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IMPLEMENTATION OF THE BRADY PLAN

FRIDAY, MARCH 2, 1990

U.S. SENATE,
SUBCOMMITTEE ON INTERNATIONAL DEBT,

COMMITTEE ON FINANCE,
Washington, DC.

The hearing was convened, pursuant to notice, at 10:10 a.m., in
room SD-215, Dirksen Senate Office Building, Hon. Bill Bradley
(chairman of the subcommittee presiding.

[The press release announcing the hearing follows:]
(Prom Rolease No. H-15, Feb. 28, 1990]

FINANCE SUBCOMMITTEE TO HOLD HEARINGS ON INTERNATIONAL DEBT;
IMPLEMENTATION OF BRADY PLAN TO BE REVIEWED, BRADLEY SAYS

WASHINGTON, DC.-Senator Bill Bradley (D., New Jersey), Chairman of the
Senate Finance Subcommittee on International Debt, announced Wednesday that
the Subcommittee will hold a hearing to review the implementation of the Brady
Plan, and to explore possible ways to improve and broaden it.

The hearing is scheduled for Friday, March , 1990 at 10 a.m. in Room SD-215 of
the Dirksen Senate Office Building.

The Brady Plan, devised by Treasury Secretary Nicholas Brady, is the Bush Ad.
ministration's attempt to address the Third World debt problem. The plan is de-
signed to ease the burden of foreign debt owed by developing nations. The Treasury
Department mediates negotiations between commercial banks and debtors for re-
scheduling and reducing Third World debt.

"A year has passed since the Administration accepted the concept of debt relief, It
is now time to review the extent to which the Brady Plan has succeeded in alleviat-
ing the debt problem, and perhaps to suggest some modifications. Recognizing the
relationship between debt, development, democracy, and drugs, it is vital that we
continue to work to find an effective solution to the debt crisis,' Bradley said.

OPENING STATEMENT OF HON. BILL BRADLEY, A U.S. SENATOR
FROM NEW JERSEY

Senator BRADLEY. The subcommittee will come to order.
The purpose of the hearing today is to explore the relationship

between debt, development, democracy, and drugs; to review the
implementation of the Brady Plan for debt relief in its first year,
and to suggest possible modifications of the current debt relief ap-
proach; and to study the applicability of the debt-relief concept for
Eastern Europe.

Almost exactly a year ago the administration recognized that
debt reduction can alleviate the debt burden that has been driving
many developing countries into deep poverty, I welcome this deci-
sion. Secretary Brady's speech marked a major turn away from his
predecessor's belief that the answer to too much debt was more

ebt. But I felt it appropriate to wait to see how the new Brady
(1)
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Plan would be implemented before offering more detailed opinions
of the plan.

A considerable amount of effort has gone into implementing the
plan over the past year. In May, the international financial institu-
tions and Japan agreed to provide $30 to $35 billion to support
debt-relief operations on a case-by-case basis.

The first beneficiary of the plan, Mexico, signed its debt-relief
agreement on February 4 of this year., Costa Rica has nearly
wrapped up a program to buy back virtually all of its commercial
bank debt at about 16 cents on the dollar. The Philippines is work-
ing on a program for new money, and Venezuela is undertaking
significant reforms with an eye to entering negotiations with the
banks very soon.

But even if the Mexican deal is considered adequate, and some
doubt it is, there is considerable question as to whether the plan as
currently constructed can readily be applied, beyond those coun-
tries that I have already mentioned, to the 15 other severely in-
debted middle-income countries.

The banks, most of which have established significant reserves
against their LDC debt, seem extremely reluctant to enter into new
negotiations. Major debtors, especially Brazil and Argentina, are
using arrears to obtain debt relief and are questioning whether the
Brady Plan can offer them anything better. The international fi-
nancial institutions and the creditor governments appear to recog-
nize that we have hit an impasse but have yet to suggest useful
ideas to break the log jam.

So, that is basically where we are. I am deeply concerned that
what I call "debt fatigue" has now overcome the negotiators, and
that we are now in a prolonged period of muddling through. If so,
this course can only lead to serious problems.

The severely indebted middle-income countries simply cannot
sustain net resource transfers to the developed world of the magni-
tude they suffered last year, which is some $50 billion. They cannot
afford to see further major declines in real incomes; they can't
afford the hyperinflation that servicing their foreign debt might
lead to, they cannot afford to have scarce government resources
taken away from education and health; and they can't afford to
sustain increases in infant mortality rates.

Well, I don't think we can afford it, either, This impoverishment
offends our humanity, could endanger our national security, and
directly affects our economic interests through reduced U.S. ex-
ports.

It is therefore essential that we ensure that the burden on these
countries be reduced, responsibly, to a point where countries can
return to growth.

I want to emphasize that I believe strongly that the greatest
single impetus to growth in the developing world will come
through access to the import markets of developing countries, not
only the United States but also Japan and Western Europe.

There is perhaps no more important instrument for growth than
a liberal trade regime, enforced through the General Agreement on
Tariffs and Trade. The success of the current Uruguay Round of
GATT negotiations is essential. The developing countries have a
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deep stake in this and they must also be willing to assume the re-
sponsibility of maintaining and enhancing the GATT regime.

But trade, is insufficient. Some relief from the net outflow of re-
sources from these countries is essential. The World Bank believes
that the burden of servicing the debt overhang in develo ing coun-
tries has fallen most heavily on investment, thereby reducing the
long-term growth potential of these countries. The potential growth
lost from the $10 billion that have flown from the Baker-17 to the
creditors cannot be restored, but future drains of such magnitude
can and should be prevented.

Currently, the Brady Plan is the only instrument to provide this
relief. The question is, is the plan in its current form sufficient to
this purpose? Does it ensure that the necessary resources remain in
the country? If not, what are the implications for development, for
drugs, for democracy? Can or should the plan be modified? Is it
enough to address the burden of commercial bank debt? Or should
creditor-governments consider forgiving official debt, as they have
recently decided to do for the low-income countries of Sub-Sahara
Africa?

The question of official debt reduction is particularly germane to
the Eastern European countries included in the World Bank's list
of severely indebted middle-income countries, in particular Poland
and Hungary.

Poland labors under one of the highest debt-service burdens in
the world, and 70 percent of its debt is from official sources. Hun-
gary, on the other hand, whose per capita debt burden exceeds that
of Poland, owes most of its money to commercial banks.

In both cases, as elsewhere in Eastern Europe, the people have
brought about a most courageous change, throwing off the bank-
rupt system that has been imposed on them for 40-50 years. The
West needs to be able to support them, to ensure that their experi-
ment with democracy and market economies succeeds. Aid alone
may not be enough. We should consider, also, the extent to which
debt reduction can fuel these countries' growth.

It is with that opening thought in mind that I am very pleased
that we have such a distinguished panel here today, of Messrs.
Tucker, Sachs, and Bergsten.

Let me welcome the three of you to the subcommittee. I think
the accumulated wisdom on the panel equals or exceeds any to
have appeared in the Finance Committee in a long time, and Iap-
preciate your willingness to appear as a panel, together, and to
share your views.

What I suggest is that Mr. Tucker open the discussion, by focus-
ing on the impact of the debt crisis on LDC development. Then, Mr,
Sachs and Mr. Bergsten, to discuss more in detail the implementa-
tion and possible modifications of the Brady Plan; and if you
would, as well, deal with its applicability to Eastern Europe.

So, Mr. Tucker, thank you very much.
[The prepared statement of Senator Bradley appears in the ap-

pendix.]
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STATEMENT OF STUART K. TUCKER, FELLOW, OVERSEAS
DEVELOPMENT COUNCIL, WASHINGTON, DC

Mr. TUCKER. Thank you, Mr. Chairman, for inviting me to
app ear before this panel.

Want to make it clear that my remarks are my own and are not
to be attributed to the views of my colleagues or board members at
the Overseas Development Council.

The thrust of my written remarks are that the United States has
two substantive reasons for doing something about the debt crisis:
(1) we have a self-interest (in markets, job creation, investment op-
portunities); and (2) there is a humanitarian crisis out there in the
debtor countries that we ought to address.

I will basically skip the part about the United States, as we have
heard this many times before. There have been hundreds of thou-
sands of U.S. Jobs lost because of the debt crisis due to our lost ex-
ports.

But more important, I think, from the point of view of what this
panel is trying to address, is what it means for long-term develop-
ment-in effect, what are the 1990's going to be like because of the
debt crisis? I list a number of points in the written testimony,
which I will briefly summarize.

First of all, we have seen in the 1980's a curtailment of the
income growth path of debtor countries. Whereas, in the sixties
and seventies these countries grew, on a per capita income basis, 4
f ercent a year, they are roughly growing 1.5 to 2 percent now. Pro-
ections in the 1990's do not expect them to get back up to 4 per-

cent. And that, of course, is after the decline in the early eighties,
which was some 10 percent of their income.

The ultimate impact is that these countries have lost at least a
decade of time in their development process; and, in fact, for them
to catch up with the growth path that would be extended from the
sixties and seventies forward, through time, would require them to
grow at 4.5 percent for a generation. Clearly, the impact of the

ebt crisis has been a substantial loss of income-essentially
wealth that could have been reinvested in the development process.
This has been a tragedy that we all must recognize.

Over the course of the period 1980 to 1988, slow growth caused
roughly $2 trillion of income to not be generated in 17 highly in-
debted countries. This was almost four times as much money as
they paid to creditor banks.

A second effect of the debt crisis has been a contraction of con-
sumption. Actually, many of the countries tried not to contract
their consumption during the early phases of the debt crisis; they
in fact sacrificed long-term investment in order to maintain con-
sumption levels. But the bottom line is that the income lost has
forced them to reduce consumption levels on a broad level of socie-
ty, and the lack of investment over recent years means that in the
future their consumption levels will be curtailed compared to a
reasonable non-debt-crisis hypothetical future.

A third effect has been that public sector capacity has been re-
duced dramatically. Interest payments in government spending
have risen in Latin America from 9 percent to 27 percent of their
budget. That means 18 percent of their government spending has
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had to be shifted out of things like education, health, welfare, and
economic services. This has meant the public sector has not been
there to support the working classes during the economic recession.

Another effect has been that the impact on these social pro-
grams-education and health, primarily-has been a shifting away
from spending on the longer term investment-no clinics, no books,
no schools-to the point that in the 1990's there is a deficit of in-
vestment in social infrastructure. In effect, we have a burgeoning
social-debt crisis developing in Latin America, because of the 1980's
record of spending only to maintain current operations and not in-
vesting in future needs to manage what is a rapidly growing popu-
lation in debtor countries.

Of course, the debt crisis has its well-known effect on trade.
Latin American countries, in particular, have had to shift from
trade deficits to trade surpluses in order to have the foreign ex-
change necessary to repay the debt.

This has become a structural phenomenon; as long as they con-
tinue to have net resource transfers on the financial side back to
the creditor nations, they will have to maintain trade surpluses. In
many ways, this has forced them to focus upon export incentives
that deprive some of their domestic consumption.

More importantly, I think, we have begun to see in the agricul-
tural sector an emphasis on productivity at the expense 6f a
number of other areas, which brings me to the issue of the environ-
ment.

We have seen in many Latin American countries a sacrifice of
the environment-through the use of pesticides and other products.
Deforestation has run rampant throughout those areas with large
amounts of wooded areas, in order to support an export drive of
primarily agriculture or semiprocessed products to industrial coun-
tries.

This has been a natural process that was happening before the
debt crisis, admittedly; but it has accelerated as a result of the
export imperative.

Another effect is that the lack of agricultural opportunities, due
to the compressed commodity prices in the 1980's, has led to a sig-
nificant urbanization trend. Again, that was taking place before
the debt crisis, as well. However, it has accelerated, as the agricul-
tural or rural opportunities have dried up, and we now see urban
slums. As we have mentioned before, public spending has dried up.
We don't see the services necessary to keep the urban poor living
on a normal level. This has led to even worse environmental condi-
tions within the cities of the Third World.

After 8 years of severe debt crisis, Latin America has thrown out
most of its military leaders. One could say that the debt crisis has
had a positive political impact. Unfortunately, the tools that are in
the hands of the democratic leaders today are no better than the
tools that the military governments had; and, in fact, the condi-
tions are much worse.

I suspect that many of these democratic leaders are finding it dif-
ficult to meet the demands of their populations. We have now
begun to see very populist leaders come forward with anti-repay-
ment platforms. These people are not only populist in the political
sense, they are popular in the electoral sense. And that means that
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we are going to be in for a period of political instability in the next
few years, because they, too, will not be able to meet the economic
needs of their society.

On top of all of this, we have continuing population pressures. In
particular, the African debtors have even higher rates of popula-
tion growth now than they did in the 1970's. This is a dramatic
change, and something that runs counter to all our aid efforts to
try to help them with population planning, to overcome the bur-
dens of extra people. But let's face it. When you are facing low
income, if you are a rural farmer, you are going to want to have
more children to help you with, basically, tasks that you would
normally have hired laborers to work the farm with.

So, it is a natural sociological response, in effect, to increase pop-
ulation growth in the face of economic stagnation, and we have not
been able to overcome that with our aid policies. Certainly in the
1980's, population planning was de-emphasized in U.S. policy,
which further aggravated the problem.

I don't have alot to say about narcotics, but I do think we have to
recognize that the U.S. policy right now is, in effect, creating more
and more reason for a local producer in Latin America to enter
narcotics production. By constraining production and by constrain-
ing trade, in the face of what is still a rapidly growing demand in
the United States for drugs, we see that the cost differential be-
tween producing something legal and the high price they are going
to get for producing something illegal is of such magnitude now
that many producers are going to take the risk, and they are going
to go into production of drugs.

[think, in effect, we are in a self-defeating game if we continue
to try to suppress drug production without supplying alternatives
to the population. They need income from other mode before they
are going to find it viable to stop illegal activities. I shall not com-
ment on the middle-men, which I think is a different issue.

Finally, there has been some long-term progress sustained
through the 1980's on physical standards of living. We continue to
see progress in infant mortality, child mortality, literacy, and life
expectancy in most debtor countries. However, the rate of progress
has slowed considerably.

We can't yet establish a direct causal linkage between spending
on these issues and the rate of progress, but we do see the phe-
nomenon in the statistics. We conclude, rather implicitly, that
there must be some connection between the debt crisis and this
slowing of social progress.

Furthermore, the lack of investment in social spending issues
over the 1980's means that that progress will probably continue to
slow in the 1990's, as the Latin American societies are incapable of
making up for the lost ground on the investment side.

So, in conclusion, absolute poverty is the major problem to be ad-
dressed in the 1990's, and my paper supplies some evidence that it
has effects on the U.S. economy, as well. We have a number of en-
vironmental and social ills that are being fostered by it, and we
must overcome them if we can.

But let us realize that, even if the financial side of the debt crisis
were resolved tomorrow, by the Brady Plan or some modification of
it, the world would still have to live with the effects of the debt
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crisis for some time to come. This is the human tragedy within
which all development policies in the 1990's must operate.

Senator BRADLEY. Thank You very much, Mr. Tucker.
(The prepared statement of Mr. Tucker appears in the appendix.]
Senator BRADLEY. Dr. Sachs?

STATEMENT OF PROFESSOR JEFFREY D. SACHS, PH.D., GALEN L.
STONE PROFESSOR OF INTERNATIONAL TRADE, DEPARTMENT
OF ECONOMICS, HARVARD UNIVERSITY, CAMBRIDGE, MA
Dr. SACHS. Thank you, Senator.
Let me commend you on overcoming debt fatigue to have these

important hearings, because you have been at it longer than any
other member of the U.S. Senate. You have continued to battle for
the right purpose and have made enormous progress in doing that,
and I think the whole world owes you a debt of gratitude, if I could
say so, as a debt of gratitude to you.

Senator BRADLEY. You can certainly say so. (Laughter.]
Dr. SACHS. We are at the first anniversary of the Brady Plan,

and I think we can say there is undoubted progress being made.
Again, it is progress in the direction that you pointed to. But I
think we have to acknowledge that the crisis, in substance, re-
mains very grave despite the turn of official policy in this area.

We have just heard from Dr. Tucker about the continuing extent
of economic crisisv I would point out that there are now more hy-
perinflations in the world underway, all of them in debt-ravaged
countries, than ever before at one time in all of human history up
until this point. That, for me, is an indication of just how profound
the economic and financial crisis is.

You have two hyperinflations in Eastern Europe, and in South
America you have three hyperinflations right now. And to get to a
hyperinflation, since there have only been 15 in all of world history
that we know, and to have five going on right now, is a measure of
just how grave the financial imbalances are in the world. All of
these hyperinflations throughout history have involved-or almost
all of them, and certainly the ones now-have involved the grave
burden of the foreign debt upon the finances.

Another indication of the depth of the crisis is that the second-
ary market prices of the debt, our weekly indicator, continue to de-
cline, showing that the markets not only are not believing the
countries are becoming more credit-worthy, but less.

