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U.S. POLICIES ON TRADE, EXCHANGE RATES
AND LDC DEBT

TUESDAY, MAY 13, 1986

U.S. SENATE, JOINT SUBCOMMITTEES ON INTERNATIONAL
TrADE oF THE COMMITTEE ON FINANCE, AND SuBCcOM-
MITTEE ON INTERNATIONAL FINANCE AND MONETARY
Poricy oF THE COMMITTEE ON BANKING, HOUSING, AND
URBAN AFFAIRS,

Washington, DC.
The subcommittees met, pursuant to notice, at 10:05 a.m., in room
SD-215, Dirksen Senate Office Building, Hon. John C. Danforth
and John Heinz (cochairmen) presiding. 4
Present: Senators Danforth, Chafee, Heinz, Durenberger, Grass-
ley, Long, Bentsen, Baucus, Bradley, and Mitchell.

Also present: Senators Dodd, Gorton, Mattingly, Hecht, Dixon,
Sasser, and Cranston.

[The press release announcing the hearing, and the prepared

written statements of Senator Heinz and Grassley and a staff
report follow:]

iPress Release No »ti-040]

CommiTT=E ON FINANCE SeTs HEARINGS ON TRADE Issuks Raisep By S. 1860

Senator Bob Packwood (R-Oregoni. chairman of the Committee on Finance, an-
nounced today the scheduling of four hearings of the Subcommittee on Interna-
tional Trcde on May 13, 14, and 15, 1986. Senator John C. Danforth (R-Missouri),
chairman of the Finance Committee's Subcommittee on International Trade will
preside at these hearings. All the hearings will be held in Room SD-215 of the Dirk-
sen Senate Office Building.

Senator Packwood noted that a number of important issues are raised by S. 1860,
sponsored by Senators Danforth, Moynihan, Dole, Bradley, and others. This series of
hearings will afford an opportunity to examine the merits of S. 1860 and other bills
which share its themes, Chairman Packwood stated.

On May 13, 1986, at 10 a.m. the Subcommittee will begin this series of hearings
with Treasury Secretary James Baker. This hearing will concentrate on the integra-
tion of United States policies on trade, exchange rates and the accumulated debts of
less developed countries. The Committee also invites public comment on S. 1866,
principally sponsored by Senators Bradley, Mattingly and Moynihan.

STATEMENT OF SENATOR HEINZ

Mr. Chairman, I welcome Secretary Baker to this joint subcommittee hearing in-
volving the two principal international trade and finance subcommittees of the
Senate. I look forwarc to his report on important developments in two key areas
that profoundly affect U.S. trade competitiveness in the world market; the Tokyo
Summit agreement to correct dollar volatility and misalignment, and the plan
which has come to be known as the Baker Initiative to address the continuing debt
servicing problems of the major developing countries.

(1)
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Progress in these two areas is vitally important because balanced U.S. trade has

- proved impossible in the face of severely misaligned exchange rates and the collapse

of LLDC exports markets which represented roughly 40 percent of U.S. exports only a
few years ago.

In the Banking Committee. we have been devoting considerable attention to re-
storing export market access. the management of monetary policy and its effect on
exchange rates, and the trade and financial consequences of international debt. We
are undertaking a series of hearings on these issues to explore the measures the
United States should be taking to resolve these problems, and we anticipate mark-
ing up legislation. From my perspective as Chairman of the Subcommittee on Inter-
national Finance and Monetary Policy, I would like to share with you some of the
thinking we have done on these questions.

It is important to recognize that until quite recently, the trade and international
economic ramifications of U.S. domestic policies have received scant notice in the
grocess of setting fiscal and monetary policies. U.S. competitiveness in world mar-

ets has eroded as key sectors of the U.S. economy suffered through a ‘““trade de-
pression’’, and unsustainable worldwide trade imbalances resulted. The drift has
gone on for so long that many fear that trade balance can only come about through
major dislocations in the trading systems and the U.S. economy.

Given these dangers, there has been a crying need for U.S. leadership. Finally we
are beginning 1o see it in the Administration’s various policy pronouncements and
actions over the last year. Seven months ago in Seoul, the Secretary proposed a
growth oriented approach to resolving the debt problems of the major LDC debtors.
In late October at the Plaza Hotel, the G-5 governments altered longstanding policy
against coordinated exchange market intervention with announcement of a new
policy aimed at expediting necessary exchange realignments and smoothing market
volatility. Finally, last week in Tokyo, the summit countries agreed to a program of
intensified policy coordination based on objective economic indicators (GNP growth,
inflation, unemployment, interest and exchange rates, etc.) to stabilize the monetary
sgstem. Assessing the adequacy of those actions requires that we be fully aware of
the magnitude of the problem we face.

Looking first at exchange rates, the high value of the dollar in recent years has
contributed to the drifting away of U.S. industrial strength, forcing efficient U.S.
producers to move overseas or give up exporting. American manufacturers have suf-
fered the loss of domestic and foreign market shares which, if not permanent, will
at least require more than marginal shifts in exchange rates and major sales efforts
to reverse.

We must also recognize the limits of our theories. The floating rate system did not
respond to large U.S. trade deficits with a decline in dollar value and reduction of
those deficits. Despite a dramatic decline in the value of the dollar over the last
year, trade deficits continue to grow to record levels. In fact, with capital flows ex-
ceeding trade flows by a factor of 10 to 1 in the world economy, it is clear that clas-
sical theory’s emphasis on merchandise trade is outdated.

Without question, careful management will be needed and the success of the
Tokyo action plan will depend on our resolve to set the market signals correctly, to
monitor performance closely, and to intervene in exchange markets and alter poli-
cies as needed.

Turring to the continuing debt problems of major developing countries, it is clear
that this is the second key factor reducing the ability of U.S. firms to sell overseas.
Until we see significant improvement in the major debtor economies, our own eco-
nomic vitality will be constrained, and their economic vitality and political stabilit
will be severely hampered. For these reasons, the announcement of the Baker Initi-
ative last fall was another welcome development.

That plan took a very sensible approach to the debt problemn. It recognized that
the economic future of the debtors rests largely in their own hands through the es-
tablishment of domestic policies that promote growth. However, recovery also de-
pends on many factors outside the debtors’ control: efforts of developed countries to
provide a stable international economic environment with low inflation and interest
rates; access to markets and foreign credit, as appropriate; and a supportive posture
by international institutions, national bank regulatory agencies, and the like. In
sum, the plan requires cooperation by all parties to the debt problem: debtors, lend-
ers and international agencies.

So far the record on the Baker Initiative is sketchy. Some of the debt burdened
countries are reluctant to work with the IMF and play by the rules of the game.
Mexico, Venezuela, Nigeria and others have been hard hit by oil price declines. It is
not clear that they are taking the steps necessary to cope with these new develop-
ments and some would argue they are now insolvent.
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We look forward to the Secretary's report on the debt problem, and hope for evi-
dence that the debtors are indeed making necessary policy reforms, that banks are
living up to their funding commitments, and that the World Bank and IMF are de-
veloping effective programs to support the debtors.

Most important, we seek confirmation that the recent Administration initiatives
on monetary reform and LDC debt represent a turning point for U.S. international
economic policy—that the Administration has learned its lesson from the economic
damage caused during the last five years of international turmoil.

Congressional sentiment is clear. as indicated by the Trade Enhancement Act:
international economic policy must be a major part of the national policy debate in
the United States. The Administration must have active—not passive—policies on
misaligned exchange rates, coordinated economic performance among Summit na-
tions, and LDC debt management. The Congress must be able to assure the Ameri-
can people that the government is doing its utmost to promote a stable and predict-
able international economic environment in which our businessmen can compete
successfully. I look forward to the Secretary's report.

SENATOR CHARLES E. GRASSLEY

Mr. Chairman, I am extremely pleased that this committee has begun the process
of looking at some of the critical issues that have a major bearing on our trade defi-
cit. .

Our economy is not like the family dog . . . it won't go or stay on command. Our
hopes and doubts about the effectiveness of our budget balancing plan to relieve the
U.S. economy from the twin pressures of the fiscal and trade deficits are balanced
on a knife's edge.

The external debt of developing nations will reach one trillion dollars by the end
of 1986, according to the World Bank. Many financial experts feel that before the
end of 1987, the debt problem will demand joint government intervention by the
United States, Japan and the European Community on a considerably larger scale
than currently envisioned by these countries.

Currently lower interest rates, falling oil prices, the weaker dollar, price stablity
and the prospect of a lower federal deficit have all combined to brighten the U.S.
economic landscape. Yet, fifty economists polled through blue chip economic world-
scan predict an average of a 3 percent real growth for the U.S. economy in 1986. In
addition, the panel saw the first quarter of 1988 as the beginning of a new U.S. eco-
nomic recession.

Analysts are also warning that aggressive marketing by foreign sellers in the
United States, brand loyalties to many foreign goods, and the willingness of foreign
sellers to forego some profits in order to hang on to their U.S. market shares will
counteract somewhat the decline of the dollar in the process of balancing U.S. trade.

For these, as well as a host of other reasons, refurm of the International Mone-
tary System must move to center stage on any economic debate. There must be a
basic foundation of improved international cocperation and policy commitments by
all countries for any strengthening of the international system to work. It is for
these reasons that I was pleased to see President Reagan sit down with six other
heads of state at the Tokyo Suramit to discuss a world economy marked by volatili-
ty. For volatility feeds volatility as banks and business focus their attention on ex-
change gains and losses rather than on trade and wealth creation.

Mr. Chairman, I look forward to the presentation of Secretary Baker’s testimony
on the Tokyo Summit, the LDC debt problem, and on legislation S. 1866 presently
before this committee.
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MAY 12, 1986

MEMD
FROM: FINANCE COMMITTEE TRADE STAfF (LEN SANTOS 4-5472)
TO: FINANCE COMMITTEE MEMBERS

SUBJECT: MAY 13, .986 HEARING ON UNITED STATES POLICIES

ON TRADE, EXCHANGE RATES AND LDC DEBT

The Subcommittee on International Trade will conduct a
hearing at 10:09 a.m., May 13, .986A, on the integration of
United States policies on trade, exchange rates and the
debts of the less develnped countri2s. The hearing will be

held 1n SD-2.5 »f -he Dirksen Senate Office Ruilding.

I. Tre Context

It 1s now widely accepted that the accumulation of large
C.S, trade deficits during 1981-.986 is, in large part, 1
r2flection of twd realities: the relative strangth of the
U.3. dollar and tne difficulty experienced by less developed
countries in servicinj the:r externa. debts., [n spite of
the role of the dolla:'= exchanje rate and LDT debt 1n
jenerating unpreceie-t2?! i,5, trade deficits, U.S, policy
wirth respect to boch »>¢ >%ese tactdrs was ron-
interventiosnist duriny 133.:-1985, In 1985, however, the
Jnited States “Yegan to develop new approaches to both of
tnese factors. The extent to which these new approaches are

. of 19
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motivated by trade policy considerations, and the
consequences of these new approaches, are unclear at this

writing.

I1. Dollar Exchange Rate

The attached memorandum, prepared for Pinance Committee
hearings held April 23-24, 1985 describes the history of the
exchange rate system, iig‘evolution into a floating rate
system and its impact on the trading system. Since those
hearings, United States policy on exchange rates has
changed. Following a September 22, 1985 meeting between
U.S. Treasury Secretary Baker and his counterparts from
Japan, West Germany, the United Kingdom and France (the G~
5), it was announced that the G-5 had agreed to cooperate in
a devaluation of the dollar, This represented a shift from
the previous !J,S, position of intervening in exchange
markets only to correct "disorderly®” market conditions. The
September 22 announcement has been followed by a marked
depreciation in the exchange value of the dollar, although,
as Chart ! indicates, the September 22 announcement was not
the turning point for the dollar, which had been weakening

since February 1985,

At the May 4-6, :986 summit meeting in Tokyo of the
heads of state of the largest industrialized democracies,
agreement was reached to take "remedial measures where there
are significant (exchange rate) deviations from an intended

course,” While this new approach is described as a "managed
2 of 10



float®, it may be more accurate to describe the new element
as the willingness of the United States to participate in
the "managed float® and of other countries to actively

coordinate their policies on exchange rates.

Although the dollar has depreciated by more than 35
percent against the Japanese yen and somewhat lesser
percentage against other major currencies, it has not
depreciated against all currencies., Canada, Korea and
Taiwan are some of the major U,S. trading partners whose
currencies have not strengthened against the U.S. dollar.
This uneven depreciation of the dollar is one reason the
U.S. trade deficit has continued to grow. Most experts also
believe in the "j" curve theory, in which established trade
flows suffer an unfavorable valuation effect in the short

term,

ITI. Less Developed Country Debt

Although there are many less developed countries (LDCs)
which have accumulated large external debts, liquidity
problems are most acute among the Latin American debtors
since four-fifths of their borrowing was obtained from
commercial sources at market rates, Much of the borrowing
by other LDCs was obtained from official sources at
concessional rates. Accordingly, the liquidity problems
which have forced LDC debtors to restrict their_imports have
been concentrated in the Latin American debtors, Export

3 of 10
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growth in the 1960-.980 period exceeded real interest paid
on external debt., Thus, the debt-to-export ratio in the
Latin American debtors would have declined had these
countries not been borrowing all the interest owed and more.
But since 1980, high interest rates and slow growth in the
world economy have turned the outlook around. Large non-
interest surpluses are now necessary merely to stabilize the

debt-to-export ratio.

The initial response to this debt crisis was that the
governments of the industrialized countries and the IMF
collaborated in 1982-85 to keep the debt from being
repudiated-and to maintain the appearance of its continued
service, The collaboration took the form of prescribing
adjustment programsg for the debtor cauntries, case by case,
which would bring about rapid and large improvements in
their current accounts, As a counterpart, the commercial
pank-IMF cartel would provide limited amounts ot new mcney
to cover that part of debt service which could not
immediately be met by an adjustment of trade balances toward

surpluses,

As Chart 2 and Tables . and 2 indicate, the consequences
of this approach for the U,S, trade balance have been
extremely negative. As these debtor countries have been
forced to accumulate trade surpluses to pay interest on
their external debt, they have imported less and expofted

more. From 198. to 1983, U.S. exports to Latin America



declined by $16 billion while U.S. imports from Latin

America grew by about $3 billion.

In spite of these efforts, debt and interest payments as
a fraction of national income have increased so much that
even very large trade surpluses have not been enough to keep
the debt from growing. In 1977, interest payments amounted
to only 2 percent of income; by 1980 they had risen 3.8
percent of income; and by- 1985 to 5.3 percent. The real
interest burden has grown even more dramatically. Over the
period 1977-1985, Latin American external debt increased

from 30 percent of national income to 46 percent,

Chart 3 shows Latin America's trade balance and

% (nominal) interest payments., The chart highlights the major
shift in the external balance between the p:e- and post-.982
periods, As a :esulz, there has been a net flow of real
resouces from Latin America to the rest of the world,
principally to the developed countries, Thus, these

,; . surpluses have been achieved by cutting real wages and
standards of living and by suspending investment and

imports. Table 3 reflects the fact that in 1985, Latin

American per capita income was more than 7 percent below the

1900 level, with the decline reaching 20 percent in some
countries, These severe domestic consequences of the need
B¢ to generate large trade surpluses have raised questions

g about the sustainability of these conditions and their
implication for sccial and political stability in the

region,

.
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During 1981-1985, the United Statee had ireated this
debt problem as private matters between the creditor banks
and the Latin American debtors. But in October 1985,
Treasury Secretary Baker announced a new plan for dealing

with this debt situation,

The plan had three elements, First, the debtor
countries would pledge themselves to economic reform by
giving market forces a greater role in the economy., Second,
the commerical banks would agree to increase lending to the
affected countries by 3 percent per ann'm, less than the
interest rate, but more than they had been doing in 1985,
Third, the IMF, World Bank and multilateral development
banks (e.qg., the Inter-American Development Bank) would
increase their lending to the debtor countries, The World
Bank in a departure from its tradional role in developing
country investment projects, is to direct the flow of
resources, All told, this plan envisions a three yeav
lending increase of $29 pillion, of which $20 billion would

come from commercial banks and S$9 billion from the World

Bank,

The continuation »f this debt crisis raises questions
about the exposure of 1,S. hanks, Their claims are highly
concentrated., The larjest nine American banks accounted for
more than 60 percent of tnhe LDC loans and the next fifteen
banks for another 20 perzent. Fnr the major American banks,
loans to the five largest Latin borrowers amount to over 100

percent of stockholder's equity.
6 of 10
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Tre lecline i1n o1l prices and interest rates have
.reased the chances that some LDC debtors may be able to
.t w "uw* of threir dedbt, But for an oil exporting country
e Mexii~, the declire in oil prices will compound the

teaty severe strains imposed by Mexico's large external

Cv. om.mmazg € S, 1866

-~
s

TLE 1. MEASURES RELATING TO EXCHANGE RATES

)

Se_ti1nn 101 and 102, Findings and Policy.

<ince the GATT 15 premised on the Bretton Woods
international Monetary System which has been
arardoned, and the dollar's role as a reserve
.Lsrrerncy makes it particularly vulnerable to
~apital movements, the United States should seek to
athieve an exchange rate for the dollar which

av21ds prolonged imbalances in the current account.

The 5-5 countries should coordinate monetary and
¢1scal policies with the objectives of eliminating
imbalances 1n trade and capital flows and
stablizing exchange rate through the coordinated
participation by central banks in international

carrency markets,



11

Section 103, Negotiating Authority

Section 103 requires the President, within six
months of enactment, to enter into negotiation with
other G-5 countries to improve the functioning of
the international monetary system and to enhance
the role of the G-5 to coordinate fiscal and
monetary policy, to achieve convergence of G-5S
policies on money growth, inflation, fiscal policy,
interest rates and other factors; to enter into
negotiations with other countries to achieve
reciprocal opportunities for investment, "thereby
eliminating a major factor contributing to exchange
rate misalignment and improving the economic

efficiency of international investment flows,"

Section 103(b) requires the Secretary of the
Treasury and the Federal Reserve Board to
accumulate foreign currercies in sufficient
quantities to make participation in foreign

exchange markets effective and credible.

TITLE II. MEASURES RELATING TO DEVELOPING COUNTRY

DEBTORS

Section 2C.. Findings

A comprehensive, multilateral or bilateral
government approach is required to the problem of
developing country debt, which stifles U.S.

8 of 10
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exports, disrupts patterns of international capital
flows, and prevents economic growth for developing
countries, The United States should negotiate the
removal of a variety of barriers to imports and
foreign investments which inhibit the development

of developing countries.

Section 202, Negotiating Objective

Generally, to open developing country markets while
renegotiating their debt service, thus benefiting

both developing countries and the United States,

Section 203, Authority and Directives

Section 203 authorizes the Export/Import Bank to
establish a Si0 billion trade expansion loan
guaranty and insurance program. The purpose of the
program is to support U.S. exports to specific
developing countries; however, the program is
avallable for exports to a particular country only
if private sector access to its facilities in the
developing countries at least equal t> that ot the
public sectn: and the developing country is
removing existing trade and investment barriers,
The program wnuld replace the Compensatory
Financing Facility, which would be terminated and

its assets transferred to the program.
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In addition, the President is authorized to
negotiate with the OECD countries to eliminate
official financing of or support for new mining or
production facilities in developing countries where
the commodity in jJuestion isS in oversupply in
international trade. The President 1s also
authorized to negotiate with members of
multilateral development banks an agreement
prohibiting the furnishing of assistance by those
banks for new mining or production facilities for

commodities that are in oversupply.

mm097
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CHART 2
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|
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15.0

.7
6.3

33.0

1/9.0

I W

U.S. Exporis v latin America

(US. § Biiiwons)

oy 198
-41 1.0
-90 U.1
-1l 2.5
-3 0.7
¢t b 1.9
-—- 0.6
~ 20 u.u4
- 27 0.9
--- u.l
- 4 2.7
- 14 10.2
- 34 9.1
- Y 5.8
- 21 25.0
- 1/%.0
- Y 200. 3

1/ taports ate UG, ‘Tutal txports (F.ALS. Value).
trom sums of the colums due Lo rounding.

1 Q. 1984 S Qy. 1985 a9,
- 23 0.9 - 10 0.7 - 22

- U.1 - 0.1 -——
- 26 2.6 + 4 3.1 + 19
- 40 0.8 + 14 u.7 - 12
- <4 1.4 - 17 1.9 3 7
- 29 0.7 + 17 u.6 - 14
- 50 0.0 [3-11] 0.1 + 67
- 18 u.?7 - 22 0.5 - 29
- 50 0.1 —— 0.1 -——
- 48 3.4 + L6 3.2 - 6
- 32 10.8 + 6.0 10.5 - 3
- 22 12.0 + 33 14.6 + 43
- 8 6.2 + 7 5.9 - 5
- 24 49.0 + 16 0.1 + 4
- 2 188.5 + 8 183.0 - 3
- 6 217.8 + 9 213.1 - &
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MEXICL
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TUTAL LATIN AMLKICA

U.S. IMPORTS FRUM REST

OF WURLD

U.S. IMPQGIIS FROUM WuiD

NOTES:

1/ Ilmports dare U.S. General Imports (C.1WF.).
2/ 'lutal tigures may ditter brom swns ot the colums due Lo founding.

3/ Caribbean Basim includes Central America, Islands, Quyana and Sutinane.

'

SOURCE:

USLOC F1-990 (S1IC/SCHEDULE A)

U.S. Imports From Latin Awrica
(U.S. $ B11liony)

1981 1984 L Q. 198 3 b Quy. 1964 VS Qug. 198%
1.2 1.2 —— 0.9 -4 1.0 + 1L 1.2
0.2 u.1 - S 0.2 +10U u.2 -—- 0.1
4.8 4.6 - 4 5.4 + 17 8.3 + 54 8.1
0.7 0.7 -—— 1.0 + 43 u.9 - 10 0.y
0.9 0.9 - 1.0 + 11 1.3 + U 1.5
i.1 1.2 +t 9 1. + 25 1.8 + 20 2.0
.0 0.04 - w 0.03 - 25 0.04 ¢+ 34 U.Us
1.3 1.1 - 19 1.2 ¢ 9 1.4 + 17 HAP
0.2 0.3 + YU 0.4 t 33 .6 + 50 U.6
v.8 .U - 14 9.2 + 4 6.8 + sl L.y

16.3 19,2 - 1 17.0 + 12 4.3 + 3l L4. 3

14.0 19%.8 + 13 L7.0 + 8 i8.¢ + 7 19.4

10.5 8.5 - 19 9.6 + 13 9.5 -1 1.4

40.7 Y. - 4 45.5 + iU 50.0 L 9.0

232.17 219.4 - 1 226.4 + 5 291.2 + 29 3l

ul.U 243,28 - 1 2LY.9 + 11 341.2 + 26 jui .o

7 318Vl

81
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TABLE 3

T L D T R -

TABLE 3 Growth and lavestrent, Large Latin Aserican Countries,

Investaert/GOP ()

19840

1980-1988.

Country, Change 1n Per Clagita 30P,

1980-3% 1934-885. 1980
Sranl -3.0 ¢, 3 22.5
Mexico -2.17 1.3 24,8
Arjentina =311 -4.3 22.4
Venezuela -20.8 -2.7 o3,
Chile -1 0.2 15.6

12.¢0

............................................................. —mmee-

Socu-cey CEIPAL, I7S, #23ta :n 2nis coluen

Chile are for

for wrzarting and
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St SREEE Ynited States Semate

]
CMMRES § SAASBIT OWA COMMITTEL ON RiANCE

" e nd -

Waswingron, OC 20810

"y LAM PROEIR ONF & FTAN
WCnAR STER MINONITY TTASY SENCTOR

APRIL 22, 1985

exo O

FROM: FINANCE COMMITTEE STAW,’(LEN SANTOS x4-5353)
T3 FINANCE COMMITTEE MEMBERS

SUBJECT: THE RCOLE OF FLOATING EXCHANGE RATES

IN THE INTERNATIONAL TRADING SYSTEM

The Firance Commjittee will conduct hearings on April 23
ard April 24, 1985 on the viability of the international
tradirg system in ar era of floating exchange rates. The
hearirgs are scheduled from 9:30 a.m. to roon on April 23
ard 24, as well as from 2:30 p.m. to 4:30 p.m. on April 23.
The hearirgs will be held in SD-215, A li;t of the

witresses {s attached hereto.

I. ROLE CF EYCTHANGE RATES

« An excharge rate is the price of cre currercy in
terms of another currency. The foreign exchange market,
where one currercy is excharged for arnother, {s a
retwork of commercial barks, hrokers, central banks, and
custemers who ccmmurnicate easily with each other. When

one dollar buys fewer urits of a foreign curreacy, the
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dollar has depreciated; ard conversely, wher ore dollar
buys more units of a foreign currercy, the dcllar has
appreciated. Wher a courtry's currercy appreciates, {ts
exports ircrease ir price {r terms of other currercies
ard imports dimirish ir price ir terms of {ts own

currercy.

