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THE WITTEVE EN FAC ILIT Y AND TH E OPEC F INAN CIAL  
SURP LUSES

A  WED NE SD AY , SE PT EM BE R 21, 1977

U nit ed  S ta tes S en ate ,
S ub co mmit te e on  F or eig n E co no mic P olicy

of  t ii e  C om m it te e on  F oreig n R el ati ons,
Washington^ D.C .

Th e subcommit tee  met , pur su an t to  notice , at  9 :40 a.m. , in room  4221, 
Di rksen Senate Office Bu ild ing,  Ho n. F ra nk  Ch urc h (cha irm an  of 
the s ubcommit tee)  pre sid ing .

P re se nt: Sena tor s Church , Clar k, Sarba nes, and  Ja vi ts .
Als o pr esen t: Mr . No rv ill  Jones, chief  of  sta ff;  and Je rome Le vin­

son, chie f counsel.

OPENING STATEMENT BY SENATOR CHURCH

Se na tor C h u r c h . Th e hea rin g will p lease come to  order.
Th is is the fir st of  5 d ays of  scheduled he ar ings  by the sub com mit­

tee wi th respec t t o the ad min is tra tio n’s proposal fo r au thor izat ion fo r 
the U ni ted S ta tes to  pa rti cipa te  in th e sup ple men tar y fin anc ing  faci lit y 
of  th e In te rn at io na l Moneta ry Fu nd , t he  so-cal led Witte veen F ac ili ty .

The t ot al  a mo un t of ad di tio na l r esources to be provid ed by th e IM F 
amounts  to  ap prox im ate ly  $10 bill ion . Th e ad min ist ra tio n pro poses 
th at t he  U ni ted State s co ntr ibute  $1.7 b illi on  to  th is  fac ili ty.

But  wha t is a t i ssue in  these h ea rin gs  is n ot  merely  the au thor izat ion 
fo r an ad di tio na l U.S. contr ibuti on  to a wo rth y mul til ater al  lend ing 
organiz ation . W ha t is a t issue  is  w he the r t he  developed  co untrie s h ave  
a coh erent st ra tegy  fo r deali ng  w ith  w ha t I  conside r to be po tent ia lly  
the most ser ious in te rn at iona l economic cri sis  since the 1930’s:  the 
burgeonin g sp iral  of  oil prices  and mou nt ing in tern at iona l defic its— 

t debt of  a magni tude  we could n ot  even imag ine  5 years  ago.
The Witteveen faci lit y,  as I  un de rst an d it,  is des igned to disburse  

ove r 3 years.  Th e fund am en tal  que stio n th a t I  thi nk  we have to  a sk is 
* ' wi ll th is  prog ram contr ibute  to  br inging  the in te rn at iona l economy

into a stable  equil ibr ium  3 years  fro m now.  or  wil l we t he n find  ou r­
selves even furthe r engulf ed  in th e de bt t ra p  ?

Un de r the bes t of  circ umstan ces , so lon g as th e O PEC car tel con­
tinues t o manda te t he  oil pric e, we can look fo rw ard t o cont inuing  su r­
plu s fund s accumu lat ing  in  the accoun ts of  a few  o il-pro ducin g gov­
ern me nts  at  the ra te  of  $40 bil lion a year,  neces sitating  in te rn at iona l 
defic it fin anc ing  of p erh ap s $70 bil lio n per  year .

Th is assum es sta bi lit y of  oil prices  in  real  terms , plu s ad justm en t 
policies  on the part  of  defic it countrie s am ounti ng  to  st ring en t eco- 
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nomic austerity, and  a steady noninflat ionary real growth in  the indus­triali zed world—assumptions th at I thin k we have little reason to  be­
lieve, on the basis of experience, will hold.

Yet, if  we are to believe the adm inistration’s own forecasts, the pres­ent surplus of crude oil—the oil glut—is a temporary phenomenon which will give way to severe shortages in the  early  1980’s, just a t the time the Witteveen Fac ility  has run  out. At the same time, i t is pro ­
posed we sell Ir an  A WAC’s costing an additional $1.2 billion, added on to the already colossal milit ary sales program mounted there since the oil price rise of 1973. Thus, while the oil g lut may help to mitigate fur the r oil price rises in real te rms over the next 3 years, Ir an,  which was the major  price hawk in 1973, will be chafing at the bi t by the early 1980’s to make up for the relative pause in oil revenues du ring  the oil glu t years.

Thus, the Witteveen Fac ility, and the associated private lending, will get us to  the point where, under the best of circumstances, the inte rna­tional financial system will be staggering under $220 billion of addi­tional indebtedness, where, according to  an American Express study, 
oil-deficit-developing countries will be using 50 cents out of every new dolla r borrowed to amortize old d ebt; and, where the  OPEC cartel re­mains in place, in as strong a position to increase prices as in 1973.

Where is the coherence in this policy ?
The situation reminds me on an interna tional  scale of the p ligh t of  New York City. Everyone was on notice th at debt was mounting be­yond the capacity of the  city to sustain it. But no one, neither the  polit­ical nor the financial leadership  of the city, could get off the tread­mill. They just went on piling debts upon debts, hoping tha t some how, some way, something w’ould come along to bail them out.
I am frank to say th at I fear tha t we are on the same treadmill at the internationa l financial level, but with  much more perilous conse­quences, not only fo r the world economy, but for political  democracy itself. The fundamental question we have to ask ourselves is whether we want to go on with  a policy of a patch  here and a patch  there w ith­out any clear conception of how we are to break the Gordian knot of OPEC, deficits, and debt, debt, and more debt.
Our hearing this morning  will primarily  address the issue of the OPE C surpluses, their magnitudes, effect upon the financial markets, and the adequacy of the OPEC surplus states’ contribu tion to the Witteveen Facility  with  respect to th e problem i t seeks to address.
We will start our hearing this morning with the first witness, Mr. Eugene Sherman, who is vice president of Merrill , Lynch Government Securities.
But before calling upon Mr. Sherman I  will first defer to Senator Javi ts.
Senator J avits. Thank you, Mr. Chairman.

STATEMENT OF SENATOR JAVITS
Mr. Chairman, normally  I would not make any statement at all. 

But I am appalled at the seeming lack of interes t at what is to me likely to be the principal crisis of our time.



I have just  returned from a meeting of the North Atlant ic Assembly 
over the weekend. In  fact, I got back only last night.

When I  w’as there , in discussing the mat ter with our colleagues on 
the various committees, I  sta ted t ha t I  was not nearly as much a fraid 
of war as I  was afra id of economic collapse. There  was not only com­
plete silence, which always indicates a very important point with 
parliamenta ry colleagues, but there was an enormous amount of ap­
probation that this  was the issue. They see it, but  we apparently  don’t.

Now this is ghastly, and it  is gettin g very much worse.
I apprecia te the Chair’s very informed and sophisticated analysis 

of the issue. I t is worsened by the fact  tha t the United States is 
litera lly becoming the obligated middleman, to wit, tha t we are receiv­
ing a g reat  share o f these surpluses of the OPE C countries. We are, 
in tu rn, becoming liable for them to the OPEC countries, and we are 
doing a recycling on our own credit, as it were.

As i t is already , we have had testimony in our committee and have 
had reported testimony before the Committee on Banking and Urban 
Affairs by the lenders, tha t is, th e banks, which have indicated tha t 
they are approaching the barrie r, tha t they are  pretty  well loaned up.

The Witteveen Facility, considering the size of the indebtedness tha t 
is involved, is p itifully  small. However, I shall be most receptive to 
it and I hope our committee, the  Fore ign Relations Committee, can 
recommend it favorably . But we star ted out with a minimum of $15 
billion and we are now down to $10 billion. We started out with a 
safety net of $25 billion for the developed countries and we are now 
down to nothing.

The banks are pre tty  well loaned up. The surplus, as we projec t i t 
forward, now looks like at least $40 billion a  year for  7 years, which 
is a neat litt le item of about $300 billion. T ha t is wha t we have to look 
forward to.

Yet, the world seems like a whole bunch of lemmings heedlessly 
about the business of economic suicide, a fa r more imminent and 
present danger than suicide in war.

So, Mr. Chairman, I think these hearings are critica l and I  am 
deeply grat eful  to the Chair for calling them and for  proposing to 
do so thorough a job. I should hope myself to partic ipate.

There is one last  thing. Mr. Chairman, I  th ink our  committee must  
do this.  I  thin k it can be subsumed under  the heading of a Foreign 
Relations Committee most appropriate ly. There  is the  Finance Com­
mittee, the Ways and Means Committee, the Banking and Urban 
Affairs Committee, and others, each having a piece of the action when 
our policy should be, on the legislative side, ju st as coordinated as i t 
is in the National Security Council at the W hite  House. I  believe this 
is a critical mat ter for our committee, Mr. Chairman, of which you 
are the rank ing majority member aft er our Chairman Sparkman. I  
hope very much that  we will address ourselves to that,  too.

Thank you, Mr. Chairman.
Senator Chukch. Than k you, Senator.
I think it is obvious tha t we have bo th said tha t we share a s imilar  

apprehension.
Mr. Sherman, do you have a p repared statement, or are you ready 

to respond to the committee's questions ?
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STATEMENT OF EUGENE J. SHERMAN, VICE PRESIDENT, MERRILL 
LYNCH GOVERNMENT SECURITIES INC., NEW  YORK, N.Y.

Mr. Sherman. I am ready to respond to your questions.
I would like to say tha t I than k you for the opportunity to  representour firm. We always s tand ready to cooperate with the Congress.

mr. sherman’s background
Senator Church. H ow’ long have you been with Merrill Lynch ?
Mr. Sherman. I  have been with Merri ll Lynch for 5 ^  years, 3% -years with  the government securities dealer function, known as Merrill Lynch Government Securities Inc.
Senator  Church. Wha t is your position ?
Wh at are your responsibilities ? X
Mr. Sherman. I  am vice president and director of research, which 

includes analyzing  and forecasting developments in the Government 
securities market. Tha t ranges over a very wide number of areas, in ­
cluding monetary policy, fiscal policy, and the general  area of forecast­
ing interes t rates, which means economic analysis.

Senator  Church. Among your responsibilities, is the preparation  
of the Merrill Lynch publications, “Weekly Government Securities” included ?

Mr. Sherman. Yes.

WIIA T IS MEA NT  BY OVERALLOTMENTS

Senator Church. The May 20 issue of tha t publication st ates:
The Tre asu ry—referr ing  to our  own Treas ury —has been draw ing on non­ma rke t sources for increasing amounts  of funds . Among these are  overallotments of notes to foreign governments and  sales of bonds to Sta te and local govern­ments.
Would you explain what type of notes are involved and what is meant by overallotments ?
Mr. Sherman. All right.
The obvious purpose of th is hearing is to explore the international  

influence, so I  will go through the S tate and local ju st very briefly.
The Treasury has arranged to issue special securities to State and «

local governments as they prere fund  maturing issues. This has been 
going on fo r some time. But because of interest rate levels and market 
developments, it has become more economically feasible fo r the  State 
and local governments to do this and so the numbers have become more A
meaningful from the point of view of the impact on the Government securities market.