The distance of these countries from market access, which was a
goal long ago established, recedes farther arnd farther from the
mind. Now it is almost universally acknowledged that these coun-
tries will not come back to the market. And the banks, except for
one or two banks in the world, are quite explicit about the fact that
they have no interest in these countries in the longer term, and
most banks are exiting.

Third, and somewhat more positively, in its way, the banks, be-
cause of the growing and-now, I would say-conclusive doubt
about the viability of debt payment, have reserved up to levels of
70-80 and sometimes 100 percent of their exposure. There is not a
major bank in the world that is threatened by the debt crisis any-
more, and even our chairman of the FDIC said, more than a year
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ago, to the Congress, that if all six of the major debtor countries
completely wiped out their debts, it wouldn't mean a penny of
damage to the FDIC. I think that was a rather striking statement
made to the Banking Committee in January of last year, that this
is simply no longer a banking crisis.

Now, I think it is clear that the shift that the Treasury made
March 10 last year, with the announcement of the Brady Plan, has
been highly desirable, in concept, It was recognized early on by
you Senator, and by others that this debt was not payable and that
we had to move down the road of debt reduction. -

But if we look at how the plan is proceeding right now, I think
we have to have rather considerable concern-indeed, I would say
grave concern for many countries.

.First I would indicate that the 17 countries you cited, 15 or 17
heavily indebted countries, is not the appropriate full list to work
with. There are 39 countries-most of them very small in a quanti-
tative sense but very irfiportant for themselves, and in many cases
important for our foreign policy interests as well-that are on the
list of countries actively renegotiating with their commercial
banks. And the list of countries whose debts sell at a very deep dis-
count in the secondary market goes well beyond the list of 17 coun-
tries.

The universe I would put at around 40 for the commercial banks.
That was the list that the World Bank used last year. And if we
add a number of gravely damaged and weakened, very poor coun-
tries that are in the category of an official debt crisis, one would
add some Sub-Sahara African countries at least to that list of 40.
So, there are a very large number of countries that we should be
examining with respect to the process of debt reduction.

What we have seen in the debt-reduction process is a very hap-
hazard set of steps this year, and mainly the progress has come
where the Treasury has turned its active attention.

We know, now, as we could have known logically a year ago, that
voluntarism in debt reduction is a non-starter; it can't work. And
we know now that the only time we get agreements under the cur-
rent set of rules is when the Treasury does considerable arm-twist-
Ing to try to bring an agreement to fruition. This is not an appro-
priate way to proceed, but it is the nature of the rules of the game
right now.

There are hardly any rules except the ones that the Treasury
picks out. Mexico was top on the agenda, and appropriately so for
our interests, and the Treasury invested a considerable amount of
time and came up with what I would classify as a "fair," though
not "good," agreement. I would put it in the category of "medio-
cre"-not good enough for our national interests, not good enough
for Mexico s. There is a chance of it working, but there is a very
good chance that we will have to revisit the issue. Despite the fact
that the Mexican Government has said the debt crisis is behind
them, there is plenty of evidence that it doesn't reach far enough,

The second agreement that has been reached is with Costa Rica.
I would classify that as a very fine agreement, That came about
because Costa Rica kept at it for 3 years, fought hard, negotiated
well, and the U.S. Government supported the Costa Ricans at the
end in putting this package together. But if one looks at the details
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of that, that is truly significant, an across-the-board debt reduction
of the kind that they need, and I think it meets their needs.

The third agreement in this tally is the Philippines, and I would
hardly count this as a Brady Plan agreement. There is a very mar-
ginal reduction of their debt. They were told by the United States
and others, "Do it the voluntary way," and the voluntary way is
that they took a nibble, they got a little bit of new lending, certain-
l much less than they thought and much less debt reduction than
they need. So it is not really what one would call even "mediocre;"
it is very poor.

I would say there are 35 other countries, many of which will
need to go through this process, and, at this pace, the process
simply doesn't work.

One of the things I will stress is that we need to move, beyond a
strategy where it depends-on the active involvement of the Treas-
ury Secretary to do this, to a rule-based procedure under the aus-
pices of the International Monetary Fund.

And it should not be just our Treasury Secretary leading this
effort. It is likely to result in insufficient debt reduction and non-
systemic treatment of the problem.

Now, I would ask, operationally, is the program doing what it is
supposed to be doing, in the sense of helping reformist govern-
ments carry out reforms and get stabilized? I think the answer is,
because of the very, very slow progress and because of the extreme-
ly ad hoc procedures or-you can t even call them "procedures"-
the ad hoc nature of this process, it is not having that role in the
vast majority of countries.

Usually, when a government gets elected these days, the first
thing that happens is that John Reed appears the next day in the
country to announce that that country is not eligible for a Brady
Plan debt reduction, and it stirs the political environment enor-
mously. It roils the environment, rather than calming it. It sets
back the process of reform. It creates an enormous umbrella of un-
certainty, which cripples the ability to move forward, and nobody
on the official side says much at all-the IMF or anybody else.

Venezuela, which you mentioned, Senator Bradley, started out
an extraordinarily ambitious reform program with very tough aus-
terity measures, which we know prompted an enormous human
tragedy last February, when 800 people died in rioting as the result
of price increases under the austerity program.

Contrary to what some might have thought, Carlos Andros-Peras
not only did not back off his program, he reinforced it, stuck with
it at that point; but the official community has given absolutely no
help to Venezuela.

It is not that they are starting negotiations with the banks. For 1
year, they have heard from a few of our leading bankers, "No wayl
No interest No chancel" And the fact that there is no official proc-
ess for a country like that is deeply deeply destabilizing, political-
ly, because what Peras told the public was, "We will get help in
the form of debt reduction, but we must suffer through this proc-
ess."

Now he is under enormous political attack at home, in a very dif-
ficult situation, because there has not been adequate progress on
thr ebt. He is being squeezed to accept an inadequate debt agree-
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ment, which may allow the big banks to totally avoid a contribu-
tion, and having, again, some fringe debt reduction, because he had
promised that the counterpart of his measures would be progress
on getting Venezuela out of its crisis. So, by that measure, you can
see that the program doesn't work.

No one has stood up in our Government, in the World Bank, or
in the IMF to say, "Look at what this man is doing. We strongly
support the necessary amount of reduction for the debt," which the
IMF, on its balance-of-payment numbers, shows should be on the
order of 50 percent reduction, that, "We support this process, and
we will give comfort to Venezuela during the negotiating process."
Quite the contrary. They are off on their own, fighting the banks,
with some recalcitrant heavy-hitters among the banks, and the
process has been stalemated for a year. The political cost of that is
enormous.

One sees it similarly in Ecuador, where no progress is made. One
saw it in Argentina, where Menim got off to a good start, but the
official community did not say, in an orderly, organized way, "Here
is a path for you that is consistent with your needs. Now, carry on
the reforms, and we will work on getting the kind of reduction that
is necessary." Instead, you had this incredibly convoluted public
debate, with Citibank saying, "Well, we would like some debt-
equity swaps, and we would like to invest in this and that," and
other banks saying, "No way for Argentina," and the IMF and the
World Bank, essentially quiet on this, and no orderly procedure for
that government to be able to say, "We must proceed on the inter-
nal reforms, but there is an orderly path for us to get what we
need for reduction of the debt so that our reforms can be success-
ful."

All a government can do these days is to tell their people, "My,
God, we hope we get the attention of the Treasury at some point.'
And internally in these countries, since it is not clear, you have
many opponents who say, "We will never get the relief," and who
are backed up by U.S. commercial bankers who fly in and say, "No,
you are right, you will never get the relief."

It becomes an enormously convoluted process, which simply
doesn't meet exactly what it was supposed to meet, which is hope
and political comfort for reformers during the difficult period of
the shock of the reforms, with a process put in place that system-
atically gets to the financial needs at the end of the line.

So, Brazil? I hope we can do better, because what more impor-
tant debtor is there, from a quantitative sense, than Brazil? A new
government has just been in place, and I presume we are going to
hear the same complicated debate taking place.

Now, what is needed-and then I will hurry to the end-what is
needed to make this thing work?-

For the reform process, we must first have the concept that- in
any sharp reform process you need a financial standstill at the be-
ginning. Countries cannot be expected to service a heavy portion of
their debts and end hyperinflation at the same time. It is like what
Chapter 11 does: it triggers a standstill on the debt payments, to
give the breathing space to carry out the reforms. We don't have
that process in place.
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Second, we need a well-defined procedure inside the Internation-
al Monetary Fund, where the extent of debt reduction is linked to
the technical analysis of debt-service capacity over a medium term.
And we don't have that, either.

On the one side, the IMF does that kind of analysis. It shows
these countries cannot hope to regain credit worthiness in 5 years
under the normal rules of the game. And then, on the other hand,
that technical analysis is put to one side, and the countries are
thrown into the negotiating room with the commercial banks and
asked to fight for their lives, in a procedure which is totally di-
vorced from the substantive analysis about the debt situation.

Third, we need a procedure to avoid free riding and for compre-
hensive reduction. This process has been twisted out of shape, out
of recognition, to a normal financial workout, by Citibank, mainly.
That is because you have one bank that doesn't want to give that
reduction and thinks that new money is somehow equivalent.

That led to avoiding the normal way of proceeding, which is an
across-the-board agreement for all creditors in a particular creditor
class, which is the most fundamental rule of a bankruptcy or finan-
cial workout, that creditors share across the board in whatever is
done. Either the interest is reduced, or the principal is reduced, or
some combination.

Instead, you have a complex menu of options which doesn't
really suit anybody's needs; it just allows for the free riding, it
allows for dragging on negotiations, it allows for some banks to say,
entirely, "We want out of the process," and it stops the clean, ap-
propriate, simple way that bankruptcy operates, in the sense of
saying, "We need across-the-board measures."

Again, the IMF is the appropriate place to insist on the extent of
debt reduction that is needed.

I wanted to say one short thing about the content of the Brady
policy reforms that are supposed to go along with this, and in dis-
cussion, perhaps we can talk about adding more social awareness
to these policy reforms.

Let me turn to the last question that you mentioned, and that is
about official debt, because it applies to Eastern Europe, and it ap-
plies to the Andean countries in South America.

There are some countries for which the commercial bank debt is
not the main problem, but rather the Paris Club bilateral debt. We
must address this more systematically than we have, because the
overhang of official debt for some countries is deeply damaging to
U.S. interests.

The two categories that come to mind most immediately are in
the Andean coca-producing countries, Peru and Bolivia, where no
one is collecting on these debts; where no one can hope to collect or
expect to collect, but where the official debt overhang remains a
crippling burden to reform and indeed to virtually normal survival
for a lot of people; and where we could entertain a program of con-
verting the proceeds of payments on this'debt into an anti-narcotics
effort.

Senator Biden has started to explore this kind of option. I think
it is a highly desirable option and one that we should think very,
very seriously about. The details and mechanics are complex and
have not been worked out yet, but I think it is the right direction.
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Finally, in terms of U.S. interests, I can think of no case for
direct U.S. interest of more significance than reducing Poland's ex-
ternal debt burden on official debt.

Two things are clear: Every major government acknowledges, in
private and now virtually in public, that this debt is totally un-
payable. The Germans at the highest levels have told the Poles at
the highest levels that they recognize that. The problem is that it
stays on the books. We just postponed it again 14 months. And you
know very well, because you first made the point, that postponing
is not enough.

Now, the overhang will cripple the economic reform effort, be-
cause it stops foreign investors and the private sector dead in their
tracks. "If Poland is bankrupt, how can we put new money in?"

This is a good area for the United States to move, because we
hold such a small share of the debt. It is Germany and the other
European countries that are the major creditors. They know full
well that this cannot be collected.

This is the moment for a fundamental restructuring, to support
the whole process of reform and democracy in Eastern Europe.

The United States does not have to lead, in the sense of either
financially or actually in the process, because Germany should
take the lead as Poland's major creditor. What we should do is
signal our readiness to participate, and signal our very deep and
profound interest in Germany taking the lead right now. In doing
so and in encouraging the Germans, we should remind them of
their own history in this century. When their debt was not forgiv-
en, in the 1920's, it led to financial calamity and contributed to the
rise of Hitler. After World War II we were smarter, and the United
States led the effort, in 1953, to cancel half of Germany's official
debt in the London Agreement of 1953.

So, West Germany- has gone through deep debt-reduction. The
know more than anybody how crucial it was for them to get a fresh
start after World War II. Now it is time for them to lead the proc-
ess. And we have the role of encouraging the Germans, as part of
the whole reunification process and the political change in the
region, to exercise their responsibility.

Senator BRADLEY. Thank you very-much, Dr. Sachs.
Mr. Bergsten?

STATEMENT OF C. FRED BERGSTEN, DIRECTOR, INSTITUTE FOR
INTERNATIONAL ECONOMICS, WASHINGTON, DC

Mr. BERGSTEN. Mr. Chairman, let me add my word of praise to
you for overcoming debt fatigue, holding these hearings, and taking
a look at where we stand on the Brady Plan one year out and
where we ought to go from here. I will emphasize in my remarks
some proposed changes in the Brady Plan. I think a number of
changes are required, and I will elaborate on them.

I want to make two preliminary comments. The first is to pick
up on the last question in your letter of invitation to these hear-
ings, where you stressed the need for the United States to ensure
consistency in-its own policies.

It seems to me, in that context, we have to remember that the
largest debtor country in the world is the United States. The
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United States is running the largest external deficits in the world.
We are draining $10 billion per month of savings from the rest of
the world.

I share your view, as indicated in your initial comments, that we
should work to eliminate the negative resource transfer from the
debtor countries. Indeed, in a book I wrote a little over a year ago I
set thit out as one very important policy objective, for debt reasons
but also for U.S. adjustment reasons, which are some of the same
reasons you were indicating. Unfortunately, not much has hap-
pened.

It is very hard for the United States to contribute to a reduction
in the negative transfer from the rest of the world when we have
to have a net positive transfer that is over $100 billion a year and,
I'm afraid, is going to get bigger.

We know that the drug problem has a demand side as well as a
supply side. The capital flight problem also has a demand side as
well as a supply side. And as long as we have to have high interest
rates in order to finance our own deficits, it is going to make it
much harder for us to do anything for the rest of the world.

You have been a leader in trying to respond to that issue as well.
I won't dwell on it, but I do remind you of it, because it really does
set the framework in which we talk about Brady Plans, efforts to
reduce the problems of Third World debt, et cetera.

There are two immediate implications. One, of course, is higher
interest rates, and we are seeing that right now. Higher interest
rates in Europe and Japan have driven up our interest rates, and
since most of the external debt of the Third World is denominated
in dollars, those higher rates immediately offset whatever we do
through the Brady Plan. We can't forget that.

The second implication concerns trade policy. We know that, de-
spite the Reagan rhetoric in favor of free trade, the Reagan policy
mix-leading to an overvalued dollar and massive U.S. deficits-
meant that we were pressured politically to put on more trade re-
strictions, as indeed the United States did through most of the
1980's.

Here I would give a pat on the back to the Bush administration.
They have recently worked out some liberalizing measures with
Mexicp, in steel and in textiles, which look like they will expand
Mexican access to our market for those products by something be-
tween half a billion dollars and a billion dollars per year. That is
not insignificant in terms of Mexico's adjustment. I think that
credit should be given to the Bush administration for seeing these
kinds of linkages that you are talking about.

Nevertheless, as long as we run these massive budget deficits,
suck in capital, and run huge trade deficits, the pressures are going
to be there. Your emphasis on the Uruguay Round coming to a suc-
cessful conclusion, I think, is critical. The United States has got to
take a leading role in that. It is going to be harder to do if our
trade deficit starts going up again this year, as you well know.

My second preliminary comment is to suggest that the situation
in the debtor countries is perhaps not quite as bad as the conven-
tional wisdom would have it. I think you have in front of you, Mr.
Chairman, a study that my institute just released a month ago,
written by John Williamson and based on an elaborate conference

32-670 - 90 - 2
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we held in November, with papers on each of the major Latin
American countries by experts from those countries.

If you will turn to either page 64 of the study or page 7 of the
accompanying press release, you will see in one table a kind of
snapshot of our analysis. What that table shows is 10 areas of
policy reform, listed across the top of the table, that we think have
been pretty widely agreed upon as making up the necessary policy
reform package, ranging from fiscal discipline through privatiza-
tion and deregulation.

What we did then was to ask to what extent those reforms are
actually being put into place by the main Latin American coun-
tries listed on the left-hand side of the table. What you find is that
Peru hasn't done anything-indeed it has moved backward; Brazil
hasn't done very much; and Argentina is only beginning to do a
bit; but most of the other countries to varying degrees have begun,
encouragingly, to adopt significant reform programs.

The thrust of our study was the progress of policy reform and we
found, somewhat to our own surprise, that in fact quite a lot of
good programs are being put in place. And the countries are, at
east up to now, sticking with them.

That, of course, is only part of the question, putting the right
policies in place; the other issue is whether those policies have yet
paid off. On page 66 we try to correlate policy reform with results,
where "results' are defined as restoring growth.