THE BRETTON WOODS ERA

A. The Raticrale

The regctiaticrs tﬂat established the postwar
{rterraticra. =cretary system at Bretton Woods, New
Yampshire, .r ‘Lly 344, Were heavily influenced by
3 desire rot %o repeat the majer mistakes of the
pericd betweer "ne wars, The British and American
plarrers cf <ne postWar mcretary order saw
flLactaatirng 3ard =tisa.igred excharge rates,
ccmpletely free capital mcvemerts, ard completely
autcrcmous raticral mcretary ard fiscal policies as
{ncompatible «“i%n ar cper tradirg system arnd the
achievemer®t ¢ nigh levels cf employmert ard
growth, They <arted ccllective irtergoverrnmertal

mar.agemer.t ¢ tne juartum of irterratioral

liquidity, .¢ ir<cerraticral capital flows, and of

2 of 29
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excharge rates ard raticral adjustaert policies,.
Sir Kirgley Wocd, B8ritish Charcellcr of the

Exchequer, summarizeZ this view ir *343:

"We wart ar. orderly ard agreed method of
determirirg “he vaiue cf raticral currercy
urits, %o elimirate urilateral actior ard the
darger <hich i irvolves that each ration will
seek to restcre its competitive positior by
excharge jepreciatior. Above all, we wart to
free the irterratioral moretary system from
those arbitrary, urpredictable ard urndesirable
ir.fluerces which have operated ir the past as
a result of large-scale speculative movemerts
of capital. We wart to secure an ecoromic
policy agreed betweer the rations and an
irterratioral mcretary system which will be
the {rstrumert cf that policy. This means
that if ary ore Goverrment were tempted to
move tce far either ir ar inflatiorary or
deflaticrary directior, {t would be subject to
the chet« ¢f corsultatiors with the other
Joverrmerts, ard it woculd be part of the
agreed pclicy to take measures for correctirg
terjercies %o dis-equilibrium ir the balarce
of paymerss «f 23ch separate ccurtry."

1. Liquidivy

This 2cllective irtergcverrmertal
mar.agemert cf nmcrey preoved impcssible, arnd the
world turred tc the 4cllar stardard, ir which
irterra%t: ra! reserves were determired mairnly
by the nilirte cf paymerts deficits of the

Jjrnited “tates,

30[29
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Capital Mcvemerts

Collective irterratioral moretary
mar.agemer.t proved ro more feasible for capital
movemer.ts thar it 3{d for liquidity creation.
The IMF articles approved at Brettor Woods
provided fcr freedcm frcm excharge cortrols
erly or currert trarsactiors; sigrificartly,
the postwar plarrers ervisaged that countries
would reed the latitude (ard, in extreme
cases, shculd be required) to control
disequilibriating movemerts of short-term
capital. The Arglo-Ameri{car. plarrers of
Srettcr. Accis believed that goverrmernts wculd
have to pratect the system agiirnst the
urcaortrclied activities of private barks.
Secretary of the Treasury Herry Mcrgerthau
wer.t so far as to describe the purpose cf the
Bretter. Wceis Zorfererce 3as "o drive the
usuricus mcrey lerders frcm the timple of
irterraticral firarce.” The wijely-held view
at Brett:r Wccds was that the great volality
of exchirge rates ard massive flilows cf
specu.3t..2 3rd flizht capital durirg the

perici ta2-.e2ar tne wars «era prima facie
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eviderce ¢f the distablizing and
disequilibriatirg rature of capital flows and

+he urdesirability of floatirg excharge rates.

43:Listmert

Firally, :irterratioral moretary
=aragemert also proved iroperable for the
irterraticral adjustment process. The postwar
~cretary orier was to be based on fixed
ex:harge rates, which could be adjusted to
scrrect a3 “furdamertal disequilidbrium™ througn
3 protess of :irterraticral corsultatior ard
igreemert., Byt it prcved impossible to agree

r tme apzruopriate balarce betseer deficit ard
sirpl.s tourtry resporsibilities, At the ernd
. £ tna Zrattor Wecds cor.fererce, ratioral
3.%IrCMy «aS %eir.d emphasized irstead of

sspraraticrality.

sve= .7 lperatior

_r.ier --.2 Brettor. Woods system, the value of
T.1.37 35 1ef:ired ir terms cof zold (ard

Laertitlae o0 2013 ard all the cther currercies

5 of 29
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were fixed in relation to the dollar. The exchange
rate for eachW currency could fluvctuate only ore
percent above or below the par value of the
currercy--if {t fluctuated more, each country was
expected to buy or sell {ts own currercy to prevert
wider fluctuatiors. Corsequently, the monetary
authority cf each courtry was resporsible for

majirtainirg the excharge rate of its currency,

1. The Role c¢f the IMF

The (MF was established primarily to
prcmote irterratiforal monetary cooperation and
excharge rate stability ard to help members
Meet tempcrary balarce of paymerts deficits.
Juotas were established for each member
cour.try, which determired its votirg rights
ard coertributiorns. Each member cortributed 25
percert of its quota to the [MF in gold or
J.S. dcllars ard 75 percert ir its own
currercy. M“Member courtries cculd then borrowu
from the [MF (with the IMF imposirg corditions
which were more restrictive the greater the

percertage of a3 courtry's total quota that the

D S

¥ e
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member was borrowing) for balarce of payments

financirg.

It was articipated that the short-ternm
balar.ce of paymerts deficits ard surpluses
would be adjusted by usirg irnterratioral
reserves cr by berrowirg from the IMF, while
lorg-term surdluses ard deficits were to be
ad justed by chargirg the par value cf a
cour.try's currercy (devaluatior. or
revaluatior) ard by deflating the domestic
ecoromy (for example, if the ecoromy 1is
jeflated, prices ard ircome will declire,
leadirg to ar ircrease irn exports ard a
decrease ir. imports, ard ar u.%imate

improvemert ir. the balarce of paymerts).

The System ‘Under Stress

Ir. the 1960s it hecame apparert that the
Brettor Woods system had serjous deficiences.
First, 7.S. dcllars were the world's currency
and ircreases in world liquidity depernded on
ircreases ir. U,S, balarce of paymernts

deficits. At the same time, other countries

7 of 29
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were less willirg to heold dollars as the U.S.
balance c¢f paymerts deteriorated. Secordly,
the large deficit courntries could rot devalue
their currercies, because other courtries
would follcw ard the devaluatior would be
ireffective, while upward revaluatior of
currercies for surplus courtries, which would
have hurt their export irdustries, was rot
attempted. Third, deficit countries were
urwillirg lard scmetimes legally urable) to
deflate their ecoromies because of domestic
ecoromic pressures ara surplus countries,
where the problems were rot as immirent as for
deficit ccourtries, usually chese rot to

irflate.

The ‘‘rited States experierced larger ard
Larger balarce cf paymerts deficits irn the
1960s. The deficits provided a much reeded
ircrease ir irterraticral reserves because the
countries re~eivirg these Jollars as a result
of balarce of paymerts surpluses retaired them
as ar :irterrativural reserve asset. However,
the defi.21%s 3lsc ccrtributed to periodic

speculative capital flcws out of the dcllar as
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firarncial market participants expected a

dollar devaiuation.

Attempts to Restore Stability

Several attempts were made to stabilize
world firarcial markets ir the 19560s. Ore of
these was “he gcld pool, which was created irn
November 196} ir resporse to a flight from
dellars irto gold. The Bark of England, with
stocks of gzold cortributed by central barks of
eight ccurntries, bought and sold gold ir order
te stabilice the price cf gold, After the
1957 sterlirg devaluatior ard %he expectatior
by foreig~ axcharge marxet par-ticiparts that
the Urited States would ircrease the price of
gcld (<hat is, devalue the 4ollar), the
speculative flight frcm decllars ard sterlirg
irto gold became too heavy for the gold pool.
In March 1943, the gcverrcrs ¢f the cerntral
barks arrourced they would ro lcornger buy ard
sell gcil? ir. the private market to stabilize
the pr:ce. A two-tier gold market was thus
estaslisned, ir which certral barks would buy

ard sell 2cid amerd themselves at $35 an

3 cf 29
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ounce, while the price of gold in the

marketplace would depend on demand ard supply.

The Nixeor. Shock

Speculative capital flows cortirued in

1969 and agair in 1971, At a Camp David

- meetirg with President Nixon i{n August 1571,

Secretary of the Treasury Cornnally described
how the ecoromy was exparding too slowly,
irflatior was rct subsiding, the trade balarnce
was regative, ard the overall balance of
pavmerts was ir. mammoth deficit., On August
15, 197, Presidert Nixor anrcurced a tax
credic fcr irvestmert ir U.S.-maje equipmert,
repeal of the federal excise “ax or
automebiles, a speedup ir scheduled persoral
ircome tax exemptiors, a large cut ir federal
sperdirg ard foreigr aid, ard a 30-day wage
arnd price freeze. Most impertartly, the
Presidert arrour.ced that the J.S. goverrmert
would el:imirate the corvertibility of the IJ.S.
dollar irto gold (thus severinrg the ties of
gcld to the irterraticral moretary system) ard

arrourcad that the dollar would flecat agairst

') of 29
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other currencies. Firally, a ter percert

frport surcharge was imposed,

The Erd cf Brettonrn Woods

Ir. the Smithsorian Agreemer.t of December
1971, the U.S. 4ollar was devalued ard fixed
excharge rates were reestablished, but
corvertibility betweer. the dollar and gold was
rot reestablished. After corsiderable
speculative activity, the U.S. devalued agair
ir. February 1973 ard after further speculative
pressure, ir March 1373, fixed excharge rates
were abardcred. This represerts the erd of
the Brettcor Wools system. Sirce ther,
excharge rates have beer. free tc fluctuate,
although goverrmerts have intervered irn
foreigr. excharge markets, heavily at times, to
reduce some of the fluctuatiors.

Corsequertly, the currert system is referred

to as a "maraged float."

11 of 29
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THE FLOATING EXCHANGE RATE ERA

1972-1976

Adopticr. of flcatirg excharge rates was a
crisic respcrse tc ursustainable disequilibrium irn
the foreigr excharge markets rather than a plarred
irterratioral mcretary reform. After the second
iritiatier cf excharge rate flexibility ir 1973,
the arrourced objective of official reform
regotiatiors <as Lo secure prompt returrn to a
system of "stable but adjustable"” par values. The

regotiatiors or irterratioral mc-2tary reform by

(%]

the Committee of Twerty (C-27) dur.rg the period
1372-74 graiually accepted the feasidility of
flcatirg excharge rates. Negotiators slowly
recogrized that a returr. to the par value system
was reither feasible ror urgertly reeded. But
agreemer.t or. flcating exchange rates as the basis
for the irterratioral moretary system was rot
achieved urtil the meetirg of major irdustrial
countries at "ne meetirgs of the heads of state at
Rambouillet, Trarce, ir November 1975. Agreement

on the full raform package was secured at the

meetirg cof tn2 Irterim Committee of IMF Soverrors

12 of 29
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at Xirgstor, Jamaica ir Jaruary 1976. The Jamaica
agreements accept flcatirg excharge rates while
reaffirming the importarce of irnterratioral

ctocperationrn ard excnarge rate stability,

Flcatirg Excnarze Rates ir Operatior

Assumirg excharge rates are determired ir a
free market (rc goverrmert irtevertion), the rate
is dJetermired sclely by the supply ard demard for
dellars., If the supply of dcllars is greater thar
the demard, “he excharge rate will fall (i.e., the
doilar will lepreciate--cre jollar will buv fewer
ar.its of a foreidr ~urrercy)., 2r %he cther hard,
if the demard fcor dcllars is 3reat:r thar. the
supply of dcllars, tne excharge rate will rise (the
Jellar will appreciate or buy nore urits of a

roreigr currercy). -

t. The Hele of the Dollar

Ir 234

1ticr, the J.S. dollar plays 3
- urique r. le ir. the irterraticral mcretary

system., T-llars, or 3dcllar-dercmirated

assets, 3v2 neld as reserves by foreiarn
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cer.tral barks as well as by foreigr firas and
individuals ard the dollar {s used in payment
among courtries other thar tne United Staes as
well as betweer the YUrited States and other
cour.tries. Foreigrers have acquired large
amourts of dcllars because 'J.S. payments
abrcad have exceeded U.S. recepts from adroad

over a3 pericd cof years.

Sirce the jollar wis a strong currercy
which was accepted as paynert by other
courtries ard because the dollars held could
be irvestad ir safe, irterest-earring assets
such as .5, Treasury bills, <r placed ir a
do0llar-dersmiratel time Jepes:% in a foreigrn
bar« ‘the Turcdicilar market), foreigrers have
beer. #illirg %o hcid dellars., 2rie result of
the lirge 3ccumulaticrs cf Jollars bdy
foreigrers, however, is that wherever
foreigrers Jdecide to sell dcllars or dollar-

deromiratei assets for foreigr currercies, the

-

supply .f dcllars or. the fereigr excharge

markets .rcreases.

4 oof 23
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Iinterver.tior irn the Excharge Market

The orly 3direct actior certral barks can
take %o irnfluerce excharge rates or to counter
disorderly markets is to intervere in the
foreigr. excharge markets by buying ard sellirg
dollars ard foreigr currercies., This can be
accemplished either by forefign central banks
ar by the Federal Reserve System. For
example, to presert dollar depreciation,
foreigr certral barks car i{rtervere by buyinrg

dollars with their own rational currencies.

I the Y.S. decides to buy dollars, {t
car. abtair. foreigr currercies from its stocks
on hard, via swap arrargemert {(short-term
agreemerts with foreigr central barks to
prcvide the Fed with a certair amcunt of that
courtry's currercy ir. excharnge for dollars),
by sellirg special drawirg rights, by drawirng
cr. it reserve positior irn the IMF or by
issuirg foreigr-currency deromirated
securities. The UJ.S. decisior to interverne is
made jcirtly by the U.S. Treasury and the

Board cof Joverrors of the Federal Reserve

15 of 29
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System; the actual buyirg ard selling of
currencies {s dore by traders at the Federal

Reserve Bark of New York.

Dollar Excharge Rate

The amourt of depreciatior (or appreciation)
of the dollar differs substantially depending on
which currercies {t is measured against. In fact,
the dollar may depreciate against one currency,
while at the same time it {s appreclating against
other currernies. Jver the past few years, the
dollar's excharge rate has fluctuated most when
measured agairst the Japarese yer, German mark, and

Swiss frarc.

To deter=ire the overall depreciatior or
appreciation c¢f the dollar, a trade-weighted
average, ir. which the dollar is measured agairst an
average of a rumber of currercies, each weighted by
its share ir U.S. trade, {s used. It is likely
that the dollar's fluctuatiors will be much smaller
wheh measurei agairst a trade-weighted average than

against a sirgle currercy, sirce the former

16 of 29
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ircludes currercies that are both Jepreciatirg ard

apprecliatirg agairst the deollar.

ool 29
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Excharge Rate Trerds

Percert deprectiaticr. {(-) or appreciation
in U.S. dollar relative t0 ---

trade=~
Swiss weighted
oM Yer frarc average
12/73Y/77 - 12/73v/78 -13.4 -13.0 -18.9 -5.0
12/3v/73 - 12731775 - 5.7 23.7 - 1.2 2.1
12731779 - 12/7317/%) 14,3 -15.4 11.8 0.7
12/31/8) - 12/31/8) 3.8 3.2 2.3 8.5
12731781 - 12/31/%2 £.2 5.6 12.3 3.5
12731782 - 12/21/83 14,2 - 1.1 8.7 5.3
12731793 - 12/31/84 15.8 2.6 11.9 1.3
12/31/84 - 03/15/85 7.2 3.6 10.5 NA

It should be roted that that dollar's
fluctuaticrs witnir years {rot shown i{r the table)
are sometimes Jreater thar the year-to-year charges
showr. ir. the table. For example, “he dollar's
appreciatior <f siv percert agairs: the DM in 1982
reflects ar appreciatior. ¢f '4 percert betweer
Cecember 3', 1931 ard ‘ovember °, 1982, ard a
lepreciaticr. ¢f 3bout eight percert betweer

November 9 ard December 31, 1922,

More recertly, the dollar has experierced
urusual volat:lity as illustrated ir the followirg
chart. Durirg Febraary 1975 the dollar appreciated

7.3 percert, roachirg ar all ti=me high, befcre



certral barks i{ntervered, causirg the dollar to

drop by sir percent.

VALUR OF THI DOLLAR, 1988 .
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Causes of Exchange Rate Fluctuatiors

Although the exact causes of exchange ratc
fluctuatiors are rot well understood, several
factors are believe to be the most important
determirarts. These include the current account
bz.ances of 2ifferert countries, relative inflatior
rates, relative grouth of morey supplies, relative
intarsst rate:s, real {ncome levels {n different
court: ‘~as  ard expectatiors of future exchange rate
charg:. There are different theories regarding how
these s '-.rs affect excharge rates, however, and
empiri-~u:. tests of the varicus theories have

yleldes irccrclusive results,

Gererally, ir the early 1970s, when the
floatirg excharge rate system was established, it
was tnought that excharge rates were determired
mairly by trade flows (capital flows were
relatively small ard ofter restricted). Trade
flows, in turr, were thought to be determired
mainly by relative real irccmes ard rela’:ve
prices. For example, accordirg to this t-eory, if
real ircome ir the Yrited States ircreas-s relative

to that abrcsd, '.S. {mports will ircrease, leadirg

20 of 9
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to a worsered U,S. currert agcoupnt balarce, an
increased supply of dollars on foreigr excharge
markets and a dollar depreciatior. Or, {f U.S.
prices fall relative to those abroad, Y.S. exports
will ircrease, J.S. imports will decrease, the U.5.
currert accourt will improve and the dollar will

apprecliate.

In recert years, however, capital flows have
ircreased substartially ard most aralysts believe
they are ar. importarnt, ard perhaps the major,
factor ir the determiration of exchange rates, at
least ir. the short rur.. For example, a foreigr
exchar.ge survey Dy “he Federal Reserve Bark of New
York shows that fcreign excharge trarsactions in
the Uriited Stat2s were atout ter times the sum of
arrual J.S. exports plus imports in 1983, It is
estimated that $27 to $3) trillior ir capital row
moves through feoreign excharge markets each year
compared with about $2 trillior ir arrual trade 1ir

goods ard services.

21 of 29
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TRADE CONSEQUENCES OF DOLLAR APRECIATION

Most observers agree that the appreciatior. of the
dollar sirce 19°9 has nad a major ard regative effect or
the .S, export zcmpetitiveress ard has similarly
{mproved the competitiveress of foreigr products
exported to the .5, The fcllowirg two tables suggest
that the J.S. trade leficit grcows with dollar

appreciatior. ard snrirks with dollar depreciatior.,
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The followinrg table irdicates that the U.S. ret
loss of competitiveress relative to Japar durirg 1980-
1981 was about 28 percert, ard 5) percert relative to

Germary f(ard much cf Surope),

U.S. loss ¢f Expert Compet:itiveness in Manufacturing
(Cumulative Percentage Change of Dollar Prices: 1980-84:1)

v.Ss. Japan Germany
- Kachinery and
Transport Equipment .. ... . 21.5 -4.7 - «18.9
Electrical Machinery, Apparatus
and Appliances 20.7 2.2 -18.8
Ron~Electrical Machinery 12.4 -8.8 -19.6

Source: UN Monthly Bullet:n of Statistics.

This charge ir -cmpetitiveress, tczather with
cyclical factors, have Jorked ir opposir3 directions for

the U.S. ard for fcreigrn courntries.

Charge ir. Trade Volume
(Cumulative Percent Zharge: 13¢2-84

J.S. Eurcpe Japar. Latir America
Exports -15.9 15.9 30.3 26.4
Imports 20 6.2 5.2 -31.5%
; “"Source: IYF World Fzoromic Jutlcok
F
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IV. EXCHANGE RATES WITHIN THE LEGAL FRAMEWORK OF THE TRADING

SYSTEM

The GATT

The Ger.eral Agreement on Tari{ffs ard Trade {s
based on the Brettor Woods system. No recognition
is given the post-1973 floatirg excharge rate
system. For example, Article II1.6 of the GATT
rotes that tar{ffs are to be expresaed in the
appropriate currency at the "par value" recogrized
for that currercy by the IMF. Simi{larly, Article
XI1 establishes the balarce of payments corditions
pursuant to which a member may impose quartitative
restrictiors or. imports. The cord:-ions are based
or. the state of a courtry's moretary reserves, a
measure rerdered largely obsolete ir a floatirg
exchar.ge rate system where a country does rot
choose %to deferd ary particular value for its

curraercy by drawing on its moretary reserves,

U.S. Trade Laus

As a result of the challerge to the legality

of Presidert YNixor's 1971 impcrt surcharge,

26 of 29
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Congress eracted a balance of payments provisicn as

part of the 1974 Trade Act,

Although the Presidert's authority to impose
ar. import surcharge was ultimately upheld by the
courts, the sectior 122 balarnce-of-paymerts
authority was included ir the Trade Act of 1974 to
{rsure that the Presidert had such authority ir a
future crisis. That section authorized the
President to impose, for up to 150 days, an import
surcharge of up to 15 percernt, or quotas, or both,
ir. the evert ol a large U.S. balaace of payments
deficit, the threat of a sudden drop in the
dollar's value or the reed to cooperate with other
cour.tries ir. correctirg balance-of-paymerts
disequilibrium, Arcther paragraph of section 122
permits the Presidert to reduce tariffs temporarily
ard take other actiors to deal with U.S. surpluses.
The Presidert was directed to seek mcdification of
irterratioral agreemerts with the purpose of
permitting the use of surcharges ir place of
quartitative restrictiors. The surcharge was seen
as ‘a balarce-cf-paymer.ts adjustmer.t measure within

the cortext of 3rrargemerts for ar. equitable

27 of 23



47

sharing of balance-of-payments adjustmert

responsibility amorg deficit ard surplus courtries.

Pursuart to the directive of sectiorn 122, the
U.S. regotiated ar. agreemert or trade measures
taker for halarce-cf-payment purposes as part of
the [okyo Rcurd of regotiations concluded {n 1979,
The effect cf the "Declaratior or Trade Measures
taker. for Balarce-of-Paymerts Purposes” was to give
prefererce to surcharges over quotas, to the extert
the circumstarces described in GATT article XII
were presert. The Declaratior made {t clear thzt
trade measures were rot regarded as an efficient
mears of restaring bYala~ce of paymarts equilibrium,
ard that, shou.d tariffs be used :r place of
quotas, the procedural requiremerts of Article XII

for corsultatior. ard ctherwise had to be folicwed.

Ir testimory before the Firarce Zommittee last
year, Martir Ffeldsteir., thern Chairmar of the
Council of Ecorcmic Advisers, testified that
section 122 was a dead letter ir. light of a
floating excharge rate system which has rendered
the corcept =f 3 balarce of paymerts defizit

obsolete.
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V. CONCLUSION

Some of the wcrst fears of the framers of the
Brettor Woods systen have materialized under the
flcat%ng excharge rate system. M™Massive, and arguably
speculative, capital flows of urprecederted size row
N determire excharge rates. Cxcharge rates have become
# more volatile. HYuge trade ard currert account

iisequilibria have spawred protectiorist oressures,.

The rules of the tradirg system were desigred inr
the cortext of the Bretton Woods system, a system
desigrad to avoid disequilibrium, The breakdown of that
4 system ard the avcluticr. of floatirg ex-harge rates
raises the questicor of Wwhether the tradirg system reeds
to adjust to the rew excharge market reality. Over

forty years sirce the Arglo-Americar "fourdirg fathers"

L

met at Brettor Woods, the old dilemma facirg them
remairs - if you dor't mar.age morey, at least in some

degree, wor.'t you have to marage trade?

SR
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Senator DaANForTH. Ladies and gentlemen, a number of months
ago, some 34 Senators introduced S. 1860. It is a very comprehen-
sive bill, relating to a number of aspects of U.S. trade policy. One
of the sections of the bill deals with the issues of the exchange rate
and Third World debt and the effect which exchange rates and
Third World debi have on international trade.

It is clear to everyone wno has observed the trade scene that the
problem of our large trade deficit is not only a problem of unfair
trade practices, but it is also a problem of general economic condi-
tions in the United States and in the rest of the world. Last year,
the value of the dollar was extraordinarily high compared with
other currencies, particularly the yen.

In addition to that, whereas in the past the United States has
been very reliant on its ability to sell approximately 40 percent of
our exports to less developed countries. The existence of huge and
growing amounts of debt in less developed countries has meant
that our markets have deteriorated significantly.

Other countries, especially in Latin America, have attempted to
ease the debt burden at the urging of the International Monetary
Fund and others by reducing imports and by stressing exports as a
way of simpiy paying the interest on the debt.

hese questions of the exchange rate and international debt are
the subject of a portion of S. 1860 and also S. 1866, which is the
specific bill dealing with these economic matters. Senator Bradley
and Senator Mattingly have been leaders in this area. Senator
Mattingly hopes to be here a little later. Of course, the Secretary of
the Treasury is going to be here, about a quarter of eleven.

I want to just state my own view, that while economic concerns
are extraordinarily important in the trade area, these are a part of
the problem, not the whole problem.

With respect to Japan, if a country has a currency, which is
valued low compared to the yen, that country still has difficulties
of getting into the Japanese market.

My own view is that in order to try to get a handle on the trade
problem, we have to approach everything at the same time. We
have to approach the exchange rate problem. We have to approach
the Third World debt problem. We have to approach unfair trade
practices. And, obviously, U.S. industry and U.S labor has to be in
a position of producing competitive products at competitive prices.

All of these have to come together for an effective trade policy.

Senator Baucus.

Senator Baucus. Mr. Chairman. I think it is clear, that there are
a lot of factors, which cause our trade deficit. You enumerated
some of them. Obviously, the historical, high U.S. dollar is one.
Unfair trade practices by other countries and to some degree, our
own contribute. Third is certainly our lack of competitiveness and
relatively low rate of productivity growth in this country.

All of these contribute to our adverse trade deficit and have
something to do with the reason why our economic performance in
this country is not otherwise better. It should be.

Nevertheless, I think it is important to focus one at a time on
certain problems that face us. The one that comes to my mind is
the subject of the recent Joint Economic Committee report, which
very directly questions America’'s policy with regard to Third
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World countiies and the extent to which United States commercial
banks loan to Third World, particularly, Latin American countries.

