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SCHEDULE

Seminar on the Analysis of International Financial Issues

Wednesday, 21 September

21-23 September 1983
Headquarters Auditorium

08:45-10:15

10:15-10:30

10:30-11:45

11:45-13:15

13:15-14:45

14:45-16:00

The International Financial Crisis:
Evolving US Poliicy

Speaker: Martin Feldstein
Chairman
Council of Economic Advisors

Break

US Concerns In International Finance:
The Problems and Policy Responses

Speaker: Roger Robinson
Director
International Economic Affairs
National Security Council

Lunch

International Financial Issues:
Congressional Perspectives and
Policy Responses ‘

Speaker: Casimir Yost
Professional Staff Member
Senate Foreign Relations
Committee

Trade - Monetary Linkages: North-South
Trade and LDC Financial Prospects

Speaker: IMike Liikala
Special Assistant to the
Undersecretary for International
Trade Administration
Department cf Commerce
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International Banking

US Senate Banking Commitee, February 1983

State of Paul A. Volcher

The Banker, July 1983

US Banks: New capital rules

US Senate Committee on Foreign Relations, January 1983

Statement of William R. Cline

Latin American External Debt, 1982

The Rate of Return to External Borrowing

Euromoney, May 1983
Where the Banks Put Their Bad Debts

US Senate Banking Committee, February 1983

Risks in International Bank Lending

The Rescheduling of Country Debt:
Is a More Formalized Process Necessary?

Fortune, July 1983
The War Among Brazil's Bankers
Forbes, June 1983
South American debt -- now look at the assets

Euromoney, June 1983
The Loan Drought Hits Africa

Eurocredit

US Senate Banking committee, February 1983

Trends in Eurocurrency Credit
Participation 1972-1980

Euromoney, July 1983

From Brazil? Just a Minute, sir.
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Country Risk

Harvard Business Review, March-April 1983

You're the best judge of foreign risks

Euromoney, July 1983

How Big a Risk is Indonesia?
Japan's Bank Assess Asian Risk

The Money Lenders, 1982

Country Risk

Recent Developments

STAT
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Brazil could make or break a
Latin American "Debtor's Cartel"
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Thursday, 22 September

08:45-10:15

The International Financial Crisis:
Impact on Trading with the LDC's

10:15-10:30

10:30-11:45

11:45-13:15

13:15-16:00

Break

Eximbank and the International
Financial Crisis

Speaker: William Draper
President and Chairman
of the Board
Export-Import Bank of
the United States

Lunch
The International Financial Crisis:

Update on Commercial Bank Problens
and Prospects

Friday, 23 September

08:45-10:15 -

10:15-10:30 -

10:30-11:45 -

The International Financial System:
Lingering Problems and Prospective
Scenarios

Speaker: Maurice Ernst
NIO-Economics

Break
The International Financial System:

Lingering Problems and Prospective
Scenarios
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THE \NORLD ECONOMY/FINANCE/VIVIAN BROVVWINSTEIN

NHEMWVORI
MISSINGIBIEEION

DiS

o] Find the missing $100 billion. The rules are quite simple. At the end of every year economists
around the world figure up how much each country has paid out to foreigners for goods and ser-
vices, and as earnings on investments. They then compare this figure with how much the coun-
try received and calculate the country’s current-account balance. One country’s import being
another country’s export, if you add up all the surpluses and deficits around the globe, you would
expect them to net out to a big zero. But here the plot thickens. They don’t. When all the current

accounts for 1982 were added up, the total came to a mysterious $100-b1lhon deficit.

The shortfall, known as the world current-
account discrepancy, is no joke. Its size casts
doubt on the current-account balance report-
ed by every country. Those current accounts
are the basis for many international econom-
ic forecasts and p»licies—who might need fi-
nancial aid, whose exports or imports ought
to be curbed, whose currency will be strong
and whose weak. For example, the dollar is
hanging high today despite a reported $11-
billion U.S. current-account deficit in 1982.
The effect of a deficit that size, economists
thought, would be to weaken the dollar.

S RECENTLY AS 1980, the jigsaw
puzzle of world accounts fitted to-
[ <\ gether rather neatly. In a year when

4™\ _Athey sold nine billion barrels of oil
for around $31 a barrel, OPEC countries
amassed a surplus of $114 billion on current
account, while the rest of the world reported
deep deficits totaling $144 billion. The result:
a world current-account discrepancy of a
mere $30 billion.

By comparison, the picture for 1982 looks
bizarre. The industrial nations were in better
shape, with smaller deficits on average. The
developing areas were still in trouble, how-
ever, and OPEC reported deficits too. As a
glance at the chart at right shows, there were
thus no surpluses to offset the minuses
hanging below the zero line. It’s no trick to
figure out that something’s wrong-—the
whole world can't be in deficit.

The world current-account numbers rare-
ly balance out to zero, as the chart on the fac-
ing page indicates. Illegal imports don’t usu-
ally find their way into the official accounts,

Source: Bank for Internationol Settlements
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- one thing—no one expects a cocaine im-
porter to stop off at his local customs office
on the way from the airstrip. As long as the
discrepancies were relatively small, though,
few analysts got excited about them.

But $100 billion is significant, even by the
standards of global trade—well over $1.5
trillion last year. Economists, who are used
to second-guessing incomplete statistics, are
in disarray on this one. They do agree that
most of the 1982 di:;icrepancy can be attribut-
ed to underrecordcd or hidden receipts for
services and investment income. So in
searching for the missing funds, analysts
start with the biggest service exporters, the
industrial countries, and especially the Papa
Bear of them all, the U.S.

According to the reported statistics, the
U.S. bought $294 billion in foreign merchan-
dise and services in 1982; paid foreigners
$57 billion for rent on their U.S. real estate
holdings, profits on U.S. businesses they
owned, and income on other U.S. invest-
ments; and transferred $8 billion in dona-
tions, government grants, and pensions to in-
dividuals living out of the country—a grand
total of $359 billion. Earnings from abroad

ame to $348 billion, according to the best
figures the government can come up with.
Thus that $11-billion U.S. deficit.

UCH A DEFICIT calls for some
- tough economic policy choices. Extra

dollars become available when the
U.S. buys more abroad than it sells,
and the value of the dollar should fall as for-
eigners become more reluctant to add to
their dollar holdings. So a severe deficit
might require the U.S. to hold interest rates
high to attract foreign capital into dollars.
This creates a dilemma for many economists
who are advocating that Uncle Sam, in the
person of Fed Chairman Paul Volcker, keep
interest rates down to continue encouraging
economic recovery and to ease the burdens
of debtor countries. Lawrence A. Veit,
Brown Brothers Harriman & Co.’s noted ex-
pert on international finance, complained re-
cently, “Perhaps the strangest aspect of the
discussions of the issues is the extent to
which the debate has been knowingly based
on misinformation.”

Most observers think that the U.S. cur-
rent-account deficit is overstated. According
‘0 Jack Bame, the Commerce Department’s
associate director of international econom-
ics, several billion dollars paid U.S. firms for
consulting and engineering services to oil-
exporting countries prof)ably goes unreport-
ed. For one thing, budget limitations prevent
government surveys from reaching most of

the small and mid-siz. Annroved For Release 2008/

ground economy. U.S. residents who park
money offshore don’t necessarily report
their earnings to official data collectors.
The underground economy works "both
ways, however, and some payments from
the U.S. are probably missing too. An esti-
mated $30 billion to $35 billion of foreign
capital poured into this country unreported
last year. While capital flows are not included
in the current accounts, income earned on
the capital is. At least part of what's missing
from U.S. current accounts is interest and
dividends paid to foreigners on capital
stashed here. At last year’s interest rates,
this could amount to as much as $5 billion.
How far the U.S. accounts are off the track
is hotly disputed. Morgan Guaranty’s chief
international economist, Rimmer de Vries, is
convinced that about $20 billion should be
added to U.S. current-account receipts. In-
stead of a deficit last year, there would thus
have been a surplus of about $10 billion. Not
likely, according to Bame at Commerce.
Though he’s the first to admit that the
current-account numbers he has to work
with have a lot of holes, he argues that there
is no reason to assume that they’ve suddenly
gotten a lot worse. All the pluses and mi-
nuses, Bame speculates, could reduce the

U.S. deficit by $5 billion to $10 billion at most.
If the U.S. deficit is indeed overstated, !
that could partly explain the high-flying dol-
lar. Currency traders are seeing a lot more
demand for dollars than foreign exchange
forecasters had led them to expect. Last Jan-

uary, Wharton Econometric Forecasting As-

sociates, along with many others in the field,

estimated that the dollar would drop by
about 8% in value relative to foreign curren-
cies between then and now. It has risen
about 7%. Wharton says that foreigners’ de-
sire to keep investments in the safest of safe
havens, the U.S., has overwhelmed the extra
supply of dollars made available by the
current-account deficit. But Wharton’s ana-
lysts add that they wouldn’t have forecast as
much of a decline if they had suspected, as
they now do, that the deficit was badly over-
stated. In its latest forecast, Wharton again
expects that the dollar will drop, but not until
next year. Whatever the U.S. deficit actually
is, Wharton assumes that it’s getting larger.

If the U.S.’s portion of the world’s discrep-
ancy comes to $10 billion or even $20 billion,
there's a lot left to account for. Among other
industrial countries, France is considered a
likely candidate for a piece of the pie.
Frenchmen, unhappy with the Socialist gov-
ernment, have probably contributed to the
capital secretly flowing west, which makes
for unreported income that should be show-

nnnnn ‘s Aurvont_acrnnnt receints
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ceipts should probably be a?cn’bed to the
debtor countries. Mexicans, for example,
who hold an estimated $30 billion of private
assets abroad, don't bring home much of the
income on that capital, so it’s not recorded in
Mexico’s current account.

Attempts by individual countries and by in-
ternational organizations such as the OECD
to straighten out the statistical mess have
made little headway. The U.S,, for one, has
been cutting back on money for collecting
data on international accounts. But worries
about the $100-billion mystery are mounting.
As the Bank for International Settlements
says in its ponderous prose, “... to the ex-
tent that policies are influenced by countries’
perceived current-account balances, overre-
cording of deficits or underrecording of sur-
pluses may result in policy stances being
more restrictive than they otherwise would
have been.” When government policies af-
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... a surplus that could balance the world s
account. The missing billions, once just @ nui-
sance, now confound policymakers.

fecting a country’s economy are too tight,
people and businesses hurt.

® Most businessmen understand that the fig-
ures economists give them are freighted
with a bit of uncertainty. When these figures
are off by $100 billion, however, the discrep-
ancy calls for a degree of caution greater
even than that normally employed with the
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TR RAES DILERARA
O WORLD DE3Y

GETS

VIORSE

FD razilian workers struck a govern-
= § mentowned oil refinery outside
L') S4o0 Paulo in July, joining thou-
sands of others walking out of nearby
Ford, General Motors, and other auto
plants. The unions were protesting wage
cuts ordered by President Jodo Baptista
de Figueiredo to satisfy demands by the
International Monetary Fund to curb in-
flation in exchange for emergency loans.

In Argentina, workers threatened by
similar conditions from the IMF are ex-
pected to vote the populist Peronists into
power in upcoming elections. A strong
group within the Peronists pledges to
declare a moratorium on Argentina’s
$19.6 billion debt to Western—mostly
American—banks once the party takes
office.

In Mexico, unemployment is soaring,
crime is rising, and the exodus of illegal
immigrants to the U.S. is up sharply as
government measures to clamp down on

will be paid back and that borrowers
adopt stringent measures to shore up
their economies and muddled finances.

At the same time, the disinflationary
measures also help guarantee the pay-
back of something much larger and
more important—the hundreds of bil-
Tions of dollars in private debt extended
by American and other banks, which
might otherwise have to be written off,
with disastrous results for the U. S.
economy and the international banking
system. “Conditionality is essential be-
cause with a sovereign debtor, there is
no other way of making it pay,” says
Federal Reserve Board Governor Henry
C. Wallich. “You can’t take it to court. If
it continues with its policies, that will
make it unable to pay.”

The debt crisis is not limited to Latin
America. Yugoslavia and Nigeria,
among others, are in financial straits,
and Poland’s creditors, mostly European
banks, are relending as trade credits

half the interest Poland pays on its $25
billion debt. But nearly half the Third
World’s total debt of $600 billion is con-
centrated in Latin America, and how far
the IMF can push the region’s fragile
governments to tighten up on their econ-
omies is fast becoming a key internation-
al policy question.
UHABLE TO TRADE. The more heat politi-
cians south of the Rio Grande feel, the
greater the danger that one or more will
walk away from their foreign debts alto-
gether rather than face social upheaval.
Yet if the IMF relaxes on setting condi-
tions, it loses its only leverage for re-
form. “We are moving toward a catch-22
situation,” says a high-level White
House official. “If the conditions for a
major debtor are unrealistic, then either
the IMF eases off and loses credibility, or
it insists and the debtor stops paying.”
For debtor nations, the penalty for
outright refusal to pay would be harsh. \
Borrowers who declare a moratorium, -

the economy—again, demanded by the

TE

If it eases loan terms,
it loses credibility. But
pushing too hard could
fire up social turmoil

I giateransnemidnss |

cline of the private sector.
The confrontation between social and

ses came to a head in mid-July when the
Bank for International Settlements (BIS),

Brazil repay a $400 million short-term

tough economic austerity policies in re-
turn for 34.5 billion in emergency loans.
510 OTHER WAY., Everywhere in Latin
America, the choice between social sta-

a heated political issue. Caught in the
middle is the global lender and financial
siére. By insisting on ieonditionality,” or
severe restraints on domestic economies,
the IMF tries to ensure that the emergen-

cy loans it extends to troubled nations

financial demands reflected in these eri- |-
headquartered in Basel, demanded that |/
credit. That heated up the pressure on i
Brazil to comply with IMF demands for |!

bility and economic restraint is becoming |!

cop, the IMF, headed by Jacques de Laro- ‘
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unless it is accepted by creditors, “would
impose on themselves the worst reces-
sion they have ever seen,” says a U.S.
banker. Such an action would reduce the
debtor country to little more than a bar-
ter economy and make its ships and air-
craft vulnerable to seizure by the banks.

Nowhere™ is this conundrum more
striking than in Brazil, which owes $90
billion. Unless it reaches a surprise
agreement with the IMF for more money
or cuts a deal with the U. S. government
for an emergency bridge loan by mid-
July, the country may have little choice
but to declare some kind of moratorium.
It could be for a brief 90 days, following
the example of Mexico last year, or it
could be a demand for relief of all debt
for five years or even longer. American
banks could live with a 90-day halt in
payments on principal if that led to an
orderly rescheduling of debts but not
with a long delay, which would force
them to take massive write-downs of
their assets.

The underlying fear, of course, is that
if the IMF miscalculates and triggers a
serious default, it could easily force the
Federal Reserve to rush in and rescue
the banks with massive injections of
funds that might reignite inflation in the
U.S. and unhinge the current economic
recovery.

Like Samson, the debtor nations have
grown so powerful by their accumula-
tion of I0Us that they can bring the en-
tire global financial temple down with

<

Ty

DE LAROSIERE: THE TOP FINANCIAL COP

them. Even if that does not occur, tight-
ening up on all Third World debtor coun-
tries at once, as the IMF is doing, means
lower economic growth, fewer imports
from the U. S., and fewer jobs in Ameri-
can factories.
auick Fix. Just months ago, it appeared
that Brazil had worked out a complicat-
ed rescheduling of its debt with Western
bankers. Fed Chairman Paul A. Volcker
began stitching together rescue pack-
ages last August when it appeared that
Mexico was on the verge of defaulting
on its $80 billion debt.

The ecrisis resulted from the sharp
1981-82 global recession, which squeezed
Latin American export markets and
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from the huge runup in American inter-
est rates, which hiked the region’s al-
ready enormous debt repayments and
devastated commodity prices. By getting
the BIS and Washington to offer quick
funds, persuading the IMF to provide me-
dium-term money, and pressuring U.S.
banks to keep lending, Volcker was able
to prevent disaster.

The IMF’s role in the bailout packages,
as always, was that of tough guy. All
the other moneylenders had premised
their loans on debtor governments’ fol-
lowing stringent economic and financial
policies laid down by the fund.

For Brazil, it did not work. An agree-
ment was reached in February on a pro-
gram to prune state companies’ capital
expenditures by 20% in real terms, cut
subsidies for gasoline and wheat, and
start unlinking salaries and prices. Com-
mercial banks agreed to chip in a further
$4.4 billion if Brasilia went along with
the IMF.

And the BIS, a central bank for central
banks, committed $1.2 billion in short-
term loans to be doled out in four install-
ments. But Brazilian workers took to the
streets of Sdo Paulo in April and again
in July, protesting against unemploy-
ment and the deindexing of wages—a
disaster to families in an economy where
inflation is expected to hit 180% by year-
end. After that, Brazil began to stall on
implementing the IMF conditions.

In May the fund responded by stop-

ping payment of the second portion of
its loan. An IMF team looked at the coun-
try’s books again and disagreed on just
how big Brazil’s public-sector debt really
was and how fast to deindex wages and
inflation. With the IMF delay, commercial
bank money began drying up. The BIS
agreed to roll over its bridge loan twice,
but on July 11, BIS President Fritz
Leutwiler announced that the bank
would refuse a third time. “I still expect
to receive the money by July 157
Leutwiler said. Eduardo Wiesner, head
of the IMF’s Brazilian mission, is in Bra-
silia for a last-minute attempt to work
out another deal.
SPLIT IN THE RANKS. Now the question is
how tough the IMF can really get with
Brazil. If it “goes soft” and offers mon-
ey on easier terms, it will set a prece-
dent for other debtor nations around the
world. But if it does not modify its strin-
gent terms, will it risk setting off politi-
cal turmoil and possibly a declaration of
default? Ulisses Guimaries of the oppo-
sition Brazilian Democratic Movement
Party says that “by early August a par-
ty proposal for longer terms and lower
interest rates plus a grace period will be
presented in Congress.”

The Reagan Administration has made
a major shift on the issue of conditional-
ity. When it first came into office, it

watantna anirthine ‘nn‘s than Stl‘i(.‘t. IMF
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terms for lending money, and it opposed
expanding the fund’s financial re-
sources. Monetarists feared a renewed
inflationary surge if great quantities of
new money were created just to bolster
flagging debtors.

But in August, 1982, faced with the
imminent ecrisis in Mexico—a country
critical to U.S. security—the Adminis-
tration did an about-face. Secretary of

State George P. Shultz began workingr

quietly behind the scenes to help debtor
countries. “The combination of IMF man-
agement under de Larosiére, with help
from Tom Clausen [president of the
World Bank], Paul Volcker, and Don Re-
gan and their counterparts, plus the
banks around the world, has done a ter-
rific job,” says Shultz.

Administration officials believe that

_ARES SALES TURK 170 GIETS
FOR STRUGCLIIG TLIRD WomlD NATIONS

put a serious crimp in the Penta-
gon’s expanding role as arms
supplier to the Third World. Washing-
ton has been lending billions of dollars
to finance purchases of weapons by
countries on which the U.S. relies
heavily to wield geopolitical influence
and military clout in world trouble
spots. But now, “the LDCs most depen-
dent on our loans are having a very
bad time with their indebtedness,” says
a U.S. official involved in arms-sales
policy. Adds another official: “It is in-
creasingly likely that some countries
will not be able to meet their [arms
debt] payment schedules or will have
to cancel or defer weapons orders.”
To help prevent such a development,
the U. S. has begun scaling down loans
and stepping up outright grants, in-
stead, to financially shaky arms cus-
tomers. “Our policy of favoring loans
over grants won't hold up much longer
with respect to several countries we
simply have to keep supplying,” says a
U. S. official. :
The list of nations on the precipice
makes U.S. military planners and for-
eign-policy makers shudder. Among 43
countries ordéring $23.5 billion worth
of U.S. arms and military assistance
this fiscal year, fewer than a dozen are
in—or heading for—debt-repayment
straits. But they include Egypt, Tur-
key, Pakistan, Morocco, Somalia, Su-
dan, Tunisia, Zaire, and even Israel—
all viewed as crucial buffers against
military or political encroachment by
the Soviet Union or its surrogates.
COBALT SUPPLIER. Scheduled repay-
ments of interest and principal on
weapons loans to those debt-deluged
nations will add up to nearly $20 billion
from the start of the current fiscal
year through 1992. Israel accounts for
half of that total, or $9.8 billion, fol-
lowed by Egypt at $3.7 billion and Tur-
key at $2.5 billion.
Turkey already has been forced to

L?J]he world debt crisis threatens to

reschedule its repayments. And Zaire,
in hock to the U.S. for $170 million,
has declared a moratorium on repay-
ment. Under U.S. law, this action
makes Zaire—important for its cobalt
and its strategic location in Africa—
ineligible for further arms credits. In-
stead, the U.S. has switched to out-
right grants to Zaire, totaling $20 mil-
lion over the past two years.

Arms gifts to other countries have !

also become more prevalent. Grants to
Tunisia and Morocco will total a com-
bined $60 million this fiscal year, while
Sudan will get $75 million and Somalia
$40 million. For Turkey, proposed arms
grants total $230 million for fiscal 1984.
And the Administration may have to
decidé whether to give Pakistan $1.1
billion worth of F-16 fighter planes.
Saudi Arabia had planned to finance
the purchase, but it may back out of
the deal because of the slump in oil
revenues.

STOPGAP PAYMENTS. Israel and Egypt
are also benefiting more and more
from U.S. grants, thinly disguised as
“forgiven loans.” Since 1974, the U.S.
has let Israel out of repaying $5.5 bil-
lion of loans, and it now is doing Egypt
the same favor. This year, Israel and
Egypt are receiving $750 million and
$400 million, respectively, from the
U.S. under no-payback terms.

Congress far prefers to authorize
loans instead of grants because it must
appropriate funds for the latter. The
loans are backed by the Defense
Dept.’s Guaranty Reserve Fund, which
contains about 3800 million. If a U.S.
arms customer falls into arrears on a
loan, Defense dips into its fund to
make stopgap payments.

Now, with the world debt erisis
threatening to swamp some U. 8. arms
customers and perhaps to spread, a se-
nior Pentagon official warns that “our
reserve fund could be depleted over-
night.” Gloomily, he adds: “We are get-
ting very close to the margin.”
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the U.S. recovery and slowly falling in-
terest rates will rescue Third World
debtors by boosting demand for their
axports and lowering their interest
ssts. The White House now supports
expanding the IMF’s resources, and Con-
gress is expected to vote on hiking the
U.S. share by $8.4 billion this summer.
Yet divisions remain in the Administra-
tion. The Treasury, still under monetar-

ist influence, is more hardline than is the
State Dept., which is concerned about
political stability in Latin America, or
the Fed, worried about the U. S. banking
system. Beryl W. Sprinkel, Treasury Un-
der Secretary for monetary affairs, in-
sists that “it is very important that the
IMF sticks to strict conditionality.”
Other members of the Administration

feel the White House and especially

“reasury Secretary Donald T. Regan

< hould be doing a lot more to avert what
.hey see as an explosive debt crisis.
“Yom've got a Treasury Dept. that has a
pretty conservative view on how to deal
with all of this,” says a senior Adminis-
tration diplomat. Adds another: “Sooner
or later, Brazil will have to declare a
moratorium. The only question is wheth-
er it will be long- or short-term.”

TIOV THE DEBT CRISIS
'S BATTERING MULTINATIONALS

[’ Jor multinational corporations, the
3 financial abstractions of world debt
translate into decimated markets,
blocked currencies, and a starvation diet
of raw materials and essential parts for
subsidiaries representing billions of dol-
lars’ worth of investments in less devel-
oped countries. “We're just pumping in
cash to keep our subsidiaries alive,”
complains the harried treasurer of a ma-
jor U.S. multinational.
By continuing to supply faltering sub-
sidiaries in countries such as Brazil and
Mexico—despite their inability to pay for

thing from demanding cash on the bar-
relhead from some customers to
extending credit to others in order to sell
products and maintain market share. A
few, such as Sears Roebuck, Revlon,
Gerber, and Campbell Soup in Brazil,
have simply sold out. But others are
scrambling for financing in local curren-
cy and struggling to find locally made
substitutes for essential equipment and
components that used to be imported
and paid for with hard currency. Some
are resorting to barter and nearly all are
hustling exports to earn hard currency

for subsidiary operations. Some are even
stepping up their shareholdings in joint
ventures, particularly in Mexico, by con-
verting subsidiaries’ debt to equity.
Paradoxically, most multinationals are
more sanguine than the bankers about
prospects for the debtor countries, par-
ticularly in Latin America, where North
American and European investors have
been building up productive assets for a
half-century or more. “I believe in Bra-
zil. They have a wealth of resources
equal to anywhere in the world, and

that’s real money,” says Robert P. Si-

If they don’t keep
pumping in cash, their
Third World subsidiaries
could go under

imports—and by pushing those coun-
tries’ products in world markets, the
multinationals are helping debtor na-
tions stave off defaults to creditors in
the U.S., Europe, and Japan. But most
LDCs give top priority to repaying banks
while stinting on hard currency for for-
eign corporate investors and suppliers.
COPING OR SELLING ouT. Says a U. S. offi-
cial: “We are the dominant supplier to
{Latin America], and we are bearing the
brunt of the adjustment. Here we are
endorsing IMF rescue packages that in
effect call for substantial cutbacks in
imports to achieve trade surpluses, and
that is coming out of our own hides.”
Brazil’s stunning $3 billion trade surplus
so far this year has been achieved large-
ly by slashing imports, while Mexico cut
imports, mostly from the U.S., by one-
third in the first four months from the
corresponding 1982 level.

To cope with the harsh new condi-
tions, multinationals are doing every-
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mon, treasurer of Brascan Ltd. in Toron-
to. “In the final analysis, money is some-
thing you print. You don’t print gold,
iron ore, and forests. Those are real.
And you don't print productive people.”

Such faith is sorely needed to sustain
multinationals through their current
tribulations. In markets that once held
out the promise of booming expansion
and fat profits, multinational executives
relate tales of woe. To the chagrin of
Detroit’s Big Three auto makers, car
sales in Mexico, where all have plants,
are off 33% this year, while truck sales
have fallen 50%. Volkswagenwerk Chair-
man Carl H. Hahn concedes: “In 1983 we
will be unable to break even in Mexico.”
Despite layoffs and other cost-cutting
measures, Japan’s Komatsu Ltd. reports
that its operations in Mexico—where it
has a 40% stake in a government-con-
trolled joint venture—will lose money
this year because of the construction
market’s collapse, with bulldozer sales
to private contragtors running two-thirds
behind last year’s. In Brazil, Italy’s Fiat
is fighting desperately to turn its joint
venture around after losing $40 million
there in 1982. Tamathar urith_ite 48% in.

nior partner, Fiat injected an additional
$300 million in 1982 and expects to drop
$100 million more before the year is out.
The depressing news reaches across
the product spectrum. “We expect Mexi-
can consumer spending to be down 3% in
real terms this year with some recovery
in sight next year and private invest-
ment to be off 25%,” says John A. Ur-
quhart, executive vice-president and
head of the international sector at Gen-
eral Electric Co. in Fairfield, Conn. As a
result, refrigerator manufacturing is off
50% in Mexico—to balance inventories—
and the company has temporarily shut
down its clothes-washer and water-cool-
er production.
ARM-TWISTING. Compounding the sales
slump that has engulfed Latin nations
from Argentina to Mexico are severe
corporate financial problems. In subsid-
iaries’ local markets, consumer credit is
in short supply, collections often require
ugly arm-twisting, price controls restrict
the ability of managers to keep prices
abreast of rampant inflation, and capital
equipment is so expensive that custom-
ers demand a long time to pay. Pay-

menta that “ncad tn eama in lika elanl.
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work” now arrive six waeks late or
more, treasurers complain.

For parent companies, the story is
much the same. An executive at Frank-
furt chemical giant Hoechst reports:
“We're seeing more payment defaults
on deliveries, particularly in Brazil and
Venezuela, but we haven’t gone out to
any customers to get back goods we
delivered.” Rival BASF is less patient
with what it euphemistically calls “nega-
tive export sales”—goods delivered to
customers who cannot pay. “In a few
cases we have gone out to customers
and retrieved goods, hoping to find
someone else who could take them right
away,” concedes a BASF executive.

Other corporations feel they cannot

afford to play so tough. “Multinationals
are lending money to customers to keep
markets and long-standing relationships,
especially if they're in up to their eye-
balls in receivables,” says a U.S. bank-
er. “You have to make sure the guy you
have receivables from stays afloat.”
This is particularly true for equipment
such as agricultural machinery sold on a
consignment basis, with the seller repaid
out of crop sales.
ToDAY's BIG sTicK. For subsidiaries in
Latin America, many parent multination-
als face the Hobson’s choice of letting
their offspring go out of business or
shelling out more cash for debt service
and for imports of needed materials and
equipment. In Mexico, for example, an
important subsidiary of Becton, Dickin-
son & Co. manufactures health care
products. “On intercompany accounts,
we are letting [the subsidiary] run up
arrears. We have also gotten coopera-
tion from some of our suppliers, who are
willing to wait for payments from Mexi-
co,” says Willard D. Andrews, president
of the Latin American Div. of Becton
Dickinson, in Paramus, N.J. “We carry
a big stick because we buy a lot of sup-
plies around the world.”

A major financial headache for multi-
nationals is complex currency-exchange
controls, coupled with massive devalua-
tions that make it nearly impossible for
companies to repatriate monetary as-
sets. Many corporations had become
lulled by the common Latin American
practice of maintaining an overvalued
exchange rate. While most multination-
als had adjusted to Brazil's periodic cru-
zeiro devaluations, Mexico’s three
successive devaluations—dropping the
peso 82% against the U.S. dollar since
mid-February, 1982—caught many short.
“We had always had a practice of fi-
nancing [Mexican] operations with dollar
debt because it was cheaper,” regrets
the senior financial officer for a major
Midwestern manufacturing company.

Likewise, exchange restrictions com-
pound multinationals’ financing prob-
lome Titton Induetwies Inc., for example,
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suddenly discovered last summer that
the Mexican government had converted
about $1 million it had on deposit in
Mexican banks into pesos. The maneu-
ver amounted to “a little private-enter-
prise subsidy for the economy of Mexi-
co,” says Fred M. Sullivan, Litton
assistant controller in Los Angeles.
‘SPECTACULAR TERMS. Stung by such
measures, nearly all multinationals now
try to borrow locally. But it is costly:
While Brazilian inflation is high at 130%,
the going rate on cruzeiro loans is a
staggering 205%. Such differentials,
says a Canadian executive, “give rise to
the most lovely opportunities. People
will pay through the nose for cruzeiros;
you get some spectacular terms.”

The crisis for some multinationals has
developed into a bonanza, in fact, for
others whose treasuries are overflowing
with local currency. Italian tiremaker
Pirelli, for example, lends out its Brazil-
ian profits locally instead of repatriating
all the dividends it is entitled to. “A cru-
zeiro loan could kill you,” says Andrea
Travelli, Pirelli's worldwide financial di-
rector in Milan.

To avoid costly borrowing, Tenneco
Inc. arranged for its subsidiary, Marlin
Drilling Co., to lend $10 million worth of
cruzeiros from its Brazilian operations
to the Brazilian subsidiary of JI Case
Co., Tenneco’s construction equipment
manufacturer. “Luckily we had another
division in a profitable situation in Bra-
zil,” says Robert T. Blakely, Tenneco’s
chief financial officer in Houston.

Without hard currency for imports,
many multinationals are cutting produc-
tion. Nissan Motor Co., for one, imports
40% of the parts for the trucks and cars
it assembles in Mexico. “We cannot
make as many vehicles as we want,”
complains a Nissan executive. Thus,
many subsidiaries are scrambling for lo-
cally manufactured substitutes, even
though they are often inferior in quality.
“Indirect government pressure is creat-
ing substitute suppliers in Brazil, which
is exactly [Brazil's] game plan,” says the
chief Latin expert for one U.S. compa-
ny. “The question is how much substitu-
tion is a structural change in trade pat-
terns,” he adds. He wonders whether
the multinationals will ever regain their
lost markets—and whether the new local
suppliers will grow to become global
competitors.

PAYING BAHXS FIRST. A few companies
have managed to pry hard currency out
of Latin central banks by threatening to
close plants and lay off workers. But
local authorities usually favor paying off
foreign bank creditors first. Because of
a need for massive infusions of fresh
capital and debt reschedulings, debtor
nations are particularly dependent on

the commercial banking community. Af-
ter Mexico’s near-default in August,
1982, “bankers were creating the impres-
sion that it was official U.S. and IMF
policy that banks be paid first,” com-
plains a lawyer for a U. S. multinational.
Adds a U.S. government official: “The
companies say: ‘When push came to
shove and we went in to get money we
needed for spare parts to keep our plant
running, the government told us it was
fresh out of money. Yet Chase got paid
off on a loan that was due.””

There is considerable resentment
among multinational corporate execu-
tives over the speed with which the

YOLKSWAGEN EXPORTS BEETLES FROM
BRAZIL TO EARN MORE HARD CURRENCY

banks took care of themselves. “There’s
a perception that there’s a lot of weep-
ing while counting money in the back
room” at the banks, says one U. S. exec-
utive. Adds a Canadian, referring to the
increasing bank practice of insisting that
multinationals guarantee loans to sub-
sidiaries: “Banks like to have it both
ways: a parent-company guarantee on
one side and pricing that reflects a Bra-
zilian risk on the other.”

Despite their huge stake in the out-
come of the debt ecrisis, U.S. multina-
tionals have been slow to organize a re-
sponse. Only now, under the auspices of
the New York-based Council of the
Americas, have they begun to collect in-
formation about the impact of the crisis
on multinational corporate finances.
“Bankers by practice know each other

well and organized more quickly,” says
the lawyer for the multinational. “They
all participate in jumbo syndications and
have each other’s phone numbers.” He
adds: “The day after [Mexico’s August
crisis], the chairman of Chase knew the
damage.” By contrast, “in many cases it
took six to nine months for a multina-
tional’s chairman to get an assessment
of the damage.”

One way around the hard-currency
shortage and exchange controls, for
some multinationals, is to increase equi-
ty in their LDC subsidiaries. Last year,
instead of waiting an unknown length of
time for a $20 million payment from its
Mexican diesel-engine joint venture,
Cummins Engine Co. increased its share
to 40%, with the government’s Diesel
Nacional retaining 60% ownership. De-
spite Mexican policy of encouraging or
forcing foreign investors to take on ma-
jority Mexican partners in most busi-
nesses in recent years, the administra-
tion of President Miguel de la Madrid
says it is willing to be more flexible in
permitting majority foreign control.

A goal of the Council of the Americas

is to push Washington to persuade Latin
nations that they would benefit by in-
creased foreign equity in their indus-
tries. And in a July 8 speech in Geneva,
International Monetary Fund Managing
Director Jacques de Larosiére noted:
“Given their large needs for external re-
sources, the developing countries would
be well advised to place greater empha-
sis on policies to attract foreign direct
investment as part of their development
strategy.”
STAY LoOSE’ Multinationals are turning
in the meantime to other techniques for
coping with the crisis. One is to push
exports from LDCs as hard as they can,
knowing that the more they export, the
higher they will move on government
waiting lines for hard currency. Volks-
wagen exports Beetle cars from Brazil
and operates a cattle ranch there, ship-
ping frozen beef back to Germany. And
in Mexico, the company recently took
coffee in payment for local auto sales,
then sold the coffee in Germany. GE, on
the other hand, found LDC markets for
locomotives and hydraulic turbines so
depressed it switched to making boat
hulls at its Campinas plant in Brazil.

Despite the problems, most multina-
tionals insist they are in Latin America
and other debt-ridden LDCs for the long
haul. “It requires a very dynamic ap-
proach,” says John F. Beck, General Mo-
tors Corp. vice-president for North
American vehicle operations. “You can’t
make a decision now and sleep with it
for the next two years.” Beck’s advice to
others doing business in Latin America:
“Stay loose.” Q
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Where should the Fund go

from here?

Alena Wels
New York

Various ideas are being canvassed for reforming the international financial system but
no consensus has yet emerged. Improvements, IMF managing director Jacques de
Larosiére argues, should be preceded by a period for ‘maturation and gestation’

The severe international liquidity crisis has cast the
spotlight on the International Monetary Fund and the
slim, dapper and logical Frenchman, Jacques de
Larositre, who is the Fund’s sixth managing director.
He began his second five-year term, with the unani-
mous support of the Fund’s members, this month.
For the 53 year-old Mr de Larosiére — the
quintessential French bureaucrat who spent four
years at the head of the French treasury, had been
chairman of the deputies of the Group of 10,
participated in the work of the Committee of 20 and
served as chef du cabinet of former French President
Valery Giscard d’Estaing when he was finance min-
ister — the spotlight is by no means unwelcome.

As Mr de Larosidre put it recently, ‘increasingly
the eyes of the international financial community
have turned toward the Fund as the central element
in the search for a constructive solution to the current
international financing and indebtedness difficulties’.
Mr de Larositre, said C. Fred Bergsten, who heads
the Institute for International Economics, stepped
into the breach in a very decisive and effective way.
‘He and Fed chairman Paul Volcker are the heroes of
the story’.

Another long-time American observer of the
Fund’s operations observed that the managing
director ‘has done quite well in building a global
awareness of the Fund. He has done a great deal to
strengthen the separate image of the Fund from the
US and any other single country’. The perception
that the Fund is a tool of the US, which has always
played a leading role in the organisation, has proved a
major handicap in dealing with developing countries
in the past.

On the other hand, the US remains the strength of
the Fund, and Mr de Larosiére, as an impeccable civil
servant, must see himseif as the instrument of its
‘most important minister’. The US administration
wanted him in the spotlight. Will he remain there
when the current debt crisis is resolved and how will

the role of the IMF evolve?

The French treasury official attracted the attention
and won the respect of the Americans when he and
the then US undersecretary of the treasury, Edwin H.
Yeo III, worked out a compromise between the
French and the American positions on the role of
gold, the exchange rate regime and surveillance that
was embodied in Article IV of the amended articles of
the Fund. He retains that respect still.

While his immediate predecessor H. Johannes
Witteveen, a former Dutch finance minister, had no
trouble with the Americans, Pierre-Paul Schweitzer,
who held the post for a decade before him, was barely
tolerated. Deeply pessimistic about his ability to stop
the collapse of the Bretton Woods system and stem
the disorder in monetary affairs that followed, Mr
Schweitzer angered the Americans by urging them to
devalue. He was told unceremoniously that he could
not expect a third term. His predecessor, Per
Jacobsson, an adviser to the Bank for International
Settlements, was a crusader for the free enterprise
system.