To the  extent the  Treasury is able to issue such securities and raise 
money outside the secondary market,  it  reduces the burden of new issues on the secondary market.

Now, one of my roles, of course, is to anticipate the  amount of financ­
ing the Treasury will need and comment on tha t as it might  affect interest rates.

Now, more impor tantly  from your point of view are what  I  have 
called the overallotments to foreign central banks. This procedure is 
as follows.
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Th e Tr ea su ry  w ill ann oun ce a n ew note or  bond offe ring . Ty pica lly  
th at  would be a  $2 bil lio n or  $3 bil lio n issue. That  issue is sold  in auc ­
tio n. The m arke t dete rmine s the  price t hr ou gh  th e auc tion mechanism . 
Th ere  is a high  pri ce , a low pr ice , an d most im po rta nt ly , an  avera ge  
price.

Th e Tr ea su ry  then  adds  on to  the am ount sold  some numb er,  some 
am ount of  securi ties which  fo re ign centr al banks have reques ted. So, 
if  th ere is a $2 bill ion  note  a uction, we m ay find  o ut in the subsequen t 
publi she d re po rt  of  th e Tre as ur y’s issue  th a t they  have added on to 
th e $2 bi llio n $500 m illi on  m ore  fo r sale to  forei gn  centr al banks an d 
mo netar y au thor iti es  at  the avera ge  of  the auction  in  ter ms  of  yie ld  
or  price .

Se na tor Chu rc h. I n  t hi s same issue  the re  is  a  ta ble —it  i s publi shed 
on page 1—a nd  the re  a re  tw o columns . Do you  have  them  befo re you ?

Mr . S her man. Yes.
Se na tor Chu rc h. One  is cal led  Ov era llo tm en ts of  Mark eta ble s to 

In te rn at io na l M on eta ry  Aut ho rit ie s;  the othe r is call ed Chang es in 
Securiti es Held by  Fe de ra l Reserve fo r Fo re ign Accounts.

Mr . S her man. Yes.
Se na tor C hurc h. Wo uld  you ref er  to those tw o co lumns and ana lyze 

the m fo r us ?
Mr. S her man. Yes.
W ha t these two columns show is very sim ply  th is.  In  the fir st one, 

“O veral lotme nts  of  Mark eta ble s to  In te rn at io na l Mo netary Aut ho ri ­
tie s,” is th a t fo re ign ce nt ra l banks hav e been  accumu lat ing , or the 
Tr ea su ry  ha s been  sell ing  to  th em, inc rea sin g am ounts  o f issues  which  
are ma rketa ble  e ach qu ar te r. So, th e am ounts  w ere  r ela tiv ely  n om ina l 
in Tr ea su ry  securi ties in  m arke t term s th ro ug h the second qu ar te r of  
1976. T hen in the th ir d  qu ar te r it  star ted to  bu ild  up.  The re af te r it 
becam e qu ite sub sta nt ial .

AD DITION AL  TABLES PROVIDED

I  have pr ov ide d for  the  rec ord  ad di tio na l table s which bring  th ro ug h 
the th ird  qu ar te r the am ount of  such overa llo tments or  add -ons th at  
the Tr ea su ry  has un de rta ken.  Th e ad di tio na l tab le,  or  supp lem ental  
tab le,  w hich ha s been  added to  th e record  m akes t hi s a more com ple te 
pic tur e.

I  can  t el l you  t ha t th e am ounts  c ontinue to  grow. According  to ou r 
ana lys is, in  t he  t h ir d  q ua rte r, no t coun tin g the 2-y ear  n ote  to  be auc ­
tioned to day, the  Trea su ry  wi ll have  supp lie d some $2.5 bill ion  of a dd i­
tio na l notes ju st  in th e th ir d  qu ar te r to fore ign-centr al  ban ks a nd  mone­
ta ry  au tho rit ies , an d an ad di tio na l $237 mi llio n of  1-year Tr ea su ry  
bil ls—j us t in  th e t h ir d  q ua rter —or  a to ta l of  about $2.8 bi llion.

So the figu res  c ontinue to  rise . Th e Tre as ur y is se llin g amounts  of  
securi ties  to  foreig n centr al banks in excess of  those sold in  the  p ublic  
marke t of subs tan tia l am ounts , and it  is  t he reby  r educ ing  th e am ount 
of money  the  Trea su ry  has to  raise in th e domestic  mar ket.

Se na tor Church. W ha t ab ou t the o ther c olum n ?
CH AN GE S IN  SECU RITIE S HE LD  BY FOR EIG N RESERVE

Mr. Sher man. The  o ther  co lumn is “C han ges  i n Securiti es Held by 
the Fe de ra l Reserve fo r Fo re ign Accou nts .” Th e Fe de ra l Reserve
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stands ready, as an accommodation to foreign centra l banks, to buyand sell securities for their  account. The Federal Reserve does this bycoming into the  public marke t, the secondary market, and announcingthat it is buying a certain  amount, or  selling a certain amount, for the account of the customer.
Foreign central banks accumulate dollars and sometimes they reduce the ir holdings of dollars. Typically  they keep their  dollars invested in U.S. Treasury securities. As these dollar amounts vary, they would eithe r sell the Treasury securities to  raise the dollars, or they would invest their new-found dolla rs in Treasury securities.
An example of this was in the early pa rt of the year when the <United Kingdom was accumulating very  large amounts of dollars and it  invested those dollars in  Treasury securities and the amounts were quite substantial.
In  the first quarte r of 1977, you can see tha t the figure was $4 billion. ZWe don’t know for sure, but we presume tha t it was largely United Kingdom purchases because they were accumulating large amounts of dollars as they tried  to  keep the pound from rising. So, as they sold pounds they bought dollars in  the foreign exchange markets,  and they invested those dollars in Treasury securities.
Tha t is completely apa rt from the amount of securities that the Treasury is selling directly to the central banks.
Senator Church. I see.
I f  I read this char t correctly, it shows a marked increase in the overallotments, as shown in the first column, beginning with the last quarter of 1976 and continuing through 1977, is tha t correct?Mr. Sherman. Yes.

QUAN TITIES NOT OUTSTANDING

Senator Church. What quantit ies are not outs tanding  at the foreign central banks ?
Mr. S herman. The figures are shown with somewhat of a lag, and it takes a bit of knowledge of the available statistics to put  these things  together.
The latest published figures are in the August Bulle tin of the United States Treasury , and they report  figures as of June 30. On June 30, there  were outstanding $41.3 billion of Treasury bills in  the hands of foreign cent ral banks. " *Senator  Church. How much—$41 billion ?
Mr. Sherman. $41.3 billion of Treasury bills: there was another $17.8 billion of notes and bonds; this is a total  of marketable securi­ties of $59.1 billion. AThen there was an additional $20.9 billion of nonmarketable securi­ties held by foreign central banks.
So, if  vou are looking at marketable securities, they held, on June 30,$59.1 billion.

$6 3 BILLION HELD AS MARKETABLE SECURITIES
Senator Church. That is nearly  $60 billion worth of marketable securi ties-----
Mr. Sherman. Yes; there  is more.
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Se na tor  Church [con tin uing ]. Held by forei gn  ce nt ra l banks.
Mr.  Sher man. W ith a lit tle  bi t of  mo re detect ive  work,  I  can te ll 

you  th at  the  figure is p robably  $63 billion  now.
Th e F ed eral  R ese rve  re po rts  weekly o n T hu rsda y nigh ts on a re po rt  

called, “M ember Ban k Reserves, Reserve Ban k Cr ed it,  an d Re lated  
Ite ms,” in a  fo otn ote  item , th e a mo un t of m ark eta ble  U.S . Go vernme nt 
securi ties  he ld in  cus tody at th e Fe de ra l Res erve Ba nk  fo r fo re ig n 
an d in te rn at iona l accounts . As  of  Septe mb er 14, the se figu res  were 
$62,287 billion.

Now we k now  tha t there are  some s ecu riti es he ld by  forei gn  c en tra l 
banks th a t are  n ot  h eld  in  c ustody  at  t he  F ed eral  Rese rve. I  est im ate  
th a t th a t ru ns  aro un d $700 mi llio n now.

Se na tor  Chu rc h. So th en , you r best  es tim ate  is  th at  pres en tly  t he re  
are  $63 billion  wo rth  of  marketa ble se cur itie s, T reasury n otes a nd  bil ls, 

S  he ld by fo re ign cent ra l banks ?
Mr. Sher man. Th at  is corre ct.
Se na tor Church. P lu s $20-odd b ill ion  m ore in  n onma rketa ble  secu­

rit ies ?
Mr.  S her man. That  is co rrect.
Se na tor Chu rc h. W ha t would  those nonm ark eta ble  securi ties  be?

TREASURY ARRANGEMENTS

Mr. Sher man. Th e T reasur y h as  made financ ing  ar rang em en ts wi th  
va rio us  ce nt ra l banks to buy  Treasur y securi ties  at  an  in terest ra te , 
an d t he  ter ms  vary . Some a re rep ayab le with in  sho rt n otice—48 h ou rs’ 
notice. As  a pr ac tic al  m at te r they don’t do t ha t. Some have longer ma­
tu rit ies. Some  a re in  foreig n cur rencies, so that th e T reas ur y has obli­
ga ted  its el f to pa y back in  a pa rt ic ul ar  cur rency.  I  believe th e only 
fo re ign curr ency issues o ut sta nd ing p res en tly  ar e in  Sw iss f ran cs.

Se na tor  Chu rc h. The nonma rketa ble  securi ties real ly r ep resent  a bi ­
la te ra l lo an arrang em en t, is n’t th a t so ?

Mr.  S her man. Well, you m ight  re fe r to  it  in  th at way. I t  is a bo rro w­
ing by  the T reasury.

Se na tor  Chu rc h. A bo rro wi ng  by th e T reasury.  I t  is no t mark eta ble .
Mr. S her man. Yes. T he  im po rtan t dif ference  is that  th e ce nt ra l b an k 

mu st come t o th e Treas ur y if  i t chooses  to  l iqu ida te.  I t  may no t sell it  
in  the seconda ry ma rket.

1  Se na tor  Churc h. Yes.
Then, betw een th e tw o, we hav e som eth ing  ove r $80 bill ion  ou ts tand ­

ing , ri ght ?
Mr. S her man. That’s correct .

WHO IS PURCHASING U.S. GOVERNMENT SECURITIES?

Se na tor  C hurch. D o you have  any  i nd ica tio n of  who is p ur ch as ing 
all  of th ese  U.S . Govern me nt se cur itie s ?

