of highly liquid capital, which the German banks
had transformed into less liquid longer term assets, have repeatedly
been evoked since 1973 in the absence of a lender of last resort.

: Today, in the presence of a new overall surplus in the Western
countries” balance of payments, the threat of further substantial

* This article is an updated summary of a paper prepared in the second half
: 0L 1977 as part of a research project undertaken by the authors independently of the
institutions with which they are respectively connected and published in Politice ed
onomig, Cespe, no. 4, 1978. The marked switch of current account surpluses in
978 from the OPEC countries to the industrialized countries undoubtedly makes
he problem of recycling petrodollars less serious than it was up until two yeass ago.

mictheless, the recent increases in the price of oil and, above all, the uncertainty
suriding possible future increases appear to justify discussion of the problem, if
¥:suias to learn from past expetience. It is worth noting, however, that, even
ugh' our proposal is formulated with specific reference to the problem of recycling
todollars, its content and basic features are such that it could well serve in
:_(i_or'} with the more general problem of devising new tools for the com-
hsatory financing of non-oil balance-of-payments disequilibria.

- The authors wish to chank R. Eckaus, G. Farchr, C. Kinpreseroex, K. MasEra,
DIGHANI, F. Papapia, F. Saccomanni, P, Savona and M. Viraw: for their

ents- dnd’ suggestions though, of course, they remain solely responsible for any
- L]
d** errors.
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from that of the industrial countries to that of the oil-exporting
countries, In simplified terms, before 1973 the industrial countries
were surplus countries and the non-oil developing countries deficit
countries. Since 1973, the surplus countries have been 2 number of
major oil-exporting countties while the deficit countries have been
the non-oil-exporting (more and less developed) countries and some
countries within the group of industrial countries.

It should be noted, on the other hand, that once the surpluses
have been scaled up to make the pre- and post-1973 data com-
parable, the surplus of the major oil-exporting countries in 1977 is
much less different from that of the industrial countties in the period
before 1973 than one might have been led to expect (barely $29.1 as
against $30 billion). Even if we take into account the further
cotrections necessary to make the dara homogenecous,! the difference
between the periods before and after the 1973 crisis, with regard to
the absolute amount of recycling needed to transfer the current
account surpluses from the surplus countries back to the deficit
countries, is minimal.

When seen in this light, the fact that a different group of
countries has been in surplus since the 1973 crisis and that there has,
therefore, been a change in the way in which the surplus is recycled
takes on far greater importance than the absolute amount of recycling
necessary to balance ex-awmte saving and ex-post investment. It
should be undetlined that in the period before the 1973 crisis the
greater part of the recycling from industrial countries to non-oil

_developing countries was in the form of public transfers, most of
' which were bilateral. It can be calculated that close to five sixths of
_the $30 billion scaled-up average surplus of the industrial countries
in' the petiod 1967-72 were tecycled in this way. In other words,
. before 1973 nearly all the developing countries’ deficit ($27 billion,
Table 1) was financed through mainly bilateral public transfers,

Ox}_iy a small proportion of their deficit was financed through the
Eurodollar market.? In the period preceding 1973 these public

incteases in the price of oil has reappeared, 'and all the ewdenc:1
suggests that we shall have to learn to'cope ‘w1th such recurrent an
possibly substantial increases. Faced with this prosp_ect, what can we
learn from the experience of the last few ycarfs and, in particular, can
we envisage new recycling mechanisms whufh woulc'l complement
those already in existence? The purpose of this paper is ‘tO propo;e a
recycling mechanism which would be complementary with regatd to
those already in existence — from the Eurodolar market to Cartc;
bonds — and those foreseeable for the future, such as SDR (an
? titution accounts. . .

ECU.S)ui‘il)biomplementary recycling is, in ?ur vicv\{, con&stcr.n: thl;
the present portfolio composition of the pll—cxpottmg cguntncs ?'n_
would also promote faster growth, both in the economies of c.lc 1c11£
countties and in world trade. The mechanism we propose consists o
bonds issued directly by debtor countries in favour of surplus coun-
tries. These bonds would be in the cutrency of the debtor country
and indexed to its nominal rate of economic growth (the real ratc_ of
growth plus that of prices). Section II compares the .rccychng
mechanisms in force before and after the 1973 CLisis. In section .III an
extension of the life-cycle theory of saving is used to pr0v1d'e a
theoretical framework for the proposed recycling mechz.lmsm‘. Th1s_;s B
followed by a formalization of the basic proposal, a discussion of its
main implications and out conclusions.