Main input

If Mr de Larosiére’s public positions would appear
to have swung from a more liberal approach during
the Carter years to a more conservative one currently,
he vehemently denies it. He says now that his first
action when he came to the Fund in 1978 was to insist
on the importance of adjustment. He made a very
strong plea to stop the sort of trust funds, oil facilities
and other unconditional recycling mechanisms that
had been developed in the wake of the first oil shock.
There was to be no more sales of gold to buy the
international community out of its problems, no more
oil facilities.

The abundance of money stemming from the sur-
pluses of the oil producing countries between 1978
and 1981 did, however, postpone adjustment by the
deficit countries. If the adjustment had been taken
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carlier, he now believes, it would have been less
painful and more acceptable. Payments deficits would
not have soared to $100 billion for the non-oil
developing countries in 1981 and external debt would
not have mounted to $600 billion at the end of 1982,
a whopping 132% of their exports. The easy habits of
financing would not have caught on.

He is said to view the main input of the Fund in the
system as getting minds as well as countries to adjust.
He wants to dispel the notion that a debt conversion
scheme, similar to those under discussion in academic
and other circles, would pave the way for a return to
what he likes to call ‘the old, old game’. If member
countries have unanimously given him the oppor-
tunity for a second five-year term, they presumably
agree with having a managing director of that
persuasion. He, in any event, thinks so.

Another American close to the Fund says simply
that the managing director has taken a ‘sensible view
of the financing problem. He has, moreover, got the
support of the right people’. Mr Witteveen, this
observer comments, was well suited to the kind of
philosophical and analytical problems that engaged
the Fund during his tenure. Mr de Larosi¢re may be
better suited to dealing with the practical problems
now facing him.

Surveillance

It is particularly significant that it would have been
on the US initiative that the managing director would
have been invited to participate in the meetings of the
inner group of industrial countries that now consult
on the implications of their economic policies on the
international system, an idea that emerged from the
Versailles summit.

The five countries, whose currencies make up the
SDR, the US, Germany, Japan, Britain and France,
have a major impact on the world economy. The five
are joined in their discussions by Canada and Italy,
the other two partners in the summit meetings. Better
compatibility and consistency of policy among the
major actors is viewed both at the Fund and within
the US government as an important element in the
recovery of the world economy and the establishment
of a better economic environment.

The concept of surveillance among a small group of
industrial countries has not had time to mature and
serious doubts have been expressed over the ability of
the international community to influence the policies
of the US, the most flamboyant player on the world

stage. It has been said also that there is an absence of a -

mutually accepted economic framework, making it
difficult to consult on economic matters much less
seek some degree of economic collaboration.

Mr de Larosiére’s position is that it is essential that '

the modest but gradual recovery now anticipated in
the industrial world be realised and sustained. The
central objective of economic policy, he said in a
recent speech at Neuchatel, Switzerland, is
achievement of sustainable growth. He continues to

-

Jacques de Larosiére: no return to the old game

say that a durable recovery depends on the continuing
credibility of anti-inflation policies. He is particularly
concerned that budget deficits in the US be brought
down so that prospective deficits do not ‘cast their
shadow’ in the form of high interest rates that would
hinder the process of recovery.

Mr Bergsten and others worry that Mr de Larosi¢re
may be ‘sticking with deflation longer than is needed
and this could turn out to be very costly’. But the
managing director said at Neuchatel that there is no
satisfactory alternative to the general strategy of
bringing down inflation and tackling structurai
rigidities and imbalances as the right course for a
lasting recovery.

He remains apparently unmoved by the calls for
coordinated economic stimulation even when they
come from his mentor, Valery Giscard d’Estaing.
The former French president told a meeting of the
Council on Foreign Relations that Europe should be

prepared to take up the gauntlet next year when the

economic stimulus in the US begins to weaken as it
surely will if real interest rates are not brought down
appreciably.

No short cut :

Mr de Larosiére asserts that it is still imperative to
continue the fight against inflation despite con-
siderable progress in that area because, if the message
now were changed, policy-makers would be doing an
enormous disservice to the chance for recovery and
growth. The flexibility of the world economies have
been so weakened by more than a decade of
uncontrolled inflation that it is an illusion to think
that a little bit more stimulation, a little more reform
and a little more liquidity will solve the world’s
economic problems.

He is convinced that the chance for economic
recovery will be enhanced and the problems of the
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indebted countries ameliorated if there is a more
constant set of economic policies in the world. But it
requires great skill to promote changes in the
economic policies of major industrial countries that
will conform to a model of multilateral consistency.
He is apparently ready to try his hand. He believes
that the IMF has been successful in setting the
general tone of anti-inflation efforts. He is also
convinced that IMF surveillance had discouraged
members from manipulating their exchange rates in
order to get competitive advantages.

However there is a general dissatisfaction with the
exchange rate regime and its inability to reflect
underlying economic conditions. Mr Bergsten
believes the Fund has been unable to push hard
enough to correct exchange rate imbalances largely
because of US indifference. In his New York speech,
Giscard d’Estaing was impatient with loose talk about
the need to return to more stable exchange rates. He
believes that the time has come for the major indus-
trial countries to decide whether they want to return
to fixed exchange rate parities. If they do agree to this
objective, they must decide whether to pursue a
theoretical or empirical approach.

The latter approach, which Giscard d’Estaing
clearly favours, would involve ‘the convergence of
mutually reinforcing actions’. These would include
the strengthening of the European Monetary System,
the strengthening of the European Currency Unitand
the establishment of target zones for the ECU, dollar

.

and yen with wide margins that would gradually be
reduced. This would involve some coordination of
monetary policies and mutually agreed intervention
in the foreign exchange markets. If the answer is
negative or mildly positive, Giscard d’Estaing
continued, there would still be a need for better
management of exchange rates. That necessitates
adequate intervention in which the Federal Reserve
participates.

Approach to reform

Mr de Larositre senses that there is a desire in the
US administration as well to explore ways and means
to stabilise the monetary system. The time may have
come to overhaul the system but the managing dir-
ector is said to agree that there is a need for an
understanding and agreement on the basic objectives
to be pursued. The founders of the IMF understood
that they wanted to restore an open trading system
and that they needed an international organisation to
facilitate financing. The question that Mr de
Larosiére will be facing in his next five years is the
nature of the system that is needed for the 1980s.
Reforms and improvements in the system, he
explains to associates, have to be preceded by a period
of maturation and gestation.

An academic conference held at the IMF in March
weighed the benefits and drawbacks of the floating
rate system. The general conclusion was that floating
rates have not worked well, having contributed to
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excessive movements in real exchange rates, inef-
ficient adjustment and misallocation of resources. On
the other hand, the participants saw little prospect of
an early return to fixed exchange rates. Nor did they
see an enhanced role for the SDR in the system unless
the unit is made more attractive and usable in the
private market. This would involve the same kind of

government and institutional support that the -

Europeans are giving to the ECU. Nor did the
academics present view the IMF as an incipient world
central bank.

Warning against excessive ambition, Federal
Reserve chairman Paul Volcker told more than
10,000 foreign exchange traders at a dinner in April,
that ‘we can constructively do something to help
stabilise exchange rates within the general framework
of the floating system . . . nations should be in a
position to accept in the formulation and execution of
monetary policy and, in the fiscal-monetary mix, 3
degree of discipline implicit in the desirability of
greater exchange rate stability’. In this context, he
concluded, intervention might have a modest sub-
sidiary role to play.

Irving Friedman, a consultant to First Boston with
extensive experience at the IMF and World Bank,
insists that there is a major need for a more precise
definition of where the Fund ought to be going and
what basic principles should guide it. The Fund must
have a clear mandate from its members on the areas
members would like to see considered and decided.
He believes that it is important that the members
decide whether currency stabilisation, for example,
should be the objective of a global body or of a
smaller group of industrial countries like the Group
of 5. There will be tension and ambiguity in this area
until this is resolved and it will make management of
the Fund very difficult, he says.

Contacts with banks

A decision must also be taken as to whether the
increasing contacts between the commercial banks
and the Fund, which has sprung from the debt crisis,
should be institutionalised in some way. Mr de
Larosiere’s trip to New York to address the major
multinational banks at a rapidly convened meeting at
the New York Federal Reserve bank last November
was a milestone in this relationship. As he recalls it,
he did nothing more than explain the problems facing
Mexico and Argentina and that it would be impos-
sible to solve their liquidity problems without the
cooperation of the banks. He made clear that the
banks were perfectly free to make their own decisions
but he left the impression that the IMF adjustment
programmes would fail unless the banks put up
substantially more in new funds.

Current IMF projections suggest that the non-oil
developing countries will have a current account
deficit this year of $70 billion, down from $90 billion
in 1982. The Fund expects the banks to increase their
net contribution by 7-8% over the last year to about

IMF

$20 billion to help finance that deficit. Some $50
billion will come from grants, direct investments and
long-term official lending. The IMF will provide a
further $12 billion.

Mr de Larosiere said in Neuchatel that the
assumptions concerning commercial financing flows
were ‘both critical and uncertain’. He said further
that the projections for bank financing will depend on
a ‘reassurance that sound adjustment policies are
underway in the borrowing countries.
confidence in Fund-supported programmes were to
diminish because of a weakening of conditionality, an
abrupt curtailment of bank lending would seem to be
inevitable’.

Projected capital flows, he contends, would be
broadly consistent with an increase in the volume of
imports by these countries of 22%. Mr de Larosiére
is very sensitive to charges that the conditionality of
the Fund programmes may be too harsh and that it
may be detrimental to the world economy as a whole
to sharply curtail demand in the developing countries
which are major markets for the industrial world.

Conditionality works

" The IMF has reviewed the overall performance of
developing countries that entered into upper tranche

- stand-by arrangements in the period between 1971

and 1980 and found that they achieved significant
improvement in their balance of payments while
broadly maintaining their real economic growth. To
be sure, the past few years have seen a deterioration in
the world economic environment with growth rates
declining in industrial and developing countries alike,
But real growth rates may actually improve, even
during the first year of the Fund programme, for
most of the 23 countries that have recently approved
and the three that have proposed standby and
extended arrangements with the Fund.

Mr de Larosire contends that the Fund’s
adjustment programmes are designed to be ‘outward
oriented’. Of the most recent 26 programmes, 19
assume an increase in imports in the first programme
year as compared with the previous two years. Mr
Bergsten believes it is important for the Fund to
‘calibrate’ conditionality to take account of the world
economic situation. In reality, Mr de Larosi2re has
countered, Fund programmes have protected the
chances of recovery in the major developing
countries. Actions that do not make sense for
individual economies should not be taken simply for
the sake of international recovery.

The managing director continues to point out at
every opportunity that he cannot guarantee the
effectiveness of the Fund’s adjustment programmes
or the quality of their implementation. Thus banks
must continue to lend at their own risk. He refused to
consider the provision of any sort of guarantee to the
banks nor does he have any interest in the numerous
schemes that are being proposed to consolidate the
debt of the developing countries. Even Giscard
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d’Estaing raised the possibility that a market for bank
claims be established with some official support.
Some partial guarantees might be provided by a
multinational organisation, he said. Mr de Larosi2re,
on the other hand, is impatient with what he believes
to be easy answers, noting that a bad debt will not
disappear with the wave of a magic wand. It is
noteworthy that most bankers do not like these ideas,
either, because they generally involve the discounting
of their developing country assets.

Mr de Larositre has said publicly that it may be
desirable for the Fund to issue explicit warnings
where external financing problems seem likely to
emerge. But the Fund remains cautious about
requests to increase the flow of confidential
information to the banks. Nor is the IMF noticeably
anxious to develop a closer relationship with the US
regulatory authorities. :

The pressure, however, is building up. Anthony
Solomon, the president of the Federal Reserve Bank
of New York, told an audience in Geneva that bank
regulators in creditor countries should be able to
consult with the IMF so as to avoid an excessive
build-up of credit in the future. Some cooperative
approach, he believes, would avoid the competitive
inequities and convince borrowers that the authorities
are serious about moderating the amount of bank
lending in the future.

The American regulators made a series of proposals
to accompany the legislation for an $8-4 billion
expansion in the US contribution to increased IMF
quotas and the enlarged general arrangements to

. borrow. These urged the Fund, in its consultations

with member governments on their economic poli-
cies, to intensify its examination of the trend and
volume of external indebtedness of private and public
borrowers in the member country. The regulators
want the Fund to report to the executive board on
such borrowing from the viewpoint of its con-
tribution to the economic stability of the borrower.
Of even more significance, however, is the request
that the IMF consider the extent or form that these
comments might be made available to the inter-
national banking community and the public. Further,
as part of any member’s stabilisation programme, the

: CIA-RDP97R00694R000200870001-3

regulators want the Fund to place limits on public
sector external short and long-term borrowing and
publish information on the trend and volume of |
international lending in the aggregate as it affects the
economic situation of lenders, borrowers and the
smooth functioning of the international financial
system.

For its part, the IMF has generally held the view
that there is a limit to the amount of information that
the Fund, on its own initiative, could make available
that bears on the economic and financial performance
of a member. The danger is that the Fund’s rela-
tionships with the members would be harmed if the
IMF were to publish its reports and evaluations of
member countries economic policies and prospects.
Some bankers contend that the Fund protests too
much since any enterprising banker with good
contacts can learn of the Fund’s assessments.

Early warning system?

Many bankers believe that the Fund should
develop its symbolic relationship with the private

- market, evolve objective criteria for appropriate levels

of borrowing and act as an early warning system. Is
this possible? Irving Friedman thinks not. The IMF’s
concerns, he explained, are of a macroeconomic
nature, ranging from balance of payments, inflation,
fiscal policy and the establishment of realistic
exchange rates. Bankers are interested in all these
things, but for them country risk is less of an
abstraction. They have their own exposures, balance
sheets and responsibilities to their shareholders to
consider. Therefore, they must be well informed
about the social and political environment in the
country in which they hope to lend. Those are
questions that the Fund cannot explicitly consider.
Can you conceive, Mr Friedman asks, of a situation
in which the Fund, having become aware of the heavy
short-term exposure of the Mexicans in early 1982,
were to have told the banks not to lend. Mr Friedman
cannot. That would have meant that the IMF was
prepared to take the responsibility for the level and
composition of international lending. It has neither
the authority given it by its members nor the
expertise to do so, he asserts. Said another observer,
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‘the borrowing countries would be very troubled if
the world banking community were to coalesce
around the Fund and the institution were to be able to
turn credit on and off like a faucet’.

While there is a growing recognition that closer
cooperation between the Fund and the banks might
help to keep credit flowing in the short term, people
are very sceptical as to how far this cooperation
should be allowed to go. The new Institute for
International Finance, established in Washington by
the major international banks, might provide one
channel for such cooperation. But it is not very clear
yet to most observers what the institute intends to do.
To this observer, the institute is still an ‘abstraction’.

Meanwhile, the staff of the Fund is severely
strained in attempting to put together plausible
adjustment programmes and to monitor the perfor-
mance of the borrowing countries. They find Mr de
Larosiere demanding and sometimes capricious.
They must often face hostility and deviousness in the
borrowing country.

Their calculations might be severely disrupted by a
further decline in oil prices, the failure of US interest
rates to decline or the dollar to fall from present
levels. But events that would harm one country would
benefit another. The Eastern European countries, for
example, would benefit if the dollar remains strong
because the bulk of their debts are in Swiss francs and
German marks.

Primary objective

Mr de Larosiére’s primary objective, he tells those
around him, is to introduce more rationality into
economic decisions. He views the world dis-
passionately as a hard one, where resources are scarce
and often over-extended. The challenge is to sit down
with debtor countries, examine their future and the
resources available and decide what must be done to
return them to creditworthiness.

The path is a narrow one. On the one side are the

debtor countries that are increasing their sacrifices
and reducing their growth paths while, on the other,
are the banks which are often over-extended on a
number of key countries. But it is the considered
opinion of the staff and the managing director that the
type of adjustment that will be required to meet the
30% debt service burden envisaged for 1983 is poli-
tically and socially acceptable and does not ask for
impossible sacrifices. It is the nature of the situation
that some, especially in the developing countries;
would not agree.
__The creditworthiness of the banks will also improve
if the programmes are successful, the IMF contends.
{\S M- de Larosiére has been explaining to the banks,
1t is better to have a restructured or rescheduled debt
on major borrowing countries with the prospect of
recovery, even if it is in the medium term, than for
the banks to slip away in a disorderly fashion and let
the situation deteriorate further.

Mr de Larosizre has been saying in recent months

-.. Approved For Release 2008/01/23 : CIA-RDP97R00694R000200870001-3
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that the current crisis is manageable if three basic
conditions exist. If the borrowing countries ‘stick to
their guns’, if the bankers live up to their respon-
sibilities, and if the mix of policies in the major
countries allow for a durable recovery in the world
economy. It will be extremely difficult for the heavily
indebted countries to continue servicing their debts if
world trade does not pick up.

The Fund’s responsibility in assuring that this will
happen is also three-fold. It must devise with the
borrowing countries stabilisation programmes that
are workable and convincing, it must develop an
understanding with the banks and it must continue its
surveillance of the major countries to assure that their
economic policies are correct for a sustained recovery.

Fund resources

It also goes without saying that the IMF must have
adequate funds to meet the unprecedented demands
on its resources. It was agreed at the Interim Com-
mittee meeting in Washington in February that the
Fund’s quotas should be increased by 47-5% to SDR
90 billion or just short of $100 billion. There has also
been a pledge to increase the resources of the general
arrangements to borrow to SDR 17 billion or $19
billion and make these funds available to all members
of the IMF. This would roughly double the IMF’s
available resources.

However, the legislation to approve the $8-4
billion US contribution could get bogged down into a
widescale debate on how banking regulations should
be amended to assure that debtors and their banks do
not become over-extended in the future. Despite Mr
de Larositre’s assurances that his intention is to ‘bail-
in’ the banks, some in Congress persist in viewing the
IMF bill as some sort of ‘bail-out’ for the banks.

The IMF will be short of funds this year, whether
or not the quotas are approved quickly. It has only $8
billion uncommitted and expects outlays in the $9
billion to $10 billion range. More funds will be
forthcoming from the Saudis but other sources of
financing may also be necessary.

The Group of 30 has argued that international
confidence would be enhanced if the IMF were to be
allowed to borrow from the private market. The
Japanese and Germans are very sceptical about a
market approach, much more so than the Americans.
There are those in the US who feel that such an
approach would drastically change the character of
the institution and they are not yet ready to see that
happen. That may mean that the Germans and the
Japanese will be approached for more funds. Since
such borrowing would also be at market rates, sources
within the IMF see little difference between that and
borrowing from the private market. In any event, the
major sources of funds will have to continue to be
subscriptions from the member countries. And, as
usual, increases in these subscriptions will continue
to be hostage to the US Congress’ suspicion of foreign
aid.
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GLOBAL ECONOMIC OUTLOOXK

TUESDAY, FEBRUARY 15, 1983

UNITED STATES SENATE,
CoMMITTEE ON FoRrEIGN RELATIONS,
Washington, D.C

The committee met, pursuant to notice, at 10:30 a.m., in room
SD-419, Dirksen Senate Office Building, Hon. Charles H. Percy
(chairman of the committee) presiding.

Present: Senators Percy, Lugar, Mathias, Boschwitz, Pressler,
Pell, Biden, Sarbanes, and Dodd.

The CHAIRMAN. The committee apologizes to all of you. There
was a Cabinet session called by the President so that the Secretary
of State could report to the leadership of the Senate and members
of the Cabinet. We were delayed getting over here.

Secretary Shultz, we very warmly welcome you not only back to
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the benefit of your thinking in this area.

Senator Mathias conducted a series of hearings in January and
early February in the International Economic Policy Subcommittee
on the stresses and strains in the international financial system. '
Today we continue the hearings at the ful] committee level. The
subcommittee received testimony from 15 witnesses including three
former Secretaries of the Treasury, the former Chairman of the
Council of Economic Advisers and the former Comptroller of the
Currency.

I wish to Particularly commend Senator Mathias for the great
leadership and creativity that he and his staff have offered in fo-
cusing attention on the critically important economic factors which
so influence our Nation’s security, and certainly, the timing of it
now, as the President this week sends forward his recommenda-
tions on IMF.

In these hearings we do not have to start the work, then, of de-
termining what the nature of the problem is, what the burden is
going to be. If the crushing debt incuired by these nations all come
together, will it lead to a world collapse of the economic system?

(369)
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We now have 2 solid months of hearings anticipating this action
and recommendation by the President and action by the IMF.

The subcommittee hearings, together with the testimony we will
receive today from you, Mr. Secretary, and the testimony of Secre-
tary of the Treasury, Don Regan, who comes before this committee
next week, will form the basis for our consideration of authorizing
legislation for an additional U.S. contribution to the International
Monetary Fund.

We welcome your views, Secretary Shultz, on the need for addi-
tional resources for the IMF. In addition, this committee is charged
with authorizing the expenditure of U.S. dollars for foreign mili-
tary and economic assistance. We want to hear from vou on how
such assistance is in the national interest of the United States.

We have, in short, a full plate of issues before us. I can assure
you that this committee will move with great dispatch in getting
these issues forward so we stay on schedule. We have already
scheduled a discussion with Howard Baker so we can move right
along on them, and we look forward to hearing from you today.

Senator Pell?

Senator PeLL. Thank you, Mr. Chairman, and welcome. Today'’s
hearing before our committee on the state of the international
economy is, I think, symbolic of the importance which internation-
al leconomic issues have come to play in the formulation of our
policy.

It is particularly fitting that our Secretary of State, George
Shultz, himself a distinguished economist, should appear here
today to provide us with his assessment on the state of the world
economy and his recommendation for coping with the stresses of
the economic system brought on by the severe recession in the in-
dustrial West.

I am sure you are aware, Mr. Secretary, that a number of indi-
viduals have raised questions about the $8 billion-plus contribution
to the International Monetary Fund at a time when 12 million
Americans are jobless, and expenditures on domestic programs
have been cut to the bone.

I think it is necessary for the administration to articulate a
strong and credible case as to why it is in our interest to greatly
increase the resources of the IMF and provide funds for foreign as-
sistance programs in these difficult times. ,

When I was on the hustings these past weeks, this question came
up more often than anything else: Why should we send all this
money abroad when our people at home need employment, shelter,
food, and fuel? I think it would help us, the American people, if
you could give specific reasons why it is to the advantage of the
United States for these expenditures to be made. Why is it a good
investment for the taxpayer? Why is it a good idea that the aid re-
quest from the administration will go from $5 million to $6.3 bil-
{)i(ﬁ'l; that the contribution to IMF will go from $16 billion to $24

illion.

I think these are tough questions, ones that I find are very diffi-
cult to answer to my constituents when they press me in my State
of Rhode Island, and I hope that today you could give us some spe-
cific reasons as to why it is to the advantage of the taxpayers of
the United States to move ahead with these expenditures.
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Thank you, Mr. Chairman.
e CHAIRMA:N. I wonder, Senator Mathias, having conducted
these subcommittee hearings, whether you would care to make a

formation so that we have a record, as you say. | think it will with
stand challenge on this subject.

It is impossible to Summarize all those hours of testimony in one
sentence, but the message they brought us very clearly is that we
live in an 'interdepend_ent world économy in which unemployment

lowe;' levels of

message, so I am anxious to hear what Secretary Shultz has to say
on the subject.

e CHAIRMAN.
Secretary has an appointment at 12:30,

the budget authority and the outlays that, as [ understand it, are
involved in contributions to i .
From the way I understand it these contributions would not in-
Crease the deficit, though they would increase borrowing.
Are you going to cover that aspect of it?
cretary SHULTZ. Yes, sir.
nator Boscuwirz. Good. Thank You, Mr. Chairman,
The CHAIrmAN. Thank you very much. Senator Dodd, do you
have any comments?
Senator Dobp. Not at this time.
The Cuarrman. Secretary Shultz, we would be happy to hear
from you.

STATEMENT OF HON. GEORGE p. SHULTZ, SECRETARY OF STATE

_Secretary SuuLrz. Mr. Chairman and distinguished members of
this committee, I am very pleased to have g chance to respond to
your invitation to testify on the international economic system and

‘ - 1o )870001-3
Approved For Release 2008/01/23 : CIA-RDP97R00694R000200870



Approved For Release 2008/01/23 : CIA-RDP97R00694R000200870001-3

/ T h o T T ) - ‘.‘Hm_\\'*u.__ . ’/"’__ﬁ
372

I would like to say at the outset, however, that you shoulg not Or

infer from that that I think this is the only subject of intereg; in lerriy

foreign policy matters, and in particular, T would like to say thay fore:

the general program of security assistance and €conomic assistan, - wero

is of great importance to us in our foreign policy.

I am delighted to learn that you are going to push ahead rapid)y
on your markup in this area, and I know that Under Secretary plus
Schneider is due to testify, I think, on Thursday. I simply want tg captt
lend my support to what he will be telling you. [hus
Restoring prosperity and stability in the world economy is one of Ry
the fundamental goals of the President’s foreign policy. Progress : T;}
toward that goal reinforces our other fundamental objectives—safea. in ;)f
guarding peace and security and expanding the benefits of democ- m,”.“
racy and freedom. R{ b
7 I'am going to divide my remarks on the international economic t\}t:{t
% system into three sections. First, a discussion of the U.S. stake in ];Thc

the international economy—where do we come in. Second, an ex. anci
. amination of thc antecedents of the current situation and the chal. {]{'orlc
lenges that it presents; and finally, a description of some of the ac- mobil
tions that the administration is taking and my thoughts about tion
them, to re-invigorate the world economy. The 1
This country began as a trading nation. The legend of the

R

i Yankee Trader has faded with time, but no matter how remote the ir;c))'t ;;]r
: image, there are still plenty of Yankee traders among us, and | nanci
think partly as a result, foreign trade is now more important than In :
ever to the vitality of our country. side, t
In 1981, the United States represented about 25 percent of the cant—
world gross national product. One out of five U.S. Jjobs depends in cifical
some way on trade, and 40 percent of our cropland is devoted to States
production for exports. the in
In the last decade, U.S. merchandise exports, as a percent of our , velope
GNP, have doubled from 4 percent to over 8 percent. Much of this Bey
increase is attributable to the growing interdependence of the more
world’s market economies in the 1970’s. viabili
Non-OPEC—leave the oil out of it—non-OPEC developing na- goverr
tions, for example, accounted for roughly 20 percent of U.S. exports mome
in 1970. The same nations now account for nearly 30 percent of Inspire
U.S. exports, which happens to be more than either the European In s
community or Japan. . fore, i
On the other side of the trade ledger, the non-OPEC developing we sh
countries supply about 25 percent of the goods we import for use by _The
our factories and consumers. Since the counterpart to interdepend- sion f1
ence is dependence, it is not surprising that the Third World sup- has le
plies more than half the bauxite, tin, and cobalt used in American dustri:
industry, and virtually all the natural rubber, coffee, coca, and ery, ai
hard fibers used by American consumers. now st
The North-South trade connection is important but it should not the%*’ ¢
be overstated. We should remember that Japan is our second larg- period
est trading partner, and our neighbors, Canada and Mexico, are expans
first and third, respectively. Moreover, in the aggregate, the Euro- The
pean Community is our single largest trading partner. Indeed, in nea;ly
1982, U.S. trade with the EC totaled $46 billion as compared with 1982, E
$32 billion with Canada. from
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On the financial side, the United States has traditionally been a
large investor abroad, and conversely, has attracted a great deal of
foreign investment. In the 1950’s and 1960’s, returns to investment
were higher abroad than at home, and the United States was a
heavy net foreign investor.

The counterpart to this foreign investment was a persistent sur-
plus in our merchandise trade. By the 1970’s, the demand for new
capital abroad had decreased, as had the US. supply of savings.
Thus, the United States ceased to be a net capital exporter and
usually incurred a deficit in merchandise trade.

This history is described in greater and more informative detajl
in the “Economic Report of the President,” so I will not develop it
further here. There is a very interesting chapter in the “Economic
Report on the United States and World Economy” that I think is
very well worth reading. There are a number of points in there

. that they develop well.

The United States is also a significant factor in international fi-

The IMF is an instrument of collective action and although we are
not a borrower, we still benefit when it supplements global liquid-
ity and provides members with temporary balance-of-payments fi-
nancing.

In sum, whether looked at from the trade side or the financial
side, the U.S. stake in the international economic system is signifi--
cant-—significant in terms of Jjobs, income, and opportunities. Spe-
cifically, we can infer from this brief overview that the United
States has a clear stake in the promotion of trade, in the vitality of
the international financial system, and in economic stability in de-
veloped and developing countries alike.

Beyond pure economics, however, we also have a stake that is
more political in character. The demonstration of the strength and
viability of market-oriented economies and the democratic form of
government with which they are associated. We should seize this
moment to prove the potential of the open market mentality that
inspired the Yankee traders.

In so doing, however, our own system will be put on trial. There-
fore, if we urge other countries to adopt market-oriented policies,
we should be sure to adhere to those policies ourselves.

The world is now coming through a period of painful décompres-
sion from the severe inflationary surge of the 1970’s. That period
has left us with serious problems: High unemployment in the in-
dustrial countries, large public sector deficits that constrain recov-
ery, and the heavy debt burden of some developing nations that
now strains the international financial system. These problems had
their origin in the decade of the seventies. An analysis of that
period reveals that they may have a common solution—economic
expansion in the 1980’s.” ° :

The level of developing countries’ total debt, which now stands at
nearly $700 billion, increased more than sevenfold from 1972 to
1982. 'In the same 10-year period, debt to private lenders jumped
from 40 to 60 percent of outstanding LDC debt. The conclusion
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drawn from these facts by those who wish to fix blame is that
eithecxi' the banks overlent during the 1970’s or countries overbor-
rowed.

The truth is that many bad judgments were made. But it is also
true that after the oil price increases of 1973-74, lenders and bor-
rowers acted on a set of assumptions; buoyant export growth ang
low interest rates, that though proven false, were thought reason.-
able at the time. The recycling of petrodollars from the OPEC na-
tions to the nonoil LDCs was a highly profitable business for the
banks. And since the loans were in inflation-depressed dollars, the
LDCs assumed that today’s loans would be repaid with cheaper
dollars tomorrow. In this environment, indebtedness mounted.

It would be wrong, however, to characterize the legacy of the oil
shock years as a debt problem. Rather, in its broadest aspect, it is
an income-earning problem.

True, LDCs borrowed a lot in the 1970’s, but our domestic corpo-
rations borrowed a lot, also. The difference is the corporations
invest in productive capacity to generate income to repay their
debts. Some LDCs, however, tended to invest in consumption
rather than production, borrowing to finance internal income
transfers. This strategy, although of questionable wisdom, was tol-

- erable as long as LDC export earnings grew fast enough to service

their debts.

That was, indeed, the case from 1975 to 1979 when LDC exports
grew 22 percent annually, roughly keeping pace with the 25 per-
cent annual growth of LDC debt.

In response to the second oil shock in 1978-79, however, the
major industrialized nations adopted more restrictive monetary
policies which slowed inflation, boosted interest rates and set in
motion a retrenchment from the economic excesses of the 1970s.

High interest rates and a strong dollar increased LDC debt serv-
ice costs. Simultaneously, LDC export earnings declined as the re-
cession reduced the demand for the slashed prices of LDC commod-
ities.

Indeed, nonoil commodity prices fell 28 percent between 1980 and
1982, increasing debt service ratios and eroding the terms of trade.
As Tanzania’s President, Julius Nyerere, has put it to buy a heavy
truck in 1981, Tanzania had to produce 10 times as much tobacco
or 4 times as much cotton, or 3 times as much coffee as it took to
purchase the same truck just 5 years earlier.

The problem faced now by Tanzania and other high debt develop-
ing countries is not so much a debt problem as an income-earning
problem: Rising debt service costs consume an ever-increasing pro-
portion of declining export earnings. Many LDC’s are now under
pressure to increase exports and curb imports. This comes at a
iime when the industrialized countries face rising unemployment,
declining real income and deteriorating trade balances. As a result,
the international financial, trade and monetary systems are under
serious strain.

I recognize that is kind of a shorthand summary of much of your
hearings, Senator Mathias.

The only lasting solution to the income-earning problem of the
LDCs, as well as the serious problems of the industrial countries,
is sustained economic growth without renewed inflation. The key
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to stimulating that growth lies in the interdependence forged in
the 1970’s of the world’s economies.

Today, for example, the economic linkage between the industrial-
ized West and the developing world is tighter than ever. Indeed, it
has been estimated that if OECD GNP were to grow by 4 percent
in 1983 rather than the projected 1.8 percent, the nonoil developing
countries would earn an additional $15 billion on exports to the
West, a figure equal to 14 percent of their estimated 1983 debt
service payments.

The industrialized countries in my opinion are now poised to lead
an expansion of the world economy. In particular, the United
States is on the road to recovery. It appears to me personally—this
Is just a personal opinion—that the growth projections in the Presi-
dent’s fiscal year 1984 budget will be exceeded. Interest rates are
down, inflation is down, inventories are depleted. Basically, a very
expansionary set of policies are in place. In short, the United
States and other industrialized nations that have reduced inflation
are positioned to play a vital role in world economic expansion.

The recent drop in oil prices may also stimulate expansion. Of
course, an oil price decline is not unambiguously good, for any
sudden unanticipated change in the world economy causes disrup-
tions. An oil price decline ma , for example, harm individual coun-
tries, especially net oil exporting LDCs such as Mexico and Ven-
ezuela.

But assume for the sake of illustration, as distinct from predic-
tion—I underline that—but I want an illustration, and I take a big
enough case so we can really kind of get an idea of the orders of
magnitude involved here: a decline, say, to $20 a barrel which is a
40-percent drop. It has been estimated that such a price decline
would, in the aggregate, have the following catalytic impact over a
2-year period:

Real growth rates in industrial countries would increase 1 to 1%
percent, and developing country rates 2 to 2% percent. Inflation in
the United States and elsewhere would decline 1% to 2% percent;
the 1983 oil-import bill for industrial countries would drop by $90
billion, and that for LDCs by $9 billion. The OECD current ac-
count balance would swing from a deficit of $18 billion to a surplus
of $17 billion. Simultaneously, LDC exports would rise 3 percent,
cutting their current account deficit by $18 billion. A less signifi-
cant oil-price decline would have similar positive effects, roughly
proportional to the reduction from current prices.

Now, I say this not as a prediction but just to point up that with
all of the handwringing you sometimes hear of about the possibility
of oil-price declines, there is a very positive side if that should
happen. And this just gives some notion of the orders of magnitude
involved in the direction and the effect.

Senator Boscawitz. Are you going to make a prediction later on
in your testimony?

Secretary SHuLTz. No, sir; I have one, but I am not talking.

The salutary effects of the world economic expansion will not
come about automatically. The United States, together with other
nations, must work to insure that the opportunities for growth are
seized. In turn, this means that we must concentrate our efforts on
four objectives. First, insuring sufficient liquidity in the interna-
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tional financial system: second, preserving open markets; third, im-
proving the international monetary system; and, fourth, insuring
political stability in the developing world.

In working toward each of these objectives, which I shall address
- in turn, cooperation will be essential. Cooperation between the
public and private sectors, between the developed and developing
worlds, between business and Government, and between the execu-
tive branch and the Congress.

The basic elements for successfully dealing with the liquidity
problems of the high debt developing countries are known and in
place. The so-called debt bomb can be defused through emergency,
short-term bridge financing, leading to adjustment programs imple-
mented in conjunction with the IMF and with the cooperation of
commercial banks.

Private banks, however, are now reducing their rate of new lend-
ing to the developing world. Net new bank lending was flat be-
tween the first half of 1981 and the first half of 1982. Zstimates for
the second half of 1982 show a precipitous drop in new lending,
which we have to say it is not surprising that that should happen
under the circumstances.

Such an abrupt contraction in new lending obviously would im-
peril the recovery of the debtor countries. Moreover, reduced lend-
ing in the face of increased debt-service costs would also retard our
own recovery by contracting LDC imports from the West. Indeed,
as Rimmer de Vries recently testified, a Morgan Guaranty Trust
Co. study estimates that if capital flows into the LDCs were cut by
$25 billion, OECD growth would drop at least a half a percentage
point. With OECD growth in 1983 expected to be only 1.8 percent,
half of a percentage point represents a significant cut in growth.

The Morgan Guaranty study is hypothetical. But import cuts are
already a reality. A dramatic case in point is Mexico whose 1982
imports from the United States dropped 36 percent from the 1981
level. Consequently, in the course of a single year, the U.S. balance
on merchandise trade with Mexico swung from a $3.7 billion sur-
plus to a $4.5 billion deficit.

The international economy is too vulnerable to this kind of con-
tradiction to permit a continued decline in lending to the Third
World. Private banks have a collective interest in extending suffi-
cient new money to permit the developing countries to service their
debts. Western governments, including our own, have a similar
stake in seeing that the LDCs have sufficient capital to pay for im-
ports of goods and services that will enhance LDC productivity and
contribute to world economic expansion.

The United States, I believe, stands ready to do its part in this
effort. Where appropriate, we will provide funds, as was the case
with Mexiro, through bridge financing, CCC credits, Eximbank
loans or swap facilities.

This administration will also be seeking congressional support
for the expansion of IMF resources, coming directly to Senator
Pell’s question. In just-concluded negotiations last Friday, member
countries agreed upon a quota increase of 47.5 percent. The U.S.
share of this increase will be approximately $5.8 billion. I might
note that the quota increase is not a U.S. budget item—this, I
think, is going to be responsive to your point, Senator Boschwitz—

i
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for it represents an exchange of financial assets; cash in exchange
for a drawing right on the IMF.

More importantly, our quota represents an investment in inter-
national financial well-being. The purpose of the IMF is not to pay
off old debts, but to encourage sound policies. Indeed, indications
are that a borrowing country’s creditworthiness tends to improve
with the successful implementation of an IMF program, and pri-
vate lending then generally increases rather than declines. A quota
increase is thus an inherent component of any program to encour-
age world economic growth.

Another component of such a program is the expansion of the
general agreements to borrow. A GAB was initially established by
10 industrialized nations as a backup line of credit to be drawn
upon solely by the 10 contributing countries.