Mr.  Sher man. We ll, we don’t know fo r sure , but  one can  co njecture.
Se na tor  Chu rc h. Wh y d on’t we k now  ?
W hy  sho uld n’t th at be pu bli c in fo rm at ion ?
Mr. Sher man. The re are  lo ng  lags  in the publi shed informat ion,  so 

long  tha t for  our  purposes  it  is not  ter ribl y useful.
Th e f oreig n c en tra l ba nks, in fac t, a ny  cus tom er in th e finan cia l are a 

pr ef er s conf ide nti ali ty in  its  dea ling s. I t  is a m at te r of  lon g ce nt ra l



ba nk  and finance minist ry  tr ad it io n to  m aintain con fidentia lity  in  financia l dea ling s.
Th e best  we can do to  de termine  who are  the  inves tor s is to figure out  wh o a re t he  reser ve-ac cumu lat ing  countri es.
I  mentioned ea rli er  th at  I  did no t know fo r sure, bu t th a t I  pr e­

sum e t hat  a good de al of  th e securi ties  he ld by t he  Fed eral  Reserv e f or  a  fo rei gn  acco unt  was U ni ted K ingdom  secu rities.
I  c an con jec ture t hat some o f these s ecu riti es, which  I  have  re fe rre d 

to as overa llo tment s, the add -on s to  th e re gu la r not e offe rings, are 
cou ntr ies  th at have reserve surplu ses , or  are  accumu lat ing  surpluses . 
Suc h wou ld inc lude Ja pa n,  G erm any, Sa ud i Arabia,  the  U ni ted Arab Em ira tes, and pro bably  also Ku wait. But  I  cou ld no t spe cify th at  
these are def init ely the ones accumu lat ing  these ad di tio na l notes .

BA NK IN G AND  PORTFOLIO SEC URITY  PL AC EM EN TS IN  UN ITED  STATES

Se na tor Church. L et ’s r ef er  to ch ar t 1 ove r here [ind icat ing] . Th e 
capti on  is “Percentage B rea kdow n o f M ide ast  Oil E xp or te rs ’ Ba nk ing 
and Po rtfo lio  Se cu rity Pla cem ents in  th e Uni ted State s, by  Ty pe .”

I  wo nder if  you  would  ana lyze th a t ch ar t fo r us an d ex pla in  ju st  wha t it  d eno tes. 1

Air. Sher man. Well , the most obvious  t hin g—an d it  is in red  so I  
suppose it  is int ended to draw  my at tent ion to  th a t line fir st—shows 
Tr ea su ry  bill s, note s, an d bon ds hav e been rising  r at her  sha rp ly , par­
tic ul ar ly  in  1977; bu t i t i s cl ear  th at  the  tre nd  beg an in  the m idd le part  
of 1976, or th e second h al f.

I  guess th at is the th ru st  o f it. Th e Middle Eas t oil exporte rs have 
tak en  on inc rea sin g prop or tio ns  of  Treas ur y securit ies.  That  wou ld 
tend  to  confirm my conjectu re th at t he  res erv e-a ccu mu lat ing  cou ntr ies , 
spec ifically  Sa ud i Arabia,  th e Uni ted Ar ab  Em ira tes, an d Kuw ai t, 
have been th e buyers .

Air. Levinson. A ctu all y, the ch ar t pa ra lle ls yo ur  own ana lysi s.
Air. Sher man. Yes;  i t does.
Air. Levinson. I n  othe r wor ds, st ar ting  i n the la st  q ua rter  o f 1976, 

wh at  we can  see is a rel ati ve ly  sh arp up ward tu rn  on int o 1977, a nd  
your  pr oje cti on  f or  the rest  of  1977 in dic ate s a  considerable incre ase in  
the hold ing s, p ar ticu la rly c om pared  to 1975 and  1974.

So, wh at  we h ave is rea lly  a paral lel ism , which  wou ld ten d to con ­
firm  yo ur  ori gin al analy sis  of  wh at  has been ha pp en ing in the secu­
rit ies ma rke ts, and th at would  ind ica te where  th e money is goin g.

Air. S her man. Yes ; I w ould concu r wi th  that .
Se na tor Churc h. The  c ha rt  sugges ts t o me t hat  th e investments  are 

being  made by the su rplus countrie s, the O PEC governments, in th e 
Uni ted State s a nd  are i ncrea sin gly  being  made in T reasur y b ills , notes, 
an d bo nds.

Mr. S her man. Yes.

liqu idity of treasury notes and bonds

Se na tor  Church. That  type  of  inv est me nt has a hi gh  degree of  
liq uidi ty , does i t not  ?

Air. Sher man. Yes.
Se na tor Churc h. T hat  is, le t’s say , a s com pared  to  stocks  in Am eri ­

can corpo rat ion s, or  co rporate  bon ds,  or  othe r typ es  of  investments .
1 See appendix fo r char ts, p. 184.
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Mr . Sher man. Yes;  absolu tely . W e tak e g re at  p ride  in  th e Tr ea su ry  
sec uri ties marke t as to mak ing secondar y marke ts and prov id ing 
liq uidi ty  fo r mark eta ble  securities.

Se na tor Ciiu rc ii. Thi s is the  k ind of  invest me nt th at  can be q uickly  
unloa ded, so to  speak  ?

Air. Sher man. Yes.

OVERALLOTMENT PURCHASES

Se na tor  C hurch. W ith respec t t o the grow th in overa llo tment pur­
chases of  Tr ea su ry  notes, bil ls, an d bonds, are  these tra ns ac ted in the  
same way  th at  the avera ge  U.S. inv est or wou ld make his  pur cha ses  ?

Mr . Sher man. Th e ter m,  “ avera ge U.S. inv estor” sho uld  be defined.
I f  you are ta lk in g about the typica l individu al  who might  wa nt to 

buy second ary  marke t issues, the Tr ea su ry  allo ws wh at  we call  no n­
comp eti tive tenders  for  these n otes  an d bonds of u p to $1 million. So, i f 
an y indiv idua l in  th e Uni ted State s, or  outs ide  the Un ite d State s fo r 
th at mat ter, wa nts  to buy it  an d be ass ure d of  g et tin g the sec uri ty at  
the a verag e yield o r aver age  pr ice , he m ay do so up  to $1 m illion, an d in  
the case of 1-year T reasur y b ills , $500,000.

I f  you are  re fe rr in g to  “averag e U.S . inve sto r” as an in st itu tio na l 
inv est or—a lar ge  bank, pension  f un d,  insu ran ce com pany, co rporati on  
an d so on—th en  no. Then th at ave rage inv est or,  th at lar ge  in st itu­
tio na l investor,  mus t en ter  a com pet itiv e auction  an d ind ica te on a 
tend er  the  pr ice  or  yield  he is wi lling  to  p ay  f or  th at  secu rity . I t  be ing  
an  auc tion and com pet itive, he may pay too much, he may pay too 
lit tle , or  he may no t ge t his  securi ties  at  all.

TH E FOR EIG N CEN TRA L BA NK S

Se na tor Church. W ha t about the forei gn  centr al ban ks ? Do the y 
compete  in the same way  fo r th ei r share  of  a fixed  qu an tit y of  bonds 
be ing  offered ?

Mr. S her man. No ; a nd  I  am no t aware t hat the re  is a  fixed qu an tity.
Th e for eig n cent ra l ban ks,  as I  un de rs tand  it—wel l, there are  two  

categories .
F ir st , i f a  fo rei gn  ce ntr al bank  has an issue t hat  is m atur ing,  aga inst 

which the  T reasur y is sell ing  a new issue, they  m ay au tom ati ca lly  r oll  
ove r t he ir  m atur ing security at  th e ave rage pric e. I f  a  forei gn  c en tra l 
ba nk  wants  to rai se ad dit ion al cash, eit he r th ro ug h instr uc tio ns  to 
the Fe de ra l Reserve  o r di rectl y wi th the  Tr ea su ry , it may  arrang e to 
do so at  the ave rag e pric e, wi th in  reason, reg ard les s of the am ount 
it  is seeking.

So, th is has  le d to the so-called  add -ons, or  overa llo tment s, where in 
if  th e Tr ea su ry  i s se lling  a $2 b illi on  or $2.5 b illi on  issue, we find ou t 
af te r the  a uct ion  t hat  in addi tio n to the  $2.5 b illi on  sold to the  public  
mark et,  anoth er $500 mi llio n or  $600 millio n was sold  at  the  ave rag e 
price  to f ore ign  ce ntr al bank s.

T hat  does set the m ap art  fro m the  insti tu tio na l inv estor in  the 
Uni ted S tate s.

THE AVERAGE PRICE

Se na tor  Church. T hat  avera ge pr ice  becomes the set  pr ice  fo r the 
add -ons, ri ght ?
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Mr. Sherman. Yes.
Senator  Church. I s this a new procedure ?
When did you first notice this procedure ?
Mr. S herman. Well, we knew about i t th roughout  1976. We started 

to monitor it closely when the figures became significant.
But I was not part icularly  aware of this prior to 1976. We were 

always aware of the roll-over procedure at the Federal Reserve, but  
the figures had never been significant enough to  give us a g reat  deal 
of concern. Well, perhaps  “concern,” is not a good word, so I  will say 
“direct our attention.”

TH E ADVAN TAG E TO FOREIGN  CENTRAL BAN KS

Senator  Church. What is the advantage of foreign central banks 
placing the ir surplus  in Treasury notes in the Un ited States? Why are 
they  doing it ? Wky this upw ard tren d ?

Mr. Sherman. Well, from thei r point of view, this is a very good 
investment.

Fi rs t of all, you have the U.S. economy, which is large, growing, 
and successful in almost any respect you might analyze an economy. 
You have the Uni ted States, which is a politica lly s table environment 
and which has survived a grea t deal of distress over a couple of years 
and, I think, has emerged stronger. You have a banking system th at 
is sound, which is backed up by the Federal Reserve, a lender of last 
resort. You have a socially stable environment. The work ethic still 
prevai ls in this country. So you have an economy in which you have 
a grea t deal of justification  for making an investment. Tha t means 
they are wil ling to hold U.S. dollars.

The safest U.S. dollar  investment is Treasury securities, be they 
bills, notes, or bonds.

So, from a point of view of an accumulator of internationally mobile 
money, the  dollar is a good selection. Then, once an investor has his 
dollars and wants to have a safe investment with the possibility or 
prospect of having it liquid, should he need it, I  could not thin k of 
a better  investment than U.S. Treasury securities.

OIL PRO DUC ERS’ TOTA LS

Mr. Levinson. Mr. Chairman, may I  direct your attention to the 
cha rt over here [indicating], if Janice would jus t point  to it. The 
column says, “Total U.S. Banking and Security  Placements by Oil 
Exp ort ing  Countries,” the first column. The figure in parenthesis, 
$12.7 billion, of the $26.6 billion there, is the amount of total U.S. 
Treasury bil ls, bonds, and notes outstanding which is held by Mideast 
oil producers as of June 30,1977.

Senator Church. Wliat is the $26.6 billion figure? Is tha t the total 
of Mideast oil producers ?

3\Tr. Levinson. Tha t is the full total.
Senator Church. I see. That includes the commercial banks and 

the $12.7 is Treasury notes and bonds.
That has been going up progressively, hasn’t it ?
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Mr. Levinson. Yes.
In other words, i f you go back to  the trend line [ind icat ing] , you 

will see a relative ly sharp  increase beginning  in the last qua rter  of 
1976 in the holdings of these liquid assets, which Mr. Sherman has 
been describing.