John Williamson is a pretty tough grader, and he gave only
Chile and Costa Rica high marks for having restored economic
growth. I think one could argue that Colombia ought to be up in
that upper left-hand corner; Mexico, with 3 percent growth last
year and probably 4 percent this year, or more, ought perhaps to -

be in that column as well. There results indicate some reasonable
cQrrelation between adoption of reform packages and restoration of
growth.

Having said that, there are still some countries-Bolivia, Jamai-
ca, Uruguay, and perhaps some others-that have adopted policy
reform packages but have not yet restored growth.

The message we drew from the analysis was that it takes some
time-you have to be able to see the policies through, and that
means you have to get external support and help for them-but
that such a course is really the only one likely to restore adequate
economic performance in the debtor countries.

So we were mildly encouraged that (a) reform packages have
been adopted in most though by no means all of the countries; (b)
there seemed to be results showing that those reform packages do
make sense and can succeed; but (c) you have to stick to them for a
while; and (d) those countries that haven't begun to move down
that-path, like Brazil, Peru, and to an important extent Argentina,
need to do so.

But our analysis does lead us to a bottom line that says that
things are happening. Perhaps the outlook is not quite as bleak as
one would think. And there is, indeed, some hope if the countries
can stick to their reforms, and, of course, if they get the necessary
outside help.

That, then, leads me to the question of whether the outside help
is right and adequate, and what changes need to be made in the
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Brady Plan. I think the basic framework of the Brady Plan-the
case-by-case, country-by-country approach and the provision of dif-
ferent possibilities for different banks, which, after all, do have dif-
ferent interests in the countries-is a proper framework.

I would take a more charitable view than Jeff Sachs did of the
Mexico package. It does provide about $15 billion in the economic
equivalent of debt reduction. Mexico has been able to get a sharp
reduction in its interest rates, a good return of capital flight, a lot
of private investment, restoration of growth last year and looking
better this year, inflation down sharply, and a cut of about one-
third in the interest bill. It is, admittedly, a case where one can say
the cup is half full or half empty. I would have preferred more ex-
pansive outside help-that will in fact be the first reform I will
suggest in the Brady framework. But I think the outcome looks
reasonably good at the moment, and certainly the package has a
good chance of achieving a successful restoration of economic
growth and economic success in Mexico.

Let me say, however, where I think mid-course corrections are
necessary. There are at least three or four key areas:

The first is that the Brady Plan, as I argued right from its start,
is underfunded. Even if the framework is right, as I think it largely
is, it does not have enough official resources committed to it to
induce the necessary debt relief.

Curiously, that is not because of a lack of official funds. The
World Bank just had a capital increase, and the IMF has $30 bil-
lion of liquid resources available and is about to get a quota in-
crease. So one could take a greater share of World Bank and IMF
resources, earmark them for support of debt relief programs negoti-
ated a la Mexico under the Brady Plan, increase thereby the in-
ducements to the countries to participate, reward them more effec-
tively when they deserve it, as in Mexico, and increase the chances
for a successful outcome.

Our estimate in the new Williamson study and in an earlier
work we did is that a total resource commitment of at least $50 bil-
lion, rather than the $34 billion actually committed, is needed in
order to ensure a reasonable chance of success for the Brady pack-
ages; $6 billion was used in Mexico; that takes the total down to
about $28 billion. That could be used up very rapidly if we get ef-
fective reform programs in Brazil, Argentina, Venezuela, and the
list of smaller countries that Jeff Sachs has referred to.

So I would stress the need to increase the amount of funding
available under the Brady Plan.

Now, to go back to my first point, the United States is a drainer,
not a contributor; we are not going to put up the money in any bi-
lateral way instead; we are going to continue to lean on the Japa-
nese; the Taiwanese, and the other surplus countries to do it. But
the money is mainly going to come from the multilateral institu-
tions. I think that is proper, because it links the relief to the
reform programs. It is proper for the multilaterals to be-out front.
We should be behind them, supporting them strongly. But bigger
amounts of money would be my first proposal, and I think the
money is there and should be earmarked for these purposes.

Second, there is a peculiar technique that is being used in the
international financial institutions for implementing their part of
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the Brady Plan and using these resources that they have ear-
marked for it. There is one pot that is usable for reduction of the
debt principal-actually cutting back the amounts of debt owed.
And there is a completely separate pot that is used for interest sup-
port, for reducing debt-servicing costs. The two pots are kept sepa-
rate and can only be used for the individual components of the
deal.

In Mexico that did not turn out to be a problem; because the
banks chose roughly equal amounts of debt relief and debt-service
relief, both pots were fully used. But in the Philippines, one reason
the package was inadequate in magnitude is that part of the
money available from the multilateral institutions was not used.
The Philippines and their banks chose mainly to use buybacks and
reduce the debt principal. There was no debt-service relief. That
means only one of the two pots available from in the institutions
was available; the other was not.

Obviously that money should be made fungible. Whatever the
package worked out between a country and its creditors, that coun-
try should be able to use its share of the total pot. That Chinese
wall should be broken down, and the amounts already available
could then be used more effectively and more adequately.

Third, I would put increased emphasis in future programs on
direct buybacks. The Philippines chose that route. Jeff had some
criticism of it, but I think that approach has some merit, and I
note that Poland is indeed proposing to use the buyback route for
its commercial bank debt to try to deal with that part of its exter-
nal debt problem.

There are a couple of reasons why buybacks are attractive. First,
one gets more leverage for the money. The secondary market price
of Brazilian and Argentine debt is now something like 20-25 cents
on the dollar. Therefore every dollar that can be garnered from the
World Bank and the IMF and used for direct buyback is going to
reduce the debt at a 4:1 or 5:1 ratio.

Some have worried that such a program will drive up the second-
ary market price. That actually did not happen to any significant
degree in the Bolivian case, the Costa Rican case, or even the Phil-
ippines case. So I am not sure that that is a big problem. One
would have to worry about that possibility, but I think that even if
there were some modest increase in the price, the leverage you
would get from direct buybacks would still be substantial.

In addition, buybacks involve much less hassle. If a country
offers to buy back its debt and there is the requisite official pres-
sure to get the banks to play-and I fully agree that would be
needed-if you get those two things into the pot, then I think it
can be done quickly, and it can be done with much less hassle.

The Philippine deal was done in a week or two, compared with
the year-plus that it took for Mexico, and it seems to me that is
very advantageous in terms of avoiding the lingering uncertainties
in the markets and the negative effects on future possibilities for
borrowing-not just from the banks but from private creditors,
direct investors, the whole crew that you are going to have to rely
on in the future in any event.

So that would be the third change that I would propose.
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Fourth, I would agree that we need some increased contribution
from the official lending agencies to the debt-relief packages. And
here probably the most likely candidates are the export credit in-
stitutions, like our own Export-Import Bank.

Immediately that raises questions from a public policy stand-
point of whether we want to give debt relief from government lend-
ers. But if we are serious about debt relief, then countries where
official creditors make up an important part of the overall package
do, I think, have to face that issue squarely.

Fortunately, our own Export-Import Bank now, like most of the
commercial banks, has reserved against some of these credits and
therefore has taken at least the first step in that direction.

A contribution of debt relief from the public creditors, particular-
ly the export credit institutions, would obviously add a significant
plus to the overall packages; it would add further to what I was
suggesting before, in terms of increasing official resources available
to reduce debt relief in total and, most importantly, support the
program of the debtor countries.

[The prepared statement of Mr. Bergsten appears in the appen-
dix.]

Senator BRADLEY. Well, let me thank all three of you for your
testimony. I think it was full of a lot of very helpful thought and
recommendations as well as observations about what has tran-
spired in this area since the Brady Plan was announced.

One of the things that strikes me is that the use of "debt fa-
tigue" not only illustrates the extent to which this issue has been
around for a long time but also, perhaps, the sense of urgency that
appears to be absent in the official negotiating avenue.

I wonder if there is any suggestion that you have that you think
might focus the attention of our government more directly on the
series of challenges that confront it. I have suggested the appoint-
ment of a "debt ambassador" as an impartial mediator to focus at-
tention on this issue and to drive the bureaucratic process. Do you
need a joint IMF-IBRD department? Do you need a select group of
international experts to form some kindof panel with the banks
and creditor government? Do you have any ideas of how to re-invig-
orate this process with a sense of urgency, that the numbers Mr.
Tucker gave us at the beginning clearly illustrate a need for?

Mr. BERGSTEN. I guess I am modestly more optimistic than your
premise would suggest. I think one or more of those procedural
steps that you suggest might be desirable, but I don't think that in
and of themselves they would get the focus that you want. It seems
to me that goes back to substance.

I was reasonably impressed by the reception that Brazilian Presi-
dent-elect Collor received when he came to Washington just a few
weeks ago. Certainly the words that he conveyed to the audience
here indicated that he was serious about putting an important,
major reform program into place in Brazil as soon as he took office.
The words he got back, I am told by top officials of the administra-
tion, including at the very top of the administration, were that the
United States would respond very substantially and very quickly to
a program of that type.

I tend to believe that the focal point has to be the debtor coun-
tries themselves adopting reform programs that are then worthy of
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support. When Mexico did that, it got substantial support. Admit-
tedly, Mexico is the most important of the debtor countries to us
and so is going to get more focus, but Brazil is critical as well. Ar-
gentina, I think, as evidenced by some U.S. support for its inad-
equate steps back in 1988, does get responses.

I think if the countries of Latin America-particularly the two
big countries, and particularly Brazil when its new administration
comes in-do indicate by actions in addition to words that they are
willing to get serious about its economic problems, that it will gal-
vanize a constructive, major response here, and that will renew the
kind of emphasis that you want.

I think it is probably going to have to occur on a country-by-
country basis aid be responsive to initiatives that they take in the
first instance.

Senator BRADLEY. Dr. Sachs?
Dr. SACHS. Well, I think this is the ideal time to get the attention

of the administration, because they're requesting a quota increase
for the IMF, and the IMF is the central institution involved in this
process-necessarily so, and properly so. And the IMF should be
the one that plays the core role in this process, because this is not
basically a U.S. responsibility, it is a global responsibility. It is the
responsibility for international monetary stability, and so it falls
directly within the competence and purview of the IMF.

But the IMF was taken out of the process in one important way,
last March, because in the Brady Plan, one of the substantive
points was the Treasury Secretary said, "We don't want the IMF
saying how much debt reduction is needed." This put everything
into a very strange process, in that you have extraordinarily de-
tailed, not always correct, in my view, but very competent techni-
cal analysis of capacity to pay debt service, and so forth, and then
the negotiations go on as if that doesn't exist.

There is a way to bring that back, which is to have the IMF
define the extent to which debt reduction is needed in a country,
and then to have the IMF lead the process of getting an adequate
package, with some idea of what "adequacy" means.

I think what is required for the United States is that we give the
IMF that task. The way to require that, it seems to me, is for the
Congress to recognize that not to give a blank check but to say a
quota increase-which is very important and which I support-
should come if the IMF is an effective institution. And its effective-
ness has very much been undermined by this process dragging on.

So, the administration should present a plan to the Congress, it
seems to me, as part of the quota increase, for how you are going to
get off square-one for these 35 other countries, for what is a sys-
tematic way to proceed.

Senator BRADLEY. What would be the criteria that you would lay
out?

Dr. SACHS. The criteria for how much?
Senator BRADLEY. In other words, you suggest that, as a condi-

tion of the quota increase, there has to be a plan for systematic
debt reduction that could apply to any of a number of other coun-
tries-maybe not all 35, but many.

Dr. SACHS. Yes.
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Senator BRADLEY. So, my question is: What might the outline of
that plan be?

Dr. SACHS. The outline of the plan, it seems to me, is that the
Treasury explain how it is going to be, that the IMF analysis of
debt-service capacity is put in the context of the negotiations, and
how it is that the Treasury is going to regard the step of the proc-
ess-if the banks do not accept that plan, what the response of the
official community will be to arrears.

Because, while I agree with you, Senator, that arrears is not the'
optimal way to proceed, I can sure tell you it's a damn bit better
than creating a hyperinflation because you continue to service debt-
to recalcitrant banks.

Arrears is the only safety valve that we have, because if the
banks don't give, there are two things that can happen: one is a
hyperinflation, and the other is arrears. And under the circum-
stances, arrears provides a safety valve. Sometimes you get arrears
plus hyperinflation.

Now, I think what the Treasury has to do is outline how is the
amount of debt reduction, what is judged to be adequate, going to
be set? Because they can't, must not, come back again and say,
"Well, let the market do it," because it is so grossly illogical and so
clearly not the market working that they should not talk to grown
men like that-men and women.

Senator BRADLEY. Could you draw clearly the relationship be-
tween the debt burden and hyperinflation?

Dr. SACHS. Yes. The debt that these countries are confronting is
overwhelmingly public-sector debt, and that means that it is a
direct burden on the public finances.

In some cases it takes 30 percent of the budget, in some cases 50
percent, in some cases 75 percent of the budget, were the interest
to be fully serviced.

Governments that are so stretched and have large deficits be-
cause of the interest burden either have to go and buy foreign ex-
change from their private exports, to get the foreign exchange to
make the sale, and that creates money by printing money to buy
the foreign exchange; or they use- the government foreign exchange
earnings, if it is a State enterprise ownership, to pay the debt, in-
stead of selling that foreign exchange earnings into the private
market, to private importers, and thereby sucking up the money
supply.

So there is a very one-to-one and immediate link between an ex-
ternal debt burden to a government and the amount of money that
is printed, which is why the reparations payments in Germany
triggered the German hyperinflation and which is why we have
seven hyperinflations in this decade, all of which were to heavily-
indebted governments. It is a very direct and mechanical link.

Senator BRADLEY, But we don't have a hyperinflation here.
Dr. SACHS. Because Japan continues to lend to us, and the pri-

vate markets continue to lend. And what you saw in all of these
countries is that the hyperinflation starts when the normal lending
stops. So when the bank lending stopped, then the governments
had to cover, and the burden of the debt went up because of the
higher real interest rates. Then, instead of an inflow of foreign ex-
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change, there was the outflow. You couldn't cover your deficit by
dollar borrowing, you had to cover your deficit by peso printing.

Senator BRADLEY. If you took your thought process forward, if
the foreign creditors of'the United States ever ceased to provide
the capital, then this would lead to hyperinflation?

Dr. SACHS. Well, hyperinflation generally depends on two things,
or three things: It depends on a deficit that is much larger than we
have as a proportion of income, generally about 10 percent of GNP.
And ours, mercifully, has come down to about 2.5 percent.

Senator BRADLEY. So, the economy, even in the present state of
vulnerability, as Mr. Bergsten has said, is still infinitely better
managed than a lot of the economies where the public-sector debt
has reached 10 percent of GNP?

Dr. SACHS. Without question. That is right. Where the public-
sector deficit has reached 10 percent of GNP.

Senator BRADLEY. Mr. Bergsten?
Mr. BERGSTEN. Could I just pursue your line of questioning a

little bit, though, because I think it is terribly important, and put
two questions to Jeff?

Senator BRADLEY. Go ahead.
Mr. BERGSTEN. One is that there are a lot of countries with big

external debt that have not had hyperinflation. It is clearly not a
necessary follow-on that you get hyperinflation from external debt.
So that is question one: Is there really a linkage, from debt to hy-
perinflation?

Second, some of the countries that are big debtors and have hy-
perinflation haven't been paying their debts anyway. The Argen-
tines haven't paid anything on their external debt for at least the
last 2 years; so that has not, in any direct sense at least, led to
money creation and the effect that Jeff mentioned.

Senator BRADLEY. I guess one might say, though, the existence ofit.
Dr. SACHS. Let me answer, if I could, Fred.
Mr. BERGSTEN. But those are key to getting it out on the table.
Senator BRADLEY. Let me take Mr. Bergsten's questions to Dr.

Sachs and ask Dr. Sachs if you would answer Mr. Bergsten's ques-
tions.

Mr. BERGSTEN. I will do that.
Dr. SACHS. I appreciate that, Mr. Chairman.
Mr. BERGSTEN. Thank you.
Dr. SACHS. If you could convey to Fred the following-[Laughter.]
Hyperinflation is a very complicated process. The foreign debt

gets it started almost inevitably. But in Argentina-and it was the
same in Bolivia, actually, as well-the hyperinflation is corrosive of
tax collections and corrosive of faith in the domestic money, so that
even if the debt is the process that starts the thing off, by the time
you are in a full-fledged hyperinflation, the tax system has col-
lapsed and the faith in holding money has collapsed, so that you
are in a state of flight from domestic money and open deficits for
reasons that weren't even there to begin with.

Moreover, one of the big mistakes we made in this decade was to
say, "No problem. All of these countries can pay their debt." We
knew that it wasn't true, but one of the things they did for 10
years was build up internal debt, to borrow internally to make the
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external debt payment, to the point where the banks now say,
"Well, why do you complain about the external debt? It is the in-
ternal debt burden that is so big." And what a phony line, because
the internal debt was only accumulated to pay the external debt.

So, Argentina got into a terrible internal-debt problem, and
Brazil is in a mammoth internal-debt problem, because of the proc-
ess that, instead of just printing money to pay the foreign debt,
they borrowed internally for a while.