That report dramatically shows that recent administration policy
in conjunction with the IMF and the World Bank have encouraged
very high rates of loans to Third World countries. And the banks
have charged very high spreads. The basis points are rising from 85
basis points in the early 1980's to an average lately of 125 basis
puints, greatly increasing the profits of the big banks, but unfortu-
nately hurting American farmers and ranchers who are trying to
export products to Third World countries.

U.S. agricultural exports have declined from about 343 billion in
1981 to roughly $29 billion in total agricultural exports last year.
At the same time, these IMF and World Bank policies not only
hurt American farmers and ranchers, but some commodity produc-
ers in this country, including certainly, our copper industry. They
aiso have not helped Third World countries like Brazil, Argentina,
and Mexico.

In fact, studies show, that the poverty in those countries has not
declined, it has increased. People in those countries suffer from in-
creased malnutrition. And, the prospect, too, is for greater and
greater debt service burdens in the future.

I think it is somewhat ironic, Mr. Chairman, that the administra-
tion that preaches free trade intervenes to help the big banks. And,
ironically, it has hurt small banks, the country banks. They have
been left to fend for themselves. I hope these are questions that the
Treasury Secretary will address, when he appears before us.

It is important, I think to focus on the problem that is now
facing us. The second major problem is, what is the U.S. policy on
exchange rates? To what degree is the United States going to inter-
vene or not intervene. What are our standards? What are our crite-
ria? How far should the dollar decline? What is our policy? That
has not been clearly spelled out at all. I think Americans deserve
to know more precisely what that policy is. I hope that, Mr. Chair-
man, at the conclusion of this hearing, we have a little better idea,
after we hear from the administration.

Senator DANFORTH. Thank you, Senator Baucus.

Any further opening statements?

Senator Mitchell.

Senator MitcHELL. Mr. Chairman. I thank you. My statement in-
volves the overall legislation, which I understand this is part of.
And which, hearings will continue for some time. I commend you,
Mr. Chairman for this action, because our consideration of trade
reform comes at an important time.

Just 2 weeks ago the Commerce Department reported that the
U.S. trade deficit continues to grow at a record pace. In each of the
past 5 years, the U.S. trade deficit reached a new record level,
rising irom $39 billion in 1981 to $148 billion in 1985.

Figures for January through March of this year show the trade
deficit growing at an annual rate of over $170 billion, another new
record. These numbers convey an enormous toll in human terms.
Jobs continue to be lost, lives continue to be disrupted and the
American industrial base continues to erode. Most of these jobs will
never return.
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But, despite these indicators, indicators that have extended over
5 years, the administration has remained unconcerned about the
need for fundamental reform of our trade laws.

Over the past 5 years, it has become clear that the Reagan ad-
ministration views trade policy with, ideological blinders. Any
action that gives American firms recourse against distorted foreign
trade practices is immediately branded as ‘‘protectionist.” Trade
policy is thus polarized into two extremes; on the one hand, free
trade, which implies utter noninterierence, and on the other hand,
protectionism, the label with which, this administration character-
izes anything which involves altering markets in any way, even if
it means correcting a foreign-induced distortion.

It is becoming increasingiy apparent that the administration’s
trade policies are simplistic and specious. The notion of compara-
tive advantage in markets implies that each trading partner plays
by the same rules domestically, and that comparative advantage,
therefore, is determined by true market forces. Unfortunately, that
is not the way international trade takes place in the world today.
Time after time, case after case, sector after sector of our economy,
American economies must compete in free markets, while their for-
eign competitors benefit from an array of assistance programs, sub-
sidies and import barriers.

This assistance confers an artificial comparative advantage, yet,
the administration is willing to let American firms wither because
of these unfair foreign advantages. It makes more sense for this
country to offset foreign induced distortions, rather than to accede
to them. An aggressive policy of credibly counteracting unfair for-
eign trade practices is not only fair and prudent, but in the longer
term would reduce the incentives for out trading partners to
pursue such distorted practices. In this way, we may ultimately ap-
proach a world of truly fair and free trade.

But, in order to ensure a more aggressive and sensible trade
policy, we need to reform American trade law. We need to make
our response to unfair trading practices less subject to foreign dip-
lomatic pressure. We need to strengthen access to trade law reme-
dies. We must guarantee that those, who are the victims of distort-
ed foreign trade practices actually receive relief. The administra-
tion has shown itself wholly unwilling to assist American produc-
ers affected by such practices. By reforming our trade laws, Con-
gress can act, where the administration has refused to act.

I thank you, Mr. Chairman.

Senator DANFORTH. Further opening statements? Senator Bent-
sen.

Senator BENTSEN. Mr. Chairman, I certainly commend you on
these hearings. I hope this is the beginning of a process that will
result in comprehensive trade legislation and reform. I also want to
commend Secretary Baker, who is going to testify this morning on
the currency exchange agreements that were reached at the Tokyo
summit.

I view these agreements as significant accomplishments—seven
nations agreeing to intervene to keep the value of their currencies
in line with economic conditions. It is a very positive and a very
helpful step.
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* v 4 khnow, | remember introducing trade legislations with a
v Codeapues last summer that called on the Secretary of
caswry - and 1 quote specifically what it stated—*‘to design a
-+ .« ooordinated. multinational effort to minimize exchange
. t.ations T Now, those were the specific words that were
=t vear Soo what happened? The administration dismissed

~» ..~ tor cuirency interventions a year ago. They said, “A

. 1 .iar s not a problem, but it is a blessing, a sign that our
v s really strong.”

~ 1 um most pleased with this 180-degree change in direction.

C I remember that the legislation was dismissed as rank pro-
«.~r. ~enator Mitchell, you talk about protectionism being
.~avr here It was dismissed as rank protectionism by the ad-

Costration

.01 am =ull concerned about the administration’s attitude

s trade. with that 3150 billion trade deficit we had last year.
v wvou average out our trade deficit for the first 3 months of

< vo-ar as Senator Mitchell has stated, we are looking at $170 bil-

v 1 tope it does not come to that.

I+, .t this currency intervention will begin to moderate that sit-
. .. the months ahead and see the deficit somewhat reduced.
oLt oeven so, we are going to find trade barriers that we are going

ave Looovercome.

Weogt reallv concerns me is that this administration does not
nave a coordinated trade policy. It does not really show any inter-
-~ .1 developing one. What they have done on currency was to
~:v  Let the marketp. . _e take care of it, we are not going to inter-
e were not going to take any action.” They have done the
~ae thane on trade.

I* thev will make the 120-degree change in direction on trade
*.t ey have done on currency intervention, perhaps we will
'we ot o muke some headway. There is a lot of talk about free
“+ +1 hut they do not do anything to promote it. We do not have a
sren trade policy in this country. If we did, we would be doing
- ~uettang about the rising walls of protectionism that are shutting
+.t wur products in other countries. We do not have a free trade
ooy we have a hands off policy.

The inttle time this administration devotes to trade is spent wor-
*v.r.o aloud about protectionist pressure in the United States.
\ oty 1. said. certainly nothing is done, about the rising tide of
srotectionism in country after country around the world. The ad-
» astration refuses to be concerned about a $150 billion trade defi-

N

it~ -nlv real concern is that that deficit is going to increase pro-
o tomist pressures in Congress. They declined to admit that a
>+ 7 biltion trade deficit in March was a problem. In its eyes the
- v problem is—again—that the deficit is going to increase the
;o tectionst fever in Congress.

I wauld sav to the administration that there is indeed a real sen-
©.ment in Congress, there is a fever, there is an increasing pres-
~ire all of those things. But, it is for action to have open markets
+» -und the world, markets that are closed to us. And, that is not

roleCTionisEm
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Look what we see from the administration now: continued refus-
al to admit the problem and speak to it: continued refusal to devel-
op an effective, coordinated trade policy. If, we keep that up. it will
surely lead to protectionism.

Mr. Chairman, again. I hope this is a start of trving to develop a
coordinated trade policy. I congratulate vou on the hearings.

Senator DanrorTH. Thank you. Senator Grassley.

Senator GrassLEY. Mr. Chairman, besides putting in a long state-
ment in the record. I would like. to say that my view is that we
ha‘ve too many trade policies as opposed to a unified national trade
policy.

We respond too often to crises, which is not the way to respond.
We ought to have a policy to avoid crises.

Second, we find too often the President reacting to what we in
the Congress might propose to do and finding him on the defensive.
And that sends a signal of a disorganized trade policy. And, too
often we have so many different spokesmen for our trade policy.
Secretary Baker will have a program, a piece of the puzzle. Ambas-
sador Yeutter will have another role to play and another approach
to take. The Secretary of Commerce, yet another one.

And, 1 think we have sent a signal to our friends around the
world who are our competitors in international trade, that we
really do not know what we are doing or what we want. And, that
is not a very good signal to send. And, if out of these hearings
comes some sense of direction of the U.S. Government having a
unified national trade program, then I think some good will come.
But, I do not think that we have sent a very clear signal of what
our goals are.

There is one positive thing, that I have seen on the horizon in
just the last-month or two, directly related to agriculture in the
United States and particularly my State, that exports so much of
our agricultural products. It has been good for me to hear the Sec-
retary of State, when he was recently in Europe, emphasize the ne-
cessity of an agreement with the European Community on agricul-
tural trade. Also, to see the President of the United States have
this on the agenda in Tokyo recently. And, to see Ambassador
Yeutter to a greater extent than before, push for a stronger—for
America’s interest, stronger trade negotiations than before.

But, each of those still signal a disjointed unified policy for our
country. We have to get our act together and to tell the world we
know where we are going. But, before we can do that, we ourselves
have to figure out where we want to go.

Senator DANFORTH. Senator Chafee.

Senator CHAFEE. Thank you, Mr. Chairman. I differ with the
views expressed here by some. I think that the administration has
been a bulwark against this country going protectionist. When
there was legislation passed in the House dealing with domestic
content and automobiles, who stood up? It was the administration
of this country that stood up against a disasterous policy.

There is room for criticism. I am not going to be one, that is
going to sit here and lambast the administration, which I think has
done a fairly good job, overall. I have my share of criticisms. I
think the failure to enact a reciprocity policy against those coun-
tries that deny us market access is wrong. And, that is one thing
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that we have been trying to do here, _particulary in this trade legis-
lation, we are working on now.

If a country will not let in our goods, then we ought to deny that
country access to our markets. And, indeed, I introduced legisla-
tion, specifically, on telecommunications to achieve that result.
But, it is clear, that given its way, this Congress would have gone a
protectionist route. We might as well acknowledge it. The adminis-
tration has been holding up against that process which I believe
would be disasterous for our country in the long run.

Now, as for the decline in the value of the dollar, I am gratified
this decline has taken place. Frankly, I do not think it is going to
lead to all the wonderful things we think of. Those countries that
now have a piece of our market are not going to willingly give that
up, just because the yen has declined against the dollar or because,
the dollar has weakened against the deutsche mark or whatever
currency it might be. And, if Brazil has gone to tremendous effort
to get into the orange business, they are not going to be pried out,
just because times have changed.

So, 1 think we have got a lot of troubles still ahead for us in
doing something about this imbalance in trade. One of the things
we have to do is get our act in order. And, it is not all legislation.
It is every worker and every businessman in this country, realizing
they have got to produce a quality product. And, that is something
we have failed to do.

. Automobile companies are now making a major effort in that di-
rection. It is high time they did. Right from the President and
chairman, down to the fellow in the assembly line. So, it is easy to
throw blame around and blame the other countries. Blame the ad-
ministration, but sometimes, it is ourselves. That is, the average
American, that needs to hitch up his trousers and get to work.
And, I hope we can continue to do that and I look forward to this
legislation, Mr. Chairman, and the effort you're making.

Senator DANFORTH. Thank you, Senator Chafee.

Sg}nator Dixon would you_like to praise or blame the administra-
tion?

Senator DixoN. I have placed my statement.

Senator DANFORTH. Thank you very much.

The first witness is Senator Mattingly.

[The prepared written statement of Senator Dixon follows:]

STATEMENT OF SENATOR ALAN DiIxoN

Mr. Chairman, | am pleased to be here this morning as the International Finance
Subcommittee of the Senate Banking Committee jointly conduct a hearing on trade,
exchange rate, and LDC debt issues. I iook forward to hearing froin our distin-
guished witness, Secretary of the Treasury Baker. I always appreciate the opportu-
nity to hear his views and recommendations on vital trade, international finance,
and other economic issues.

I want to take this opportunity to congratulate the Secretary for his accomplish-
ments at the Tokyo Summit. The agreement on economic cooperation and policy co-
ordination is good news to me and to the people of Illinois. The imbalance in past
policies that led to the high value of the dollar extracted a painful price in lost man-
ufacturing jobs and increased the hardships facing the Nation’s farmers.

It is encouraging that we will attempt to work more closely with our allies to
open up markets for trade and to stabilze exchange rates by coordinating our poli-
cies. 1 gelle»e the Toyko communique rightly focuses on the need for bringing the
industrial nations’ economic goals and policies into better alignment. It is this coop-
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eration that holds the best promise for a4 more balanced international economy and
more stable exchange rates

1 hope the Seeretary's testimony will cover the role international monetary and
fiscal policy coordination can plav in helping to ensure a stable exchange rate envi-
ronment. a~ well as the role that direct intervention can and should play I behieve
government mtervention has a place. but intervention cannot be used successfully
to set exchange rates at levels not dictated by economic fundamentals. Given the
hupe volume of international trade and the even larger volume of international fi-
nancial transactions. direct intervention clearly cannot set exchange rates There
are occasions when timely and appropriate intervention can influence rates by help-
ing the markets to recognize some underlving economic realities Its influence. how-
ever. iz most etfective, if it used correctly, and not overused 1 would be very inter-
ested 1n hearing the Secretary’s comments on this subject, and his view of what the
Tokvo agreement calls forin this area

STATEMENT OF HON. MACK MATTINGLY, A U.S. SENATOR FROM
THE STATE OF GEORGIA

Senator MATTINGLY. Thank you, Mr. Chairman. I was sitting
here listening to everybody talk and I listened to Senator Chafee
talk about hitching up his trousers. That would be fine as long as
they were made in the U.S.A. [Laughter.]

I would like to thank the chairman for holding a joint meeting,
between the Banking Committee and Finance Committee, in refer-
ence to S. 1860. I think these hearings have long been anticipated
by this Senator. And, I appreciate the effort necessary to schedule
consideration of this legislation, during what has been really an
action-packed period for the Finance Committee members.

Senate consideration of trade legislation is a must. And, hopeful-
ly, we can now begin to generate the momentum necessary to act.
S. 1860, the legislative package that will be examined in this series
of hearings, is vital to our country’s social and economic well-being.

Last November, I joined with Senator Bradley and others to in-
troduce S. 1866, a bill to establish U.S. policy on exchange rates
and developing country debt. As you know, Mr. Chairman, S. 1866
is also incorporated into the Trade Enhancement Act as title 5.

Our intent was to address two areas, that for some time have
been the discussion of much discussion, but very little action or or-
ganization. We were encouraged by the administration seeming
policy change as represented by the Plaza meeting, early in the fall
and the aggressive treatment of lesser developed countries debt ad-
vocated by the Baker plan and felt there was a definite need to set
out U.S. policy parameters in two areas—exchange rate volatility
and Third World debt—as part of any broader trade policy effort in
the Congress. There can be little doubt, that exchange rate instabil-
ity and enormous Third World debt loads have as direct an impact
on our trade performance, as the unfair trading practices addressed
by section 301 of the Trade Act or the regulation of U.S. marketing
practices overseas.

Title 1 of the Trade Enhancement Act, S. 1861, of which I am the
author, clearly illustrates the complexity of factors influencing U.S
trade policy and the necessity of a policy that is thorough, yet prag-
matic in its approach. While improving specific trade laws, we
must also attempt to address the more macroeconomic issue of the
?ltate of the global economy and it’s impact on international trade

OwsS. :
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Title 5 first sets out U.S. policy on exchange rates. It says coordi-
nation of monetary and fiscal policy is necessary if imbalances in
trade and capital flows are to be eliminated and exchange rates
stabilized. Coordination of central bank participation in interna-
tional currency markets is a reality, supported by the agreement
reached during the Tokyo economic summit. The title provides au-
thority to carry out these policy goals and means to moderate ex-
change rate fluctuations. This process is a delicate one, dependent
on the cooperation of seven nations.

We have experienced the reluctance of Japan and West Germany
to heat up their economies and I keep in mind concerns, such as
Chairman Volcker’s, that we had best make sure that dollar de-
cline remains manageable. The concerns, however, should not
make us afraid to act nor rigid in proposals such as the one before
us today.

Title 5 also makes very clear it is in our best interest to support
the revitalization of the developing nations’ economies. These coun-

-tries can provide enormous market opportunities for U.S. goods

and services, yet the crushing debt burden of these countries is just
that, crushing. Desperate for the foreign exchange necessary to pay
just the interest on their loans, the developing nations embarked
on a destructive export-focused economic policy, just to keep their
heads over water. But the water is continuing to rise and there are
those, who are in danger of sinking. If not the debtors, then the
bankers who loaned the money; If not the bankers, then the U.S.
producers who find that their markets are disappearing.

Now, how best to address this problem of developing country
debt. Title 5 would encourage the adoption of pragmatic economic
policies in these countries, by providing financial incentives in the
form of increased Export-Import Bank loan guarantee authority
and additional leveraging for World Bank loans. Keep in mind that
the above are incentives that would be available only to those
countries who remove their trade and investment barriers and who
offer economic growth opportunities to the private sector that are
equal to those available in the private sector.

Finally, I think we have seen the disasterous results of continued
expansion in areas of global overproduction such as mining and ag-
riculture. Title 5 would authorize the President to enter into nego-
tiations with members of the OECD and the multilateral develop-
ment banks to prohibit funding of such unproductive use of re-
sources. I wish I could stay to hear the Secretary’s update on his
proposal regarding LCD debt.

Mr. Chairman, I promised I would be brief. I will close by saying
I cannot emphasize enough the importance of establishing a coher-
ent U.S. trade policy that addresses, in realistic fashion, the trade
problems of today. I have said it a hundred times before and I am
going to say it here again: We must speak with a single voice on
trade and a voice that follows a unified, a coherent policy that af-
fords long, not short term, economic growth and well-being of this
country. That voice must firmly seek the establishment of a fair
and open-market system that provides the trade access necessary
to all trading nations. We in the Congress should guide that voice,
in effect serving as the trade conscience of our trade policy. We in
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the Congress should work to firmly provide a well thought out
framework within which our trade officials can and must act.

We have seen, I believe, over 300 pieces of trade legislation intro-
duced in this Congress. Most have only offered a sort of shotgun-
type approach to trade policy. S. 1860, the Trade Enhancement Act
of 1985, is a framework for what I call a rifle-type approach, more
sophisticated and accurate. that can really create a trade policy for
our country.

Mr. Chairman, I urge speedy and favorable Finance Committee
action on this vital piece of legislation. I hope you do as well on
this as you did the tax reform legislation.

Senator DANFORTH. Thank you very much, Senator Mattingly.
We appreciate your testimony.

Senator MATTINGLY. Thank you.

Senator DANFORTH. | know that you are on the run. Does anyone
have any questions for Senator Mattingly?

[No response.]

Senator DANFORTH. Thank you very much for your testimony.

Senator MATTINGLY. Thank you, Mr. Chairman.

[The prepared statement of Senator Mack Mattingly follows:]

TESTIMONY OF SENATOR MACK MATTINGLY

To the two cochairmen | would like to say what a pleasure it is to appear before
you here today. These hearings have long been eagerly anticipated by this Senator
and | appreciate the effort necessary to schedule consideration of this legislation
during what has been an action-packed period for Finance Committee members. |
feel Senate consideration of trade legislation is a must and &m hopeful that we can
begin to generate the momentum necessary to act.

S. 1860, the legislative package that will be examined in this series of hearings is
vital to our country's social and economic well-being. Last November | joined with
Senator Bradley and others to introduce S. 1866, a bill to establish U.S. policy on
exchange rates and developing country debt. As you know S. 1866 is also incorporat-
ed into the Trade Enhancement Act as title five. Our intent was to address two
areas that for some time had been the subject of much discussion, but very little
action or organization. We were encouraged by the administration's seeming policy
change as represented by the “plaza meeting” earlier in the fall and the aggressive
treatment of lesser developed country (LDC) debt advocated by the “Baker plan”
and felt that there was a definite need to set out U.S. policy parameters in two
areas—exchange rate volitility and third world debt—as part of any broader trade
policy effort in the Congress. There can be little doubt that exchange rate instability
and enormous third world debt loads have as direct an impact on our trade perform-
ance as the unfair trading practices addressed by section 301 of the Trade Act or the
regulation of U.S. marketing practices overseas. Title one of the Trade Enhance-
ment Act (S. 1861), of which I am the author, clearly illustrates the complexity of
factors influencing U.S. trade policy and the necessity of a policy that is thorough
yet pragmatic in its approach. While improving specific trade laws we must also at-
tempt to address the more macroeconomic issue of the state of the global economy
and its impact on international trade flows.

Title five first sets out U.S. policy on exchange rates. It says coordination of mone-
tary and fiscal policies is necessary if imbalances in trade and capital flows are to
be eliminated and exchange rates stabilized. The coordination of central bank par-
ticipation in international currency markets is a reality supported by the agreement
reached during the Tokyo Economic Summit. The title provides authority to carry
out these policy goals and the means to moderate exchange rate fluctuations. This
process is a delicate one, dependent on the ccoperaticn of seven nations. We have
experienced the reluctance of Japan and West Germany to “heat up’ their econo-
mies and I keep in mind concerns such as Chairman Volcker’'s that we had best
make sure the dollar's decline remains manageable. The concerns, however, should
not make us afraid to act nor rigid in proposals such as the one before us today.

Title five also makes clear that it is in our own best interest to support the revi-
talization of the developing nations’' economies. These countries can provide enor-
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mous market opportunities for U.S. guods and services yet the crushing debt burden
of these countries is just that—crushing. Desperate for the foreign exchange neces-
sary to pay just the interest on their loans, developing nations embarked on a de-
structive export-focused economic policy just to keep their heads above water. But
the water is continuing to rise and there are those in danger of sinking—if not the
debtors then the bankers who loaned the money: if not the bankers then the U.S.
producers who find that there markets are disappearing.

How best to address this problem of developing country debt? Title five would en-
courage the adoption of pragmatic economic policies in these countries by providing
financial incentives in the form of increased Export-Import Bank loan guarantee au-
thority and additional leveraging for world bank loans. Keep in mind that the above
are incentives that would be available only to those enuntries who remove their
trade and investment barriers and who offer eccnomic growth opportunities to their
private sector that are equal to those available to the public sector.

Finally, we have seen the disastrous results of continued expansion in areas of
global overproduction such as mining and agriculture. Title five would authorize the
President to enter into negotiations with members of tne OECD and the multilater-
al development banks to prohibit funding of such unproductive use of resources. I
am anxious to hear Secretary Baker's update on his proposal rzgarding LDC debt.

Mr. Chairman, I promised 1 would be brief and I will close by saying that I cannot
emphasize enough the importance of establishing a coherent U.S. trade policy that
adresses, in a realistic fashion, the trade problems of today. I have said it hundreds
of times before and I will say it again here today: we must speak with a single voice
on trade and that voice must follow a unified and coherent policy that affords long,
not short, term economic growth and well-being for this country. That voice must
firmly seek the establishment of a fair and open market system that provides the
trade access necessary to all trading nations. We, in Congresss, should guide that
voice—in effect serving as the trade conscience of our trade policy. We in Congress
should work to firmly provide a well-thought out framework within which our trade
officials can and must act. S. 1860, the Trade Enhancement Act of 1985 is that
framework. Mr. Chairman, I urge speedy and favorable Finance Committee action
on this vital legislation. Thank you.

Senator DANFORTH. Secretary Baker is due here in maybe 5 or 10
minutes or less. He is not here yet. My suggestion is that we pro-
ceed to hear from Professor Sachs. And, then, maybe Professor, we
could interrupt your testimony before we get to the question part
of your testimony if Secretary Baker arrives.

Professor Sachs is Jeffrey Sachs, professor of economics at Har-
vard University.

STATEMENT OF JEFFREY D. SACHS, PH.D., PROFESSOR OF ECO-
NOMICS, HARVARD SCHOOL OF ECONOMICS, HARVARD UNI-
VERSITY, CAMBRIDGE, MA

Professor SacHs. Thank you very much, Mr. Chairman. And,
thank you for the opportunity for me to testify today on the devel-
oping country debt crisis. My testimony describes in some detail—I
think that there are some very market strengths in the current ap-
proach of this Government, this administration, to the developing
country debt crisis. But, there are also several dangers. And, those
dangers are severe, they are showing in many ways right now.
And, I also do not feel that they are adequately addressed in the
legislation, now before the committee. .

The strengths of the current approach are.that it properly treats
the debt crisis on a case by case approach, because, indeed the
debtor countries of this world are very different in their economic
circumstances and it is justified, that that case by case approach be
continued.

Second, the current approach focuses on conditionality, which is
also thoroughly appropriate in this context. The developing country
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debt crisis is a cautionary tale. It is clear the more deeply we study
how the countries got into this problem, that the answer is fairly
simple. The governments in the over indebted countries simply
borrow too much. They ran large, indeed enormcus budget deficits
for over a decade, in almost every case of a country now in debt
crisis.

Because, the main reason for the debt crisis, then, is serious
policv mistakes in the borrowing countries themselves. The focus
on conditionality, I believe is thoroughly appropriate. The major
weakness, however, with the current approach is that there are no
safety valves. The approach is predicated on the notion, that all in-
terest due to commercial banks will continue to be serviced at
market interest rates.

Of course, principal can be rescheduled, new official credits can
be provided, but interest servicing to commercial banks will be con-
tinued at commercial rates. I believe that this is a serious mistake
as to adopt as a general principle, and it will prove in future years
to be unworkable. My testimony focuses on the need for debt relief,
which I believe is showing in a very serious way in many countries
in Latin America, right now.