TH E ADVANTAGE TO TH E U.S. TREASURY

Senator Church. You have described the advantage of this type  of 
investment to the foreign  central banks. What is the advantage to 
the U.S. Treasury of offering thei r debt obligations for sale in this  
manner, in effect, as it  re lates to the overallotments at a set price, to 
these foreign governments ?

Mr. Sherman. The Trea sury’s obligation with regard to debt man- 
v  agement is to finance the deficit, refinance the matu ring securities, to

do it fair ly and to do it at the lowest possible interes t cost to the 
public, to the taxpayers, and to do it in the manner tha t has the least 
possible impact on the economy and the financial markets. Rega rding  
debt management they have discretion as to how to do this.

So, from the ir point  of view, this  is a very prudent procedure 
because they are placing the securities amongst presumably final 
investors. These countries are accumulating reserves at such a large 
or rapid pace tha t it is difficult to see them having a need for the 
dollars.

So, they are placing the securities among final investors. They are 
frequently placing relatively intermediate-term securities—2-year to 
10-year notes—which is favorable and which means they will not have 
a refunding problem in the  very near term. They are doing it a t a price 
tha t is determined by a fai r public auction.

So, the Treasury is getting a large pa rt o f its job done very success­
fully. I f these securities had been sold in the  public market, the public 
market would have had to have found a procedure for distr ibut ing 
them. That, of course, is our job. I have no question in my mind t ha t 
we would do so. Bu t it reduces the burden of  debt management from 
the point  of view of the Treasury .

Senator Church. This is convenient fo r the  Treasury  and it  assists 
it in the debt management ?

Mr. Sherman. Yes, sir.

INTEREST RATE BEING PAID

Senator Church. About what rate  of interest is currently being paid 
1 to these central banks on the Treasury bills  and notes ? Can you give us

a range of interest that  is currently being paid ?
Mr. Sherman. Yes, sir. I would be pleased to.
In  the 2-year maturity range, yields are curren tlv running at about 

6% percent. In  the 4-year maturity range, the yields are currently 
running around 6% percent. In  the 7-year range, it  is currently 
running around 7y8 percent.

Obviously these vary  from day to day, but tha t is the approximate 
range of yields currently and those are the maturi ties at which most 
of the securities have been sold.



12

interest/ inflation

Senator Church. Given the rate  of inflation we have been experienc­
ing, these in terest rates do very little  more than keep up with the pace 
of inflation—in fact, they may not quite keep up with it. They are 
very close to the ra te of inflation in this  country. So, the in terest rates 
really constitute not much more than maintenance of value, isn’t th at 
about righ t, given the present inflationary rate ?

Mr. Sherman. Yes.
The yield is giving them a very small “real” ra te of  return. It  is still 

positive. The ra te of inflation is running, we estimate, in the 5y2 Per­
cent to 6 percent range now. *

Senator Church. In the United States.
Mr. Sherman. In the United States; yes.
Senator Church. So their real earn ings are very small ?
Mr. Siierman. Tha t is correct.

THE SECONDARY MA RK ET

Senator Church. These foreign central banks could unload the 
Treasury bills, notes, and bonds in what you have called the secondary 
market. Can you explain just what is meant by th at  secondary market 
for the record ?

Air. Siierman. Yes. I would be very pleased to do so.
I have added into the record some charts, and I believe you have 

copies. I t would help in unders tanding if you would follow me along 
with these charts.  These were char ts th at  I  had prepared for my pre ­
sentation next week a t a talk I am going to give at the IM F meeting.
They certain ly serve the purpose.

There  are two char ts: one is “Quarterly Positions” and the other is 
“Daily  Tra ding Activi ty Among Primary Dealers.” (See appendix 
for charts.)

If  you will, le t’s focus on the “Daily  T rading Activity” char t. You 
can see tha t there has been a huge increase in daily activity  s tart ing  
from about mid-1975 or the fourth  quarter of 1975. and con tinuing on.
By the  fourth  quarter  of 1976, daily tradin g activity was $17.3 billion.
Mind you, thi s is da ily trading activity. There are days when it was 
substantially more.

For example, on the day in Apri l, when the President  announced »
his proposal to cancel the rebates, I  understand  th at  that  1 day’s trad ­
ing was as much as $37 billion, jus t among the primary dealers, the 
dealers that  report to the Federal Reserve. There are 34 primary or 
reporting  dealers. Of course, there are many, many other participants  <
in the market who trade  amongst themselves and who completely by­
pass the dealer market. So this is a huge market.

In  the second quarter, daily tradin g activity had fallen somewhat, 
so we were at a lit tle over $14 billion every day. B ut even despite the 
decline, it was still the third highest quarte r ever.

If  you will look at the category called Governments over 1 year, 
which are essentially notes and  bonds, you will see tha t the daily tr ad ­
ing activity  in the four th quarter of 1976 and the first and second 
quarters of 1977 exceeded in activ ity all o f the bill tradi ng prio r to the 
thi rd  quar ter of 1975.
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So, we arg ue  an d tel l centr al banks th a t th e notes an d bon ds are 
alm ost  as liquid  as we used to  consider bi lls  to be.

Se na tor  Churc h. This  is a very  ac tive  tra din g mar ket.
Mr . S her man. Very active . Hug e amo unts can trade.

II O W  M U C H  D EA LE RS  HO LD  F OR  TH EM SE LVES

Th e other  ch ar t, “ Qua rter ly  Av era ge  Posit ions  of  Pr im ar y Ile aler s,” 
shows how much the dea lers ho ld fo r them selves , where  dea ls in all 
tra nsac tio ns  a re fo r o ur  ow n account . W e sell o ut  of  ou r ow n p os it io n; 
whe n we buy , it  is in to  our own  pos ition.

* You  can see th at dea lers , even i n tim es w hen  in ter est  r ate s a re  go ing  
up wa rd—for  example, in the  second qu ar te r, s til l held  alm ost  $9 billion 
of  T reasury securi ties , agencies’ an d money marke t i ns tru men ts— and

V the bu lk  of  it  is T re as ur y’s.
So, we th in k th at  th e marke t is very able  to  un de rta ke  la rge t ra ns ac ­

tio ns  every  da y w ith  a m ini ma l am ount o f ripp le.
Se na tor Chu rc h. So you  ha ve a la rge , activ e, and h ea lth y seconda ry 

marke t ?
Mr. S her man. Very much so.

T H E  OV ER AL LO TM EN TS  AN D OP EC

Se na tor Chu rc h. Go ing  bac k to  these overa llo tments be ing  pu r­
chased by the O PEC gov ernments , wh at  has been ha pp en ing ? Ha ve  
the y appeare d in  the  seco nda ry ma rke t?

Air. Sher man. N o.
Se na tor Churc h. A re  th ey  b ein g sold  i nto th e s eco ndary  m arke t or 

are  th ey being  he ld ?
Mr . Sher man. We  do a fa ir  am ount of  bus ines s w ith  fore ign  ce ntr al 

ban ks.  T his h as  been  an  activ e p art  of  ou r m arke tin g p rogram  f or  wel l 
ove r 2 year s, and so I can  speak with  so me knowle dge  a s to  w ha t the  
centr al ban ks are  doing.

We  h ave no t seen any secondar y marke t s ell ing  o f thes e issues th at  
we call  overa llo tments or  add -ons. Th ere  ha s been occasional se llin g 
of  Tr ea su ry  sec uri ties by  foreign  cent ra l ban ks,  bu t it  has been very 
sma ll and mo st of  th e t ime the se llin g is  on a s wap . T hey  sell  one issue 
and b uy  an oth er.

* On  b alan ce, the centr al banks have been buyers of  T reasury sec uri ­
tie s by fa r in the s eco ndary  m ark et.  T his i s co mplete ly ap ar t fro m the  
overa llo tment s or  the  add -ons .

To  ans wer you speci fica lly, we have  seen no second ary  ma rk et  sell ing
1 of the s ecu riti es t ha t have  been added on  to  the  pu bli c offerings.

W H A T  WOU LD  H A P P E N  IF  OP EC  LI QUID ATE D HOLD IN GS?

Se na tor  Chu rc h. Give n th e li qu id ity  of  thes e ho ldings, you said  th at  
they  now am ount t o some $60 billi on , by  foreig n centr al banks,  and  th e 
com par able liq uidi ty  of  the add -on , wha t wou ld ha pp en , given the  
na ture  of  th is ma rke t, if  these O PEC govern me nts  we re to  dec ide su d­
den ly to liq uida te th ei r holdings, to reso rt to  th e marke t an d to sell 
th ei r T reasur y bi lls , notes, and  bonds?

Air. Sherman . Sena tor , th at  is a very conje ctu ral  questio n. We  
would  hav e to  assume th a t they  would  be wo rk ing ag ains t th ei r own

20 -2 67 — 78------ 2
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self-interest because if  the amounts were large enough, they would not 
only damage the pr ice of the ir securities, they would damage the value 
of the dollar. Presumably, i f they are selling Treasury securities, i t is 
because they want to get out of the dollar  and go into another cur­
rency, and so they would be h urti ng themselves twice in the price of 
the security and then in the value of the dollar vis-a-vis other currencies 
which presumably they might switch to.

To get into it more technically, it would depend really upon the state 
of the market  at the moment, or marke t conditions, and the amount 
of securities they would want to sell.

In  a reasonably flat market, they could move $100 million of notes Min a day with one dealer w ith no difficulty. We would be able to under­
take such an order.

“butchering” the market 
. . . .In  a rising market, if they were to give the market  2 or 3 days to 

work and not “butcher” it, which I will describe in a moment, they 
could probably move $1 billion in 2 or 3 days.

What I mean bv “butchering” is this. Suppose one central bank 
decides that  it wants to sell $400 or $500 million at one time.

If  it goes to one deale r and works exclusively with him and he says 
tha t he has $400 or $500 million he wants to sell of a certain 
issue, how shall we do it, the dealer will work with him. He will take 
an order and do it on a best efforts basis, or will work it  out over a 2- 
or 3-day period.

If , in contrast, the seller were to be unsophisticated and go to three, 
four, or five dealers at the same time and say, “You bid on $400 million 
or $500 million of a pa rticular  note,” i t would appear th at there were 
really $2 billion for sale, if he went to four dealers, and he would, as 
we say, “butcher” the market  and the prices would go down very 
quickly.

Senator  Church. So, you would not anticipate tha t there is much 
danger tha t these governments would dump thei r securities onto the 
secondary markets because it would work against thei r own interests?

Mr. Sherman. It  would very strong ly work aga inst thei r own inte r­
ests. Our experience in dealing with them is tha t they are prudent,  they 
are very conservative, and they are very concerned about the value of 
their securities and the value of the currency in which they are *
investing.