li. Before and after the 1973 crisis: a comparison of twq:
different recycling mechanisms

The question we propose to answert is: what changed in ‘the

, . . :
international recycling mechanism after the 197? CLiSis? -
One issue concerns the amount of recycling necessary bctwe_c. .

surplus and deficit countries before and after the 1973 cnsl.s._____ "
Table 1 the average annual current account balances for the pcrlo

1967-1972 have been scaled up to the prices .:md levels of real o_lil.tz.put
recorded for the vatious groups of countries in 1977. Thcsg' d_at:a_
then compared with those actually recorded in 1977'., the lasg“
since the oil crisis in which the oil-exporting countries had al
SUfpl};;-e first difference which one notices is that thﬁ. grou
countries with a high structural surplus on current accoun.t-fthaﬂ

Uin particular, it should be remembered that the $0.7 billion deficit shown in
¥ for the industrial countries in 1977 conceals large and systematic differences
ctween th; current account balances of individual countries.
* This marker only took on a cercain tmportance for Third World countries
cen:1970 and 1973 when their indebtedness on the Eurodollar market rose from
Es than half a billion to ten billion doltars. These amounts are, however, still quite
Mla:L corripared with those recorded since the 1973 crisis,
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TABLE 1

TRUCTURE OF CURRENT ACCOUNT BALANCES!

THE GLOBAL §
SHIFTS IN (Gillions of U.S. doliars)

1967-72 Average Difference j
between 1978
Scaled L7 1977 cugrent
Actual up o 1977 current balance 2nd account
current prices cconnt scaled up halance
account and levels balance 1967-72
balance! of real average
ourput?
Major oil-exporting ‘
countries ... ... .o 0.7 3 29.1 _ig; .
Industrial countries .. 10.2 30 0.7 .
Other nen-oil  coun-
tries: - _ _ s .
More developed ... .. - 1.7 5 ;i; 2 L
Less developed ...... - 8.1 -27 . .4 .
Totald .........c..- - 1.1 LA 6.9
: On goods, service? and private sansfers | index of world trade prices; those for growth on

i eneral
7 The scale Factors for prices arc based on a g !
i i i f the groups of countries.
average rates of increase in real GNP (or GDP) in ca'ch o gl ; p TGS, the balances of the
3 Reflects errors, omissions and asymmetries 1n balance-of-payments 8

i i i : tern’ Buropean
countries considered with other countties not censidered (mainly the US.S.R., other Eas [t

i *s Republic of China). ) ] o o
Countriei art’t?eﬂs]:alifinﬁl; frersign of the 1967-72 average this tesidual figure primarily reflects asymmetries 1o
1

the aeatment of the groups considered and thus does not lend itself 1o meaningful interpretacion.
Sonrces: 1.M.F,, February 1977 and Febraary 1979, and OECD 1979,

providing aid to the developing

transfers satisfied the dual need of
arkets for the exports of the more

countries and of creating foreign m
developed industrial countries.?
Since 1973, the way in whic
changed drastically. Recycling is no longer
direct public transfers,

h the financial surplus is recycied has

capital market and the Burodollar matket, .

Of the developing countties’ total financing requirement

$15.5 billion in 1973, mainly bilateral pu _ N
$14.5 billion. From 1973 on, however, one finds two new ph

nomena: the absolute
to less developed countries has been vety sma :
ds, and there has been an increase in the s

1l compated with' th

i hate 0
size of their new nee

‘multilateral channels of financing.

3 In the 1950s, especially under the aegis of the Unlitcd Stlates, rﬁa}n{i{[;},
loans; subsequenty, in the form of increasingly ‘‘tiea’ o

form of ‘‘untied’’ ¢ . :
‘ ited States and the other industrial countries.

undet the aegis of the Un

based on mainly bilateral
but passes indirectly through the Amefican

blic transfers provided

increase in industrial countries public transfers .

On the other hand, OPEC
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countries, which accumulated the greater part of the surplus from
1973 to 1977, have contribured relatively little to the increase in
public transfers to deficit countries. In particular, of the $29.1
billion surplus shown in Table 1 for the major oil-exporting coun-
tries in 1977 only $8 billion were recycled in the form of public
transfers.* The rest went through the American capital market and
the BEurodollar market. In other words, not only has the group of
creditor countries changed but, as a consequence, the way in which
the new surplus is recycled has also undergone a profound trans-
formation.