It is clear, that the approach, which insists on current payments
at market interest rates for all interest servicing has led to re-
markable austerity. A decline in markets for U.S exports and an
outbreak of hyperinflation throughout the hemisphere. As you may
be aware, Bolivia for instance, reached 50,000 percent inflation last
year. Brazil topped 500 percent before a new plan was instituted.
Argentina topped a 1,000 percent, and Peru over 200 percent.

These countries are at a breaking point.

Senator CHAFEE. Did you say, 50,000?

Professor SAcHs. Yes, I did. The highest inflation——

Senator CHAFEE. Is that the record?

Professor SacHs. It is the seventh highest in the world history.

Senator CHAFEE. Who holds the record?

Professor SacHs. Hungary, after World War II. I cannot even—
there is not a name for the number, 10 to the 175th power, for the
Hungarian inflation. Prices tripled every day for several months.

Bolivia did not reach that, but the point is, that these countries
are crumbling. Several of them are on the verge of political and
social collapse. Peru is a very instructive case. The society is falling
apart. Terrorism, kidnaping, murder are the daily fare of Lima
these days. There is massive capital flight. The drug business is the
only profitable activity in the country, because of the collapse of
the domestic economy. '

And, yet, the administration and the world financial community
has regarded it as an affront, when President Garcia cried out to
the world of his need for debt relief. I think in that case it is clear
that the countries have been pushed to far, when we are pushing
them over the brink of social collapse.

Secretary Baker’s initiative on the debt crisis is certainly a salu-
tary step right now, but I do not think that it is a long-term solu-
tion in any way. The money is simply, too small, it might not even
materialize the parts from the commercial bank.

Liberalization, which is important for these countries is a long-
term solution, not a short-term solution. And, there is no escape
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from the fact, that unless there is debt relief, austerity in terms of
the budgets of these countries will have to continue.

There is not a distinction between World Bank pro growth and
IMF austerity in a situation, where you can not get more money to
the countries. The austerity is simply a reflection of the lack of re-
sources available to the governments of the region. Since they do
not have foreign resources they are printing money like crazy.
They are succumbing to hyperinflation, but we can not get away
from austerity until there is more foreign money or debt relief.

Since, I do not think a lot of new foreign money is in the offer-
ing, I think that we have to very seriously look at the question of
debt relief. Now, the whole history of borrowing experience from
developing countries over the last two centuries is that there have
been repeated instances of debt crisis followed by some debt relief,
very much like chapter 11, corporate reorganizations.

I think that it is clear here, that we should give much more
thought in that direction. I have done calculations as to what seri-
ous debt relief would mean for the commercial banks. I believe it is
manageable, even if all of the $20 billion that Secretary Baker has
identified as new commercial bank lending were in the form of
grant or interest relief, rather than debt relief.

It would involve perhaps a reduction in value relative to equity
of about 7 to 7% percent of bank equity. Which sounds like a lot
until one reflects on the fact, that the stock market has already
written down this debt to a tune of 0.20 on the dollar or 0.25 on the
dollar. So, bank stock prices already reflect an anticipated write-
down in the value of the loans in the excess of the amount that
would be made—that could be established directly as a grant.

Indeed not all of the countries on Secretary Baker’s list need
that relief. I think that the four that are clearly crying out for it in
terms of the state of their economies are Argentina, Bolivia, Peru,
and Mexico. That represents U.S. bank exposure of about $34 bil-
lion. If, we gave about 3 percent interest—3 percentage point inter-
est rate relief to those four countries, that would cost the commer-
cial banks about $1 billion, which would be about 1 percent of bank
capital. Something that is much less than has already been written
down in their stock market values.

Thank you very much.

[The written prepared statement of Professor Sachs follows:]
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May 13, 1986

Testimony to the Subcommittee on International Trade
Senate Finance Committee

Professor Jeffrey D. Sachs
Department of Economics
Harvard University

I. Introduction

The Baker Plan was unveiled in Seoul, South Kores in October 1985 in
recognition of the shortcomings of the current approach to the developing
country debt crisis. Contrary to the optimistic predictions of many
observers after 1982, economic growth and creditworthiness have not been
restored in most of the debtor nations in Latin Americs and Africa. The trade
balances of many of the debtor countries have swung sharply into surplus, but
not as a result of successful export promotion. Rather, these countries have
contracted their imports in response to the cutback in comsercial bank lending
after 1982. This import austerity has meant a large loss of markets for U.S.
exporters. The loss of markets is particularly dramatic with respect to the

debtor countries in Latin America, as shown by the following data:

$Billions 1981 1982 1983 1984 1985
Exports of Latin America 108.2 97.6 $7.6 103.9 93.38
Imports of Latin America 119.3 - 96.5 75.9 756.1 60.28
Trade Balance -11.1 1.1 21.7 28.8 43.18
U.S. Exports to Latin America 22.1 33.6 25.17 29.1 31.0
U.S. Imports from Latin America 40.8 39.6 43.6 50.1 49.1
U.S. Trade Balance with 1.3 -6.0 -17.9 -20.4 -18.1

Latin America

3rirst half of 1985, at annual rate.

62-304 O - 86 - 3
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The large trade surpluses in Latin America are not an indication that the
current debt strategy is working, or that it {s sustainable in the future.
Historisns will remember that Germany succeeded in gererating trade surpluses
in 1929 to pay for its World War 1 reparations just on the eve of the collapse
of the German economy. The trade surpluses signalled depression rather then
recovery in oernny.1 Instead of examining the trade surpluses, it is
important to assess the internal econoaic situation in the debtor countries,
which in most cases remains very bad, and in some cases {s rharply
deteriorating.

The central argusent that I shall offer is that the degree of austerity
now facing severa) debtor countries is excessive, and that the austerity can
be best eased through a sore generous treatment of debt servicing
requirements, in the form of debt relief in addition to debt rescheduling (my
focus will be on the Latin American debtor countries, though the main themes
apply in Africa as well). By attempting to secure full servicing of interest
on the Latin American debt, the current strategy is: threatening democracies
throughout the region; imposing an undo burden of adjustment on the debtor
countries; hurting U.S. exporters by excessiveiy squeezing isport demands from
the region; provoking high inflation and capital flight throughout Latin
America; and, ironically, reducing the long-run value of the creditors' claims
on the debtor countries, by discouraging adequate structural adjustments in

the debtor economies.

15ee H. G. Moulton and L. Pasvolsky, War Debts and World Prosperity,
Brookings Institution, 1932, especially pp. 306-307.
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Peru is an example of 8 country n need of debt relief. The economy is
in 8 state of ccllapse due to the combined pressures of falling export prices,
fifteen years of poor econosic management, and the heavy weight of debt
servicing. Per capits GNP has declined by 15 percent since 1930, and real
wages have fallen by an incredible 40 percent. The social fabric is
crusbling. Murder, kidnapping, and terroriss are the daily fsre of Lims.

Drug trafficking provides one or the few profitable sctivities in a collapsing
economy. However: B when President Alan Garcia Perez told the United Nations
last year that his country faced the choice of debt o democracy, and that
therefore he would unilaterally restrict debt servicing payments, his cri de
coeur was received as an affront to the banks, and the international financial
community has united in opposition to liis ples for debt relief.

The situation is little better in many of the other debtor countries.
Neighboring Bolivia reached 50,000 percent inflation last year, while
Argentina topped 1000 percent and Brazil recently raced to an almost 500
percent arnual rate. These three countries now have “shock" anti-inflation
programs underway, but the political and economic environmsent is precarious,
and the success of the stabilization efforts remains very much in doubt.
Mexico is now reeling under the weight of collapsing oil prices (not to
mention years of remarkably large budget deficits) and its inflation could
easily race ahead of 100 percent this year.

The current strategy of the G-7 countries for managing the debt crisis,
including the new directions of the Baker Plan, has much in its favor, but has
at least one deep and unresolved flaw. The strategy properly seeks to treat

the debt crisis on a case-by-case basis, since the situation of the various
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debtor countries differs greatly. The stratagy properly calls for policy
sdjustments by the debtor countries, since without exception, the crisis
throughout Latin America reflects serious economic sismanagesent by
governments in the region, particularly in running irresponsibly large budget
deficits for over a decade that left the countries deeply in debt.

Where the strategy goes wrong is in its refusal to contemplate partial
and selective debt forgiveaness by private and official creditors in cases
where the debtor country is crumbling under the weight of the foreign dedbt
burden, or where debt forgiveness might provide sn important spur towsrds
positive adjustment. It would be fatuous to destroy fragile democracies in
order to collect the last cent on interest due to the commercial banks,
particularly whe: much of the debt in Latin America is already written down in
the books of the U.S. commercial banks, and in their stock market values,
though almost none has been forgiven by the banks in their negotiations with
the debtor country governments,

My own research has indicaied that the market value of claims on the
Latin American debtor countries is already much below par value, and that the
stock market valuation of the major commercial banks reflects that market
discount.? Both direct and indirect evidence suggests that the sarketplace
puts a value of aBout 70-75 cents on the dollar on commercial bank claims on
Brazil and Argentina; slightly less on Mexican debt; approximately 35 cents on
claims on Peru; and as little as 10 cents on the dollar on Bolivian debt. The

irony of this situation is that the U.S. commercial banks could now forgive some

2g5ee The Economist, 11/16/85, p. 96, for estimates of the market value of
debt on the secondary market. With a co-author, Steven Kyle, I have
demonstrated that as early as mid-1983, the commercial bank stocks were

.discounted by about 20 cents per dollar of exposure in Argentina, Brazil, and

Mexico. See "Developing Country Debt and the Market value of Large Commercial
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of their claims on the Latin American countries without fuirther reducing their
market values, which already reflect the anticipation of debt writeoffs.

The current strategy for managing the debt crisis does not, of course,
interd to destroy democracies in the quest for debt servicing, but it does
presume that a “tight leash” spproach is the best way to achieve favorable
long-term adjustments in the debtor countries. Even this argusent is
Joubitful. The whole point of the Chapter 11 provisions for corpcrate
reorganization in the Bankruptcy Code, is that debt-riddled companies in need
of reorganization sometimes require nrotection from their creditors, and that
such protection is often in the interests of the creditors theamselves.
Without protection, creditors will needlessly and often recklessly
decapitalize a faltering firm, to the ultimate detriment of the creditors
themselves. By giving deb: relief in a Chapter 11 proceeding, the creditors
give the corporation the time and resources necessary to reorganize and to
resume profitable growth.

Such bankruptcy court protection is not available for the debtor
countries, so that for many of them, the inevitable scramble of creditors to
remove their assets is underway. That scramble shows up in two ways: banks
are doing their best to reduce their exposure, and residents of the debtor
countries are fleeing with their own capital. Consider these developments in

the major Latin American debtor countries:

Banks," NBER wWorking Paper Serins, No. 1470, September 1984.

62-304 0 -~ 86 - 4
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Capital Flight, 1983-1985,
Change in U.S. Bank Exposure, sbillion
Sbrllion (minus = capitai flight)
Argentina 0.1 1
Braz:’ -3.3 -3
nex11cC -1.1 -117
venezue'ls -3.9 -6
0 Lstyn Amerycan -71.% -30

o ~tor Countries

Sources U S. bank exposure from Statistical Release of the Financial
Institutrons Examination Council, 10/15/84 and 4/15/86; Capital flight
est:mates from Morgsn Guaranty World Financial Merkets, March 1986. The
1L countries are: Argentina, Bolivis, Brazil, Chile, Colombia, Ecuador,
Me»co, Pes~u, Urugusy, Veneruela.

Not only heve the commercial banks failed to increase their exposures at
annust retes c! 6-1 percent as was envisioned by policymakers in 1983, but
LS Dpenking exposure 'n the 10 major Latin American countries has actually
oe. 'ned by about 1.6 percent since mid-1984. Latin American residents have
veraved no di‘ferently from the commercial banks, since the private sector in
the large Lstin American countries has engaged in capital flight on the order
¢ 830 ' lvon since the beginning of 1983.

The links between the external debt burden and th& problea of capital
4 1ght should be precisely understood. Throughout Latin America, the external
geb* ‘s precoeirantly owed Dy the governments themselves. In almost every
country that has succumbed to the debt crisis, the foreign debt resulted froms
s oecage cf thoroughly irrespcnsible budgtary policies, which led to an

increoit e tyscal burden that governments asre now finding impossiblc to meet
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through normal tax revenues. These governments are now paying for the
interest on the external debt in part by cutting investment spending and in
part by printing money (hence the runaway inflations in Argentina, Bolivia,
Brazil, Mexico, Peru, and Urugusy). The inflation snd the prospect of future
budget deficits contributes to capital flight, by destabilizing the locsl
economy.

Making loans to a debtor governmsent in order to help it to meet its
interest payments only partially solves the problem, since the increasing debt
of the government signals to the private sector that the fiscal burden is
going to be even greater in the future. Oebt relief (for example in the form
of below-market interest charges on the debt) could, on the other hand,
significantly ease the current debt burden and improve privete sector
expectations at the same time. For obvious reasons, though, debt relief
should pe predicated on commitments by the debtor government to take other
steps to restore fiscal discipline in the long run.

Partial debt relief would be much more effective than debt rescheduling
in eliciting needed structural adjustmsents from the most heavily indebted
countries. Consider the differing incentives for adjustment that arise from a
dollar of debt relief versus a doliar of debt postponement. In the event of
debt postponement, the foreign creditors are the ultimate beneficiaries if the
country does well, since the amount of eventual debt repayments will thereby
rise. On the other hand, if the debt relief is granted, the country keeps the
benefits of its better performance in the future. Thus, debt rescheduling is
not so attractive for a politicien calling for sacrifice from his fellow

citizens. The sacrifice seems to be for the foreign banks, rather than for
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the country's own ftuture.

By pushing governments to fiscal collapse and even hyperinflation,

¢ therefore, the tight leash can become a noose, strangling the confidence of the
governsent and private sector to make structural adjustments and to invest in
future growth. As a result of these stresses, net investsent in physical

{ capital wn Latin America was a remarkably low 5.5 percent of GNP during

; 1982-1985, less than half of the preceeding decade. The slowdown in

.i investment spending is clearly crippling the growth prospects of the entire

>é region.

L

= It might be argued that some recent developaents in the world econony

> will put the debt crisis behind us. Certainly, the woridwide fall in interest

} rates and the depreciation of the dollar against the Yen and the European

% currencies are hoth highly favorable developments for aimost all debtor

§ countries. However, the contribution of these developmsents to recovery in

é Latin America should not be overemphasized. The dollar prices of many primary

g commodities have continued to decline in recent months, offsetting many of the

;!v

benefits of the lower interest rates. And taken as a whole, Latin America is
a large net exporter of oil, the commodity with the sharpest decline in price.
Of the ten major debtors in Latin America, Argentina, Bolivia, Ecuador,
Mexico, Peru, and Venezuela, are oil exporters.

As I suggest in greater detail below, there could be significant benefits
to the U.S. economy from a coordinated progras of partial debt relief for some
of the most extremely indebted countries, even after netting out the direct
costs to the U.S. financial institutions of receiving lower interest payments.

The relief would udd directly to the financial resources available to the

¥
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debtor countries to undertake growth-promoting investments, and would directly
stimulate the demand for U.S. exports, particularly in our capital goods
industries, which have been severely hit by the debt crisis. Moreover, 8
dollar of debt relief, if tied to good policies by a debtor country
government, would promote much more than a dolliar of new investment. By
reducing the burden on debtor country governments to service their debts,
these governments would be better able to balance their budgets, reduce
inflation, sna restore confidence in the private sector. Well-directed debt
relief would contribute to a reversal of capital flight, by helping to restore
confidence 1n the debtor economies. These countries could then draw on the
$200 byr1lion or so of private capital flight of the past ten years in order to
help finance their future investments. The future development of Latin
America would be financed mainly by Latin Americans rather than by U.S. banks,
and the U.S. banks could expect a restoration of full interest payments on
their remsining ciams in the region.

The rest of this testimony is divided into four sections. Section II
provides further details on some of the shortcomings in the current debt
strategy. Section III outlines some ideas for introducing partial and
selective debt relief into the policy mix, and describes a possible
administrative arrangemsent to facilitate partial debt relief., Section IV
returns to the fundamental question as to the nature of conditionality that

should be imposed in return for debt relief.
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11. Further Observations on the Current Debt Strateqy

The strategy to date has put the IMF in the front Yine of the debt
crisis. This has been appropriste given that the major internal problem in
almost all of the debtor countries has been fiscal irresponsibility, and that
the major focus of the IMF is the restorstion of reasonable fiscal balance.
Nonetheless, the current mode of handling the crisis is breaking down for

several reasons:

(1) Democratic governments can no longer be seen to be taking orders
from the IMF, Of course the Fund has always maintained that the programs
originate with the country in any event, -but the public in the debtor
countries has generally believed differently. Only recently, with the
heterodox Austra) Plan in Argentina and Cruzado Plan in Brazil has the IMF
been viewed as acceding to the plans of a debtor government, rather than

imposing its own plan,

(2) More importantly, the IMF can't offer any substantial financial
assistance to most of the Latin American debtor countries in return for those
countries accepting IMF conditionality. The IMF judges by how much a debtor
government should reduce its budget deficit according to the amount of new
external financing that is available to the government. If little foreign
money is available, then the IMF demands a very tight adjustment effort as
part of its conditionality. In the last two years, private bank lending to
the Latin American countries has dried up, and IMF programs have gotten

commensurately less attractive. In these circumstances, it doesn't really
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cost a government that much to boot the IMF out of the country, which is now

happening with ever greater frequency.

(3) Whatever the merits of Fund programs, they are not adhered to with
sny 7eyularity. Only when a government is disposed to use a Fund progras as a
way to bolster its own policies in the face of internal opposition do the
Fund's conditions have a good chance of fulfillment. On the othér hand, when
a country is led kicking and screaming into an agreement, the chances for
compliance have turned out to be slight. Thus, in recent years the Fund has
found s grestly diminshed rate of compliance with its performsance criteria,
and this drop in compliance has led to a further tightening of Fund programs
(more preconditions, a shorter leash on debtors). A recent study of mine

gives further details of declining compliance.3

(4) The current arrangements give the United States govarnment
insufficient flexibility for helping those governments that are key to U.S.
foreign policy interests. The success of the Alfonsin government is key to
many U.S5. objectives in the region, and yet the international and U.S.
responses to the ambitious Austral plan have been meagre. The creditor
governments might logically have tried to organize a postponement of interest
repayments, or to make cuts in interest rates, to bolster the plan in a strong
way. Instead, the Fund has insisted on deep austerity, and continued

servicing of interest at market rates. The U.S. government, for its part, has

Isee "Conditionality and the Debt Crisis: Some Thoughts for the World
gank," Harvard University, 1986.
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- lectured the Argentine government about the need for supply-side policies
: (privatisation, liberalization, etc.) that are politically difficult for
President Alfonsin to carry out until the stabilization part of the Austra)

Plan is firmly successful.

A basic strategy of the Baker plan, it appears, {8 to substitute the
World Bank for the IMF in managing the crisis over the next few years, and to
emphasize microsconomic "supply-side" considerations, over the austerity of
v the INF programs. If this basic outlook is correct, the Baker plan is subject

- to several serious shortcomings:

(1) Budget reductions remain the top adjustment priority in most of the
countries in Latin America. In the absence of some form of debt relief, or in
the asbsence of much greater amounts of foreign finance, budget austerity will

be necessary as a matter of simple budgetary accounting. There is no real

luxury of choosing between IMF austerity and World Bank growth-oriented

.
S R

policies, unless the budget constraints on the debtor countries are somehow eased.

(2) The amount of short-term debt relief mentioned in Secretary Baker's
initiative (520 billion from the commercial banks and $9 billion from the
multilateral agencies over three years) is surely too low, whether that money

is managed primarily under the auspices of the IMF or World Bank, or some other
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multilateral entity. Moreover, by urging the commercial banks to continue‘

P

lending, the U.S. government makes itself vulnerable to future demands by the

'

banks that the government indemnify them in the event that the new loans go bad.

{3) The degree of intrusiveness of the IMF will pale in comparison with

the degree of, World Bank intrusiveness, since the World Bank is set up to
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monitor the fine structure of microeconomic managewent in the recipient
country. world Bank Structural Adjusteent Loans dictate terms with respect to
dozens or even hundreds of sectoral policies, that cut to the heart of the
politica) fabric of a country. The outcry over World Bark terms will be even
more severe than over IMF terams, if nothing else is done to sweeten the deals
with the debtor countries. This is illustrated by the recent "World Bank
riots” which erupted in Psnama in the past couple of wonths, over the

imposition of labor market liberalization as a condition of a World Bank loan.

(4) The “"supply-side"” policies stressed in the Baker initiative
(privatisation, foreign direct investment, and trade liberalization) would be
useful n most of the Latin American countries, but the list of policies
ignores several key features of what is “wrong" with the countries in
question. In particular, the political elites in many of the debtor countries
have run the state as much for private gain as for economic development, with
the result that the government sector is nearly bankrupt in several countries.
Mexico, Venezuela, Argentina, Peru, and Bolivia, have all been characterised
by widespread corruption in the past ten years; cheap loans to powerful
political interests made by the government:; extensive capital flight, through
which the economic elites have protected themselves, even as wages have been
severely squeezed; and in some cases, government takeovers of private sector
debt at terms favorable to the private debtors (the same group, by and large,

with substantial capital flight abroad).

A successful resolution of the devt crisis, and a return to growth and

stability in Latin America, will require at least three new directions for
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policy. First, for many countries, the terms for debt servicing will have to
be eatzed, especially in the new democracies that we are interested in
nurturing. Easing the teras will in practice mean interest relief from the
private and official creditors, since in the era of Grasm-Rudman budgetary
stringency we cannot realy on major smounts of new money from officia)
creditors, and in any event, we cannot expect major increases in private bank
loans. Second, the IMF and the World Bank should become just two institutions

among many for managing the crisis, Rather than letting the IMF take all of

the responsibility for the design of a stabilization program, the responsibility

should be centered in a broader group, set up on a country-by-country basis,
to include the IMF, world Bank, the G-7, commercial banks, and other major
creditor interests. Similar creditor groups have been set up in the past,
with great success, for Indonesia, Turkey, and a few other countries. Third,
the content of conditionality and the concerns of the creditors should be
extended beyond budget control (8 la the IMF), microeconomic efficiency (4 la
the Baker initiative), to include considerations of equity, and the
strengthening ofdemocratic institutions. The politics as wel) as the
economics of Latin America need reform. The elites in many countries have
systematically plundered the state finances. Real success cases, such as
Korea, Singapore, Hong ::Jaj and Taiwan, all show far more equal distributions
of income and fiscal burden than in Latin America.

The next sections of the testimony take up these three issues in greater

detail.
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I111. The Case for Partial Debt Relief

Most corporate workouts and corporate reorganizations under the
bankruptcy code involve writedowns of debt, even in cases where the original
shareholders and management retain control over the corporation. An overly
indebted corporation needs protection from {ts creditors, both in the timing
and the teras of repayment, in order to have the chance to sake the difficult
management moves needed to get the company back to s profitable condition.
Existing debts are written down and often subordinated to new credits during
the adjustment period. The presumption is that the ultimate value of the
creditor's claims will be enhanced by a policy of stretchouts, partial
writedowns, and even subordination of debts to new creditors.

The current strategy for the developing countries, on the other hand,
operates on the premise that all debt must be serviced at market rates, that
interest payments must remain timely, and that any missed payments of
principal should be capita{ized at market interest rates for later servicing.
Such a rigorous condition for repayment has rarely worked in the past once a
country has fallen into severe debt-servicing problems.

The experience in the 1930's and 1940's is instructive. After the
collapse of commodities prices in the early 1930s, most of the Latin American
debtor countries suspended debt servicing on foreign bonds that they had
floated in the U.S. and the U.K. during the 1920's. Tho‘dobt-scrvicing
moratorium was unilateral, with little negotiation between creditors and
debtors until after World War II. 1In the late 1940's, the debtor countries

came up with revised debt servicing plans so that they could qualify for the
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loans of the newly created world Bank, which was requiring from esch country
an agreement between the government and its creditors as a precondition for
wWorld Bank dispursements.

The terms of agreement were generally very favorable. The unpaid
interest during the period of default was generally summed without
capitalization, and added to the totsl stock of principal due. Thus, a 8100
coupon due in 1932, and unpaid for the next fifteen years, was charged to the
country at $100, rather than at $100 compounded at market interest rates for
fifteen years. The resulting "total debt due" (principal plus interest) was
then refinanced through a new bond issue, usually at maturities of 30 to 80
years, at very low interest rates. Bonds that originally floated for 7
percent were refinanced at rates of 2 to 3 percent. Those bonds from the late
1940s are now coming due in many cases.

In reality, the debt burden was reduced far below even this saell amount.
One reason is that the debtor countries secretaly entered the bond market in a
big way in the late 1930s and early 1940s, in order to buy back their debt at
prices of 10 to 15 cents on the dollar. Thus, as an example, of & $42.5
million issue of Republic of Chile Bonas (dated 1926 at 6%, duve 1960), the
principal outstanding in 1946 was only 529.3 aillion, the rest having been
bought back by the Chilean government during 1935-45. A second crucial reason
for the reduction of the debt burden was the substantial rise in commodities
prices during World War 1I, that reduced the debt burden by as msuch as 50
percent in real terms.

Note that the predominance of bond debt after World War II, rather than

bank debt, provided a safety valve that does not now exist. Because of the
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extansive second-h:nd market n bonds, the debtor governments were sble
surruptitiously to buy back their own obligations. Of course the low market
quotations proved that the countries were not creditworthy, so that the
countries could not borrow again until the debt situation was resolved, but at
least they could steadily reduce the outstanding burden without enormous
public fanfare.