Senator Church. Senator Javit s, do you have any questions ?
COMM ENTS BY  SENATOR JAVITS  *

Senator  Javits. Thank you, Mr. Chairman.
I think the Chair  has brought out what I had in mind, to  wit, why 

is this harmful, why isn’t it a good policy to take a ride on the back of 
what is an interest  rate  established by the market, especially as it 
tends to be a lower interest rate, and that  is good fo r the  whole econ­
omy. What is wrong with  it  ? It  is a very interes ting phenomenon, but 
what is wrong with it ?
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THE COMMERCIAL BA NKS

Now this is quite apart  from the way we are handling the global 
problem of what the commercial banks  are carrying, which worries 
me very much.

Senator  Church. Yes, this is a very specialized case.
Senator J avits. Exactly.

WH AT IS WRONG WITH THE POLICY ?

Now what is wrong with it ? It  is inte resting to you, as a technician, 
and interes ting to us to know what is going on, but what is wrong 
with it ?

Mr. Sherman. I think it is a very good policy from the Treasury’s 
point of view. We have never objected to it. As a taxpayer  and a citizen, 
I think they  are  doing the righ t thing. From  the po int of view of the 
secondary market, the more we see in the secondary market, the better  
we like it;  but w’e recognize tha t the Treasury's obligation is, as I  de­
scribed before, to get the debt financed and to  do it at the lowest pos­
sible interest cost to the taxpayers,  and to do it with the least  possible 
disruption to the economy and the financial markets, and they are doing 
it  in this procedure.

So, we have raised no objections with this.
Senator J avits. Well, I think tha t is the complete answer—it is a 

piece of the picture.  I  th ink you have given the answ er: under present 
circumstances, where all they will get by competitive bidding is high er 
interest  rates. It  is not a bad idea.

Air. Sherman. I would not automatically assume th at they are get­
ting these a t lower in terest rates, because if the Treasury did no t have 
these special arrangements with the central banks and forced them to 
compete competitively the same as any large bank, or the  same as we 
must, they  would have to come to us or to some other dealer and say, 
“What do you recommend we bid a t ; what  price or yield in the auc­
tion?” They might miss. But we would know th at there is a buyer as 
soon as the auction is over and they find out they missed. So we would 
adjust our prices, our ideas in the auction, to reflect the knowledge that 
after the auction is over there is a buyer for $500 million. So, I  think  
when it is all over, the prices would not be terr ibly  different one way 
or the other. B ut a t least the central bank has an assured investment at  
a fai r price perceived by all to be fair—it is established by a large, 
broad market. From  our point of view, even though we missed the 
secondary activi ty, there is plenty of secondary activity going on any­
way, as the charts  demonstrate. We have never raised an objection to 
this procedure.

THE U NIT ED STATES IS HOLDING TH E BAG

Senator  J avits. It  seems to me t ha t the only thing tha t is really 
wrong with i t is that, the U.S. Government becomes obligated for  these 
vast amounts of funds. We are facing a monumental—the C hair  and 
I both feel this—and extremely dangerous problem because we are



16

holding the bag. We are holding it for the developing countries;  we 
are holding it for the developed countries; we are holding it for the 
commercial banks. By we, I  mean Uncle Sam. T his very, very much, 
concerns me.

UN ITED  STATES LEN DER  OF LAST RESORT

Mr. Sherman. Yes, Senator. In this environment, the Uni ted States 
has become the lender of last resort for all purposes.

Senator  J avits. For everybody.
Mr. Sherman. Yes.
Senator Church. Yes, that is the very point I wanted to make.
This is all very jolly, except tha t it demonstrates tha t the recycling 

of petrodollars is coming to us, and I suppose to some extent to  other  
wealthy industrial countries, to their  banks and their treasuries. Then 
it is up to us to extend the credit increasingly throu gh the commercial 
banks to the debtor countries, the Thi rd World  countries. We are le ft 
holding the bag. We are obligated to repay these Treasury bills, notes, 
and bonds to the OPEC governments with large surpluses tha t con­
tinue to mount with each passing year.

We lend the  money to the  debtor countries so that they may buy the 
oil and other imports and we are left in an exposed position.

Is tha t not correct ?
Mr. Sherman. May I discourse on tha t for a moment, Senator,, 

please ?
Senator Church. Please do.
Mr. Sherman. In  the 1950’s and 1960’s, the United States bought up 

a great deal of capital  equipment and plants  around  the world, in 
Europe, Canada, and L atin  America, and we paid for it with Treasury  
bills. Now we are buying up a lot of oil and are paying for it with 
Treasury bills, notes, and bonds.

There is always the philosophical question of who is in  the stronger 
position, the debtor or the creditor. I am not endorsing continuing bal- 
ance-of-payments deficits or continuing Federal deficits that have to- 
be financed. But  the figures are so large  tha t the flexibility tha t the 
OPE C holders have is reducing.

Senator Church. Yes.

W H EN  T H E POOR CAN NO LONGER PAY

I am not so worried about the relationship between the United States 
and the OPEC  countries. What worries me is what happens when the 
poor governments, the governments of the lesser developed countries 
are no longer able to finance their mounting  deficits. There comes a 
cracking point here and i f they are not able to repay the ir debts to this 
country, to our commercial banks, then you have created a condition 
tha t could lead to the collapse of the internationa l credit system.

From what we can determine, there is not any end in sight rig ht now 
to the fur the r accumulation of deficit by these poorer countries.

The U nited States is in the most exposed and most vulnerable posi­
tion because it is the principal creditor.

If  this picture were not triangular,  I would not worry so much about 
it, because it is true that the more investment tha t Saudi Arabia
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makes in the Un ited States, the greater stake i t has in the stabili ty of 
our economy and the less motivation it  has to tam per wi th the  delicacy 
of the credit structure. It  would continue, I should think, to handle  
its money in a very pruden t and cautious way.

Tha t is not ju st a bila teral relationship tha t we are concerned with;  
it  is a trilater al one.

Mr. Sherman. Yes.
Senator Church. And t ha t I think we will get into when we have 

Mr. Solomon’s testimony. He is our next witness.

M TH E AMERICAN EXPRESS STUDY

I want to mention one set of figures to which I  referred in my open­
ing statement.

One study shows that last year, as I  recall, a fifth of the money th at
* was borrowed by these developing countries had to be used for  debt 

repayment; tha t this  year a fourth of the ir borrowings will have to 
be used for debt repaying; and that by 1980 a ha lf of their borrowings 
will have to be used for debt repayment.

Now, when economists talk about borrowings for the purpose of de­
velopment of economies to make them more productive and thus more 
creditworthy, they don’t always take into account th at this  mounting 
debt service is preven ting these poor countries from investing in de­
velopments tha t make the ir own economies more product ive and more 
creditworthy.

When you reach a point, if this study is accurate, where hal f of the 
money borrowed is simply necessary to ro ll over old debt and most of 
the rest of tha t money is then  going to  purchase imports, there is very 
little left, i f any, fo r real investment. You are going to reach a cracking 
point. The first domino is going to fall  here, somewhere and someplace. 
Though  tha t may be a Cassandra-like prediction, at least it is being 
taken seriously enough th at we have today our next witness explaining 
an attempt throu gh the IM F to deal with this problem over the next 
3 years. Inte rnation al efforts are proceeding at a rath er fran tic pace 
to prevent tha t first domino from falling.

TH E WITTEVEEN FACILITY A “ BAND-AID”

a I  agree with Senator Javit s. I  hope this committee will suppor t the
Witteveen Fac ility  because I believe international conditions have 
made i t necessary. But it is a band-aid. The most we can expect of  i t 
is some relief for  the next 3-year period. We must hope tha t it will

• work for t ha t length of time. But  we are not dealing with the underly­
ing disequilibrium in the world occasioned by the artificially  high 
prices of oil and the huge surpluses tha t are being created. There is no 
end in sight.

Senator J avits. T hat’s the point, Mr. Chairman. It  is cumulative. 
Mr. Sherman. May I address these points, please ?
Senator Church. Certainly.
Mr. Sherman. Obviously these conditions are apparent to us at Mer­

rill  Lynch, and I raised very similar  questions to the ones you have 
just  raised now within  our firm.
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TH E GROSS NUMBERS

Th ere are  several  aspects  t o th is.  I f  you look  at  the gross numb ers , 
th ey  are  horrendous, because the in ter es t cost  ove rpowers ev erything  
else. Th e problem cou ld become acute in a p eri od  of very hi gh  in terest 
ra tes . I f  we were  to re tu rn  to a si tuat ion such as exi sted in Ju ly  1974, 
when in ter es t ra tes w ere a t d ouble -digi t levels, the re  would be rea l rol l­
ove r pro blems because  t he  b anks w ould be tigh t, they  would  be r elu c­
ta n t to  rol lov er,  a nd  the  i nter es t costs  wou ld be very much hi gh er  be­
cause  t he  loan s are  m ade  in ma ny  cases on a floating  basis,  and so th e 
in terest  costs wo uld  au tom ati ca lly  ris e with  the  int eres t rat es.

Bar ring  t hat  e xtre me , we then  looked at  the bre akd ow n of  who are  
th e deb tors. Whe n you  do th at , the sit ua tio n does no t look  ne ar ly  so 
bad . Th ere  are  a bout eigh t countrie s whi ch are huge deb tors, bu t t he y 
are the ones who are  bes t able  t o cope wi th it,  such as Ta iw an , So uth 
Ko rea, B razil , where  the y have grow ing economies.

Th e weake r countries of  th e wo rld  fo r the mos t part  are ge tt in g 
noncom mercia l c red its—they  a re ge tt in g ID A-typ e c red its—wh ich  a re  
recogn ized as lon g-t erm -ty pe  loans .

Th e th in g th at  mus t be avo ided is financ ing  lon g-t erm  debt with  
sh or t-t erm cre dit s, as were th e pro blems in  New  Yo rk  Ci ty,  to which  
you ea rli er  re fe rre d,  an d some othe r com mercial  opera tio ns  th at also 
go t into tro uble.

Th e need fo r th e Wittev een Fa ci lit ie s concern s th e in term ed ia te ­
size d cou ntr ies  th at have  rea l ba lan ce-of -pa ym ents pro blems  an d are 
too  large to  be financed th ro ug h th e commercial  sources.

But  we were  no t qu ite  so ala rm ed  once we look ed at t he  indiv idua l 
co un try  breakd owns a nd  the  na tu re  of those  breakdo wns.

Se na tor Church. W e are  g oin g to  look  at  some of  those individu al  
coun try  b rea kdow ns in  th e course of  these  h earin gs , so t hat we h ave a  
mo re thorou gh  un de rs tand ing of  t hi s whole problem. T hat  is  w hy we 
are t ak in g these 5 days o f hearin gs , to  consider the  Witte veen  pr oposal 
ag ains t the backgro und th at we hav e been discus sing of  in tern at iona l 
finance and  the  mo un tin g de bt prob lem s.

Are  the re  any  fu rt her  ques tion s of  thi s witness  ?
Se na tor Sarb anes ?
Se na tor Sarbanes. Than k you, Mr. C ha irm an.

CAUSES FOR CON CERN

I  ju st  have one que stio n, Mr . Sherm an. Is  t he re an ythi ng  a bout th e 
cu rren t si tuati on  th at causes you—well, not  “a larm ,” but  deep  concern  ?'