The reasons at the root of this change in the behaviour of the
new creditors have often been seen as the ‘‘investment risk’’ con-
nected with the sharp change in the terms of trade in 1973 and the
years that followed, and the higher ‘“‘country risk’’ accompanied by
the progressive increase in the indebtedness of some countries with
sttuctural balance-of-payments deficits. The fact that the Arab
countries have less expertise in the concession of bilateral loans
directly in favour of developing countries has also often been noted.
This lower level of financial expertise and the lack of adequate
domestic financial structures, together with the risk factors men-
tioned above, explain, in this view, the attractiveness of the intet-
national capital market for OPEC sucplus funds.

These explanations, however, seem to us to be only half the
truth. In our opinion, the other half must be sought in the prospects
for utilizing current account surpluses before and after 1973.

Before 1973, the industrial countries based their recycling policy
on public transfers to developing countties. This was mainly because
such transfers were the most direct way of supporting their exports,
with tied loans representing the most explicit expression of this aim.
Furthermore, it was obvious that a large proportion of the industrial
countries’ future imports would come from the developing coun-

‘tries, especially in the form of raw materials. There was, therefore, a
close link between the credit granted to developing countries by

industrial countrics, their exports and their future imports of raw

‘materials,

From 1973 onwards, none of these conditions have been re-

4 Tt should b(? noted, however, that the major oil-exporting countries recycled
in. qulal amount directly 1o developing countries in 1978, despite the sharp decline
fi-theit current account surplus from 29 to 6 billion U.S. dollars (see Table 1).
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, | the surplus OPEC countrics do not need L Thf's implies that, while the opportunity cost of exploiting
levant, In the‘ irst p ace,i thev consist almost encirely of oil. In : alternative sources of energy was taken into account, the price set for
support for ther c}ilp orts SS:: “lifi cycle’” of their foreign currency e oil in 1973 was established by the oil-exporting countries — though

in : :

the Sec(or%dhp:z:;iusir Wiich were initially expected to continue at S in a somewhat crude and fundamentally empirical way — on the
assets (wit

basis of the ability of the oil-importing countries to pay for a given
quantity of oil which, in any case, was essential to their growth.

A second implication is that, insofar as the financial surplus
accurnulated by the oil-exporting countries stems from a demand for
oil which exceeds their absorptive capacity, it can technically be
considered as forced saving imposed upon the oil-exporting countries
by the oil-importing countries. The central problem in this context
concerns the price appropriate to this supply of ‘‘forced’’ saving.
The other main problem concerns the market best suited to the
setting of this price. We shall examine these two related problems in
that order.

The first concept which comes to mind in connexion with the
price of financial saving is, naturally, a rate of interest in the Bshm
Bawerk (neo-classical) sense of a reward for abstinence from con-
sumption. In our case, however, the saving accumulated by the
oil-exporting countries has definitely not been the resulc of (vo-
luntary} abstinence from consumption. Instead, it reflects these
countries’ technical inability to consume as a result of their low
absorptive capacity. It is at this point that doubts arise as to whether
interest rates, which to date have been the principal price of this new
forced saving, are really the most appropriate one. It does not seem
.. relevant to object that a money rate of interest is what governments
w-normally pay private savers as the price for various forms of forced

'saving. In our case, in fact, the relationship is inter pares (i.e.
‘between governments).

least until 1985), their imports will come mainly frox_n the glreadzl
developed industrial countries (technical know-how, industrial ant
agricultural plant, highways, dams, etc.) and only to a les.ser ex}tfnh
from developing countties. For the surplus OPE(‘Z countries, W ic

since 1973 have been the new international creditors, Fhere is not,
therefore, a close link between credit granted to dcvclc.)pmg countlrics
and future imports of goods and services. The recycling mechanism

must be indirect.

. A theoretical framework for a new surplus recycling
mechanism

As a result of the decision they took in the autumn O.f 1973, the
oil producers have imposed a “‘tax’’ on the QECD cogntnes Cqual-l:o
about 1.5 per cent of their GNP. Technically defined, .thc price
increases the oil producers made in 1973 and the rt?sult1ng inter--
national ex-ante excess saving can cleatly be -c01.151dcred as th.e
outcome of monopolistic behaviour. In part, this interpreration Is
based on the absence of adequate alternative sources of energy for the
oil-importing countrics in the short run. in the t-heory of exch.angc .
the monopolist must take the trade-off betwee.n ?nce and quant'lltyha_s. _
a given. 'The rigidity of the importing ‘countries demar_@ for ot has:
meant, however, that in the aftermath of the 1973 crisis there as
been virtually no wrade-off between the price set by thf: 011-cxp01:t.11.1g_
countries and the quantity demanded by the o1l-1mportmg COLlﬂtI'EICS:.-_..

