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The Rise of Iraqi Indebtedness, 1979-2003

In 1979 Iraq was a net creditor to the world. Fifteen years later, its
government debt-to-GDP was over 1,000 per cent. At the time of the US
invasion in 2003, Iraq was saddled with around 130 billion US dollars in
external debt. How does a country incur so much debt, so fast? In answering
this question, the article reconstructs the build-up of Iraqi debt through the
1980s and 1990s. This article is the first to create a debt series going back
to 1979. The rise in Iraqi indebtedness was a consequence of global
geopolitical trends in the 1980s where political lending trumped solvency
concerns. It allowed Iraq to obtain financing on terms more favourable than

the US government, without conditionality of reform.

JEL classification: H63, N25, N45.

In 1979 Iraq was a net creditor to the world, due to its large oil reserves and lack of
external debt. Fifteen years later, its government debt-to-GDP (Gross Domestic
Product) was over 1,000 per cent, with few assets to speak of. At the time of the US
invasion in 2003, Iraq was saddled with around 130 billion US dollars in external
debt, making it the most indebted nation in the world. Can a country incur so much
debt, so fast, without some of the debt being considered odious? I argue that in the
case of Iraq, some of its debts were odious (or illegitimate), which are loans that
are not approved by, nor for the benefit of, the people.! The story of Iraqi debt,
defaults, and the subsequent restructuring has been scantily covered in the
sovereign debt and economic history literatures, with no full historiography of Iraqi

debt. Earlier studies of the rise of Iraqi indebtedness were undertaken before
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sovereign debt restructuring in 2003-2006, which decided what claims were
considered legitimate.? The Iraq history is therefore ripe for a re-examination.

In this article, I show the rise of Iraqi indebtedness was a consequence of
geopolitical trends, in particular American political and commercial interests in the
region. Political lending trumped solvency concerns, and loans were given on terms
more favourable than those of the US government, with no reform conditionality
except the need to fight a war against Iran. I argue that much of the debt can be
considered odious as a result. To show this, I reconstruct the build-up of Iraqi debts
through the 1980s and 1990s. I identify debt levels at four key points in time: in
1979 as Saddam Hussein took power; in 1988 at the end of the Iran-Iraq War; in
1991 at the end of the Gulf War; and on the eve of the US invasion in 2003. I work
backwards from claims submitted in the 2003-2006 restructuring and trace the loans
to the time of their origin, creating a time series of the Iraqi debt stock going back
to 1979. It enables, for the first time, the creation of a continuous time series of Iraq

debt-to-GDP going back to 1979.

Historical background

The literature on Iraq’s political economy and security situation is rich but the Iraqi
debt history is insufficiently covered in the literature. Studies of course exist, but
none have set out to trace the debt from 1979 to the restructuring. Earlier studies,
such as Abbas Alnasrawi’s The Economy of Iraq, Ahmed Jiyad’s An Economy in a
Debt Trap, and David Caron’s The Reconstruction of Iraq,’ tell parts of the story
but did not have the benefit of knowing which loans were considered legitimate in
the 2003-2006 sovereign debt restructuring, or did not focus on it.* Other studies
concentrate either narrowly on reparations’ or the reconstruction.® Studies such as

Eric Chaney’s Assessing Pacification Policy in Iraq that detail market reactions to
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Iraqi political developments from 2006 based on bond yields are impossible for
carlier periods because of data gaps.” The era leading up to one of the largest
sovereign debt restructurings in history is therefore ripe for re-examination.

The Iraqi debt restructuring occurred from 2003 to 2006 and included around
130 billion US dollars of debt, excluding reparations payments from the Gulf War.®
Most of the debt can be traced back to the early 1980s, despite the country having
had no external debt in 1979. Table 1 shows who Iraq owed money to in 1979, with

foreign exchange reserves at 65 per cent of GDP and little debt.

Table 1 here

Saddam Hussein took power in 1979 after a decade of strong economic growth;
but prosperity in the 1970s was followed by economic collapse in the 1980s. The
Iran-Iraq War started in 1980 and continued throughout the decade to 1988, with
Iraq enjoying broad international political support. Almost all Iraqi debt was
incurred during the war, helped along by both the West and the East. The US and
Europe did not want a post-revolution Iran to win the war, and happily provided
money and weapons to Iraq. Half-way through the war, it became clear the country
was insolvent as contractual payments were deferred and rescheduled. New
external money kept coming in, as credit was politically motivated and not given
on market terms. A full default on external debt followed in the late 1980s.