I  ta ke  it  t hat you  th in k the U.S . posit ion  is so hea vy,  so to  speak,  
th a t it  is outside th e no rm al  constra int s. In  othe r words , cre di tor s 
are alm ost  he ld hosta ge  to  th e debto r in  th a t sit ua tio n,  ra th er  th an  
th e othe r way  around . But  i s there an ythi ng  abo ut the sit ua tio n th a t 
causes you  concern ?

Mr . S her man. No, Sen ato r.

AN  OP TIMISTIC OUTLOOK

Ac tuall y, we have  been r at her  op tim ist ic on the out look f or  th e n ex t 
18 mo nth s or  so. We  th in k the U.S. economy is in  rea son ably good;
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shape and will continue  to grow. We thin k inflation is st ill high,  but 
not moving to the double digit proportions we saw in 1974.

Central to all of the concerns tha t migh t arise would be the rate  
of inflation. As long as we can restrain the ra te of inflation and u nder­
take fiscal and monetary  policies tha t are oriented in that  direction, 
to restra ining the rate  of inflat ion, we feel th at the conditions can be 
resolved through normal marke t procedures, innovation where neces­
sary, which the market has  been able to perform, and just sound bank­
ing and financing practices.

EFFECTS OF COMMERCIAL LEND ING

Senator Sarbanes. W hat  about the extent of commercial lending 
tha t is t akin g place to some of the lesser developed countries in o rder 
to enable them to finance the ir situations ?

Mr. Sherman. I ’m sorry, Senator,  but  I  didn’t hear the l ast pa rt of 
your question.

Senator Sarbanes. What  do you t hink about some of the commer­
cial lending tha t is ta king place with the lesser developed countries 
in order  to enable them to finance the economic si tuation that they 
are in ?

Mr. Sherman. Well, I  am not  a commercial banker, and I am not 
that close to it. But, from what I am able to gather, the commercial 
banks have been curbing, the amount of commercial credit they are 
providing to the less developed countries. Tha t is one of the reasons 
why there is more demand for such as the Witteveen Facilit ies, with 
which I concur with Senator Church, tha t it is not large enough.

So, I  believe that the commercial banks are becoming more con­
cerned and are recognizing tha t they have extended themselves as 
much as they probably ought to, and  from here on in the  growth  ought 
to be in pace with the growth of the  economies and the growth  of the 
banks, and they are  accumulating loan loss reserves. I  think the banks 
are gett ing a heavy sprinkling  of prudence along these lines, now. 

TROUBLE AHEAD

Senator Church. May I just make a comment. That,  to me, seems to 
be the crux of the problem. The banks are about loaned up when it 
comes to fur the r extension of credit to these governments, and the 
public lending isn’t nearly large enough to fill the gap.

So, there is a crunch out here ahead, no matter  how you look at it. 
Eit her  i t is going to mean that credit will not be made available to 
meet the needs of the Third-World  countries, which spells trouble, 
or the banks, in conjunction with the IM F and other  public lending  
institutions, will continue to provide the credit for a burgeoning debt 
tha t in the end cannot be repaid, which spells trouble.

Mr. Sherman. Yes.
Senator Church. So, whichever way you want  to look at  it, it  looks 

to me as if there is trouble ahead.
Mr. Sherman. Once again, the trick  is not to finance long-term debts 

with short- term credit.
Senator  Church. I  hope there is a trick th at works.
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DIFFERENCES BETWEEN 195o’s AND NOW

Senator Sarbanes. What  about the difference you draw between the 
situat ion in the 1950’s and  1960’s ? Then what wTe were financing was 
capi tal investment in other countries, which remains as an asset and 
provides a re turn  over the life of the asset. Now we are financing oil 
purchases, which may do some of tha t, but far less, I  would assume, 
than  wTas the case with the natu re of what the debt being incurred 
wras financing at an earlier period of time.

Mr. Sherman. There is no question but tha t you have put  your 
finger on the difference. We are financing now a consuming asset 
instead of an income-producing asset. >

Senator Sarbanes. But shouldn’t that  be a cause for concern ?
Mr. Sherman. Yes; it is. Our hope, our  strong hope, is th at we get 

an energy policy tha t orients us away from heavy consumption of 
imported  oil. *

OUR ENERGY POLICY LIK E WATCHING GRASS GROW

Senator Church. Well, whatever kind of energy policy we get for 
ourselves, tha t does not extend to all of these developing countries.
They are going to have to do the same. Besides, none of this can happen 
very fast.

Mr. Sherman. That’s correct.
Senator  Church. W atching us become energy self-sufficient is like 

watching grass grow. [General laughte r.]
Senator Sarbanes. And in the desert, sometimes. [General laughter.]
Senator Church. I f  we can’t do any better th an tha t, then I don’t 

know how the other poorer countries will manage.
Mr. Sherman. These less developed countries have had problems 

before the oil crisis, but it has gotten worse with the oil situation.
There is no question about that .

Senator Church. I  want to than k you for your testimony and for 
the explanation you have given us of present Treasury practices. T hat  
has been very helpful.

It  has been a good starting poin t for this hearing.
Mr. Sherman. Thank you, Senator.
Senator Church. We are going to have jus t a short recess before 

we ask our next witness to take the stand. •
[A brief recess was taken.]
Senator Church. Our next witness is Anthony Solomon, Under 

Secretary of the Treasury for Monetary Affairs. Mr. Solomon, I  
wonder i f you could high ligh t th is s tatement; submit the whole state- 
ment for the record but  summarize i t in your own words fo r the  com­
mittee so tha t we can get to questions more quickly.

STATEMENT OF HON. ANTHONY SOLOMON, UNDER SECRETARY FOR 
MONETARY AFF AIRS, DEPARTMENT OF THE  TREASURY

Mr. Solomon. I  antic ipated tha t, Mr. Chairman, and I  do have a 
shor ter summary I  would like to run through ; otherwise, I might miss 
something.1

Mr. Chairman, I  want to say first how much we appreciate your 
scheduling th is hearing  at an early date. The Witteveen Faci lity—the

1 See p. 157 for Mr. Solomon’s prepared s tatemen t.
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IMF supplementary financing fac ility—is extremely important to  the 
world economy and the international monetary system, and our pa r­
ticipation is essential if it is to come into being.

So it is important th at we move as quickly as we can in considering 
our partic ipation, and your hearing today is a very welcome co ntri­
bution to the process.

I have submitted a formal  statement to the subcommittee. If  I 
may, I  will just  summarize tha t in my remarks here today.

The international monetary system at present faces certain poten­
tially serious problems. The supplementary financing facil ity is 

M needed, and urgen tly needed, to strengthen the Inte rnat iona l Mone­
tary Fund and to enable us to deal with these problems.

The establishment  of this facili ty will help to make sure tha t our 
international monetary system continues to function smoothly and it 

> will fu rther in an important way our objectives of an open and liberal
system of international trade  and payments.

Much of the relative  prosperity which the world has enjoyed over 
the past 30 years derives from the streng th and effectiveness of our 
international monetary system with the IMF as it s princ ipal inst ru­
ment. Th at system has provided the f ramework  for a grow’th in world 
trade and financial flows unthinkable  at the time the IM F was 
established.

No nation has benefited more than the United States. Our foreign 
trad e amounted to $235 billion last year, nearly 15 percent of our 
gross national product. Our exports provide one out of every six 
manufacturing jobs. Essential imports are integrated into all phases 
of our economic life.

Our currency is widely used internationally and widely held and 
our capita l markets channel vast sums to investment throughout the 
world. Our efforts to promote  growth,  reduce unemployment and curb 
inflation depend on an effective international monetary system.

The monetary sphere  is one area in which internationa l cooperation 
has operated with a high degree of  success. We have on a number of 
occasions modified and adapted the system to meet new problems and 
new circumstances. The supplementary financing facility is a fur the r 
such step, an important step to  meet a serious present need arising  out 
of drastic  changes in the patt ern  of  interna tional  payments in recent 
years.

Since 1973 there  have been internationa l payments imbalances of 
unprecedented size resulting from the massive oil price increases, deep 
world recession, and rap id inflation. This has placed serious strains  

4 on the  system. With  the recognition tha t these imbalances could not
be eliminated in the short run, emphasis was placed on financing the 
deficits.

Both official and private financing expanded sharply. The increase 
was spectacular. In  the 5 years 1971 th rough  1973 the aggregate deficit 
of all nations in current account deficit averaged $15 billion a year. 
In  the 3 years 1974 through 1976 i t was $75 billion a year, a to tal of 
$255 billion for the 3 years.

Nations have borrowed very heavily in the years 1974 through 
1976 to finance their large balance of payments deficits. The borrow­
ing took many forms. While official financing through the IMF durin g 
this period was f ar  above histor ic levels, i t was the private markets  
tha t handled the bulk of the financing, accounting for about three- 
quarte rs of the total.
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Given the private marke t or ientation of the world economy, it  was natura l tha t the bulk of this  financing be handled by priva te rather than official channels. The question has been raised as to whether this  rapid and unprecedented enlargement of lending activity and debt has reached a danger point for the monetary system, e ither  in the sense tha t la rge numbers of countries have borrowed beyond their capac ity to service debt or in the sense tha t our banks and other institu tions are overextended.
It  is our considered judgment that the system as a whole is no t in any such position of imminent danger, either as a result  of excessive borrowing by large numbers of debtor nations or as a result of our „financial institut ions’ being overstretched.
But the fact  tha t the system has, in the financing sense, worked well thu s far  is no cause for comfort or complacency. Success in the past  is no guarantee that  we are adequately armed for the period *ahead.

TH E SUGAR COATING

Senator Church. May I  inter rupt . This is sort of a sugar-coated way of put ting  it. In  the  beginning the opportunity to develop a new clientele for the commercial banks looked very profitable, very a ttrac­tive. When we went into the recession the o rdina ry demand for credit on the p art  of business, corporations, and so forth  fell off.
The commercial banks found new customers. They found them in many foreign governments tha t had to borrow heavily to pay thei r oil bills. This looked good. The interest rate was high. The profits jumped  up dramatically. Take the 12 largest banks. Their profit f rom foreign  earnings increased—they must have doubled in that 3-year period and now are the equivalent of  the ir total earnings from domes­tic  loans.
So it looked like a great thing.  Bankers had the feeling that foreign governments could not possibly renege because that would destroy the ir creditworth iness and they could not acquire more private  cap ita l; therefore i t was a safe investment with interest rates and they plunged into this,  $75 billion worth of credit extended to these foreign governments.
Now all of a sudden, when you say just because things have gone so well in the past it is no cause for  comfort or complacency, indeed it is not. Because all of a sudden you see these governments borrowing so heavily tha t thei r capacity to pay off these debts, as they have to, to acquire still more, is a subject of serious concern.
I don’t take issue with what you have sa id; I ju st th ink the way you say it  tends to suggest tha t this is a healthy situation. But, simply because i t is healthy,  we should practice some preventive medicine.I  think  the p atient is pretty sick a t this point or at least is suffering from a disease for which we do not know the permanent cure.
What you have come up  with here is a palliative . It  may result in another regression but the illness is going to come back; and though I  am no t opposed to what  you propose—I don’t know what else you can propose; I want to commend you for your negotiating this ar­rangement which for the first time brings  the OPEC governments themselves in with sizable con tribu tions; all of th is is praiseworthy— still  I  must say tha t you are put ting the best possible face on a situa tion tha t, I  think, is very distu rbing  and for which we have yet to find anyone who can give us an adequate and  long-term solution.
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I  am so rry; I did not mean to  launch a t irade at you.
Mr. Solomon. Shall I  continue, Senator ?
Senator  Church. Yes; continue.