Furthermore, given the low absorptive capacity of some of the
major oil-exporting countries, their best guarantcc against d(;)p___
ciation and the cheapest way of storing their assets would have jc_t?d:
to invest in, i.e. to keep their resources in the form of,_ufldergfqui_
oil. 1In other words, at the new price the 1.nc.>nopol1st1c coun_t_.}‘
would.-have greatly preferred a demand elasticity tha..t wou‘ld-p}?v
reduced the volume of their expotts to a i«::vel com.pauble Withth
absorptive capacity. The unilateral reduction 9f oil p_ro‘duct%?r:l.: ha.
however, been politically unacceptable to the industrialized {mp

ing countries.

On the other hand, by far the greater part of the investments
eriving from the oil surplus have so far earned a market rate of
nterest. Furthermore, as we noted at the beginning, the markets to
hich these investments have mainly flowed, especially in the form
f---f_iiquid bank deposits, have been the U.S. capital market and the
_ur"o:dollar market.

In an attempt to reconcile our carlier considerations with these
S, it seems opportune to undetline another aspect of the ‘“forced’’
vinig tesulting from the oil surplus: i.e. that the final destination of
' _?l_i_f_iﬂg can casily be foreseen to be to pay for oil-exporting
1t é_s___’ future imports of goods and services. Imports, in other
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wotds, which are postponed until the absorptive capacity of these
countries has become sufficient. In this sense, the forced saving
which is generated by the oil surplus of low absorption countries can
be interpreted as being analogous to the role played by saving in the
life-cycle theory of consumption. As in this theoty, in fact, there is a
accumulation and one of decumulation of saving. In our
' does not refer to younger and older age
degrees of ‘‘industrial

period of
case, however, the Heyele
groups but to periods of lower and higher
maturity’’ (absotptive capacity) in the creditot COUntries.

Unlike the saving of the life-cycle theory of consumption, that
of the period of low absorptive capacity in the surplus oil-exporting
countries is forced. Another difference compared with traditional
consumption theory is that the saver does not expect to “consumc’’
his saving in the future in a multitude of ‘‘shops’’ but in a limited
aumber of countries, which surplus oil-exporting countries can al-
ready identify with a fair degrec of accuracy. What counts for these
countries is, in fact, the expected quantity of goods and services
which can be imported at a later datc as the counterpart of the
accumulated today. This expected quantity implies
choosing between investment in financial assets, which can be used at

any time in the future to pay for imports of goods and services from

any country whatsoever, and direct investment in individual countries
Such direct investment involves

through the granting of credit.

surplus which is

making 2 choice today in conditions of uncertainty, especially with

regard to the quantities of goods and services to be imported from

each country and future terms of trade.
If, for example, an oil-exporting country with a su

““anits of account”’
‘¢’ from only two countries, and expects the

ratio of 40 to 60 without knowing which country will supply 40 and
The first:

possibility is to invest the entire surplus of 100 units of account in the

which country 60, then it can act in either of two ways.

he rate of interest paid by t_haj'

international capital market at t
Havin

market. In this case, the surplus country is a price-taker.
chosen the market in which to invest its surplus, the countty
accept the price (intefrest ratc) paid by the market (as well as the s
The second possibility is to invest 20 units of account i the
international capital market and 40 units of account directly: in‘ca
of the two countries since, by hypothesis, it will import good
setvices for at least 40 units of account from both of them. %

rplus of 100

expects to have to import at some future time,
se impotts to be in @’

has:to
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In chi . .
by the ;Llllrlslsecond case, the price variable of the saving accumulated
by the TE-us country is no longer necessarily the rate of interest as

. 1s price can, in face, onl
, , y be “‘imposed’’ on the 2 i
of account for which Cof e,
the sutplus councr
: ‘ y accepts the role of pri
taker i i oain o
ke énfth{:{ mtcrrflauonal capital market in order to maintain its
ed freedom of choice with
tred regard to the two countri
ced ‘ . tri
which it will import in the future. e from
On i

prantes Eh; othf?r hand, the price of the loans of 40 units of account

granie oday directly to the two countries from which the surplus
y expects to import in the fu i
ture should tak