In 1990, after the end of the Iran-Iraq War, Iraq invaded Kuwait in what became
known as the Gulf War. But the political winds had shifted: this time the US led a
coalition to defeat Iraq. After the war, the United Nations (UN) forced Iraq to pay
war reparations and placed it under international sanctions in 1990. It left Iraq

isolated from the global economy for much of the 1990s. The outcome was a
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phenomenal rise and fall in Iraqi debt-to-GDP from 1979, which can be seen in

Figure 1 for the first time.

Figure 1 here

The increase in the debt-to-GDP ratio between 1979 and 1995 comes from both the
numerator and the denominator: the absolute level of debt soared as output also
collapsed.

The following sections trace the build-up of debt in Iraq over the decades after
1979, culminating with the sovereign debt restructuring in 2003-2006. The method,
where possible, is to take the restructured debt amounts and work backwards,
identifying where the loans originated and reconstructing a loan chronology. Below
is an attempt to give a best guess of debt levels in 1988, 1991, and 2003. The data
in this section is drawn from primary sources (government reports, investigations,

declassified intelligence reports, historical data) and secondary sources.

The Iran-Iraq War (1980-88)

The year 1979 brought momentous change to the Middle East. Saddam took power
in Iraq and the Iranian Revolution overthrew the US-backed Shah in favour of
Ayatollah Khomeini.” Change in Iraq came on the back of the 1970s’ roaring
economy, where output growth had averaged 12 per cent a year after the
nationalization of the Iraq Petroleum Company and the rise in oil prices. Oil
production had increased fortyfold.!? Iraqi petroleum fields were among the largest
in the world, producing 3.5 million barrels a day in 1979, with revenues from oil
totalling 26 billion dollars in 1980.!" Two-thirds of output came from oil-related
activity and the country relied on fuel exports. The economy was controlled by the

state and almost all activity ran through the state bureaucracy, from oil policy to
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control over imports and the allocation of capital.!? In 1979, Saddam took over a
virtually debt-free economy and 35 billion dollars in foreign exchange reserves.
However, the roaring 1970s were replaced by the miserable 1980s, and the Iraq
economy plunged into war and disaster: Table 2 shows the average yearly growth
rates for the periods. From over ten per cent growth on average in the 1970s, the

Iraqi economy contracted on average about five per cent a year in the 1980s.

Table 2 here

This was because of the Iran-Iraq War. After months of political attacks and
skirmishes, Saddam invaded Iran on 22 September 1980. Almost all countries in
the world supported Iraq. During the Iranian hostage crisis at the US embassy in
Tehran in 1979, the US had frozen all Iranian assets and in turn, the new Iranian
government had repudiated all foreign debts.!®> The US went to the International
Court of Justice in The Hague which ruled in its favour shortly after, ordering Iran
to return the embassy and release the hostages. Iran was massively out of
international favour.

Consequently, after the Iraqi invasion of Iran, the US designated Italy as a go-
between during initial discussions with Baghdad, to avoid being seen as favouring
Iraq.'* Neutrality was just for show, though. Iranian objections to the invasion fell
flat — due to its low standing following the hostage crisis — and its petition to the
UN went nowhere.!’ The international community was on the Iraqi side — explicitly
or implicitly — with few even daring to sell arms to Iran. From early in the war, Iraq
had access to politically motivated borrowing from its Gulf State neighbours, the
US, and the Soviet Union, with everyone under the understanding that further arms

purchases would require a debt restructuring or payment in 0il.!® The Soviet Union
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would supply weapons to Iraq worth 3 billion dollars financed by loans and
indicated it was willing to restructure Iraq’s debt early in the war.!”

In 1981, Italy started selling vessels to Iraq worth 1.8 billion dollars; the Soviet
Union supplied arms (initially through its Eastern European satellites); Britain
signed a trade pact; and French nuclear physicists arrived on the ground to help
build a nuclear reactor near Baghdad.!® The Iraqi government might have thought
a quick victory was possible but as Iran started to fight back, the economy began to
hurt. Oil exports collapsed by 75 per cent, as export facilities and terminals were
destroyed by bombs.!° Iraq had relied on two oil pipelines — one through Syria, one
through Turkey — that quickly dwindled to one: Syria declared support for Iran and
cut off access. Iraq quickly depleted its foreign reserves and was forced to borrow;
loans from the Gulf States totalled 16 billion dollars through 1981. The Gulf States
backed Iraq throughout the war, lending a total of 40 billion dollars.?® The Gulf
States considered the money a loan; for Iraq, on the other hand, they had been
grants.?! Iraq also began to request deferral on contractual dues early on, mainly to
European suppliers.?? Creditors agreed to reschedule 85 to 90 per cent of the debt
that was to be repaid in 1983 and 1984. The rescheduled debt was to be repaid in
equal instalments over four years, starting in 1985. The remaining debt (the ten to
fifteen per cent) was repaid either in cash or financed by commercial credits.?