However, late last month in Paris, the United States, together
with the other nations of the group of 10, agreed to almost triple
the GAB from 3$7 billion to $19 billion. Our share of this expansion
is $2.6 billion. I think, incidentally, the number that is being
quoted is the sum of the $5.8 and the $2.6 billion. That is where
that $8.4 billion figure comes from. :

Unlike the traditional GAB, access to this expanded fund will
not be limited to the G-10 alone, but will be accessible to any coun-
try whose liquidity problems threaten the financial system as a
whole.

Our share of the IMF quota increase and the GAB expansion

. totals 38.4 billion. This is the amount we will be asking Congress to

approve before the end of 1983. And Secretary Regan, of course, is
the pointman in presenting that to you, but I want to say here that
I fully support what he is doing, and I think the combination of
Don Regan’s efforts and Paul Volcker'’s efforts with other finance
ministers, and central bankers, and Jacques de La Roussiere, an
outstanding international civil servant, has been very important
here and effective.

Let me turn to the trading system. Even if the sustained bank
lending and increased IMF resources prevent a sharp contraction
in LDC liquidity, the success of our financial efforts will ultimately
depend on adjustments in the trade accounts of developed and de-
veloping countries alike. Import cuts can provide only so much;
export growth must lead the way in the recovery of the LDC’s.
Therefore, we must resist protectionist pressures and seek to pre-
serve the system of open trade we helped to build.

The recession and high rates of unemployment in the West un-
derstandably have increased protectionist pressures. The 98th Con-
gress will probably confront local content legislation, agricultural
and other subsidies and a host of protectionist proposals directed at
hard-hit sectors such as steel and autos,

These protectionist moves threaten to impede our own recovery
and economic expansion generally. Quotas, tariffs, and other trade
barriers raise costs to us and deny borrowing countries the hard-
currency earnings needed to service their debts and buy our ex-
ports. Conversely, open trade speeds resources to their most pro-
ductive uses and creates more jobs than it destroys.

That does not mean, however, that we should acquiesce in other
nations’ trade-distorting practices, expecially those imposed on sec-
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tors such as agriculture and services, in which we enjoy a compara-
tive advantage.

This is what we were discussing just before coming here, Mr.
Chairman.

Subsidized agricultural exports from the EC, for example, have
enabled European farmers to expand their share of third country
markets at the expense of U.S. farmers. In response, we recently
sold subsidized wheat flour to Egypt.

Temporary, trade-distorting measures such as the wheat flour
transaction can be justified on the ground that ‘“when all the world
is mad, ’tis folly to be sane.” But we should remember these are
insane things to be doing.

Temporary measures tend to become permanent; and retaliation
has an inherent tendency to escalate. Constructive negotiations—in
which we meet unreason with reason—present the only lasting so-
lution to protectionist problems such as export subsidies.

We have a situation emerging where, for example, through this
competitive subsidy program various countries in the world will be
producing butter, and as the butter gets sold in the world market
and winds up in the Soviet Union, through this insane system of
subsidies butter will be produced and sold to the Soviet housewife
at about one-quarter the price the American housewife pays for it.

Can anyone explain why that makes sense? I do not see it.

We will, therefore, work within the GATT to remove barriers to
the export of U.S. services and agricultural products, In addition,
we will work on a bilateral basis, as I did on my trip to Japan, to
roll back trade barriers. Difficult but important negotiations with
the EC on agricultural trade subsidies are now in process. Finally,
- we will seek concrete ways of implementing the open trade pledges
made by the major industrialized countries at the Versailles
Summit and the GATT Ministerial.

Turning to the monetary system, trade is encouraged by stability
in exchange markets—something we have not had in recent years.
The instability of relative currency values over the last decade is
basically a reflection of turbulent economic conditions. But several
developments have created recent problems for the trading position
of U.S. producers.

Financial flows, for example, are having a powerful effect on ex-
change rate movements. This presents difficulties from the stand-
point of trade. During 1982 financial flows into the United States
led to the greatest appreciation of the dollar since the beginning of
floating rates in 1973. The strong dollar increased the price of U.S.
exports and decreased the cost competitiveness of U.S. industry.
Consequently, the U.S. trade deficit in 1983 is expected to widen.

Moreover, if large outyear budget deficits are not reduced, they
will consume U.S. national savings, which already accumulate at
the lowest annual rate in the industrial world. A shortage of sav-
ings would drive up both real interest rates and the dollar, thereby
further widening our trade deficit.

In other words, what is happening to us here is we suddenly find
ourselves in a kind of Switzerland position where big financial
flows are having an effect on the value of the dollar. The market is
behaving just right. I mean it is reflecting what is happening. How-
ever, when you look at trade, that strong dollar is making our
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goods much less competitive in third markets, thereby presenting a
real trade problem to us.

An additional problem we face in the international monetary
system is the great volatility in exchange rates. For example, be-
tween May and November of 1982, the yen depreciated from about
230 yen to the dollar to 276, raising the price of US. exports in
Japax} and third country markets, and reducing the price of Japa-

the yen had swung back to its previous level of 230.
This point was made very vividly to me by Lee Morgan, the head
of Caterpillar Tractor. And the effect of the big swing was basically

clear. What is clear, however, is that the problem warrants close
study by the major currency countries.
Finally, even if we succeed in increasing LDC liquidity, preserv-

West and their own financial problems by cutting imports and
curbing economic growth. Aggregate real LDC growth this year
will be about 1 to 1.5 percent—the lowest since 1950. African coun-
tries have been especially hard hit because of their dependence on
exports of primary commodities. Increasingly desperate, they are
tempted by repressive strategies and radical panaceas.

LDC austerity can, if excessive, risk political instability that en-

dangers U.S. strategi‘c interest_s. In th}s hgmxsgherg, economic diffi-

terest in Middle East stability.

In short, our own strategic interests dictate the following rule:
While LDC adjustment is necessary, such adjustment must take
place within the limits of the politically possible, and with suffi-
cient financial support to maintain stability and spark renewed
growth.

This analysis has, by necessity, been quite general. Yet I think
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For if we expand, while simultaneously erecting protectionist
barriers, neither the LDC’s nor the industrialized countries will
benefit from that mutually reinforcing boost to recovery provided
by open trade. In shutting out goods {rom the rest of the world, we
will incur not only the usual costs of protection—higher prices to
consumers and jobs lost in the export sector—but retard our own
recovery and threaten the world economic system as well.

Our challenge, therefore, is to revitalize the international finan-
cial system; preserve and extend the benefits of open trade; im-
prove the monetary system; and insure political stability in the de-
veloping world. This administration is working hard to achieve
these four objectives, all of which contribute to world economic ex-
pansion. Our own economy will play a leading role in that expan-
sion. As a result, we have an opportunity to demonstrate the con-
tinued viability of our market-oriented economy, and the democrat-
ic institutions 1t supports.

Thank you, Mr. Chairman.

The CuHairMAN. Thank you very much, Secretary Shultz.

Because of the number of Senators here this morning and the
time constraints we are working on, without objection we will go
on a T-minute rule.

Mr. Secretary, just before we came in here we met with farm
leaders, and they put the question to you of the problem of the
United States being a stable supplier and supported strongly ac-
tions taken by the administration in contract sanctity.

There was a position taken on those pipeline sanctions, which we
appreciate, a position of leadership that you and the President

took. Could you say something about long-term contracts with the

People’s Republic of China, and longer than a 1-year extension that
has been already committed with the Soviet Union? Are we work-
ing toward a longer term agreement so we can destroy this image
that we are not a reliable supplier?

Secretary SHULTZ. First 1 think it is very important for any
trader to be viewed as reliable, so that when we say weé will do
something or I as a private businessman or farmer or whatever say
1 will do something and I sign up to that, that the person 1 am
signing with can count on it. That is an essential ingredient in
trade, so we have to cultivate that idea, and sometimes, unfortu-
nately, things happen that make it necessary to break a contract.
But I think that we should view that as something that happens as
a last resort and under the most extreme circumstances. ther-
wise, we lost our position in the trading world.

As far as agricultural sales in China and the Soviet Union are
concerned, of course, those represent both large potential markets
for our farmers. Both from the standpoint of our farmers’ role’in

our own markets and from the standpoint of the attitude of people

to whom we are selling, reliability is an important ingredient.
Other things reasonably equal, long-term agreements are desir-
able because they tend to give information about what is happen-
ing to the marketplace and provide a level of assurance to both
suppliers and consumers about what can happen. So as a gener
proposition 1 think they are desirable.

In order to move forward on them 1 think we need an atmos-

phere that is congenial to the expectations implied by long-term
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agreements; so it is an important part of our diplomacy to try to
upgrade that atmosphere. Obviously it takes two to do that, and it
is a great big broad problem, and I hope we can make headway
with it. But it is a difficult situation to predict.

The Cnamrman. Will consideration be given to not only increas-
ing the limits at the bottom—6 million tons now—but also increas-
ing the maximums”?

Secretary Snurtz. All of these things would be part of any nego-
tiation, and just where one would come out would remain to be
seen. Right now there seems to be an atmosphere of surpluses in
the agricultural field. It isn’t always that way, as we can all re-
member, and nature tends to have a way of imposing some vari-
ability. And so you have to be ready for both types of situations.

The CHAIRMAN. In your statement you touch briefly on a prob-
lem that the strong dollar creates for the competitiveness of U.S.
exports. We hear not only from farmers but manufacturers on this.
From your view or our view the overvalued dollar is a critical im-
pediment to increased exgports.

From your own perspective as an ex-budget director should we
first be doing more to reduce the future budget deficits; what else
could be done? Second, do you think with resepct to the yen that
the yens value as against the dollar is entirely set by the free
market, or there are things that Japan could do to bring the yen in
closer parity to the dollar? '

Secretary SHuLTz. Two different questions there, one having to

do with the monetary system and the other the budget. Let me -
. take the first and then the second.

I did not say that the dollar was overvalued or that the yen was-
undervalued. The market has made an evaluation. What is happen-
ing is that we have tended historically to think of the dollar or cur-
rencies as reflecting sort of trade flows and relative inflation rates,
and then the values sort out to bring about some stability there.

A few countries have had a rather different problem, Switzer-
land being the outstanding one, because it has in a sense as much
the characteristics of a bank as it does of a country. Financial flows
have been very big there for a couple of reasons. Particularly in
the last couple of years there have been very big financial flows
into the United States, and they have tended to become very im-
portant in setting the value of the dollar.

The market has correctly reflected these flows, so in that sense
you cannot say it is overvalued or undervalued or anything. The
market has been reflecting these facts: That money has come to
the interest rates here and, I believe, seeking a safe haven. The
fact that money keeps coming even though interest rates are going
down is a measure of that fact. But it poses problems for our mer-
chandise trade, and that is something that we have to scratch our
heads pretty hard about.

There is no evidence that the Japanese have been maneuvering
the value of the yen; and that has been looked at very hard by the
Treasury, and they see no evidence for that whatever. It is more
along the lines of what I suggested.

I would point out also in the President’s Economic Report there
is a very interesting chart that shows the cross rates with the
dollar of the yen, of the Deutsche mark, of some other currencies,
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but the yen and Deutsche mark are the two principal ones there.
The track is rather parallel, so you have a broad influence here.

On the budget side, I think the outyear deficits are the thing to
focus on. Personally, I think that the deficits in the current fiscal
year and 1984, while it would be desirable to compress them some-
what, are nevertheless ones we can live with. It is the outyear defi-
cits that are frightening to financial markets.

Just what they will turn out to be, of course, remains to be seen,
and I do not have total confidence in our ability to project exactly
what our economy will look like 5 years from now; but people have
done the best they can, and we see that there is a substantial defi-
cit. The President’s contingent tax proposal I think is a good one
and a way of addressing that, and of course, the spending side
needs to be worked on continuously and hard. .

The CHAIRMAN. Thank you, Mr. Secretary, and congratulations
to you on a much-needed and I think an outstanding trip to the
Far East.

Senator Pell.

Senator PeLL. Thank you, Mr. Chairman.

In connection with the exclusive economic zone, under which you
know, we would have the exclusive right to all living and mineral
resources within a 200-mile area on a line from our shores, what
are the plans of the administration? Do you plan to move ahead
with a unilateral declaration on that, or would you be willing to
wait until we have had a hearing on the matter?

Secretary SHuLTZ. You catch me unprepared, Senator Pell. I

-have thought about the Law of the Sea Treaty a lot, and that is a
" point that I have not registered on. I know that we feel that the

200-mile limit that is established in the Law of the Sea Treaty is
something that we would claim for ourselves and do claim for our-
selves. Certainly a hearing is fine, but I am not sure what the jux-
taposition of a formal declaration in a hearing is. I would have to
get back to you on that.

Senator PeLL. Let me submit that in writing, if I may, sir.

Secretary SHULTz. Certainly.

Senator PeLL. I thought your statement was excellent. I found
that even though I am no economist myself, I understood it and its
thrust. But I speak to you as a representative of an administration
which is terrific in communication, headed up by a great communi-
cator, and in this regard I want you to imagine yourself not having
a group of friendly Senators here but having as I had a couple of
weeks ago, 500 very angry individuals without enough fuel, cold,

" not enough food, some of them depending on soup kitchens, some of

them looking for lodging.

Many people are very upset at the foreign aid program and its
corollary, the IMF. When you add these figures up, they really are
tremendous. How would you in very simple terms explain to people
who have no college degrees, half of them no high school degrees,
what the advantages to the American poor and unemployed and

- cold and hungry Americans are of the aid program?

Secretary SHuLTz. There is a lot of variety in the programs being
spoken of. There is the support for the IMF and the General Ar-
rangements to Borrow. There we essentially have asset trades in
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the interest of maintaining the health of the system and keeping it
from breaking down.

Senator PELL. To these people the system has broken down.

Secretary SnuLtz. Well, it has broken down but not irreparably.
The question is to keep things together so that as our economy ex-
pands, that can take place with as much flourish as possible; and
people will be able to get their jobs back or get other jobs, so the
process of job creation can proceed.

I think the evidence for the importance of the international trad-
ing system and financial system to that is overwhelming. The ex-
pansion of trade has been accompanying one of the greatest booms
in history, not only for ourselves but for our trading partners. So
everyone has benefited from that. Their standards of living have
risen. That is the line along which I would try to make the expla-
nation.

It is also true that if our trading partners suffer too badly—and
the developing country examples I gave, such as Mexico, are dra-
matic, we see what that has done to us in many ways. So we have a
stake in keeping other people healthy, just as we have a stake if we
are a member-of a community in keeping the whole community
healthy, not just ourselves alone.

Senator PELL. When it comes to explaining to our people the
question of jobs or the lack of jobs here and the difference in com-
petitive ability that we face—automobiles, for example, where the
Japanese are producing cars with fewer work people, where the
salaries, when you check into it, the benefits of permanent lifetime
employment and the side benefits are not that much different in
wages from the scale that we have here—it is very hard to explain
to them that we are losing our competitive edge. And I think it
takes more than a theoretical explanation.

What I am really groping for here are for some specific argu-
ments that can be used as to why the aid program and free trad-
ing, fair trading, is a good idea; because the protectionist senti-
ment, as you know, is building up very hot and heavy.

Secretary SHuLTtz. I think you have to point, if you are a farmer,
in the fact that 40 percent of our cropland is devoted to exports.
Those exports have to go somewhere, and the people who till those
lands are depended on that trade. Similarly, there are many indus-
tries that export heavily. There are other industries being affected
by imports, to be sure, and some balance there is important and
some sense of pace as imports increase is important. '

In the textile case, for example, there has been a determination
that imports should not increase faster than the rate at which the
market itself grows, at least for now. And the result of that has
been a negotiation to try to bring that into some kind of balance.

At the same time you mentioned the case of automobiles. There
we have an industry where wages rose much faster during the
1970’s than in manufacturing generally, which accounts for part of
the problem. I think the auto union and industry has confronted
this very courageously in the last couple of years. But at the same
time. I think we have to take note of the fact that the cars being
produced off the U.S. assembly lines now are definitely superior to
the ones of 3 or 4 years ago, in my opinion. They are more suited to
the times, they are smaller, they are lighter. I think the quality
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has been improved greatly, so the U.S. consumer is getting some-

thing better. problen
One of the reasons is that our manufacturers saw that if they their e
are going to stay around, they have to compete, and thev have to ment
make a product better; so we are getting benefits from that kind of centrai;
competition. We have to keep remembering that. And thinking come u
about the consumer, too. No amu
Senator PeLL. Thank you. turn th
Thank you, Mr. Chairman. Coulc
might b

The CHairMAN. Thank you.

Senator Lugar. ’ Secre

Senator Lugar. Thank you, Mr. Chairman. that the

Mr. Secretary, in the debate that is shaping up on the IMF, sug- ernmen
gestions were made that restrictions ought to be placed .on US. can do-
banks with regard to amount of foreign lending or other guidelines the idea

R

by our own banking system. It has also been suggested that there portant

ought to be some rediscount window or facility created in which Now,

U.S. banks might discount some of the paper that they have ditions
ok abroad, get out of the international lending business, take a loss think tl
: and write down uncollectible loans so that we are not jeopardized econom;
continuously by this overhang of $500 or $600 billion. with it

What comments do you have on either the guideline issue—that f}i‘g}l}’]ev
W

is, whether we ought to be having guidelines on our banks—and
. whether the banks should either simply mark down these loans or commod
o we should create a facility to handle some rediscount of its paper? food bei

Secretary SHuLtz. Well, on the guidelines, probably that is a prices.
good idea if the enactment is not too specific. When you start new soSO tIhF
methi

regulations, you generally wind up sorry 5 years later, because
there are all sorts of unanticipated results, if you give too little op- should !

portunity for those who are going to administer them to adjust whole, I
them to the circumstances. Senat.

Basically, however, I would have to say this is a subject on which certainl,

I would defer to the Treasury. They have thought about it a lo at home

more than I have had the opportunity to do. . in India

As far as creating some sort of governmental discount window planted

- through which our private banks can unload their debt, I am very will hav
B dubious about that. I think that it is desirable for our banks to be Secret
s in the international lending business. It is a good business for Sem}“
them, and they should take their part in financing the internation- ently is

al economy. parts an

I think it is a problem that there is a retreat going on now. We On th

need liquidity in the current situation. The answer to these debt attempti

problems, as I tried to develop in my testimony, is to get the State th:

system healthy and expanding; and while I do not want to be advo- or we wi

cating price increases, certainly there are many primary commod- Secret

ities right now that are very depressed in their prices. So if we saw and proy

some comeback in those prices and we saw world expansion coming ly what

along, I think a lot of these debts would look different and could be do is dif

handled. I would rather see them worked out that way. and hea

Senator LuGaR. Mr. Secretary, in your testimony you stressed that is p

this thought: that as opposed to a debt repayment problem we froSr:nthte

atc

ought to be thinking in terms of income earnings for many coun-
tries that are growing. But is this not primarily a political problem The Ci

in the sense that even if IMF or other loans are made is not the Senatc

Senatc
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problem of growth within those countries essentially the nature of
their economic systems? In other words, what kind of encourage-
ment could we give to private enterprise in those countries whose
centralized economies have rather poorly used their assets and
come up with horrendous debts. Poland is a good example of this:
No amount of IMF lending or private lending would apparently
turn this around at this point.

Could you address yourself to the political dimensions of what we
might be able to do?

Secretary SHULTz. One of the advantages of the IMF, I think, is
that the IMF is able to develop conditions for loans with the Gov-
ernment better than we ourselves or any other single government
can do—and certainly far better than private lenders can do. So
the idea of so-called conditionality with IMF loans I think is an im-
portant idea to preserve and enhance.

Now, then, you have to come to the question of what are the con-
ditions and how much sense do they make. Broadly speaking, I
think the IMF has tried to develop conditions that will help the
economy involved regain its momentum and its capacity to deal
with its debt. However, the IMF just cannot dictate things to
people, and different countries have their own ideas about what
they want to do with their tax system. Many have prices of basic
commodities that are controlled at a very low level—energy and
food being two big examples—and it is difficult to let up on those

rices.

P So I do not think that a standard of perfection by our lights is
something that we can see imposed everywhere; but I think we
should like to see things moving in the right direction. And on the
whole, I think the IMF is trying to do that.

Senator LuGaRr. Let me just add a comment to that. Senator Pell
certainly has had an experience similar to those of each one of us
at home during the recess. I would say on behalf of my constituents
in Indiana that we appreciate that 2 out of every 5 acres being
planted in our State will be exported, and we hope that someone
will have the money to pay for it.

Secretary Suurtz. Well, that is what we are talking about here.

Senator Lucar. One out of every eight manufacturing jobs pres-
ently is for export—goods and services, machinery, mechanisms,
parts and so forth. Without export we are dead in the water.

On the employment side—and I think this is the point we were
attempting to make—I would say simply that it is clear in my
State that we will have to have export financing facilities available
or we will have higher unemployment.

Secretary Suurtz. I think export financing facilities is one point,
and providing some funds to the IMF is another point; but basical-
ly what we are trying to do, it seems to me, or should be trying to
do is different. We should be trying to help provide an expanding
and healthy world economy so it is that fundamental expansion
that is providing the market into which we are selling, as distinct
from the particular stimulative devices that are talked about.

Senator Lucar. Thank you very much.

Tue CHAIRMAN. Thank you very much.

Senator Sarbanes.

Senator SArRBANES. Thank you, Mr. Chairman.
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R Mr. Secretary, I am a little concerned about a possible implica- Senato
: tion of your statement. You are not asserting, I hope, that no loans cause Ity
were made to countries now in difficulty at a time when careful Secret:
and prudent analysis of their situation would have argued against Senato
making the loans. should w
I understand your point about the assumptions under which down th:
people were proceeding in the mid-1970’s with respect to export For in:
growth and low-interest rates, which you outline in your state- vate loar
ment, but are you suggesting that all of a sudden one morning we comment
woke up to discover, to our great surprise, that we had a difficult happenir
problem which no one could have seen coming if he had taken a accumul:
more careful look? Secret:
Secretary SHuLrTz. No, sir. I think I say that many bad judgments this coun
were made. doing. W
Senator SARBANES. If that is the case, should not the request for Senato
an increase in the IMF quotas involve some process to assure that make th
we will not again find ourselves in the situation we now face, oth- the priv:
: erwise, won’t we be back for another increase in IMF quotas some- . banks. B
: time in the future because in having gone down this path without whole fir
& some way to raise early warning flags? Secret:
Secretary SHuLtz. Well, of course, the market has provided a sonally, 1
kind of censure to people, and there have been a lot of bad loans central b
that people have had to record. Quota increases are now associated think th
dramatically with this problem, but of course historically as the ments h:
world economy expands and the need for world liquidity expands, are bette
you would expect there to be a larger IMF facility. So it isn't all other wa
simply related to this particular problem. Senato
I do think the assumptions that turned out to be wrong were ty,” how
very widely held. It is true that some people were saying watch i Secret:
out, this is not going to go on this way and so on. And probably I am 'u;
most of us could find some statement that we made somewhere ti JUS
that said that. So with hindsight and second-guessing, you can look 1t{rt1et§a P
much wiser than a lot of loan officers look right now. ihl uI'l\(l)}r‘l“
That does not mean they should be taken off the hook. That is ¢ € ?
their job to make those judgments, and when they make bad ones, rue lor
they have to pay for it. coglntnes
Senator SarBaNEs. They invariably will be taken off the hook, , olw, ¢
will they not? The consequences that would normally flow from regulato:
such judgments will not be allowed to happen when the debtor is a accept tt
country and when the size of the debt is so large that if we fol- ‘ would be
lowed the normal course, we would give a major shock to the inter- rather re
national financial system. Senato
Is that not simply a given? represen
Secretary SHurrz. I think what we are saying is something like ing the 1
this: We have a choice. We can say that all you countries around to assure
the world, including our own, and ganks, including our own, made back ag:
some mistakes, so that you are going to have to live with those mis- once aga
takes, and we are not going to do anything about it. Let the world should n
system go down the drain. We would rather have it go down the Secret:
drain and then pay for their mistakes than to try to help work the perience.
situation around so that we do not go down the drain. money. ]
Senator SARBANES. That is right. You are not advocating the first back es
approach, I assume. desirablc
Secretary SHuLTz. I am advocating the exact opposite. ing to th

}
Y
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Senator SarBanNEes. No one does advocate the first approach, be-
cause its consequences are tco heavy to bear.

Secretary Suurrz. Right.

Senator SaRBANES. In the course of trying to work this out,
should we not set up procedures to help assure that we will not g0
down that path again?

For instance, what would be wrong with requiring that all pri-
vate loans to governments be submitted to the IMF for review and
comment—let us leave aside approval—so that we know what is
happening and have some sense of how much in private lending is
accumulating?

Secretary SuuLtz. Well, we have through bank regulation, in
this country anyway an ability to know what the banking system is
doing. We do not have a lack of that kind of information.

Senator SArRBANES. Other countries do not require that, and they
make these loans. And in a great many instances, a good part of
the private debt is owed not to American bank’s but to foreign
banks. But the international banking system is interrelated, as the
whole financial system is, as you point out.

Secretary SHuLTz. It is interrelated, and at the same time I, per-
sonally, would not be ready to put into the hands of a kind of world
central bank a regulatory authority over the flow of loans. I do not
think the evidence is strong at all, granted that 'some bad judg-
ments have been made, that on the whole, government judgments
are better than the sum total of private judgments. I think it is the
other way around. :

Senator SARBANES. When you use the word “regulatory authori-
ty,” how do.you define that?

Secretary SnuLTz. I suppose you are saying that you would—and
I am just taking your suggestion, which I thought it to be—any
time a private loan is made outside the country of the lending in-
stitution, that loan should be registered or somehow run through
the IMF for comment. Presumably you mean that that should be
true for U.S. private loans and also for those originating in other
countries.

Now, that sets the IMF up as a central functioning, virtually a
regulatory agency. It is not at all clear that other countries would
accept that. I do not know what our country’s attitude toward that
would be. But I think it is something that I would personally be
rather reluctant about.

Senator SaArBANES. What assurance can we give the people we
represent, as we are now confronted with the question of expand-
ing the IMF quotas, that some safeguards have been put into place
to assure that this situation will not reoccur, that we will not be
back again seeking another increase in the IMF quotas because
once again a number of loans were made that everyone now agrees
should not have been made?

Secretary SuuLtz. We can hope there is some learning from ex-
perience. We can see that some people were caused to lose some
money. I think myself that the private banks have been drawing
back as a matter of fact from international lending faster than is
desirable and that if it goes on too far and too fast will be damag-
ing to the general interests of the private banks.
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But at any rate, it suggests that there has been caution imposed.
Senator Lugar has raised the question of some guidelines insofar as
our own banks are concerned. And no doubt, that will be consid-
ered and should be. But I do not see that anyone can give an assur-
ance that governments will never engage in the exccsses that bring
about and encourage the sorts of problems that we have had.

If you come right down to it, where did this originate? Govern-
ment is responsible for the inflation. The Government of the
United States put on wage and price controls. I was there kicking
and screaming, but I was there. It was a catastrophe.

We kept the price of oil down. It was only when President
Reagan came in that finally the controls were taken off. And we

.see how healthy that result is. So governments made mistakes all

through this process that have helped create an environment
where lots of other people made mistakes, too. I do not know that
we can lay down a guarantee that Government will never make a
mistake again.

Senator SARBANES. Mr. Chairman, my time is up. I just want to
make an observation. I think the administration ought to be giving
some constructive thought to coupling their request for an increase
in the IMF quotas with some procedures to provide assurances that
we will not go down this path again.

In saying that, I am not using the debater’s device juxtaposing
extremes, either that we should assure that governments will
never make a mistake in the future as they have in the past, or
that the alternative is to suggest that the system should just be al-
lowed to collapse, et cetera, et cetera.

But it does seem to me that there is a range where we can work
toward some constructive proposals to link this request for an in-
crease in the IMF quotas to some process—whether it is a review
process, and how it involves other countries, are questions to be
worked out—that will provide assurances in the future that if we
start down the same path, there will be some early-warning flags
raised. Otherwise, we are just leaving it open for a repeat of the
current performance.

The CHAIRMAN. Thank you.

Senator Mathias.

Senator MaTHias. Mr. Chairman, I would like to pursue the
theme that has been raised by Senator Sarbanes and Senator
Lugar of the private sector banks’ involvement in this process, be-
cause I think that it is very close to the heart of the whole remedy.

Senator Sarbanes says that the banks will escape the conse-
quences of their poor judgment. During the course of the hearings
that issue was dealt with at some length, and one of the witnesses
said, we are not bailing out the banks, we are bailing them in. And
this, of course, is the fact. :

The President’s request and the IMF increase of quotas by 47.5
percent is not going to do this job. If that is it, in my judgment, we
have a failure on our hands. Another necessary ingredient is that
the commercial banks stay in and live with the consequences of
their prior judgments. And more than that, that the banks increase
their lending on an annual rate of something like 7 percent until
we get through this very shaky period. And it is going to require
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this joint action of the private sector and the public sector to get us
through a rocky time in the world’s financial condition.

Secretary SHuLtz. I agree with that entirely, Senator. [ think
you are absolutely right.

Senator MartH1As. The question, of course, Mr. Secretary, is this.
The commercial banks in the United States consider themselves in
some cases overextended on foreign loans. Maybe in the judgment
of objective observers, they are overextended. But they have to stay
in. Are we asking too much of the banks, not too little but too
much? Many of the regional banks I think would like to get out.

Secretary SHuLTz. I think it is very much in the interest of the
private banking system as a whole to stay in and to provide new
money, as you suggested. When there is difficulty, of course, an in-
dividual bank may want to get out, and particularly regional
banks, which many feel they really do not understand what is
going on very well and have become part of the syndicate.

Senator MaTHiAS. And that is a big group. There are 1,500 re-
gional banks.

Secretary SHuLTz. And they do not have the capacity to get out
and work around the world. They have to rely on the larger banks
that take the lead in the syndicate. So when there is trouble, they
like to retreat. But it is very hard to manage this, because if one is
let out, then everybody wants out and all of a sudden you have a
kind of a run on the bank, in effect.

So I think that it is important to hold these groups together, and
it is not asking too much. It is asking the private banking system
to measure up to its responsibilities and its interests. And so far,
particularly the big banks have been doing a pretty good job of
holding people together.

Senator Martsias. I concur with that. And the regional banks
seem to be willing to stay and seem to be willing to go forward for
the time being. I agree with you that it is in their self-interest as
well as their general interest to do. But you take a rather optimis-
tic view of where we are going economically, and I hope you are
right.

Secretary Suurtz. I do not want to be a pollyanna about it.
There are plenty of problems, and I have tried to identify them:.
But I do not think that we can just sit and wring our hands about
the problems. We have to say, well, there they are, now what can
we do about them?

Senator MaTHIAS. You have to go forward.

Secretary SHULTZ. There are things to do about it, and no doubt,
in the whole picture the most important thing to do about it is to
have the conditions created in the United Stafes whereby our own
economy will expand. That is the key. We are 25 percent of the
world economy.

Senator MaTHIAS. The question was asked, will you have to come
back again for another quota increase? And I would think that if
the projections of growth are accurate, if they are realized, that we
may get through on this quota increase for the foreseeable future.
But you would not suggest, would you, that if the world economy
does continue to stagnate, that there may not have to be another
review of IMF capacities? ;

- -~ s
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Secretary Suurtz. I would not say that, nor would I say that if
things work out well, there would never be another review of IMF
capacity, because that capacity has to reflect the general scope and
size of the world economy. So if 10 years from now or 5 years from
now things have worked out well, we will have a much bigger en-
terprise, in effect, to try to manage.

Senator MatH1as. I think clearly the consensus agrees with you
that we have to have growth, No. 1. That is the essential ingredi-
ent. And if we have it, we have a fair chance of avoiding further
immediate difficulties.

One thing that you mention in your statement about which there
is not yet a consensus is the question of exchange rate stability.
Clearly, the poor relationship between the dollar and the yen, as
you have described it very vividly is the root of many of our trade
problems with Japan. It has swung wildly in the recent past. When
our inflation rate should have been pushing it one way, it went the
other way.

Should we have some kind of international arrangement that at
least controls the far end of the swing, perhaps not the day-to-day
fluctuation, but the wild swinging of currency rates, something like
the European “snake,” which I do not pretend to fully understand
but which seemed to work. :

Secretary SHuLTZ. Some very exotic terminology. Back in the
early 1970’s we had the tunnel and then we had the snake in the
tunnel and a lot of jargon like that. It was great. ’

Senator MaTHIAs. But do we need something of that kind?

Secretary Suurtz. Well, this is a question that is raised a lot, and
I would not lay down an answer. I think that it is important.

Senator MaTHIAS. You have a lot of company in not being willing
to lay down an answer. )

Secretary Suurtz. I think it is important that the system be
flexible. The par value system of the 1960’s bdsically broke down
because there was no way for the dollar to get itself adjusted to
what was happening. Other currencies all could play off against
the dollar, but the dollar was frozen. The floating system now
opens that up. The extremes of volatility I think have reflected the
fact that we have had a tremendous amount of turbulence connect-
ed in considerable part to the big swings in oil prices. And if the
situation becomes less turbulent, there will be more stability.

So in that sense, the exchange market is more a thermometer
registering the heat than it is a producer of the heat itself. Wheth-
er or not now there should be some effort to give the system some
additional constraints is a question that I am sure is being consid-
ered. And I would not want to leave it at that. I would think the
way to approach it is to think in terms of just a few currencies
rather than the whole world currency system.

The currencies that are in the SDR basket are the main curren-
cies. And if the relationship among them or even among, say, the
dollar, the yen, the Detitsche mark, the French franc and the
pound were a little more stable, then everything else kind of re-
lates itself to that, and it may be that something can be done to
bring that about.

There has been a study of the effects of intervention that is
about completed. And I do not know what the results of that are.
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Secretary Regan will be testifying, and he will be in a position to
tell you about those results. I would be surprised if the study shows
that intervention can really affect basic values. It does not figure
that it is able to do that.

The CramrMaN. Thank you, Senator Mathias.

Senator Biden.

Senator BipEN. Thank you very much.

Mr. Secretary, what we need is a mongoose in that tunnel. The
fact that has been mentioned time and again in the discussion that
has gone on here about imprudent bankers making decisions raises
the questions whether the Government makes decisions that are
equally as imprudent or maybe even more imprudent and who is
the cause. One of the problems that folks like us on the committee
have in doing what I think has to be done—and that is, acceding to
the request you are making—is a purely political one. Not in the
Democratic-Republican sense, but in terms of explaining it to our
constituencies and explaining it to some of our colleagues on the
floor of the U.S. Senate.

And what concerns people—I think I know the answer to this,
but I would like to hear you say it—what concerns people is that
when Government makes a mistake, they know they are sort of a
stockholder and they lose. But everybody loses in the country: The
taxpayer, the stockholder in a sense.

But when a private enterprise makes a mistake, particularly
banks who are not really well liked anyway—in my State, at least,
and I do not come from a State that is unaccustomed to dealing
with banks and corporate entities—they feel like they are being
“had” and that only a relatively few people, relatively wealthy
people are “being bailed out.”

My first question is: Is it practical from an economic standpoint
for any of the banks to get out?

Secretary SHurtz. Well, if it is just one bank, it is practical. But
if one person gets out, everybody else wants to get out, and if ev-
erybody gets out, then you bring about just the situation you are
seeking to avoid.

Senator BIDEN. The reason I ask that is I do not think it is a very
fruitful discussion for us in the Senate to be discussing, whether or
not the banks want to, are doing us a service by staying in or are
being done a service by staying in.

The fact of the matter is, we are all in this mess together, and
the banks just purely from their own economic standpoint know
that one could get out but that might cause a run so they know
there is not much they could do if the Government does not do any-
thing, on the one hand. On the other hand, we sit here and we
know that we have to do something, at least I think the majority of
us do, that we have to do something to prevent what is a potential
disaster.

Now, my question is: Is there anything, would there be any
way—I think I know the answer to this, but I just want to ask it—
is there any way that the U.S. Congress could so construct condi-
tions upon this additional money that would result in kLelping avoid
the catastrophe we are worried about; that is, doing its Jjob, bring-
ing about some stability without any profit accruing to the banks?
Could you say, to be bizarre about it, we will come up with the ad-
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ditional money that we think we need but there will only be princi-
pal paid back by these countries to the banks; the banks have to
swallow their interest; they are not going to make any money?

I know that sounds ridiculous, but those are the kinds of ques-
tions I get asked by my constituents. As I said, I think I know the
answer, but I would like to hear you respond to that question. If
you were at a town meeting in Dagberg, Del., what is the answer to
that question? If it goes beyond 60 seconds, they do not listen.

Secretary Snurrz. I think it is unwise to approach it as a puni-
tive matter. The way to approach it is to try to make the system
healthy, and then everybody can prosper.

Senator BipEN. Well, I will be the devil’s advocate. Let’s say I do
not want those banks to prosper. I do not care if they are going to
prosper. They are going to take my tax dollars. Is theie any way
we can prevent it from being a disaster but make them pay the
price for having made the bad judgment they made?

Secretary Suurtz. Well, I think that when people approach our
financial system with minds made up that says no one should pros-
per in our financial system, you have a fundamental problem
there.

Senator BIpEN. No one should prosper for their mistakes.

Secretary SauLtz. Well, they are not prospering from their mis-
takes. They are suffering from their mistakes. The question is how
drastically and how catastrophic do you want to make it?

Senator BIDEN. That is good enough answer. I will try that one
next time. [Laughter.] i

Secretary SuuLtz. I think with a little thought, I could do better.

Senator BIDEN. I am going to ask you to maybe write a speech
for me to justify what I am about to do.

Let me say on a more serious note, all of your proposals relating
to the amount of money we are talking about here are premised
upon certain assumptions with regard to economic growth not only
in this country but around the world, that we are going to be
coming out of this recession, which is not only U.S. recession but a
worldwide recession.

Have you calculated how those numbers change if, in fact, we do
not have an economic growth for fiscal year 1984 that the Presi-
dent is predicting in terms of U.S. economy, which is, as you point-
ed out, 25 percent of the whole ball game, and the world economy
generally, or just take the big three, four, or five nations?

Secretary SHuLTz. I have not tried to run through the economet-
ric models of what happens to this, that, or the other. But obvious-
ly, if our economy fails to grow and the other industrial economies
fail to grow, that is very bad news, and that tends to make borrow-
ings and debts look worse. And you can say that that shows that
the judgment was bad to make the loan in the first place, but I do
not know that that is necessarily the case.

Senator BIDEN. I would not argue that, just for the record.

Secrctary SHULTZ. It is just like saying if things go bad and some-
body has to foreclose on the debt for a farm, say, that the judgment
was bad to have made the loan in the first place. That is not neces-
sarily the case.