foun . : ! ake into account the

reasoi n'a;turc o{) th§ saving with which they are financed. For this
, 1t can be determined b ich
y the very factors which origi
rea : : : originall
ca ;ed the price of oil to rise, rather than taking the form of a markei
- . .
toen ds;:rrgte. As a first approximation, these determinants can be
ed, as was noted above, o b i i
s e the oil-exporti ies’
conel . ! . . ng countries
y,t? ; impose’’ a higher price for oil and the oil-importin
countries” ‘‘ability to pay’’ that price ¢
F . P gw ot
- or a given (political) ability on the part of the oil-exporting
ries to impose a high i il-i
- gher price, the oil-importi ies’
coun . porting countries
priceyt tobpay can thus become the fundamental determinant of the
b (X3

pri 11‘10 € set on this ‘‘new matket’’ (for loans granted directly by

” p(li cointnes to deficit countries). Clearly, a country’s ability to

p: yan lui £ at of z; firm) is not a concept which can easily be defined

equivocal manner. In our i
) : . case, however, if one ac
" o : . _ \ cepts as
in " tge increase in the price of oil that the oil-exporting countries
esti-ﬂ sc; 1? 1119'/"31(011 the basis of an admittedly crude empirical
ate of the oil-importing co ies” abili assu
untries’ ability to pay) and
o £ ‘ ‘ pay) and assummes
t the oil-exporting countries have the political strength to main-

taln thl p 1( Of Y - 9,"55 [J p I [

. O iy 0] ) can ! a , 45 a flISt
ICZSOI]S thlS fate r atllcr t] 141}

. entione

- The ex i

e iarnl.)fle given above could be made more realistic (perhaps
v ng trom a 20-40-40 schem

/€D e to 2 60-20-20 sch i
lerees ‘ : cheme, which,

*.ﬁ']arket 'I’lda..bly, would also have implications for the level of
e interest rates and their international term structure)
o e :

o .Xp%‘essed in formal mathematical terms. For our purposes
. , it . . N . ’

wevel 1s enough to examine its main implications. The first
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concerns an interptetation which we consider eclectic with regard to
those which have so far been proposed in connexion with the
problem of the recycling of petrodoliars. The second concetns a
concrete proposal for the future to which we shall return,

With reference to the first implication, the example given above
cnables us to explain the high proportion of OPEC investments in
liquid assets denominated in the stronger currencies and in dollars as
being due not only to “‘classical rentier’’ behaviour on the part of
some of these countries and/ot to the risk which, at least in the yeats
immediately following the oil crisis, was inherent in other forms of
investment, but, more recently, to the advisability of creating the
“‘cash elasticity’’ necessary to allow freedom of choice with regard to
the basket of their future imports and the countries from which to
import.

The size of the surplus which has been accurmulated to date
suggests, morcover, that the transitional petiod necessaty in order to
establish the required freedom with regard to future imports should
be about to give way to a period during which there will be more

scope for direct forms of investment. This is also consistent with the:

surplus OPEC countries’ recent tendency to broaden their portfolios,
especially in the direction of medium and long-term investments.

'On the other hand, the strength of the mental habit which considers
the rate of interest as the natural and unquestionable price of any
"saving should not be underrated. This mental habit will work

against any change in the basic recycling mechanism used to date and
could be reinforced by (badly understood) considerations of economic”
advantage on. the part of deficit industrial countries, which, on a:

number of occasions, have already shown themselves alarmed at th
prospect of any ‘‘indexation’’ of their financial debts. L
In addition, no cost-benefit analysis has been made to dat_e_pf
the higher rate of growth in industrial (and developing) countties
which would have detived from acceptance of bilateral agreements.to
recycle petrodollars through loans indexed to the nominal rate
growth (the rate of change of prices plus the real rate of growth)
the debtor country rather than to the market rate of interest. :
By accepting, as we believe is desirable, a mechanism of
dexation linked to the money rate of growth registered in each yea
for the duration of the loan, the debtor country would: dite
involve the creditor country in the maximization of its real
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fc:,rrovx{_th.5 In recent years, real rates of growth have, instead. decli
in most of the industrialized countries, , , declined
The surplus country, on the other hand, would receive i
exchange .for the investment of its forced saving a rate of growth H;
GNP, which averaged 5 per cent in real terms in the OECD count "
between 1960 and 1973. This rate has fallen to 4.0-4.5 per ccntnierj
mote fecent years, largely as a result of the inability of the inter
nattonal monetary system to solve the recycling problem adequately -
‘The rate of growth forecast for developing countries in thc
penod __1975-1985 is 5.7 per.cent. The rate of growth forecast f
industrial countries in this period is 4.2 per cent. But even tl?r
present lower growth rates contrast sharply with -the real rate (;
Intf?i‘est which OPEC funds earn on the international capital mark .
cstlrr}atﬁd by various sources to be no more than 1 per cent i?lr tilt,
mc‘chum term. To date, in fact, the assumption underlying OECI§
estimates has been that the OPHEC countries will not be able
safeguard their assets against depreciation. TEis presupposes not o EO
an 'unfavourable relationship between money interest and d o
ciation, which is plausible, but also that only a small propc»rtioe Pfe;
the surplus OPEC countries’ present assets are inflation-proof i
‘ The abpve considerations suggest a new conccptioﬁ of .thc rice
variable which surplus OPEC countries will be able to demanf):l f
.debtor countries in return for their saving, once they have provid Od
the.rns'elves‘ with sufficient cash elasticity to cope with’ the foreseeai:l
variations in their future imports — a process which has presumable
been fubstant.ially completed in the period since the 1973 crisis I;
our view, this new form of investment could account for ar; in-