The current situation holds no obvious safety valve. The second-hand
market is thin, and much worse, if a bank sells its claims on 8 debtor country
at below par, it exposes the bank to the demands of its sccountants that it
write down all of its claims against the debtor country, and not just the
amount that it sells on the market. The implications of this accounting rule
are that: (1) most transactions in the secondary market for bank loans are
swaps, rather than outright sales; and (2) banks rarely sell their paper on
the second-hand market until they have been forced by the bank supervisors to
make across-the-board writedowns in their books against the country in
quastion  Such writedowns have so far been required only in the cases of
Bolivia, Peru, Nicaragua, Poland, Zaire, and the Sudan.

Moreover, up to this date, all interest and principal arrears to the
commercia)l banks have been capitalized at market interest rates (plus
penalties!), so that the passage of time in no way eases the debt burden.
Also, unlike the experience 1n the 1930s and 1940s, commodity prices (except
coffee) for the major debtors at least until now continue to fall, so that the
real debt burden continues to rise.

If debt relief is to be granted, it should be guided by several

considerations. First, relief is not a gift; it is a hardnosed judgment that
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the ultimate value of claims against the country will be raised by reducing
the pressures for complete debt repayment. Therefore dob; relief should come
with strong sanctions against additional uncontrolled borrowing by the
country. One mechanism for such sanctions could be as follows. Relief would
be given n the form of interest payments below market rates. At any point,
the debtor country government could choose to revert to full interest
servicing at market rates. Ouring the phase of below-market interest
paysents, the country's loans would be placed on non-performing status, so
that U.S. banks would be restricted from making new losns. The country would
then have an incentive to work its way back to full creditworthiness. B8y
combining partial debt relief with sanctions against additiona) market
borrowing, it would be possible to limit the effect of "contagion", in which a
large number of debtor countries line up for relief after any one country is
granted relief.

Second, relief should be distributed equitably across all creditors,
rather than restricted just to the private banks or to }he official creditors.
Nobody can be seen tc be bailing out anybody else. The specifics of debt
relief would have to depend on the legal and regulatory status of the various
creditors (which will vary by country of creditor, whether the creditor is in
the public versus private sector, etc.) To best implement some partial
relief, for example, it might be best for some creditors to reduce interest
payments; for others to forgive principal; and for others still to make grants
of new money. In order to get equitable and adequate across-the-board relief,
new mechanisms for negotiation will have to be created, as i3 described below.

Third, the bank regulators should tailor the accounting rules to perait
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an orderly and lenient treatment of any debt relief. For instance, cuts in
interest rates for a given year should affect the bank's current income only,
but not the book value of all of the bank claias held against the country.
Moreover, any writedowns of principal should be amortized over several years
rather than immediately. This kind of lenient treatment will facilitate
writeoffs and will also reduce the chance of financial instability resulting

from a loss of bank income.

1v. A New Forum for Negotiations: Consultative Groups

A major problem with the current arrangements for managing the debt
crisis is the lack of adequate safety valves (e.g. the chance for countries to
buy back their debt at discount) and the absence of an adequate creditor forum
to discuss debt relief., The current system puts an undo amount of stress on
the IMF. The official creditors and the banks wait for the IMF to work out an
agreement with the country, and the the IMF proceeds with a presumption about
the amount of foreign finance available. It has no power to broker a debt
relief scheme among the major creditors. It has no systematic ability to
allow for easier terms in politically sensitive cases. Rather, it must work
with the amount of external finance that it bélieves is available from the
rest of the world, add in its own modest amount, and base & program on this
"exogenous" bottom 1ine. The result can easily be 8 breakdown of negotiation.

Any debt relief must involve a complicated dea) among the creditors. The
problem is the absence of a forum for such an arrangessnt. “A partial but

instructive mode! for the appropriate forum would be the Indonesian bailout of
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I8 Ri¢ 1* wt'' be remempered that Sukarno had left the Indonesian goverrnsent
o tme verge of bankruptcy snd hyperinflation {(inflation reached over 1000%
percery tr 1966)  After 8 civil war, a new military regime under Suharto
veger tc bring order to the country. The Suharto regime first received debt
‘e vef ¢rom otfrcial creditors (in those simpler days, the commercial banks
were haroly ynvolved!! as of late 1966, when three years of grace on al)
v e and irterest payments were granted. Noroovc;, the interest was not
* be cospounoer. s that the postponement reflected substantial relief in

P ese’ ' v ue terms In 1970, thys arrangement was put on a8 more permanent
[ L ) 4 stanc ng comm ttee of creditor governments, known as the Intergov-
e we s (roup or Inoshessa (1GGI) was constituted, and this creditor group
et sr'ec new terms with the Indonesian government. Since that time,

tre al’ tas overseen Ingonesian macroeconosic developaents on a year to year

‘e sper a0 rature of the Indonesyan debt relief was as follows. The
et was c ans rosted with pranciple to be repsid in thirty equal annual
TetA mer s AN nterest (at 3%, much below market levels) to be repaid in
‘o treer cngts oments tc begin 8s late as 1985 and to run through the year
R The arcangemerts even ncluded the provision that Indonesia could
postpone wp 0 three annual paymerts in the event of a shortfall in export
en- ¢ ge ‘ne pa.rage. o 8!’ represented substantial debt relief in present
B ot TeTRY

e mrcangemen's we s @ade with the intergovernmental group, in which a
e Aspe  wes ttag the general arrangements had to be further negotiated in

e a TL CEn 8 owrth each O0f the country creditors. In other words, the

BEST AVAILABLE COPY
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arrangement provided a general framework within which Indonesia could
negotiate with its creditors on a country-by-country bassis, in which the
detarled settlements could respect the differences in regulations, accounting,
etc. among the creditor nations. That kind of flexibility will be crucial in
any debt relief extended by a large number of ofr,.~ial and private creditors
from several different countries.

The Indonesia operation was enormously successful. The hyperinflatior
ended by the late 1960s, and since that time (with the exception of the debt
problems of Pertamina in 1975) the Indonesian macroeconomic performance has been
among the bes® in the developing world. from a situation of near hyperinflation
and civil strife the economy has grown at over 5 percent per year for a decade,
with low inflation. And with the constant tutelage of aid agencies and
development specialists the quality of macroeconomic management has been
dramatically improved. B

That kind of debt relief could be extended to several of the most
seriously indebted countries. The general framework should be an ad hoc
workout committee for each major debtor country, which includes all of the
major creditors, both official and private. The IMF and World Bank should be
key members of the committee, but should be there to provide funds and expert
advice and judgement on a proposed program, rather than to set termas with
the country. A typical workout committee should have about fifteen members,
including representation of the IMF, World Bank, the relevant regional
development bank, representatives from the G-7, the commercial banks, and
other creditors (suppliers, bondholders). The committee should aim to reach

an agreement in principle with the debtor nation, which can then be negotiated
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on a creditor-by-creditor basis by the debtor country.

Such an arrangement would have several advantages over the current
set-up. The IMF would not be set up to speak for the banks or for the
official creditors: the various creditors would be represented at the same
negotiations along with the Fund. The IMF would be there to provide expert
advice as to whether a proposed plan shows basic msacroeconomic feasibility. By
having all of the creditors together, it would be possible to share the burden
of debt relief. It is not possible now, for example, for the IMF to bargain
with the country a program in return for bank interest relief, since now the
INF has no authority over commercia) bank interest rates.

It would be most important that the debtor country spproach the creditor
committee with its own plan, rather than having the plan dictated or designed
from the outside. The debtor government should undertake the domestic political
fights to make a program, and then approach the committee, rather than
appearing to bend over to external pressures. This is the approach recently
chosen by Alfonsin, Garcia, Paz, and Sarney, and it has greatly enhanced the
political appeal of their recent stabilization efforts. Such an approach also
provides far more guarantees to the creditors that the plan will actually be
carried out, since the government becomes instrumental in devising its own
stabilization policies.

The country's plan should be evaluated by the INF, which would provide
a technical memorandum in support or opposition to the prohosal. Howaver, the
IMF's judgement would now just be one voice among many in any final decision
to go ahead with a plan. The INF could certainly decide not to go ahead with

its own loan on the basis of an unfavorable review of a prograa, but it could
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no longer effectively veto a relief package or rescheduiing agreement
agreeable to the other creditors.

Agreements between the debtor government and the external creditors will
by nature have to be reached by the unanimous agreement of the various major
classes of creditors, since there is no supranational power that can force an
agreement among the different creditors. However the commonality of interests
among the creditors in restoring growth and debt-servicing potential in the
debtor country should mean that such an agreement will generally be within
reach. Moreover, as already stressed, the agreement should be stated in
gereral terms, so that the terms can he made to conform with the regulatory
environment in individua) countries. Note that while creditor governments
cannot necessarily dictate that the private bank creditors offer debt relief,
they have administrative means to press banks into complying with a relief
package (e.g. by varying the classification that supervisory agencies attach

to the problem loans of a debtor country).

IV. The Contents of Conditionality

There remains the question of what policies a country should stress in
order to qualify for a relief package. The current emphasis in the Baker Plan
is on conditions for microeconomic efficiency: liberalization of trade,
privatisation of state enterprise, and opening to foreign direct investment.
Recent research (by Bela Balassa, myself, and sany others) tends to confirm
that liberalization should certainly be part of a long-term adjustment

program.4 However, the strong focus on this policy diwensions is problematic

4see, for example, my paper "External Debt and Wacroeconomic Performance in
tatin America and East Asia," Brookings Papers on Economic Activity, 1985:2.
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1N SOme ways.

tirst, the long history of macroeconomic policymaking and debt crises
suggests that macroeconomic imbalances shcula be treated prior to extensive
supply-side surgery. The double-barrel approach of doing everything at once
was tried in the Southern Cone countries (Argentina, Chile, and Uruguay) in
the 1970s, with disasterous effect. Most observers now see that the
macroeconomic goals of price stability and balanced budgets conflicted with
the liberalization goals of undervalued exchange rates and tariff reductions.
The result was general policy inconsistency, with neither the macroeconomic or
microeconomic targets being well served. The success stories of Korea,
Taiwan, and Indonesia, al)l show the pattern of a return to low inflation for a
few years before a major assault on trade restrictions.

Even then, liberalization must proceed slowly. The simpie and sad truth
is that liberalization rarely succeeds, and that successful liberalization
takes 3 long time. Extensive liberalization simply cuts across too many
powerful political interests, whose power usually helps to explain the reason
for the restrictions in the first place. In a celebrated study by Krueger and
Bhagwati of 23 liberalization attempts during the 1950s, 1960s, and early
1970s, only 4 actually succeeded in the “long terms" (up to the point of
publication of the study). And in all of those four cases, the initial
conditions at the time of liberalization were vastly superior to the
covditions now facing Argentina, Brazil, Mexico, or most of the other Latin
American countries. And when liberalization does succeed, it usually does
so slowly.

One of the most celebrated liberalizations in the past thirty years is
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that of South Korea started in 1964. And yet after 21 years of liberalization
policies, nobody would sctually call South Kores a case of open trade. Rather
it is a case of a unified exchange rate that is not systematically overvalued;
a declining number of quantitative restrictions; and a relatively uniform and
rational tariff structure. But laissez faire it is not!

Perhaps the most troubling part of the current emphasis on supply side
measures is its exclusive emphasis on efficiency, without looking at all to
the question of equity and fairness in the Latin American societies. [ think
that it is fair to say that healthy societies (not otherwis] ravaged by war)
do not reach hyperinflations or high inflations of the sort seen in Argentira,
Brazil, Bolivia, Peru, Chile, Mexico, Uruguay, and other countries in the
hemisphere. In each of these cases, there is something grossly wrong with the
legitimacy of the government, its ability to tax its citizens appropriately or
to reduce spending to influential groups, and its ability to call on the private
sector for the kinds of sacrifices needed for economic stabilization. It should
be stressed that the Asian countries in general suffered the same shocks as did
the Latin Americans in the 1970s, b;t continued to grow through them with low
inflation and economic stability.

The elites in the Latin American societies have done rather well in
recent years, while the urban poor and working classes nave suffered markedly.
The rich took their money out in the form of capital flight. Crude estimates
by Morgan Guaranty put cumulative capital flight during 1976-1985 at $53
billion 1n Mexico, $26 billion in Argentina, $30 billion in Venezuela, and $10

billion in Brazil. Available data show approximaxely $30 billion of capital
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flight during 1983-85 alone, after the onset of crisis in 1982. With a large
cache of dollars outside of the country, many rich families can live even
better now than before 1982, because of the sharp fall in dollar prices in the
Latin American economies (following the collapse of overvalued exchange rates
with the onset of the debt crisis).

Without due care, the socis) inequities can be exacerbated both by
standard IMF programs and by the emphasis on liberalization and privatisation.
The IMF package typically squeezes the urban middie and lower classes, to the
benefit of the rural sector and the urban elites (who hold large smounts of
weslth abroad). Rather than raising taxes on the rich, who haven't paid such
n years, recent adjustment efforts have more often focussed orn budget cuts
and real wage reductions in the pudlic sector. It isn't that such policies
are wrong from a narrow macroeconomic viewpoint, but they may be unfair. The
same problemas arise in the context of liberalization. Such policies are
correct microeconosically, but they can exacerbate income inequalities and
inequities.

The creditor governments, and especially the United States, should urge
the Latin American governments to come up with fair and equitable burden
sharing within their countries as part of the conditionality package. A
central goa! of the U.S. government is to build durable and prosperous
democracies in the region. These goals will be best served if conditionality

focuses on issues of equity as well as economic efficiency.
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Senator DANFORTH. Professor, thank you. Under the early bird
rule, I arrived first and then Senator Baucus, then Senator Mitch-
ell, Senator Grassley, Senator Chafee, Senator Bentsen, and Sena-
tor Long.

Professor Sachs, basically, what we and the world have been tell-
ing Mexico and other countries is tighten your belts, pay your in-
terest at all costs and do so by importing less and exporting more.
Is that a fair generalization?

Professor SacHs. Yes; that is a fair assessment.

Senator DANFORTH. And, it would follow that our reason for
taking that position would be that the banks have to be paid off at
all costs and that the manufacturing sector of our country would
be the one to bear the brunt of the new trade policies of the lesser
developed countries. Those countries would be importing less of
what we produce and exporting more of what we produce.

Professor SacHs. I think that is right. I believe that as a general
principle of course, we should try to get this service, where possi-
ble. My argument is that there is a breaking point and that, when
it becomes evident it should be recognized.

Senator DANFORTH. And, when we tell another country to tighten
its belt, sometimes that belt can be tightened to the point of caus-
ing internal upheaval, real difficulties within the country.

Professor SAacHs. In my testimony, I say a tightened belt can
become a noose. Which may be a bad metaphor, but I think it is
strangling a number of these economies by turning so tight in fact,
what is happening is that inflation is erupting. As inflation is
erupting, capital flight from these countries is increasing as well.
So, not only are we not putting new capital in, we are pushing it
out by this extremely tight policy. Which is not even in the interest
of the creditor banks themselves.

Senator DANFORTH. Yesterday, we had a hearing on the authori-
zation for the Customs Service and Senator Long, particularly, ex-
pressed concern about the drug traffic from Latin America. You
mentioned it yourself, that is—turns out to be the growth industry
in Latin America. Is there a relationship, do you think?

Professor SAcHs. There is most certainly both direct and indirect
channels of many sorts. But, fundamentally, when the rest of the
economy is collapsing in these countries, the drug business is the
only one that can continue to prosper.

lS_etrﬁlator DaNFORTH. Now, what are the downsides, if any, to debt
relief.

Professor SachHs. Well, the downside clearly is that it becomes
contagious and too costly. There is no question, that if there was a
great contagion of countries lining up for significant relief, it could
hurt the financial system. I believe that couid be limited in certain
ways. I think that the relief should come along with sanctions.

The debt relief is not a free ride, once relief is granted, assets to
that country should be declared nonperforming and U.S banks
should not be encouraged to make new loans. It is just that instead
of making new—extending new loans to these countries, that
money should come in the form of debt relief.

By attaching sanctions to the debt relief, I think it will be possi-
ble to stop the contagion. I very much doubt that a country, such
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as Korea, would line up for debt relief, if it meant no further loans
from the international community.

Senator DANFORTH. Senator Baucus.

Senator Baucus. Thank you, Mr. Chairman. Dr. Sachs, have you
seen the Joint Economic Committee report?

Professor SacHs. No, 1 have just heard the press, the press cover-
age.

Senator Baucus. Based upon what vou know of it, and the press
reports you have seen, I would like to know the degree to which
you agree with it.

Professor Sacus. Well, I try not to agree with things I have not
seen, yet. But, from your summary of it, [ think that the emphasis
is certainly in the right direction. That it focuses on the strategy of
being pay interest at all costs. And, that is perhaps in myopic strat-
egy, given the developments we see in Latin American economies.

Senator Baucus. According to your analysis, do you have any
sense of the degree to which U.S. debt policy for Latin American
countries has hurt the US. agricultural industry or U.S commod-
ities, which depend very much upon exports for their livelihood?

Professor SAcHs. Well, one can see in the statistics of the sort,
that have been summarized here and are described in my testimo-
ny and have a very, very sharp decline in exports to Latin Amer-
ica.

Studies have shown that that decline was not due to the dollar,
but to the collapse of the Latin American economy. So, there is a
separate affect above and beyond the dollar, that has come from
the austerity in the Latin American countries.

It should be clear, however, that I think the austerity is not com-
pletely unjustified. The countries in Latin America ran completely
irresponsible budgetary polices for over a decade. The problem is
not that we have done something to them to force this austerity.
The austerity is a reflection of previous irresponsible fiscal policies
in those countries. The problem is simply that we have come to a
breaking point in the number of countries.

Senator Baucus. Is it your understanding that the United States,
IMF or World Bank and commercial banks encouraged these Latin
American countries to service their debt by dramatically increasing
their exports?

Professor SacHs. They certainly have. I think there was an anti-
export bias in those countries to begin with, so, I do not—I actually
think that there is wisdom to the notion, that the Latin American
countries should extend their exports. But, that can be done in a
growing context without pushing them to the brink of collapse.

Senator Baucus. I am wondering, too, how familiar you are with
statistics which show that banks’ profits have actually increased
during this period. That is, the dividends of the nine major money
centers and profits have increased. Some of that is reflected
through the larger spreads that the banks have charged or earned
on Latin American loans.

Professor Sachs. That is certainly correct, although, I think the
interesting thing to point out is that studies of the market value of
the banks, that is the stock market quotations, show that investors
have written down a lot of this debt.
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Heavily exposed banks have done more poorly in the stock
market than unexposed banks on the international loans. That has
a measure of optimism in it, in the sense that it means we could
give some debt relief without further depressing the market value
of the banks. Because the stock market has to some extent, already
anticipated that development.

Senator Baucus. So your saying that if the banks themselves
were to write down these loans to some degree, that would not be
adversely reflected in the stock market, because the market is al-
ready written down?

Professor Sacus. That is right and I should make one point.
There—perhaps my language has been sloppy. Banks are writing
down in their own books, a lot of these loans, but, they are not for-
giving them. My argument of course is, these loans should be for-
given or relieved in one way or another. I think the best way to do,
that is for several reasons to do it by, having below market interest
rates on the debt, rather than writing down principal.

But, nonetheless what happened is that the stock market has an-
ticipated such relief. The books kept by the bank have anticipated
such relief, but the countries have not felt any of the benefit of it,
yet.

Senator Baucus. How do you know the market has already an-
ticipated this relief?

Professor SacHs. Well, there have been several studies including
one | did of 60 banks. Examining their stock market performance
in the last 3 years and there is a clear correlation between the
degree of their exposure in Latin America and the movements of
their stock prices. And, so one is able to see statistically, that
indeed there has been a writedown in the market already.

Moreover, we have evidence on trades, or swaps and direct sales
of some of this debt in the secondhand market, which is quite small
for a number of regulatory reasons. That market also shows that
this debt is highly discounted. For Argentina, Brazil, and Mexico,
perhaps, it is 0.70 on the dollar. For Bolivia, which you remember
had the hyperinflation, it is about 0.10 on the dollar. So, the
market is already reflecting this, well ahead of any forgiveness.
They are anticipating the forgiveness.

Senator Baucus. How do you know that, if some of these loans
were forgiven, there would not be a further reduction of the
market value?

Proiessor SacHs. Well, one can infer from stock market quota-
tions, that perhaps the stock market is putting the values of these
assets at 0.80 on the dollar, say for Brazil. If the writedown were
less than the 0.20 writedown and, if that were regarded as a suffi-
cient step then I would not anticipate further declines. If, however,
the writedown were more than 0.20 on the dollar and the market
regarded it as an indication that there was going to be an even
more severe writedown, then of course, there would be a further
movement down in the stock market value.

Senator Baucus. How would you look upon legislation which
would require the banks to reduce the spread or to some degree
writedown or forgive some of these loans? That is, so the banks will
shoulder the burden, somewhat proportionately with American ag-
riculture and other U.S. commodity industries.
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Professor SacHs. I cannot say—I cannot speak to the way that
the legislation should provide for this. Because. there are many dif-
ficulties, particularly coordinating the efforts of all of the interna-
tional creditors, not just the U.S banks. I think what my proposal
stresses, is the need for a new forum, where the creditors jointly
can agree on debt relief. You cannot ask the U.S. banks to do it
alone.

What we need is a setting where all the creditors can jointly
agree to writedowns. We do not have that kind of institutional
framework now. Although, I site in the papers, several historical
examples, such as Indonesia in the early seventies, where exactly,
that kind of forum was develcped. And, that is the direction that I
think we have to move.

Senator Baucus. Thank you.

Senator DANFORTH. Dr. Sachs, Secretary Baker has now arrived.
If you do not mind, we will take him now, because he has some-
thing else he is going to have to do in about an hour or so.

Professor SacHs. Thank you very much.

Senator DANFORTH. If, you would let him play through?

Mr. Secretary, thank you.

Mr. Secretary, we very much appreciate your being here on two
obviously important aspects of our trade problem. Namely, the ex-
change rate situation and the problem of Third World debt. You
have, particularly since last fall been very deeply involved in these
two areas, for which I am sure all of us commend you. We look for-
ward to any comments you have this morning.

STATEMENT OF HON. JAMES A. BAKER III, SECRETARY OF THE
TREASURY, WASHINGTON, DC

Secretary BAKER. Thank you very much, Mr. Chairman. I am de-
lighted to be here. And I have a statement, that I would ask be in-
ci‘uded in the record and, if I might, I might read a brief summary
of it.

Senator DANFORTH. Fine, thank you.

Secretary BAKER. I am delighted to have the opportunity to dis-
cuss the administration’s approach in dealing with large U.S. trade
deficits, particularly as they reflect problems relating to the ex-
change rate system and to the debt situation in the developing
countries. Before I begin, let me offer my congratulations to the Fi-
nance Committee as a whole, for successfully completing work on a
major bill on fundamental tax reform.

The administration recognizes and shares congressxonal concerns
about the impact of exchange rate volatility and LDC financial dif-
ficulties on the international competitive position of American in-
dustry, American agricuiture, and American labor. We have been
and are actively pursuing a comprehensive strategy to address this
problem. I am pleased to be here today to describe our approach
and to encourage your support for it.

We are making significant progress in establishing the funda-
mental conditions necessary to achieve and maintain a sound and
growing world economy, more balanced trade positions and greater
exchange rate stability.
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The Plaza Agreement of last September has resulted in exchange
rate relationships that I think better reflect underlying economic
conditions.

The Plaza Agreement also contributed toward stronger, more
balanced growth among the major industrial countries.

Inflation has been cut sharply and is expected to stay low. This
has facilitated a substantial reduction in interest rates and it en-
hances prospects for further declines. _

The deterioration in our trade position will be halted this year
and we look forward to substantial improvement next year.

The United States has launched a major initiative to strengthen
the international debt strategy.

Preparations are well advanced for launching a new round of
multilateral trade negotiations.

However, problems still remain. Unemployment remains high in
many countries and large domestic and external imbalances per-
sist. -

Uncertainties about the future behavior of exchange rates have
also been prevalent. We also have the debt problems of the develop-
ing world and we know that protectionist pressures remain strong.

The progress that has been achieved in the general economic en-
vironment, however, provides a golden opportunity to resolve these
remaining problems. At the Tokyo summit, the President and the
heads of the other free world democracies manifested the political
will and leadership to confront the tasks that remained.

The Plaza Agreement and subsequent coordinated interest rate
reductions evidenced the willingness and ability of the major indus-
trial countries to cooperate more closely on their economic policies.
At the same time, experience of the past year demonstrated that
exchange rate changes alone could not be relied upon to achieve
the full magnitude of adjustments required in external positions.

It has become increasingly more apparent that closer coordina-
tion of economic policies will be required to achieve the stronger,
more balanced growth and compatible policies necessary to reduce
the large trade imbalances that remain and foster greater ex-
change rate stability. For this purpose, we went to Tokyo seeking
to build upon the framework embodied in the Plaza Agreement and
to establish an improved process or mechanism for achieving closer
coordination of economic policies on an ongoing basis.

Mr. Chairman, I believe we succeeded. The arrangements that
were adopted involve a significant strengthening of international
economic policy coordination. Details of the new procedures will, of
course, have to be worked out in subsequent discussions. However,
I see the enhanced surveillance process working as follows:

- First, the measures for use in assessing country goals and per-
formance will be agreed upen by the countries participating in the
enhanced surveillance process utilizing the broad range of indica-
tors stated in the Tokyo communique. These indicators would in-
clude: growth rates, inflation rates, unemployment rates, fiscal
deficits, current account and trade balances, interest rates, mone-
tary growth rates, reserves, and exchange rates.