So, what I would say to Fred is, it is not a sufficient condition to
have a hyperinflation, but it is an enormously and historically sig-
nificant stimulant to a hyperinflation. And to end a hyperinflation,
the debt burden must come off.

Now, for a while it can come off just because of the standstill.
The debt sits there, and you don't pay. And that's how Bolivia did
it. But eventually you have to get it off the books if the country is
going to have a future again.

Senator BRADLEY. Mr. Bergsten made a number of suggestions
for changes in the Brady Plan-increasing official resources; elimi-
nating this two-pot international financial institution approach;
more direct buybacks; and the need to increase official resources,
in particular related to export credits. Those are your suggestions,
Mr. Bergsten.

Mr. Tucker, do you agree with these suggestions? And could you
add any other specific recommendations for changes in the Brady
Plan? And then, Dr. Sachs.

Mr. TUCKER. Well, I have to plead a large amount of ignorance
about the Brady Plan and specific mechanisms of debt relief.

Senator BRADLEY. Fine. Do you have a more general comment?
Mr. TUCKER. Yes, just a general comment about the link to the

U.S. economy on capital flows.
We clearly have the choice, if the Japanese stop lending to us:

we can either print money and have, hyperinflation like Latin
countries often do, or we can simply immediately slash our public
deficits, go into a public surplus, to overcome the fact that we no
longer can borrow from the Japanese.

What we find, of course is that Latin American governments
have very little capacity to make those kinds of radical changes.
We may have that capacity, but we haven't been tested. And I
think that is why there is a stronger link with the Latin govern-
ments, because of the political intransigence; whereas, other coun-
tries around the world may have been able to cut their public defi-
cits quickly in response.

Senator BRADLEY. Dr. Sachs?
Dr. SACHS. I think Fred's points are useful, but I don't think they

reach the central point.
Senator BRADLEY. So you would add a fifth, or a sixth?
Dr. SACHS. Yes, comprehensiveness in the settlement.

'Senator BRADLEY. That is the point about a systemic approach re-
lated to-go ahead.

Dr. SACHS. Right, how much is needed. It should be country by
country. We shouldn't bring in, as some will, that when you say"systemic," it means somehow not case-by-case. But it means look-
ing at what the country needs, and then insisting that the settle-
ment meet that level, and then trying to impose that on an across-
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the-board basis, equal-effort basis, backed up by the notion that ar-
rears is the safety valve, in the end, if you don't reach that level of
reduction.

Senator BRADLEY. When you say "equal effort," do you mean
each bank assuming the proportionate share of reduction.

Dr. SACHS. Exactly, a proportionate reduction.
Senator BRADLEY. And you differ, in that you would not offer

new money as a part of the menu? You seem to be negative on the
menu.

Dr. SACHS. Yes. I think we see that new money is only desired by
a very small percent of the banks, but it leads to an enormous and
endless wrangling in the negotiations. And it is not appropriate, ac-
tually, to both force banks to reduce the debt and to give new
money. This has been one of the major problems in selling the
whole approach of the Brady Plan, why there is so much confusion
in Europe and Japan about it, and anger about it, in many govern-
ments.

Senator BRADLEY. Yes. So, basically, you agree with the four
points, but you would add the fifth.

Dr. SACHS. But let me add that how much official money you
need depends on how you do the negotiations. There is a real
danger.

I am not really so upset about how much official support there is
for this process, in the money side. Perhaps some more would be
useful. But I am very concerned about adding new public funds
without the pressure on the other side, because I think that will
slow the process rather than improve the process. In other words,
it is a question of how the pressure is effectively applied, not how
much official money we put in to get the agreement done.

Senator BRADLEY. Mr. Bergsten?
Mr. BERGSTEN. Actually, what Jeff is suggesting and what I sug-

gested are not that far apart. But there is one crucial. point: he
uses the word "comprehensive," not to mean it covers all countries
but, as he said, to--

Dr. SACHS. Cover all banks.
Mr. BERGSTEN [continuing]. Cover all lenders in a given country.
Of course, I am for that, too. The question is, how do you do it? I

fully agree that IMF analyses should be used more centrally in the
process. There is no difference between us on that.

The question, really, is the old one that has been debated
throughout 'this discussion over the years, namely, do you adopt
some kind of mandatory approach, or is it still a "voluntary one?"
We have to say "voluntary' in quotes because, as Jeff said in his
original comments, there is of course enormous arm twisting.

I don't think there has been that much free riding. Everything
that we have written at- my institute harangues against the free-
rider problem. There are a few people, maybe, in some cases, that
have ducked out, but I think it hasn't been quantitatively signifi-
cant. Most of the big players, one way or another, have gone along
with these programs.

So the issue is whether you think that is really adequate, recog-
nizing that it is messy and perhaps time-consuming, or whether
you and the Congress want to vote something that requires debt re-
duction-whether you want the IMF to implement, through some
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of its provisions, a mandatory system. But that would have to be
backed up by the U.S. Government, the Congress, and everybody
else involved.

How would you make it comprehensive?
Senator BRADLEY. Right.
Mr. BERGSTEN. Jeff says the new money side of it leads to enor-

mous wrangling. Well, I'm \not particularly in favor of new money,
but if different banks want to do it different ways, and some want
to provide new money, I don't object to that. Not many do. It didn't
lead to much wrangling in the Philippines case; they got a fair
dollop of new money, and it was done in a week or two. I don't see
a lot of wrangling. The wrangling was over the complicated mix of
instruments for debt reduction.

One could perhaps find more effective ways to do that; a central
director of the type you suggested in your first uestion might be
one way to do it. But short of going to some kind of literally man-
dated, legislated requirement, I don't see much practical alterna-
tive to the way it is being done now.

I did suggest more use of buybacks, which I think would have
much less wrangling.

Senator BRADLEY. Dr. Sachs, I think, thinks there is a way, short
of those things you suggested. Take your hit, and then we want to
move on.

Dr. SACHS. One can get an agreement in a week, if you don't
want very much, which is what the Philippines is all about. So, I
think, let's put that aside.

Legislation is a red herring; this is a policy decision within the
International Monetary Fund that is required. They have the au-
thority to play a more central role, if we want it. It is a choice of
our Treasury and the other treasuries that constitute the voting
majority of the International Monetary Fund.

Senator BRADLEY. And that they would do what?
Dr. SACHS. What they would do is allow professional assessments

of the depth of debt reduction, make those an explicit part of the
process, be able to tell the board that a given agreement, under the
following detailed analysis, provided, will restore the debt:service
ratios permanently to a level of so-and-so by within 2 or 3 years,
that kind of thing.

There- are ways to judge, and many indicators-the secondary
market, debt:export ratios, debt:service ratios-that provide indica-
tors of whether a country, by 1992 or 1993, will be "viable," which
is the technical term that they use. "Viable" means will be able, on
a permanent basis, to sustain its debt-service burden without emer-
gency measures like reschedulings.

So they make such analyses. They play absolutely no role in the
negotiations right now.

Senator BRADLEY. Let us say they do the analysis, and they point
out that country X should have X, Y, and Z.

Dr. SACHS. Yes.
Senator BRADLEY. Who comes to the party?
Dr. SACHS. Who comes to the party, then, I think in practice, is

that the basis of the negotiation, the starting point, when the IMF
goes into the meeting between the steering committee and the
country, and the IMF is present, it says that the governments of
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the creditor world, operating through the technical staff of the
IMF, "judged that the amount of debt reduction necessary here is
on the order of 50 percent, and we think, for this program to be
successful," and so forth," that is the amount of debt reduction
that is necessary. We think that the countries cannot afford to pay
more of the debt without deeply jeopardizing the reform program."

And, tacitly, what is meant is that if the banks do not meet that
level, there would be expected to be arrears accumulating to the
extent that the debt-reduction package doesn't work.

Now, the practical import of the arrears question is very great.
Because, with no new legislation, if the official community says,
"Look, Bolivia can't pay a penny of its debt," which they do now
say, "and we are never going to ask them to, because we don't be-
lieve they can pay a penny of i."

It changes the whole nature of Bolivia's international relations,
and in a very favorable way. They get IMF programs, they get
World Bank programs, they get Paris Club, they have all of their
official relations on good terms, and the debt is more or less just
totally put off to the side.

Eventually, if that is done, the banks will make a settlement, be-
cause it will be in their interest to clean it up, also.

Costa Rica had its arrears for 3 years, and the Costa Ricans-,will
tell you, the reason they-got a decent agreement is that the Inter-
national Monetary Fund essentially told the banks, "Look. Those
are Costa Rica's needs. We are not going to support you in the
process to put undue pressure on that country, and thereby desta-
bilize them."

So I think the process could be very much deepened without any
U.S. Senator having to vote that any specific bank brings down its
debt any specific amount. In other words, the process could be
moved in a far more systematic way, if we chose to move it that
way.

Senator BRADLEY. The fourth suggestion you made, Mr. Bergsten,
was that there has to be greater involvement with export credit in-
stitutions; and yet, you observed that the Ex-Im has recently re-
served about 25 percent of their outstanding loans. The question is,
what is the implication of that?

Mr. BERGSTEN. Well, they have reserved, as the commercial
banks have--

Dr. SACHS. You mean reduction of official export credits.
Mr. BERGSTEN. Yes. I was going to say, they have reserved

against a possible future reduction in their claims, but they have
not reduced the claims. They have not given any debt relief. They
have arrearages, just as the commercial banks have arrearages, so
now they have gotten to a position where they have to reserve
again t the possibility that those debts will never be paid. But they
have not reduced their claims; they have not offered any relief.

My point was simply that, having taken the reserving step posi-
tions them much better, as Jeff said is the case for the commercial
banks, to take that next step and offer debt relief as part of a pro-
gram.

Senator BRADLEY. So you don't see that as a problem? You don't
see that as a fact that reduces the Ex-Im's flexibility or potential
role in this?
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Mr. BERGSTEN. I think it is a very grave issue, as I mentioned in
my original comment, for a public institution as well as a private
institution to write off its claims. In the case of the Eximbank,
when they come back to you in the Congress, then, for support the
next year, I am sure the point is going to be put forward.

Senator BRADLEY. I mean, for instance, there are always sugges-
tions that we should expand Ex-Im financing for X, Y, and Z. It is
like saying, if you are on the board of directors of a bank, that you
should increase your loans to X, when you haven't managed your
existing portfolio well. That is what it basically says. It says, "You
basically have made loans that demonstrate incompetence."

Mr. BERGSTEN. Well, it may say that. It also may say that situa-
tions changed in an unforeseeable manner for the Eximbank, as
well as for the commercial banks, as well as for the IMF and the
World Bank themselves. Everybody has loans to these countries
that they made thinking they would be repaid, or at least serviced.
The world changed in the 1980's. That affects the export credit
agencies as well as private institutions.

I would not expect them to put new money into the same coun-
try where they are now writing off a loan, but I would expect them
to continue putting new credit into other countries ancd diversify
the portfolio.

Senator BRADLEY. If I can, let me shift subjects to Eastern
Europe. In the context of our discussion about Third World debt, do
you think this greater interest in Eastern Europe, in terms of the
destination of capital, is going to divert resources from Latin Amer-
ica? Are you concerned about that, Mr. Tucker?

Mr. TUCKER. I am concerned about the attention to Eastern
Europe on two levels: One is the private capital flows, but the
second level is official attention.

Turning to private capital flows, the problem with Eastern
Europe is that it very much is an economy that doesn't function.
The bureaucratic mechanisms of the state-run enterprises are
going to take some time to straighten out, and that is-going to be
even worse in the case of the Soviet Union than in parts of Eastern
Europe where they have begun to do the process already.

I think there is a lot of optimism in the business community that
there will be business opportunities immediately; but the bottom
line is, it is going to be years before American businessmen go in,
and I think the Europeans will only go in as a sense of political
attachment rather than profit motive.

Senator BRADLEY. So, you don't fear that here we have this large
area, large population, massive needs for capital? You don't believe
that a large flow to Eastern Europe will present problems for less-
developed nations?

Mr. TUCKER. I hope that they are capable of absorbing the
money, and in fact it would happen, and consequently, I would fear
for Latin America. But I am pessimistic about Eastern EUropean
economic change being quick and efficient. I think they are going
to run into many problems and that they won't be able to absorb
the capital that we have out there waiting for them.

Germany is going to have to put in a lot of money. A lot of other
people are not going to. The Japanese don't know enough about
Eastern Europe to know what to do with their money.
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On the official side, there is a different attention, though, and
that is that the U.S. foreign aid budget is extremely stretcheT right
now, and much attention has now focused upon what can we do for
Eastern Europe.

Unfortunately, the suggestions are to try to either unlock the
Arab-Israeli deadlock in our foreign aid budget, which doesn't seem
likely, or to pull money out of our development aid for Africa and
low-income countries around the world and put it in Eastern
Europe. I think that is the wrong priority choice.

The money that should go into Eastern Europe should come di-
rectly out of the peace dividend of the defense budget. The foreign
aid budget is already thinly stretched; only about $2 billion go to
low-income, needy causes; the rest of it goes to security causes or
countries with higher incomes.

Senator BRADLEY. Dr. Sachs? Mr. Bergsten?
Mr. BERGSTEN. I'll give you a twofold answer, very quickly. In

the short run, I think there will be a diversion. There will be cap.
ital flowing into Eastern Europe, both public and private, and I
think that will divert capital from other parts of the world.

However, if those investments succeed, and Eastern Europe
achieves anything like the reforms we hope, it will give a new im-
petus to world growth. It will create increasing markets, And, over
time, by generating increased growth, increased markets, and
maybe new sources of capital, it may actually help. So, I would
make a timing distinction-in the short run, yes.

.Senator BRADLEY. In what period of time?
Mr. BERGSTEN. Well, it is going to take a while, as Mr. Tucker

said. But, in these terms, if there is a lot of capital infusion, there
could be a lot of increased economic growth, which already would
start providing markets within the next couple of years. I would
not be surprised at that.

But the broader point I want to make is the following: I think
Europe as a whole, Western and Eastern, taken together, may turn
out to be the main magnet for world capital flows in the 1990's. In
the 1960's, international capital flows went largely to Europe,
when the Common Market was first created, when it had growth in
excess of 4 percent a year, when there was a lot of labor moving
into the area to push its growth rates to very high levels. They
grew faster than we, and Asia was just coming up.

In the 1970's, world capital flows went to Latin America. We
have been talking about the aftermath of that today. In the 1980's,
world capital flows came to the United States. My guess is that in
the 1990's it is going to go back to Europe, out of a combination of
the economic unification of Western Europe, the accession of East-
ern Europe, and the outbreak of peace, which reduces the one big
hangup people might have had about Europe's economic future in
the postwar period to date.

So I expect rapid economic growth, lots of investment, and of
capital moving into Europe, which is then goingto make it harder
for everybody else, ourselves included, to maintain the capital
inflow that we need. I think-that is-a change in the global macro-
economic picture that is going to have a big effect on all of us. •
I Senator BRADLEY. And have a direct effect on our own domestic
interest rate situation.
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Mr. BERGSTEN. We are beginning, already, to see that. I think it
is going to escalate in the 1990's and impact on U.S. interest rates.
In fact, neither fiscal changes nor hyperinflation are going to be
the main result in the United States. It is going to be higher inter-
est rates, constantly tighter monetary policy than we need for do-
mestic reasons, ergo slower economic growth.

Senator BRADLEY. So, we are caught between the need to expand
for domestic reasons and the need to be a little more conservative
for external reasons?

Mr. BERGSTEN. I think this may be the manner in which the
chickens of the 1980's come home to roost in the 1990's.

Senator BRADLEY. Dr. Sachs?
Dr. SACHS. Well, it is very hard to give an answer with a lot of

assurance to your question. But I actually doubt the macroeconom-
ic significance as being overwhelming. I think the region of this
120 million people is too impoverished to have an enormous macro-
economic effect. The total GNP for that area is probably the size of
a few large American cities right now, not something that is going
to be overwhelming in significance.

I suspect that any reasonable reduction of our budget deficit
would greatly overwhelm-another $20 billion of savings would
overwhelm-the macro significafice of the flows in the next couple
of years. So, I don't see that as the central issue.

On the use of the budget, though, there is a problem, and I am
worried about diverting money from very poor countries to any-
where, whether it is Eastern Europe or anywhere else. And I think
we are remiss to think that when we are already ranking 23 out of
24 of the industrial world in the share of GNP we give to foreign
assistance, that the only pot that we have is that amount of exist-
ing money.

I would stress the peace-dividend aspect. I thought President
Havel-fortunately, he said it perfectly-he said it right: the mil-
lions you send to the East will come back as billions in savings to
the West. And I cannot think of a better investment right now of
our budget funds. If we want to make the peace dividend secure,
make the reforms work, and this is the moment to do it. And it is a
time of rather urgent need.

Let me finally say, because I think it is rather striking to know,
as to the Japanese: It is not that they don't know what is going on
in Eastern Europe; it is almost exactly the opposite. I just thought
it would be interesting for you to know they are all over the place.
American business is not. They are trying to compete not only in
Czechoslovakia, Hungary, and so forth; they have made an enor-
mously determined effort and systematic effort in East Germany,
no less. So they go right to the heart of Germany and want to out-
compete with the West Germans.