Senator BipEN. The reason I asked the question is along the
same lines I thought Senator Mathias was pursuing, and that is
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that I would think we should be realistic with the folks and with
our colleagues and with the country and be saying, look; we are not
making this infusion conditioned on the notion that we will never
be back at it again. I think we should be more honest about it and
say, this is what is needed now, we may need more.

And my time is up. One last question, like everybody always does
in this committee when their time is up. We are not going to do it
this time, apparently. OK, I will not ask it. [Laughter.]

I just do not think you should be increasing aid to Turkey by a
quarter of a billion dollars this time. But I will get back to that.

The CralrmaN. Thank you very much.

Senator Boschwitz.

Senator Boscuwitz. That was an afterthought, Senator Biden.

We find, Mr. Secretary, that Senator Biden, Senator Pell, and
myself, who are more imminently facing our constituents in elec-
tions, have a greater interest in not intellectualizing the banking
system, though I must say I have learned something about the
banks from both my colleagues from Maryland.

However, as Senator Lugar pointed out, our farmers certainly
understand that large portion of what they produce goes into for-
eign trade. But they do not have an explanation, or we do not have
an explanation, when our country gets involved in the bilateral
type of situation with Brazil, as we recently did, when they subsi-
dized so heavily their agricultural exports in competition with our
farmers.

I am careful in the legislation that I introduce. I am not particu-
larly wild-eyed, but I am one of the Senators who has introduced
some of the legislation you warn us about in your statement, that
the 98th Congress you said will probably confront legislation in the
agricultural and other subsidies, a host of protectionist proposals.

I have indeed introduced such legislation because I do not feel
that some of our trading partners in the agricultural field or in
other fields, particularly Japan, are going to lower some of their
subsidies or some of their tariff barriers unless we confront them
rather blatantly and straightforwardly with the understanding
that we will act similarly.

They have not fired the first shot of a trade war; they fired sev-
eral salvos already. And we find ourselves being excluded from
world markets. So I was very approving with respect to the sale of
flour to Egypt. In that one sale we sold more wheat flour than we
had sold in the entire preceding year of the entire year before that
to the entire world.

But my question is, Mr. Secretary: Our negotiations with some of
these countries have not been very productive, and they just keep
on doing the same old things and referring the cases to the GATT.
It has taken almost a decade so far in trying to get the resolution
to some of these cases. Would you respond to the necessity of such
legislation that several of us have introduced for the purpose of
ridding the world trading place of some of the subsidies that are
imposed upon it by our so-called allies or some of the barriers that
they impose against our trade?

Secretary Snurtz. I think it is very important to keep things
from closing up further and at the same time do everything we can
do to get them opened up more. We do have to shake people and
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say, wake up, world, if this continues and we really get into a com-
petitive protectionist subsidy game, it is bad for everybody.

And if the United States really gets into it, we can have a devas-
tating impact because we have a very deep pocket, when you get
right down to it. And if we start a big agricultural subsidy war and
that becomes the common way in which agricultural products are
marketed in the world, no doubt, we will be able to do our share.
But the nut of it all will not be good; we will in effect, be, giving
product away.

So I would say that the wheat flour sale that I referred to in my
testimony and that you mentioned was on the one hand designed,
of course, to sell some of our product but also to say to people that
we are serious about this problem and we think that the negotia-
tions to resolve these problems better be taken very seriously by
everybody or this whole thing can slip out of control.

Senator Boscawirz. Well, perhaps that is the answer then to leg-
islation—that our Government exerts its seriousness 1in that
manner. Perhaps this also includes that butter sale you spoke of
since we sell the butter at about the world market price. Since it
has sold at about half of the price that was taken to remove it by
the CCC, 1 am sure that the butter would not be sold at one-quar-
ter of what the American consumer would pay for it in Russia—
unless they do subsidize it.

But the last time we sold a Communist nation some butter, they
objected because it is salted, and that is not particularly desirable.

Secretary SHuLTZ. Not only did they want to cut price but they
want to have it to their specifications.

Well, there is not much you can do with
salted butter in the world market unless you melt it down.

1 see you also mentioned services. I am aware that that is becom-
ing a very significant element in our exports. And also 1 am aware
that there were never really any considerations given to service ex-
ports, and as a result, rules or barriers have not previously arisen.
But those barriers are now arising. Service exports 1 think have a
very promising future for this country, and I would hope our Gov-
ernment would take a very firm viewpoint with respect to the erec-

tion of barriers in that regard as well as with respect to agricul-
ture.

Secretary Suurtz. We have been taking the lead in trying to get
attention to that in the GATT, and there now is at least, a study
under way of that general area. Of course, services is a word that
covers a gigantic array of things that are very unlike each other,
and in the end as this process proceeds 1 am sure there will have to
be a breakdown of that word and much finer categories introduced.

Senator Boscawirz. Mr. Secretary, 1 know that you are very
short on time, and it is 12:15 and there are still a couple of Sena-
tors who yet are to question you.

1 agree with your statement about the positive effects of a de-
cline in oil prices to $20 a barrel—you give that as a for-instance, 1
think that if open market principles were to play a part, oil cer-
tainly would be at that price or lower. And I believe that it will
reach those prices, and 1 do not have much sympathy with the oil-
exporting countries or those banks which have made loans to those
countries. I hope you are right. I hope your example is correct.

-
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I hope also the increase in economic activity that will result will
make the loans of many of the banks now in Jjeopardy much better
while it makes others much worse. I feel sorry for the banks that
feel sorry for the oil-exporting countries. It is kind of like feeling
sorry for the guy who kills his mother and father and throws him-
self on the court for mercy as an orphan.

Secretary Suurtz. I had not really thought of the analogy that
way.

Senator Boscawirz. Well, I have. And I think that the decline in
oil prices will do a great deal in treating our general economic re-
covery.

The CHAIRMAN. Thank you, Senator Boschwitz.

Senator Dodd. ’

Senator Dopp. Thank you very much, Mr. Chairman.

Mr. Secretary, let me quickly state that I found your statement
to be extremely worthwhile, and I agree with an awful lot that you
have said here. Senator Glenn and I took about 10 or 12 days in
January and traveled to Central and South America. We spent
most of our time in Mexico and Brazil, principally on the question
of international indebtedness. As you know, there is approximately
$190 billion between those two countries alone, of the some $700
billion in worldwide debt obligations.

Briefly, let me tell you, and 1 am sure Senator Glenn would
agree, that our assessment was that both Mexico and Brazil are
going to make it. Brazil is probably in a little better position than
Mexico. '

Mexico has some serious problems, and the question of reduced
international oil prices, while it is very encouraging to the over-
whelming majority of nations in terms of their ability to meet their
obligations, given the existence of a 2,000-mile border with Mexico
and its dependency on oil sales for a good part of its economic re-
covery program, this price reduction could have catastrophic impli-
cations in terms of immigration and the stress and strain it would
place on our frontier. '

But let me bring up one other point here. We have concentrated
pretty much this morning on the question of the IMF and the eco-
nomic recovery program. I would like to turn to the foreign assist-
ance request that the administration has made for fiscal year 1984
along with its supplemental for 1983,

My concern is this. I could not agree more with your statements
about economic stability in the world and how important that is,
not just in terms of economic recovery but also because the politi-
cal implications associated with economic stability are so profound:
It is something I think you would agree with wholeheartedly.

And yet, as I look at the request that has come before us, total-
ing some $13.5 billion, an increase of almost $2 billion over the pre
vious year, the bulk of the program as $9.2 billion of the the 313.5
billion is in security and military assistance. .

Now, I am not one who suggests that we ought to eliminate mili-
tary assistance programs. And I understand that a good part of it
goes to Israel and to Egypt. But when you see a 20.8-percent in-
crease in military aid and only a 3.3-percent increase in develop-
ment assistance for fiscal year 1984 is seems to me that our actions
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in terms of providing funds for economic recovery are clear]y
unsatisfactory. y

I would also point out to you that historically the coalition in
this body and in Congress generally that have supported foreign as.
sistance has been formed of those who generally agree with the de
velopment assistance programs and have had some concerns abouyt
military assistance. Increasing dramatically as we are the amouni
of military assistance jeopardizes that coalition in Congress at 3
time when we may need it most.

I wonder if you might address that general observation and the
concern that I have both with respect to the increase in military
assistance worldwide; and also the concern that I have that the co-
alition in Congress may evaporate if, in fact, this trend continues,
You have heard Senator Pell, Senator Boschwitz, Senator Biden,
and others as well talking about constituent concerns regarding
foreign aid generally. And when we see the increase in military as-
sistance, I think that concern becomes even more alarming.

Secretary SHuLTz. Our request is for $14.5 billion all together.
and represents an increase of 4.6 percent in current dollars from
our request least year. In other words, in real dollars, it is about a
wash. Now, the way it was broken down between security assist-
ance and economic assistance is not precisely the way it looks in
those categories. As we tabulated in the security assistance pro-
gram of $9.2 billion, $6.2 billion is strictly military aid, and the bal-
ance,.$3 billion, is essentially economic growth-oriented money.

; Sgnator Dopp. Economic support funds, balance-of-payments
unds.

Secretary SHULTZ. In the economic assistance program, you have
a total of $5.3 billion, so if you add economic support funds and the
economic assistance together and compare it with the military, you
have a little over half in economic support and less than half, 43
percent of the total, is military aid.

Senator Dopp. Isn’t it a fact historically that the economic sup-
port funds and funds that they are given in grant assistance, are
generally used by nations to buy military equipment, which is
hardly what many of these countries need to be doing. If they hope
to achieve some economic stability, they ought to be investing those
dollars in economic development programs at home.

Secretary SHuLTz. I think in the countries involved, being able to
get themselves some stability is an essential ingredient for econom-
ic development, and if they are being attacked and ravaged by a
guerrilla movement that is being supplied by arms from the out-
side, and they do not have the capacity to contest that, and thereby
to try to create stability within their own country, they are not
going to get anywhere in economic development.

You cannot expect there to be development in the context of a
kind of military harassment.

Senator Dopp. I am not suggesting to you that I am opposed to
all military assistance. It is merely when we were talking about
limited funds, growing domestic concern, the protectionist, isola-
tionist mentality that is very strident in the country, when the
major thrust of your remarks of this morning, ones which I agree
with, emphasize economic stability and the danger of some econom-
ic collapse, then it seems to me at this very hour our limited dol-
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lars ought to be focused in the economic development area. If my
figures are correct, they show a 20.8-percent increase in military
aid, a 2.3-percent increase in Public Law 480, and 3.3-percent in-
crease in development assistance. That is how it breaks down.

Now, it seems to me if these percentages are correct, our actions
in terms of where those scare dollars are going seems to be con-
trary to the declared policy.

Secretary SHurTz. Well, the figures represent our judgment and
the  President’'s judgment about the kind of help that is most
needed for the stability and economic growth of the countries in-
volved, and obviously there is a balance. As we have discussed, I do
not have the numbers classified the same way you do, but when
Mr. Schneider is here Thursday, he will have it classified every
which way and can respond a little more directly to your questions.

But as a general proposition, we have sought to have the right
balance between military and economic matters in the overall
package, and I agree with you that having a healthy economy is
the way to get stability in these countries. At the same time, I am
sure you agree with me that it is hard to imagine that kind of eco-
nomic growth if you not have some stability in the military condi-
tions of the country.

Senator Dopop. I was not speaking specifically of El Salvador. as
the thrust of my question.

Secretary SHuLTz. But you probably had it in mind.

Senator Dopp. I have another question on that one, but I see my
time is up. Mr. Chairman, I gather my time is up.

The CrairRMAN. Thank you, Senator Dodd, very much.

Senator Pressler? |

Senator PrRessLER. Thank you very much.

Many of the areas have been covered, but I would just reiterate
what has been said so well here today regarding the two worlds of
foreign policy. I just returned a few hours ago from my State of
South Dakota, where I had 25 listening meetings or open door
meetings, and almost every one was volunteered. Someone said,
spend less on foreign aid. The big bankers are getting bailed out.
The foreign policy establishment is working against us. I am sure
you are well aware of that.

But the point is, we have to somehow have a marriage between
the world of the Foreign Relations Committee and the Council on
Foreign Relations and the conference in the State Department. We
are coming to a head on this budgetary matter, and you have al-
ready answered that or responded to it, but is there any way that
you can expand on your public statements to explain to the small
business, the farmer, the wage earner that there is a great deal of
feeling from some of the TV reports. I am sure you are well aware
of it. In the 25 which were held over the last 10 days, it was volun-
tarily raised in every meeting that that is the feeling.

But in any event, I pass that on to you, and you have already
commented. If you want to comment further, fine. If not, I will go
on to some of the other questions that I have.

Secretary SHuLTtz. I think it is a very good point. The President
feels that these requests are appropriate and needed, but it is also
up to us and to all of us here to convince people in our country

- —
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R that these programs are goog for ;hem. That is the ultimate test. S\};S\l:l]g(
et i nited States? Mexico
R W}‘}\z’a‘: frgOSSygg;t&eane are in a boat with a lot of other people, Sena
and we will prosper or go down together, and these are things }Ehat from 1\1‘
we think will be helpful in that regard. I agree with you, wed ave are ‘r}u.
to wet out and sell this program, and I am going to try and 0 it. mu:.\ |
§enator PrEsSLER. In your recent trip to Japan—Japan 1s very forhbv.:
reliant on the Persian Gulf oil. I have been concerned about Scu‘
burden sharing both in aid and defense. Does the concept of the ﬂf)\,v.?'
Japanese helping to defend th‘;e Persian Gulf ever come up 1n any %h‘;?‘:
i 1 had with them? _ ) v
dlssc‘;csfég:fyy%l;umz. There has been a lot of discussion between ho\'vtrj
ourselves and the Japanese about their own effort in defense, and f\m i
the new prime minister, Mr. Nakasone, has ‘taken a somewhat gre m‘
more forthcoming leadership stance on that subject. We have to x:ie- avet |
member that Japan by its constitution, which we had a lot to do ex?\rt t
with, has certain restrictions placed upon itself militarily. At
Nevertheless, I think within that framework there are more {fl ogr
things that they can do, and I see evidence myself that they are , aobrliut:
3 i things. ) )
ek tr)g:faig;i %ftt};s):EEn. Agss I understand it, and this is not a question Se}?
) on the banks, but it is related to aid, the administration’s request on (ti ‘
would reduce the forgiven military assistance program f;or Isrgel' by mas i
$200 million from last year, fléomt_$720 million to $550 million. ! qu(
the reasons for this reduction: ) _ a
W}S":zrggry SHuLTZ. Well, again, we have tried to put forward a ' tllmér
balanced program which looks at the needs of Is;ael and the need% p es e%—
of other countries around the world, and w1th1q a framework (il |
what we think is doable, to divide that up accordingly. The ov‘erlaI ‘ a Tq}l::
share of these total funds that goes to Israel is very substantial. ! h
do not have the proportion right in my head at this point, but }?t , m;:1 .
any rate, the numbers are, in the judgment of the President, the yOMr
i numbers. ' ) r
apg;g};gz;t%m:sswa‘ The fiscal 1984 military aid request for El Sali rluim(;}
vador is more than three times the amount contgmegi in the ﬁsc}ri\ g
year 1983 continuing resolution, from $25 to $85 million, yet the O:)tLe
economic assistance request has been reduced by 320 million 1f'ron(; \\]Vhit
last year. Does this indicate that the administration 13 incline hi
toward a military solution to the problems of El Salvador? 1}1‘(1) |
Secretary SHuLtz. The solutions in El Salvador have to emerge h 1:1 .
from a country that has political stability and is able to attain e}fo- 13 ne
nomic growth. The military situation in El Salvador is such ;:1 at (Sg
our judgment is that they need the military boost that those .
r represent. '
nuégggtor I}.))RESSLER. In that region, should we be prepared to gake | }Iltl'vct
special measures tc assist Mexico should oil prices drop further? th; t
Secretary SuuLrz. Well, we have talked about the Mexican S}tuz;i , that
tion. I think we have to keep watching it. It is obvious that 'llfl (l))e \Sin'
prices drop further, the countries that are the big exporters w1 win
the ones that will be affected adversely. I believe, as 1 said in my mci
testimony, that the world economy geneyally will be affegteq ver);_ ‘ met
positively. We have to look at the Mexican situation, thinking o " sior
not only their interests, but our interests, and certainly I think we ¢

Approved For Release 2008/01/23 : CIA-RDP97R00694R000200870001-3



- Approved For Release 2008/01/23 : CIA-RDP97R00694R000200870001-3

. That is the ultimate test.

with a lot of other people,
=, and these are things that
I agree with you, we have
am going to try and :o it.
p to Japan—Japan is very
we been concerned about
e. Does the concept of the
Gulf ever come up in any

lot of discussion between
own effort in defense, and
e, has taken a somewhat
‘hat subject. We have to re-
which we had a lot to do
1 itself militarily.
-amework there are more
lence myself that they are

and this is not a question
e administration’s request
.ance program for Israel by
J million to $550 million.

tried to put forward a
.ws of Israel and the needs
Ad within a framework of
ip accordingly. The overall
srael is very substantial. I
‘head at this point, but at
nent of the President, the

ary aid request for El Sal-
int contained in the fiscal
25 to $85 million, yet the
luced by $20 million from
\dministration is inclined
s of El Salvador?

;Salvador have to emerge
1 and is able to attain eco-
IEl Salvador is such that

ailitary boost that those

!

'd we be prepared to take
sil prices drop further?

i about the Mexican situa-
t. It is obvious that if oil
: the big exporters will be
[ believe, as I said in my
ally will be affected very
an situation, thinking of
and certainly I think we

399

should look at it very sympathetically in trying to be helpful to
Mexico.

Senator PRESSLER. Another country that is suffering somewhat
from the decline in oil prices is the Saudis, and I am told that they
are not fulfilling their previous financial pledges to Lebanon. How
much they expected to contribute to the Lebanese construction ef-
forts, and is this likely to be affected by the falling oil revenues?

Secretary Saurrz. Well, obviously, they have had the greatest
flow of oil revenues. On the other hand, they have very large total
of assets that have piled up, so they are not broke by a long shot.
They have the ability to provide additional funds. The question of
how much for Lebanon comes forward from the Arab world, Saudi
Arabia in particular, no doubt will depend on how successful we
are in our efforts to get the foreign forces out of Lebanon and to
have emerge an independent Lebanon able to govern itself and
exert its sovereignty. :

At this point, we are not there yet. So, people who are thinking
about putting money in there are waiting to see what happens. The
foreign forces are still there, as we all know, and there is consider-
able turmoil still in southern Lebanon.

Senator PressLER. Could the decline in oil prices have any effect
on the Saudis’ ability to carry out some of the pledges they have
made during the sale of the AWACS?

Secretary Suurrz. Well, the declining oil revenues have an
impact on them, obviously, but the assets they hold are so large
that they do not have any real problem with fulfilling any past
pledge, I am sure.

Senator PressLER. I see I have a red light. I will submit addition-
al questions for the record.

The CHairMAN. Thank you very much, Senator Pressler. We will
make a phone call, if you would like, that you are a little tardy to
your next appointment.

Mr. Secretary, before you leave, we have two very important
nominations I would like your judgment on. Tomorrow morning at
11 o’clock we will be available for opening statements for Senators
or comments on Director Adelman’s nomination. We will have that
vote at 11:45. We received notification, an announcement from the
White House last year that our colleague, Ed Derwinski, would be
nominated to be counsel to the State Department. We understand
his papers will be arriving in the very near future, today some
time. Would you care to comment on both of those nominations?
Do both of those nominations have your full support?

Secretary SnuLtz. Absolutely. I have known both before they
were nominated, and thought very well of them. In each case, 1
have had a fair amount of contact since they were nominated, and
I feel that both will do a first class job; in the case of Mr. Adelman,
that he will contribute significantly to the extremely important ef-
forts in the field of arms reduction, and in the case of Ed Der-
winski, an across the board kind of counselor role can be extremely
helpful to us, and it would not hurt us at all in the State Depart-
ment to have somebody there in addition to our excellent congres-
sional relations staff, but somebody in our top group who is thor-
oughly familiar with the workings of the Congress and knows what
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listening to the grass roots is all about from his personal experi-
ence.

The CHAIRMAN. Well, I concur completely with you. I have
known Ed Derwinski for decades. I think he can be of invaluable
assistance to the Department at this particular time. And I will an-
nounce tomorrow the significant progress that Ambassador Adel-
man has made, including his last appearance, but also subsequent-
ly to that.

Thank you very much.

Secretary SHuLTz. Thank you, Mr. Chairman.

The CHAIRMAN. We will leave the record open for questions and

for the Secretary to reply to them.
[Additional questions and answers follow:]

STATE DEPARTMENT'S RESPONSES TO ADDITIONAL QUESTIONS SUBMITTED BY SENATOR
PRESSLER

Question 1. Secretary Shultz, what are your thoughts about the role of tourism in
our economy and our foreign relations?

Answer. Clearly the tourism and travel industry occupies a prominent position in
our economy. In 1982 it became the second largest retail industry in America in
terms of gross sales and employment. Travel in the United States now accounts for
more than $200 billion in domestic and foreign visitor spending, about 6 percent of
our gross national product. It generates substantial employment, accounting for 18
percent of all new jobs in 1981. The industry employs directly 4.6 million Americans
at every level of skill and an additional 2.3 million workers indirectly, generating
over $40 billion in wages and salaries annually.

Tourism can play an important role in enhancing our foreign relations. Increased
and less inhibited international travel of people from all nations for the purpose of
cultural exchange, recreation and trade leads to understanding, friendship and ulti-
mately to greater prospects for world peace. Tourism and travel to the United
States is a valuable method of fostering appreciation of the values of democracy,
freedom and human dignity.

Question 2. Would it be possible to designate at least one officer in each of our
foreign embassies to work for an increase in travel and tourism trade to the United
States? Some of the specific responsibilities of these officers would include the pro-
motion of travel to the United States, informing foreigners about all that the United
States has to offer, and facilitating and expediting foreigners’ U.S. travel plans?

Answer. In accordance with the significant economic and foreign relations impact
of tourism and travel to_the United States, our ambassadors and their staffs are and
will remain involved in tourism promotion and facilitation.

Scarce resources preclude assignment of individual officers at our posts abroad as
touristn attachés to devote full time to the tourism promotion effort. Commercial,
economic and consular officers now are jointly responsible for this function in addi-
tion to their other duties.

In the 66 largest markets for American goods and services, officers of the Foreign
Commercial Service (FCS) of the Department of Commerce have principal responsi-
bility for tourism promotion with support as required from consular and other mis-
sion sections. State Department economic/commercial officers have the lead in pro-
moting increased travel to the United States in the remaining 73 countries. We will
be pleased to explore with the Commerce Department the feasibility of designating
a specific officer at each embassy or consulate as principal tourism promotion offi-
cer along with his or her other responsibilities.

In six key countries in which the U.S. Travel and Tourism Administration oper-
ates field offices, staffed by travel promotion officers with wide regional responsibil-
ities, our missions provide administrative support, while commercial, consular, ec™
nomic and information officers work closely with their USTTA colleagues to coordi-

* nate overall program activities.

Question 3. If such designation was made, could we also implement a training pro-
gram to help these officers in the performance of their duty?

Answer. Whether or not specific officers are designated, it would be desirable for
the U.S. Travel and Tourism Administration to develop a training and operational
manual for the guidance of all officers involved in tourism promotion and facilita-
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DEBT CRISIS: NEXT PHASE

International debt crisis: the next

phase

Dr Wilfried Guth
Deutsche Bank, Frankfurt

Bank lending to developing countries is likely to be limited by the growth in each bank’s
capital base. Other contributions will have to come from the public sector, including the
IMF and the World Bank, and from private direct investment

We surely all agree that the grave international pay-
ments and financing problems, which began last
autumn with the Mexican debacle, have confronted
the world financial system with its greatest challenge
in the post-war period. There is also no disagreement
that this debt crisis, which is mainly concentrated on
a number of countries in Latin America and Eastern
Europe, is the cumulative effect of a prolonged reces-
sion, extremely high interest rates (nominal and real),
and growing protectionism in the industrialised
world. ’

In addition, certain countries have had specific,
‘home-made’ problems, such as the Falklands conflict
in Argentina, or the massive capital flight in Mexico,
whereas a country like Brazil became more or less a
victim of these adverse developments elsewhere,
which caused a sudden decline of international
lending to the third world. At the same time, it
should be noted that a number of problem countries
have not made sufficient efforts to adjust to deter-
iorating world economic conditions. Some of them
have taken greater recourse to short-term credits, thus
increasing further their vulnerability to fluctuations
in market confidence.

At this juncture a total of over 40 countries who
owe the greater part of their combined external debt
to commercial banks, have agreed to or applied for
debt reschedulings or have accumulated de facto sub-
stantial payment arrears. At mid-1982 the total
exposure of international banks in these problem
countries amounted, according to BIS statistics, to
about US$240 billion. This sum represented about
55% of all outstanding loans by banks to non-in-
dustrialised countries, or 15% of all international
bank credits recorded by the BIS (that is including
credits to industrialised countries).

These facts notwithstanding, we can say today,
with some satisfaction, although not with com-
placency, that any disruptive effects of these debt
problems on the entire financial system have been
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successfully prevented through the unprecedented co-
operative effort of the debtor countries, the Inter-
national Monetary Fund, governments and central
banks of creditor countries and commercial banks.
The rescue ‘packages’ were put together with speed
and efficiency, thus preventing a breakdown of the
debtor countries’ economies.

Apart from the injection of badly needed funds, the
IMF has played a crucial and highly responsible role
in coordinating this concerted action to stabilise the
international financial system. And I should also like
to mention the extremely useful contribution of the
BIS, which on various occasions has provided bridg-
ing finance to countries negotiating adjustment and
medium-term financial support programmes with the
IMF and the banks.

Fresh money

The commercial banks’ contribution towards re-
storing the financial viability of the debtor countries
consists in the rescheduling of the repayments on
outstanding credits and, in most cases, the provision
of fresh money through medium-term credits (in
addition to maintaining or restoring short-term trade
credit facilities and interbank lines). For the three
largest Latin American countries alone, the banks
have agreed to extend more than $10 billion in new
assistance, that is to increase their exposure by this
amount; in addition, bank loan repayments falling
due in 1983 will be rescheduled in the order of $35
billion.

This great cooperative financial effort of the various
creditors can, of course, only be help towards the self-
help of the debtors. Restoration of their financial
viability depends on the successful implementation of
the stabilisation programmes agreed upon with the
IMF. This is by no means an easy task and we should
not ignore the inherent risks. The rescheduling
countries have to undergo an often painful adjust-
ment process implying considerable strains on their
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economies and, in some cases, their social and
political fabric.

Yet as there are many who like to play the role of
Cassandra, we should also take note of some en-
couraging developments. In the first quarter of 1983
there has been a pronounced further improvement in
the trade balances of the three largest Latin American
debtor countries, which together account for one-
third of the developing world’s public and private
debt (of $700 billion). The marked decline in dollar
interest rates since mid-1982 (by about 6 percentage
points) has also helped to alleviate the debt service
burden of these countries (in the cases of Brazil and
Mexico each by around $700 million annually for
every one percentage point).

Nevertheless, there is general agreement that a
sufficient strengthening of the rescheduling coun-
tries’ debt service capacity — perhaps one should
even say the very feasibility of the stabilisation
programmes — will depend decisively on a sustained
recovery of economic activity in the industrialised
world. In addition, it is essential that the
industrialised countries refrain from any further
restrictions on trade with developing countries and
that they embark on removing protectionist barriers
to third world exports. It is reassuring that in their
Williamsburg declaration the leaders of the major
industrial nations stressed their commitment to these
aims but of course, as in other respects, it will be the
enactment of such high level intentions which counts
in the end.

Much as we all hope that the economic upswing

- will proceed in line with the moderately optimistic

forecasts of international institutions like the IMF
and the OECD, we cannot expect that this will
speedily resolve the critical situation of some debtor
countries. We will, therefore, have to face — and to
master — several more difficult years before we can
hope to see the ‘light at the end of the tunnel’.

The question now therefore is how the successful
‘first round’ of cooperative rescue efforts can best be
continued and eventually transformed into longer-
term policies to stabilise the structural situation of
debtor countries. But first I would like to make a few
brief comments on some of the lessons to be drawn
from recent experience and on the implications of the
debt problem for the international banks.

Maturity extension

There are in particular two aspects which, to my
mind, give cause to further consideration. The first is
the question of the maturities to be included in debt
reschedulings. Most of the recent arrangements were
restricted to bank loan repayments falling due in
1983; in a few cases (such as Mexico and Chile)
maturities for 1984 were included. These payments
obligations have been rescheduled over a six to eight-
year period, a maturity extension which would seem
to be realistic in terms of the debtor countries’ basic
situation. I am not so sure, on the other hand,
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whether it would not have been wiser to include the
maturities of some further years in these reschedul-
ings. Dealing with the problem on a year-to-year basis
(as in the special case of Poland) does not seem to be
in the best interest of either the debtor countries or
the creditor banks for practical as well as psycho-
logical reasons. :

Speaking very generally, I would like to add that it
makes little sense to tailor the ‘rescheduling costume’
too tightly, all the more so as the projection of the
debtor countries’ cash flow cannot have the precision
of a mathematical equation. The arrangements should
also leave sufficient scope for flexible reaction to
unforeseen developments which are beyond the
debtor country’s control; on the other hand, they
should not allow for any new inflationary deviations.

My second point relates to the impact of the debt
crisis on the interbank market, which the banks use to
balance their short-term assets and liabilities. Over
the past twelve months this highly sensitive world-
wide market has emerged as a critical element and
potential problem area in a two-fold sense.

Interbank market

Banks of some highly indebted developing coun-
tries last year raised increasing amounts of very short-
term money on this market through their foreign
branches, using this money for the funding of longer-
term loans to debtors at home; in the final analysis,
and in contrast to the underlying logic of this market,
bank-to-bank deposits were thus used to finance
balance of payments deficits. On the other hand,
creditor banks reacted to emerging payment dif-
ficulties of debtor countries or to debt problems in
neighbouring countries with substantial cuts in
interbank lines, thereby adding to the countries’
worsening foreign exchange situation.

The maintenance of interbank lines — and in the
case of Brazil the restoration of lines to the higher
levels of an earlier date (the by now famous Project
IV) — has been an essential ingredient in several of
the recent debt rescue ‘packages’. Although under the
given conditions there may have been no alternative,
this aspect of the rescheduling exercises has given rise
to unease among the banks and to criticism such as
‘coerced interbank lending is a contradiction in terms’
or ‘abuses of the market are being institutionalised’.
And even in official central bank quarters the attitude
towards this ambiguous interbank problem seems to-
day to be divided. i

The interbank market will, at any rate, remain
highly susceptible to fluctuations in confidence and to
any official intervention in the international banks’
liquidity management. This should be taken into
account by all parties involved, since this market
must be kept fully intact as an essential cornerstone of
our international financial system. By the same token,
banks and banking supervisors alike all over the world
ought to be fully aware of the potential dangers of
excessive short-term borrowing in this market.
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I think it is evident to everyone today that the
position of the commercial banks in the rescheduling
process is a very difficult one. A number of big
international banks have accumulated rather high
exposures in problem countries — high in relation to
their capital and reserves and in some cases to current
earnings — and the same presumably applies to some
of the regional and smaller banks which have in
recent years increasingly participated in international
lending.

‘Punishment’

Of course, voices can now be heard to the effect that
the banks should not have entered the whole field of
balance of payments lending in the first place. But,
quite apart from the fact that the same people cannot
explain how the recycling of petrodollars could have
been achieved without the major contribution of the
commercial banks, this kind of critical reasoning on
past events is of no help when it comes to solving our
present problems. And it becomes even counter-pro-
ductive when politicians, in order to ‘punish’ banks
for alleged past mistakes, feel tempted to block
necessary contributions from the public sector. I shall
refer to this question later on. But let it be said here
that ‘punishment’ for imprudent banking, if there has
been any, invariably comes by itself; it need not be
imposed by anyone.

How then should the banks today act vis-d-vis the
problem countries? On the one hand, there can be no

DEBT CRISIS: NEXT PHASE

question that beyond the stretching of maturities,
which is the core of rescheduling agreements, most of
these countries need fresh money to achieve a
moderate rate of growth; otherwise social peace might
be endangered. Nobody can say that the commercial
banks of industrial countries — with very few
exceptions — have not responded very constructively
to this undeniable necessity. I have given some
illustrative figures on this earlier.

Yet there is another side to the coin. It is equally
obvious that the commercial banks cannot ignore,
even for the best of reasons, prudential limits to their
country exposure. In many countries, supervisory
authorities have begun surveilling these country
exposures and the boards and credit committees of
the banks themselves (not to mention shareholders at
general meetings) are keeping a close watch on
country exposures. But even if these bodies were to
take a very lenient attitude bank management, which
carries the main responsibility, cannot allow certain
ratios to be surpassed. It is true such ratios should not
be defined too rigidly — and nobody can give exact
proof that one ratio or another is the right one — but
we would have a distinct feeling of insecurity if some
exposures became too great in relation both to total
lending and to capital and reserves.

Loan provisions

It can be argued that such insecurity can be

overcome if new lending to rescheduling countries
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were accompanied by parallel increases in existing
loan loss provisions for these country risks. And this
is indeed what most banks have already done. We
should not overlook, however, that this represents a
somewhat unusual method of banking, the normal
and logical attitude being that exposures against
which loan loss provisions have to be made are not to
be increased, but rather decreased if possible.

What conclusions can be drawn from all this? I
would like to stress three points:

- @ Adequate provisions for possible loan losses from

sovereign risk lending are an absolute necessity, no
matter what sums fiscal authorities might accept. By
the same token, finance ministers ought to be aware
that they are apt to put their own responsibility for
the soundness of the country’s banking system in
question if they allow the attitude of fiscal authorities
in this matter to be determined by budgetary needs
rather than by an objective risk analysis.

I would like to add that I am not in favour of
uniform, fixed and inflexible percentages for such
provisions prescribed by supervisory authorities. I
clearly prefer a system in which banks have the
freedom to fix those percentages according to their
own judgment. All I venture to suggest is that the
minimum percentage to be set aside ought not to be
so small that it becomes meaningless in the moment
of need.

@ While there will be strong reasons for banks not to
withhold their support for the debtor countries
during the critical years of rescheduling — to some _
extent out of solidarity with the world banking
community, but mainly to bring their debtors ‘out of
the woods’ — additional inputs of fresh money, if at
all necessary, can only be moderate, given existing
exposures, capital ratios, and other factors. To my
mind, it makes no sense, therefore, when some
observers today want to determine what they call the
‘necessary contribution of commercial banks’ by
estimating the needs of the debtor countries for such
credits.

Uncomfortable logic

Such assessments of needs ought to proceed in a
different manner. Starting from the Fund’s estimate
of foreign exchange requirements of debtor countries,
in the framework of their stabilisation programmes, a
realistic figure for the commercial banks’ possible
contribution should be deducted in order to arrive at
the ‘necessary contribution from the public sector’.
Governments and parliaments should not close their
eyes to this uncomfortable logic and take appropriate
steps to ensure greater public contributions in one
way or another. They ought to be aware that the
ultimate costs for them are likely to be higher if a
crisis is allowed to develop.
© Creditors and debtor countries alike must have
one overriding interest: to make sure that scarce
foreign exchange, that is the ‘fresh money’ supplied
by the IMF and the commercial banks, is utilised in
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the most productive manner so as to strengthen the
countries’ repayment capacities. On the other hand,
commercial banks are hardly in a position to ensure
the proper use of those credits; they might even find
themselves in a dilemma if they were confronted with
financing requests from export firms in their own
countries for purposes which did not appear very
convincing in terms of structural balance of payments
improvements of the debtor countries. In fact, there
seems to be an urgent need for advising on and sur-
veilling the most efficient use of the new credits in
rescheduling countries. One would think that the
World Bank, with its great experience in project
selection and monitoring, is well suited to assume this
role in close cooperation with the IMF.

Most urgent tasks

After these general remarks on the problems of the
commercial banks I want to return to the basic ques-
tion of how the problems of highly-indebted third
world countries can be resolved in such a way that
they can become creditworthy again. It was certainly
clear from the beginning to everyone involved that
only in the most favourable — and unfortunately un-
likely — circumstances (rapid world economic re-
covery, dismantling of protectionism) would the ‘first
aid’ packages for some of these countries be sufficient
to achieve this aim. But little thought, if any, was
given during this heavily strained period to the way in
which inevitable follow-up measures ought to be
conceived.

Today, however, we are confronted with clear evi-
dence that crisis management will have to continue in
a number of cases. How then should ‘the second
round’ be tackled, for instance with respect to Brazil?
Estimates differ widely as to the extent of the
additional foreign exchange requirement likely to
arise for 1983, But, whether it is $2 billion or $3 bil-
lion, we should say right away that the commercial
banks cannot be counted upon to fill this gap by
themselves. While it may be necessary for all banks
engaged in Brazil, including those which are still
lagging behind on the old programmes (Projects III
and IV), to act in solidarity and provide a certain
percentage of ‘fresh money’ for the second time, such
new credits must be matched by additional
contributions from public sources.

Naturaily, our eyes are primarily directed towards
the IMF in this context. As the Fund has already
committed the maximum amount available for Brazil

~ under the present enlarged access policy, that is 450%

of its quota, it is argued that the only way in which
the IMF could help in the given situation is by
accelerating disbursements. This may well be
advisable, but it will in all likelihood not be sufficient
nor will it satisfy the banks as a ‘matching formula’.
The same would be true for another stopgap measure,
namely a roll-over of the bridging loan from the BIS.

Accelerated disbursements under an existing loan
agreement or the extension of bridging loans only

DEBT CRISIS: NEXT PHASE

make sense if, to extend the metaphor, there is firm
ground at thie other end of the bridge or, to put it in
terms of the actual case, if Brazil’s external cash flow
is expected to improve sufficiently or if the country
can be eligible for market loans after such operations.
Unfortunately this state of affairs is not yet in sight
and cannot be safely assumed, unless the world
economy sees a very vigorous upturn.

In order to ensure an appropriate contribution of
official funds towards debtor countries’ additional
borrowing needs, the speedy enactment of the
proposed increase in IMF quotas and enlarged
General Arrangements to Borrow is essential. Besides
providing the IMF with adequate resources the quota
increase should also be reflected in the Fund’s
lending policy. At the very least one half of the quota
increase ought to be made available to problem
countries on the same basis as under the present Fund
guidelines for members’ enlarged access which
specify maximum assistance of 450% over a three-
year period, as already mentioned.