Second, each country will set forth its economic forecasts and ob-
jectives in terms of these indicators.
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Third, the group would review, with the Managing Director of
the IMF, each country's forecast to assess consistency, both inter-
nally and among countries. :

Fourth, in the event of significant deviations in economic per-
formance from an intended course, the group agrees to use its best
efforts to reach understandings on appropriate remedial measures,
focusing first and foremost on underlying economic fundamentals.
Intervention in the exchange markets could also occur, when to do
so would be helipful.

What is new in the arrangements adopted in Tokyo is that the
major industrial countries have agreed that their economic fore-
casts and objectives will be specified taking into account a broad
range of indicators, and their internal consistency and external
compatibility will be assessed. Moreover, if there are inconsisten-
cies, efforts will be made to achieve necessary adjustments so that
the hforecasts and objectives of the key currency countries will
mesh.

Finally, if economic performance falls short of the intended
course, it is explicitly agreed that countries will use their best ef-
forts to reach understandings regarding appropriate corrective
action.

In sum, Mr. Chairman, we have agreed on a more systematic ap-
proach to international economic policy coordination that incorpo-
rates a strengthened commitment to adjust economic policies. I am
hopeful that the spirit of cooperation that made this agreement
possible will carry over to its implementation. If so, we can look
forward to greater exchange rate stability, enhanced prospects for
growth, and more sustainable patterns of international trade.

Successful economic policy coordination among the industrial na-
tions complements our efforts to deal with LDC debt problems by
strengthening the world economy, creating the conditions for lower
interest rates, and helping to improve access to markets. As you
know, the “Program for Sustained Growth” for the major debtor
nations proposed by the United States in Seoul was premised on
credible, growth-oriented economic reform by the debtor nations,
supported by increased external financing.

In Tokyo, the summit leaders welcomed the progress made in de-
veloping the cooperative debt strategy, in particular building on
the United States initiative. The United States Program for Sus-
tained Growth has also received strong support from the interna-
tional financial institutions, national banking groups in all major
creditor countries, as well as the key IMF and World Bank Com-
mittees representing both debtor and creditor countries and the
OECD ministerial.

Required policy changes in the debtor nations will take time to
put in place and they should not be expected to occur overnight.
The process of implementing these reforms will also be much less
public than the series of announcements to date supporting the
debt initiative. Implementation will take place through individual
debtors’ negotiations with the IMF, the World Bank, and the com-
mercial banks. This process is already underway. The IMF, for ex-
ample, has existing or pending arrangements with 11 of the 15
major debtor nations. The World Bank has structural or sectoral
loan negotiations currently underway with 13 of these nations and
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has recently extended loans to Ecuador, Argentina, and Colombia
to support adjustment efforts in some of their key sectors.

As the summit communique noted, sound adjustment programs
will need to be supported by resumed commercial bank lending,
ﬂe:aibility in rescheduling debt, and appropriate access to export
credits.

The Program for Sustained Growth is important because it
touches on a wide range of U.S. interests, but paramount among
these is its importance for U.S. trade.

Our exports to the major debtor nations, which have already in-
creased by 18 percent, or 34 billion during the past 2 years, can be
expected to improve further in response to both recent exchange
rate changes and stronger growth in the debtor countries, as they
adopt economic reforins.

It will also be in.portant., however, for the United States and
other industrial nations to maintain open markets for LDC exports.
Open markets are essential to our overall international strategy
for economic adjustment and policy coordination.

The administration is committed to maintaining an open U.S.
market and ensuring a free, but fair, international trading system.
President Reagan and the others at the Tokyo economic summit
pledged to work at the September GATT ministerial meeting in
Geneva to make decisive progress in launching the new round. We
are also starting negotiations to remove barriers to trade and in-
vestment between the United States and Canada.

We are pursuing an aggressive program against unfair trade
practices. President Reagan is the first President to self-initiate
action under his retaliatory authority against such practices, in-
cluding cases involving Japan, Brazil, Korea, and Taiwan. The
President has also announced that, unless we are able to resolve
our dispute with the EC over its new restrictions affecting our
farm exports tc Spain and Portugal, we will respond in kind.

Our aggressive policy against unfair trading practices has al-
ready met with considerable success. We have settled disputes in-
volving canned fruit, footwear and leather import quotas, liquor,
tobacco, and motion pictures.

In sum, I strongly believe our policy of free, but fair, trade is
working and is in our overall economic interest.

At this point, Mr. Chairman, I would like to address the question
of proposed international finance and trade legislation, such as S.
1860. I can well understand your frustration over our trade deficit.
However, certain modifications in our trade law will not eliminate
the trade deficit and may actually make it worse.

The answer to our trading problems is a comprehensive, interna-
tional economic policy strategy that addresses international trade,
monetary and debt issues in a coordinated fashion and involves the
cooperation of other nations. We have developed such a strategy, as
I have discussed here today, and we are implementing it.

We are, of course, prepared to engage in thorough and meaning-
ful discussion with this subcommittee on all pending legislation.

We must avoid passage of protectionist trade legislation that
would alienate our trading partners, encourage them to enact simi-
lar protectionist policies, and undermine the administration’s inter-
national economic policies. Closed markets and an atmosphere of
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confrontation would doom our efforts to solve our international
economic problems in a responsible and constructive manner. The
greatest threat today to economic well-being worldwide, I think, is
the danger of protectionism and a subsequent trade war.

We need your help to avoid these dangers. | urge vou to give the
administration policies a chance to work.

Thank you. Mr. Chairman.

Senator DanrorTh. Mr. Secretary., thank vou. And | want to
assure vou that at least speaking for this Senator, I fully intend to
withstand pressures for protectionism. [ think my definition of pro-
tectionism and the administration’s may be a little different. 1
think the administration tends to define anvthing that walks as
protectionism.

But. I think that the thrust of vour comment is well taken. And
also. T might sayv, I know that yvou and others in the administration
must view me and other members of this committee as being con-
stant pains in the neck with respect to international trade. But, |
want vou to know that I welcome the initiatives that the adminis-
tration bas taken, particularly since last September, with respect
to the initiation of section 301 cases against unfair trade practices,
and also the administration’s initiative begun by you last fall and
furthered in the recent economic summit with respect to a more
activist position on the exchange rate problem.

I take it. that with respect to the value of the dollar, the days of
the laissez faire approach are over and that the administration is
committed in cooperation with other countries to a more activist
role to make sure that the dollar does not again get out of sight.

Secretary BAKER. Mr. Chairman, we believe, as we have said
before, that there is room to improve the current system. There is
room, we think, to provide more stability for exchange rates; to-
remove some of the volatility of the current floating rate exchange
system. That is one of the objectives we are seeking by the agree-
ment—which we were fortunate to obtain at the Tokyo summit—
calling for enhanced surveillance.

Senator DaNFORTH. Do you think, if your own view is our Gov-
ernment’s view, that the value of the dollar against the yen is now
about right or is the dollar too high or too low? And, were any rep-
resentations made to the Japanese at the summit with respect to
the relative value of the dollar and yen?

Secretary Baker. Mr. Chairman, for some time we have been
saying, that we do not have a target for the dollar, and we do not.
At the same time we are somewhat concerned about what we think
are unwaiarranted interpretations, that the market sometimes at-
taches to that statement. At Tokyo we discussed the importance of
stability in the yen-dollar exchange rate, as well as the importance
of continued growth in the Japanese economy. particularly through
increasing domestic demand.

Senator DANFORTH. Is the answer——

Secretary BAkeR. You want a yes or no, and that is the answer.
[Laughter.]

Senator DANFORTH. Well.

Secretary BAkErR. You may rot read anything into that, but I
think others probably will.
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Senator Daxvortd. Well, fine. There are very perceptive pecple
in the audience.

How about those countries where we have not made progress, es-
pecially Canada, Korea, and Taiwan, where the value of the dollar
has not been declining against other currencies. For instance,
Canada has been the source of increasing trade problems with the
United States. Some people think Korea is the next Japan. The
values of those currencies remain low compared to our own. What,
if anything, are we going to do about those three countries?

Secretary Baker. Well, Mr. Chairman, [ think the fact that there
has been a depreciation of the dollar will mean that other industri-
al country markets will become relatively more attractive to ex-
porters in the countries that vou have just mentioned. So that the
decline cf the dollar will have a beneficial effect on our trading re-
iationship with those countries. even though they might tie their
currencies to ours. It should help to reduce some of the pressure in
our market. We would expect to see some reduction in the U.S.
share of exports from those countries.

Senator DANFORTH. But. you have no particular program with re-
spect to the value of the dollar, say to the Canadian dollar?

Secretary BAker. There is not a lot we can do about those coun-
tries that tie their currencies to ours; but, I think the fact there
has been a depreciation of the dollar will help our trading relation-
ships with those countries by putting more pressure on their mar-
kets and less on ours.

Senator DanrorTH. When would you expect to see the upswing of
the J-Curve? The last trade figures that came with Japan showed
that we were running the largest trade deficit with Japan in histo-
ryv. When do you expect to see results?

Secretary BAxer. Mr. Chairman, we expect the trade numbers
for 1986 overall to be roughly what they were for 19%5, but as I
indicated in my statement, we expect to see significant improve-
ment in 1987. I am not an economist, so [ will just i¢ll you what |
have heard from economists. That is, due to the J-Curve it takes 12
to 18 months before you start seeing the effects of exchange rate
changes in trade figures. The dollar reached its high in February
1985. We are now at 13 or 14 months. It is our view that in the fall
of this year we should begin to see substantial improvement in our
trade numbers.

Senator DANFORTH. Senator Baucus.

Senator Baucus. Thank you, Mr. Chairman. Mr. Secretary, I am
sure you read about the Joint Economic Committee Report, which
essentially questions American loan policy in Latin America.
Namely, the reliance upon the large banks, the nine money centers
and helping to relieve some of the pressure of those countries by
giving substantial loans. Some of those banks charge much higher
spreads, and the basis points have risen from 85 in 1981, to an av-
erage of 125, a 50-percent increase, in some cases this year. There
is a very definite poiicy which calls on those countries to very vig-
orously expand their exports of agricultural and other commodities
to the United States, and at the same time dramatically decrease
their imports of those same commodities from the United States.
The net result is that the banks profit. Their dividends have sub-
staniially risen at the same time that the profits of agriculture and
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other commodity producers in the United States have dramatically
declined. It is a policy where the people living in those LDC's have
not enjoyed a higher standard of living, but. in many cases have
suffered increased malnourishment and higher poverty rates. What
is your reaction to that basic observation?

Second, 1 am interested in the degree to which the administra-
tion is adopting policies which even out the burden that Americans
have to shoulder in trying to help resolve the LDC crisis. so that
the burden is not disproportionately on American agriculture and
other commuodities for the benefit of the large banks.

Secretary Baker. Well, Senator Baucus, as you know in multilat-
eral institutions, we vote against loans for commodities that are in
oversupply. I think with respect to the debt problem, it is impor-
tant to remember that it is important to the United States and to -
agricultural interests in the United States, that we keep those LDC
markets open. Those markets constitute a significant market for
our agricultural products.

It is important that those economies prosper to the extent that
we can assist them.

Senator Bavcus. The question is whether they can prosper at
American expense and the degree to which they have pros-
pered——

Secretary BAKER. Let me suggest to vou, I really disagree, frank-
ly, with the JEC report. And. I disagree with it primarily on this
basis. As | understand the report, it concluded that some of the
proceeds of these loans were used for debt service, instead of for
some other purpose. And. therefore, there were smaller purchases
of U.S. agricultural products. The loans were used for debt service
and imports were cut back. I would suggest to you that, had we not
followed a prudent debt policy. there would have been less access to
those markets by our agriculture, because it is important that
those countries continue to have access to capital or they are going
to have to cut back on their imports even more.

Senator Baucus. Dr. Sachs who just preceded you, stated that he
felt that goal could be accomplished if the banks were to write
down or forgive some of those loans to some degree. This would
probably increase access to those countries.

Secretary Baker. Well, I think it would be very counterproduc-
tive for governments 1o somehow try to require or suggest that pri-
vate financial organizations or the private credit market should
make below cost loans.

Some of the major debtor countries—Brazil, Argentina, and
Mexico—are obtaining reduced spreads from what they were when
those loans were first made. The banks are making loans now or
renewing loans at very small margins over Libor. So, that is taking
place and 1 do not have any quarrel with that suggestion. But, to
the extent that there is an intimation that somehow the bank
should loan at less than their costs, what that will do is cut those
countries off from access to credit markets.

Senator Baucus. The Casey report shows that if the spread were
not increased at all during this period there would be a 10-percent
reduction I believe in aftertax profits. This would still result in, as
I remember the report, $3 billion in profits for those same banks. I
do not know what the precise answer is, but I think it is clear that
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the banks, if not getting a free ride. are getting off pretty well at
the expense of other Americans. Ironically, at the expense of small-
er banks, including agricultural banks, whose AG portfolios as you
know are under severe stress. I strongly encourage the administra-
tion to pursue policies which even out the burden, it is not falling -
disproportionately upon American agriculture.

Secretary BAkER. I think the key. if I might say so, Senator, and
I am sure you will not disagree with this, is to see to it that those
countries reform their economic policies in a way that would
permit them not only to repay their debt, but also to buy more
goods from the United States, including agricultural goods.

Senator Baucus. My time is up. Thank you.

Senator DaANFORTH. Senator Mitchell.

Senator MircHeLL. Thank vou very much, Mr. Chairman.

Mr. Secretary, The administration’s current policy, which I think
can be dated back to the Plaza agreement, represents about a 180
degree reversal over prior policy with respect to intervention in ex-
change rates. My question is, Can you bc more specific about the
arrangement reached with our allies in Tokyo to attempt to
manage such rates and what assurances do you have that our allies
see this agreement the same way you do? For example, what will
the Japanese do specifically to deal with the massive surplus in-
volved? And, I wonder if you could be as specific as possible.

And finally, I will ask a series of questions and you can comment
in single narrative. What is your impression of the exchange rate
provisions contained in this bill? Will they help or hinder your
effort in that regard?

Secretary BAKer. Well, let me answer that one, first, if [ might. |
think that the exchange provisions in this bill, in light of the ac-
tions that we have taken at the Plaza and in light of the actions we
have taken at Tokyo, are unnecessary.

I do not think they would be helpful because in some degree they
limit our discretion and they would mandate certain actions that
would be very difficult to ever achieve. So, I do not think they
would be helpful.

You ask me how the agreement is to work and whether or not
our trading partners will have the same interpretation of it as we
do. I think it is significant that they agree to see this set forth in a
summit communique. Never before have we had something like
this actually spelled out in a communique from the Economic
Summit. And this was not something totally precooked before we
got there.

So, they are as interested as we are in doing what we can to
eliminate volatility in the exchange markets. No one under this
agreement, Senator Mitchell, cedes any sovereignty, nor should
they. In my view, we would not want to cede any sovereignty with
respect to the conduct of our economic affairs and, clearly, most of
those-eountries would not either. This depends on good faith, coop-
eration, and coordination. That is what it calls for.

But I also think it will bring some peer pressure, perhaps some
public pressure, to bear on countries who simply refuse to take
action, because under this agreement, they agree to use their best
efforts to bring their policies in line, when they deviate from the
intended course.

62-304 O - 86 - 5
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So. I think from that standpoint it will be helpful if some of
these countries will want to see it implemented more strictly than
others. And, implementation is the key to it: but it is an interna-
tional agreement, as in the case of other international agreements,
we just have to stick with it and keep working on it to get the best
implementation that we can.

Senator MitcHEeLL. While vour comment about the provisions of
the bill being unnecessary, it might be appropriate in view of the
current administration policv, since the administration has re-
versed itself 186G degrees once, there is not much assurance thdt it
might not do so again.

I remember you sitting right there and I asked you a question
about exchange rates. You said, “Well. there cannot be any such
thing as overvalued currency, because, since it is set by the market
by definition, the value is what the market sefs.” You may recall
that staternent; of course, you would not make it today. So. I think
you have to take into account that the legislation is framed against
a backdrop of shifting policy and expresses such a concern.

I do not have another question, I just want to make a comment,
following up what Senator Danforth said at the outset. It is a little
distressing that every congressional initiative is immediately, in-
stantaneously branded as protectionist by the administration, vir-
tually without any regard to it's content. I noted in your statement
in the conclusory paragraph on this legislation, you used the
phrase protectionist or protectionism in the course of just a few
sentences.

Many of us. of course, do not agree with that assessment. I think
what has happened, as | said in my opening remarks, is that the
admiristration’'s attitude tends to polarize policy between free
trade, which implies no restrictions of any kind, and protection,
which implies no trade of any kind. And the reality of the interna-
tional trading arena is somewhat more complex than that.

I would hope that the perjurative club of protectionism would
not so swiftly be applied to anything suggested by the Congress and
that perhaps we could work to try to get some trade reform that
will be meaningful and helpful for the country, and I think, frank-
ly, that the overall legislation does move us in the right direction.

Secretary BAKER. Well, Senator Mitchell, let me just say it was
not my intention, nor is it, to brand everything in this bill as pro-
tectionist. One man's protectionism is another man’s fair trade and
I understand that. There is room for honest differences of opinion
with respect to this.

The exchange rate provisions that are in this bill, the require- _
ment for maintaining a strategic exchange reserve and the require-
ment that there be G-5 negotiations and so forth, are not protec-
tionist in the slightest. I am simply saying, that those provisions
speak to actions that we have already taken.

Senator DANFORTH. Under our Eariy Bird Rule, I have the fol-
lowing order of the Senators who are present Senators Chafee,
Bentsen, Long, Gorton, Dodd, Sasser, Heinz, Bradley, and Cranston.

Senator CHAFEE. Thank you.

Mr. Secretary, I think the passages, you have here, dealing with
concern over protectionism, are well founded. And, I want to con-
gratulate you and especially the President and this administration



99

for being the strongest force in the country to stand for free trade.
You have a legitimate concern, that this Congress does have pro-
tectionist leanings. And, I think it is well for you to constantly
raise that concern in your statements.

I have a couple of questions, here, in connection with the LDC's.
Why would an American bank in the near future, anyvway—I do
not want to use the word ever, but, let us say in near future—want
to lend to a LDC. It seems to me the banks have been pretty well
burned. Dr. Sachs, who was in the midst of testifying, when vou
came in, suggests that the interest should be forgiven, that a good
deal of the debt has been written off, so what has not been written
oft should be forgiven too. And, if I were a president of a bank, I
just do not think I would want to get near any LDC with the Amer-
ican economy thriving the way it is. If I could get whatever money
I had out of them, I would get it and consider it an unfortunate
experience and concentrate on other investments, either in the
western European countries or common market countries or in the
United States. ;

Secretary Baker. Well, Senator, that is what a number of the re-
gional banks would like to do, because they are not in so deep and
they can afford to do that. I happen to think that writing off the
debt or writing it down is not a solution to the debt problem, it is
an admission of defeat.

Now, that is one way we can go. Maybe we can have a debate
over whether that is what we ought to do. But, in my view that is
simply admitting defeat. Why would some of the major money
center banks consider additional loans to some of these debtors
when they have some loans that are in trouble?

Just like a domestic credit, sometimes you can improve an inter-
national credit, if the debtor is willing to change his ways and im-
prove his method of business operation. Some of these banks have
a lot of loans that are under water. If the countries are willing to
adopt growth-oriented economic reforms that will permit them to
earn their way out, it is probably a good thing for the banks that
are in heavily to look at the possibility of making sure that they
have some additional capital coming in to finance the implementa-
tion of chose economic reforms. That is why.

Let me say one other thing. We are not twisting any bank’s arms
to participate in this program. And, we are not suggesting =ity bail-
out of these banks. We are not offering World Bank guarantees.
We are certainly not offering a Federal Government guaranty and
we have not come here to this Congress asking for more money in
connection with this plan.

Senator CHAFEE. Well, I hope you are successful. You listed 15
LDC's that were the major debtor nations. And, I think you said 11
of them are engaged bilateral talks of scme type with us in connec-
tion with their debt. I hope you are successful, because these coun-
tries are tremendous markets for the United States. And, I hope it
all works out. I must say, if | were a banker, I would be very nerv-
ous about my money. Let me ask you a second question.

Secretary BAKER. Senator Chafee, there is nothing to require a
bank to come up with new lending; let me just say that, before you
go on. It is not something that we are going to the banks and
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saying, you must do this. We are saying, you may weil find it in
your interest to do so and if you do, please participate. Go ahead.

Senator CHAFEE. Now, the second question is—I know you have
been urging Japan and West Germany to increase their domestic
consumption. Why would one of those countries increase its domes-
tic consumption if it is not in their seif-interest? Solely, because
they have signed on to these agreements that vou mentioned
before?

Secretary BAkEeR. I think that some of them might consider doing
that if they thought that the very existence of the world's free
trading system was at stake. I think we have impressed upon our
trading partners in a very forceful way the extent to which, with-
out branding any particular element of this bill, protectionist,
there is a strong protectionist sentiment building in the United
States. This is quite understandable in the face of $125 or $148 bil-
lion trade deficit, depending upon which method of calculating you
use.

So, I think that is why they would have an interest in working
with us to iron out these external imbalances, so, that their sur-
pluses would not be as great and our deficit would not be as great.

Senator CHAFEE. Thank you. Thank vou, Mr. Chairman.

Senator DANFORTH. Senator Bentsen.

Senator BENTSEN. Thank you very much, Mr. Chairman. Mr. Sec-
retary, as | stated in my earlier comments before you arrived, 1
want to congratulate you on what you have been able to do on cur-
rency exchanges. From my way of thinking, that represents a 180-
degree change in direction on the part of the administration. You
have moved away from a hands-off policy to a hands-on policy.

But, frankly, I still think that is where you are on trade. I think
you are on a hands-off policy. And, the word “protectionism” has
been used by the administration for a substitute for trade, and, for
having a trade policy.

Many of the pieces of the legislation sponsored here are not truly
protectionist, but are trying to break down barriers to our products
in other markets. That is what we have been working to try to
achieve. We are looking at a world today with a return to mercan-
tilism and state directed trade. We can not handle it with just a
hands-off policy.

But, let me speak specifically to some of these things you have
addressed. One concern I have is over the enforcement mechanism
for currency values, I gather that if one country’s policies are dis-
appioved by the others, that country would be expected to use its
best efforts to correct the problem. But, I look at what happened to
us from 1980 to 1985, when West Germany and the Japanese were
lamenting our deficit budgets through all those years. We tended to
ignore them.

What mechanism do you have that is going to bring about a
change in direction there? Is there any type of enforcement at all?
You state none of us are ready to give up our sovereignty; how do
you musolate, how do you achieve it?

Secretary BAKER. Well, Senator Bentsen, the only thing that you
will have-—and I happen to think it is substantial—that you do not
have now, is an agreement by all of these countries to judge their
economic performance in light of economic indicators, and to meas-
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ure those, perhaps on a more frequent basis. through the surveil-
lance mechanism. They have agreed publicly to use their best ef-
forts to correct a departure from the intended course. And, the
only thing you can have, unless you are going to cede sovereignty
is the possibility of peer pressure bringing about adherence to the
agreement and the pussibility of public pressure, bringing about ad-
herence to the agreement.

Senator BENTseEN. Mr. Secretary, I hope that works, but I think
that domestic concerns will be paramount and will be very difficult
to change. 1 looked at the euphoria that came after the Tokyo
round and how Japan was going to open up its markets And, then
I look at what has happened between our two countries on a bilat-
eral basis and it has not been encouraging. I am very pleased, if |
may, because my time is so short.

Secretary BAKER. Go, ahead.

Senator BENTSEN. Let me state that | am very pleased with the
change in policy toward the Third World countries. There is no
question in my mind that the IMF course, focused just on austerity,
was a deadend street. It leads to political instability that is a seri-
ous problem for the entire world and particularly for us, bordering
onto Mexico.

But, then I look at what you are suggesting and I know some of
the limitations you are under. You speak of $10 billion a year. The
interest charges of Mexico alone are going to be that much—in this
year. I find it very difficult to think that you are going to turn
around the massive flow of capital out of those countries and have
a significant impact. I look at some of these nations today that are
really chapter 11 cases. I frankly think that just rescheduling some
of these loans and letting the banks continue to make their full
profits is a bridge to nowhere.

Some of these countries will never pay off these loans and if that
is an admission of defeat, I think it is a reccgnition of some of the
realities that are facing in a few of those specific countries. Can
you give me some encouragement in that regard?

Secretary BAKER. Yes, sir, I can. I can tell you that while not all
countries are adjusting and adopting the kinds of economic reforms
we have suggested, a number of them—Argentina, Uraguay, Ecua-
dor, Colombia are making significant progress. And, therefore, just
because we do not have all of them.

Senator BENTSEN. I said a few of them, I did not say all of them.

Secrztary BAKer. Well, I think—Well, you are right, there are a
few that are not. There are a few that are dragging their feet, but [
really believe that we should not because of that, give up on this
problem and simply say we are going to write off this debt. And,
that is the only alternative that I have heard suggested.

Senator BENTSEN. I was very careful not to generalize on that. I
think that you have a few specific countries that have not respond-
ed to the restructuring that you are recommending to them. And, I
strongly agree with what you’'re doing. These should be more priva-
tizing of some of the companies that are owned by governments in
order to make them more effective and competitive. I see my time
is up.

Senator DANFORTH. Senator Dodd.
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STATEMENT OF HON. CHRISTOPHER J. DODD, A U.S. SENATOR
FROM THE STATE OF CONNECTICUT

Senator Dobp. I commend the respective committee chairman for
allowing this to be a joint hearing with the Banking Committee. |
think it is very. very helpful. Mr. Secretary, let me join in the
chorus of those who have commended vou for activities taken since
last September. 1 guess many of us have been saying that we only
regret that the actions were not taken a bit earlier, that, in fact,
much of what vou have seen and are seeing in the form of legisla-
tion before the Congress and other places is as a result of, I think,
inaction for an awful long time.