Senator BRADLEY. When you say we should use the peace divl-
dend to help in Eastern Europe, what, specifically, do you suggest
we'do?

Dr. SACHS. Well, let me say, the peace dividend is on the order of
tens of billions of dollars. And I think an additional billion dollars,
if well-spent, can have a profound effect.

Senator BRADLEY. That is my point. "Well-spent" means what?
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Dr. SACHS. Well, in the context of Poland, for example, there is a
desperate, indeed urgent, need right now for technical assistance,
of management consultants and accountants, and so forth. The
Poles have called for a major source of support, and the adminis-
tration says, "No, we can't come up with $100 million right now."

Senator BRADLEY. This is essentially money to pay for U.S. ac-
countants and business consultants to go to Poland to live for a
year?

Dr. SACHS. Right now, as Poland, under this reform program,
gets into an enormous crisis, one thing that is being found is that
the firms that are producing things that could be sold in Western
Europe don't have the mechanisms to make the slight design
changes, to find the markets, to find the hook-ups, and so forth. So,
strange as ft may sound, one could have an enormous effect right
now with management advice.

Senator BRADLEY. Right. Like, for example in Poland, if you had
a lot of tractors, and all they needed was a part--

Dr. SACHS. That is the kind of thing.
Senator BRADLEY. Being aware that there is a part, and having

access to the part, and having the funds to buy it. Right?
Dr. SACHS. Senator, I sent some management consultants to

Poland a couple of weeks ago. They had never seen the likes of
such people before. When they heard that you could actually study
the Western European markets to know who to hook up with,
these firms were astounded, because these enterprises had not seen
the light of day in 4 years.

Senator BRADLEY. All right. So, other specifics? Technical exper-
tise, experts, middlemen?

Dr. SACHS. Right. That is one thing.
For other countries, we should do what we did for Poland last

year, which is to give a fund to allow for convertible currencies. We
gave $200 million, leveraged up to a billion, to help Poland start off
with a convertible currency-fundamental to the economic reform
effort.

The same thing should be .done with Hungary, the same thing
should be done with Czechoslovakia, the same thing should be done
if Bulgaria and Rumania ever get together to do this. Small
amounts of money, leveraged five times as we get multilateral par-
ticipation, could help establish these countries on a free trade
regime, which is fundamental for their future health. That is the
second area that I would recommend.

Senator BRADLEY. Would you be interested in a free trade area
with Poland?

Dr. SACHS. Poland and all of these countries should have an asso-
ciation status with the European Community, negotiated as soon as
possible, so that there is a reciprocal free trade with the rest of
Western Europe.

Poland, in a few weeks, is going to sit on the border of the Euro-
pean Community, which I guess is moving East fairly quickly right
now, and Czechoslovakia and Hungary already do. For those coun-
tries, there is nothing more fundamental to the long-term success,
nothing, than proper integration with Western Europe on a free-
trade basis.
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And the second thing that is needed is to get rid of the debt over-
hang which will cripple their future. Those two steps are the most
important steps.

The third step is emergency financial support, properly directed,
to get them through the difficult transition period.

Senator BRADLEY. What for?
Dr. SACHS. The emergency?
Senator BRADLEY. Yes.
Dr. SACHS. Balance-of-payment support for creating convertible

currencies, support for the technical assistance, which is costly but
which must come on in a large scale, not a trickle of people going
over there, but in a large scale-partly, by the way, to get Ameri-
can business involved far more than it is right now.

Senator BRADLEY. Right.
Dr. SACHS. And finally, there are needs which are very important

but collateral to the direct economics, such as support for demo-
cratic institutions.

Senator BRADLEY. We are heading toward the conclusion of this
hearing, and Iwant to try to get a couple of points through. So, if
you could try to be brief and hit your high points, I would appreci-
ate that.

Fred, do you have any response to the question that Jeff was ad-
dressing, in terms of Eastern Europe, what we need to do to get
things started in Western Europe?

Mr. BERGSTEN. No. I endorse what he said on Eastern Europe,
and I particularly endorse early association with the Common
Market and extension of trade preferences from here, to try to give
them a shot at entering world markets as fast as they can.

Senator BRADLEY. Should the United States negotiate a free
trade area with Poland?

Mr. BERGSTEN. I do not think so. I think that would divert them
from the major markets they need to address, which are those of
Western Europe, and I think it would send a wrong signal in terms
of our overall trade policy. But preferential access, yes.

Senator BRADLEY. Do you mean Most Favored Nation?
Mr. BERGSTEN. Right.
Senator BRADLEY. Now, tell me what you think a one-to-one East

German-West German mark will mean. Give me the five key
points. What will it mean to Germany? What will be the implica-
tions for Germany, internally?

Mr. BRGSTEN. One, I think in the short run it will mean quite a
lot of inflationary pressure on the German economy as a whole.

Two, given the Bundesbank's policy, that will mean considerably
higher German interest rates as a whole.

Three, because of the interdependence of global financial mar-
kets, it will mean higher interest rates here and around the world.

Four, they could avoid that if they would do it in a' somewhat
slower, more orderly way, where investment and supply-side meas-
ures increase the output capacity of East Germany before the mon-
etary overhang is permitted to descend. That is what the Bundes-
bank wants to do but what politics are going to override at the end
of the day.
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And five, since I expect Germany to be unified soon and financial
integration to be part of that, I think one through three are going
to happen.

Senator BRADLEY. And you think all of the adverse repercussions,
in terms of the interest rates, et cetera, would occur even if the
one-to-one applied to only a limited amount of German savings?

Mr. BERGSTEN. And even if they freeze the release of those, be-
cause financial intermediaries will lend against that collateral just
as they do against life insurance--

Senator BRADLEY. So, that is not a way out?
Mr. BERGSTEN [continuing]. And annuities here.
Senator BRADLEY. So, you see higher German interest rates as in-

evitable in the next year?
Mr. BERGSTEN. The answer to that is yes, even without monetary

integration with the East. Monetary integration with the East, I
think, will add to it, if they proceed pell-mell as I think they are
doing.

Senator BRADLEY. Okay.
Does anyone else on the panel want to respond to that one-on-

one?
Mr. TUCKER. There will also be significant trade shifts. East Ger-

many will suck in a lot of West German goods, which will change
West Germany's balance of trade with the rest of the world.

Senator BRADLEY. So their export surplus will drop?
Mr. TUCKER. Definitely.
Senator BRADLEY. Dr. Sachs?
Dr. SACHS. I think that the right way to think about it is, they

will sterilize a great proportion of this money exchange, and it be-
comes an addition to public debt in Germany of some tens of bil-
lions of dollars, probably. .

That will have some effects, but, again, I would doubt at this
point-although, again, no one has finished a detailed analysis-I
doubt that that will have a very strong effect throughout the
world.

I think, in other words, that the procedures will not be to just
print 100 billion deutchmarks and exchange it for 100 billion east-
marks, and have an enormous increase in the money supply. The
amount of actual money that is put in will respond to the transac-
tions needs in East Germany, and the rest will become a form of
savings bonds. Essentially, you will lean on the West German gov-
ernment. And increasing the amount of public debt in one shot, I
don't know offhand the number, maybe by 5 percentage points--

Senator BRADLEY. So, you mean there will be less German marks
for the U.S. budget deficit and more for the German?

Dr. SACHS. It will'increase their public debt. That is right.
Senator BRADLEY. Which could have the same effect.
Dr. SACHS. Which could, but, adding 5 percentage points of public

debt or 8 percentage points of public deb-t, I don t think, wil have
a-it does make monetary policy far trickier to manage, so the
chance of mistakes and problems is much greater. And I would say
that the volatility of the international markets will increase, be-
cause hitting this exactly right is pretty complicated.

Senator BRADLEY. One last question: The Germans have just re-
cently forgiven a billion dollars in a government-to-government
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loan with Poland. They have been reluctant to do anything with
the Paris Club. What does that imply? Read the tea leaves. •

Dr. SACHS. Well, Germany knows, the banks and the government
know, that Poland's debt is unpayable, and they have told the
Poles as much. They have shown the willingness to do a bit, and I
think that was a good start, what they have done. But the key is to
do something meaningful and comprehensive.

It should be done in the context of the EC, not of the--
Senator BRADLEY. But why are the Germans not going to say,

"Okay, fine; let's go to the Paris Club?"
Dr. SACHs. The Paris Club, per se-first, it is not their venue; it

is in Paris. And second, the Paris Club is bound by all sorts of pre-
cedential rules. An effort can be launched outside of the Paris
Club, and it should be launched by the European Community, not
inside the Paris Club.

So, the Germans can be pressed, I think, to take proper responsi-
bility and to find the right mechanisms.

Senator BRADLEY. You don't read into this any kind of unilatera-
lism?

Dr. SACHS. I think it was a gesture, because they know that writ-
ing down a billion deutchmarks or a billion dollars of debt doesn't
really involve cash for them, because they are not expecting the
money back. It is not unilateralism, it is the fact that the idea of
organizing a comprehensive effort is not really on anybody's politi-

cagendayet. That is the problem.
Senator BRADLEY. Mr. Bergsten?
Mr. BERGSTEN. I think there is some unilateralism in it, but I

think what is most important is that there is a combination in all
of this now, in Western Europe, of unilateralism and regionalism.
The new European Bank for Reconstruction and Development is a
very sharp slap in the face of the United States.

Senator BRADLEY. Do you mean the Mitterand Bank?
Mr. BERGSTEN. That is right. It is intended to give us a modest

role, to give us a smaller share than that of the individual major
European countries, not to mention who runs the bank. In part, it
is the chickens coming home to roost again, including our being
niggardly with the World Bank and the IMF and those resources.

So, there is a regional element to it, as well as a unilateral ele--
ment, and those redound on the United States and world relation-
hsenator BRADLEY. Let me ask you this: Okay, that has happened.

How would you trump it?
Mr. BERGSTEN. I think we need to propose a 100-percent increase

in the IMF quota, not 50 percent as our Treasury has now done.
Senator BRADLEY. But how would you trump it to achieve the po-

litical gain that you say we might have lost by allowing the French
to seize the moment?

Mr. BERGSTEN. We could recoup through the global institutions,
which are the ones where we have the most influential role, and
that are identified with us on the world political scene. That is the
way to trump it.

Senator BRADLEY. Dr. Sachs?
Dr. SACHS. I would say that the first purpose of this bank is to

clean up the finances of countries like Poland; let Europe now
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reduce 24 billion out of the 27 of Poland's debt in the context of
this bank.

Senator BRADLEY. Would you put more U.S. resources into it?
Would you reformulate it?

Dr. SACHS. I would reformulate it, to make sure that we are not
adding more debt to old debt, and to say that the mission of this
thing is to get Eastern Europe on its feet and to make sure that
Western Europe does its responsibility in that regard, and recog-
nizes, in part, that in its creditor position it has a special role to
play.

I am very concerned about putting new money into Poland with-
out solving the old debt, except for the emergency financing, which
is needed,

Senator BRADLEY. Now, this is the last question. This is purely
speculative. It is unfair, but--

Dr. SACHS. What the heck.
Senator BRADLEY. A year from now, what will the German mark

be? [Laughter.]
Mr. BERGSTEN. Against which currency?
Senator BRADLEY. Against the dollar.
Mr. BERGSTEN. A year from now I think it will be somewhere

around 1.50 to the dollar, stronger than it is now, mainly because
of a combination of higher growth in Europe, the political change,
the higher interest rates coming out of the current environment,
plus the renewed growth in our trade deficit, which I expect to see
this year. All of that will push the mark up.

What is going to be interesting is the mark-yen rate, because the
mark has risen enormously against the yen as the yen has stayed
weak against the dollar. I am looking for a catch-up rise of the yen.
But you didn't ask about that.

Senator BRADLEY. That is right, but at least it is on the record.
[Laughter.]

Let me thank all three of you very much for your willingness to
come and talk about the Brady Plan. I think your suggestions have
been very helpful. As we try to measure the progress in the next
several months, we hope there will be a greater sense of urgency.
And also for beginning our focus in the subcommittee on' the
emerging problems of debt and trade, particularly debt and capital
movements, that will flow from integration in Europe and changes
in Japanese policy.

While I have you here, let me ask you one more question, and
then I have got to go; I have people saying I have to go.

The Japanese surplus. Tell me four places you would like to see
the Japanese put their surplus, to help the United States. What,
specifically, would you like them to do with their surplus to help
the United States? Make it quick, though-dot-dot-dot.

Mr. TUCKER. Buy, buy, buy, and give to the World Bank. Put it
right into their own economy.

Senator BRADLEY. Buy what?
Mr. TUCKER. Goods from the world.
Mr. BERGSTEN. One, put it into increased public infrastructure

spending in Japan. Two-why are you looking negatively?
Senator BRADLEY. No, no. I am looking for some magic.
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Mr. BERGSTEN. That is going to increase their growth and reduce
their trade surplus.

Senator BRADLEY. Okay.
Mr. BERGSTEN. That is what we want.
Two, double the amount that they put into the Brady Plan, as

part of the augmentation of its resources I talked about.
Three, be big donors to the package Jeff just described for East-

ern Europe.
And four, keep buying Treasury bills, because if they don't, we

are in big trouble.
Senator BRADLEY. Dr. Sachs?
Dr. SACHS. Well, I would say that the world needs Japan's sav-

ings. Some portion of it should be directed toward the things we
have talked about. The rest should go to the world's capital mar-
kets. And the real answer is that we should stop drawing it here
and let the world capital market use the benefit of it.

So, I wouldn't tell them exactly where to spend it, but I would
tell them, "Keep saving," because saving is good for the world. We
ought to do more of it, ourselves.

Senator BRADLEY. Thank you all very much, and I appreciate you
fielding all of the questions.

[Whereupon, at 11:55 a.m., the hearing was concluded.]
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PREPARED STATEMENT OF C. FRED BERGSTEN

Washington, January 29-For the past few years, "Washington"-notably the
International Monetary Fund, the World Bank, and the US government-has been
urging the Latin American debtor nations to make fundamental changes in their
economic policies. A comprehensive, country-by-country analysis of the reform effort
to date is presented in The Progress of Policy Reform in Latin America, released
today by the Institute for International Economics. John Williamson, the author of
the study, concludes that the reforms are much more extensive than is generally
recognize. This provides a ray of hope for the future from a region where most of
the current economic news continues to be grim.

The reform programs in Latin America seek to emulate the macroeconomic pru-
dence, outward orientation, and domestic liberalization that were so successful In
the industrial countries during the early postwar era and more recently in the de-
veloping nations of East Asia. Latin America is in essence attempting to make the
transition from statist authoritarianism to free-market democracy that Spain and
Portugal achieved successfully in the last two decades, and that Eastern Europe is
now trying to launch.

Results of this new economic realism are still spotty. The best outcomes have been
achieved in Chile and Costa Rica: both started the reform process early, both have
undertaken very broad-ranging reforms, and both have now experienced four years
of solid economic growth. Colombia, with a very effective macroeconomic stabiliza-
tion program but rather little liberalization, also has a good record, Other countries
that have made substantial reform efforts-most notably Mexico but also Bolivia,
Jamaica, and Uruguay-have arrested their decline but still not recovered robust
growth, although the outlook in Mexico is hopeful if the debt problem is resolved
satisfactorily. In contrast, countries like Peru that have moved in the opposite direc-
tion have fared disastrously.

The main message of the study to Latin America is that the countries need to
sustain, reinforce, and complete the process of policy reform along the lines that are
already emerging. Countries like Brazil, Peru, and the Dominican Republic that
have not yet embarked on serious policy reform should initiate the process prompt-
ly. Those like Mexico, Bolivia, and Jamaica that have succeeded in stabilizing and
liberalizing need to ask whether their exchange rate is sufficiently competitive; to
seek debt reconstruction within the context of the Brady Plan; and above all to stay
the course. If they succeed in the historic task of making the transition to free-
market democracies, they will be in a far better position to address adequately the
region's appalling problems of poverty and income inequality as well as concerns
about environmental degradation.

Because policy reform takes time to produce increased growth, the process needs
external help from the industrial countries through its critical early years. Some
have called for a new "Marshall Plan," but this suggests an indiscriminate region-
wide program, which could actually reduce the incentives to adopt policy, reforms.
The need is, rather for a definitive settlement of the debt problem for countries
that implement and sustain determined reform programs. Such settlements uld
offer a visible early benefit of reform to help sustain domestic political support, as
well as encourage lagging countries to initiate reform.