EXPECTATIONS FOR THE FUTURE

Mr. Solomon. Let  me comment on our expectations for  the future 
and how the supplementary financing facility fits into the picture.

Nations have approved the broad outlines of a balance-of-payments 
adjus tment  strategy . At the Manila IM F meeting last  fal l it  was 
agreed tha t:

- Adjus tment  should be symmetrical, reducing both surpluses and
deficits;

Countries in balance-of-payments difficulty should shi ft resources 
to the externa l sector and bring  current account positions into line 

v  with sustainable cap ital inflows;
Countries in strong payments positions should maintain adequate 

demand consistent with anti-inf lationary policies;
Exchange rates should play the ir proper role in adjustment.
Looking ahead, it is nonetheless a safe prediction that large im­

balances will continue for the next several years. We expect a reduc­
tion in  the surpluses of the major industria l countries as these nations 
expand their economies in  line with domestic needs and the agreed 
adjustment strategy. But we expect only a gradual  decline in the OPEC 
surplus—which is the largest pa rt of the  imbalance—from the present 
level of about $40 billion.

THE OPEC SURPLUSES

As is clearly pointed out in the subcommittee’s recent staff report , 
the OPE C surplus does not lend itself  to abrupt  correction. I t is s truc­
tural in na ture. The energy needs of the oil importing  nations cannot 
be suddenly  and sharply cut back i f economic activ ity is to be main­
taine d at acceptable levels, and adequate supplies from alternative 
sources do not at present exist.

The reduction and elimination of OPE C surpluses through cur­
tailment of oil imports  will take  a period of years. I t is important,  
■critically important,  tha t the United States  and other oil importing  
nations  apply stringent measures to conserve energy use and expand 
energy production. President Car ter’s program will make a major 
contribution to an improved energy balance. Bu t our program and  
those of others cannot yield  major reductions in oil imports overnight.

Similarly it is  not realistic to expect, in the rela tively smal l number  
* of OPEC nations  in  which the surpluses  are concentrated, too r apid

an increase in purchases of foreign goods and services.
LARGE IMBALANCES TO CONTINUE

Accordingly it  must be expected that large imbalances will con­
tinue at least for the next few years while we work toward the ir 
elimination. I n the meantime our efforts must be directed toward assur­
ing that  the collective current account deficits are  d istributed and, to  
the extent possible, reduced so tha t the necessary borrowing is under­
taken  by those countries whose creditworthiness and economic 
strength are  adequate to sustain the addit ional debt.

The supplementary financing facil ity is a majo r element of our 
strategy for  fostering this  needed adjustment and helping to assure 
such a sustainable pattern of payments.
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With the establishment of the supplementary financing facility  
there will continue to be a large  amount of borrowing, private  as well 
as public. Concern has been expressed tha t continued borrowing in 
very large amounts, irrespective of who is borrowing or  how the credit 
is used, constitutes a serious danger for the monetary system.

I do not share tha t view. If  the borrowed funds are proper ly used 
to support productive investment and to strengthen the borrower’s 
curren t account position, th e debt need not constitute a serious future 
burden, as shown by the experience of the United States in the last 
century and other countries at present.

Excess savings in surplus OPE C countries can, in effect, finance »
investment in the oil importing countries by supplementing domestic 
savings. But the borrowed funds should be productively invested in 
order to avoid servicing problems in the future.

This, then, is the  broad strategy within which the supplementary *
financing facility fi ts: We aim for a sustainable pattern of payments in 
which the borrowing is undertaken by countries commensurate with 
thei r c reditworthiness ; we seek to assure that the borrowed funds are 
used to support  sound and effective programs of stabi lization and ad­
justment; and meanwhile we work toward  elimination of the oil im­
balance through energy programs and fur ther  development of the 
OPEC nations’ capacity to import.

The supplementary financing facility will thus help to assure that 
needed financing is available and tha t adjustment measures are 
adopted. Much adjustment remains to be done. Structural changes, 
domestic and external, must take place in many countries, often involv­
ing major alterations  of trad itional patte rns of production and 
consumption.

Such changes will not come easily and must take place over a number 
of years if satisfactory levels of growth and employment and an open 
system of trade and payments are to be maintained. Substantial financ­
ing will continue to be needed by countries in deficit. And in some 
countries adjustment measures need to be introduced.

LI MIT S TO BORROWING

Clearly there are countries—certainly not a large number but a 
significant number—that have already reached or are approaching  the 
limits of their  ability to borrow or th eir prudence in doing so. These 
are countries tha t are beset by internal economic imbalances, that  still 
face large payments deficits, where the need for corrective measures 
and interna l and external adjustment is compelling.

Such countries—and others which may in the future face simila r 
difficulties—must be encouraged and permitted to adjust thei r econo­
mies in ways that are compatible with our liberal t rade  and payments 
objectives, in ways tha t avoid discrimination agains t others and dis­
ruption of the world economy. A major function of the IMF is to 
induce such adjustment.

Given our expectations, it  is essential tha t the resources of the IMF 
be adequate both to enable i t to foster responsibile adjustment policies 
by members facing severe payments difficulties and to provide con­
fidence to  the world community that it  can cope with any potential 
problems that  may arise.

Without the additional funds of the new facility , the IM F’s r e­
sources may not be adequate to meet demands placed on it over the next 
several years. Its  resources—some $5 billion now, perhaps  $6 billion to
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$7 billion more when the already agreed quota increase becomes effec­
tive and remaining commitments under the general arrangements  to 
borrow of about $3 billion—look sparse in a world in which total 
imports are running a t an annual  level of nearly a t rill ion  dollars  and 
in which OPEC  surpluses are likely to decline only gradually from the 
curren t $40 billion annual level.

T H E  W IT TEY EEN  FA C IL IT Y

Against this background the decision was taken—against,  I might  
say, the failure of the financial support  fund  of the previous adminis- 

m trat ion to be acceptable to this Congress—the decision was taken to
seek to establish the supplementary financing facili ty as a temporary 
measure and with financing of about $10 billion to be provided initial ly
by seven industr ial nations and seven OPEC countries.

* The industria l countries would provide $5.2 billion, of which the
U.S. share, subject  to congressional authorization, would be SDR 1.45 
billion—about $1.7 billion—approximately 17 percent of the total. The 
OPE C members would provide about $4.8 billion, or nearly  h alf the 
total, with Saudi A rabia  the largest single partic ipan t of either group, 
at $2.5 billion.

The terms rela ting to the provision of this  financing to the IMF by 
the par ticip ants  are presented in detail in the National Advisory 
Council special repo rt on the supplementary financing facility pre­
sented to the Congress with the legislation. My prepared statement also 
goes into some detail on these terms. I would make three main points 
here:

AD VA NT AG ES OF  T H E  FA C IL IT Y

First, U.S. participa tion in the facil ity is advantageous to us not  
only because of the general benefits to us of a s trong world economy 
but because, in exchange for our financing, we received a strong, liquid, 
market-interest claim on the IMF.

Second, the facili ty is designed to help in the cases of countries with 
very serious difficulties and very large financing needs. It  will require 
serious efforts by borrowers to correct thei r problems. But, in com­
parison with regu lar IM F resources, it will be able to supply  larger  
amounts of financing while they initia te adjustment programs. And

„ it will permit them somewhat more time to adjust in recognition of
the very severe problems they face.

Third, the facili ty is a cooperative venture, with the surplus  coun­
tries of O PEC and the stronger industrial  countries joining together

t;  to assure tha t the needed financing will be available.
The agreement requires that, before the facili ty can begin opera­

tions, part icipants  must formally commit $9 billion of the full $10 
billion and the six largest par ticipants  must all formally commit them­
selves to partic ipate . Thus, action by the United States  and the Con­
gress is necessary before the facili ty can become a reality.

Q UEST IO NS CO N CER NIN G T H E  FA C IL IT Y

Let me address three questions which have been asked with respect 
to this new f ac ilit y:

First, how can we be sure th at the $10 billion contemplated for the 
facili ty is adequate to do the job bu t not more tha n is needed?
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Obviously it  is a tnatter of judgment and no one can be absolutely sure. We cannot predic t with certa inty just which countries will have the part icularly  large needs for credit th at make them eligible fo r this; facil ity along with the willingness to adopt the kind of adju stment programs associated with it.
It  is our judgment tha t this  facil ity plus the amounts available to- the IM F from other sources will enable i t to provide financing over- the next 2 or 3 years up to, say, a total  of $25 billion. This  is above- the levels of IM F financing of recent years, which were already relative ly high.
To assure confidence in the monetary system i t is vita l th at the  IM F'  Malways be known to have adequate resources in reserve to meet what­ever urgent problems may arise even i f it turn s out th at less than  the • full amount is actually drawn.
Since no cash transaction occurs until a member country actually- *draws from the IMF, there is no interest  or other cost whatever—to - the IM F or to the  United States and other pa rticipants—for any po r­tion of the facili ty not actually uti lized for drawings.
A second question is : Will the facili ty serve to  “bail out” priva te- banks which have lent unwiselv or excessively ?
The answer i s : No. The facil ity is not so designed and will not be so used. I t will not bail out either countries or banks. I t will encourage countries to init iate  needed adjustment measures before the ir debts , become too large to handle or credit is no longer available, and i t w ill ' provide t ransi tional financing while the measures take effect. I t will help redist ribute  deficits to a more sustainable pat tern  and improve- nations’ creditworthiness and confidence in the monetary  system.I t is not a substitute for bank credit and will not take over the banks’ regular lending  activities. While IM F financing may in the- period ahead account for a share of to tal balance-of-payments financ­ing large r than the 7 percent it  provided in 1974 to 197fi, it will remain small in comparison with the share channeled through private markets.In  fact, the facili ty is expected t o encourage banks to continue to . expand th eir fo reign lending rather  than cut back, by promoting sound economic policies on the pa rt of borrowers; and historical experience indicates that , in fact, the  banks normal ly lend more to a country af ter  it  has  entered in to a stand-by agreement w ith the IMF.
The banks will benefit from the new facility but only indirect ly— throu gh the improved internationa l environment, stronger monetary system and high levels of  trad e that will benefit all elements of the American economy.
A thir d question is : W hy was the supplementary financing facility  *established rather  than the alte rnative of a  permanent change in I M F ' quotas?
The answer is tha t thi s method was chosen for reasons of timing  and practicality . A review of IM F quotas is underway; but, with the com­plications of negotiation  and ratification,  it may not lead to actual quota increases for, sav 2 years or more.
Hopefu lly the  new facility can be put into operation at  an early date , and cover the  part icular needs unt il a quota revision occurs. The fa­cility is also more flexibile than a quota increase since it is not subject to the same quota constra ints tha t individua l countries draw and can.
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be used more selectively to meet the problems of countries with  pa rtic ­
ular ly large needs.