Let me just ask a couple of quick house cleaning questions. What
about the possibility of a firm date or date certain for the begin-
ning of formal trade negotiations? Was anything reached on that
at all, that you can share with us”

Secretary BAKER. Senator Dodd, T think that we made good
progress on the trade area at the summit. We got into the commu-
nique for the first time the fact that the new round would deal
with intellectual property rights, services and direct investment.
We did not get the commitment of one country, with respect to the
starting date of the new round, and of course, you operate there by
consensus and one country can hold up agreement. But, everybody
knows that there is a special ministerial meeting of the GATT in
September and that matter is going to be discussed there. And, as 1
indicated in a previous comment, you would get very good odds if
you wanted to bet on a new trade round starting. I think you will
see that in September.

Senator Dobp. And, you sort of anticipated my next question. I
noticed that the OEDC ministerial meeting and the Tokyo Summit
communiques have identical ianguage with regard to intellectual
property, and services, foreign direct investment. The is specific
language there that is exactly the same. Is that—was concensus
reached on that? Was there a firm commitment among the seven
that those issues shall be on the table, whenever those trade nego-
tiations resume?

Secretary BAKER. Yes, sir.

Senator Dopnp. With regard to the foreign exchange rates, again.
Going from the Plaza Agreement to the Tokyo summit, formalizing
the ad hoc arrangement, both the Japanese press as well as Germa-
ny, recently in the wake of the Tokyo summit, have been state-
ments to the effect, that the appreciation is, that we presently
have, is as far as both of these countries are willing t¢c go. And
that, in fact, both countries have asked the United States to go
firm at a rate of 180. Have in fact, we have been asked to hold firm
at that rate, and, if so, what has been our response?

Secretary BAKER. At a rate of what?

Senator Dopp. 1R0.

Secretary BAKER. May I, before I answer that question, speak to
one other thing you mentioned in the course of your question. You
said formalizing the relationship at the Plaza.

Senator Dopp. Those are my words.

Secretary BAKER. I know, I like to think we went considerably
beyond that, Senator, in the sense that we called for the use of



103

these indicators and we called for a best enorts at least basis to
cure deviations from the intended course.

Senator Dopp. Can 1 add, just a further point?

Secretary BAKER. Yes.

Senator Dopb. It may get to this in a second. But, why not, why
did we not also decide, taking the Plaza Agreement and moving
forward to set some specific targets along the way as benchmarks,
recognizing best effort? But., benchmarks that could determine or
least give us some framework to decide whether best efforts are
reached. And, I will let you respond.

Secretary BAkKer. Well, that will be the case, because these indi-
cators will be used and you will judge performance, taking into ac-
count those indicators. One of the indicators will be exchange
rates. But, vou will have growth rates. You will have inflation
rates. You will have the whole range of macroeconomic indicators.
So, there will be something to judge performance against.

Senator Dopp. Can you come back now to the question of wheth-
er we have been asked to hold firm?

Secretary BAKer. There have been discussions between govern-
ments with respect to that. That is really all I would like to say
about that. I do not want to mention any particular figure.

Senator Dopp. Have we agreed to a specific rate that yvou do not
want to mention?

Secretary BAKER. I would rather not characterize those discus-
sions in an open session, Senator. I would be glad to do it in an
executive session, if you want. I answered the question I think
before you got here, with respect to—the appropriate level of the
dollar. 1 would be glad to repeat that answer for you if you want
me to.

Senator Dobp. No. I do not think you have to do that. I might
just suggest, Mr. Chairman, would not make that sort of request on
my own part, but something the committee may want to do. Decide
to do at some point. Maybe have a meeting with the Secretary. I
would be interested in that discussion. But, I do not want to re-
quest that in my own. I am sorry, my time has expired.

Secretarv BAKER. Thank you.

Senator DANFORTH. Senator Sasser.

STATEMENT OF HON. JIM SASSER, A U.S. SENATOR FROM THE
STATE OF TENNESSEE

Senator Sasser. Mr. Secretary, a study produced recently de-
scribes the impact of Latin America economies in the debt on agri-
cultural exports. And, it alludes to a forced dramatic expansion of
exports to earn a hard currency to pay the debts. And, a result has
been, according to this study, flooding world markets, flooded with
agriculture products.

This decline in prices has been—result of decline in prices—a
major contributor to higher farm problems, here in the United
States. As they grow more, export more agriculture produce to deal
with their external debt. Now, with agricultural banks failing at
record rates, it appears to me that our farmers may be facing more
direct competition from Latin American or South American farm-
ers if we go forward with this proposal.



W akp

G

Lol

R A

i Lk

A L
A

AR >
L e roy, B Y

AL o

BRI O, Madng

104

In my own State of Tennessee. for example. we have seen soy-
bean production decline by 12 percent, just in the space of 5 vears.
Much of this, I have been told is attributable to competition from
Brazilian and Argentine soybeans.

Now, as | understand the new Baker plan, the World Bank
would make 39 billion in new loans. Some of these loans to Argen-
tine and Brazil, am I correct in that assumption?

Secretary BAKER. Yes, sir.

Senator Sasser. And, there will be additional pressure then for
these economies to perform to back those loans and additional pres-
sure to increase agricultural exports. I would be interested to
know, whether the administration has considered the effects of this
initiative on our domestic agricultural industry and on our world
market share of agricultural exports. And, if you have, can you tell
me what you see as the likely effects of increasing the debt of these
agricultural countries.

Secretary BAker. But, we have. Senator, first. And, second, we
are, I think, required by law to take such action. Whether we are
required or not, we nevertheless do make it a point to vote against
loans that have to do with projects for the production of commod-
ities in oversupply. The thrust of the Program for Sustained
Growth is that the debtor countries will agree to implement some
macroeconomic structural adjustment policies.

The World Bank will get away from so much development and
project lending and will move toward structural adjustment lend-
ing. And, in the course of the development of policy framework
papers for these countries at the World Bank and the IMF, empha-
sis is on diversification into areas that are not in oversupply.

Senator Sasser. Well, Mr. Secretary, how are we going to con-
vince the Brazilians, the Argentinians not to produce more soy-
beans, for example, to apply against their foreign debt.

Secretary BAKER. The loans from the multilateral institutions
will be keyed to and geared to structural adjustments of thcse
economies. They will be disinclined to make certain loans, just like
on copper projects. We try and dissuade lending by the multilateral
institutions on projects for copper or agricultural projects that are
in oversupply.

Senator Sasser. Well, let me shift gears here, because time is
short. Mr. Secretary, Hobart Rowan, the very respected Washing-
ton Post financial writer, wrote an article entitled summit inten-
tions, that appeared in the Washington Post, that appeared on May
4. In that article, Mr. Rowan states that the Japanese Finance
Minister asked for help in early April to stabilize the yen of 180 to
the dollar.

The article went on to say, many experts in Japan believe the
dollar's rapid decline could result in a withdrawal of Japanese in-
vestment, which is now helping to finance the United States
budget deficit. I think last year, it financed scmewhere around 20
to 25 percent of it. If this Japanese investment leaves the country,
we could see a rapid runup in interest rates.

I have a two-part question. Has the Japanese Finance Minister
sought our help or United States help or your help in keeping the
yen from rising further? And do you think if the yen continues to
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appreciate against the dollar, will it cause the withdrawal of Japa-
nese short-term investment in che United States?

Secretary Baker. Well, the first question, Senator, falls in the
ambit of my prior answer—there have been discussions between
governments. | would rather not go into those publicly, but I would
be delighted to talk to you in executive session. It is our view that
the decline of the dollar to date has been orderly. It has not been
precipitous. There has been no freefall. We have not experienced
any difficulty in placing government securites, in financing the op-
erations of U.S. Government and we do not anticipate experiencing
any difficulty.

Senator SAsser. My time has expired. Thank you, Mr. Chairman.

Senator DANFORTH. Senator Heinz.

Senator Heinz. Mr. Chairman, thank you. First, as your cochair-
man of this hearing. representing the Banking Committee's Inter-
national Finance and Monetary Policy Subcommittee, I want to
apologize for my absence earlier in the hearing. Secretary Baker,
however, is a good witness, as he knows where I was. He was keep-
ing an eve on me down in the Oval Office, up until the time he left.
He beat me out by about 3 or 4 minutes. But, I do apologize to you,
Mr. Chairman. for not having been here at the outset.

Clearly the trade deficit that we have remains enormous. Many
U.S. industries that used to compete abroad, have given up or
moved overseas. Those that have remained behind have been on
the receiving end for 3 or 4 years of very tough foreign competi-
tion.

Many of those industries, probably have had their future compro-
mised. their ability to form capital, their ability to stay modein,
compromised. But, I must say, that despite those problems, I do not
agree, Mr. Secretary, with what Senator Bentsen said a moment
ago, that yvou have gone about business as usual. I do not think
that is true at all.

I do not think the Baker initiative of last year is business as
usual. I do not think that what was included in your communique
at the Tokyo summit is business as usual, either with respect to
the understandings on dollar volatility and management or the co-
ordinated approach to summit nation economic performance.

But I have some serious reservations about how able we are
going to be to implement the policies that you have very ably set
forth and created a framework for. I worry about the willingness of
Germany and Japan to coordinate their economic policies and stim-
ulate their economies.

I am quite concerned that we in this country may not have ade-
quate capital formation policies. We have a low real return on cap-
ital in this country. We have a low capital formation rate. That
may continue to be a drag on us. We may not have paid enough
attention to this in our domestic policies. Senator Sasser, I think
was referring to this.

I also have some concerns about the compatibility of a U.S. goal
to export more and import less, that would be the consequence of
an effective trade policy, with the fact that as the LDC’s get their
house in order and service their massive debts, they will also want
tc export more and import less.
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And, finally I have some concerng with respect to LDC debt man-
agement and our ability to implement the Baker initiative. On the
one hand the Baker initiative urges. in conjunction with the other
international lending institutions and more discipline by the LDC's
involved, a more forthcoming, lenient lending attitude by U.S.
banks. How well that fits with the regulators’ agenda, which in-
cludes relating risks to capital and downgrading loans to debtor
countries, is 2 major issue.

I am going to run out of time as | set the stage for my first ques-
tion, which you only partially answered in response to Senator
Chafee. That is, how are we going to get economic policy coordina-
tion without the help of Japan and Germany”? You seemed to say to
Senator Chafee that Congress has to be protectionist and that was
what was going to drive them. Is that what we have to do?

Secretary BAKER. No, that is not what I was suggesting. But, |
was suggesting that I think some of our success to date has been
because they realize, that we cannot politically sustain the kind of
trade deficits that have been running in this country. I happen to
think that is one reason we reached unanimous agreement at the
Plaza. 1 happen to think that is one reason we were able to do
what we were able to do at the Tokyo summit. So, I think that they
recognize and understand that it is in their self-interest as well as
ours to smooth out these imbalances. That there be less of a sur-
plus as far as they're concerned and less of a deficit as far as we're
concerned in our trade figures.

Senator HEinz. My time has expired, but I want to pursue that
when we come back. -

Senator DANFORTH. Senator Bradley.

Senator BRabLEY. Thank you very much, Mr. Chairman. Mr. Sac-
retary, first of all, let me compliment you on the summit. And let
me say that I was very pleased to hear the magic words in the
summit communique supporting a managed floating exchange rate
system. I think that is enormous progress. We are heading in the
right direction and you are to be complimented for being forthright
and stating that direction. I must say, though, that there is an-
other area about which 1 would like to ask a few questions, and
that is on the third world debt question and the Baker initiative.

As I understand it, the Baker initiative is about $20 billion in
new private bank lending over a 3-year period, and $9 billion in de-
velopmental loans, plus commitments for internal changes in the
countries of Latin America. Is that basically what it is?

Secretary BAKER. And some changes in the multilateral institu-
tions.

Senater BRADLEY. Yes.

Secretary BAKeR. Methodologies, too. That is right.

Senator BrRADLEY. One of the things that concerns me, is the
effect of the debt crisis on American jobs. The fact of the matter is,
in the last 3 years, we have lost about 400,000 jobs in the export
sector, because our export markets have been destroyed in Latin
America. And, we have lost about 600,000 jcbs because of Latin
American imports into the United States. So, our debt policy has
produced the loss of 1 million jobs in the United States.

And, you know it is startling, because we sit here in the commit-
tee and we talk about unfair foreign trade practices, and about
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Japan, and about this country and that country. Yet, if you look at
the increase in bilateral trade deficits in the last several years, you
will find an 31X billion increase in the trade deficit with Japan.

The Institute of International Economics and others have esti-
mated that if we eliminated all unfair trading practices, we would
decrease our trade deficit by about $£15 billion. Yet with Latin
America in the dast 3 years, we have increased our trade deficit by
323 billion. My question to you is whether that is the way it was
supposed to have worked?

Secretary BAker. Well, I do not know what you are talking
about. when you say “it.”" But, let me remind vou our debt proposal
was announced last October in Seoul to try to deal with the very
problem that you have pointed up. What happened there was not a
consequence of any policy of the U.S. Government.

The fact of the matter is, you had countries down there, that
were borrowing far beyond their means. And, you had banks in
this country and other industrialized countries, that were lending
fzui_more than they should have lent. So, it was not governmental
policy.

Senator BrRADLEY. So, basically, you are saying that the Baker
plan is a response to the numbers that I have laid out.

Secretary BAKER. Yes, sir.

Senator BRabpLEY. All right.

The Morgan Guaranty financial markets report states that in
the worst 3 yvears of the debt crisis, the banks made about $45 bil-
lion in net new loans to Latin America. So, what is the Baker plan
going to produce, if in the worst 3 years, they lent 345 billion,
whereas the Baker plan calls for them to lend just $20 billion.

Secretary BAKER. You are comparing apples and oranges. The
$45 billion is a part of the problem. The $29 billion would be part
of the solution, provided you got action on the other end by the
debtor countries. The banks were making loans willy-nilly without
any requirements with respect to economic reforms and without
any assurance, whatsoever, the debtor countries would have an
economy that would permit them to pay those loans back. Our ini-
tiative requires first and foremost, market-oriented, growth-orient-
ed economic reforms.

Senator BrapLEy. Would not the bank that was going to make
the loans anyway, simply say, look we are complying with the
Baker plan?

Secretary BAker. Well, the bank is not going to make the loans
unless they get the economic reforms, or——

Senator BRADLEY. You are saying that absent economic reforms,
that there would be no new lending to Third World countries, even
though in the worst 3 years of the whole crisis, net new lending
was 345 billion?

Secretary BAKER. In my opinion, they have learned their lesson.
And, there would be prebably no new commercial bank lending in
the absence of reforms. I think that was the point Senator Chafee
was making.

Senator DANFORTH. Mr. Secretary, thank you very much for your
testimony this morning.

Senator Baucus. Mr. Chairman. May I ask some more questions?

Senator DANFORTH. Senator Baucus.
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Senator Baucus. Thank vou, Mr. Chairman. Thank you very
much and thank you——

Senator DanrorTH. Thank you very much for your testimony, so
far this morning. {Laughter.]

Senator Baucus. Mr. Secretary, when Senator Sasser asked you
some questions about some of the same problems as Senator Brad-
ley, I noticed you responded in part by saying that it is U.S. policy
to vote against loans which have the effect of increasing the agri-
cultural surpluses. [-——--

Secretary BAKER. Cominodities in oversupply, as I understand it.

Senator Baucus. All right, I am asking because the JEC report
that I referred to basically says, that a good example of the adverse
impact the Baker plan would have is the recently announced 3350
million World Bank loan to Argentina. That loan was conditioned
on Argentina reducing its tax and agricultural exports in order to
expand the amount of land in that country devoted to wheat and
soybean production. I am just wondering what the administration
policy is? Is it in favor of these kinds of loans or not?

Secretary BAkeR. Well, Senator, you will find that that loan ne-
gotiation was started before we announced our proposal. And, I am
not sure to be very honest with you, how we voted on it. But, it was
not a project loan, it was an overall sectoral adjustment loan; it
l})1ad to do with all agriculture, as I understand it, and not just soy-

eans.

Senator Baucus. That is right. Argentina produces soybeans and
wheat and products that are in direct competition with American
soybeans and wheat. I was a little concerned about your response
to Senator Danforth's question about Canadian exchange rates.
You said with regard to the fact that Canada pegs its exchange
rate to the U.S dollar that there was not a lot we could do about
that. That alarms me because, in effect, the administration is
agreeing to fixed exchange rates with Canada and with other coun-
tries that do peg their rates to the U.S. dollar.

Brazil and Argentina recently devalued their currencies and
then pegged them to the U.S. dollar. That is a double whammy
against us in one sense. It is a devaluation which hurts our indus-
tries and it's pegged; it's fixed. I am very curious as to how the ad-
ministration deals with that kind of inconsistency. On one hand,
you have managed rates in some kind of a target zone and on the
other hand, you have fixed rates, particularly with countries that
export very heavily to the United States.

Secretary BAKER. We do not have fixed rates in the sense, that
we are sitting down and agreeing, that this is going to be the rela-
tionship; it is just that the dollar is the world’s major reserve cur-
rency now. Those countries that tie to the dollar take action in re-
lation to what the dollar does. It was not docne by agreement. We
are not agreeing to fixed exchange rates with those—— .

Senator BAaucus. Canada has now been brought into the club, as
I understand it. Canada and Italy have made the G-5 a G-T, as I
understand it.

Secretary BAkKeRr. That is right.

Senator Baucus. It seems to me that the administration has a
responsibility tc ask Canada to adopt policies that do not adversely



109

affect the U.S economy. For example, Canada has tight investment
restrictions.

Secretary BAKER. Yes; they do.

Senator Baucus. The Canadian growth rate is higher than the
United States. It seems to me there are_ample reasons why Canada
need not peg its currency 30 percent below the U.S dollar.

Secretary BAKER. Well, those investment policies should be the
subject of a great deal of attention in the negotiations' over a free
trade agreement with the Canadians. I do not think we ought to
look just at the trade side, we ought to look at the investment side
as well. And, we ought to get into that in quite some depth. And, I
am confident, Senator, that we will.

The point that you make is a good one about Canada in the after-
math of the Tokyo summit communique. Because, as a member of
the club, they will have to come up with forecasts with respect to
exchange rates. It might be determined at some point that it might
be inappropriate, just to follow the U.S. dollar. But, my point is
that with respect to Hong Kong and Taiwan and Canada and some
of those other countries, we do not sit down and fix exchange rates
with them. They simply take action in relation to what happens to
the dollar.

And, I hope I made the point that the drop in the dollar will
have a beneficial consequence to us even as far as those countries
are concerned. Because those countries will now have better mar-
kets elsewhere for their exports.

Senator Baucus. Could I ask one final question? When are we
going to seé the economic data on which administration policizs
will be based in setting exchange rates?

Secretary BAKER. There is no agreement to publicize that data,
Senator. That is not part of the agreement. That is one of the mat-
ters that we will have to deal with in the course of implementing
the agreement at Tokyo.

Senator BaAucus. When will that data be available, if not public,
to the administration.

Secretary BAkKer. Well, we do not even know, yet, when the first
meeting is going to be. We are in the process of preliminary discus-
sions to determine when we should have the first meeting to follow
up on the Tokyo summit communique. But I want to make it clear,
there has been no agreement that the data that will be used in
those surveillance exercises will in fact be made public. I would
think there would be some likelihood, that it would probably leak
out.

Senator Baucus. Some likelihood. Thank you.

Senator HEeINz. Very well, thank you, Senator Baucus. First, I
am going to insert an opening statement, that I would have made,
had I been here at the outset.

I want to return, Mr. Secretary, to a few other questions, that I
suggested in my remarks a few minutes ago, particularly. The
question of whether Germany or Japan are going tc be of assist-
ance. We have been talking about that for quite a while. We are
familiar with a variety of Japanese long-term macroeconomic
shifts, but it seems to me that in the immediate future, that is to
say this year, next year, or maybe the year after, it is highly un-
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likely that we are going to see much in the way of help through
coordinated economic policies from Germany and Japan.

I hope I am wrong, but your answer to me was, well, they have
to understand there is a problem and there understanding will
b.rinlg atonement I hope that is right, but I remain somewhat skep-
tical.

Secretary BAKER. Senator.

Senator HEINz. | do not want to get into an argument with you
about it, because I think it is a question of waiting to see what hap-
pens.

Secretary Baker. Well, to some extent let us wait and see, but to
some extent we have already seen. On the exchange rate side, |
think you would have to agree that there has been cooperation and
better coordination with those two countries as well as others.

Senator Heinz. That leads me to another question. and that is
the extent to which we think our trade imbalance with Japan is
structural, and to what extent is it really susceptible to reduction
through the weakening of the dollar vis a vis the yen by 25 to 35
percent? Do we expect that that shift is going to significantly
change the trade deficit that we run with Japan?

Secretary BAKER. I think you will see improvement in our trade
deficit with Japan, beginning this fall and continuing through next
year. I think after that, we will have pretty much seen all of the
effects of the changes in the exchange rate relationship. And clear-
ly some of it is structural, Senator Heinz.

Senator HeiNz. That deficit in the last year ran at about a $49
billion rate. Is that not right?

Secretary BAKER. That is about right.

Senator HEiNz. Would you expect that to tail off to 40, 35?

Secretary BAKER. I dc not want to put a figure on it, I will put a
figure on the overall U.S. trade deficit. On a balance-of-payments
basis, it is our view that we would see, roughly, a $125 billion defi-
cit in 1986, because there is going to be an increase in the first half
of this year and then a decrease in the second half. So, the deficit
will be roughly the same as it was in 1985. In 1987, I think you will
see it fall on a balance-of-payments basis, not a census basis, to
below $100 billion in the $95 billion range.

After that, I think we will have seen all we are going to see as a
consequence of the exchange rate changes. To answer your original
question, a large part of our trade deficit with Japan is structural.
That is why we have been encouraging them to increase domestic
demand and they have indicated a willingness to move in that di-
rection. That is why we have had yen-dollar talks with them and
that is why we have seen the yen become more of an international
?urri?cy and that is why yocu have had the Maekawa report, quite
rankly.

Senator HEINz. Mr. Secretary, as you know, I think your policies
and your goals are excellent. The question is, Whether or not the
people from whom we need cooperation are going to supply it? Let
me shift to a slightiy related problem. It is trade related. Are our
trade goals, which are to reduce imports and increase exports, not
through protectionist activities but through macroeconomic policies
compatible with our goals for the LDC debtor countries? If these
countries are to service additional debt, in effect they must in-
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crease their exports and decrease their imports. My question is, If
everybody, is decreasing imports, and increasing exports, and Ger-
many and Japan and the other major trading nations are sitting on
the sidelines saying we will reinfiate our economy in a year or two,
who is going to buy all those exports?

Secretary BAKER. That is not what Japan is saying. They have
said for some time that they are going to find ways to increase do-
mestic demand. They are going to become less of an export driven
economy. And, what you have to have, and you quite properly
pointed out, are surplus countries agreeing to conduct their policies
in such a way that they import more. So, we're able to export and
the LDC's are able to export more.

Senator HEINz. 1 have one last, very specific problem for you. I
have been working on the war chest mixed credit problem for quite
some time. | was very pleased to see it in your statement as one of
three areas in which you do support legislation. That you support
the enactment of the war chest legislation aimed at eliminating
mixed credits. As you know, Dr. Mulford reported to me after the
The OECD meeting that Japan's resistance to compromise on
mixed credits was a key stumbling block to a mixed credit agree-
ment. The issue did not appear as far as I can tell in the summit
communique. Was that issue raised in Tokyo? Was any progress
made and what are the prospects for resolution on that issue?

Secretary BAKER. The issue was raised during the course of our
bilateral discussion with the Japanese. We indicated that we still
thought that this was a predatory practice that ought to be ended.
That we had legislation pending here and we appreciate very much
the sense of the Senate and the House resolutions that were passed
just before we left for Tokyo, because that helped us over there.
And, we got a commitment from the Japanese to sit down and ad-
dress this matter in good faith and expeditiously within the context
of the OECD and we are looking forward to those discussions.

Senator HEINZ. Mr. Secretary, did the President raise it with
Prime Minister Nakasone?

Secretary BAKER. My recollection is that it was raised at my
level, Senator, and it was not raised in the meeting that the Presi-
dent had with the Prime Minister.

Senator HEINzZ. Secretary, thank you. Senator Bradley.

Senator BRADLEY. Mr. Secretary, just two quick questions. On the
$20 billion in new commercial bank lending, do you think that
there is a likelihood that 3 or 4 years out, some bank is going to
sue the Treasury on the grounds that, its participation or extend-
ing of new loans was pursuant to an implied Government guaran-
tee under the Baker plan? When you see that as a ground for——

Secretary BAKER. Senator, as a lawyer, I know very well that
anybody can sue anybody else for anything. But, that would be one
that seems to me you would really have to stretch pretty far and I
would not take it on a contingent fee, because I think the Treasury
would plead governmeéntal immunity and come out alright. But,
now, I will give you a serious answer. No, I do not see that happen-
ing. We have said over and over and over again, the banks will par-
ticipate only if they see it is in their self-interest to do so and we do
not want them to participate if they do not see it in their own self-
interest.
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Senator BRADLEY. All right. Just, one last question. Again, get-
ting back to the amount of banklending to Central America in the
3 worst years of the crisis, that is, $45 billion. Under your plan, you
suggest 320 billion in new lending. Is the purpose of the plan to
reduce the amount of lending to Third World countries?