The Brady Plan provides for just such a selective approach. The study offers sev-
eral suggestions for strengthening the Brady Plan: increased levels of financing,
more flexible use of IMF and World Bank funds, tax incentives to banks to partici-

(35),
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ate in debt restructuring, and the extension of debt relief on public export credits.
stabilization loans may also be needed to stop hyperinflation, and lending by the

multilateral institutions must be large enough to underwrite continued growth.
The study is based on a conference held at the Institute for International Econom-

ics in November 1989. Papers on eight Latin American countries (Argentina, Boliv-
ia, Brazil, Chile, Colombia, Mexico, Peru, and Venezuela) and two groups of small
countries (in the Caribbean and Central America) assessed the progress made in
each country in each of ten areas:

-the restoration of fiscal discipline
-reordering of public expenditure priorities away from indiscriminate subsidies,

defense, and administration and toward education, health, and infrastructure
-tax reform, to broaden the tax base and cut marginal tax rates
-financial liberalization
-establishment and maintenance of a competitive exchange rate
-trade liberalization
-removal of obstacles to foreign direct investment
-. privatization
-deregulation
-the establishment of secure property rights.
In synthesizing the findings of the country papers, Williamson examines the

extent to which a consensus seems to exist on the desirability of each of the 10 ob-
jectives. He concludes that there is very wide support for reforms needed to under-
write macroeconomic stabilization and open the economy, namely, fiscal discipline,
a competitive exchange rate, and trade liberalization. However, those bearing on re-
definition of the development model-like the reordering of public expenditure pri-
orities, financial liberalization, privatization, deregulation, and property rights-
remain more controversial.

A series of nine tables provides details of the policy steps that have been taken by
the 10 major debtor countries of the region (the eight countries listed above plus
Jamaica and Costa Rica). Table 10 (attached) summarizes those tables, giving an
overview of which countries have acted in which areas. Table II (also attached) re-
lates policy reform to subsequent economic performance in terms of restored
growth.

The proceedings of the conference that provided the background for the study will
be published by the Institute in March. A table of contents of the volume is append-
ed.

ABOUT THE AUTHOR

John Williamson, a Sehior Fellow at the Institute for International Economics
since 1981, was professor of economics at Pontificia Universidade Catolica do Rio de
Janeiro (1978-81), the University of Warwick (1970-77), the Massachusetts Institute
of Technology (1980, 1967), the University of York (1963-68), and Princeton Univer-
sity (1962-63); Advisor to the International Monetary Fund (1972-74); and Economic
Consultant to the UK Treasury (1968-70). He is the author of numerous studies on
international monetary and Third World debt issues, including Voluntary Approach.
es to Debt Relief (1988), Targets and Indicators: A Blueprint for the International
Coordination of Economic Policy (1987), Capital Flight and Third World Debt (1987),
and The Exchange Rate System (1985).
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The Institute for International Economics is a private, nonpartisan, nonprofit re-
search institution for the study and discussion of international economic policy, di-
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tute receives its funding from a large number of private foundations and corpora-
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37

T A 8 L 9 10 Latin America: summary of policy reform In the 1980s
Public

Fiscal spending Tax
Country discipline priorities reform

Bolivia ++ 4+ ++

Chile + 0 +

Peru
Argentina +
Brazil 0
Mexico + +

Colombia + +
Venezuela 0
Jamaica +
Costa Rica + +

Financial Competitive Trade Foreign
liberal- exchange liberal, direct
ization rate Ization investment

Priva. Deregu-
li alio laliili

4+ + ++ + ) ++

44 +4 4+

- 0 . . . . . 0
0

0
0
0
0

0'
+

+4

+

0'

++

0 + 0 + +*1

0 + 0 - +

0 + ++ ++ ++

+ ++ + 4 +

+ + ++ + +4

0 ++ 0 ++ + + + 4

+ + substantial reform
+ some reform (or no need to reform)
0 no significant change (or mixed changes)
- retrogression
a. More action expected shortly.
Scores: Country papers in Williamson (1990) and personal communications with authors.

T A 8 L E 1 Latin America: policy reform and economic
performance

Policy
reform Growth Stagnation Decline

Yes Chile Bolivia (1985) Trinidad and
(1974-84) Mexico (1983-88) Tobago (1987)

Costa Rica . Jamaica (1983-86)
(1983-87) Uruguay (1974-86)

Partial Colombia
(1983-84)"

- Barbados

No

Guatemala (1986)'

Brazil
Dominican Republic
Honduras

PeruNicaragua

Recent Paraguay Venezuela Argentina
El Salvador Guyana
Ecuador

Note: Years in parentheses denote period of principal reforms.
a. Major reforms in macroeconomic policy only.
Surce: See table 10 and text for rows. table 12 and text for column classiicatiot.

4

0
4

++4 +
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Latin Amsdmn Ajustmnt How Much Hl Happened?
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Allan H. Melizer
Patricio Meller

Discussion
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Chile Patricio Meller
Peru Pedro-Pablo Kuczynski
Comments Vttorio Corbo

Barbara Stallings
Richard Webb

Discussion
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Brazil Eliana Cardoso and Daniel Dantas
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Victor Urquidi
Discussion
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Enrique Iglesias

9 The Progress of Policy Reform in Latin America
John Williamson
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PREPARED STATEMENT OF SENATOR BILL BRADLEY

The purpose of this hearing is to explore the relationship between debt, develop-
ment, democracy and drugs; to review the implementation of the Brady Plan for
debt relief in its first year; to suggest possible modifications to the current debt
relief approach; and to study the applicability of the debt relief concept to Eastern
Europe.

Almost exactly a year ago, the administration recognized that debt reduction can
alleviate the debt burden that has been driving many developing countries into deep
poverty. I welcomed this decision, because Secretary Brady's speech marked a major
turn away from his predecessor's belief that the answer to too much debt was more
debt. But I felt it appropriate to wait to see how the new Brady Plan would be im-
plemented before offering more detailed opinions on the plan.

A considerable amount of effort has gone into implementing the plan over the
past year. In may, the international financial institutions and Japan agreed to pro-
vide $30-35 billion to support debt relief operations on a case by case basis. The first
beneficiary of the plan, Mexico, signed its debt relief agreement on February 4 of
this year. Costa Rica has nearly wrapped up a program to buy-back virtually all of
its commercial bank debt at about 16 cents on the dollar. The Philippines is working
on a program of new money, and Venezuela is undertaking significant reforms with
an eye to entering negotiations with the banks soon.

But even if the Mexican deal is considered adequate-and some doubt this, there
is considerable question as to whether the plan, as currently constructed, can read-
ily be applied beyond those countries I have mentioned to the fifteen other severely
indebted middle income countries. The banks, most of which have established signif-
icant reserves against their LDC debt, seem extremely reluctant to enter into new
negotiations. Major debtors, especially Brazil and Argentina, are using arrears to
obtain debt relief and are questioning whether the Brady Plan can offer them any-
thing better. The international financial institutions and the creditor governments
appear to recognize that we've hit an impasse, but have yet to suggest useful ideas
to break the log jam.

I am deeply concerned that debt fatigue has now overcome the negotiators, and
that we are in for a prolonged period of "muddling through." If so, this course can
only lead to disaster. The severely indebted middle income countries simply cannot
sustain net resource transfers to the developed world of the magnitude they suffered
last year-some $50 billion. They cannot afford to see further major declines in real
incomes. They cannot afford the hyperinflation that servicing their foreign debt so
often leads to. They cannot afford to have scarce government resources taken away
from education and health, to see increases in infant mortality rates. We cannot
afford it either this impoverishment offends our humanity, can endanger our na-
tional security, and directly affects our economic interests through reduced exports.

It is therefore essential that we ensure that the burden on these countries is re-
duced-responsibly-to a point where the countries can return to growth.

I want to emphasize that I believe strongly that the greatest single impetus to
growth in the developing world will come through access to the import markets of
the developing countries, not only the United States, but also Western Europe and
Japan. There is perhaps no more important instrument for growth than a liberal
trade regime, enforced through the multilateral regime of the general agreement on
tariffs and trade. The success of the current Uruguay Round of negotiations is es-
sential. The developing countries have a deep stake this, and they must also be will-
ing to assume the responsibility of maintaining and enhancing the GATT regime.

tut trade too is insufficient; some relief from the net outflow of resources from
these countries is essential. The World Bank believes that the burden of servicing
the debt overhang in developing countries has fallen most heavily on investment,
reducing the long term growth potential of these countries. The potential growth
lost from the seventy billion dollars that have flown from the Baker 17 to their
creditors cannot be restored, but future drains of such magnitude can-and"
should-be prevented.

Currently, the Brady Plan is the only instrument to provide this relief. The ques-
tion is-is the plan, in its current form, sufficient to this purpose? Does it ensure
that the necessary resources remain in the country? If not, what are the implica-
tions for development, for drugs, and for democracy in the heavily indebted coun-
tries? Can, or should, the plan be modified? How? Is it enough to address the burden
of commercial bank debt, or should creditor governments consider forgiving official
debt, as they have recently decided to do for the low income countries of sub-Saha-
ran Africa.
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This question of official debt reduction is particularly germane to the Eastern Eu-
ropean countries included in the World Bank's list of the severely indebted middle
income countries, namely Poland and Hungary. Poland, in particular, labors under
one of the highest debt service burdens in the world, and 70 percent of its debt is
from official sources. Hungary, on the other hand, whose per capita debt burden ex-
ceeds that of Poland, owes most of its money to commercial baits. In both cases, as
elsewhere in Eastern Europe, the people have brought about a most courageous
change, throwing off a bankrupt system that had been imposed on them. The West
needs to be able to support them, to ensure that their experiment with democracy
and met reforms succeeds. Aid alone may not be enough; we should consider also
the extent to which debt reduction can fuel these countries' growth.

I am therefore pleased to have today Messrs. Tucker, Sachs and Bersten here
today to share with the committee their thoughts on these issues. I suggest that Mr.
Tucker open the discussion, focusing on the impact of the debt crisis on LDC devel-
o et, followed by Mr. Sachs and Bergsten to discuss in more detail the implemen-
tation and possible modifications of the Brady Plan, and its applicability to Eastern
Europe.

PREPARED STATEMENT OF STUART K. TUCKER

Mr. Chairman and members of the subcommittee, thank you for inviting me here
to speak on impact of the debt overhang. The following views are my own and do
not necessarily reflect the opinions of my colleagues at the Overseas Development
Council or its Board of Directors.

When speaking of Third World development in the 1990s, clearly there is one
issue which overrides all others: the debt crisis. However, citizens in the United
States do not seem to see the issue as affecting their self-interest in the same way
that the-developing countries view it.

First, I will review the US. self-interest in resolution of the debt problem. Then, I
will point to the impact that the 1980s debt crisis will have on development in the
1990s, which constitutes a substantial humanitarian reason for action to resolve the
debt problem.

I. THE DEBT CRISIS AND THE UNITED STATES

In 1986, arguably one of the worst points in the debt crisis, a poll of American
public opinion revealed that only 7 per cent of Americans thought that debt relief
should be among the top priorities for U.S. efforts to help the poor countries in the
world. Debt relief ranked behind a dozen other policies including military bases and
promotion of U.S. investment abroad. Furthermore, 80 per cent of those polled said
that the United States should help its own economy before helping reduce the debt
burden in the Third World. The poll found only slight evidence that Americans un-
derstood the nature of U.S. economic interdependence with the Third World.' More
often than not, Americans view the domestic economy as being quite separate from
the international economy. Yet, the terms "domestic" and "international" are no
longer meaningful terms.

You would think that the oil crises of the 1970s would have taught well the lesson
of interdependence. Yet, industrial-country governments have been slow to react to
the implications of the current Third World debt crisis. The slow reaction of public
opinion and U.S. policymakers alike is due to a dim understanding of the relevance
of the debt crisis to U.S. prosperity.

The oil crises of the 1970s, mounting debt burdens, and global recession in the
1980s have precipitated a debt crisis and a dramatic drop of developing-country in-
comes.2 Though on the surface it appears that the United States has largely recov-
ered from the recession, we are facing a series of economic difficulties fostered by
the debt crisis.

U.S. prosperity has been diminished, because of our poorly performing financial
and trade relations with the troubled Third World. These debtor countries have dra-
matically cut the size of their imports from us, and increased their exports to us, in
order to earn enough currency to service their debt. The continuing crisis is a major
cause of the large U.S. trade deficits and our own rapidly growing status as a debtor
nation.3 U.S. exports to developing countries are now about $60 billion less than
they could have been in the absence of debt and recession in developing countries in
the 1980s. Over the course of the 1980-87, we lost over $330 billion of export sales.4

More to the point, due to these lost exports, we lost 1.8 million jobs-well over one-
fifth of our current level of unemployment. And to use a politicians words, these
were "good" jobs.5
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U.S. investments in developing countries have suffered as well. Profit rates for
U.S. direct investment in the Third World were cut in half during the early 1980s.6
And of course, the very stability of the world's financial system has been shaken
repeatedly by the debt crisis. Once, these very same debtor countries were the most
vibrantly growing markets for our goods and services. Now, cities and farms across
the United States are suffering income losses and unemployment, instead.

I1. DEBT AND PROSPECTS FOR DEVELOPMENT IN THE 1990S

In the Third World, knowledge of the impact of the debt crisis on living standards
is widespread, indeed unavoidable.

Curtailed Income. Whereas the per capita income of highly-indebted countries
grew by 4.0 per cent annually during 1965-80, their income fell by 1.4 per cent per
year on average through 1988. The per capita income of the 17 highly-indebted
countries in 1988 was 10 lower than in 1980. Sub-Saharan Africa's income fell by 19
per cent over the same period. Debtor-country income is now one-third less than
what it would have been in the absence of recession and debt. These countries have
lost over a decade of time in their struggle to develop. Over the course of 1980-88,
the 17 highly-indebted countries lost over $2 trillion (in constant 1986 values) in
foregone income-nearly four times the amount of their payments to creditors 7

Furthermore, the prospects for making up the lost time are bleak as well. In the
early 1990s, per capita income of debtor countries is expected to grow about 1.5 or
2.0 per cent annually, far below the 4.0 per cent-sustained throughout the 1950s,
1960s and 1970s. Even if income per capita grew at 4.5 per cent per year (0.5 per
cent faster than in the "golden years"), the income of the highly-indebted countries
would not catch up to the extension of that 1965-80 trend line (4 per cent growth
from 1980 onward) until the year 2077. This dampens development hopes for the
lifespan of the generation born in the 1980s.

Reduced Consumption. With the collapse of income, many debtor countries cut
savings and sacrificed investment in the 1980s in order to meet consumption
demand. However, consumption in the 1990s will be significantly constrained by the
impaired income growth that will result from the low investment.

Public Sector Capacity Reduced. The recession and debt crisis of the early 1980s
led to dramatic retrenchment of public spending priorities. Interest payments of
public sector debt rose from 9 per cent of Latin American government spending in

98% to 27 per cent in 1986. The orthodox policy prescriptions of the IMF kept Latin
American governments from boosting government spending as a portion of GDP
during the debt crisis. Consequently, other programs had to be cut to cover the in-
terest burden. Unfortunately, the short, sharp pain inflicted by this policy has
turned out to be not so short-lived.

Greatly complicating the problem, Latin American governments are still ham-
pered by capital flight and an inability to tax equitably or progressively.

Social Programs Pared Back. During the early 1980s, Latin American govern-
ments have responded to this reduced public sector capacity by cutting back social
spending on health, education, social security, welfare, housing, and community
amenities. Between 1980 and 1985, social spending in these areas was cut from 44
per cent of the government budget to 36 per cent. Although Latin American govern-
ments certainly were plagued by inefficiencies in the public sector, the major impact
of the social spending cuts has been a cut in investment in schools, books, health
clinics, and housing. In general, operating expenses instead of investment received
what funding existed. Therefore, the infrastructure of social programs has eroded
and will demand larger attention in the 1990s, even though the funding is not going
to increase. Thus, Latin America has a growing social debt" which Will reduce its
development potential in the 1990s and thereby increase the future costs of develop-
ment.

Trade Imperatives. The debt crisis has forced debtor countries to maintain struc-
tural merchandise trade surpluses in order to have the foreign exchange surpluses
necessary to service the debt overhang. Import compression is still the order of the
day. The import shortages in the 1980s have cut into capital expenditure, which in
turn will curtail future growth. The global trade imbalances caused by the debt
have spawned a number of North-South trade conflicts, especially over labor-inten-
sive manufacturing trade, where resides the most Third World employment poten-
tial.

Also worrisome is the advance of technological change with little technology
transfer. Many countries in-the Third World in the 1980s have either faced huge
debt problems or long-term declines in their commodity prices and therefore have
not been able to afford'to develop technological capacity. The continuing economic
stagnation gives little hope of attracting large scale foreign investment in technolo-
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gy-intensive industries. The absence of technological advance in developing coun-
tries will only make trading more difficult in future decades.

Environmental Degradation. Diminishing agricultural trading opportunity and
the long-term economic slowdown caused by the debt crisis have pushed along the
urbanization process in developing countries. Some of the world's worst environmen-
tal problems are being created in Third World urban cauldrons. Diminished govern-
mental capacity means few services reach the urban slums.

The export imperative has pushed many debtor countries into cash export crops
that are not easily grown in their climates. Furthermore, high trade and health
standard barriers exist in the buying countries. Thus, the use and abuse of pesti-
cides in debtor countries has remarkably risen in attempt to increase productivity of
agricultural goods acceptable to industrial-country markets.