Wrong setting

As we know, the more restrictive attitude of some
governments or parliaments towards increased IMF
lending is largely based on fears of inflation. This is
certainly legitimate and in principle by no means
unfounded. Yet in my opinion the rescheduling
countries facing negative growth rates and social
tensions are today the wrong setting for the
curtailment of international liquidity. Furthermore, it
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is the very essence of the stabilisation programmes
carried out in these countries under the guidance of
the IMF to keep inflation under better control.

In search of other contributions from the public
side to ease the balance of payments situation of
rescheduling countries one is inclined to think of the
debt incurred on guaranteed export credits of the
industrial countries, for which no rescheduling has
been arranged so far. Although the amounts involved
might not be very substantial, it would in my view
represent a fair ‘burden sharing’ if the debtor
countries in question were 10 call on the official
creditors of the Paris Club to agree to a rescheduling.
Needless to say, parallel to such operations, the
creditor governments’ extension of new export credit
insurance must goon — just as the commercial banks
have been prepared to provide fresh money in
addition to rescheduling the maturities of non-
guaranteed loans.

Another way — indeed a very natural one — of
increasing official contributions is, of course, to
intensify World Bank and regional development
banks’ lending to problem countries. In fact, the
World Bank and the InterAmerican Development
Bank have already responded to this challenge and
have greatly increased their commitments to Brazil
and Chile.

Financing future growth

As I indicated at the outset, the immediate task of
continued crisis management must not detract from
the more far-reaching basic problem of how to ensure
the necessary financing of future growth and develop-
ment of third world countries under the world econ-
omic conditions of the 1980s. On this broad subject
1 would like to make only a few concluding
observations: :
® The great progress in international cooperation of
public and private creditors, which has been achieved
during this difficult period, ought to be maintained.
The main purpose of such cooperation should then be
crisis prevention. To achieve this aim, the Fund will
have an important role to play within the framework
of its surveillance function,
strictly wherever necessary. But ways and means
should also be explored to assure that the commercial
banks in their lending to the various countries do not
work at ‘cross purposes’ 10 the Fund’s intentions.
This has nothing to do with ‘early warning’, a term
currently often misused; it is rather to be seen as a
joint effort to avoid a situation where market lending
comes to an abrupt end.
® There is little doubt that after the-deep shock
which the debt crisis has caused, the role of private
banks in the financing of developing countries will
take on a somewhat different character in the re-
mainder of the 1980s. Banks will, in my opinion, be
concerned in future that the expansion of their
international lending will, as a rule, not proceed faster
than the growth of their capital base. They will
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probably be rather reluctant to grant loans for general
budget or balance of payments purposes and will
concentrate instead on proicct-relatcd credits,
especially the financing of capital goods exports.

@ In this context, the World Bank’s introduction of
new co-financing schemes for high-priority projects
in developing countries, designed to provide greater
risk protection for the banks while at the same time
accommodating those countries’ need for longer-term
maturities, is to be welcomed. One possible idea
worth considering is to extend co-financing to the
broader programme loans of the World Bank. Co-
financing should also be intensified by the regional
development banks, such as IADB and ADB, which
are also becoming increasingly active in this field.

® One of the most important lessons of this crisis
period is the confirmation of the crucial importance
of the two Bretton Woods institutions, the Fund and
the Bank. Rather than pondering over the need for
new institutions, governments and parliaments ought
to do everything to keep these well-established and
highly efficient institutions intact, and to assure the
adequacy of their capital base; endless negotiations
for every capital increase would appear rather
anachronistic after the events of 1982-83.

® This is by no means to say that the share of public
lending ought to remain at the high level indispens-
able during the present period. On the contrary, there
is no other policy aim of such fundamental
importance than to attract 3 large flow of private
funds in all possible forms to the newly in-
dustrialising countries of the third world.

Direct investment

Promotion of private direct and equity investment,
whose importance in the overall transfer of resources
to the developing countries has decreased over the
past decades, represents an ideal way for these
countries to expand their growth potential without
increasing their debt burden. Foreign private in-
vestment could make a significant contribution in
helping to develop new primary product sources, and
by transferring technology and marketing skills.

In many countries such a change in development
financing strategies would imply a revision of the
hitherto often restrictive and even hostile attitude of
governments towards foreign risk capital. Another
member of the World Bank family, the International
Finance Corporation, could be called upon to assist
these countries in improving the conditions for
productive investment, particularly by medium-sized
and smaller firms from industrial countries.

The guiding principle must be no more public
funds than absolutely necessary. This is all the more
important as scarce budgetary contributions of the
industrial countries will continue to be urgently
needed for supporting growth in the poorest
developing countries.

Dr Guth is joint spokesman of the Board of Managing Directors

of Deutsche Bank.
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DEBT CRISIS: LESSONS

International debt crisis: the practical
lessons of restructuring |

M. S. Mendelsohn
London

In the past year, some 25 developing countries have been renegotiating the terms of
about $100 billion of external debt to the markets. Barrowers, banks and the authorities

The past year’s concentration of sovereign debt

restructuring has taught a few new lessons, driven
home again some half-forgotten truths, but has also
revived some popular misconceptions. Since Mexico
abruptly interrupted full service of its external debt
last August, some 25 developing countries have
followed or returned to the bargaining table to
renegotiate the terms of about $100 billion of external
debt owed to the international banking system and
other private creditors, or about 20 times the amount
of cross-border debt to the markets renegotiated in
any previous year. About three-quarters of that total
is being renegotiated by five borrowing countries
alone — Mexico, Brazil, Argentina, Venezuela and
Poland.

This is a new phenomenon, representing the
realisation of a fear long felt. Of about 80 debt relief
agreements signed in the 25 years up to 1982, nearly
70 covered debt owed by the governments of
developing countries to the governments and the
officially-supported export credit agencies of the
leading industrial countries. Relief agreements with
the banking system were isolated events until the
mid-1970s and only nine countries restructured such
debt even in the six years up to 1982. With the excep-
tions of Turkey, which renegotiated $3 billion of
market debt in 1979, and Poland, which renegotiated
$4 -8 billion in 1982, most such market relief agree-
ments were with smaller African and central
American countries and the sums were relatively
small for the creditor banks though not, of course, for
the countries concerned.

So far, it is the macro-economic lessons and impli-
cations that have received most attention, but a study
published this month by the Group of Thirty
concentrates, instead, on the practical experience of
cross-border debt renegotiation gained over the years
and ‘in the crucible of recent experience’*.

The economic aspects need therefore be rehearsed
here only briefly. Much comment on the present

" have all learned in this ‘crucible of recent experience’

‘debt crisis’ of developing countries has suggested, or
at least implied, that borrowing on the part of
economically developing countries is a recent
phenomenon, that it is intrinsically unsound, that the
banks lent recklessly during the 1970s and that the
borrowing countries squandered the proceeds. It is
impossible not to detect in all this a thinly disguised
strand of xenophobia and, indeed, racialism, tinged
with a certain schadenfreude that matters have
apparently gone so very wrong.

That attitude was summarised in a question put
recently by an intelligent television interviewer in the
United States who asked her panel, ‘why did our
banks lend all this money of ours to foreign countries
and how will the countries ever pay back their debts?’
The same question is being asked by legislators,
especially in the US Congress, echoing Calvin
Coolidge’s celebrated observation, ‘well, they hired
the money, didn’t they?’

Classical process

The recycling of oil surpluses during the 1970s was
novel only for the enlarged part played by the
banking system in the classical development process,
by which poorer countries augment domestic savings
with imported capital to finance their economic
advance until they join the ranks of capital exporting
countries, a transition which the United States made
only at the turn of the present century and countries
like Switzerland and Sweden later than that. Indeed,
the same process takes place within sovereign states,
where unrecorded imbalances of payments between
regions are adjusted by flows of short-term banking
funds, longer-term capital, the buili-in redistribution
of the tax system and, in the last resort, all else failing,
by migrations from poorer to richer regions.

So far from squandering the capital they borrowed

*Commercial banks and the restructuring of cross-border debt,
Group of Thirty, New York, July 1983.
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during the 1970s, the advanced developing countries
responsible for most market borrowing used the
money wisely and productively. Taken as a group,
they achieved an impressive record of export-led
growth by concentrating much of their investment in
ways that increased their net foreign exchange
earning capacity, as pointed out by the World Bank
recently in ‘an unfashionably positive view of the
external indebtedness of developing countries’™.

Yet the successful use made by advanced
developing countries of borrowed capital during the
1970s has caused almost as much dismay as the recent
suspension of full debt service by some of them,
including the biggest borrowers. The resentment
created in the older industrial countries and especially
in their declining industries by the growth of compe-
tition for world export markets by the newer indus-
trialised countries and the advanced LDCs explains at
least in part the covert pleasure now felt in their
plight and that of their bankers.

For the most part, the foreign debt taken on at
minimal or negative real interest rates in the 1970s
seemed manageable to the countries and their
creditors and actually was in the circumstances in
which the debt was contracted. There were certainly
inefficiencies at the all-important margin, but the
main cause for the difficulties of sovereign and other

borrowers has been the global disinflation of the past .

three years with its undue emphasis on monetary
restraint, which steeply increased the real cost of
borrowed money while severely restricting the ability
of domestic and sovereign borrowers to earn enough

. for the maintenance of full debt service.

Paris club

The plight of sovereign borrowers is only one
symptom and not the most important of the economic
difficulties from which the world is just beginning an
uncertain recovery and, even on the most hopeful
outlook, many sovereign borrowers will be returning
to the bargaining table with their bankers this year,
next year and quite possibly for several years. The
first shock of sovereign market debt restructuring has
been absorbed more smoothly than many dared hope
in the panic of the late summer and autumn of last
year, but the difficulties are by no means over. What,
then, has been learned from earlier and more recent
practical experience?

Some lessons have undoubtedly been absorbed
from the Paris club in which developing countries
have been renegotiating since 1956 the terms of
public sector debt owed to the 17 members of the
DAC, or Development Assistance Committee of the
OECD. The ‘club’ has been notably shy about
publicising its workings or even existence from the
very first, for fear that this might encourage more
relief applications, and it hesitated until 1974 before
appointing a small secretariat at the French treasury
where it meets. Yet a set of procedures has evolved by
trial and precedent over the years.

34

With few exceptions, creditor governments have
tried to confine relief to the stretching out of principal
repayments falling due within a ‘current period’ of up
to 2% years. These are commonly allowed to be
stretched out over 8-10 years, of which the first halfis
usually conceded as a grace period during which no
principal is repaid, although interest payments must
be kept up at a ‘moratorium’ or market rate which is
usually, but not always, above the rate at which the
loans were contracted.

Equal treatment

Over the years, Paris club agreements have tended
to incorporate provisions intended to provide equal
treatment for all creditors. These require debtor
governments to renegotiate debt to non-DAC govern-
ments and also to private creditors, mostly banks, on
terms no more favourable to the creditors than those

DEBT RENEGOTIATIONS WITH COMMERCIAL BANKS
1982-83
Amounts being renegotiated in $ billion

Total liabilities

Public  Private to inter-
sector sector national banks
debt debt Gross Net
Mexico 19-5 15-0 59-0 48-5
Brazil 4-7 56-0 51-8
Argentina 55 6-0wsn 22-2 16-4
Venezuela 16-3 n.a. .22 97
Peru 2-0 0-3 5-2 3-3
Chile 3-4 105 8-0
Uruguay 0-8 n.a. 1-2 0
Ecuador 1-2 1-3 4-1 3-3
Jugoslavia 3-4 n.a. 9-3 73
Romania 0-6 n.a. 40 . 37
Poland 7-0 n.a. 13-4 12-4
Cuba, Costa
Rica,
Nicaragua,
Honduras 2-1 n.a. 2-5 2-1

665 22:6 2100 166-5

Estimated by authoritative supervisory sources. Source for
end- 1982 liabilities 10 banking system: Bank for international
Settlements.

n.a.: not available or applicable.

_.. Some private sector debt included in public sector total.
(Est): estimated.

agreed with the Paris club governments. In practice,
however, the debtors are required to show only that
they have sought to restructure such other debt, not
that they have actually succeeded in doing so, and the
requirements to restructure debt to all creditors are
not, therefore, always mett.

The difficulty faced by the Paris club and, indeed,

*World Debt Tables 1982-83, February 1983.

+An exception in all cases is the World Bank, whose loans are
always serviced in full because of its inflexible policy of treating
any interruption of service as a default, which would bring the
borrower into default to all creditors under cross-default clauses.
That threat has never yet had to be carried out.
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all creditors, is to discover the fine point between
conditions which are too lax to induce a sufficient
adjustment by the borrower or too harsh to be met.
The result in either case is a fresh round of negotia-
tions, as shown by the number of ‘recidivists’ who
have returned to the Paris bargaining table three, four
and even five times, in many cases in successive years.

However, a common sense approach to that
difficulty has evolved over time and, like all
evolutionary solutions, seems for that very reason to
be the best of the alternatives available for reconciling
“the legitimate differences of interest between those
involved.

It consists of a ‘goodwill clause’ under which
creditor governments undertake to consider favour-
ably fresh relief applications in succeeding years,
provided that debtor countries can show that they are
continuing to meet the performance targets agreed
with the International Monetary Fund for the adjust-
ment of their balances of payments. This is, indeed,
the criterion by which the Fund itself disburses
conditional assistance to member countries.

Precedent v
That may be the most important practical lesson
learned from the experience of intra-government debt
renegotiation and it has crept into the renegotiation of
cross-border debt owed to the commercial banking
system although it has not been and is unlikely to
become a formally acknowledged practice for fear of

94R000200870001-3
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setting a precedent. Nor is it without some dangers,
unless the creditor banks show their determination to
see actual performance rather than mere promises.
At least one small developing country has
repeatedly renegotiated its external debt to the
banking system for several years past without meeting
any of its performance targets and its debts are so

_ small for the creditor banks that they would gladly

write them off, excepting for the dangerous precedent
which that would create. Indeed, they are troubled by
the precedent already created, which amounts to
default by attrition (as distinct from outright default,
which most bankers still think unlikely).

Corporate debt

Some practical experience of corporate debt
renegotiation in the United States has likewise been
applied to the renegotiation of cross-border debt owed
to the international banking system. In the US, it is
more usual for companies to have several bankers and
corporate debt is common syndicated in the domestic
market. As in other countries, the restructuring of
corporate debt is a routine experience but, because
US banks have more experience than many others of
restructuring syndicated corporate debt, they are
perceived by many other bankers as being especially
good also at renegotiating syndicated international
debt, their alleged ‘bullying tactics’ evoking, on the
whole, more admiration than resentment among
European bankers.

Our client, a major U.S. Bank related subsidiary is
actively seeking staff to take executive responsibility
within its fast expanding European operation based
in London.

Senior Marketing Executive

£28,000 + Car

Toqualify for this senior marketing role you should
have a thorough knowledge of European Financing
Programmes for high technology industries and
an ability to understand complex financial
structures. A financial background is a must, as is
aproven sales and marketing track record in
dealing at the highest levels in large companies.

Divisional Controller
£18,000 + Car

Due to the company's rapid growth rate a top
person is sought to manage and control the

Financing Programmes
Senior Executive Positions

European Financing Programmes, both within the
division and at company level. To qualify for this
important position, banking and computer
experience are essential and confidence in dealing
with senior customers is important too. You may
have a management accounting background and
you'll certainly know how to control a business
worth £millions.

For both positions, in addition to salary and bonus,
there are a full range of top management benefits
including low interest mortgage and heaith
insurance.

Please write in confidence quoting ref. TB1 to:
Kevin Lavery, Managing Director, Lavery Rowe
Advertising Ltd., Vision House, 43/45 Charlotte
Street, London WIP 1HA. Please list any companies
to whom you do not wish your application to be
forwarded. All applications will be acknowledged.
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(mu..;.;.c  Pokeston)
Established 1941

1845
BRANCHES IN PAKISTAN

73

BRANCHES ABROAD

IN FAR EAST & SOUTH ASIA

O SINGAPORE O DACCA O COLOMBO
O MALE

AFFILIATE IN MALAYSIA
O PERWIRA HABIB BANK

REPRESENTATIVE OFFICES
OO HONG KONG O JAKARTA ([ CAIRO

IN MIDDLE EAST .

O ABU DHABI [4 BRANCHES] O AJMAN [0 AL-AIN
[0 BAHRAIN [3 BRANCHES] O BEIRUT O BUR-
RAIMI O DUBAL [S BRANCHES] O HODEIDAH
0 FUJERAH ] KHORFAKKAN O MASJID
QABOOS [ MUSCAT O MEDINAT QABOOS
[0 MUTTRAH [4 BRANCHES] 0O NIZwWA 0O RAS AL
KHAIMAH O RUWI O SEEB O SALALAH
[2 BRANCHES] ] SHARJAH [4 BRANCHES] 0 UMM
AL QAIWAIN O MINA-AL-FAHAL

0 CUREPIPE O MALIND! 0O MOMBASA
0O MAHE O NAIROBI! [2 8RANCHES] OO PORT
LOUIS [3 BrancHEs] (3 KHARTOUM [supan]

IN U.K. & EUROPE

O BRUSSELS O] BIRMINGHAM (2 SRANCHES)
J BLACKBURN {0 BRADFORD [3 BRANCHES]
] DEWSBURY O GLASGOW O HUDDERSFIELD
O LEEDS C LONDON {7 sRANCHES] 0O LUTON
0O MANCHESTER [ ROCHDALE O ROTTERDAM
] SHEFFIELD O SLOUGH 0O PARIS

IN U.S.A.
{0 NEW YORK

Rs. 1279 miLLION

PAID-UP CAPITAL & RESERVES
Rs. 41 BILLION

DEPOSITS

Rs. 63,880 miLLION

TOTAL ASSETS
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This in briet is Habib Bank—the oldest and largest bank of
Pakistan. its computer installations and network of teleprintef
and telex lines, etc. make it modern too. For all banking re-
quirements in Pakistan or in the countries where it has branches,
Jet Habib Bank serve you better

Habib Bank Limited

Head Office: Habib Bank Plazs. Karachi-21 Pakistan, Telex KAR 788

DEBT RESTRUCTURING AGREEMENTS SIGNED WITH
COMMERCIAL BANKS 1978-82

$ million
Amount
restructured

1978 Jamaica 83 |

Peru : 821 904
1979 Jamaica 149

Turkey® 2,930

Guyana 29 3.108
1980 Togo 69

Zaire 402

Nicaragua 562 1,033
1981 Jamaica 103

Sudan 538 641
1982 Poland 4,800

Guyana 35 4,835

*1979 agreement extended in 1982
Source: World Bank

In the case of cross-border debt restructuring
commercial banks have, over the years, found them-
selves giving ground, as have the governments of the
Paris club. In earlier international renegotiations,
commercial banks tried to confine themselves to
refinancing, a term which then meant, more narrowly
than now, the provision of new money to allow
unimpeded servicing of existing obligations. But they
have found themselves obliged, over time, 10
renegotiate also principal, arrears of principal, even
some interests and arrears of interest and, most
disconcerting of all, short-term credits of up to a year
are now commonly included in stretch-outs of up to 8
year, locking banks into far longer positions than they
intended to take.

Interbank lines
However, the full implications of this have begun
* to make themselves felt in the growing reluctance of
banks, mostly but not exclusively regional and
smaller banks, to maintain interbank lines or even the
flow of trade-related credits to troubled countries,
thus threatening not only vital imports, like food, but
also the flow of imported inputs which the debtor
countries need 1o recover the export earnings on
which they and their creditors depend for a return to
full debt service. .

The dangers of incorporating short-term liabilities
into restructuring packages are being driven home 10
debtor countries in a way that is beginning to trouble
the authorities in the creditor countries and they, too,
have learned an important lesson. Unlike the German
and Swiss central banks, the Federal Reserve System
and the Bank of England put what was authoritatively
described only a few months ago as ‘very heavy
pressure’ on banks in their jurisdictions to maintain
interbank lines to Mexican and restore them to
Brazilian banks or, at least, the central banks of those
countries.

The patent failure of those efforts in the Brazilian
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case has shown that monetary authorities risk their
credibility when attempting more than they can
achieve in influencing the markets, and a quiet face-
saving campaign has been mounted to the effect that
the Swiss and German central banks were, in reality,
somewhat more pressing than they may have seemed
and the US and British authorities somewhat less so
than they appeared.

Another lesson that has emerged, for the commer-
cial banking community, is the need to take more
sefiously the concern of regional and smaller banks. It
is not enough to say that these were willing enough to
follow when the going was good and deserve no
sympathy for complaining of their relative impotence
when matters go wrong. Nor is it enough to dismiss
their partial withdrawal from the international market
on the ground that they comprise only a small part of
1t. .
The truth is less simple. In the scramble for inter-
national lending, regional and smaller banks were
influenced to an important extent by their wish for
closer relations with the leading money centre banks.
In the colder climate of restructuring, however, the
managements of regional and smaller banks are more
concerned with the attitude of their boards and
shareholders. This has wonderfully concentrated
management minds on what their critics can easily
dismiss as ‘narrow’ self-interest.

So far from being impotent, many have simply
refused to maintain or restore interbank and other

short-term credit lines to debtor countries despite

requests from the IMF, the Fed and other authorities
as well as pressure from the major commercial banks.
And, although their contribution may be relatively
small, margins are decisively important, especially at
times of difficulty. The creation of the Institute of
International Finance, or Ditchley group, has been
motivated to an important extent by the recognition
that regional and smaller banks need to be taken more
seriously than they have been.

Judgment

A related objective of the IIF is to provide more
information more promptly, especially where ‘gaps’
exist, as in the prompt flow of information on short-
term credits. However, it is refreshing to discover
from many of the bankers who cooperated with the
Group of Thirty study that some scepticism is being
expressed about the quest for ever more information.
This is coupled with a new recognition of the need for
more judgment to be based on the information
available.

Soaring real interest rates and the stagnation of
world output and trade should, in themselves, have
warned that heavy market borrowers among the
LDCs would, like borrowers everywhere, face
growing debt servicing difficulties. It was
unnecessary to know the last number. Yet credits
were still being offered to Mexico at a keenly
competitive 2% margin as late as June 1982
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apparently on the assumption that petroleum prices
are ‘uniquely immune to the laws of supply and
demand’, to cite the G-30 study.

Likewise refreshing is the distinction more bankers
now seem willing to make between the need for
complete information before difficulties arise, when it
is less essential than often asserted, as argued above,
and the real need for it once difficulties have surfaced,
because it then becomes imperative to know precisely
what is owed to whom and on what terms.

Contrasting approaches

On the part of the borrowers, an important lesson
may have emerged from the approach to rescheduling
adopted by Mexico on the one. hand and Brazil on the
other. The Mexican approach last August was abrupt
and even brutal. The declaration of a moratorium, the
appointment of 2 bankers’ advisory group, the
arrangement of bridging finance from the US
treasury and the Bank for International Settlements
and the imposition of exchange controls all came
within a matter of days. Negotiations with the IMF
started at once, so did the pressure on foreign banks
to maintain interbank lines 1o Mexican banks, and
Mexico agreed from the first that the managing
director of the Fund should make complementary
bank financing a condition of IMF assistance (on the
little publicised precedents of Togo and the Sudan in
1980 and 1981).

The Brazilian approach was, by contrast, positively
leisurely, partly because of the insistence of the

VAN KOLLEM
EN ZOON B.V.

Member of the Amsterdam Stock
Exchange

Floorbroker and Public Order
Member
The European Options Exchange

Ask for our booklet
““Options and Options Exchange "
(Dollars Two)

VAN KOLLEM EN ZOON B.V.
Damrak 60, Amsterdam,
The Netherlands
Tel. 247746  Telex 13279
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Brazilian authorities that they were suffering no more
than a ‘contagion’ from Mexico, which would soon
pass, and partly because of a well-intentioned wish to
interfere with market forces as little as possible and to
win the confidence of creditor banks by a low-key
search for new finance. Although difficulties surfaced
in the interbank market as early as August of last year,
it was announced from the first that no approach
would be made to the IMF until after the November
elections to Brazil’s federal assembly.

Little attempt was made to hold interbank lines in
place and the subsequent efforts to restore severely
eroded lines met with very limited success. Represen-
tatives of creditor banks were not appointed until
December, when four such groups with overlapping
and competing functions were created, only to be
dissolved a month later when a single advisory
committee was at last appointed. The suspension of
external public sector debt service likewise came only
five months after the first signs of difficulties.

Fine point

In summary, the Mexican authorities acted with an
abruptness which at first took the markets aback, but
presently created a comfortingly business-like
impression. The Brazilian approach, well motivated
by the desire to cause the least possible upset, had the
opposite of the effect intended by conveying an
impression of indecisiveness. Although more
countries have so far tended towards the Brazilian
rather than the Mexican approach it is possible that
the difference of experience of the two major debtor
countries may influence a changed approach in other
countries.

Time will, likewise, show whether the banking
community has been well advised to charge penalties
in the form of lending margins of well above 2% over
Libor, plus arrangement fees, with the bonus of
receiving those lending spreads on the full amounts of
restructured debt during the grace periods when
principal is not being run down. The Group of
Thirty has suggested that banks may be earning as
much as an extra $1-75 billion a year on cross-border
debt recently renegotiated or being renegotiated. It is
true that this belatedly compensates banks for the
very narrow margins conceded in the borrowers’
market which persisted through most of the 1970s
and into the first years of the 1980s, and allows them
scope for more adequate provisions. At the same time
it adds another spur for a prompt return to full debt
service by borrowing countries.

On the other hand, high penalty margins can
impede the recovery of debtor countries and, since
the LDCs now account for nearly a third of the value
of world trade, they cannot all retrench severely and
simultaneously without endangering the world
economic recovery on which they depend for a return
to viability. Here, too, the fine point between
necessary and excessive penalisation may become
more apparent only with experience.
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DEBT |
PRCPOSALS: |
RABICAL

OR JUST

Some bankers are suggesting
radical solutions to the world
debt crisis. But most think they
can keep muddling through.
By Charles Grant

Radical plans to modify sovereign debt
arrangements have been sproutin: as fast as
reschedulings over the past few months.
The Bank of England has 16 on file. The
reason: as the immediate panic over
sovereign debt has subsided even before
bankers’ minds have begun to focus on the
longer-term problems of financing the less
developed countries.

Some of the plans call for the stretching
out of debt and its conversion into bonds
guaranteed by an official body. Others
propose that commercial banks should
discount their problem debts with central
banks to free their balance sheets for
further lending while retaining the risk. Yet
others assert that if the governments want
banks to throw good money after bad, the
governments should guarantee new loans.

Everyone’s agreed that while the short-
term problems are still causing head-
aches — bankers held their breath in May
as Brazil seemed on the brink of declaring a
moratorium on its foreign debt — there
should now be more discussion of how to
ensure a sufficient flow of funds to the
LDCs beyond 1983.

““It’s time to look beyond crisis manage-
ment,”” said William Bolin, Bank of
America vice chairman. *“Our main
concern now is how mechanisms will be
implemented which continue to provide an
adequate flow of funds to LDCs."”’

Paul Volcker, chairman of the Federal
Reserve, said at the Brussels International
Monetary Conference in May: *“The funda-
mental problem is to get growth, long-term
growth.”

A vital component of that growth is
continuing access to international bank
Credits by the LDCs. Jacques de Larosiére,
Managing director of the IMF, indicated in
May that the commercial banks would need
'o provide $15 to $20 billion towards an
¢xpected $70 billion current account deficit

Wllham Mackworth-Young LDC bonds should be gumnteed by the whole developed
world, not just the banks.

of the non-oil LDCs this year. That $15 to
20 billion represents an increase in

commercial bank exposure to those
countries of only 7%, compared with 14%
in 1982 and an average 20% from 1973 to
1981.

Many in the banking community doubt
that even that kind of growth in lending will
be possible. One bank economist in London
thought “‘confidence in sovereign lending
won’t recover enough in that time to create
the additional flows.”

If the banks won’t provide the new
money, official bodies lack the resources or
the will to fill the gap. The increase in the
IMF quota, still being approved by member
states, will not become effective before the
end of 1984. Central bank governors are
chary of allowing the Bank for Interpa-
tional Settlements to become enmeshed in
long-term lending. Bridging loans were
hastily assembled by the BIS for countries
like Hungary, Mexico and Brazil, but Fritz
Leutwiler, BIS chairman, said in Brussels in
May: ““We must see the end of the bridge.
We must know when we are going to get

G The starting
point [for these radical
reorganization proposals] is
the belief that the major
debtor nations are insolvent

and not simply

illiquid

repaid.”” And he was supported by Bundes-
bank president, Karl Otto P6hi: “‘Don’t
forget the BIS is a bank, not an aid
agency.”’

If the problem countries don’t go on
receiving new money, the commercial
banks’ existing exposure will be imperilled;
social and political tensions might reach
breaking point in the debtor nations and
provoke an outright default; and the
austerity programmes needed to counter-
balance shrinking bank credit would
dampen the world economic recovery,
because one-third of exports from the
industrial OECD countries go to the LDCs.

Such prospects as these have inspired
several proposals for radical reorganization
of LDC debts. The starting point for some
of these is the belief that the major debtor
nations are insolvent and not simply
illiquid.

The majority of international bankers
appears not to agree with these new ideas.
They pin their hopes on economic recovery
and the success of IMF stabilization pro-
grammes. Said John Heimann, deputy
chairman of AG Becker Paribas and former
Comptroller of the Currency: ““If we get a
world recovery and OECD growth of
maybe 142 % this year and next year, then
commodity prices and LDC export earnings
will rise. Then the banks would become
more relaxed about LDC lending.”” Argued
Walter Wriston, chairman of Citicorp, at
the IMC: “The key question is whether
Fund programmes get implemented.”” Two
years ago, he said, Turkey had enormous
problems before it started to take the IMF
medicine. ‘“Today, the markets are open to
it, and, if Latin America puts through
adjustment programmes, in a couple of
years from now I suspect the markets would
be open to them as well.””

Wriston’s belief in the adequacy of
existing mechanisms
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sovereign debt is supported by former
Chase vice chairman, William Ogden, now
chairman of the interim board of the
Institute of International Finance. “‘I don’t
believe in these radical solutions,”” he
asserted. “They deal with problems which
don’t yet exist, namely LDC insolvency.
They would not maintain sufficient flows of
funds to LDCs.’’” Assume permanent insol-
vency and you certainly don’t get an
adequate flow, he maintained. And he
added: “It’s naive to lump together all the
problem countries with their very different
economies into a single global problem.””

That is also the view of de Larosiére:
““There can be no generalized solutions to
the debt problems,’’ he said in May at Boca
Raton, Florida. What are needed are
““forceful and well crafted adjustment
programmes geared to the individual
circumstances and problems of each debtor
country and supported in each case by
judicious and coordinated financing
arrangements.”’

Heimann, too, was sceptical of the need
for far-reaching reform: ‘“To bail out the
banking system is neither necessary nor
moral. We already have the central banks in
place to deal with any liquidity or solvency
problems the banks might encounter.’”

Wilfried Guth, chairman of the

managing board of Deutsche Bank, believes
that the existing financial institutions can
tackle debt problems. In a speech in Stock-
holm, he said: ‘“‘Banks should not ask for
or be given a bail-out or a lifeboat. I agree
with the public opinion that we must
ourselves carry the consequences of earlier
lending policies these [sweeping
reforms] are contingency plans which
would be taken out of the drawer only if the
situation were to deteriorate dramatically.””

Advocates of this ad hoc system stress
that the banks have an orderly approach to
reschedulings and are not muddling
through. Laurence Brainard, senior vice
president and chief international economist
at Bankers Trust said: ‘“‘An understanding
has developed among the banks on the
methods of approaching reschedulings. No-
where is it codified, but there are under-
stood priorities. For example, trade debts
should be kept out of reschedulings, so that
countries can continue to have access to
trade finance. And we’ve learnt; on Poland
we made the mistake of ignoring the short-
term lines, so everyone tried to pull out on
them. So, subsequently we’ve tried to
ensure the short-term lines are kept open.”

Proponents of radical change accept that
the piecemeal approach has worked so far,
but doubt if it can satisfy the funding needs

of borrowers like Mexico and Brazil over
the next few years. Mexico is paying about
$12 billion a year in interest, and will have
to find $20 billion to repay principal due at
the end of next year. According to IMF
calculations, Brazil’s annual repayments of
principal will reach $16 billion by 1987,
together with about $10 billion a year
interest. Even some of the most conserva-
tive bankers recognize that the big debtors
are going to keep coming back for resched-
ulings, each time demanding more fresh
money so that they can meet interest
payments.

Would the system be able to survive this?
A British bank economist stressed the diffi-
culty of persuading commercial banks to
increase their exposure to the rescheduling
countries: “We’ve gone along with arm
twisting this far. But at each rescheduling of
reschedulings, the central banks will have to
twist harder, and more banks will drop out
of the net. It’s not likely to work more than
once or twice.””

The Bretton Woods institutions have
already begun to increase their contribution
to Third World deficit financing. In
January, the World Bank launched a
scheme for cofinancing under which the
bank will encourage more commercial bank

project-lending by guaranteeing or partici- p

=

“We've found a beauuful location, just
opposite the US Treasury Department.
From one side we can look right down on
the White House,’* said Bill Ogden, chair-
man of the interim board of the Institute
of International Finance (I1IF). In April
the institute picked a permanent HQ, in
downtown Washington DC, and sent out
about a thousand application forms,
inviting banks to join the institute.
Recently, the interim directors chose
André de Lattre, a former deputy governor
of the Banque de France, to be the insti-
tute’s first managing director. Conceived
at Ditchley Park, in the UK, last August,
the institute should begin operations by
the end of this year.

The IIF will gather country informa-
tion, to be used by second-tier banks,
which don’t have their own large research
departments. This should allow smaller
banks to evaluate credit risks better, so
that they may become less reluctant about
cross-border lending.

It will also engage in an on-going
dialogue with borrowing countries, on a
voluntary basis. The IIF will discuss
borrowers’ economic plans, assumptions
and borrowmg needs. The discussions will
include missions to the borrowing
SOuntries, though the IIF is not keen on

t word because of its IMF connota-
tions of browbeating.

wxm director described the

vHow the Dttchley mrt:atnve is becommg reallty

institute’s dual purpose: “’l‘he data collec-

tion is for the banks, the missions will be
for the borrowers.*”

One difficulty for the IIF is that many
bankers, even some of those associated
with it, are unclear about what it will do.
While it is now generally understood that
the IIF will not act as an equivalent of the
Paris club for bank reschedulings, some
bankers believe it will have access to IMF
information which it could relay indirectly
to the banks.

That is not the case. One IMF official
said: ‘“We cannot pass on to the institute
information given to us on a confidential
basis, unless the countries concerned
agree. So I don’t think Ditchley will make
a great deal of difference.””

The most common criticism levelled at
the IIF by commercial bankers is that
it won’t make much difference now,
because the small banks it is aiming at
have already' left the sovereign loan
market. One senior vice president of a US
bank said: ““It’s missed the gun by five
years. It’s a good idea five years too late.””

But criticism is unfair; the IIF’s
founders are aware that it will not solve
contemporary problems of sovereign
lending. ‘““The institute is not really
designed to deal with today’s problems,
like Mexico and Brazil,”” said Ogden.
‘“We'll only be able to test how successful
the institute has been in five to 10 years

from now. Its major task is to prevent

these sorts of crises from happening
again. If countries choose to approach us
for consultations, they will be able to
adjust voluntarily on their own, before
they are forced to go to the Fund.”

Although some have reservations, most
leading international banks support the
establishment of the institute. Deutsche
Bank was the only leading bank which
turned down the invitation to be one of
the 35 founding members.

Ogden hopes the despatch of country
information to member banks will dissuade
them from the extreme swings which, in
the past, have sometimes resulted in all
the banks rushing into a country, only to
suddenly rush out again. Said Ogden: ‘*As
1 see the institute’s role, it shouldn’t put
up red lights or green lights, but rather it
should put up yellow precautionary lights
and point to the speed limits.””

Ogden is particularly pleased that the
initiative behind Ditchley has been private
sector. *“The private sector has come up
with a better mechanism for tackling these
problems. No one told us we had to do
this. It’s a good argument to use against
the regulators who don’t trust us.””

Ogden has made it clear that he does
not wish to be the institute’s first
managing director — but he wouldn’t
mind being the first non-executive
chairman. O
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pating in normal syndicated credits. In
February, World Bank President Tom
Clausen announced a special action
programme of accelerated disbursements
on project lending, and more structural
adjustment loans.

The IMF has achieved a quota rise of
47.5%, and an increase in the general
arrangement to borrow from SDR 6 billion
to SDR 17 billion. But these new funds for
the IMF are unlikely to be approved by the
various national assemblies until at least the
end of the year. According to a study
published in March by the Group of 30, the

, IMF had only $9 billion of spare resources
to lend. Considering the likely demands on
IMF funds, the Group of 30 estimated that
the IMF would need to borrow an extra $9
billion on world capital markets before the
end of the year.

The IMF and the World Bank will take a
bigger share of LDC financing this year,
but, even if the IMF starts to borrow in the
loan market, they will lack the resources to
supplant the banks, if the banks will not
provide the 7% increase in exposure
requested by de Larosiére.

Supporters of sweeping solutions
maintain that increasing the resources of
the IMF and the World Bank will not
preserve stability in the world financial

ystem, nor keep an adequate flow of
-apital to LDCs.

The most radical idea is to stretch out the
maturities on existing LDC loans by con-
verting them into long-term bonds.
Variations on this idea have been canvassed
by Peter Kenen, Professor of Economics at
Princeton; Felix Rohatyn, a partner of

Lazard Fréres; and V7u i Ved For Release 2008/01/23 : CIA-RDP97R00694R000200870001-3
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Laurence Brainard: Trade debts should be kept out of reschedulmgs.

Young, chairman of Morgan Grenfell.
They believe a stretch-out would act as a
bulwark against the threat of default, and
would reduce the need for new bank loans
to LDCs, by diminishing debt service
burdens and easing current account
deficits.

Kenen and Rohatyn suggest that govern-
ments of developed countries should set up
a new agency. (Kenen suggests the name
International Debt Discount Corporation.)
This would buy LDC loans from the banks,
at a discount of, say, 90%, and issue in
return guaranteed long-term bonds in its
own name. The agency would reschedule its
loans to problem borrowers on a long-term,
low interest, and final basis.