creasing and, in the end, considerabl :
. . ’ ) e share of the fi i
deriving from the oil surplus. nancial flows

5In a i i i
review atticle devoted to the Iralian version of this paper, Mariano

DA i :

o ;:t(;msf stL;]gegZSutfn thsfu ;.: C?]rreCt mcasure’of the yield to offer might be some

becmens of the sum of L ethebtor countty’s rate of inflation and the difference

meen the a of growth made. pos:ﬂb%e by our new financing mechanism and
would have obtained without it. This, in our view could teptesent a

lo €4 H (2] h d ”
ower limit to I:he range Of negotlablc interest rates, whose upp 1Mt wou t
1 cr Stl

6 Asi own |

the last flisv: ffga!r(sn ﬁ:rsnl,) the slowdown in the growth rate of the induscrial countries

ate of investrnent, € o gccqmp anicd by an even more serious slowdown in the

wth of GNP in the (;EHE]IC);MC with the period 1965-70, the average annual rate of

et cent while th C countties, for example, fell in real terms from 4.6 to 2.5
the rate of increase in gross investment fell from 5.5 0 0.5 per cent
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At the theoretical level, our considerations focus on the switch
from the present recycling mechanism which, is increasingly ‘‘bank-
ing school’’ oriented (what has been called an upside down paper
pyramid), to one & Jz Thornton, which would be more akin to a
“‘currency school’’ mechanism., Under this system, the quantity of
bank liabilities does not vary with the needs of business as in the
traditional real bills doctrine, but a new means of payment, founded
upon an external rather than an internal money, accompanies the
further expansion of the paper pyramid. Furthermore, this external
money does not have a credit multiplier and, because it is issued
against a real basket of goods (the future imports from the oil-
importing country, which is the debtor country today), it should be
easier to control.

What follows is a proposal for a direct recycling of financial
surpluses as a counterpart of future imports of goods and services.
Though this mechanism does not exclude the possibility of inter-
national guarantees (which some of the major surplus industrial
countries have opposed in the last few years), it does not depend
upon them and individual countries can, in fact, negotiate loans
independently. We shall now turn to this proposal.

Iv. Our Proposal

In contrast with the acceptance of debtor countries’ slowet

growth in the last four years, the recycling mechanism we propose .
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; .
tL; ;elgtlon to th'e terms of trade of the basket of goods imported (and
€ imported in the future) by the oil surplus countries. and

ot an lbril riocrd?a;g:;i?l r(lli)ntfactl.}al power, the oil price invested with-
can t . erpart in the.fon.n of goods and services from
't € of-importing country increases in line with the increase in th

importing country’s ability to pay. This corresponds to its real rate o;

¥ ] , IS made SSlblC b thiS CXi i[ i 10Ut an
: i Chan
IIIHI]CdIatC Counterpaft.

. For glv_en terms of trade at the moment oil is imported, Po/Pi
é:uzify’fob ;:ktile fcu'l p(;ice and P; the price of the oil-imr;orting
ou ct of goo s.and services), and for a given quantity of
?}llla;ntllfortcld without an 1mrpediate cgun_terpart, Qo.is amL:::l1 assunzing
e va ue.of the latter increases in line with the money rate of
grqwth of the importing country’s GNP, =i, at any time, t St’heade lca)
Whlclh has l?een contracted can be expressed as a constant’ sl;are b ) ;
.the importing countty’s internal product, QQ;, at the time of ,h , O'I
1mp§rt, cvaluat.ed in the (future) “‘period’’ when the cxchaxtlgz c:f
tg;}; Ss aind S(;Vl(?esn-_c_ the counterpart of the original oil import —
‘ p.ace (P;Q; e"®). In other words, at any time, t, the ‘‘bond’’
which 1s.the counterpart of the oil import and which, is indexed 1
the nominal rate of growth of the debtor country (i.e. to it ? @
of growth for given terms of trade), can be expressed - e