Secretary BAKER. No, the purpose of the plan is to give them as-
surance of sufficient capital flows so that they can go forward with
the economic reforms, that are necessary if they are ever going to
have an economy that will earn their way out of debt. The $45 bil-
lion, I think everybody would agree was a terrible mistake. The
countries would agree, the banks would agree. We certainly do not
think it was prudent.

Senator BrRabpLEY. What is the leverage to get them to do that,
that is my question. What is the leverage that you have through
the Baker plan to get them to make the additional loans?

Secretary BAKER. To get the banks to make the loans or to get
the countries——

Senator BrRaDLEY. The banks. What is the leverage——

Secretary BAKER. We are not seeking leverage, Senator. The
banks have some bad loans. We think that they can improve those
credits if the countries will reform their economies, and we are of-
fering our good offices in dealing with the multilateral institutions
and to some extent with the countries to try and help move them
along toward adopting those reforms. If the banks do not want to
lend, they should not lend. They should just go out and write that
debt off and take their hicky and go on down the trail.

Senator BRADLEY. So, you view your role primarily as an advo-
cate. You are not a——

Secretary BAKER. No. Let me tell you what I view our role is, if |
may.

Senator BrabLEy. It is difficult for me to see how it will happen
if the bank does not want to do it——

Secretary BAKER. It does not do it.

Senator BRADLEY. The bank does not have to do it.

Secretary BAKEeR. That is correct.

Senator BRADLEY. The banks—when that was the case in the pre-
vious 3 years. loaned $45 billion.

Secretary BAKER. That is right. They made some bad mistakes.
hSen)ator BraDLEY. Are vou saying that they will not loan any-
thing”

Secretary BAkeErR. They might not, they might loan the full
twenty if they see that they are going to get reforms that will
permit them to get their original nut back, plus the additional 20,
they will loan. But, let me tell you why we are doing this. Why we
suggested this proposal.

We think the LDC debt problem is an integral part of the trade
problem. As I mentioned in my statement, we have I think a com-
prehensive. international economic policy strategy. We believe in
aggressive enforcement of the unfair trade laws of the United
States. The President is the first President in history to self-initiate
301 cases. We are going to retaliate against the EC on the Portugal
thing. We have the war chest up here to stop that predatory prac-
tice. We dealt, I think with the dollar problem. We are dealing
with it and have dealt with it at the Plaza and at the summit.
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We have the debt problem that is the third element of our inter-
national economic policy strategy and it is important to try and
deal with that problem, as opposed to simply saying we are just
going to write that off or to let those economies down there go
down the tubes and perhaps see some of those fragile democracies,
which mean so much to us from a geopolitical standpoint go down
the tubes as well.

Senator BRADLEY. When you say you want to get their economies
growing again, does that imply you want to see privatization in
those economies?

Secretary BAKER. We want to see privatization. We want to see
them adopt the kinds of things that will restore capital flight. If
the——

Senator BrRADLEY. Tax cuts?

Secretary BAKER. Tax cuts, private——

Senator BRADLEY. Cuts in the minimum wage?

Secretary BAKER. Absolutely. Elimination of some of their bu-
reaucratic rules and regulations. Some of their so-called structural
rigidities. Those are the kinds of things we would like to see
happen.

Senator BrRADLEY. A lot of the Latins that I speak to say that
that basically means attacking the middle class that has been cre-
ated in the last 15 years. Are you worried about political instability
in Mexico? _

Secretary BAKER. Some of these measures will require a certain
degree of political will, but not nearly as much in my view, as some
of the austerity measures which we were suggesting before.

Senator BrabLEY. Thank you.

Senator HECHT. Mr. Secretary, we thank you very much for your
testimony. We look forward to seeing you on another occasion and
good luck on all the work you have to do.

Secretary BAKER. Thank you, Senator.

[The prepared statement of Hon. James A. Baker III foliows:]
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Secretary of the Treasury
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International Trade Subcommittee of the
Senate Finance Committee
and the
international Finance and Monetary
Policy Subcommittee of the
Senate Banking Committee

May 13, 1986

Mr. Chairman, I welcome this opportunity to discuss the
Administration's approach in dealing with large U.S. trade
deficits, particularly as they reflect problems relating to the
exchange rate system and -the debt situation in the developing
countries, Before I begin, let me offer my congratulations to
the Finance Committee for successfully completing work on a maicr
bill of fundamental tax reform,

The Administraticn recognizes and shares congressional
concerns about the impact of exchange rate volatility and LDC
financial difficulties on the international competitive pcsiticn
of American industry, agriculture, and labor. We have been, and
are, actively pursuing a comprehensive strategy to address this
problem, I am pleased tc be here today tc describe our apprcach
and to encourage your support feci it.

Last September, the President presented a comprehensive trade
policy action plan, Our approach includes four critical
elements: strengthening the functioning of the internaticnal
monetary system through closer economic ccoperation; promoting
stronger and more baianced growth among the maior iadustrial
nations; improving growth in developing nations with a heavy debt
burder; and last, but not least, ensuring that trade {s not conly
free but also fair and promoting open markets world-wide. It is
our belief that this is the preferred path to reducing the U.S.
trade cdeficit and wiil have long-range positive effects cn the
U.S. economy and world stability.

R-576
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Today, my remarks will focus on the progress we have made in
implementing the President's trade strategy and restoring this
country's competitive position. In this context, I will offer
some perspective on the agreements reached at the Tokyc Summit
last week. 1 understand that Ambassador Yeutter will appear
before you tcmorrow to testify on one key aspect of our trade
strategy, aggressive participation in a new round of trade
negotiations.

Progress and Opportunities

We are naking significant progress in establishing the
fundamental conditions necessary to achieve and maintain a sound
and growing world economy, more balanced trade positions, and
grecter exchange rate stability.

o The Plaza Agreement last September has resulted in
exchange rate relationships that better reflect under~
lying economic conditions. The Japanese yen and
German nark have now appreciated more than 60 percent
from their recent lows in February 1985. The dollar
has more than fully offset its earlier appreciation
against the yen: and it has reversed three-quarters of
its appreciation against the mark.

o The Plaza Agreement also contributed to movement
toward stronger, more balanced growth among the major
industrial countries, including policy commitments to
that end. Efforts to fulfill those undertakings are
ongoing. The favorable economic convergence which was
the focus of the Plaza Agreement is being realized,
with consequent narrowing of the "growth gap" between
the U.S. and its major trading partners.

o Inflation has been cut sharply and is expected to stay
low, in part reflecting the effects of the sharp
reduction in oil prices. This has facilitated a
substantial reduction in interest rates and enhances
prospects for further declines.

o We now expect the deterioration in our trade position
to halt this year, and we look forward to substantial
improvement next year. Exchange rate changes take
time to work their way through our economic system, as
businesses and consumers gradually adjust their plans.
Next year, as the impact of these changes is more
fully felt, with assistance from the decline in oil
prices, our trade and current account deficits should
drop below $100 billion, or nearly one-third below our
proiections as recently as last autumn.

o The U.S. has launched a major initiative to strengthen
the international debt strategy. Our proposals for
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growth-oriented reforms in the debtor countries have
gained wide support and have begun to be implemented.

o Preparations are well advanced for launching the new
round of multilateral trade negotiations, with a
Ministerial to be held this September. Our Summit
partners agreed in Tokyo to the U.S. proposal that the
new round should include services and trade related
aspects of intellectual property rights and foreign
divect investment.

Still, problems remain. The scars cof a decade of economic
turmoil are deep, and they cannot be easily or quickly erased,
The distortions to our economies from the oil shocks, rapid
inflation and the recessions of the 1970s and early 1980s have
required us increasingly to address structural problems that
demand time to correct. Unemployment remains high in many
countries, and large domestic and external imbalances persist,

Uncertainties about the future behavior of exchange rates
have also been prevalent, reflecting deficiencies in the
internztional monetary system that gradually intensified over the
years, We know also that the debt problems of the developing
world, accumulated over a decade or more, cannot be resolved in a
few short months,

And we-'know protectionist pressures remain strong. We
recognize the need to address related problems -- in our monetary
system, in our arrangements for international economic coopera-
tion, in the developing countries -- if we are to contain those
pressures and work toward more open and fair markets.

The progress that has been achieved in the general economic
environment, however, provides a golden oppcrtunity to resolve
these remaining problems. Success inspires confidence that we
can go further. At the Tokyo Summit, Presidant Reagan and the
heads of the other major Free World democracies manifested the
pclitical will and leadership to confront the tasks that remain.

Strengthening International Economic Policy Coordination

The Plaza Agreement and subsequent coordinated interest rate
reductions evidenced the willingness and ability of the major
industrial countries to cooperate more closely on their economic
policies. At the same time, experience of the past year
demonstrated that exchange rate changes alone could not be relied
upon to achieve the full magnitude of adjustments required in
external positions. It had become increasingly more apparent
that closer cocrdination of economic policies will be required to
achieve the stronger, more balanced growth and compatible
policies necessary to reduce the large trade imbalances that
remain and foster greater exchange rate stability. For this
purpose, we went to Tokyo seeking to build upon the framework
embodied in the Plaza Agreement and to establish an improved
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process for achieving closer coordination of economic policies on
an ongoing basis., 1 believe we succeeded,

The international monetary arrangements that have been in
place since the early 19708 contain a number of positive
elements, particularly a necessary flexibility to respond to
economic shocks, However, this flexibility went too far,
allowing problems to cumulate and countries to pursue policies
without adequately considering the international dimensions of
their decisions. The agreement reached at the Tokyo Summit seeks
to combine needed flexibility with a greater liklihood that
remedial action will be taken to deal with problems before they
reach disruptive proportions.

The arrangements that were adopted involve a significart
strengthening of international economic policy coordination ained
at promoting non-inflationary growth, adoption of market-
oriented incentives for employment and investment, opening the
trade and investment system, and fostering greater exchange rate
stabllity. Details of the new procedures will, of course, have
to be worked out in subsequert discussions. However, I see the
enhanced survelillance process working as follows:

Pirst, the measures for use in assessing country goals and
performance will be agreed upon by the countries
participating in the enhanced surveillance process. As
stated in the Tokyo communique, a broad range of indicators
would be utilized in order to achieve the comprehensive
policy coverage necessary to insure that the underlying
problems, not just the symptoms, are addressed. These
indicators would include growth rates, inflation rates,
unemployment rates, fiscal deficits, current account and
trade balances, interest rates, monetary growth rates,
reserves, and exchange rates,

Second, each country will set forth its economic forecasts
and objectives taking into account these indicators.

Third, the group would review, with the Managing Director of
the International Monetary Fund, each country's forecasts to
assess consistency, both internally and among countries. In
this connection, exchange rates and current account and trade
balances would be particularly important in evaluating the
mutual consistency of individual country forecasts.
Modifications would be considered as necessary to promote
consistency.

Fourth, in the event of significant deviationus in economic
performance from an intended course, the group will use best
efforts to reach understandings on appropriate remedial
measures, focusing first and foremost on underlying policy
fundamentais. Intervention in exchange markets cculd also
occur when to do so would be helpful,



As you know, countries have been develooing individual
economic forecasts for years, Moreover, the IMF consults with
individual countries on a regular basis regarding their economic
policies and performance. What is new in the arrangements
adopted in Tokyo is that the major industrial countries have
agreed that their economic forecasts and objectives will be
specified taking into account a broad range of indicators, and
their internal consistency and excernal compatibility will be
assessed. Moreover, {f there are inconsistencies, efforts will
be made to achieve necessary adjustments sc that the forecasts
and objectives of the key currency countries will mesh, Finally,
if economic performance falls short of the intended course, it is
explicitly agreed that countries will use their best efforts to
reach understandings regarding appropriate corrective action.

The procedures for coordination of econcmic policy were
further strengthened at the Summit. A new Group of Seven Finance
Ministers, including Canada and Italy, was formed in recognition
of the importance of their economies. At the same time, the
Group of Five has agreed to enhance its multilateral surveillance
activities,

In sum, Mr. Chairman, we have agreed on a more systematic
approach to international economic policy coordination that
incorporates a strengthened commitment to adjust ec nomic
policies. I am hopeful that the spirit of cooperacion that made
this agreement possible will carry over to its implementation.
If so, we can look forward to greater exchange rate stability,
enhanced prospects for growth, and more sustainable patterns of
international trade.

Improving Growth in Debtor Nations

Succecssful economic policy coordination among the industrial
nations complements our efforts to deal with LDC debt problems by
strengthening the world economy, creating the conditions for
lower interest rates, and helping to improve access to markets.

Recent improvements in the global economy are already making
a significant contribution to developing nations' growth
prospects and will substantially ease their debt service
obligations. Stronger industrial country growth and lower
inflation, for example, will add nearly $5 billion to developing
nations' non-oil exports and reduce their import costs by
approximately $4 billion this year. The sharp decline in
interest rates since early 1985 will reduce their annual debt
service payments by about $12 billion. The decline in cil prices
will also save oil-importing developing nations an additional $14
billion annually.

At the sume time, however, developing countries, particularly
debtor nations, must position themselves to take advantage of
*hese improvements by putting in place policies to assure
stronger, sustained growth for their economies over the medium
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and longer term, As you know, the *Program for Sustained Growth"
for the major debtor nations proposed by the U.S. in Seoul was
premised on credible, growth-oriented economic reform by the
debtor nations, supported by increased external financing.

In Tokyo, the Summit leaders welcomed the progress made in
developing the cooperative debt strategy, in particular building
on the United States' initiative. They emphasized that the role
of the international financial institutions will continue to be
central and welcomed moves for closer cooperation between the IMF
and the World Bank, in particular. The debt initiative has also
received strong 3upport from the international financial
institutions, na ional banking groups in all major countries, and
the OBCD Ministers, as well as the key IMP and World Bank
Committees representing both debtor and creditor countries,

The adoption of growth-oriented macroeconomic and structural
policies by the debtor nations is at the hefrt of the
strengthened debt strategy and crucial to sustained growth over
the longer term. Special emphasis needs to be placed on measures_
to increase savings and investment, improve economic efficiency,
and encourage a return of flight capital. A more favorable
climate for direct foreign investment can be an important element
of such an approach, helping to reverse recent declines in net
direct investment flows, Such inflows are non-debt creating,
provide greater protection against changes in the cost of
borrowing, and can help improve technology and managerial
expertise.

Similarly, a rationalization and liberalizatior of debtors'
trade regimes can contribute to improved efficiency and
productivity for the economy as a whole. Together with other
growth-oriented measures to assure more market-related exchange
rates and interest rates, tc reduce fiscal deficits, to improve
the efficiency of capital markets, and to rationalize the public
gsector, such measures can help improve growth prospects, restore
confidence in debtor economies, and encourage the return of
flight capital.

Such policy changes will take time to put in place and can't
be expected to occur cvernight., The process of implementing
these reforms will also be much less public than the series of
announcements to date supporting the debt initiative,
Implementation will take place through individual debtors'
negotiations with the IMF, the World Bank and the commercial
banks. We expect these negotiations to place greater emphasis on
dealing with current debt problems through a medium-term,
growth-oriented policy framework. This process is already
underway. The IMF, for example, has existing or pending
arrangements with 11 of the 15 major debtor nations, while the
World Bank has structural or sector loan negotiations underway
with 13 of these nations and has recently extended loans to
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Bcuador, Argentina, and Colombia to support adjustment efforts in
some of their key sectors.

As the Summit communique noted, sound adjustment programs
will need to be supported by resumed commercial bank lending,
flexibility in rescheduling debt, and appropriate access to
export credits. Once debtor nations have designed economric
reform programs to improve their growth prospects that have Pund
and Bank support, it will be critical for the commercial banks to
fulfill their pledges of financial support for these programs.
The industrial nations must also cooperate regarding resumption
of export credit cover to countries implementing appropriate
adjustment policles.

We believe prompt enactment of legislation enabling U.S.
participation in the Multilateral Investment Guarantee Agency
would also make an important contribution to international
efforts to improve the LDC investment climate and to facilitate
new flows of foreign direct investment. -

In addition to the strong global support for our initiative
with respect to the major debtors, we are also very pleased with
the recent action of both the IMF and the World Bank on the Trust
Pund initiative to assist low-income developing nations,
including Sub-Saharan Africa. This constitutes a major step
forward in Pund/Bank cooperation and a positive context for
current negotiations on IDA VIII. We look forward to its
implementation so that a sound basis of growth can be established
in these countries as well.

The Program for Sustained Growth is important because it
touches on a wide range of U.S. interests, but paramount among
these is its importance for U.S. trade. As you know, the debt
crisis has had a direct impact on U.S. exports. U.S. exports to
the 15 major debtor nations peaked at $4C billion in 1981,
However, this reflected an international economic environment
which was clearly not sustainable. Our exports to these
countries fell sharply to $23 billion in 1982, as the debtor
nations were unable to maintain previous import levels in the
face of financial constraints and slower export growth.

The international debt strategy adopted in the wake of the
debt crisis has helped to place the debtors' economies on a
sounder footing and to permit a resumption of import growth at a
more sustainable pace. U.S. exports to the major debtor nations
have increased by 18%, or $4 billion, during the past two years
and can be expected to improve further in response to both recent
exchange rate changes and stronger growth in the debtor
economies. The adoption of growth-oriented economic reforms,
supported by increased financing from the international
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community, as envisaged by the debt initiative, will help to
enhance both growth prospects and imports.

It will also be important, however, for the United States and
other industrial nations to maintain open markets for LDC
exports to permit them to earn the foreign exchange necessary t¢
increase imports. The process of increasing growth and trade is
an interactive one. We cannot expect to reap the benefits of
stronger growth and increased trade abroad if we close our
markets at home.

Promoting More Fair and Free Trade

Oper. markets are essential to our overall international
strategy of economic adjustment and policy coordination. At the
Tokyo Summit last week, the leaders of the Free World's maijor
industrialized nations recommitted themselves to maintaining an
open multilateral trading system, reccgnizing that:

o Open markets promote economic growth world-wide. We have
only *o review the Depression years to see the effects of
closed markets.

o They provide debtor nations with markets for their exports
that are essential if they are to service their debt and,
in turn, serve as markets for U.S. goods and products; and

o Open markets facilitate our efforts to adjust large,
unsustainable exterral i1mbalances among the industrial
nations.

The Administration is committed to maintaining an open U.S.
market and ensuring a free but fair international trading system.
To implement cur trade policy, we are supporting the new CGATT
round of trade negotiations to reduce barriers abroad. 2s
mentioned, in the new round we will notably be seeking rew GATT
rules covering services, intellectual property protection, and
international investment.

President Reagan and the others at the Tokyo Economic Summit
pledged to work at the September GATT Ministerial meeting in
Geneva to make Jdecisive progress in launching the new round. We
are also starting negotiations to remove barriers to trade and
investment between the United States and Canada.

We are pursuing an aggressive program against unfair %trade
practices, President Reagan is the first president to
self-initiate action under his retaliatory authority against such
practices, including cases involving Japan, Brazil, Korea and
Taiwan. The President has also announced that, unless we are
able to resolve our dispute with the EC over its new restrictions
affecting our farm exports to Spain and Portugal, we will respond
in kind.
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Our agqressive policy against unfair trading practices has
already met with considerable success. We have settled disputes
involving the EC's subsidies for canned fruit, Japan's footwear
and leather import quotas, Taiwan's import monopoly for lijuor
and tobacco, and Rorea's r.strictions on foreign motion pictures.

In sum, I strongly believe that our policy of free but fair
trade is working and is in our overall economic interest.

Legislation

At this point, Mr, Chairman, I would like to address the
question cf proposed internatioral finance and trade legislation,
such as S. 1860. I can well understand your frustration over our
trade deficit. And I can sympathize with a desire to respond to
constituent rejuests for action by passing legislation.

However, certain modifications in our trade law will not
eliminate the trade deficit and may actually make it worse.

The answer to our trad?ng problems is a comprehensive
international economic policy strategy that addresses
international trade, monetary and debt issues in a coordinated
fashiorn and involves the cooperation of other nations. We have
developed such a strategy, as I have discussed here today, and we
are implementing it.

The exchange rate and peclicy coordination sections of S. 1860
raise the right issues and point in the right direction, but they
are now out of date in ligrkt of the agreement reached at the
Tokyo Summit.

We ace, of course, prepared to engage in thorough and
meaningful discussion with the Congress on all pendinjy
legislation. And, as previously indicated, the Administration
already supports legislation to:

o provide additional protection to the intellectual property
rights of U.S. firms and individuals;

0 alter our antitrust laws to help both our export and
import sensitive industries; and

o provide a war chest to improve U.S., expcrt opportunities
by negotiating an end to tied aid credit abuses.

Legislation of this nature is not as glamorous as some of the
bills that have been introduced, but it will provide needed
support for our policies without undermining them.

We must avoid passage of protectionist trade legislation that
would alienate our trading partners, encourage them to enact
similar protectionist policies, and undermine the Administra-
tion's international economic policy. Closed markets and an
atmosphere of confrontation would doom our efforts to sclve our
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international eccnomic problems in a responsible and constructive
manner. The greatest threat today to econoric well-beiag
world-wide is the danger of protectionism and a trade war. We
need your help to avoid these dangers. I urge you to give the
Administration's policies a chance to work.

Conclusion

In conclusion, Mr. Chairman, I believe we have a viable
strategy to address the trade and financial problems that
confront us. We are working to implement it and have made
significant progress, most recently at the Tokyo Summit. But we
need your help to avoid measures that would undercut our efforts.
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[Whereupon, at 12:20 p.m., the hearing was adjourned.]
[By direction of the chairman the following communications were
made a part of the hearing record:]
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ABRAMAM MATZ Presoert The ATA Carmet System

May 23, 1986

Ms. Betty Scott-Boom
Committee cn Finance
United States Senate
washington, D.C. 2050

Dear Ms, Scott-Boom:

In regard tu the May 13, 1986 Senate Firance Committee hearing on $.1866,
ard on behalf of the Urated States Ccuncil for lnternational Business, 1 am
writing to express ovur membership's recommendations for legislation dealing
with U.S. exchange rate policy. We have examined S.1866, Title I, and are
aware that other legislation will be consideied by the Senate that similarly
concerns the international menetary system and U.S. economic policy.

The United States Council for [nternational Business is a membership
organization that represents American business interests in the major
interndational economic institutions. As the U.S. affiliate of the
International Chamber of Commerce, the Business and Industry Advisory
Committee to the Organization for Economic Cooperation and Development, and
the Intern2tional Organization of Employers, the Jnited States Council
provides U.S. business community views to the United Nations System, the 0ECD,
and the International Labor Organization. -

The United States Council believes that any exchange rate legislation
should endorse s the principal U.S. international economic policy cbjective
the creation of conditions for greater stability of exchange rates at
sustainable levels within an open system of int2rnational trade and cepital
novements.

With a view to achieving this objective, the Council has supported the
oroup of Five's (G-5) actions to improve the effectiveness of institutions
working on economic/monetary cooperation. The Council has recommended that
institutional improvements should (1) strergthen r ‘ccedures for multilateral
surveillance as the main process for increasing consistency of policies among
those countries most respensible for the functioning of the system; (2)
promote greater discipline and symmetry in the international adjustment
process, and (3) increase the attention paid to the exchange rate implications
of contemplated changes in (or failure to change) economic policy.

As far as legislation that requires international nregotiations or a
formal conference on the monetary system is concerned, the United States
Council believes that the agreement to enhance the surveillance process
reached at the Tokyo Economic Summit effectively, meets the objective of
nagotiations among the G-5 called for in S.1866. We favor legislation that
approves that agreement {e.g., in the "Findings" section) and declare it to be



126

a policy uhiective thet this process be erorsed by the [MF and de rede ¢
pervane .l tedture of the menetary system 1n whatever forr 15 gppraprigte.
Failang IMP actyon, 4.S. pelicy shouid be to cortinue to advicate that this
process be a permanent Yeature of relations amcng the G-7 countries.

We believe that the erchange rate 1< c¢n essential element fur ecunui¢
pclicy consiyderation,  Tne Council recomrends that legislation require the
President ard the Chayrman of the Feceral Keserve to report after each
consultation held pursuant 1o the survelllonce process agreed upon ¢t the
Tokyo Summit, or at leoSl InCe per yedar, ot recent exchange rarket
developments and their eftects and implications for U.S. external accounts,
The report should discuss the interrelaticnships among dowestic policy
cheices, exchdange rates, and the international performance of the U.S.
ecunemy. 1t should summarize the results of consultations held under the
Tokyo-mandated surveillance process and layout U.S. policy intentiors
concerning ary “"remedial reasures” needed ¢ deal with sigraficant deviations
from the 1ntended course ot poircy or to achreve & sustainable balance 1w LS.
external accounts.

Legislation betore the Congress requires the Secretary of the Treasury
and the federal Reserve Board of Goverrors te accumulate foreign currerncies
for the purpose of 1ntervening in the markets. Such an accumuloteg fund 1s
called a “Strategic Exchange Reserve.” :

The United States (ouncil reccrmends deleting this provisior as unneeded
and potentially destabilizing, First, the bill creates no nuew resourced for
intervention since all of the funds 1t would call upoun are already in place in
the 50-year old Exchange Stabilization Fund. Second, the Secretary of the
Treasury already has authority to intervene in the currency rarkets under
existing legislation, which establishes broad guidelines regerding the
purpnses of such wntervention. The Counctl is inclined to accept the
sigtements 0f the Treasury Secretary and the Chairmaan of the Federal Reserve,
in cormenting on H.R. 3498, that autherity already exists.

we support legislation endorsing coordinated intervertion by cential
baaks in international currency markets when tc do so would be helpful \rn
conplementing and suppcrting fundemental economic policies affecting exchange
rates, and in countering disorderly market conditions.

Sincerely,

. ,-[Qa/ld/ﬂ(, ﬂ/z -

Abraham Katz
President

62-304 {132)