According to Rohatyn: ‘‘The reality of
the situation is that a significant part of the
approximately $700 billion now lent to the
Third World and the eastern bloc will come
back, if ever, only over a long period.”’

Geoffrey Bell, a director of Schroder
International, expressed a general criticism
of the Kenen/Rohatyn model: ‘These
schemes don’t address themselves to the
real issue, which is how to get new money to
these countries, rather than dealing with
existing debts.” (Bell has himself proposed
an international lending facility, linked to
the IMF: banks would place funds in the
facility, which the IMF would lend along-
side its own loans).

Rohatyn and Kenen assume new lending
to LDCs on a normal commercial basis. But
Mackworth-Young’s idea tackles Bell’s
criticism. LDCs would fund their deficits by
issuing bonds, carrying an international
guarantce

from now on must be incurred outside the
international banking system,’”” said
Mackworth-Young. *‘It’s right for banks to
finance trade and projects, but you
shouldn’t ask a bank to lend if it’s not clear
how and when it’ll be paid back, and if it
has no control over the financial manage-
ment of the borrower.”’

Mackworth-Young wants this principle
to be applied retrospectively. Balance-of-
payments assets should be stripped off the
banks and put into the capital markets with
a guarantee, “The LDC bonds need to be
guaranteed, so that if there is a default the
whole developed world bears the weight,
and not just the banks, because if banks
lose their capital it’s a catastrophe.’”

Mackworth-Young said he did not want
to boost bank profits, but to strip assets
from them, to free them for new lending to
LDC:s of the right sort. “I know of projects
in some countries, for example a good
copper mine project, where the banks won’t
finance it because they are full up on
country limits. That’s a shame; it’s the sort
of lending banks should do.”

At the moment these stretch-out schemes
are politically unacceptable to the govern-
ments of the developed countries. The US
Congress would not vote money to bail out
the banks.

The practical difficulties of setting up
such a scheme would be enormous: for
example, how should the cost be borne by
the various participants? Which debts
should be included and which should not?

So far the schemes have won little
support from commercial bankers. George
J. Clark, executive vice president in charge
of international lending strategy at Citibank
said: ‘“‘Not only do lenders not want to
discount loans at 90 cents to the dollar, but
the borrowers don’t want it either. If, say,
Chilean paper circulates at a discount,
that’s a severe impediment on Chile’s
ability to borrow anew. Nearly all these
ideas are written by people outside the
rescheduling process, like academics and
politicians.”’

Clark believed the ad hoc system could
maintain an adequate flow of funds to
LDCs. He maintained that the biggest
threat to this flow was not the borrowers,
but the legislators and regulators, who may
impose country limits that are too
restrictive.

Yves Laulan, chief economist of Société
Générale, is concerned about the impact of
plans like Rohatyn’s on confidence in the
financial system. “‘They could be very
dangerous and counterproductive,” he
said. “‘Instead of forestalling a crisis of
confidence, they could actually create
one.” He thought the other major draw-
backs about the plans was that  ‘“‘they
address only the problem of outstanding
debt, not what happens in the future.”

Laulan himself has a plan, with what he
calls upstream and downstream procedures.

- consultations
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on annual country-by-country reviews
between commercial banks, the IMF and
the World Bank, to provide better data on
Third World debt.

The latter proposes a degree of risk
sharing in lending to the Third World by
commercial banks and the World Bank,
possibly through greater use of cross-
default clauses to co-financings, and by risk
sharing between the banks and the IMF,
possibly by opening a new window.

Through this facility, Laulan believes
international banks could, under certain
conditions, enjoy an indirect guarantee
from the fund. If the fund were unwilling to
go that far, he thinks the banks themselves
might be able to organize multi-bank
guarantees.

His proposals raise legal and confiden-

tiality problems, but they have the merit of '

working within the existing framework of
relationships between the multilateral
institutions and commercial banks.

The idea proposed by Peter Leslie, senior
general manager of Barclays Bank Inter-
national, tackles the criticism that bankers
should not be bailed out. He suggests that
commercial banks should discount problem
loans with central banks, to clear them off
thzir balance sheets. Central banks would
buy the loans on condition that, for each
loan discounted, the commercial bank
should make a new loan to a more healthy
borrower in the Third World, perhaps in
the form of export credits. The commercial
banks would still be liable for the risk on
the loans they discounted; the discounted
loans would appear as contingent liabilities
on their balance sheets.

The discounting facility is meant to boost
banks’ liquidity. “I don’t think some new
scheme, such as the discounting facility, is
necessary to avoid disaster, or maintain
confidence in the financial system,’’ said
Leslie. ““But we will need some new initia-
tive to maintain an adequate flow of funds
to LDCs.”

Leslie said that the place of immobilized
debt on the balance sheet is insufficiently
appreciated. ‘‘Even if a bank such as our-
selves has, say, less than 3% of its assets out
to problem borrowers, those assets will
make up a much bigger proportion of our
Eurocurrency book. The funding of bad
loans can become quite significant, as you
will have less cashflow coming in as repay-
ments of principal from problem borrowers.
So if you don’t want your Eurocurrency
book to grow, you may not be able to do
any new lending for several years, especially
as you may have undrawn loan commit-
ments being drawn down in the future.”

Manfred Meier-Preschany, who is a
Member of the managing board of

esdner Bank, has put forward a similar
Proposal: the World Bank, rather than
Central banks, should take problem debts
Off the banks’ balance sheets, while the

anks retain the risk. The debts should be
onverted into long-term loans or bonds.
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Felix Rohatyn: A debt discount corporation
should be set up to buy LDC loans.

Meier-Preschany, like Leslie, wants to
encourage new bank lending to LDCs.

Other bankers dispute whether the banks
have a liquidity problem. Said Dr Kurt
Richolt, deputy manager on the board of
managing directors of Commerzbank:
““Lack of liquidity on the part of the lenders
is certainly not the reason for the slackened
flow of credit funds to LDCs."”

A British bank executive agreed: “We’ve
had no problems funding ourselves in the
interbank market. We could probably raise
another 25% in deposits if we saw the com-
mercial outlets. It’s for other reasons that
we prefer a lower growth of assets.” He
said that the discounting facility involved
more risk. ‘“We’'ve too much risk. Any
scheme which assumes we’ll voluntarily
increase our risk is being unrealistic.””

Clark of Citibank agreed that funding
rescheduled loans did not create liquidity
problems: ‘‘Rescheduling principal isn’t a
very big problem — you’re just maintain-
ing your exposure, instead of making new
loans to refinance the maturing ones.”

There are no signs that central banks are
willing to offer discounting facilities; the
discounting facility, like the stretch-out
models, has so far attracted very little
support from commercial bankers. The one
radical solution to win some support is the
state guaranteeing of new LDC lending. Its
advocates include Harry Taylor, president
of Manufacturers Hanover Corporation,
Hans Baer, chairman of the management
committee of Bank Julius Baer, and a
number of senior UK clearing bankers.
They wish to overcome the problem of
supporting LDC current account deficits.

Baer explained: ‘‘New sovereign lending
should be guaranteed by institutions or
governments. Without this carrot it will be
difficult to achieve the $20 billion [de
Larosiére has asked for]. In the interests of
making LDC economies grow, some risk
should be taken off private shoulders.”
Baer believes that the potential losses which
governments might suffer from guarantee-
ing new loans would be preferable to the
increased amounts of unemployment bene-

fits they would have to pay if LDCs were
forced to cut back imports from developed
countries.

*“The problem is not so much to get one
or other scheme adopted, but rather to get
banks to agree there is a problem, which is
greater than a liquidity crisis, "* said Baer.
‘““Many American bankers won’t talk about
the problem, and just hope it will go
away.”

Taylor agreed that the banks needed a
larger carrot. In a recent speech, he said:
“Can those banks which have stayed put
accept an even larger burden on top of the

_involuntary new loans we are now required

to make? I think not . .. One possibility

~ would be a new application of the guarantee

mechanism.””

A senior executive with a London clear-
ing bank asserted bluntly: ““We won’t
increase our risk to problem borrowers
without guarantees. Governments have
been cowardly since 1974. They encouraged
the banks to take on difficult problems like
recycling. It’s the public sector’s problem.””

He added that his bank would say nothing
in public on guarantees, because there
would be a clamour about the bank wanting
a bail out, which was not the case.

“I don’t particularly want a guarantee
scheme, but I'd prefer it to the Bank of
England calling us in again and telling us to
increase our exposure to Mexico by another
8%."”’ .

Those who dislike radical change could
regard guarantees as an extension of export
credit guarantee schemes to balance-of-
payments loans. The guarantee would be
less than 100%, to make bankers keep their
wits about them.

Compared with the stretch-out ideas, it
would be very cheap for western govern-
ments: they would only have to underwrite
new loans to problem borrowers, rather
than all past lending.

But that is also the plan’s disadvantage
for those who think it insufficiently radical.
It offers LDCs no relief on the burden of
debt they have already accumulated, or on
the heavy cost of servicing it.

As with the stretch-out models, there
would be political opposition to the use of
public funds to help bankers. But a
guarantee scheme, like the discounting
facility, could be implemented unilaterally
by one or several countries, without all
developed countries having to follow.

The debt nightmare may have to become
far more disturbing before the majority of
bankers are prepared to consider seriously
any radical plan for changing the relation-
ships between commercial banks, official
bodies and sovereign governments. The
existing system will probably hang on for
the moment. But for how long? “The ad
hoc system may not work the second time
around,” Mackworth-Young cautioned.
““We may not be so skilful or so fortunate
next time.’’

O
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A new approach to mternatlonal

indebtedness

Yves Laulan
Paris

Servicing existing debt is not the main problem: it is maintaining the flow of capital
finance to developing nations. To help banks play their part in that, the IMF and the
World Bank could undertake two additional functions

The problem of international indebtedness will not
disappear by magic. A first major crisis was narrowly
avoided last autumn, but the problem is still there. By
this coming September, Mexico, Brazil, Argentina
and other countries will be experiencing further
financial difficulties and possibly face default.

The problem has both short-term and long-term
aspects. In the short term, it is important for the
various sources of international financing, namely the
banks and official financial institutions, to come up '
with the means required to avoid a liquidity crisis.
The long-term problem is different, since it entails
finding a way to prevent the depletion of financing
sources from threatening the fundamental economic
heaith and stability of the third world. A drop in
average income a head, however necessary to restore
order in the economy, is acceptable for only a limited
period of time. Over a five or ten-year span, such a
drop might have a strong destabilising influence.

That is precisely what might happen should banks
— through caution in the face of an economic crisis —
sharply reduce their financial flows to the third world
(not by 10 to 15% but by 50% or even more). It
appears inevitable that small and middle-sized banks,
especially in the United States where they account for
15% of the total exposure US banks have in the third
world, will withdraw from the market. The tighten-
ing of international lending control procedures which
is currently occurring in the major banks can be:
expected to lead automatically to a drop in the volume
of loans to the third world.

The practice of debt rescheduling is clearly
growing. It is natural for borrowing nations to
reschedule since there is no immediate punishment
involved. Under the twin pressures of the IMF and
governments, banks have readily gone along with this
practice, especially because they claim to be getting a
profit of 2% or more from it. But, just as the banks

Yves Laulan is group economic adviser, Société Générale.
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precipitated the crisis last year by shortening the
maturity of their loans (in 1982 50% were short-term
loans), one may well wonder whether they are not
going to precipitate a new crisis by increasing the cost
of refinancing these loans.

The borrowers too are taking a tougher line. One
may well wonder whether a ‘cartel’ of borrowers in
difficulty may emerge, ready to threaten default,
similar to the ‘cartel’ of oil-producing countries.

A worldwide recovery, with higher commodity ex-
port prices and lower interest rates, will certainly
moderate the harshness of the crisis. But it would be a
serious mistake to suppose that it will cause it to
disappear. Even with recovery, debt servicing/exports
ratios will remain unfavourable (between 70% and
100% for Latin America and other deeply indebted
countries) in the next few years. A laissez-faire or free-
market approach alone cannot be expected to solve
this problem. It is necessary to come up with a more
strategic and convincing remedy.

Shared burden

Another kind of solution which at times is put
forward consists of saying that ‘the banks should pay’
out of their reserves or their own funds — an
approach which is reminiscent of the famous adage of
the 1920s that ‘Germany will pay’ and history has
shown us the consequences of that approach. The
banks are scarcely capable of paying. The total equity
of the major banks (capital plus reserves) amounts to
about 5% of their total outstanding assets (some $200
billion), and is about equivalent to the amount of the
doubtful claims on the third world. The mere match-
ing up the two figures should suffice to demonstrate
how questionable any solution would be which
consists of asking the banks alone to bear this burden.

It should be realised that banks are essentially
financial intermediaries. In the final analysis, the
burden will have to be shared between lending and
borrowing countries, with a proportional breakdown
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to be determined by an initial arbitration. A second
arbitration will be required among the creditor
nations, who will be forced to make consumers carry
part of the burden through inflation and/or interest
rates and/or make tax-payers do their part through
taxation. Expressed in these terms, the problem
consists merely of providing a smooth, untraumatic
transition towards a more healthy state of affairs.

It is also worth dispatching the widely-held belief
that the debtors should pay back their debts. A
country never pays back its debts, except over a very
long period (for example, the US in the nineteenth
century). The problem for the third world is simply
to provide for regular and balanced growth of debt (in
accordance with the world’s inflation rate and their
real growth rate) so as to be able to service their debt
regularly. No more and no less is involved. It is a
matter of confidence as well as of good financial
management and proper utilisation of the funds
borrowed.

Last but not least, it is worth bearing in mind that
the nature of the problem varies from one country to
another. Some people have argued that the current
crisis is above all a matter of ‘liquidity problems’.
That is the well-known assertion of Walter Wriston,
chairman of Citibank. Others, on the contrary, have
claimed it is essentially a crisis of ‘insolvency’. The
truth is that it is a bit of both, in a mix that varies with
the country concerned. The Citibank position is hard
to accept; part of the funds have been wasted. Never-
theless, for Mexico, the crisis seems to indeed involve
‘liquidity’ and much less ‘insolvency’. Exactly the
_ reverse situation applies however to the Sudan. More-
over, at present, everything is a matter of ‘liquidity’
whereas in the long run, especially in a time of
inflation, any problem of insolvency can be resolved.

Debt discounting . . .

Rather than get caught up in a theological quarrel,
one is better off recognising that it is difficult to
conceive of solutions that can be applied broadly to
every case. On the contrary, solutions must be prag-
matic and flexible. They must vary from case to case
and must be tailored as closely as possible to the par-
ticular conditions of the creditors, the banks, and the
debtor nations of the third world.

On the basis of these introductory remarks, it is
possible to examine the solutions which are currently
being put forward, particularly in the United States,
to provide a remedy for the crisis*. We will purposely
avoid dealing with the bills currently before the US
Congress which are designed to control banking
activities and which are only indirectly relevant to our
topic.

The common feature of these plans is the removal

*Among others, such plans have been proposed by Norman
Bailey of the National Security Council, Professor Peter Kenen,
Congressman Clarence Schumer, Senator Bill Bradley, and by
Felix Rohatyn of Lazards. V

26

of bad debts from the balance sheets of the lending
banks so as to stabilise their position and provide
them indirectly with new liquidity. The idea is
that these debts would be bought back at a price
less than their nominal value (2 discount of 10% to
15% for instance) either by some newly created
agency, for example some international debt retire-
ment fund, or by the IMF (or the central banks
according to some versions), or even by investment
mechanisms on some secondary market (to be set up
for the purpose).

The authors of these plans believe they have two
virtues. They make it possible to restore a certain
truthfulness to balance sheets and they also improve
bank liquidity at the cost of limited accounting losses.
Moreover, consolidating these debts over a very long
time period (up to 30 years) and with a very low
interest rate would reduce the borrowers’ debt
servicing costs.

. . . not the answer

However good their intentions, these plans have
serious flaws. They are dangerous in the short run
inasmuch as they would be likely to precipitate the
very crisis they aim to avert. They are counter-
productive inasmuch as the long-term side effects,
even assuming an immediate crisis is avoided, would
make the cure worse than the disease. Implementing
them would be very likely to damage the reputation of
the lending institutions, whose real or supposed
management errors would thereby be revealed in
broad daylight, and at the same time ruin the credit of
the debtors, whose solvency troubles would be cruelly
brought to the fore. If such plans were applied, they
would undoubtedly help to make the loans granted to
the third world in the 1970s go down in history
alongside the notorious ‘Russian loans’.

Expressed more systematically, the main objections
to these plans may be summarised as follows:
® It is doubtful under present circumstances that
institutions or individuals operating on a secondary
market would be inclined to buy bad debts with just a
10% discount. A discount of 50% or more would
seem more likely. That would be enough to cast a
shadow over the reputation of the debtor nations and
cause the creditor banks to withdraw permanently
from this kind of operation.
® As for the possibility of having the IMF or some
other financial institution buy these debts with a
reasonable ‘discount’, the objections are of another
kind. First, one can well imagine the difficulties
involved in defining which bad debts are eligible.
Even if this delicate issue were resolved, an
opportunity of this kind would bring about a vast
shift in debt positions, first on the part of small US
banks and then by the larger banks under pressure
from their shareholders. Indeed, they would be sorely
tempted to unload much of their third world port-
folios in the rediscount institution.

Since countries with debt rescheduling problems
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account for about half of the medium-term and long-
term debts declared by the banks (that is about $320
billion), one can readily imagine how much money
the IMF would need to handle this influx of debts.
The IMF is currently lending no more than $10 to
12 billion a year and Congress has already been
baulking at the prospect of increasing the IMF quotas
in 1983. Needless to say, the practical obstacles such
plans would encounter would be considerable,

New approach
The real problem is not so much to deal with the
outstanding debt as to give priority to new debt. The
current problem of indebtedness can be solved
satisfactorily over time if it is possible to find
reasonable conditions under which banks will be
- willing in future to help third world nations borrow
money. In other words, handling the future problem
would make it possible to provide a solution to all the
problems. _ -
Banks have always had to carry bad debts on their
books. The most striking recent example was the
experience with real estate loans in the mid-1970s
* which weighed heavily on the accounts of US banks.
The problem today of course is much bigger. Never-
theless, the prospects for an economic recovery allow
one to think that banks, by wise long-term provisions,
may gradually manage to rehabilitate their own
balance sheets.

For such a process to occur, it will be necessary to
re-establish confidence at two levels.

First, a way must be found to make sure that in
future the best possible use is made of the funds made
available to borrowing countries. The current crisis is
to a large extent due to poor resource allocation. Far
more credit was granted than was reasonable over and
beyond the normal absorptive capacity of the borrow-
ing nations. Mexico figures as a classic example, with
a foreign indebtedness rate that rose to more than
30%. A lot could also be said about the utilisation of
these resources in some countries (some African
countries built fancy edifices or even schools). One
need not be a specialist to realise that, however
justifiable such programmes may be, they do not call
for commercial-type financing. Yet that is what was
attempted all too often. There must be an end to such
practices and a return to more realistic and rigorous
modes of financing.

Secondly, bankers must be able to recover their
confidence in reasonable operations in the third world
so that they do not give in to a panic reaction or mere
distrust as far as this kind of operation is concerned.

On the basis of this sort of reasoning, it is possible
to envisage ‘upstream’ and ‘downstream’ solutions for
bank loans. The purpose of both would be to re-
organise the relationship between the leading inter-
national banks, the IMF and the World Bank.

Upstream. Banks should promise to provide
systematic information about their intentions to grant
loans to any borrowing nation, to be sent to the IMF

S,

s
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for general loans and to the World Bank for project
financing. There would thus be a systematic form of
consultation and analysis before the loans were made.
That would put an end to ‘telex lending’ which has
contributed considerably to increasing indebtedness.
Banks cannot carry out such prior studies because
they lack the technical facilities to do so. But the IMF
and the World Bank have well-staffed technical
departments capable of providing this service. That
will not be easy to achieve. The Fund and World
Bank people like to keep secrets and they are wary of
banks. They will not open up their files willingly but,
over time, their distrust may be overcome.

Downstream. In return for this prior examination,
the commercial banks might be given a guarantee of
some sort. Their main concern nowadays is to get
their money back. They do not always succeed in
doing so. The present spate of rescheduling
arrangements, even if the result does not immediately
show up as losses on bank balance sheets, entails a
serious future threat for the banks’ operating accounts
and they are aware of that. So their chief concern
today is security rather than a return on investment.
That is why the intervention of the Fund and the
World Bank could prove valuable. Banks must have
more confidence if they are to continue to engage in
an adequate amount of lending. They must be sure
that, under certain conditions, part of the risks
involved will be borne by some international in-
surance system, comprised of a network of inter-
national institutions.

Implementation
While the principles behind such measures may be
clear, there are awesome problems involved in
putting them into practice. The implementation
process must therefore be examined carefully.
Upstream. <Clearly there would be no point in

‘asking the 15,000 banks which are directly or

indirectly involved in international financing
operations to go knocking on the door of the IMF or
the World Bank every time they grant a loan to some
developing country. But it is worth noting that the
Fund is already consulted when rescheduling
arrangements are made. That amounts to a precedent
which may perhaps prove valuable. An annual
country-by-country review system of sorts could be
set up under the auspices of the Fund, which could
provide a forum for exchanging information of two
kinds. -
First, this annual review would make it possible to
Jearn more about present conditions in any given
debtor country and their likely future evolution, on
the basis of the loans under consideration. It would
then be possible to find out if a country’s rate of debt
increase is in keeping or not with its capital
absorptive capacity. Opinions vary about absorptive
capacity. Nevertheless certain guidelines could be
used which take into account both the country’s real
growth rate and the worldwide inflation rate. Any
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debt growth greater than the sum of these two
percentage figures could be deemed excessive and
hence potentially dangerous.

Determining the volume of a nation’s debt would in
itself be an advance on the previous state of affairs, as
has been evident when rescheduling occurred.
Beyond that, however, it is worth considering
whether investigations should not go further, to the
point of making an assessment of the various factors
(the budget, investment programmes, the balance of
payments situation, export prospects, and so on)
likely to influence a country’s overall solvency. It
would be important for the analysis to deal with
world economic trends as well since certain
parameters, such as the price of oil, raw materials and
so forth, can have an important bearing on a country’s
future prospect. .

In addition to these annual reviews, it would be
necessary to have constant discussion of technical and
financial matters among specialists, especially with
officials from the World Bank when it comes to
examining the financing of certain projects. Such
discussions have already begun to take place
concerning co-financing.

Dounstream. Establishing a degree of risk-sharing
between international banks and international
institutions is perhaps a more delicate problem to
resolve. It appears dangerous and useless to set up
fnew structures, as the Rohatyn plan proposes to do. It
also seems venturesome to seek to initiate mew
procedures, especially for the IMF. Having the Fund
buy up certain kinds of debts, as has been suggested,
would require an amendment to its by-laws. Given
the current state of thinking, it is doubtful whether
such a change could readily be achieved. Yet a third
pitfall to be avoided would be to make a large-scale
appeal for government financing. This approach
would run up against the opposition of the US
Congress and perhaps that of other governments as
well. It would therefore seem preferable to operate
within the existing or already known procedures,
while adjusting them as need be.

Cross-default

For the World Bank one could, for instance,
consider using a cross-default clause under
appropriate conditions. This clause would entail
linking loans granted by the World Bank to those
agreed by banking establishments. Once again, it
should be pointed out that this is only a limited
innovation. The extension of cross-default to co-
financing, as the banks have requested, has so far not
been agreed under conditions that the banks find
acceptable. If the World Bank agreed to allow a cross-
default clause to apply to loans issued by international
banks for some financing projects, the result would be
the very risk-sharing scheme which is sought.

For the IMF, the problem is similar. It appears
quite unreasonable to put the IMF into a direct
relationship with banks. That is entirely outside the
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scope of its legal jurisdiction. Nevertheless,
interesting possibilities could well be explored within
the framework of existing procedures. As an example,
the IMF in recent years has set up various ‘windows’
to meet the needs of member states — for example,
the compensatory financing facilities. One might
consider opening another ‘window’ for member states
which would allow them to draw on the resources of
the Fund, in accordance with procedures and under
circumstances which should be very carefully deter-
mined, to meet difficult deadlines for payments to
banks that have respected the prior consultation
procedures discussed above*.

International banks would thus benefit, under
specific conditions, from a kind of indirect guarantce
from the Fund, thereby providing a means of re-
storing confidence. It should be noted in passing that
the help which the Fund currently provides for debt
rescheduling is in many respects based on the same
principle, albeit under exceptional circumstances.
This proposal would merely make systematic use of
an existing exceptional procedure.

Objectives

These proposals naturally encounter a number of
criticisms which should be examined. i

The first objection is that they would meet
reservations on the part of banks for whom ‘upstream’
consultation procedure would be tantamount to
sacrificing part of their ‘sovereignty’ and independ-
ence. One answer to this is that a loss of independence
is already a fact of life, especially when it comes to
massive debt rescheduling. The governments of
debtor and creditor countries and international
institutions are quite often led to force the bankers’
hands.

A second obijection involves the debtor countries
themselves which might refuse to go along with such
consultations or might prove reluctant to supply the
data required to make the right diagnosis. This objec-
tion does not stand up under analysis. This time
when Mexico was capable of choosing between loans
offered by different banks which often took the stance
of petitioners is now past. The situation today is the
reverse: it is the scarcity rather than the
overabundance of credit that is feared. Debtor
countries are thus likely to be concerned to protect
their reputation for solvency under the best
conditions.

A third objection may come from the Fund and the
World Bank, since they might not wish to have to
share their knowledge with international banks. Their
concern for confidentiality must obviously be re-
spected, but one is entitled to wonder whether it is
still meaningful today.

After all, confidentiality failed to prevent the
excessive increase in international debt levels which
led to the present crisis. One may well wonder

*This could be called ‘facilities for debt servicing financing’.
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whether confidentiality is not the very opposite of the
concern which should now be uppermost in people’s
minds. It is the broadest possible circulation of
information about the true state of affairs in debtor
countries which appears desirable in order to avoid
repeating the errors of the past.

One should not overlook the fact that one major
difficulty stems from the habits and traditions of the
staff of international organisations which until now
have been required to be discrect about publishing
certain information. In addition to the institutional or
political obstacles, there are psychological barriers
that are just as formidable. Certain behaviour
patterns will undoubtedly have to be altered to meet
the new Cifcumstanccs.

Another objection concerns the impossibility of
increasing the resources of the IMF and the World
Bank to allow for risk-sharing in the form of direct or
indirect guarantees. Three points can be made in this

regard.

@ The first is that, although the US Congress may

currently be very hostile to any increase in the

resources Oof these agencies, attitudes may change in

the future.

e The solution put forward would in the final

yalysis be infinitely less wasteful of resources than

2y of the other plans mentioned above, especially
those that call for the IMF or some other institution
to buy banks’ bad debs.
@ The purpose of prior consultation would be to
reduce or even eliminate the volume of claims. If
good loans are granted under proper conditions, the
use of guarantee funds would be only marginal.

Advice not finance

A massive increase in IMF or World Bank re-
sources does not seem to be desirable or necessary. It
would be indeed be unfortunate if these agencies
became so gigantic that they experienced troubles in
maintaining their internal balance or operating
correctly. In any case the IMF and the World Bank
should develop their advisory function as much or
more than their financial role. It is as advisers as
much as lenders that they make make a useful
contribution to international economic recovery.

Over the last 30 years both the Fund and the Bank,
by virtue of remarkably qualified staffs, have
managed to acquire an unequalled store of knowledge
about developing countries, the techniques of
financing, and the preparation of economic and
financial diagnoses. Yet this store of knowledge is not
utilised generously for the benefit of the international
community. The time has perhaps come to draw
upon it much more fully now thata radical change in
the ways and means of international financing seems
to be required.

Under such conditions, one should consider
whether such procedures could not be established
within the framework of existing resources, without
there being any need, at least in the short rum, to
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increase the resources of the Fund or the Bank. This
would moreover make it possible to give categorical
reply to the standard objection that ‘the Fund must
not bail out the banks’.

As for the specific problem of the guarantee that the
IMF might provide, the relevant objections may be
put as follows:
® There is no need to change anything whatsoever
since economic recovery, if it is sharp and long-
lasting, will take care of the problem by increasing
raw material prices and reducing interest rates.
® If the banks obtain any kind of guarantee, they
will lose interest in making adjustments because they
will no longer feel required to do so.

@ Similarly, guarantees may discourage debtor
countries from making efforts and their public may
think it unnecessary to accept the sacrifices that an
adjustment policy would demand of them.

@ No one single remedy can apply everywhere
inasmuch as the situation varies a great deal from one
country to another. The Sudan is not Mexico.

Effectiveness

Some of these criticisms have already been
answered, especially the first and last. Some
additional remarks may be made, however.

As for the differences between debtor countries, the
guarantees would obviously also vary so as to fit each
particular case. A guarantee can be provided only to
deal with an unforeseen liquidity problem and not to
handle probable insolvency.

A similar reply may be given to the argument that
banks would cease to be motivated. Any guarantee
would be subject to making the extra effort to engage
in prior consultation. On the other hand, there may
indeed be a problem concerning the adjustment
efforts required from debtor countries. Very serious
difficulties will certainly crop up when implementing
the stabilisation plans which the indebtedness of these
countries will require, whatever solution is decided
upon.

The new feature will be that not only the Fund but
also the banks will make their help subject to
respecting certain conditions. People should not
delude themselves; they should realise that, whatever
happens, the banks will in future not be in a position
to shell out funds as easily as in the past. That is
precisely the key to correcting successfully the
current situation.

Finally, a worldwide recovery is not necessarily
sure to occur. Even a strong and long-lasting
recovery, although it would ease the problem of old
debt, would not make it possible to handle the
problem of new debt. It is essential that furure
financing be offered under conditions which allow for
an increase in its economic effectiveness. Only this
effort at rationalisation will allow international
financing to be provided more satisfactorily than in
the past and will prevent the recurrence of problems
which marked the beginning of the 1980s.
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' EDITORIAL

America’s once-troubled savings and
loans associations are set to become an
important force in international capital
‘ markets. From this month they have been
allowed to invest in seasoned Eurobonds.
! New issue managers expect the S&Ls to
- favour top quality FRN issues because of
the match with their hugely successful
" money market and Super NOW accounts.
Since the beginning of this year almost $150
billion has flooded into the S&Ls — $112

billion through- money market accounts

alone.
~ One result of the thrifts’ new freedom
will be to strengthen the position of major
US investment banks in the Euromarket.
They have the regional networks and distri-
butive experience to capitalize on this new
source of funds. Salomon Brothers demon-
strated this two months ago with its
. privately-placed floating-rate issue for BF
' Goodrich. That was priced over Libor but
placed in the US, mainly with S&Ls. The
_company repeated the formula with an
equally successful issue for the Kingdom of
" Denmark: 29 thrifts came into that deal.
‘The boost to US investment banks won’t
come amiss. Last year they profited as
issuers streamed from the States to the

RFFIC

Eurobond market. In 1982, two thirds of
the issuers of all listed Eurobonds were
based in the States. This year that has
changed. So far, US issuers have accounted
for barely a third of all new Eurobonds.
And that trend looks set to continue.

The influential Morgan Guaranty Survey
predicts that US corporations’ need for
external finance will remain weak this year.
Morgan’s economists cite ‘‘the dramatic
rise in corporate profits {they are looking
for an increase of over 30% this year]
inventory liquidations and weak investment
demand’® as reasons for ‘‘the decidedly
modest need for external financing’’. They
also point out that corporations have taken
advantage of the booming stock markets to
restructure their balance sheets and replace
debt with equity.

So far the yawning US budget deficit
seems not to have deterred those institu-
tions that want to issue debt. But that
doesn’t mean crowding out won't happen.
David Maxwell, chairman of America’s
second largest borrower after the Treasury,
the Federal National Mortgage Association,
hinted that the possibility of being crowded
out toward the end of next year had
prompted Fannie Mae’s efforts to start

borrowing in the Eurobond market.

But the unshackling of the thrifts is also
likely to have wider and more important
effects. This year has seen an unprece-
dented boom in floating rate note and
floating rate CD issues in the United States.
Most have been priced over Treasury Bill
rates, again to appeal to the S&Ls and
regional banks’ money market accounts.
This makes them substantially cheaper to
the issuers than Libor-based funds — a
vital point, when most of the issuers have
been banks.

Regional banks have launched floating
rate CD issues in the US at rates well under
Libor. And last month Swiss Bank Corpor-
ation became the first European bank to
issue a floating rate CD in the US. The
spread it paid was a mere 55 basis points
over the three-month Treasury Bill rate. At
the time of issue, that was 31 basis points
under Libor.

The increasing investment power of the
S&Ls and the regional banks — because of
the success of the money market accounts —
will draw more banks to the United States
for their funds. It will also erode the
hegemony of Libor in bank funding. More
and more, the base will be the T-Bill rate.

AlD Tl DEBTC

There were as many lay-offs in the US
because of declining sales to Mexico in 1983
as there have been in three years of depres-
sion in the American automobile industry.
That’s according to Jeffrey Garten of
Lehman Brothers Kuhn Loeb at the
International Monetary Conference in
Brussels last month.

The point being developed was this: can

" the world economic recovery be fostered
while exports from the industrialized
countries are being limited by the austerity
programmes imposed as a result of the
sovereign debt crisis? Can the Third World,
in particular Latin America, export its way
out of crisis when its natural markets are
themselves in crisis? Brazil, for example,
before the crisis emerged, had fixed on four
key markets for its exports: Argentina,
Chile, Mexico and Nigeria. All four are
now deep in their own troubles.

Even if the economic recovery does
bloom fully and sweep the world back into
prosperity, it will be 1984 or later before the
effects filter through to the poor nations.
Can ad hoc arrangements hold the fort until
then? The IMF quota increase cannot come
into effect until the end of 1984, and that

RS

increase is already inadequate for the level
of support needed for the problem
countries.

Some of the rescue packages are already
foundering. More money will be needed
soon for those, like Mexico, who so far
have showed determination to haul them-
selves back to recovery.

All this means that more cash will be
needed to shore up the LDCs than will be
available this year or next year. It’s
estimated that some $15 to 20 billion of new
commercial bank funds are required by
LDCs in 1983. True, that’s only 7% more
than the 1982 exposure, but it’s probably
out of reach, as the smaller banks pull out
of sovereign lending and the interbank
market shrinks.

So where’s the cash to come from? Not
the Bank for International Settlements, for
sure. Central bank governors at the IMC in
Brussels displayed a common wariness of
further bridging finance for countries
crippled by debt.

The problem, as Fed Chairman Paul
Volcker rightly identified it in the same
forum, is ‘‘getting longer term credits in
here from other sources’’.

In the present environment those longer
term credits can come from only one kind
of agency, an aid agency. That implies that
industrial governments should be prepared
to be far more generous in the coming
decade than in the last two, not for any
altruistic reasons but out of naked self-
interest. The United Nations’ target of
0.7% of GNP in official development
assistance has only been met by one or two
of the smaller industrial nations. It’s time
that record was improved, both on a
bilateral basis and through muitilateral
bodies like the IMF and World Bank.

The alternative is to let the commercial
banks sort out the mess as best they can
with the indebted nations. That way, the
taxpayers in the west may eventually face a
higher bill — one that can’t be measured in
terms of dollars or pounds.

Commercial banks should not expect to
be rescued from the consequences of their
own lending folly, if indeed that is what
they have indulged in. But they are entitled
to point out that their lending to Latin
America bolstered exports and jobs in their
home countries.

O
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8 The World Bank paradox

In the preceding chapters an attempt has been made to demonstrate
that cultural constraints in the Third World block significant socio-
economic change. Limitations of demand, as in India, constitute a
further, secondary obstacle; and it follows from the social rela-
tionships that have been described that the relatively few Indian
workers who may be caught up in any industrial expansion are
unlikely to be paid much more than the present pittances — an
officially estimated average of Rs 3,139 (£174) per year for factory
workers in 1973. If widespread, socially beneficial development is
to take place, it must be from the village upwards, not from urban
centres, in all Third World countries — except small islands in
which foreign capital and Western influence are concentrated. As
a fundamental policy this principle is neglected, because it offers
little or no profit to either the élite of the poor countries or the
economies of the industrialized. It would certainly not benefit the
West to the extent apparently imagined by Edward Heath when
he said in a BBC interview that the richer countries could make
the equipment to help the others; for in the only useful development
that is possible — and it is doubtful whether even this will occur
— the tools needed are negligible.

Few people who talk about Third World development under-
stand what it entails. The Brandt Commission’s report is an ex-
ample.! Slogans such as ‘mutual interests’ and ‘partnership’
between North and South are accompanied by no more than a
vague, token reference to the problems raised in this book.2 The
commission sees a new approach to international finance and re-
form of the monetary system as playing a major part in helping
both the Third World and the West. Its recommendations are what
one would expect from a body consisting of Western politicians,
with little experience outside Europe, and shrewd representatives
of the wealthy Third World élite. What the commission’s rec-
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The World Bank paradox

ommendations amount to is a transfer of wealth from the indus-
trialized to the non-industrialized countries, to the ultimate benefit
of all. But, even if we ignore the all-important cultural impedi-
ments, it may be seen that the proposal is not practicable. The
amount of capital transferred could never be sufficient to provide
jobs to match the expectations aroused. And if it were enough, the
shortage of skilled workers and of teachers to train them would
make it impossible for the funds to be assimilated constructively.
As it is, large amounts of Western aid remain unused. The
commission’s main proposals would not alleviate poverty, but
would accelerate the disturbance of Third World structures, which
are unable to withstand the shocks of an aggressive, alien culture.

To see development problems as they are it will be useful to look
at an example of what is happening in the villages, where most of
the Third World people live. Such an opportunity is afforded by
an illuminating experiment which was made in the 1970s among
the Hausas of Northern Nigeria. A report on the project by the
Dutch sociologist, Bert Huizinga,® contrasts two conflicting ap-
proaches to rural development, one of which aims at helping the
poor to help themselves, while the other, in practice, abandons
them as a lost cause and concentrates on increasing the output of
the few who are already relatively prosperous; common to both is
the recognition of formidable cultural impediments. Not least, the
report reveals sterile World Bank thinking.

The experiment, called the Guided Change Project (GCP), was
carried out in the Zaria Emirate, Kaduna State, by the Department
of Agricultural Economics and Rural Sociology of the Institute of
Agricultural Research (IAR), Zaria. The GCP aimed to find the
best possible use of development funds, both to raise production
generally and to benefit the very small farmers, who form the
majority. It had been apparent for years that successful experiments
with IAR crops were not being repeated significantly in the villages.
Because of this the team sought ways of fitting certain Western
techniques into village life, leaving the social structure intact, for
the time being. The target was the village, not the privileged or
exceptional individual. This required an entirely new approach to
fieldwork.