The US removed Iraq from its list of countries sponsoring terrorism in 1982,
making it easier to undertake commerce.’* Arms sales to Iraq increased, both
directly from the US and through proxies. In June 1982, President Reagan issued a
secret directive to make sure Iraq would not lose the war, putting the CIA in charge
of supplying Iraq with weapons.?® The decision came after the CIA warned that

from a military perspective, Iraq had essentially lost the war.?® Fighting escalated
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throughout 1983 and the UN was unable to negotiate a ceasefire. Iraq continued to
have easy access to weapons and credit. Jordan joined in, extending loans worth
125 million dollars to Saddam.?” The total eventually reached 1.3 billion dollars.

In 1982, the Central Bank of Iraq issued about 50 million Iraqi dinars worth of
bonds, which was mostly bought by domestic commercial banks.?® In 1983, the
Eurobond market was still open to its state-owned enterprises. Rafidain Bank issued
500 million dollars of loans and the Iraq National Oil Company issued 120 million.
Debt service at the end of 1983 was around one per cent of exports.>” However, the
International Monetary Fund (IMF) was unable to satisfactorily assess the balance-
of-payments because the quality of data provided was poor, but stated that interest
rates on external debt to a sub-set of creditors (excluding the Gulf States) amounted
to about a third of the principal.°

US support for Baghdad became explicit in 1984 — even after Iraq started using
chemical weapons — and the Central Intelligence Agency (CIA) stepped up its war
effort.3! France provided 500 million dollars in new loans and refinanced 1.4 billion
dollars of maturing debt.? The international community — via bilateral negotiations
by the US with the Soviet Union and the UN — pushed to end the conflict in 1985,
with no luck. Instead, Iraq went on the offensive in early 1986 via air raids, secretly
urged on by the Reagan administration, to little effect.3? Despite Iraq's best efforts,
the war was being fought on Iraqi soil now, and the military situation was
deteriorating. Oil prices halved in 1986 and the oil-reliant Iraqi economy continued
its downward spiral. The fall in oil removed the last ability of Iraq to self-finance
the war.3* The economy of 1980s Iraq was a war economy. Military expenditures
and imports related to the war effort took up a large part of the national economy.

This coincided with declining oil revenues. To sustain the war, Iraq went into debt.
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Figure 2 shows military expenditures, oil revenues, and imports as a percentage of
output. It shows how revenues declined at the same time as all spending was

directed to the war effort.

Figure 2 here

During 1987, the UN passed several resolutions calling for an end to the
conflict. As no agreement was reached, the West ramped up pressure to force a
negotiated peace and arms sales to Iraq continued unabashedly in parallel to efforts
to contain Iran via sanctions and embargoes. In early 1988, the Soviet Union and
China agreed to UN sanctions, forcing Iran to the negotiating table.3> The cease-
fire was signed on 20 August 1988. Iran had had little international support and
initially could only buy weapons from Libya. In 1982, the Soviet Union, Syria,
North Korea, and Israel had started to supply Iran, mostly in return for oil. Iraq, on
the other hand, had, as we have seen, had plenty of help from across the globe.
Loans came in the form of grants, transfers, commercial lending, or covert arms
deals. From 1983-93, for instance, Iraq received 2 billion dollars in loans from the
US Department of Agriculture.3® Underpinning this was a strong geopolitical desire
for Iraq not to lose the war to Iran.

The largest commercial claim submitted in the restructuring in 2003-2006
exemplifies the interconnectedness and shows how Iraq was able to maintain
market access until the end of the 1980s. Between 1985 and 1990, a small Atlanta
branch of the state-owned Italian bank, Banca Nazionale del Lavoro (BNL),
extended loans worth 4 billion dollars to Iraqi individuals and entities. This
included 1.6 billion dollars of loans backed by the US Department of Agriculture's
Commodity Credit Corporation.’’ Officially, the loans were designated for

agricultural imports, but the money was used for weapons (illegally). The
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Department of Justice prosecuted the Atlanta branch manager, arguing he had acted
without approval from BNL headquarters in Rome. However, the District Court
judge, Marvin H. Shoob, wrote in an opinion that the CIA had likely known about
the illegal financing of arms. He also noted that BNL Rome was not a victim,
indicating that they had been aware of the loans.3® The CIA intervened and withheld
certain information, triggering a Senate investigation. Recall that President Reagan
had secretly put the CIA in charge of arming Iraq.3* Thus the BNL was owned by
the Italian state; received loan guarantees from the US Department of Agriculture;
and extended loans worth 4 billion dollars from a small branch in Atlanta, with US
intelligence services involved in the court case.*’ Regardless of whether it was
officially sanctioned, two governments were implicitly involved.*! Eventually, the
loans were defaulted on and restructured along with all other commercial claims,
but the episode underscores how Iraq obtained financing in the 1980s. The loans
were made to pay for a war that was supported by most of the Western states, at a
point in time when Iraq had lost the ability to borrow on commercial terms without
subsidies.*?