The lack of cash to purchase energy has led many populations with access to
forest products to cutting down the trees and burning them for energy. These poor
populations are making the choice of sacrificing the future of the land in order to
survive in the present-and who can blame them? Few would choose otherwise.

In short, soil erosion, chemical contamination, deforestation, overcropping, and
other biosphere disruptions are natural outgrowths of the stagnant economic condi-
tions in debt countries.

Political Instability. On the one hand, many Latin American military govern-
ments have been discredited by their handling of their economies during the 1980s.
On the other hand, now the mantle of leadership is on the shoulders of democrats,
who have no more tools, and perhaps less maneuvering room, than their predeces-
sors to handle these problems. We have begun to see a wave of populists running on
anti-repayment platforms-and they are not only populist, they are popular. Politi-
cal durability ig not likely to be a feature of any Latin American leader in the
1990s.

Population Pressures Worsening. The rural poor have been known to opt for more
children when their incomes are most at risk, because the children can be used as
unpaid laborers (this is also a characteristic of some urban poor populations as
well). Thus, in subsaharan Africa, where income has fallen the most, population
growth rates have actually increased, despite international efforts to institute
family planning. During 1965-80, subsaharan African population grew at a rate of
2.7 percent per year. During the early 1980s, it grew 3.1 per cent annually. In the
1990s, it is expected to grow 3.2 per cent per year. The need for income growth,
therefore, will grow, not decrease in the 1990s. '

Narcotics Production. In a climate of economic stagnation or retreat, socially un-
acceptable behavior becomes an option whose benefits outweigh the risks. As
demand for narcotics has increased in consuming countries, and as international
interdiction efforts on trade and production increase, the price differential between
legal and illegal crop production has widened. This is being matched in developing
countries by an economically rational supply response. When legitimate economic
activity in the debt era is so unprofitable and people are being pushed to the margin
of existence, it is no wonder that Third World farmers are turning to the illegal, but
highly profitable, activity of narcotics production to make a living. Yet, the-bulk of
U.S. international anti-narcotics policy is aimed at punishing the producers. The
tools used by U.S. policy (trade barriers and production suppression) have the very
recognizable economic effect of dramatically increasing narcotics prices and causing
a surge of new entrants into illegal production.

Long-term Standards of Living. Not all development initiatives have come to a
halt during this period, infant mortality, child mortality, literacy, and life expectan-
cy figures have continued to improve in most developing countries. However, con-
tinuation of progress depends on the slow effects of long-run investments in health
and education. We have already begun to see a slight slowdown in the rate of
progress in these physical standards of living.

i1. CONCLUSION

Absolute poverty is a major problem to be addressed in the 1990s, and it has large
effects on the welfare of the U.S. economy. Managing the international system
through its financial and trade traumas may be more difficult in the period ahead.
The environment will loom ever larger over all our economic choices. Social ills
(such as narcotics trade) become pronounced during such long periods of economic
stagnation.

Even if the financial side of the debt crisis were to be resolved by the Brady Plan,
the world would have to live with its effects for some time to come. This is the
human tragedy within which all development policies in the 1990s must operate.
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For U.S. business, many profitable opportunities have gone down the drain or will
never exist, because of this tragedy. Yet, even without this direct U.S. self-interest,
the United States has substantial humanitarian reasons for action on the debt
crisis.
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COMMUNICATIONS

The Mexican Debt Acco diL_.jaepovj 1or the Brady Plan
SLOn .,'-,;,oi: of:

Shlufiqtil Lttlani

Council oil Fok'.1'.1iti U1aLtions

I. The MHxiilit Debi: Aeeord& _.. 6iIIPE iLFI'J | andompdex OestiOna

Mexico began negotiating wit)l the banks in April 1989. The

Mexican authorities estimated Lh;.,t 3 I. nv'dcd to weet an annual

financing gap of $7 billion thrcilqh th. ,|.d-19qOs. With the support

of the IMF and the World bank, tll,:ty i,.oponod to meet this gap by

reducing their interest bill to the hanks by $2.5 billion (with a 50

percent discount on their $50 b] J lion roadiu- and long-term

publio-sector loans), borrowing ne4 vioney of $2 billion or so a year

for six years, and offsetting the rmi,,liing gap by rescheduling the

principal.

Last Sunday, President Carna'J,. Salina de Gortari threw a party

in Mexico City to celebrate a debt actrnit.,it that offers nq annual

interest relief of about $1 billion, ti.m bank loans of $0.5 billion -

a year on average for the next three yoats, and 30-year principal

rescheduling of most of the old loii.:-Lortu bank loans of Mexico's

public sector. So Mexico is getting int:.r . t relief, fresh money

and principal Lescheduling. The (nly pLU#hJlM iS it is getting 40

percent of the interest relief vvO.h 20 por,-nt of the new money that

oily nine months ago the IMF and t:h," Wor3d Bank thought Mexico

neded to eliminate its debt ovOLIVng and put the economy on a path

to sustainable economic recovery.

(44)
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The agreement offers Mexico an "effective relief" of about 14

percent on its $95 billion oxtuttoisl ,ehL: the r:eduction in

principal and interest lowers the present value of Mexico's total

debt by $14.5 billion; but Mexico is u-3ig up $1.3 billion of its

own reserves to back the new bonds (the $5.8 billion additional

borrowing for collaterising tho boLd; ar, almost fully offset by an

equal increase in Mexican foreign, a sots); so the effective debt

(principal and interest) redtiction I; abroit. $13 billion -- 14

percent of its total debt. The "etl:Qctive risk-adjusted discount".

banks are ordering is not 35 peicoI. ar, we are oP.ten told, but

happens to be a bit more than 10 percent. They are giving up $14.8

billion in exchange for "credit ,-hh;.'zceri.:,t" of $7 billion for the

restructured claims. So the "effective risk-adjusted debt

reduction" is in fact $7.5 billion 10.7 percent of their $70

billion claims on Mexico.

The agreement also relieves Mr. :o of the obligation to repay

about $7 billion of principal in the year 2019. The

collateralization of' the principuL "d1i'eancs" another $35 billion.

Mexico is in effect paying now $35 million of principal due in

2019. And the banks are permit. I:, to onge irt debt/equity

conversions ($1 billion per year ov',r the next three and a half

years) -- a detsand that the moicti' imemcol.iiitors refused to even

discuss when the negotiation begmt last nay.

Since the signing of =tire ,,.o:,,,,t in principle" in July 1989

Mexico has hailed the accord as ;.i ,,jor breakthrough and resolutely

defended its creditor banks ano-it:;t Lhioso who critized them for

offering much less relief tLhan wlht M!x ico needed and wanted. what

explains this role reversal by Hoxlco? Why hns the same Mexico that

vehemently criticized its c:redil.y i),ilts ror "keeping their eyes

closed to economic reality" Ltoro. lh', ,ttly groewent, suddenly

turned around end become their lending defender even though it

received about one-third of tho relief it claimed it needed?

US Treasury Secretary Nicholas Brady also applauded the

agreement as "a major accomplishmo-,," and ascribed part of the

credit to the Brady plan. lie ,hobsrvod, "Mexico is on the move

again. Jobs are being created. Fl |Il: tapitrl is returning.
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Investor confidence is growing... In short, a new dawn is rising,,

How important a role has the A, udr iiilutive played in mexico's

improved economic performance? I: it really true that the burden of

foreign debt has been *removed rroin the shoulders of the Mexican
peop le? 1

These are the questions T ndhos Iore. I also try to look for

lessons in the Mexican experiene thnt may have relevance for the

principle and the practice of fli- iDrnry plnn. My remarks focus on

three areas: (1) the implical:ion.: of t:he debt accord for the

Mexican econowoy; (2) what tin Rli.m.1y plnn con learn from the Mexican

experience; and (3) my own thouqhtn on how the lessons from Mexico

can be used Lo strengthen the ds.bt. sbrutcgy.

II. Tb. ._AcroLd:Im2J. It: i1~:, I o," l._i.___

The accord will benefit Mexl.o ii L.won other ways. First,

Mexico no longer has to worry abotit tepaytg 85 percent of the

principal of its remaining longer term public-sector loans. Second,

almost half of these loans will bc pr:otected from interest-rate

volatility -- the vicissitudes or khc moncury-fiscal policy mix in

Washington end mood swings of the market on wall Street will be

partially prevented from causinci tncertatLty in Mexico City. The

accord's effect on Mexico's interest bill is less encouraging. Last

year, Mexico appears to have piud I:o its foreign creditors over $9

billion in interest, and in the process used up more than 25 percent

of its earnings from exports of qooda and services. The relief

resulting from the decline in intA s: rates over the past year is

likely to be equal to $1 billion int-rest; relief offered by the debt

accord. And the benefit from the Li1itg oil prices over the same

period" (despite declining oil. expo. volme) will likely approach

three times the Brady interest relief. Thus with markets more

generous than the debt accord, Moxico'a intErest bill this year is

likely to be around $8.0 billion and the interest/export ratio may

I ODebt-Cutting Pact Signed i t0.ic:'," 3,leW_.hif(Itpot ,
February 5, 1990# p. Al, AJ6.
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drop to as low as 20 percent. But even t.han Mexico will still-

remain a Oseverely indebted mi.ddie-i.itcamwl country" (SIMIC) in terms

of the World Rank's interest/xotL, ratio cLritOt.

One thus cannot help feel sonoi.hat bewildered that President

Salinas end the international C invni;al community are celebrating a

debt accord that will do no more that help move Mexico from being "a

severely indebted country" to a lo*.-; "tvrvorely indebted country."

it seems that Angel Gurria, Mexicol'n finance undersecretary was

greatly exaggerating the news of th,;, ,3,.,a:h of debt when he declared

on Sunday that, "We are beginniziq Hit," priod of life after

debt. 2 It is also difficult to ttd(1' ,Hn,. why Maxico's 1987-U8

average interest bill of $8.5 b. IJ i0 as seen as stifling

Investment and growth, while Intorost. paviments of $8 billion in 1990

are being viewed as no threat to s.l:;ained economic recovery. It is

hard to believe that a sum of ha- f a.b-i II ion dollars has the power

to make or break Mexico.

The key to demystifying thos n11PArcnt: puzzles is to recognize

that the linkage between the itacroncoionic burden of servicing the

debt' and ecoihomic growth is mul mo, complor. than what politicians

make it out to be: while tinkoriiv1 imiith tile interest bill alone is

unlikely to exert measurable ill.iu','n:'f om this linkage, modest debt

relief in the context of sound economic policies, credible political

leadership# various internal (01 ticm;'hO) aMid ext:er8nal (Oil price)

shocks, and sheer luck can have a mu-h more profound impact on the

interrelationShip between debt and .,ot-Ah. ',his view -- and not a

mechanical relationship between i.nte',i;t pnyents and economic

growth -- is consistent with h1he I .,Cl |-:himll 111(3 '.n-%r (L984) Mexico

paid the largest interest bill ($1.1.1 billion) was also the year

when it experienced the highest pIr ,npit.u Income growth (1.4

percent). By contrast, per capita income dropped a whopping 6

percent in 1986 as Mexico's inicr,,t bill -elmrank to $8.4 billion.

so while the direct financial blonIAL-t from the debt accord are

rather modest; with sound economic wilicim'.: in place, a credible

national leadership can extract: "uch iudir ct psychological and

political gains frost the very tauc. I.lhnll a doubt agreement has been

reached. That is precisely what Pronidenlt Salinas and his cabinet
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are doing, and they are doing it skillfully and successfully.

Bluntly put, having failed to achieve what the Mexican authorities

-needed to eliminate the debt over hanq, they are putting their mouth

where there is no money.

This strategy seems to be working varl:ly because God and

markets have recently been unusually- kind to Mexico. Lost year, per

capita income grew almost one percent nfLor stagnating and declining

for four years in a row. A sharp rise in oil prices gave President

Salinas a lucky break. The extrnordliturily high real interest rates

brought some flight capital home, and the combined package of

deregulation, special incentives ,.'iid u-Iqre.ivo campaigns to attract

investors brought in foreign investment, although not at any greater

stzale than in.l1988. Mexico mnna'tI Fo iii A -.sill trado deficit and

experienced a net Inward transfer of resources for the first time

since 1981, resulting in an incrcnso in foreign exchange reserves.

And all this was accomplished without any new money from the banks.

Despite high real interest rates, rrxico also saw a continuation of

the investment boom that began in 1988, and industrial production

rose about 6 percent last year.

Finally, CPI inflation fell ftirher: 1.989 began with Inflation

of 35 percent and ended with to 20 2) nconl. tate. Tie Pact for

Economic Solidarity (PECE) -- a social contract between labor.

business and government -- har piryrni to critical role in the

authorities' success in gradually brain ing inflation down from the

peak of nearly 180 percent reached it Oaily 1988 and its

daily-devaluation policy has kept th'e peso from becoming

increasingly overvalued.

Thus Mexico's good economic p.r !min.'.ico reflects the combined

effect of improveid policies, a Himel.tr imrkt and a gentler nature,

and not so much tile impact of Lit, Dray l plan. Tihe US Treasury, the

Mexican authorities, the banks and som analysts have given much of

the credit for several positive developitents to the July 1969

announcement of the debt accord, Not: the facts show otherwise. For

example, the data do not support the concerted claim that the July

announcement led to a confidenc0-dLivnl capital repatriation to

Mexlco: out of the estimated $2.5 to 3 billion-net return of flight

capital, extremely high real In v.tcSI: rAtes brought back $2 billion
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of speculative and short-term morey before the July announcements

thereafter, Lhe rate of ref.low I,, fuct: :Lowed down as declining rol

interest rates apparently more than offset positive confidence

effects.

The claim that a sharp rise in confidence from the July

announcement led to over 20 percentage points decline in real

Interest rates saving the government $8 to $12 billion in interest

payments on its massive and groo'intl internal debt is exaggerated and

misleading.3 To begin with, the invisible hand of confidence was

not the only factor driving the Treunhiry bill rate down, the visible

hand of the Mexican central bankt ai nlo played a role through

intervention in the.bill marker. Second, if the debt accord be

given the credit for lowering real intov:est rates through boosting

confidence, then economic logic #:.qtirel; that the delay in

announcing a debt reduction plat, until Harch 1989, and the failure

to reach an accord until July ho. blaitf.i for rising rates since the

end of 1988. Thus one can arque that whi In the debt accord may have

offset 20 percentage points of the 40 odd point rise in real

interest rates, a larger relief pzvlte € would have led to greater

declines in the rate, and the fact thet real interest rates still

remain extra-ordinary should be n,-trilied ot least partly to the

remaining debt overhang.

Finally, a similar reasoning should lead one to conclude that

if the debt accord is now saving the Mexican government $8 to $10

billion in interest on its intotr,i-l ,hbt, then a great part of the

internal debt, and of interest papiymite that the Mexican government

is making on this dobt should also lit! acr .lbcd to the failure to

adopt a strategy of debt reduction atid to reach a debt reduction

agreement a few years earlier.

Mexico expects to grow about 4 percent this year, and the 
debt "

accord Should help, especially ane a cotioidetuce-booster to add tdh8

momentum of economic recovery. But ith an interest bill o(iw$8 1O deb

billion (nearly 4 perce nt of GNP) (o .:'vic. tho beha4o02"°no adneo

nonbank capital flows uncertain, alta economic redoqj s iEbzu

,iJ Onitmon e ew aev~eamed.1

3 .illia, R. Rhodes, remarks aI til" Ful ,
end Ilosiness cooperation Ltc,'" I iniis Amutlca and Japan, HagoY&O

-Japan, Novembeor 13, 1989. vil 29128 Iol ou 85W asel

.ysu05L Id 1s1ob ed no
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fragile, the economy remains highly vulei'aablo. The dobt accord ba

given Mexico little cushion for absorbing any adverse internal (e.g.

another earthquake) or external (e.g. a decline in oil price or a US

recession) shock, and any major policy error. With little room for

mishaps or Mistakes, President Sulinus will have to walk a tight

rope. If all goes well this year, the economic recovery may take

hold and begin a virtuous cycle of iuveshinent, growth and confidence.

With per capita income still. at Hit level of the late 1970s,

and economic and social XinfrastLuLtuFU Ii, shaimbles, Mexico has a lot

of catching up to do over the mdldum t:erw,. President Salinas and

his colleagues seem determined to pil 'oxice back on the path of

sustained growth and development; it is disappointing that the Brady

plan missed the opportunity to ,iial'.:o tlhu, tusk a bit easier.