The policy that the team rejected is known as Research, Devel-
opment and Diffusion (RDD). This presumes a need determined
by the planner. The developer, not the receiver, takes the initiative
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in designing a programme and promoting its adoption. Apart from
doing the physical work, the farmer is passive and is presumed to
know virtually nothing about what he needs or how he should set
about achieving it. Failure of the programme to take root is attribu-
ted to laziness, stupidity and such psychological factors as low
aspiration; those who profit from it are considered to be simply
more able than the rest.

Huizinga and his colleagues belong to that school which believes
that the failure of the majority to participate results less from
disinterestedness or innate incompetence than from their being
frozen by the social structure. At the same time they recognized
that, as Polly Hill found, the economic aspirations of many rela-
tively nch farmers are vastly different from those of many of the
poorer* — a point of great importance in any attempt to assess
Third World prospects. They realized that they could not meet the
economic aims of all farmers and that the measure of the project’s
performance would be the extent of participation ‘at the benefit
level that was dictated by the strategy that the project followed’.’

From the outset the team took note of certain cultural factors
that have been identified by anthropologists. The Hausas are Mos-
lems, although forcible conversion in the Fulani jihad of the nine-
teenth century failed to eliminate all their animistic beliefs and
practices. Access to the highest ranks of traditional state authority
remains limited to those of noble birth; by the same principle the
descendants of a village chief may never become commoners. The
British weakened the traditional pattern by abolishing occupational
taxes and forbidding slavery and punishment by mutilation, cas-
tration, torture and death. But the attitudes and values that gave
rise to the Hausa structure persist, notably in an elaborate system
of patronage, socially decisive subservience to authority and a
belief, characteristic of West Africa, that man is powerless before
the supernatural, which constantly intervenes in human affairs.
The less fortunate attribute their lot either to the will of the Al-
mighty, to whom they frequently refer, or to their lack of arziki
— luck of occult origin. The tradition of deference enables the better
off to monopolize loans from credit organizations; and the top 10
or 20 per cent carry off 60 to 70 per cent of the scarce agricultural
inputs.® Large numbers of the poorer are obliged to work for the
richer, under a system known as falle, to repay loans received in
kind. But the consequences of debt can be worse than this seasonal
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The World Bank paradox

bondage; in the Katsina Emirate Polly Hill found that just before
a harvest in 1967, 64 per cent of sample households were suffering
cither ‘somewhat’ or ‘severely’ from hunger; they had sold their
grain stocks to pay debts and were obliged to buy subsequently at
higher prices.” Yet amid all this poverty such is the respect for
status that farmyard manure swept up in the smaller compounds
is regularly transferred to the larger.

Looking at the general social picture in Hausaland Huizinga sees
‘the development of an historically grown and culturally main-
tained status-stratified society into a leconomic] class-stratified
one’,? So far the process is taking place largely outside agriculture,
in which traditional techniques and social patterns have undergone
little change. But the combination of trading, credit arrangements
and use of patronage constitutes ‘an extremely efficient instrument’
that enables a minority to advance economically in both village
and district communities. Huizinga adds: “The danger thus exists
that the agricultural modernization process itself merely reinforces
the existing tendencies towards class formation and thus accelerates
the unmistakeable trend towards proletarianization of the peasant
population.’

One would need to take an extremely Darwinian view of life to
be happy about such a prospect. For, as has been made clear in
other chapters, there is no prospect at all that this shattering of an
old structure would be part of a larger development that would

bring the benefits of an industrialized society. The outcome would .

be that a very poor majority would be almost totally dependent on
a relatively rich minority — a situation similar to that which has
evolved in India (see chapter 5). :

The GCP sought to establish a development policy that would
improve the lives of the majority, rather than worsen them, while
at the same time providing the highest overall return on the funds
invested. It was necessary, therefore, to overcome the constraints
of the social structure. Adopting the line of C. J. Zwart, the team
aimed at ‘bypassing the impeding aspects of the socio-cultural
system . . . without on the other hand causing an abrupt disorgan-
ization of the system’.” Beyond that it appears to have been hoped
that eventually such projects would themselves lead to social re-
construction by removing the underlying production constraints.
In the meantime it was considered sufficient to neutralize the effects
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of the present hierarchical structure in order to involve the majority
of peasant families.

The IAR’s Department of Agricultural Economics and Rural
Sociology designed the GCP after having studied village socio-
economy for nearly seven years. The project was described as ‘an
experiment in small farmer development administration’. These
words are important, since they emphasize that the team had no
rigid plan, but was concerned, while teaching farmers Western
techniques, to ascertain their felt needs and to learn more about
the logic of traditional methods. The project was carried out in
twelve villages of Giwa, with a total male adult population of
7,638, during 1974—8. To gain the confidence of the villagers, the
team, led by Europeans, tried to involve them in all aspects of the
work. It consulted them from the outset on the formulation of
credit arrangements, distribution of inputs, and extension; Huizin-
ga says that their advice and opinions and a knowledge of their
attitudes were indispensable. When committees were set up to
perform various administrative tasks, tradition made itself felt: at
some of the meetings held to elect members, village heads simply
nominated men of their choice, apparently with the approval of all
present. In such circumstances the setting up of co-operatives,
which in any case had already failed throughout Nigeria, was out
of the question. Here the team felt obliged to intrude. Instead of
consulting the community, which usually meant the village head,
the team imposed ceilings on inputs, insisted that each farmer
should personally collect his allocation and issued passport photo-
graphs to prevent both abuse and denial of receipt when the time
came to pay for material issued. As Huizinga kindly put it: ‘In our
opinion at this stage of its socio-economic development village life
in the project area does not allow for the cooperative spirit to
thrive.”*°

These consultations and the establishment of important variables
such as the origins, ages and relationships of villagers, numbers of
wives per farmer, education, size of landholdings and personal
belongings were spread over about two years. The subsequent
distribution of inputs covered two years of cropping. The com-
plexity of the initial task alone, with its demand for men of the
right temperament trained in the necessary statistical and other
techniques, would perhaps sober those who appear to think that
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The World Bank paradox

the effective transfer of wealth from North to South requires little
more than a bank operation.

The basic Hausa social unit is the extended family, which lives
in a compound consisting of huts surrounded by a fence made of
guinea-corn stalks or a mud wall, to shield \- omen from the eyes
of unrelated males. It is socially prestigious for a man to have more
than one wife. In a sample of villages 95 per cent of compounds
had fewer than ten male adults; the largest single category was
those with only one, but one compound had twenty-seven. Some
compounds are partitioned to separate nuclear families. Irrespec-
tive of these subdivisions, a group may be distinguished by the fact
that its members work together and eat from the same pot; the
mean number of persons, including women and children, in 248
sampled pots, as sociologists call them, was 6.9 (median 6.0); the
lowest was 1 and the highest 23. The compounds are grouped into
wards and the wards into villages.

Since a tarred road cut through the project area, giving some
villages access to markets, the inhabitants would have been more
prosperous and less resistant to innovation than those more iso-
lated. In a sample of four villages the average cultivated area per
compound was 2.99 hectares (median 2.17). Twenty-two per cent
of adult males, however, cultivated 36 per cent of the total area."
In the eight villages where baseline studies were made 95 per cent
of households (pots) possessed (at least) one hurricane lamp, 63
per cent an iron bed, 73 per cent a cotton mattress, 42 per cent 2
wireless, 42 per cent a wristwatch and 60 per cent a bicycle. Many
farmers did other work, such as building, smithing, carpentry,
trading of a kind and Koranic studies, which some considered to
be an occupation and some not. In most households at least some
of the food crops were sold and women earned extra income,
mostly by preparing and selling food and by spinning, weaving
and embroidery. Some men were obliged to work to pay falle
debts, but going out to earn wages was disliked because it reduced
status. These activities returned a mean annual income of 89 naira
(probably worth about £30 in real purchasing terms) per person
or 151 naira (probably about £50) per adult, with a household
consisting of an average of 6.9 persons (or 4.1 adults). But the
average is misleading, since 10 per cent of households received 27
per cent of total income.'

The aim of those several years of dedicated research, of which
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only a sketch has been given, was not to launch some grandiose
scheme, regardless of the social consequences, such as is found
among the glossy brochures of the World Bank. What the team
wanted to find out was the most socially beneficial result that could
be obtained by providing each farmer with no more than a few
bags of fertilizer and packages of pesticides and seed — mostly
millet, Guinea corn and groundnuts. The farmers, like most of
those in Hausaland, were using the African hoe to till the soil. The
team offered advice, which was sometimes rejected for sound
reasons, on such matters as distances between ridges, and it ex-
plained the use of the packages; but in general it did not press any
interference with traditional methods. The aim was to help the
farmer solve the problems that he encountered.

After the preliminary studies, the twelve villages were divided
into three groups of four — those in which farmers paid cash for
inputs, those in which they bought them on credit and those that
were to be provided with inputs, credit and extension advice. The
membership figures show both the need for credit and a desire to
improve production. In the cash villages 36 per cent of farmers
joined the scheme, in the credit villages 54 per cent and in the
extension-credit villages 74 per cent. The GCP seems to have neu-
tralized social factors in villages in which credit was available, for
wvariables such as the number of fields owned, labour expenses paid,
ownership of personal items, and education had an insignificant
influence on whether or not farmers joined the scheme. On the
other hand higher economic level and literacy in the Hausa
language, written in Arabic script, were significant in membership
of the cash scheme.

The unexpected way in which the farmers used the fertilizer
provided strikingly useful information and justified the GCP’s ex-
ploratory, rather than merely technocratic, approach. Instead of
confining it to the package crops, as the project team proposed,
they applied it to pepper, tomatoes, rice, cowpeas and yams. The
consequent increases in farmers’ incomes were not high enough to
make good reading in the usual kind of developer’s report and
would have been much higher if the fertilizer had been used inten-
sively. But Huizinga and his colleagues found that less intensive
use of fertilizer was more economical; returns per bag were con-
siderably higher. The explanation of this result is that Hausa farm-
ing methods are so rudimentary that a low or medium use of
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The World Bank paradox

physical inputs, especially fertilizer, achieves a higher production
per unit of inputs than more intensive application; above about
100 kg of fertilizer per hectare, marginal increases decline.’?

While the GCP provides the first hope of genuine rural advance
to be offered in Nigeria, it is difficult to imagine that the consider-
able number of teams required for widespread development on
similar lines would ever be trained. The project designers realized
that their main task was to convince the government that a change
in its development policy, in so far as it has one, would pay. But
apart from the tendency of the urban élite to support its rural
counterpart’s attitudes to the lower strata, it is inconceivable, in
view of what has been written in chapter 4, that a desire to help
the poor, or even to raise production, would be strong enough to
overcome civil service lethargy. And without enthusiasm and in-
spiration from the top, the scheme would not work. It is possible
that managers could be trained under an arrangement like that
being carried out by the UNDP in Bangkok. But even if this hap-
pened, most of the graduates would soon be in the power of district
and village leaders. Probably of equal importance, but still an open
question, is that Hausa subservience to authority may have a deep
psychological origin.

As it is, the team’s conclusion that small farmers, adequately
guided, could as a whole produce more food than the larger,
inevitably received a cold response from the state government,
which is under the influence of the World Bank. Since 1974 the
bank has been sponsoring the Funtua Agricultural Development
Project (FADP), which adjoins the area in which the GCP was
carried out. In a letter to the GCP dated 15 May 1978 the FADP
Planning Unit said:**

I think your paper underestimates the influence of vested
interests and the local hierarchy. A project on the scale of
FADP would not take off at all unless we had their support.
This in turn means working through the system rather than
outside it. I am not sure whether your GCP approach would
work on a FADP scale; purely because those in power would
resent their loss of patronage. It is not our job to start social
revolutions.

Elsewhere the letter said:**
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The World Bank paradox

We doubt the long-term effectiveness of group extension.
Without suitable glue — like the offer of credit for fertilizer —
groups tend to split up. Instead we prefer the ‘trickle down’
approach from farmer to farmer, accepting that some will
thereby benefit later than the others. As a consequence, we
concentrate on our notorious ‘progressive’ farmers. For
organizational and administrative reasons we must choose a
reasonably small section at first.

This is a cynical communication. It is common knowledge that the
‘trickle down’ rarely takes place and that the RDD approach,
which is what the FADP is pursuing, enables a small minority to
get richer while the majority, at best, remain poor. Far from under-
estimating the force of patronage, the GCP succeeded in bypassing
it. And if credit is all that is needed to hold groups together, the
World Bank might well supply it, instead of lending huge sums for
projects that are often socially destructive, like the one near Bom-
bay, mentioned in chapter 6. As Huizinga says, the FADP men
knew that their model was not working, but failed to draw the
necessary professional conclusions.'®

The letter is a useful document; for it helps to explain the Zeno-
like paradox of the bank’s thirty-five years of proclaiming success
for its yield-raising projects, on the one hand, and its incessant
lament, on the other, that the end of Third World misery is no
nearer. The bank’s 1979 report said:"’

even if the developing countries were to manage to double
their per capita growth rate, while the industrialized world but
maintained its, it would take almost a century to close the
absolute income gap between them, so great are the
differences in the capital and technological base of the two

groups.

The doubling of Third World growth is inconceivable; and short
of disaster in the West, the inequality will continue not for a
hundred, or a few hundred, years, but indefinitely.

The bank believes that the number of people living in ‘absolute
poverty’, 800,000,000 in 1978, excluding those in People’s China,
will be reduced to 600,000,000 by the end of the century. If these
figures are not a confession of failure, they are a description of it.
Even then, the bank’s projections are sometimes as overdrawn as
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The World Bank paradox

would be expected from a money-lending organization, staffed by
ambitious and prosperous men, which is constantly trying to ex-
tend its scope and influence. According to Professor H. W. Arndt,
who in general favours the bank’s approach, one of its most im-
portant forecasts — for Indonesia — ‘strains credulity’.!® The bank
presented its projection at a special meeting of Western countries
called in May 1975 to buttress the country’s finances after the
notorious state oil company, Pertamina, had gone bankrupt to the
tune of US $10,500 million — a sum greater than the total 1976~
7 national budget and two-thirds of the Gross Domestic Product.
The company’s financial collapse resulted from the chronic corrup-
tion and incompetence of its directors, whose numerous, futile
enterprises included an extravagant and uneconomic steel plant,
bought from hard-selling Germans in what was described as ‘the
biggest order of all time’. The bank sought and obtained increased
aid to rescue Indonesia’s ruling junta, which the United States saw
as a bastion of its dwindling influence in South-East Asia. This
may have been justified strategically, but it had little to do with
the bank’s ostensible task of ‘helping to raise living standards in
developing countries’.

Political interests, however, do not always, or even most often,
predominate directly in bank policy. Generally the sine qua non is
that the granting of aid, as it is called, must be consistent with
Western economic needs, which are usually seen in the short term,
although the overall concept purports to be long-term. Huge con-
struction contracts provide profits and jobs for the West. That
much is certain; what is left unexamined is the social and economic
effects on the people among whom they are planted. Somehow it
is hoped that ‘the economic nucleus we are establishing will fan
out through the rest of society’ — words used by a World Bank
man, who was asked in Jakarta what the bank was really trying to
do. But for cultural reasons of various kinds the nucleus does not
fan out. A few get richer while traditional society is destroyed or
damaged, without anything creative being put in its place.

The World Bank’s activities rest on the fallacy that Western
systems can be grown in or imposed upon any culture. This is a
common error; but it is a little less obtusely perpetrated in Europe
than in the United States, some of whose diplomats and their
families were so overwhelmed by unexpected attitudes in the Third
World that in 1978 the State Department engaged a psychiatrist,
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Dr Elmore Rigamer, to treat them for what was described as acute

-cultural shock. An American working for UNESCO in Jakarta

astounded his European colleagues by writing to the Ministry of
Education, requesting it to arrange for a mosque amplifier to be
diverted, because the early morning prayers woke him up; this, he
explained, left him unfit to perform his task of helping to educate
Indonesians. Trifling though it is, this anecdote emphasizes the
general insensitivity towards alien cultures, which blinds West-
erners to the inapplicability of their development plans. The serious
consequences of this defect brought criticism from Dr A.S. Chae-
ma, Vice-Chancellor of the Punjab Agricultural University, who
was on the staff of the World Bank for fourteen years. He told the
author in Ludhiana that the surge of Punjab agriculture in the
1960s (see chapter 9), with which he was associated, had shown
that small-scale methods were best for India. Dr Chaema said:

The World Bank do not see this. They do not try to apply it
to Bihar, Eastern Uttar Pradesh, Maharashtra and so on. They
try to impose a capital-intensive model. They are interested in
lending; they create a borrower mentality. Everybody thinks
money is cheap. This leads to inefficiency and waste. But I do
not mind aid in technology and in equipment we do not
make.

In its 1978 report the bank said that it had achieved a ‘significant
shift in the orientation of Bank lending towards the small
farmer’.But the statement was insufficiently detailed to be satis-
factory for other than public relations purposes. In Guatemala
‘small’ appears to include the top three per cent of landowners,
each with 112 acres or more, who are to receive one-half of the
credit granted under a joint FAO/World Bank programme.’*The
bank’s attitude to the social consequences of its financial operations
has already been described. In general the bank remains a bank
and is obliged to minimize risk. In one of its reports, quoted in the
Economic and Political Weekly, the bank said:*' ‘Lending only to
those with investment opportunities sufficient to produce a signifi-
cant marketable surplus is perhaps the best way to reduce the level
of default.” In other words, it is wise to select the less needy for
credit. Such a policy is essential to the bank’s solvency, but it has
nothing to do with helping the world’s poor. The bank’s man in
Zaria was simply echoing its general policy when he wrote that it
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was important to respect the ‘local hierarchy’. A bank paper says: Western develop
: ‘In many countries, avoiding opposition from powerful and influ- destroy.
" ential sections of the rural community is essential if the Bank’s
s programme is not to be subverted from within.”
Dr Chaema’s disillusionment with Western concepts of Third
World development was shared by Dr A. S. Kahlon, Dean of the
Faculty of Basic Science and Humanities at the Punjab Agricultural
University. He said (to the author):

[ was influenced by Western ideas at Kansas University. It
! takes a long time after being exposed to Western models to
! see things differently. The basic error is that the cultural
HE matrix is completely neglected. The difference is not marginal.
In my earlier work, as an econometrician, I wrote of capital-
intensive models. Most of our teaching in the university was
nothing more than those models. . . . Somehow at no stage of
my training was I told that those models were developed in
Western conditions, particularly those in the United States,
and had very little application to the economic and social
conditions of developing countries. Nobody said: ‘It may not
work in your country’. Perhaps I should have questioned the
professors; this shows failure on my part. Perhaps we didn’t
have much time for thinking, with so many courses. 1
developed rigour there, then had to apply it here. But it was a
dozen years before 1 realized that the models did not apply.

AT

BRSNS e T -

Whichever way it is tackled, socially beneficial rural development
in the Third World presents formidable problems. Even cash crops
can be agriculturally counterproductive, and monetization can pro-
! duce social disruption. Writing of the Ivory Coast, Alland says:?

: The Abron, however, are now perched on the edge of violent,
f perhaps catastrophic change. Since the introduction of cash
. crops forty years ago, they have decreased their fallow to ten
years on the savanna and seven years in the forest. It is

i already too short for adequate regeneration of the land. . ..

; The money economy has affected the Abron in other ways as
i well. Most significant has been the breakdown of the lineage
{ system and the development of private property. There is
3

!

S et cine

evidence that this has increased social tensions and the
frequency of witchcraft.
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Western development policies not only fail to develop; they can

destroy.
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FAR EAST: INDONESIA

Indonesia tightens its belt

Richard Cowper
Jakarta

Hit by lower oil demand, Indonesia has been forced to undertake a series of stringency
measures. Economic growth will be much slower than in the recent past, threatening to
push the country back into the ranks of low income earners

In recent months Indonesia has had to introduce a
series of crisis measures. On 30 March the govern-
ment was forced to devalue the rupiah by 27- 5% after
more than US$1 billion in capital fled the country in
the space of less than four weeks. In the middle of
May the government announced that it was postpon-
ing four of its most cherished and costly investment
projects worth just over US$5 billion in a bid to ease
the growing pressure on the nation’s balance of
payments.

The key problem is that Indonesia’s economy has
become overdependent on earnings from petroleum.
Last year oil and natural gas accounted for almost
85% of the country’s US$20 billion gross export
. earnings and 65% of the government’s budgetary
revenues. When the oil price was set on a seemingly
endless upwards spiral Indonesia was the boom
economy of south east Asia — a goldmine for foreign
bankers, contractors and traders. But in 1982 the
country was badly hit by slumping demand for its oil
and non-oil commodities, and earlier this year a sharp
decline in the international price of crude dealt the
economy what is now agreed was a stunning blow.

With record international reserves in the central
bank the government was able to muddle through in
1982 without a sharp change in its expansionary
course. But the pressures built up steadily. Last year
oil production slumped by almost 17% to 488 million
barrels and exports of crude and condensate fell by a
similar proportion to 319 million barrels. The result
was that in 1982 Indonesia recorded its biggest ever
balance of payments deficit and a sizeable shortfall in
government budgetary revenues.

Economic growth slumped by more than half to a
17-year low of around 3-5%. The deficit on the
current account of the balance of payments in the
1982/3 fiscal year ending in March increased almost
threefold to an estimated US$7 billion. In the last 12
months or so total foreign exchange reserves are
believed to have fallen by about 40% to less than
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three months of non-oil imports.

Early in the year, as bankers began to express grow-
ing concern over Indonesia’s ability to finance future
balance of payments deficits, the government’s first
reaction was to try to borrow its way out of the
problem. In January Indonesia appointed Morgan
Guaranty Trust of New York to arrange a US$1
billion syndicated loan (Asia’s second largest
commercial credit) and in February asked Dai-Ichi
Kangyo bank of Japan to lead manage a syndicated
loan worth the yen equivalent of US$325 million.
This was well over the US$1 -2 billion or so raised by
the Indonesian Government last year, and was part of
a strategy to double straight commercial borrowing to
over US$ 2 billion in 1983.

Second thoughts

Bankers felt that such an increase in borrowing was
just about within acceptable limits. Indonesia’s
foreign public and private debt — now estimated at
around US$23 billion — makes the country the third
largest borrower in Asia after South Korea and India
and according to Dr J. E. Ismael, managing director
of Indonesia’s central bank, the sixth or seventh
largest developing country borrower in the world.
But despite its high ranking Indonesia had a number
of things in its favour.

BALANCE OF PAYMENTS

US $ billion
Visible trade
Exports (fob)

total oil & LNG Imports {fob) Current
total account
balance
1978-79 11-4 7-4 8-4 -1-16
11979-80 175 11-3 9-8 +2-20
1980-81 21-8 16-2 13-2 +2-13
1981-82 23-1 18-9 18-2 -2-50
1982-83 est. 19-9 16-5 20-5 -6-80

Source: indonesian monetary authonities and IMF.
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FAR EAST: INDONESIA

INDONESIAN EXTERNAL PUBLIC DEBT

US $ billion
1975 1976

Disbursed and outstanding

public debt 8- 10-0 11-
Debt service? 05 0-8 1
Commercial and concessional

borrowing 05 1-2
Official reserves®
Debt service as % of

net exports 10-3 11-4 15-9

1 Unofficial estimates. 2 Amortisation plus interest.

1978 1979 1980 1981 1982!
131 13-2 15-0 157 19-0
21 2-1 1-8 2:0 25
33 43 38 41 4-2
2-6 41 65 62 41
18-4 120 120 14-0 24-0

3 On a signed commitment basis. Much of this will not be drawn down in the year of signing. For example Indonesia’s disbursed
and undisbursed debt at end-1981 was $26-8 billion, of which only $15-7 billion or 59% had actually been drawn down.
4 Includes goid, use of IMF resources and loans from foreign commercial banks of less than one year maturity.

Source: Warld Bank, IMF, and Indonesian authorities.

The country is considered politically stable, has
litle short-term or private overseas debt and its
borrowings are still widely regarded as relatively
light. Indonesia’s debt service ratio, measured as a
proportion of exports taking oil and gas on a net basis,
is now running at around 24%, less than a fifth of that
being run by countries in Latin America which are
being forced to reschedule. Unlike many Latin
American countries Indonesia has little private
overseas debt. Estimates range from US$5 billion to
US$3 billion. A doubling of straight commercial
borrowing to over US$2 billion in 1983 was, bankers
felt, an achievable target though at considerably
higher rates than were achieved in 1982. Should
Indonesia require more than this, however, many felt
that it would meet with some considerable resistance
following world-wide nervousness amongst bankers
after the Latin American debt crisis and a general
flight to quality.

Foreign exchange problems
As a further cut in the oil price seemed more and
more likely bankers became increasingly concerned as

to whether even a doubling of commercial borrowing
would be enough to finance the deficit. ‘Indonesia is
facing serious foreign exchange problems. The cur-
rent account deficit in 1982, 1983 and 1984 will be in
the US$6 to US$8 billion range, even assuming a
modest recovery in the US economy in the second
half of 1983 ... further measures will have to be
taken’, said the senior economist of one leading
foreign bank in February.

Unpalatable measures

The banker was right. With official reserves down
to just over US$4 billion at the end of December
Indonesia clearly could not afford a repeat per-
formance in 1983, and when Opec was forced to
accept a sharp cut in the international price of oil in
March Jakarta was compelled to undertake a series of
unpalatable Jmeasures to head off what everyone
agrees was a looming economic crisis. The govern-
ment hurriedly began to make contingency plans for a
sharp cut-back in its budgetary spending, and fol-
lowing the appointment of a new cabinet in March,
devalued the rupiah from 702-5 rupiahs to the US
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FAR EAST: INDONESIA

GROSS DOMESTIC PRODUCTION
Billion rupiahs at 1973 prices

GDP % growth
1978 9,483 69
1979 9,990 54 =
1980 : 110.954 9-6
1981 11,810 7-6
1982 unofficial estimate 12,220 35
1983 unofficial forecast 12,460 2-0

dollar to 970 rupiahs. .

Many felt the devaluation was long overdue. The
rupiah had been significantly overvalued for some
time, tied as it was so closely to an appreciating US
dollar. In the event the government was given little
choice. Following the Opec price cut the currency
came under intense pressure as the balance of
payments outlook worsened and domestic and foreign
business confidence in the economy nosedived.
Predictions of a devaluation had been rife for months
but in late March capital flight turned into a veritable
stampede with at least USS$1 billion leaving the
country under Indonesia’s free foreign exchange
system in a period of less than four weeks.

IMF facilities

At the same time the Indonesian government
continued to consider actively the possibility of
making formal request to the International Monetary
Fund for loans of up to US$600 million. In January

CIA-RDP97R00694R000200870001-3

the IMF had agreed to lend Indonesia 69 million
SDRs from the country’s contribution to the IMF
buffer stocks for tin and rubber, though it is as yet
unclear whether this has been drawn down. The
government is now debating whether to ask the IMF
formally for further loans under the organisation’s
compensating financing facility (CFF) as well as
drawing a first tranche of 25% of the 720 million
SDR deposit it has with the IMF.

Jakarta has provided the IMF with export figures
for the Fund to make a decision as to whether
Indonesia’s financing problems qualify it for a
US$389 million drawdown under the CFF facility. In
addition Indonesia is now looking hard at the
possibility of taking a first tranche facility of
US$194-4 million — 25% of its total IMF SDR
deposit. Many believe that Jakarta may avail itself of
these facilities some time later this year.

Investment postponed

The latest, and perhaps the most dramatic policy
measure to be announced by the government, came
on 6 May when Professor Ali Wardhana, the
country’s economics co-ordinating minister, told the
nation that four of the country’s largest investment
projects were to be postponed and 2 host of smaller
projects put under close scrutiny. Despite the fine
words of ‘rephasing’ it was a heavy blow to the
government’s ambitious plans to build up a large

petrochemicals industry. Effectively put on ice werca
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BANCO
DI SARDEGNA

Public law bank and Associated Sectiom:
— AGRICOLTURAL CREDIT SECTION
- MORTGAGE CREDIT SECTION

— PUBLIC WORKS CREDIT SECTION

ANNUAL REPORT: Summary 1982

{million lire)
4,079,317 (+30,72%)

3,266,997 |+ 27,10%)

Total deposits {1}

— Liabflities with customers

Funds employed (2}
— Credit balances with
customers

3,750,616 |+ 27,46%)

1,429,647 | +16,75%)

Net profit for the year 12,724 (+71,07%)

Funds and reserves 361,640 (+47,89%)

— Monetary adjustment
reserves (Law n. 72 of

March 19, 1983) 53,879

Branches in Sardinis 63

Other peripheral offices In Sardinia 299

Main branches outside Sardinia: Roma 2, Livorno 1, Milano 1,
Genova 1.

{1} Including mortgage, other bonds in circulation, funds of credit
institutions and other funds.
{2) Including loans to ¢ s, bal

with credit institutions,
debentures and other minor items.

THE BANKER JULY 1983
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OIL OUTPUT AND SALES
Million barrels
Production Exports Domestic
{crude) consumption

1978 ) 597 462 112
1979 580 41 . 124
1980 577 379 139
1981 585 383 163
1982 (preliminary) 488 319 150
1983 (unofficial forecast) 450 280 150

Exports are of crude and condensate, and do not include some
45 miltion barrels a year of products. Domestic consumption is
for products only.

Source: Ministry of Mines and Energy, and industry sources.

US$1-5 billion aromatics chemical plant at Plaju in
south Sumatra, a US$1-6 billion olefins petro-
chemicals complex in northern Sumatra, a US$1-35
billion oil refinery at Musi in south Sumatra, and a
US$600 million alumina plant which was due to
provide the feedstock to a recently completed US$2
billion aluminium complex at Asahan, also in
Sumatra.

No alternative

Contracts for all these plants had already been
awarded and their postponement clearly shows that
the government has been prepared to take the tough
measures necessary to deal with the changed
economic outlook. The project delays have been
widely welcomed by both foreign and local econ-
omists who believe that a number of important gains
will result. These include: a much reduced import
bill which will help cut the balance of payments
deficit; an essential shift away from capital-intensive
low employment investment at a time when many of
the nation’s 155 million population is experiencing

“1severe economic hardship; and lastly an important
reduction in budgetary outlays at a time of much
reduced government revenues.

Jakarta’s new financial stringency seems set to
depress further the state of the Indonesian economy at
a time when growth is already low, but few believe
that a responsible government had any real alterna-
tive. In the next couple of years both foreign and
domestic investment is likely to slow and the in-
evitable decline in government spending, which in
the past has had such an important effect on the
overall level of economic growth, will also have a

GOVERNMENT FINANCE
Blllion rupiahs
Fiscal years to 31 March

1979 1980 1981

Revenue 4,339 7,016 10,405
Expenditure 4,461 7.175 11,504
Deficit -122 -159 -1,099
Financed by:

Domestic borrowing 2 40

Foreign borrowing 111 302 1,023

Cash balance 1" - 145 36
Source: IMF ... less than 1 biilion

FAR EAST: INDONESIA

debilitating effect. Such measures however will
ensure that Indonesia does not run into the awesome
problems faced by such spendthrift oil economies as
Mexico.

In 1981 Indonesia managed to pull itself up into the
ranks of the middle income countries as classified by
the World Bank. But some now fear that the decline in
the oil price could push Asia’s largest oil exporter and
Opec’s most populous nation back into the ranks of
the low income countries.

Few economists believe that growth will be more
than 2% in 1983 — a sharp contrast to the average of
around 7°:5% recorded over the last decade. With
2 million new jobs to find each year and 3 million
new mouths to feed this is bound to bring increased
hardship for the 60 million or so Indonesians still
living below the poverty line in this the world’s fifth
most populous nation. It will also mean smaller
pickings for foreign bankers, contractors and traders
many of whom over the last few years made enormous
profits in a country which seemed to come up with a
never-ending supply of multi-million dollar projects.

Amidst all the gloom, however, there is perhaps one
glimmer of light. The government has now been
forcibly made to realise that it has to plan the
development of a much less lopsided (oil-dependent)
economy and reduce its unrealistic ambitions of
setting up a massive capital-intensive industrial base
which left many of the nation’s poor peasant farmers
and urban unemployed out in the cold.
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INTERNATIONAL DEBTY

THURSDAY, FEBRUARY 17, 1933

U.S. SeEnate, CoMMITTEE ON BANKING, HousiNg, aND
URBAN AFFAIRS, SUBCOMMITTEE ON INTERNATIONAL FI-
NANCE AND MONETARY PoLicy,

Washington, D.C.

The committee met, at 9:30 a.m. in room 538, Dirksen Senate
Office Building, Senator John Heinz (chairman of the -subcommit-
tee) presiding.

Present: Senators Heinz, Gorton, Mattingly, Hecht, Proxmire,
Riegle, Dodd, Sasser, and Lautenberg.

OPENING STATEMENT OF SENATOR HEINZ

Senator HEiNz. Today the subcommittee will hold the third of its
oversight hearings on the international financial situation and the
particigation of the United States in the International Monetary
Fund. So far we have heard from the administration, bankers, and
bank critics. Today we will receive testimony from the bank regula-
tors. Our witnesses are distinguished, and it is an honor to have
them here today.

The role of the Nation’s bank regulators in the current crisis is
direct and significant. Indeed, many critics have argued that the
U.S. bank debt problems would not have gotten to their present
dangerous stage had our bank regulators not been asleep at the
switch. The primary mission of our bank regulators is the safety
and soundness of our banking system. Yet, we have been told of
bank after bank whose entire capital is exposed in one or two or
three countries, shaking international borrowers. To say the least,
therefore, this has hardly been bank regulation’s finest hour.

This committee has received information that countries that are
now in deep financial trouble have been using the agencies and
branches of their banks to draw billions of dollars out of our Feder-
al funds market to finance their own foreign exchange imbalances.
In clear violation of the purpose of this market, the Federal funds
market as it is called, those foreign agencies withdrew as much as
$10 billion, while both U.S. regulators and banks were either igno-
rant of these transactions or failed to respond to the risks that they
posed.

On Tuesday, Mr. Martin Mayer testified and described this epi-
sode as “a disgraceful spectacle of the big New York banks and,
indeed, the Federal Reserve, leaning on our regional banks to con-
tinue the dangerous practice of selling Federal funds to foreign
purchasers who were using them for purposes quite illicit by the
generally accepted terms and conditions of this market.”

1237)
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This regulatory failure, if the record is accurate as describeq -
not unique. What we have is an international financial cpe
brought on by a failure to stop at the prudential limits, ey,
though the purpose of regulation is to determine just what th,.

0

prudential limits are. Mexico did not get into as much financia] g

ficulty with its first 340 or £50 billion of debt as it did with its jg. i
510 or %20 billion of debt. Likewise, it is hard to believe that tha. °

is anything that could be czlled an effective country Hmit if wh..

we discover, as we did on Tuesday, that our largest bank in th.

United States has 100 percent of its capital exposed in just on. |

country, Brazil.

Having noted this, however, I must add that if our regulato,,
aren’'t clear on the fact that the mission that we have charteres
them to achieve is that of safety and soundness of our bankin.
system, then clearly Congress is going to have to take some adg;
tional steps to make what we thought was apparently clear more
clear. And several of my colleagues and I do plan to introduce leg.
islation. Indeed, we have introduced legislation, in addition to any
legislation that will come before us for the IMF increase, to direct
bank regulators toward these kinds of problems. Yesterday Senator
Proxmire and I did introduce a bill that targets what we believe to
be three of those needs.

Let me comment briefly on that legislation. First of all, the bj]
would empower the Federal Reserve to establish firm guidelines og
country lending limits. The legislation does not attempt to arbitrar-
ily assign those limits itself. It would allow the Fed to do that. That
is in keeping with advice we received from Secretary Regan earlier
this week where he agreed that it is appropriate for Congress to
require the Fed to establish loan limits but warned against Con:
gress doing it. .

Second, the bill would mandate that the Federal Reserve require
banks to establish special loan loss reserves to be charged against
bank capital whenever the Board determines that the aggregate
amount of external debt incurred by the public and private borrow-
ers in a country is at a level where there is a substantial likelihcod
that such debt cannot reasonably be expected to be repaid. Again,
that would be left to the Federal Reserve Board's judgment as to
when such a point is reached and what the amount of those re-
serves shou'd be.

Finally, the bill calls upon the Federal Reserve to promulgate
regulaticns to require that fees resulting from loan reschedulings
sheuld be amortized over the life of the loan rather than taken and
recognized as one-shot earnings. This provision would insure that
earnings statements more accurately reflect the quality of both the
bank earnings and assets and would minimize the incentive for
bank syndicators to continually be under pressure to make one

imdication after another in order to make profits look better and
etter.

These previsions, I believe, will make it clear to our bank regula-
tory agencies, including the Fed, what congressional intentions are,
while still giving them the flexibility to implement these directives
according to their special knowledge and experience. I would like
to emphasize that I and Senator Proxmire and the other members
of this committee are open to suggestions for better ways to deal

H
i
i

Hg, |

"

th these issues. But my prin
Lsolving our current crisis, wc
rh,s not repgated. L
¥ {et me yield at this point
oo 1 understand has an (-x:'n"
',\..vmd Sepator Proxmire has to
T re that this commitice \\'111‘.
“n't operate if we don't get &
", turn on the microphones.

W 1

OPENING STATEM BN
Zanator PROXMIRE. Yes, I‘.t
. ;ke a pitch for more spendirn
‘“i\lr. Chairman, I \_vant to ¢
morning of our hearing sched
concerning the foreign 1end3n
me that regulatory changes al
{0 be approved. For that I‘C‘Ll\b
troducing the Internationa
have introducgd. .
Let me cite just a few factb]
adequacy of our present regul
First, the nine largest U
their capital to the non-oil de

Second, these same nine b
their capital to just thrcg
Brazil, according to the Feq
cating the figure 18 130 perce

At least one large U.S. bar
tal loaned to Mexico alone.

Even-though dla(ng_er signa

tuse, U.S. banks increasce
%t;st half of 1982 by $3.8 bil
increase of 21 percent.

Over the last 4 years, our
oil LDC's at an annual rate
banks increased by only 9 pt

Mr. Chairman, as we go t
get the answer to a very si
tors? How is it possible for
posed on foreign loans with
As far as I can tell, the re
lem. They advised, they mo
in fact, they did everythin:
that is to regulate.