Iraq emerged from the Iran-Iraq War a country in crisis. After ten years of
conflict, Iraqi external debt was a staggering 86 billion dollars. In less than ten
years, the country had gone from being a net creditor to a net debtor, with a debt-
to-GDP ratio of 278 per cent. Debt service in 1989 was more than half Iraqi oil

revenues.® Table 3 shows the breakdown of Iraqi debt at the end of 1988.

Table 3 here

There is to this day disagreement over whether the Gulf State loans in fact
constituted a grant. Iraq considered them grants, but Saddam also tried to get the

loans cancelled, which is inconsistent.** Since there were attempts to restructure all
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debts, I treat it as debt throughout the article. The overall level of debt is murky,
timelines do not match up, and Gulf States debt levels range from 30 to 60 billion
dollars in the literature.*> Considering known debt levels three years later in 1991,
approximate lending in the ensuing years, and the quality of sources, the best
estimate is 40 billion dollars. Neither contemporary nor historical sources have been
able to pin down the dates and conditions of the loans, as contracts were not kept.4¢
Financing from the Gulf States mainly took place at the beginning of the war, but
the exact years of the loans are an estimate and interest rates for the loans are
unavailable. Debt to commercial creditors is estimated at 6 billion dollars, but this
obscures the role of the US government. The overall level of indebtedness is clear,
however. Iraq spent more money on weapons and imports, while exports collapsed.
As Figure 3 makes clear, the trade deficit was almost 50 per cent of GDP, while

total trade (exports plus imports) collapsed.

Figure 3 here

In the mid-1980s, the first ‘soft” default happened.*” The initial default can be
traced to non-payments on contractual goods and services during the war, extending
payments for as long as forty months. Iraq also rescheduled various loans but
remained current on others.*® A small amount of hard currency bonds and bank
loans went into default, but most of the credit extended during the Iran-Iraq War
kept being serviced for the rest of the decade.*® Interest rate and amortization
payments made by Iraq during the war totalled over 24 billion dollars, mainly to
Paris Club creditors, suggesting prioritisation of payments to friendly creditors.>®
Official creditors in the UK and the US were paid ahead of other creditors, with the
previous loan from the US Department of Agriculture being repaid until 1990.3! Tt

allowed Iraq to maintain access to new credit, with willing political lenders standing
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by. Everyone could see that Iraq was insolvent, with debt payments more than half
of oil revenues, but if everyone pretended the debt would either be forgiven or rolled
over, Iraq could keep borrowing to repay maturing debt. Problems began when the

political and financial winds shifted.

The Gulf War and reparations (1988-91)

The cost of war can be high, and for Iraq it was. Reconstruction costs have been
estimated as high as 230 billion dollars,>? yet the oil sector produced revenues of
only 15 billion in 1989, 55 per cent lower than in 1980. Iraq’s net external debt
increased by some 120 billion dollars over the course of the war.3 In 1990, inflation
reached 40 per cent and cash reserves was just enough to cover three months’
imports.>* Despite the economic issues, Iraq did not reduce its military
expenditures.” Saddam saw himself as a strongman who had defeated Iran on
behalf of all the Gulf States. He wanted to use the Iraqi military to bully
neighbouring states, foremost Kuwait and to a lesser extent Saudi Arabia, and
consolidate his power.>® Kuwait was owed 14 billion dollars for loans during the
war and refused to cancel the debt, leading to strained relations between the two
countries in 1989. The price of oil fell in early 1990 and the Iraqi economy
worsened. Saddam blamed Kuwait for low oil prices and accused the neighbour of
attempting to drill in Iraqi oil fields. This was the pretext used for war: on 2 August
1990, Iraqi forces invaded Kuwait. Iraq quickly gained control of the territory and
annexed Kuwait on 28 August.”’