III. Lnaaonl CI for_the .ady r)n

Mexico's experience with debt t.,tructuring offers a number of

lessons for restructuring the Olrly 11 u il.-oslt. I will highllight a

few of them in the context of addressing several myths that have

plagued the Brody plan from day orno, a.id ,.%1ow no signs of going away.
Myth 1: Thg_, Br.y _Vpa's PLa -,,, .:,Oil tle-lol- -. .&!.v .t~on wii1l discozraoe

banks fro Llin lpxi e I n:o Ih,- 1:0 hlr ..gpie~s...bt.i_
deprivi jgthem- o.tkqhneded.. r-o;he r arowfh
and daveloment 

-

This rgin..... wrong oi two counil.!. Pi.trtl:, A major forco

behind replacir , 9-e Baker plan (which e couraged the banks to

provide fresh lu... ith the Bratty ;:,lan was precisely the fact the

banks had already bopped providing . ,Ow loans to the debtors. It is

the failure of "force,. lending," .Hial. roiced Washinoton to

reluctantly embrac' -a-.j.nLary debt reduction," not the other way

around. In 1986, notb.,; slio'; of 3 tha,:' , of default from, Mexico

and persistent. arm-twist. ,q:iUJ to qet the banks to go back

to the table for-negotiatig .: mtoney package for "the model

debtor" when Mexico's debt w" -el!inq in the secondary market at 55

cent On the dollar. It WOU l'lWvO bWOn almost impossible to

pUrtuade the baks to cough tit !1- -.... jney in 1989 when they

themselves were coming up with l o . debt teductiOn (e.g. the

Nex~lco-1orgsn scheme), 04d the seoondtoty tizarket pfiCe of Mexican

loans was heading south after Itv ,,g ,l - .d y dropped below 40 cents

.on the dollar bjy Janult
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Second, during the 1970s, commo,;.,cal banks wora not providing

resources to today's debtor countrip:' Lo" meeting their needs of

austsnal_2gliejwi-a1lk; they weo.r ri;.,tic;q the countries,

unsustainable budget and balance-of' -;aysuents deficits. Too much new

money from the money-making banks Lo tiw adjusttuent-averse countries

is what largely caused the debt problems in the first place. After

the nervous banks precipitated Lhe v i;it s by suddenly pul Hug out&

they stopped financing the twin detiuits of the debtors. Then the

tables turned, and it was the-dlehl.orf; I.v.)L I.gCjflr to provide

resources to the banks for suppoztiq their profits. For example,

with all the "new money" from I.hn havik., M i .o alone transferred to

them nea t sum of over $40 billion during 1982-89 as debt service

for its lona-tWezm loans.

Thus it is sheer nonsense to aiment that "no new money" from

the banks is going to hurt the develuemet prospectS for the

countries. The little new money that banks involuntarily provided

to the big debtors since 1982 camt,: riqht hack to them as it helped

ensure an uninterrupted flow of money from the debtors. Indeed, the

economic logic (but not necessarily 1A*1hityton's policy motivation)

behind debt reduction has always b'ir to stop this "Ponzi scheme" of

new money refinancing interest poy Arsi, ard to partially disengage

the banks from depriving the debtors (,:om much-needed resources to

finance growth und development:. Th-r. viol rrijote suspect of the Moxican

agreement is thus not that Mexico cWo. JittIe new money from the

banks; rather, it is that Mexico .zcc 'tkedcu only modestly in

preventing the banks from siphoniitj , lf t.s home-grown savings over

the next three decades for the mot-"y it borrowed ovor one decade,

much of which had already been wanr.od or had returned to the same

banks as deposits.

Another iyth that seems to be wd(cly shared by the bankers, the

debtOrs and the international off ,.i:. I .ommunity alike concerns the

linkage between the size of avall.obie official resources and the

extent of debt reduction.
Teeae m Lv n noty A.CiiL resources to sumoort..

m fffcaonh debt- reduction.

one recent articulation of this syth comes from the World Bank,

"The announcement of the new nlral..gy lod to hiclit expectations...
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Amounts of debt and debt service rej-ttion attainable under the new

strategy, however, ndght fall shoL: oE t:hese cxpectations,

especially since funds to support dobt reductLion are limited.

.,.$30 billion to $35 billion iii offic'ijl re.tources could lead to- an

average reduction in annual contractual debt service over the period

1990-93 of approximately $6 biLlinn. 4

This line of reasoning starts ftom a flawed premise, and thus

gets the arIthmotic wrong. Comu, s,"so., says that the deper the

discount, the smaller the amount oE the remaining debt, and thus the

lower is the need for official r:solil,.'t: lor €ollaterizing it. That

is, a smaller amount of official resources can support a deeper debt

reduction. By the same token, Mhallow discounts will require large

amounts of collateral to bring a lnrgc. stock of debt under a debt

reduction program. By now it shotild ho. cl-ar what the real source

of concern is pijt the lack of taXPOiVOLS' Uttoney to support adequate

debt reduction (to collaterize debits wih tlpp discounts); the

concern is over the lack of money to support *_d eiqo debt

reduction (to collateralize debt; wit:i nhal. lw discounts).

This iplicit rejection o L:li .ptiort of adequate debt

reduction (deep discount) compound.t1.. t1h noed for official resources

in another way. As the IMY, the World Bank and the major creditor

governments refuse to be guided by th,., principle of adequate debt

reduction, they remain unsure that the restructured debts will be

fully serviceable, and hence ,make tme prudential assumption that

there is a high probability that the country will default even on

its reduced stock of bank debts. Thi.s in turn leads to the

insistence that the principal of tle restr'uctured debts as well as

interest payments over a one to two ye;r period will have to be

fully collateralized.

It seems odd that the same off icials that insisted before the

announcement of the Brady plan that the middle-income debtors with

goor nolicies can fully service t;hltir deht:s and thus need njo_.debt

telige, now in effect assume with equal conviction that countries

pursuing sound policies and debt:- . i, -_1 will likely fail to fully

service their remaining debts. Thus they put up the taxpayer's

4 The World Batk, 101?! ., , l.(h'J:.QL: ll3J_ BkL.P
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money to support debt reduction that they publicly claim as

adequate: but at the same time, the principle they follow to

collaterize the restructured debt: l,1ply that they do not really

believe the debt reduction is adequate. This schizophrenia results

from the unspoken dismissal of the notion of deep discount which in

turn reflects the absensa of ecouomi ct , in determining what

constitutes "adequate debt reduction."

The Mexican experience vividly illustrates these conundrums and

contradictions. To see that, iIIOCJi.. fIUr. a inoient an alternative

strategy resulting in a somewhat diff,.ient debt accord. To begin

with, the JMI. and Lhe World H;,lk iiit;,ff in cursultaitLion with the

debtor country -- prepares an %qt_.uat.e or adequate debt reduction.

Debt reduction is considered ad eqlaI. if it is sufficient enough to

meet at least .khree conditions simiultaneously: recovery of growth

and Investment to 0high-employnifl." n. stustainnble levels; the full

serviceability of the restructured debts; and complete elimination

of the need for new money from Iho. n Iuiorcial banks for the sole

purpose of making interest peymerits.

As part of the exercise or o':l.-d.:imi the "financing gap," the

staff of both institutions can com, up with an estimate of "debt

servicing capacity gap," from wil .h l.i',,y ,can drive an estimate of

"adequate debt reduction." Needbrs' to say, calculations of this

nature will be highly sensitive, Lo v.,ii ott. uststimptions as most such

estimates are, and can only be approximate. But even then they will

provide the most effective basic; for negotiations between the debtor

nations and the banks.

Now suppose the estimate for adg qtial.e debt reduction for Mexico

turns out to be annual interest relief of about $3 billion, implying

a 65 percent discount on Mexico's lori.q-..rm public-sector debts to

the banks. This level of discolthil. is 0ot as outrageous as it

seems: it can bring Mexico's iIl. ./e'.,oiL. ratio dowH to 15

percent -- a criterion that trunsfOL:I; M14.xico from a seve

tndebd country to a mdeuatnoy Iuded country in terms of the

World Bank definition. And it is coyisiteiut with the

mgrket-orientation of the Brady pl..n: mexicau loans were selling at

a 65 percent discount in the secondary market before Secretary Brady

promised official resources to sutipporl. IcLbt reduction in March of

last year.
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Suppose also that Mexico's $48 billion long-term public sector

debts owed to the banks is converted to ten to fifteen-year bonds

with interest rate fixld below the market rate in such a way that

the present value of these bonds is $16.8 billion (35 percent of $48
billion). Since the required debt reduction is estimated to ensure

that the remaining debts are fully serviceable, a 9&l

collatgerization will now simply represent inefficient use of

resources. The concept of a guarantee fund is more suitable in this

case. While the major creditor -oveinments can guarantee the new

bonds simply with their mouth, Rrudence requires setting up a

guarantee fund with partial capitalization. For example, one can

assume the probability of default is 10 percent and establish a

guarantee fund with $1.7 billion. Or, one can be more conservative

and have a 20 percent capitalization with $3.5 billion.

The banks absorb a large loss, but unlike in the current

accord, they receive a fJ= guarantee on the restructured debts, and

they are spared from facing the *voluntary.option" of new money.

Mexic is clearly much better off -- it is able to devote more

resources to its development needs, and it does not need to borrow

again from the banks to refinance part of its interest bill. And

all this is accomplished with $3.5 billion of official resources -

half of what is now being used to collateralize Mexico's new bonds.

According to the World Bank, nineteen severely indebted

middle-income countries (SIMICs) and twenty-seven severely indebted

low-income countries (SILICs) owe about $220 billion long-term

public-sector debts to the commercial banks. If adequate debt

reduction for these forty-six countries calls for an average

discount of 50 percent, a fund with a 20 percent capitalization can

offer fu1l aDp to the bank; and $25 billion of official

resources can finance this operation. That is much less than $30 to

$35 billion available now which alwo-:L everyone seems to consider

highly inadequate.

The I"M is restricted by it-; ehJ|rter i:om using its resources

to directly providing guarantee, And considerations of financial

Integrity and credit rating conutilr, the World Bank from taking

this burden alone. But if the priicivie of defy discount in

erchange for full guar&antee -- %uppoiLLd by a partially capitalized
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guarantee fund -- is accepted, there are practical and politically

feasible ways of establishing such a Iini. For example, one option

is modest new appropriations from, the major creditor governments

disbursed over a five-year period wil.h J.apan playing a more

significant role. Another option is an innovative use of the

newly-established Multilateral Invostmaent Guarantee Agency (MIGA)

with financial support coming from gradual sale of a portion of the

TPF's gold holdings.

The underlying premises of the .4?cond myth have also led to a

confused conviction whigh has groal:y complicated the Mexican

negotiations, and are likely to djo LIo, siao in future negotiations.

Confusion: Pnks must Provi..x io tjUgvasdebt reduction cannot
gossiblZ meet tI asdebtQr' -financi.jj.eds.

With the possibility of deep diincount ruled out, the debt

managers see little relief coming Frui dnht reduction, and hence

follows the official guidance of cottibininq debt reduction with new

money. Most honkers reject this -Iorl:n:ion on the part of

they are going to write down some of their bad loans to a country

with one hand, and then turn around and extend good loans with the

other. Many European bankers refuse to provide new loans to the

troubled debtors because they are required to set aside additional

loan-loss reserves for any new money they provide-to the debtor

countries.

Once .again, the-failure to clearly define the concept of

adequate debt reduction drives the official debt managers to coax

the bankers to pursue bad banking practices. With adequate debt

reduction, the debtor country should not need any new money from the

banks. More critically, it is highly irresponsible to pressure

banks to continue to do what created the debt problems in the first

place. The main goal of a new debt strategy should be to revive

growth in the debtor countries by cutting their debt service burden

substantially, and not to encourage large-scale bank lending to the

developing countries for financing their balance of payments

4eficits.

As steps are taken to resolve the current crisis, efforts

should be made to Xeturn development finance to the traditional
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division of labor. Banks shOuld limit themselves to trade credit,

interbank loans and low-riok project finatcej the IMF should finance

temporary balance-of-payments deficits; and the World Bank and the

other regional development banks should provide various types of

development (project, and sectoral and structural adjustment)

finance.

Finally, the failure to apply the priniciple of adequate debt

reduction also oreatos a confused concern over the use of official

resources to support debt reduction:

C-anfusiQo 2: IhIE iofe of Q t0 !WpQtdebt
reduction_ mjt l nvf-r rink urom 1.1)0 ,'Iva!... the public seckor.

Former Treasury Secretary ,.Ia"s Btaker -- architect of the

failed Baker plan -- used to attack the notion of official support

for debt relief with the argumuit th;i., it will only transfer private

risk to the public sectors. Now some Amuericans and many Europeans

use Secretary Baker's argument to criticize the Brady plan.

Such criticism is both misleaivng and misguided. To begin

with, the debt strategy has been -taii.:ff.rri,,g risk to the public

sector from day one of the crisis by having the Bretton'Woods

institutions pull in as the panic st; ckcu private banks have been

pulling out with the default risk of the Third world loans rising.

The strategy of giving the banks the brenl:hing time and keeping the

they are going to write down some ot their bad loans to a country

offer full u uaranten to the banks; auid $25 billion of official

resources can finance this operation. That is much less than $30 to

$35 billion available now which uliuost everyone seems to consider

highly inadequate.

The IMF is restricted by its chirl.er from using its resources

to Gig tely providing gusstll., n.. corumlilhocablona OE financial

resources to support .adequate debt tiwt:leou can actually redua .the

risk associated with LDC loans, and L:hls will upgrade the quality of

the loan portfolio of the Bretton Woocds twins. Needless to say, if

official resources are used to suppott 1n1adeaute debt reduction,

then that will not reduce the systotlic risk, and instead only

perpetuate the process of the risk transfer with the private banks

upgrading the quality of their 1entre. go once again whether the use
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of official funds to support debt reduction will reduce the risk of

the public sec.or or transfer ridditioul risk from the private

sector will critically depend on w)ethar debt reduction is adequate

or not.

Needless to say, to protect tfieir financial integrity, it would

be in the self-interest of the nretLt:on Woodi institutions to ensure

that the banks provide deep discount to the debtor country. Also,

banks should expect full guaratiLon onty if they are willing to

provide adequate relief. In fact, the carrot of full guarantee

should be used to induce the bank; to offer deep discounts. Having

contaminated their own portfolio to help the banks to collect

interest from the debtors over the luat seven years through

stepped-up balance of payments loins, the Bretton Woods institutions

should by now have all the incentive to tpgrade the quality of their

loans by making sure that they do not support debt accords where the

extent of debt reduction is not Udoc;itOe u-nough.

IV. Refolulsilg the Brady Plait

The guidelines for reforming the Brady plan follow from the

review of the myth. on the Brady l lan nd lessons from the Mexican

accord. The key concept that should lay the foundation for this

reform Is thiat of, atLeiLt.ktrlW t. WiIth deep (adequate)

discount on the old debts in exch..qe for full guarantee on the new

bonds, the conttadiction of combidilti drl; reduction and new money;

the frustration over the apparent sho a.tie of official collateral

funds and the fear of transfer of rioi f'.,, the private to the

public sector can all be resolved sizultaneously.

Four itnovl.ions can achier|:: Ihi:i. qosil. Firint, the Brady plan

needs an impartial debt mediator uho:::. ,naudate will be to devote

full attention to help resolve thi,: e,.bt problem. The mediator will

also act as an honest broker in un'otittions between the debtor and

the batiks uorid If viocessary, will ,"mle;, iii OorCd mediation' to

break logjams. This will be a massive improvement over the current

practice or maintaining the fick ii oft u hutids-ofr approach to the

so-called Nvoluntary negotiations," and yet engage in much-resented

arm-twisting on an ad h= basis. A Debt Restructuring Advisory

Committee (DRAC) can be set up for this purpose. Committee members
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can be chosen from maJor Credi Lor goverTimILt-S, 4he IMF, the World

Bank, the 'regional development baeks, and independent

nongovernmental experts from tile 'riid No..ld. It can draw on Staff

resources of the member multi lal'~tal init.i:tions.

Second, the coinmittee will Ig t-c:,! on an official estimate of

adequate debt reduction for the n(r(ofLotiicj country. The estimate

will form the busi for barganriji.

Third, the banks should not h n nhle to choose between debt

reduction and new money. As a group they will first agree on the

total amount of debt reduction, and ten share it on a pE rjta

basis. They en.t choose betwocur piiiJur'il,t vdction and interest

reduction, but there should be s,:,,,- itcwti.ives to Oncourage them to

opt for .interest relief. The barits eotn be induced to accept these

negotiating rules by making guaranLees for restructuring debt

contingent on it.

Finally, the current cumbersome and costly procedure oE full

collaterizatLion of the principal rnd partial support for interest

payments should be replaced by a partially capitalized guarantee

fund. This will greatly simplify the tisotirce allocation process,

exempt the debtors from borrowing the collateral, and most

Importantly, encourage deep debt reductions. The provision of full

guarantee is preferable to the option of linking the extent of

guarantee to the degree of discont., because partial guarantee will

encourage inadequate debt reduction, thus recreating some of the

short-comings or the current approach. The offer of full guarantee

alpO requires that the maturity of tho new bonds is relatively short

but long enough to permit the debtor to return to creditworthiness

-- t en to fifteen years. The short maturity will greatly reduce the

risk of future default ariaing from a dramatic adverse change in the

government, political upheavals or wars.

These four improvements in the operational and bargaining

structure of the Brady initiative enin greatly enhance its

effectiveness and etficiency. it took nine months to cut by

one-tenth the interest burden of flexico, the model debtor. A,

strengthened and rejuvenated Bra:ty plan should be able to do much

better, much more quickly for the fort;y-five odd Countties that Ore

still waiting to become Drady-o l'Oqbl,.
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