[1] bt = Py emit Qo, i _ Q im,t

. . @Mt
P] Q1 €™ Qi‘ m, t

aims at maximizing their rate of growth insofar as this offers the best
guarantee of the credit granted by the surplus country. In particul'ar;:
once the surplus country has accumulated sufficient liquidity to
satisfy its need for ‘‘cash clasticity’’ with regard to its choice of future
imports of goods and services (for which it accepts the rate of interest
determined by the capital market), the cxcess of its surplus (forced
saving) can be invested in this other “‘market’’ -in which the pric {5
determined by the real rate of growth of the debtor country of; i
other words, by its ‘‘ability to pay’’. S
The oil price on this other market, insofar as it was origin
determined on the basis of the debtor country’s “ability to pay’;
two basic features: -
2) with the ‘‘contractual’’ power of the OPEC ‘count
unchanged at the 1973 (or some post-1973) level, it remains constat

where i i

e an expolnllenmﬁ rate of growth in nominal terms is assumed and
m on the right hand side indi i
indicates, for gi
et m on the. d , given terms of trade
_ g quantities expressed in i i ,
| nominal term
currency of the debtor country., i he
It sho 1 i

e iSuld [?e lnote:d, In passing, that this way of looking at the
_ entirely consistent with i
brob and can be viewed
probler ‘ , and wed as an ex-
ten of, the hypothesis that the oil price could be indexed to th

a {:rlfﬁt'vth rate of Western economies, )

: . . .

. s also.lmphes that the “‘initial”’ terms of trade P./P. in th
. Jove expression would no longer be co Jecr ;
mfi*l w;th the inflation imported by the
1th the d i

cvaluation of the dollar), but would in fact increase in line

ith: the (exponential
real ' -
ritties (Pocet/py. ) teal rate of growth, g, of the industrial

nstant (or even decrease in
oil-producing countries and
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In this last case, for a given physical quantity of oil exchanged,
our bond— expressed as a share of the internal product of the
oil-importing country and in its national currcncy“—'l?ecomcs a,r,l
increasing function of time, bt. In this sense, th.c ability to pay
of the oil-importting country counts, as it were, twice. The f.lrst time
in the (future) determination of the terms of. tradc-, taking into
account the real rate of growth of the oil-importing countries
(e=n—p). The second time, which is at th.c centre of our propo}slz}l
in [1], in the calculation of the indexation of the debt. This
impﬁes, as a very special case:

Qo, i,m,t et

Qi, m, t

leaving on one side for present purposes the more technical
problem that g; may diverge to a greater or lesgcr extent f.rom the
““average’’ o of the industrial and/or developing countries (and
111 - from ). .

Slmﬂ;f}llirf: is no <)ioubt but that the real rate of growth of the vast
majority of the countries to which our pro_posal [1] could apply will
in any case be highet than the real rate of mtef‘est that QPEC surplus
countries have so far earned in the international cap1ta}1 ma‘rket.
Indeed, it could be argued that for some debtor countries this real
rate of growth would be foo high (and, hence, potentially too -costly
in terms of debt burden) compared with the current market interest
rate. In some cases, the degree of indexation of our bond clearly

[1] bt=

might be with reference to the per capita rate of growth (and the;

coefficient of proportionality the object of bilateral negotiation). o
Notwithstanding these difficulties, it seems to us that the ad-

vantages which more direct access to sources of finance -wn?uld brlflg___
to deficit countries in terms of reduced financial rationing and a

higher potential growth rate would more than compensate fo;_.._t?l
higher real cost of loans obtained in this way. If this cost dﬁfc_r_cn_t_:_l__a
were calculated as the difference between the growth rate and_._.t

shadow (non-rationing) intetest rate (and not, inc.orrectly,__i{_s thi
difference between the growth rate and the market interest rate), I

would be much smaller and could even be negative in sonf_i(;_': cases
This clearly also implies that the mechanism proposed cgpgot_
extended to all countries. We shall return to this point :shor_tly._-

A proposal such as that which has just bcen' ogtl_med coul
principle, be implemented not only directly by md:v;d\.la:l{ co
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with balance-of-payments deficits, but also on their behalf by a
community of countries. This “‘community’’ could guarantee our
bonds — indexed along the lines of equation [1] — and make a
“‘community’’ contribution in special cases when the (potential) rate
of growth of the debtor country was too low.