Unlike the war with Iran, this time Iraq did not have the backing of the
international community. The US swiftly sent military support to avoid an invasion
of Saudi Arabia by Iraq, and the UN passed Resolution 661°% on 6 August imposing

economic and financial sanctions on Iraq.’® The sanctions contained very few
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exceptions (humanitarian aid) and forbade any financial transaction with Iraq,
including payments under existing contracts.®® Iraq was isolated from the global
economy; any new external debt would be illegal. As the sanctions did not deter
Saddam, a US-led military coalition authorised by the UN began Operation Desert
Storm in January 1991. The coalition swiftly won, and Iraq signed a permanent
cease-fire in April. Kuwait, however, was left with extensive damage.®' The UN
Security Council therefore established the United Nations Compensation
Commission (UNCC) to oversee reparations payments. Reparations could be
awarded to individuals, businesses, or governments for damages stemming from
the illegal invasion of Kuwait. Annual claims could not exceed thirty per cent of oil
exports although this was reduced to five per cent after the American-led invasion
in 2003.6?

War reparations are compensation for war damages and are a mainly monetary
restitution; they should, however, also represent broader justice for the victims.
Reparations constitute liabilities but are not technically debt according to the Paris
Club definition.** For Iraq, the UN Compensation Fund automatically receives
revenue from Iraqi oil exports to fund the payments. In total, 2.7 million claims
totalling 353 billion US dollars had been made as of July 2019. 52 billion have been
authorised and 48 billion have been paid out to 1.5 million claimants, with the
remaining expected to be paid in the future.®> Estimates for Iraqi liabilities in the
carly 1990s were higher, at around 100 billion dollars at 1990s prices.%
Enforcement of reparations payments are overseen by the UN, which has a legal
framework for ensuring payments are made, unlike unsecured government debt.%’
Reparations add substantially to the Iraqi debt burden and must be included in a fair

summary of external liabilities, but given they are left out of the Paris Club
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definition of debt are sometimes excluded. The amounts included in are actual
payments awarded by the UNCC on behalf of Iraq as of 2019, despite initial
estimates being higher. Table 4 shows Iraqi debt by creditor in 1991, compared to
output that had collapsed to 12.3 billion dollars from over 50 billion before the

war.68

Table 4 here

A quick methodological note is required before continuing. After 6 August
1990, when Resolution 661 was passed, it became impossible for Iraq to get
external loans. Working backwards from the restructuring, I use nominal amounts
from the Paris Club, the IMF and the UNCC. This means there is also a potential
incoherence between Table 3 and Table 4, though both are the best estimates
available for each year. For instance, the Gulf States debt, 53 billion dollars, is
drawn from Joanna Chung and Stephen Fidler’s ‘Why Iraqi Debt Is No Longer a
Write-Off” and are amounts that the restructuring team mentioned in 2006. Other
bilateral loans (i.e., Paris Club countries and Soviet Union in 1991) include only
amounts that were restructured; if a loan was secretly written off between 1991 and
2003 it is not included. Commercial loans outstanding in 1991 are similarly the
principal amount claimed in the restructuring. Therefore, the changes in debt levels
from 1988 to 1991 are difficult to trace, as there are few historical sources. Jiyad in
‘An Economy in a Debt Trap’ suggests Iraqi debt decreased after the war, but the
amounts are minor compared to overall debt levels.®® The politically motivated
lending and the blurred lines between bilateral and commercial lending makes a
perfect reconciliation difficult. Nonetheless, Table 4 presents a reasonably accurate
snapshot of Iraqi debt as sanctions were imposed and the country withdrew from

the global economy.
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Sanctions (1991-2003)

Following the Gulf War, Resolution 678 placed Iraq under sanctions.”® It was a
terrible time for Iraqi living standards: output collapsed, society was uprooted, child
mortality increased three-fold,”! and personal freedoms were reduced.”> Oil
production had already been decimated during the war, and what limited sales there
was were hit by the low price of oil in the 1990s.73 No bank, investor, or government
would touch anything flowing through Iraq, as failure to comply with sanctions
would lead to exclusion from international financial markets. Iraq went into arrears
to the IMF in 1990 and one US dollar bought 1000 Iraqi dinars in 1995 compared
to the official exchange rates of 0.311.74 The sanctions were meant to be short-lived
and force out the government, yet Saddam’s grip on power only increased, at least
in Southern Iraq.”> A part of Northern Iraq became a separate de-facto Kurdish
state. Sanctions that had been intended to destabilize the government instead
enhanced state power, which increased in every facet of daily life, especially the
rationing of goods.”® Saddam wanted sanctions lifted but had to settle for the Oil-
for-Food programme, enacted in 1996, which allowed some oil sales and food
imports.”” Consequently, Iraqi GDP — which had been falling for fifteen years —
tripled from 1996 to 2003, though this barely enabled it to surpass 1988 levels (see

Figure 4).