One reason for this aby=
the division of authority :
agencies. When authority !
and encrgy of the regulato
When authority is divided
for the total foreign debt p
one agency can be held acc

Approved For Release 2008/01/23 : CIAz-RDP97R00694R000200870001-3



Approved For Release 2008/01/23 :

record is accurate as described, is
an international fin ineial crisis
v at the prudential limits, even
! is to determine just what those
not get into as much financial dif.
ilion of debt as it did with its last
<o, it is hard to believe that there
i effective country limit if when
av, that our largest bank in the
t its capital exposed in just one

must add that if our regulators
mission that we have chartered
+ and soundness of our banking
‘oing to have to take some addi.
nught was apparently clear more
' and I do plan to introduce leg-
ed legislation, in addition to any
s for the IMF increase, to direct
s of problems. Yesterday Senator
| that targets what we believe to

Zislation. First of all, the bill
¢ to establish firm guidelines on
ion does not attempt to arbitrar-
ld allow the Fed to do that. That
vd from Secretary Regan earlier

is appropriate for Congress to
limits but warned against Con-

hat the Federal Reserve require
reserves to be charged against
determines that the aggregat?
- the public and private borrow-
there is a substantial likelihced
¢ expected to be repaid. Again.
teserve Board’s judgment as to
what the amount of those re-

“ederal Reserve to promulgate
tting from loan reschedulings
he loan rather than taken and
is provision would insure that
- reflect the quality of both the
ld minimize the incentive for
under pressure to mnke one
» make profits look better and

ke it clear to our bank regula-
t congressional intentions are-
to implement these directives
and experience. I would like
<mire and the other members

1s for better ways to deal

3

_—

Approved For Release 2008/01/23 : CIA-RDP97R00694R000200870001-3 =~~~

CIA-RDP97R00694R000200870001-3

with these issues. But my principul
resolving our current crisis,
it is not repeated.

Let me yield at this point to my colleague, Senator Proxr.iro.
who I understand has an opening statement. And then I under
stand Senator Proxmire has to go to the Rules Commitree to make
sure that this committee will be operating at the first of March. It
won’t operate if we don’t get any money from the Rules Committee
to turn on the microphones.

OPENING STATEMENT OF SENATOR_ PROXMIRE

Senator Proxmirz. Yes, I feel pretty hypocritical. I'm going to
make a pitch for more spending.

Mr. Chairman, I want to congratulate you for devoting a full
morning of our hearing schedule to hear from the bank regulators
concerning the foreign lending issue. I think you will agree with
me that regulatory changes are needed if the IMF quota increase is
to be approved. For that reason, I was glad to join with you in in-
troducing the International Bank Lending Reform Act that we
have introduced. .

Let me cite just a few facts that raise serious questions about the
adequacy of our present regulatory system.

First, the nine largest U.S. banks have loaned 222 percent of
their capital to the non-oil developing countries as of mid-1982.

Second, these same nine banks have loaned over 112 percent of
their capital to just three countries—Argentina, Mexico, and
Brazil, according to the Fed figures. I have seen other reports indi-
cating the figure is 130 percent.

At least one large U.S. bank reportedly has 78 percent of its capi-
tal loaned to Mexico alone.

Even though danger signals were apparent to all but the wilfully
obtuse, U.S. banks increased their exposure in Mexico during the
first half of 1982 by 33.8 billion. This represents an annual rate of
InCrease of 21 percent.

Over the last 4 years, our banks increased their loans in the non-
oll LDC’s at an annual rate of 21 percent, while the canital of these

anks increased by only 9 percent a year.

Mr. Chairman, as we go through these hearings, I think we must
8¢t the answer to a very simple question: Where were our regula-
tors? How is it possible for our banks to have become so overex-
Posed on foreign loans without the regulators blowing the whistle?

far as I can tell, the regulators were not unaware of the prob-
lem, They advised, they monitored, they cajoled, they encouraged—
In fact, they did everything except what they are paid to do, and

at is to regulate.

Ne reason for this abysmal failure of our regulatory system is
the division of authority among three separate and independent
2%encies. When authority is divided three ways, much of the time
nd energy of the regulators is spent bickering among themselves.
?_Vhen authority is divided three ways, no agency feels responsible
Or the total foreign debt position of U.S. banks. And in the end, no
Ne agency can be held accountable by the Congress.

concern is that, in addition to
we must do our utmost to insure that

\
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One of the key features of the Heinz-Proxmire legislation is that
it assigns authority over international lending to a single agency—
the agency that has the greatest expertise in international fi.
nance—the Federal Reserve Roard. I am convinced that we will
never get the job done unless we assign responsibility to One
agency, give it a clear mandate to regulate foreign lending, ang
hold it strictly accountable.

Mr. Chairman, I look forward to hearing the testimony frop
today’s witnesses and to developing a continuing discussion of the
legislation we have put forward. I will be back shortly.

Senator HEiNz. Senator Lautenberg.

Senator LAUTENBERG. ] have no opening statement.

Senator Hrinz. Senator Dodd.

Senator Dopop. Nothing.

Senator HEeiNz. Chairman Volcker, this is the second time the

committee within about 24 hours has had a chance to welcome you,
Welcome back.

STATEMENT OF PAUL A. VOLCKER, CHAIRMAN, FEDERAL
RESERYVE SYSTEM

Mr. VoLcker. Thank you. I wonder if it's worth reading even the
relatively short statement I have after you have had the testimony
that you have had. .

Let me just pick out a few points. I outline, in the first few pages
of my statement, the general approach toward this problem of pres-
sures in the international financial system. I have gone over that
before, and I'm sure others have, with this committee or with other
committees. )

I submitted to the committee earlier the statement that I deliv-
ered before the House Banking and Currency Committee which dis-
cussed at length some tentative ideas in connection with the super-
visory area. I did not plan to review that in my preliminacy- state-
ment today because you have that material.

But let me just say, in connection with this problem that has
arisen, that I think much of the lending of banks over this past
decade has reflected a constructive response by the financial
system to the need to ease adjustments associated with the world
oil crisis. International lending will continue to have to play an im-
portant role in a developing world economy.

Of course, there can be excesses, and some of the lending pro-
ceeded on assumptions that, in retrospect, seem invalid. None of us
enjoys perfect foresight, and it remains central to our financial and
economic system that the individual lenders reach their own credit

judgments.

But it is the responsibility of government to establish and main-
tain ground rules and procedures that, without stifling the market,
provide assurance that the stability of the system as a whole can
be protected against the dangers of excessive concentration of risk,
and that the element of risk is appropriately weighed. While our
present supervisory approaches are aimed at that objective, the
rapid development of international lending and today's problems
do point to the need for careful review of present policies. Possible
modified or new approaches—touched upon in my earlier state-
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ment—are under intensive review by the supervisory agerncies, and
I expect to be able to report conclusions to you in a matter of
weeks.

THE DANGER OF OVERREACTION

At the same time, the danger of overreaction—of encouraging in-
advertently an abrupt retreat from lending—is equally real. The
hard fact is few borrowers, at home or abroad, can suddenly repay
substantial debts accumulated over years. An attempt to force the
process would be doomed to failure, because borrowers need time to
make the adjustments to earn the funds or to restore their market
access. What may seem logical and appropriate to an individual
bank in demanding payment, if generalized, would place such
strain on the system as a whole that it, and the individual banks
within it, could only be damaged.

As I noted earlier, the parties immediately at interest in resoly-
ing the international debt problem—lenders and borrowers, govern-
ments and the private lending institutions, -and international orga-
nizations—have been acting cooperatively to deal with the major
points of pressures to the financial system. The IMF stands in the
center of this effort, and it has responded with force and leader-
ship.

The remainder of my statement discusses the importance of deal-

_ ing with the IMF need for additional resources. And that, of

course, is a matter that I hope this committee will act upon at an
early date. I do not think that the United States—we are the lead-
ers, financial, political, and economic, of the rest of the world—can
escape the responsibility of leadership and participation in this
particular effort, if we want it to succeed, and it is in our own in-
terest that it succeed. It is in that context that I am delighted to be
here this morning.

I might say, too, Mr. Chairman, you have emphasized the impor-
tance of safety and soundness and the responsibility of the regula-
tors, and I very much welcome your statement in that connection. |
fully accept that. It is not only relevant in this area but in other
areas. At the same time, it has to be balanced against letting the
System work. There has been a certain deregulation wind in the
air. I think Congress has been involved in that as well. When one
looks at problems of this sort, the time to worry about them is, I
Suppose, before they begin. It is a little late when the problem has
developed in full-blown form.

Let me just say in that connection, the Congress itself took some
actions last year in other areas that we in the Federal Reserve
Wwere not very happy about, in terms of future safety and soundness
considerations. I can think of a very considerable expansion of the
legal lending limits for American banks. That seems to be an area
that you' think is relevant in the international area. And in the
area of export trading companies, we were not opposed to export
trading companies, but we wanted to make sure that safety and
Soundness considerations were clear in the minds of the Congress
as banks got into that area. The legislation that was passed, frank-
ly, did not reflect our concerns as to what might develop in the
future in that area.
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I suspect you will be faced with legislation this year sponsoreq ;,
part by the banks which are looking for additional powers. I thjn.
scme of those will be well justified. I don’t know precisely wh,..
they are going to ask for, but I would suggest you look at tha.
areas with some care in connection with your obvious conca,.
about the future implications for the safety and soundness of ‘r
banking cvstem. I think you might want to look at the reverse, to,.
to nonbanking institutions, nonregulated institutions, that in .
sense are getting into the banking business through the back de.,
and going around the regulatory structure. -

I think this is an area that we have to work on, and I share t}..
concerns that you expressed at the start, not just in this area b
in other areas. '

Senator Hrinz. Mr. Chairman, the process you have just g
scribed from the export trading company legislation which was ep,
acted in September or October—I think the President signed it iy
early October of last year—the increase of the lending limit wg;
also something that came in very late last year——

Mr. Vorckrr. That is correct.

Senator HEiNz [continuing]. Clearly antedated the kinds of prob
lems we are talking about with the international banks.

Mr. VoLckERr. Yes.

Senator Hrinz. When we had Secretary Regan before us op
Monday, he was asked a very direct question, exactly the one yoy
raised: With deregulation in the wind, did some of this deregula.
tion spill over in any way into international bank lending? And he
said no, absolutely not. The main spirit of deregulation, he pointed
out, had been aimed at deregulating the retail depositors’ kinds of
concerns, and he indicated very clearly that in terms of interna-
tional bank lending there had been no signals sent and no legisla-
tion sent down or acted upon, other than those two you mentioned
at the very end of last year, that in his judgment had any influence
on this. Would you agree or disagree with that?

B

ADDITIONAL LEGISLATION UNDER REVIEW

Mr. VoLcker. If I understand you correctly, the regulators, to the
best of my knowledge, have not requested any legislation hereto-
fore on this international lending area. We have, obviously, among
us, been working on this problem and, indeed, we have been rather
intensively involved in recent years, reflecting some of the con-
cerns that you suggested. Someone can look back and say—I look
back myself and say—"“Were we forceful enough? Were we aggres-
sive enough?”’

That is obviously a legitimate question in retrospect. I don't
think it’s correct to say we had no concern. We have spoken about
it in public as well as in private in connection witl: banks. We have
not asked for additional legislative authority, that is quite clear.
What we have under review is whether we need additional legisla-
tive authority or not; whether we can use our other regulatory su-
pervisory instruments is a matter which is under consideration
right at the moment.

Senator Heinz. Well, clearly, you are taking seriously the ques
tion of whether our system has resulted de facto in some kind of
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failure of bank regulation. Let’s assume for the moment there is
some kind of failure, without pointing fingers at whether it’s at the
Fed or the FDIC--—

Mr. VoLckEr. No, no, that is not the point at all.

Senator Hrinz [continuing]. Or someplace, but let's just ask our-
selves the general question, which is this: If there is a failure, it
can come about in one of two ways. Either the regulators in fact
know how to regulate but the banks didn’t take the advice of the
regulators, or the regulators failed to properly instruct the banks.
Of the two, which would you think more nearly describes the prob-
lem?

Mr. Vorcker. You say, “properly instruct the banks.” In some
sense we are nct in the business or haven’t conceived of ourselves
in the business of instructing the banks.

Senator Heinz. Instructed in the educational sense of the word.

Mr. VorLcker. All right, in the educational sense of the word.
First of all, you say that this international lending is a failure. Ev-
erything is relative in this world, I guess. International lending is
part of the world in which we live. It has a very constructive role
to play in the world economy. It can play a role to the benefit of
the United States, and it has played a role to the benefit of the
United States. One is talking about a sense of proportion here, 1
suppose, and how to strike that proportion consistent with the gen-
eral philosophy that in the end the credit decisions of the banks
belong to the banks. But in some cases limit can be put upon that
exercise of discretion.

I think we can learn out of this experience. We are learning out
of this expérience, and we hope to have a good balance in the
future; that is our common goal.

_Senator Heinz. What you are saying is that you would have
liked to have had better foresight, you don’t admit that you failed
In any way, you don’t admit that you don’t have adequate informa-
tion, you don’t admit that you didn't tell the banks they had some
problems. From our point of view, Mr. Chairman, I hope you un-
derstand that given the mission that we charged the Fed and the
other regulators with, to insure safety and soundness, that your
¢onclusion would to us be soft-pedaling the problem.

. Mr. Vorcker. We are not suggesting you soft-pedal the problem.
sggce I have already interrupted, perhaps I could make a couple of

er points.

Senator Hrmnz. I thought you had finished with your opening
flatement.

Mr. Vorcker. I have. Go ahead.

\.‘_Senator Heinz. Let’s turn to some of the specific issues. To my
Lew, there are four. I referred to all four of them in my opening
*2tement. But let’s start with the one on Federal funds.

% 0 expand a little bit on my reference, it was Mr. Martin Mayer
0 on Tuesday testified to what he thought to be the gross abuse
ta t,hf Federal funds market by agencies and branches of foreign
,_“{‘%._Fupds borrowed in that market apparently reached as high
‘;'?1-.-'44-3 billion on one occasion last September. According to Mr.
wooJ®%, in 1981-82, branches of the Mexican and Brazilian banks

“g their access to this market to fund their nations’ growing ex-
Ze deficits, and some $10 billion seems to be involved in doing

g
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that. He claimed that that happened, with Mexican-Brazilia,, i

paying an extra eighth.

NATION'S FINANCIAL SYSTEM IN JHEOPARDY

But it seems, irrespective of what they paid. that practice seem, |

to put our Nation’s financial system in jeopardy, and clearly this

what I call overnight money. My understanding is it’s not suppozes |
to be used for financing the deficits of other countries, and m, |,
question is: Shouldn’t Fed funds be clearly restricted solely to dg

mestic purposes?

Mr. Vorcker. I don’t think you can restrict Federal funds iy |

quite that way. Let me say I think the focus on Federal funds as 4
technical description of this is much too limited. But I think My
Mayer has put his finger on a problem, which I would refer to as
the interbank deposit problem as well as the interbank lending
problem. Most of this is not Federal funds; it is interbank deposits,
It may be lent for 1 month, 3 months, 6 months.

There is no question that foreign banks in general have expand.
ed rapidly in the United States in recent years, that banks from
some developing countries have participated in that expansion—
most of it quite recently—and that, looking at the situation now, as
I see it, those banks or their United States branches and agencies
were not adequately diversified, that in fact they had a large pro-
portion of their assets in loans to their home countries. I think that
that is basically the problem that Mr. Mayer was referring to.

I think, over a period of time, that does raise questions about the
appropriate method of supervision of these banks; that is certainly
an area of concern to me and that we will want to be looking at. |
would point out that we have no direct supervisory authority over
those institutions. While legally they can be supervised directly by
a Federal agency, most of them are under State supervision, and
that is specifically provided for in the International Banking Act,
so in an immediate supervisory sense, we and the other Federal
agencies are in a secondary position. This has grown up rather rap-
idly as part of the general policy of permitting foreign banks to op-
erate freely in the United States.

There is another aspect that runs through all of this that needs a
lot of emphasis. From the standpoint of the general banking
system, it really doesn’t make a lot of difference whether those
banks are operating in New York, San Francisco, Los Angeles, Chi-
cago, whether they are operating in London or the Cayman Islands.
Our regulatory authority over foreign banks, speaking broadly—
whether State or Federal authority—obviously runs to their oper-
ations in the United States.

If there is a matter of concern here—and I think that there is in
the broader sense—it is an example of the fact that in the interna-
tional banking area, to really be successful you’ve got to get cooper-
ation and coordination over a large number of countries, and that
obviously complicates the problem.

Senator Heinz. Well, the first question is: Is this a sound or un-
sound practice to let countries that have severe foreign exchange,
balance of payments, risky debt repayment problems, use the ulti-

i
i
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mate in short-term borrowing, overnight deposits and transactions,
to finance a continuing long-term problem.

Mr. Vorckzz. I haven't got a statistical analysis, but I think yvour
focus is probably wrong if you're talking about overnight deposits,
They were short-term deposits, no doubt about that.

Senator Hzinz. Very short. '

Mr. VoLcker. But I'm not so sure they were so much overnight,
although I'm sure they are in the Federal funds market like the
American banks are. Basically they were financing with bank de-
posits.

Senator HeiNz. This question is directed principally at the use of
those very short funds.

Mr. VoLcker. I am suggesting that that focus is probably wrong.
But the problem is the same, whether it’s a short-term bank depos-
it or overnight Federal funds.

Senator Heinz. Surely you don't agree that it’s good for the in-
ternational lending system to finance with very short-term instru-
ments things that are very long-term ones.

Mr. VoLcker. All banks, I'm afraid, do that. I think the problem
is the diversification on the other side of the balance sheet and
having appropriate liquidity.

I can sit here, and ask in retrospect: Was there appropriate li-
quidity? Was there adequate diversification on these foreign banks’
operations in the United States? When they get in trouble or are
risky countries you know you have a problem. But the nature of
this thing is you’ve got to worry before they get to be risky.

‘Senator Heinz. I agree with you, but I think we have to nail
down this practice, because [ believe it’s a very dangerous one. If,
in fact, $10 billion was on loan }o Jjust two countries in the way of
overnight deposits—— .

Mr. VoLcker. That is not true. .

Senator HEiNz. Mr. Chairman, just a minute. Let me try and ex-
plain to you my concern so you can react to it. And if, as the Mexi-
cans or the Brazilians threatened to do on one occasion—or the Ar-
gentinians, I guess, actually did do it for a few days; they said, “I'm
sorry, we are just not going to pay anything back”—would you
think that that might have a somewhat chilling effect on this par-
ticular market?

Mr. VOLCKER. Yes.

Senator Heinz. All right. That’s the point.

Now, your second point was, “Well, other people will be doing
this. This is an international financial situation. We are not the
only players in the game. Our banks have to be competitive.” But
it doesn’t seem to me that being competitive is a license to engage
in dangerous practice. ’

r. VCLCKER. Well——

Senator Heinz. I'm just making my observations so you under-
stand where I'm coming from.

Finally, it seems to me you have said you don’t think this is ap-
Propriate authority to do something about this, and I'm asking
You—and this is my question—do you want some authority to do
something about this?

Mr. VoLcker. We may. I am not certain that we need it, but we
Mmay, and that is certainly one of the areas I want to look at.

P A} i
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we now have a cooperative venture among the three regulatg,.
bank agencies. Arthur Burns, who was a long-time critic of the

three-agency regulatory structure, said the system causes compey:
tion in laxity. ‘

REGULATORS NOT FORCEFUL ENOUGH WITH BANKS

It’s clear from your own statement and the GAO report that the
regulators may not have been forceful enough over the years Witk
the banks in foreign lending concentration. '

What is your reaction to our proposal to provide guidelines g,
country risk lending in the Federal Reserve exclusively so that yq,
don’t have this division of authority?

Mr. Vorcker. I think on the face of it putting the authority j,
one agency has advantages, whatever agency that may be. Lookeg
at from that point of view, it's very straightforward. I think the
only question that arises is whether you feel that that is consistep
with the more general approach toward banking regulation ang
whether it could be fit into the existing division of authority, |
think you could do it either way.

Looking at this problem in isolation, I think there are advap.
tages in the approach of centralizing. But the question doesn’t stop

. there; it’s whether you want to accept or reject the more genera)
banking supervisory structure, because I think we can work it—-

Senator PrRoxMIRE. Well, we have made exceptions to the divi.
sion—the bank holding companies, for example, are concentrated
in the Federal Reserve Board.

Mr. Vorcker. That is correct. There were exceptions made
before. : .

Senator ProxmiIRE. That has worked very well. I don’t think any-
body now argues that ought to be divided between the three agen-
cies. I haven’t heard too much of that. I suppose there is some of it

Mr. Chairman, loans to the lesser developed countries run into
the hundreds of billions of dollars. Most of the economies of these
countries are in poor shape. How realistic is it to think that a pro-
gram such as the IMF has, with $40 billion of additional capital, is
going to allow those debts to be repaid? Isn’t it more realistic to
face the fact that some of those loans will have to be written off as
a loss to the banks and others?

Mr. Vorcker. No, I don’t think .so, for the major borrowers we
are talking about. The IMF programs and approaches and re-
sources in and of themselves, are not going to lead to those debts
being paid off; that is not the purpose of the IMF resources and the
IMF lending. What will enable those loans to be moderated, if not
paid off, by and large, is to have the debtors growing into a strong
creditworthy position; they don’t have to ray off all their debts.
You want to have a climate in which those countries are so evi-
dently creditworthly that they can finance themselves in the
market, not one in which they will get themselves in difficulties in
the future. You want to return to a more normal market climate
with a debt burden that they can readily service. That gets you
into questions, over time, of the growth of the world economy, on
the one side, and their own policies on the other side.
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problems. I don’t think that at all.

Senator ProxaIRE. I'm just suggesting one way to work out of it
is to face the fact that you may have to take these losses.

Mr. VoLckeg. There is always an ultimate risk, but we are talk-
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Prospects for Debt Repayment,
Commitments to Balance of Payments Adjustment,
and Projections of Debt 3urdens--Selected Latin American Borrowers

For a transitional period, major Latin american borrowers are likely
to require an increase in their outstanding indebtedness to foreign banks. In
all cases, the overall external debt of these countries is expected to grow by
less than ten percent annually in 1983 and 1984. However, within this period,
each of the major borrowing Countries can be expected to restore orderly,

unrestricted Payment of debt service to their foreign creditors on a loan-by-

1oan~basis.

gﬁﬂiil experienced a current account deficit of about $14-1/2 bitlion
in 1982. Brazil has embarked on an IMF-approved program which is designed to
reduce that deficit to $7 bj]]ion in 1983 and $5 billion in 1984. As a result,
requirements for new foreign borrowing will fall to much lower levels, and
Brazil's external debt will grow less than nalf as rapidly as the projected

value of its exports. Taking account of declines in world interest rates that

have already occurred, Brazil's debt service ratio (scheduled amortization
requirements on medium- and long-term external debt plus total external
interest payments divided by annual receipts -from exports of goods and services
and transfers) will fall from about .79 in 1982 %o .62 in 1983 (which equals
Brazil's average debt service ratio during 1978-81) and to a projected .55 in
1984, ‘ '
Mexico's current account deficit fell from $13 billion in 1981 to
about $6-1/2 billion in 1982. In accordance with its recently adopted stabili-
zation program, the current account deficit was expected to decline to about $4
billion in 1983 and 1984. Mexico's reduced needs for financing the current
account, in addition to policy measures to halt the large outward'capita!

flight witnessed in 1980-82, should reduce the growtﬁ of external debt to about

6-8 percent annually durina
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6-8 percent annually during 1983 and 1984. Mexico's debt service ratio for
1682 is estimated to have been about .61, which was considerably higher than in
1980 or 1981 but lower than during the late 1970s. The projections underlying
Mexico's I4F program imply debt service ratios of about .59 in 1983 and .50 in
1984.

Argentina's current account deficit fell from $4-1/2 billion in 198]
to $2-1/2 billion in 1982 and is projected to fall to $1 billion or less in
1983 and 1984. While Araentina faces additional near-term financing needs to
pay off external arrears that have accumulated since April 1982, the massive
capital flight of 1980-81 has subsided. Argentina's estimated debt service
ratio rose sharply from about .50 in 1981 to about .95 in 1982. Because of a
bunching of scheduled maturities in 1983, that ratio is tikely to remain about

.95 in 1983 but fall to about .60 in 1984,

Senator PROXMIRE. Now, according to Table V attached to your
statement, the nine largest U.S. banks had 112.5 percent of thejr
capital out in loans to Argentina, Brazil, and Mexico: 19.6 percent
to Argentina, 43.5 percent to Brazil, and 49.4 percent to Mexico.

What would be a reasonable percentage to each of these coun-
tries?

Mr. VoLcker. That is so difficult to Judge, and it’s a question you
get into when you talk about an arbitrary limit on these loans. You
will notice on that table that the Brazilian exposure is about the
Same in 1982 as it was in 1977, Now, it may have been too much in
1977, but it is clear from that kind of measure that what has
changed is other conditions—not the relative exposure—in that 5-
¥ear period. That is not true of Argentina.

Senator PROXMIRE. Other conditions might make the situation
Sound in 1 year but not sound in later years.

. Mr. VoLcker. Yes, and the growth of the economy, the trend of
Its own payments position, external markets, raw materials devel-
9Pments. Obviously, if one thinks in terms of a lending limit—and

1)

.M not suggesting that—one has to think of limits that are not

Just good in fair weather but also in rainy weather. We've been

Ving rainy weather recently in these countries. What looks good
year may not look so good another year, and if you're going to
Put in that kind of limit you have to think of both situations,

FOREIGN COUNTRIES PLACED IN FINANCIAL CATEGORIES
. Senator Proxmirg. I noticed that foreign countries are placed

Into three categories based on their overall financial situation:
weak, moderately strong, and strong. Can you tell us if Mexico,
Brazil, and Argentina were ever classified weak under this system
and, if so, when they were so classified?

18774 0_g3_ 17
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Mr. VoLckeR. Let me just say the word “classified” here ording,,

ily has a different meaning; it’s used in banking examinatioh '

across the board for loss, doubtful or substandard loans.

Senator PRoXMIRE. You pick the term; anything you want.

Mr. VoLcker. It's a good enough term. I just want to avoid confy.
sion with the use of the term “classified” in banking examination
which has a very definite meaning. This is a relative meaning, anq
I am informed that Brazil and Mexico were in the lower of those
groups.

Senator ProxMIRE. Can you tell us when? I'm talking aboy
“weak.”

Mr. Vorcker. Brazil for several years, Mexico more recently, ang
Argentina around the time of the great conflagration in the South
Atlantic.

Senator PrRoxMIRE. How recently with Mexico? Still?

Mr. Vorcker. Within the past year.

Senator ProxMirE. Still classified as weak?

Mr. Vorcker. Well, you would expect that now.

Senator PRoxMIRE. Was this communicated to the banks?

Mr. VOLCKER. It's communicated to the banks in the sense that it
affects the kinds of comments made in their examination report,

Senator Proxmire. Well, in your judgment—that’s why I made
that reference to Rex Harrison when I started out. My time is up,
but let me just ask this question related to that.

Mr. VoLcker. I understand your quotation from Rex Harrison
That'’s one of the things that would concern us.

Senator PROXMIRE. And that’s why I follow up by saying, despite
the fact that the country classifications developed are confidential,
they know it, but the banks don’t seem to pay any attention to it.
That is confirmed in the GAO study.

-Mr. Vorcker. I don’t think that is completely——

Senator ProxmIre. Why is your regulation so ineffectual in mo-
derating it on behalf of the banks?

Mr. VoLckER. I'm not sure that is completely fair, but let’s stipu-
late that none of us has perfect foresight in these things. The diffi-
cult problem is that something might look good 1 year that won't
look so good the next year. Not everybody, including the regula-
gors, is very good at forecasting that. That is the nature of the

east.

Senator ProxMIRE. For Mexico, in June 1980 it was 31.7 percent
of capital, and 37.9 in December; 40.8 in June, 44.4 in December;
49.4 in June. And the steady increase, very big increase, occurred
after they were classified as weak.

Mr. VoLcker. There is no question there has been a big burst in
lending to Mexico through 1980 and 1981 and running into 1982

Senator HEeiNz. Senator Hecht.

Senator HecHT. Senator, I'm not on your subcommittee so I will
relinquish my time to all the committee members.

Senator HEINz. Very well. I would state, though, that all mem-
bers of the committee have been invited to this hearing.

Senator Sasser.

|
!
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STATEMENT OF SENATOR SASSER

Senator Sasser. Thank you, Mr. Chairman.

Chairman Volcker, I am delighted to see you again this morning
and always like to hear from you in these hearings.

I was reading the Washington Post a couple of days ago, and you
may have read the column, written by a distinguished columnist,
and in that column he quoted Mr. Walter Wriston, the chairman, I

suppose, of Citicorp., and Mr. Wriston was concerned that you -

weren’t going to stay the course on our limiting domestic money
supply and he was afraid you were going to go along and increase
the money supply in an effort to bring interest rates down, and
this was going to cause inflation.

It occurred to me listening to you testify this morning, and learn-
ing that Mr. Wriston’s bank has loaned over 100 percent of their
capital to one country, that we could certainly give him a taste of
deflation just by not going along with the request to put an addi-
tio=al $8 or $9 million—billion; [ am corrected—into these Interna-
tional Monetary Funds and other efforts to prop up the interna-
tional system.

It troubles me with regard to testimony presented here today
that our country appears to be an economic loser, whether we in-

ports——

Mr. VoLcker. Exports.

Senator Sasser [continuing]. Exports to these financially trou-
led nations at a time when we are attempting to get our own
€conomy going.

This is a fair analysis that we do find ourselves in an economic

dilemma in this situation; isn't that correct?
. Mr. VoLcker. I would look at it differently. I don’t think we are
1 a no-win situation, broadly interpreted. First of all, you asked
Where was the enforcer; the need for external credit is a pretty
Potent enforcer, and that leads me to the answer to the second part
of your question.

.'here is no question that the austerity programs in these coun-

will reduce their imports. We have already felt that to a very

derly 5 orderly as it can be—adjustment program, carefully
t.hollght out with the IMF, accompanied by some moderate addj.

‘\_
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resumption of growth than if you simply cut them off; in that ..
you have net paybacks, and you have an even sharper impactcagf
our exports. ®

Senator Sasser. Well, I think that may very well be true, 3,
Chairman, but I suppose my problem with it is this: We See t‘ha"
our banks have lent about 113 percent of their capital to forejo,
countries, according to the information that the committee has f;
nished me, and we feel here now, or are being told—and I don'{
find fault with you for saying this at all—that we need to come t,
the aid of the IMF and the IMF can come to the aid of these coyp,
tries so that these loans from our large banks can be paid and w:
are in essence helping these less developed countries.

OBLIGATION TO SOLVE OUR TROUBLED ECONOMY

I suppose my problem is: Don’t we have an obligation to help
these financially troubled sectors of our economy? You and I have
talked about this many, many times before. Buf don’t we have ay
equal obligation here at home to try to get our financial house in
order, to try to get our interest rates down domestically?

Mr. VOLCKER. Yes.

Senator Sasser. To help our people here. And how are we going
to go out in the country and tell our constituents that we are goin
to use taxpayers’ funds, $8 or $9 billion, to put it into these Inter.
national Monetary Funds and other agencies in an effort to keep
the large banks whole but we can’t really do much for them. _

I had a bank fail down in my State, as you well know, and you
are very familiar with the circumstances on that, and there was
much made of the fact that 23 percent of this bank’s operating cap-
ital was loaned to one individual. Yet, we find here today that over
100 percent of Citicorp’s capital is loaned to one country, Brazil
And I have a hunch that this bank that failed down in my State
had a lot more control over this one individual that they loaned 23
gercg{lt of their capital to than Citicorp does over the country of

razil.

So we've got not just a serious economic problem here, a serious
international economic problem, we've got a serious domestic politi-
cal problem, I think, in trying to explain it to our people here.

Mr. VoLckeRr. I recognize that. Of course, I strongly think it is in
the public interest, for all the reasons that I and others have cited.
But let’s take the example of your bank in Tennessee. An appara-
tus of Government support was brought to bear on that situation.
Depositors in that bank didn’t lose anything, and the continuity of
the banking service in Tennessee was maintained. That’s the kind
of apparatus we have domestically.

The IMF is not a new institution. It was set up under the leader-
ship of the United States, and clearly in our own interests as well
as in the world’s interest, at the end of World War II. This is not
the first time its resources will have been replenished. It will be a
continuing process in the growth of the world economy, if that in-
stitution is going to fulfill the functions that were laid out at the
start. It's very much in our interest. We are in a particular situa-
tion where the pressures are particularly heavy and the institution
exists to deal with situations uf this sort. It has to be adequately
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equipped to do its job, and that requires more resources over the
years, and it requires more resources particularly now when we
have a really unprecedented situation arising in the international
financial area.

But I think there is a general feeling in the United States—very
strong in other countries, developed countries as well as developing
countries—that this institution has a vital role to play. It is being
challenged now by external circumstances. It has moved very ag-
gressively in the interest of the world economy and our economy,
but it needs the tools to do the job, and only the Government can
provide that.

Senator Sasser. I think we can agree that the banks that made
these very large loans to these developing countries were guilty of
at least an indiscretion and not following the soundest banking
practices. Do you agree with that?

Mr. VoLckeR. I wouldn’t choose those words to characterize it at
all.

Senator Sasser. Well, would you agree that perhaps the bankers
down in Tennessee when they were loaning out large chunks of
their operating capital, the accusation was made by some of the
Federal agencies that they weren’t following proper banking prac-
tices. Now, you said a moment ago that everything in this world is
relative, and I suppose it is, but do we have a different standard of
conduct for domestic bankers and international bankers?

Mr. VoLcker. No, we do not.

Senator Sasser. My stockholders in that bank in Knoxville lost
everything they had.

Mr. VorLcker. That is true.

Senator Sasser. The depositors were kept whole. Now, what is
going to happen to the stockholders of Citicorp and Chase Manhat-
tan, J. P. Morgan, First National Bank of Chicago, Continental of
Chicago, Chemical Bank, Manufacturers, Hanovers Trust, Marine
Midland? Are they going to suffer any loss as a result of these
loans which on the surface to me—admittedly I don’t know a lot
about the banking business—don’t look very sound, frankly.

Mr. VoLcker. I'm not a bank stock analyst, but I know I've

eard on a number of occasions over recent years, when the stocks
of many of these banks have been trading well below book value or
with relatively high yields, that one important factor in their lack
of popularity among many potential and actual shareholders was a
certain amount of concern over their exposure abroad. The market-
place makes its own judgment about those factors. Whether that
Judgment is justified or not, time will tell, but I think it is reflected
In the price of their stocks.

nator Sasser. Thank you, Mr. Chairman.
Senator Heinz. Senator Lautenberg.

STATEMENT OF SENATOR LAUTENBERG

Senator LauTENBERG. Thank you, Mr. Chairman.
v he theme that seems to thread throughout our discussion, Mr.
olcker, is one of the behavior of the very sophisticated banks in
U e way they apportion their loan reserves or their loan opportuni-
‘es. Some earlier questioning dealt with the kind of barometers or
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yardsticks that might be used in classifying these loans or risks. ]t
looks like a scale of something like A through G, starting wity
“avarice” and winding up with “gluttony.”

What we see is a violation, I think it’s fair to say, of good prac.
tice in terms of the way these loans were made. Now the questigy
is who pays the piper. I think Senator Sasser was referring precise.
ly to that. And though we may be locked in, I think it’s fair to say,
to these commitments, certainly we have to protect our financia)
system against such future activities.

Would it be logical at this point, instead of continuing to capital.
ize these errors, to perhaps recast these loans, extend the payment
terms and reduce the interest rates—instead of going through
these adjustments by additional loans? If it’s possible, ask the
banks who have made loans to the private sectors in these coun.
tries—and I guess there are some sovereign loans, though I don't
know and I'd be interested in knowing if that is correct—perhaps
to take their interest income in a reduction of capital as opposed to
adding to their operating income; this was suggested in the testi.
mory of Mr. Mayer a couple of days ago.

The fact is that the penalty has not been seen in some of the
bank-share prizes. Banks continue to make aggressive investments
in nondirect banking areas, looking for diversion when I think
their primary function is to provide capital. And I think what is
happening is that our citizens are being asked to take the pain
much more directly than are the financial institutions with all
their professional skill and all their sophistication.

Mr. VoLcker. I don’t think our citizens will feel any pain if we
are successful in this venture. Where they feel the pain is if the
situation is not managed. That is the risk in this situation, and
that is the overwhelming risk to which we must direct ourselves.

The possibility you referred to of how to use interest income is a
fair question. These are the kinds of things that are under review.
I would say I don’t think it’s appropriate to take this particular
action in the case of some of these major countries that have been
servicing their interest steadily and have displayed a willingness to
undertake very forceful adjustment programs at home, and have a
logical program for working themselves out of this problem. There
are countries that have essentially been in default for some years,
where that kind of suggestion is quite appropriate, and I think
many banks follow that practice now.

COUNTRIES IN DEFAULT FOR YEARS

Senator LAUTENBERG. It was interesting that you said that coun-
tries have been in default for years. When I had the opportunity to
hear some people from the Department of the Treasury make a
presentation, they said no borrower had been in default. And when
I asked if there were countries that were delinquent, they also re-
sponded negatively and said that we continue to adjust these pro-
grams. I guess that’s a privilege reserved for nations and not indi-
viduals.

Mr. VorLcker. The countries 1 am refer.ing to are rather small
countries, but they are in default.

Senator LAUTENBERG. They are clearly in default.

e e < s e = rmy e et v
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Mr. VoLckER. They are delinquent, anyway.

Senator LAUTENBERG. They are delinquent to the point of de-
faulting, except the axe has not come down.

Thank you very much, Mr. Chairman.

Senator HeiNz. Thank you, Senator Lautenberg.

Senator Hecht.

Senator HecHT. Mr. Volcker, what responsibility or liability do
you see for directors of these banks?

Mr. Vorcker. The directors of the banks clearly have the respon-
sibility for overseeing the general policies of the bank with respect
to foreign loans.

Senator HecHT. As Senator Sasser said, you see no distinction,
then, between domestic and foreign lending banks, the same set of
standards?

Mr. VoLcker. Yes. Obviously the nature of the lending Creates
some differences, but as a general approach there shouldn’t be any
distinction.

Senator Hecur. Have you been in contact with directors