Of course, our proposal would initially be of special interest to
developed industrial countries in deficit (those in surplus presumab-
ly do not need to issue indexed bonds) since they can be expected to
supply a large part of the surplus oil-exporting countries’ future
imports. But our proposal can cqually well be of interest to a large
number of developing countries with clear prospects of being able to
export to surplus oil-exporting countries in the future (for example, a
number of developing Asian countrics whose product mixes are
becoming increasingly “‘westernized’’). This, of course, leaves un-
solved the recycling problems of the OPEC countries in deficit and
those of some developing countries. That is why our proposal needs
to be seen as complementaty to the recycling mechanisms aiready in
existence (and to those foreseeable in the future).

The very special case of the United States as a deficit ojl-
importing countty needs to be mentioned in this connexion. It could
be argued that the United States would be right to oppose our

. indexed bonds, since it still hopes to reduce the burden of its oil debt
. through inflation and devaluation. On the other hand, it is ques-
- tionable whether the political and economic evils which both in-
'_ flation and devaluation have so far implied for the United States and
~for its financial ‘‘hegemony’’ would not justifly a2 more rational and
'--i_ess uncertain (insofar as it involves sudden rises in oil prices), thotigh

manifestly less ‘‘smart’’, approach to its oil debt, such as thar put
otward in this article. The intwoduction of Carter bonds seems to
end additional support to this view and also to our proposal.

: Finally, there is a further possibility which has not been dis-
ssed in this work but which we propose to take up in the furure. It
':t:h"e possibility of a switch in the composition of the surplus
'\ie__'s__t'ed to date by oil-exporting countries in favour of "‘physical
pital’’ (shares, new investments, etc.) in deficit oil-importing coun-
i '_'_I'hc difficulties inherent in such investments are, in our view,

imited to the political obstacles which some deficir countries

raised against the purchase of increasing shares of their “‘na-
4l wealth””.  Nor are they only in connexion with the technical
lem of exerting effective control over the capital purchased in
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this way and the managerial risk it presents for the surplus oil-
exporting countties. The problem which, in our view, has not
received sufficient atténtion concerns the choice of the (industrial)
sectors towards which such investment should be directed. For it can
be reasonably argued that rational behaviour would require surplus
OPEC countries to invest in sectors which can be seen as com-
plementary to the domestic ones in which they expect to invest
during the decumulation phase of the life cycle of their reserves.
Investment in such sectors would allow the surplus oil-exporting
countries to establish the know-how, the external economies and the
economies of scale needed to achieve faster domestic industrialization
and, more generally, modernization. It is likely that investment in
physical assets which are complementary to planned sectoral growth
in surplus OPEC countries will take on greater importance as the
scenario of their industrial take-off begins to appear less far off,

V. Conclusions

- As Table 1 shows, in 1978 the surplus of the oil-exporting
countrics fell sharply, while the industrial countries recorded a new
substantial surplus. A recent wotk by Falchi, Michelangeli and
Villani shows, however, that the industtial countries are finding: it
difficult to undertake the recycling which, in view of the shift in
current account surpluses, would be necessary in order to achieve a
more balanced international payments situation and which, as we
pointed in Section II, was a feature of their behaviour before 1973
also in connexion with developing countries.

On the other hand, the surplus of the major oil-exporting:
countries is bound to grow again in 1979 as 2 result of the recent

increases in the price of oil. These higher prices ate expected to raise
the oil bill of the EEC alone by between 8 and 9 billion dollats (thc
estimated increase for Italy is 1.2 billion dollats).

Our proposal for a direct recycling mechanism based on bond
issued in the national currency of the debtor country and mdexed_-__to
its nominal rate of growth (the real rate of growth plus the rate of
increase in prices) for the entire duration of the credit stems from:a
analysis of past experience and attermpts to draw a lesson for th
future insofar as it appears likely that the problem of recyclm
petrodollars discussed here will come to the fore again.
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QOur (presumably, but not necessarily, non-marketable) indexed
bond, since it is issued in the national cufrency of the debtor
countty, makes the possibility of deficit countries raising credit less
dependent on their obtaining international guarantees, which some
surplus industrial countries have opposed on a number of occasions
since the 1973 crisis. Last but not least, the returns paid on
government bonds such as those envisaged in our basic proposal
would be added to the (increasing) stock of the other types of bonds
already in existence, which, considered across countries and different
national custencies, ate, as is well known, relatively uncorrelated,
thus implying potential advantages for international portfolio diver-
sification.

Rome (3. Caru - E. TARANTELLI
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