Figure 4 here

Various domestic debts and credits existed but no new external debt was taken
on. The sanctions period devastated Iraq. Crime increased — perhaps surprisingly
given Saddam’s tight grip on the country — and the economy was in ruins.”® This

meant the nominal value of Iraq's external debt — most of which was in hard
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currency, and mostly in dollars — had neither been eroded by inflation nor outgrown
by a larger economy. Iraqi debt in 2003 can be seen in Table 5. It includes all debts
that were restructured by the Paris Club; old debt from the Gulf States in their
nominal amounts; non-Paris Club bilateral loans that were (to some extent)
restructured, commercial debt — and reparations. All amounts are before any

restructuring.

Table 5 here

Non-Paris Club bilateral outstanding debt represents IMF debt minus Gulf State
debt (the IMF does not break out by country). Reparations are what remained to be
paid in 2003. By 2003, the Soviet debt had been absorbed into the Paris Club debt,
while a separate non-Gulf, non-Paris line of debt appeared.

At the eve of the invasion in 2003, Iraq was the most indebted nation in the
world measured by its debt-to-GDP. It was the outcome of a phenomenal rise in

debt to pay for wars in the 1980s combined with an economic collapse.

Terms of Iraqi borrowing

Geopolitics allowed Iraq to obtain financing on terms more favourable than market
terms. Iraq paid a total of 24.3 billion dollars in debt service from 1980 to 1990, of
which 6.7 billion were interest and the rest amortizations.” The majority (96 per
cent) of known payments went to pay off Paris Club and commercial creditors, and
the loans from the Gulf States appear to have had no identifiable interest rate. It
suggests a prioritisation of debt service to Iraq’s political backers in the war. The
backers in turn offered generous terms of financing, even as negotiated reprofiling

of debt occurred early, and defaults later, in the war.

URL: http://mc.manuscriptcentral.com/fmes

15



oNOYTULT D WN =

Middle Eastern Studies

The normal rationale for providing loans is to receive a return on the money
lent. The interest rate is set to reflect the creditworthiness of the debtor and to
compensate the creditor for the risk, balancing the supply and demand of credit. If
a bank or an investor provides the credit, the main risk is to not be repaid (a default).
The loans given to Iraq had a different purpose and the actors involved were not
primarily interested in a financial return. The lenders were a variety of financial
institutions, corporates, and sovereigns, but in most cases, they were not the
ultimate underwriter. The end-creditor was a country. The US, the Soviet Union,
and the Gulf States did not have a positive financial return as the primary, or even
secondary, objective — their goal was political and military victory. In many ways,
the loans look more like grants, despite being treated as debt by all parties. There
was no public disclosure or transparent debt contracts that we know of, which
makes it impossible to ascertain if the debt carried any specific conditions. The fact
that much of the debt was given in complex and murky arrangement suggests that
it was for arms purchases. Similar loans from the IMF or the World Bank would
have required macroeconomic or fiscal adjustments, but it would also have required
a debt sustainability analysis. As I have laid out, Iraq was not able to borrow except
from politically motivated lenders as its debt was unsustainable. Yet it managed to
continue to borrow to finance its military expenditures throughout the war.

To understand just how generous Iraqi debt financing was, let us first compare
it to US Treasuries, the safest asset in dollars. Between 1985 and 1990, yields on
Treasury bonds with a five-year maturity averaged 8.5 per cent. Because of
inconsistent and missing data, it is impossible to construct a time series of Iraqi
interest rates, so let us start by making a few conservative assumptions to calculate

a risk premium on Iraqi loans. First, interest paid was 6.7 billion dollars. Second,
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assume that Iraqi debt service started in 1985, which is when most of the debt was
reprofiled to. It is likely overly cautious because interest-bearing loans were given
before 1985. Third, assume only Paris Club and commercial debt carries interest,
which is 35 billion dollars, ignoring debt from the Soviet Union and the Gulf States.
Solving for the interest rate under a five-year repayment (1985-90) equates to an
interest rate of 3.8 per cent on average for Iraqi debt. A comparison to US Treasuries
and risky corporate debt for the period is found in Table 6, with all interest rates in

US dollars.

Table 6 here

It is a crude comparison to make, but it suggests a negative risk premium for a
country with a ballooning debt stock that negotiated moratoriums and extensions as
early as 1982. There are several unknown factors, as there might have been non-
public transfers of oil or direct payments. But debt service payments as a share of
the total debt stock seem low regardless. High yield bonds, or junk bonds, had an
average interest rate of 13.4 per cent during the same period, where the default rate
was six per cent.?? Iraq thus commanded a full 10 percentage points discount in its
borrowing compared to highly risky companies issuing debt.

Another way to look at Iraq’s debt is to compare it to other countries that
required large external financing to fight a war. A similar picture emerges, which
is one in which Iraq was unique in its ability to obtain debt financing, while still
being required to repay the money. A clear risk to analyse is if the debt is legitimate
or if it was at risk of being declared odious. The covert loans given to Iraq, as
described in earlier sections, could easily fall under the definition of illegitimate
debt that does not benefit the people.?! The risk of having the debt declared odious

should carry a risk premium, which should translate into a higher interest rate. There
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are scant episodes where the doctrine of odious debt has been used, but logic
dictates that if the debt is at risk of being cancelled it should increase the risk, in the
form of high interest rates or punitive conditionalities. One of the few historical
episodes where ‘odiousness risk’ was present were Cuban bonds issued by the
occupying Spanish force in the 1890s. The bonds demanded a premium of over 200
basis points as the bonds were ex-ante deemed unfair.3> No such risk premium
existed for Iraq.

Even if the there was no risk of the debt being declared odious, Iraqi borrowing
was cheap by historical standards. It is possible to see this by looking at historical
precedents where countries borrowed to fight a war, while either being close to
losing the war, or having a financially powerful ally it could borrow from. The first
example of a country at the risk of collapsing is Mexico. Mexico was able to keep
borrowing as the state collapsed in 1912-13, with a long list of overseas banks
offering credit. Mexico was able to borrow money but did so at a material risk
premium of over four per cent.®3 Other historical episodes of countries with a poor
capital market reputation, such as the Confederate states during the US civil war,
required an even higher risk premium.?* If we look at countries borrowing from a
powerful financial ally, good examples are the two world wars. In the First World
War, UK interest rates were high and volatile to avoid capital flight.®3 During the
Second World War, the US offered interest-rate free loans via the Lend-Lease Act,
but it was to be repaid with an effective interest of 1.6 per cent after the war. The
US issued debt itself at a nominal interest rate between 0.4 and 2.5 per cent during
the Second World War, so the loans were given with no distinct risk premium
attached. The financing provided to its allies therefore never saw similar negative

risk premium on its loans.’¢ Looking at more recent history, the lowest risk
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premium for emerging market external debt (the EMBI index) was 1.8 per cent
during 2006, at the height of capital inflows into emerging market debt securities.
Even in all these exceptionally accommodating historical circumstances, it is
difficult to find comparable episodes of negative risk premium, with almost no
stated conditionality, but still a demand for repayment of the loans.

Financial repression often happens to finance wars, but it is only possible for
debt in your own currency. Iraqi borrowing costs on its external debt, meanwhile,
were lower than those of the US government. What made Iraqi war financing
special was, I would argue, the desire to avoid a regional hegemony in the Middle
East. The geopolitical importance of Iraq as a proxy in its war against Iran meant it
had many deep-pocketed international friends. Many countries were happy to
provide loans early in the war, with few strings — or in some cases, no interest rates
— attached. The military motivations for extending credit were clear: to avoid an
Iranian regional hegemony. The hard-line approach that was imposed on many
other sovereign debtors during the 1980s was noticeably absent from Iraq. But on
the other hand, so was debt relief in the late 1980s. The military dominance of Iraq
was not followed up by economic dominance. The geopolitical importance of
avoiding an Iranian victory meant creditors were willing to extend loans to Iraq
extremely cheaply. But it also meant that, to avoid Iraq emerging from the war as a
new regional hegemon, its creditors were unwilling to restructure its debt burden in
the aftermath of the war, to maintain a degree of economic and political control.

If there is one thing to take from Iraq’s path to indebtedness, it is that it brought
no good things for the citizens. Transparent debt agreements and public disclosure
of debt should be a minimum requirement. The money Iraq borrowed went to fight

a war, not to invest in infrastructure or build a durable welfare state. The money
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went to buy weapons which are still causing havoc in the region to this day. The
political consequences are similarly long-lasting, both domestically and
internationally. As great powers use proxies to fight in wars, it is important to
remember that loans come with strings attached, even if they do not carry any fiscal
conditionalities. The conditions in this case were that Iraq kept fighting a war it did
not have the money to continue. The way Iraq’s so-called allies used the country
while it was becoming indebted should be a warning to everyone in future conflicts.
The covert financing arrangements prolonged the conflict, even as the stated goal

was a negotiated peace.

Conclusion

In this article, I show that Iraq's entire debt stock was a consequence of the
geopolitics of the 1980s. During the Iran-Iraq War, Iraq benefitted from US,
European, Soviet, and Gulf State support to finance its increased military spending.
Those countries showed a willingness to disregard solvency concerns and gave
loans to Iraq on non-market terms, at interest rates below that of the US
government. The loans came with no reform conditions and were often given
covertly to help finance the war.

In less than fifteen years, the war turned Iraq from a net creditor in 1979 to
having a government debt-to-GDP of over 1,000 per cent. Its economy and
institutions crumbled, and while Iraq was victorious militarily, it emerged from the
Iran-Iraq War a failed state. Its creditors were unwilling to engage in debt relief. As
the geopolitical tide turned against Iraq after its invasion of Kuwait in 1990, Iraq
was defeated and isolated by sanctions. It owed money to everyone: from Gulf
States to the developed world, from banks to individuals. The money was spent on

weapons which had long term consequences for the region. The rise of Iraqi
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indebtedness is the story of war finance with few strings attached, that saddled the

country’s citizens with the largest debt burden in the world.
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Figure 1. Iraq government debt-to-GDP (1979-2020).
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Figure 2: Iraqi expenditures and revenues (1980-89)
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Figure 3: Iraqi trade balance and total trade in percentage of GDP (1980-95)
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Figure 4: Iraqi debt and GDP
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Table 1. Iraqi debt by creditor, 1979
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Outstanding debt Per cent of
(dollar billion) GDP

10 Paris Club Z 3

11 Gulf States - -

12 Soviet and allies - -
Reparations (non-debt) - -

15 Commercial debt 1 Z

16 Foreign exchange reserves -35 -65
Total -33 -60

20 Sources: Caron, ‘The Reconstruction of Iraq’, U.C. Davis Journal of International Law &
21 Policy, vol. 11 (2004), p. 131; Jiyad, ‘An Economy in a Debt Trap’, Arab Studies Quarterly
vol. 23 (2001) p. 19; and Alnasrawi, The Economy of Iraq, p. 152. Note: The negative number
denotes creditor status for Iraq. The negative number remains the consistent format, appearing
25 again in later tables, all tracing Iraqi debt.
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Table 2. Iraqi growth rates, 1970-89 (yearly average in percentage).

Middle Eastern Studies

1970-79 1980-89

Government consumption  13.6 -29
Private consumption 13.2 -6.1
Investments 210 -0.9
Exports 4.4 -5.0
Imports 225 -5.6
Domestic trade 16.8 -4.8
GDP LIET -4.9

Source: Alnasrawi, The Economy of Iraq, p. 101.
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Table 3: Iraqi debt by creditor, 1988
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Outstanding debt Per cent of
(dollar billion) GDP

1 Paris Club 29 95

12 Gulf States 40 129

13 Soviet and allies 11 36

Reparations (non-debt) - -

16 Commercial debt 6 19

17 Foreign exchange reserves = —

18 Total 86 278

23 Sources: Alnasrawi, The Economy of Iraq pp. 109, 159; Helen C Metz, Iraq: A Country Study
24 (Washington DC: Federal Research Division, Library of Congress, 1990), p. 126.
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Table 4: Iraqi debt by creditor, 1991

Outstanding debt Per cent of

(dollar billion) GDP
Paris Club 18 143
Gulf States 53 431
Soviet and allies 11 89
Reparations (non-debt) 52 423
Commercial debt 9 71
Foreign exchange reserves - -
Total debt (ex-reparations) 90 733
Total liabilities 142 1156

Sources: Paris Club; Chung and Fidler, ‘Why Iraqi Debt Is No Longer a Write-Off”; UNCC;

Alnasrawi, The Economy of Iraq, p. 109.

Note: All debts (except Gulf States) are nominal amounts restructured in 2003, i.e. minus accrued
interest. Reparations are total reparations awarded as of July 2019. Table 3 and Table 4 do not
reconcile because both are best estimates at each time, based on available sources.
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Table 5: Iraqi debt by creditor, 2003
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Outstanding debt Per cent of
(dollar billion) GDP

9 Paris Club 39 139

Gulf States 53 189

12 Non-Paris Club bilateral 17 60

13 Reparations (non-debt) 32 114

14 Commercial debt 20 70

15 Foreign exchange reserves - -

16 Total debt (ex-reparations) 128 458

Total liabilities 160 573

20 Sources: Paris Club, IMF, UNCC.
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Table 6: Iraqi borrowing costs in US dollars and risk premium (1985-90)

Average
interest Risk
rate premium
U.S. Treasuries 8.5 .
U.S. Investment grade 9.4 0.9
U.S. High yield 13.4 4.9
Iraqi borrowing costs 3.8 -4.6

Sources: Jiyad, ‘An Economy in a Debt Trap’, Arab Studies Quarterly vol. 23 (2001) pp. 20-21;
Richard C. Wilson and Frank J. Fabozzi, Corporate Bonds: Structure and Analysis (John Wiley,
1994), p. 184; and the Federal Reserve.

Note: Average rates for the period are used. The US Treasury rate is the five-year constant maturity.
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