AD MINIST RA TIO N URGES ADOPT ION  OF FA CI LITY

Mr. Chairman,  the  IM F is a valuable ins titution, in which all  mem­
bers contribute, financially and otherwise, to  an effective interna tional 
monetary system. I t has a good record. The proposal fo r a supplemen­
tar y financing facil ity is a sensible and reali stic way to strengthen  it  to 
meet present problems. The facil ity is equitable to all parties . I t is 
needed and needed soon.

The administra tion urges that the committee repo rt the proposed 
legislation  favorably and tha t the Congress enact it promptly.  I  thank
you.

Senator Church. I am first going to tu rn to  Senator Javits,  who has 
another engagement. Then I  will tu rn to you for such questions as you 
would like to ask before I  sta rt questioning. We will reverse 
procedures.

CORRECTIONS ON TH E CHA RTS

Before doing that, Je rry  has a correct ion he wants to announce with  
rega rd to one of the charts.

Mr. Levinson. On table 2 to tal, placement by oil exporting coun­
tries  1974-77, which has been handed out , in paren we show for Middle 
East tota l banking portfo lio security placements by Middle East oil 
exporting countries to the United States, and in the fo reign branches 
of major U.S. banks we show in paren a figure of $16.7 billion and 
Treasury notes, bills and bonds in  the Uni ted Sta tes, that figure should 
be $12.7 billion. We double counted it.

And $12.7 billion is sti ll not a small amount but I  wanted to  make 
that  correction for  the record. The correct figure is $12.7 billion ra ther  
than  $16.7 billion.

Senator Church. Sena tor Javit s.

REMA RKS BY  SENATOR JAVITS

Senator  J avits. I want to  express my grati tude to  Senator Church 
for  tu rnin g the order completely upside down as I have a number o f 
other committee meetings, and I  should be quite brief.

May I say first that  I have grea t sympathy with Treasury, which 
takes a  position fa r more optimistic than  Senator Church and I  have 
taken. You are doing what  you have to do and we are doing what we 
have to  do. As I  see my role—and Senator Church is extremely well 
able to speak for himself—we have to  use a certain  amount of shock 
treatment with the  world, which is inclined to be complacent in the face 
of what I  personally consider an extremely grave danger.

DEEP CON CER N IN  NATO CO UNTRIES

I  hope you were here, Mr. Secretary, when I  said in Europe—where 
I jus t came from last  n ight—I found by the parl iamentarians of t he 
various North Atlantic Treaty Organization countries a s imilar deep 
concern, a very healthy respect fo r the danger. So I  don’t feel alone, or 
isolated in my view.
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AM ERICA N BA NK ER  ARTICLE

Now, I  find a very interesting piece by M. S. Mendelson in the 
American Banker, September 15, 1977, analyzing this very subject,
Mr. Chairman. I ask that it may be included because I  would like, 
after deliberation, f or the Treasury through Mr. Solomon to respond.1

Senator J avits. I would like to  direct your attention to one thing.
It  deals with the rationale by which we think everything is going to 
be all right . H e may be wrong about our rationale,  but the theory is :
If  Western economy slowed down, we have su rplus money to lend so 
our banks are doing OK. If  they cannot lend it here they will lend it  
there. n

On the other hand, if Western economies speed up, then they have ex­
por t income and that reduces the need for the ir borrowing, so there  
is kind of an automatic  adjustment to the ebb and flow.

The difficulty with tha t theory i s : I t fa ils completely to take account *
contingencies—increase in price of OPE C oil, p arti cular pressure in 
part icular places because of political situations in those places, the 
burden of debt becoming so great compared to developmental needs— 
tha t is, Brazi l—that a  situation which looked very good in credit terms 
may not look so good at a given time and the fact tha t if anyth ing 
gives in  the world, whether i t is another He rstatt  B ank or Frankl in 
National, it  is likely to bring the whole thing down with it.

I  thin k it  would be necessary because, as I said  before, no confronta ­
tion between myself and Trea sury ; we are simply trying hard to pro­
tect our country and the world, and our difference in view will have 
an effect on each of us and that  is all I am try ing  to say.

BA NK  L EN DING  AND FOR EIG N POLIC Y MATTER

Mr. Solomon. Senator Jav its,  could I make one comment. I  read 
the Mendelson article. Although I agree with some of it, he makes a 
much larger point which I  am not sure you would agree with any more 
than we. He says that  when private banks lend to foreign governments, 
this becomes a foreign policy matter and therefore is i t appropria te 
for foreign policy to lie handled by priva te banks ?

Now, I thin k tha t is carry ing the concern a little  too fa r in my per­
sonal view because if you star t looking at the economic system that  way 
almost anything becomes a foreign  policy mat ter and the implication 
is that  the Government should then control all forms of lending to 
sovereign governments. I don’t feel tha t is th e gist of your concern.
Am I  correct ?

Senator J avits. I think you are asking me a legitima te question and 
my answer is it  is not the  gist o f my concern but an important element 1
of my concern because of the volume involved and the lack of any 
other backup. There is no other reserve than  either the ind ividua l gov­
ernments or the international financial institutions  and if you really 
scratch beneath the surface you find th at our banks really in the  final 
analysis believe that. They believe their loans are perfectly secure be­
cause ultimately the internationa l financial institutions  or the U.S. 
Government, through the Federal Reserve cannot let these th ings go very sour.

Tha t, by the way, is disclosed—and I will p ut it in the record, Mr. 
Chairman—in an earlie r monthly  lette r of the Fi rs t National City 
Bank of New York in which they say it  frankly. So that is why I  am worried.

1 See p. 183.
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But  I  don’t believe the banks can proceed considering their prope r 
reason for action, to wit, profitable operation by banks, completely 
free of the governmental considerat ions which are political appraisa ls 
and political considerations and the conditionality  which is infinitely 
bette r imposed in a more coordinated way by the IMF  than it  is by the 
individual banks.

So I believe t ha t we have yet to develop in our system, some tech­
nique by which neithe r par ty simply is going to proceed without re­
ferr ing to the other  pa rty. You know, they  come down here and they 
talk  to you and you know you feel free to talk to them but it  is not quite 

t  the  same thing. It  is a worry of mine. Not the  gist of my worry but it
is a worry.

IS  OUR SYSTEM  IN  DANGER ?

v  May I  ask you th is : W hat you say on page 4 of your statement, to
w’it, “I t is our considered judgmen t th at the system as a  whole is not” 
—you underline the word “not”—“in any such position of imminent 
danger, either as a result of excessive borrowing by large  numbers of 
debtor nations or as a result  of our financial institu tions being over­
stretched.” That is the policy of the administration . Is that correct?

Mr. Solomon. I f you go on to supply the second h alf  of it, which 
is that we feel that  there are individua l countries which have reached 
the limits of external borrowing where we feel th at they need the kind 
of program that  the Witteveen Faci lity and the fund would work out 
with them, we believe that  under those circumstances, tha t there is no 
danger to the system as a whole.

I might even go so fa r as to say tha t debt rescheduling does not rep­
resent disaster for the system as a whole. It  is confined to a few key 
countries, and i f one looks at th e record, there was much more debt re­
scheduling in Argentina , Brazil , Colombia, and Chile. The last  few 
years it has only been Zaire.

I honestly don’t want to be accused of complacency. We have a very 
serious problem. At the same time. I  think one has to avoid ta lkin g in 
terms of dangers to the system as a whole which implies collapse, 
which I don’t think is at all likely. I think that  the  present unsatis­
factory limping along status is much more likely to  be the reali ty of 
the next  few years than either a marked solution—improvement in our 

„ economic situa tion on the one hand or  collapse on the other.

PROBLEMS OF RE SCHE DU LIN G

A Senator J avits. Again  I repeat what I said before. You are doing
what you have to do and we are doing what we have to do, and I  have 
explained my purpose.

I would like also to point  out that it  is again a question of the 
amount. Rescheduling of Brazil or Mexico is going to be a lot more 
serious than a rescheduling of Syria  and in view of the fact  th at  you 
postulated heavily w ith no increase in prices and no material diminu­
tion of the recovery rate, no increase in oil prices, so tha t would worsen 
the accumulation of deficit, and you premise your judgm ent on t hat  
and no material  inter rupt ion in the recovery.* I thin k these are very 
chancy propositions, especially as you yoursel f predict the period of 
stagnation. You may not have millions  of people holding st ill for all 
that . Tha t is what we have to consider as politicians.

20-26 7— 78------ 3
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NO PROSPECTS OF RESCHEDU LIN G FOR B RAZ IL OR M EXIC O

Mr. Solomon. Senator, may I  make one poin t fo r the  record. I n my 
view, there  is absolutely no prospect of a debt rescheduling in  regard 
to Mexico or Brazil. And I would not want to leave any impression tha t 
there  is.

Senator J avits. Neither do 1.1 don’t want to leave any such impres­
sion, either. I am not looking for it.

Mr. Solomon. The current account deficit of Mexico has been cut 
this year to less than  $1.8 billion, more than a 50-percent cut compared 
to last year. Double d igit  inflation is being rapid ly reduced from 30 
percent—you know, Senator, you have been following this  closely— 
with  your current rate  of inflation 12 or 14 percent, there has been 
major improvement in the Mexican economy. Unfortuna tely,  not in the 
unemployment figures. But with the exception of that , there has been 
and Brazi l is able to handle its debts quite comfortably.

Now, nobody can predict the fu ture  in the  long run  but  I  would say 
those countries are undertaking stabilization programs and have 
shown substant ial improvement thi s year.

Senator J avits. Let’s not erect strong  men and knock them down.
I  did  not make any such prediction to Mexico or Brazil and I  repudi­
ate i t flatly. Don’t p ut me in th at position. I  am not a rguing tha t. All 
I am saying is, you assume no m ajor debt rescheduling. These others 
are relatively minor. A major  one would be a great  shock to the in­
terna tional monetary system which I don’t thin k it can stand. But I 
am not predicting it or anticip ating i t or  even saying there is a grave 
danger  of it. Don’t put  me on th at spot. I  don’t deserve to be.

T II E  PRED ICTE D DE FIC IT

One other th ing I  would like to ask you. Do we expect—projecting 
forward now, le t’s say jus t in round figures to 1981—tha t the  accumu­
lated deficit which we are going to be running which needs to be fi­
nanced is just  about what it has been, no more, no less, and your own 
figures indicate that tha t runs into the area of $40 billion a year 
pre tty steadily now.

Mr. Solomon. What are you referring to, Senator?
Senator J avits. What  I am refer ring  to are the  imbalances which 

are created by the accumulation in the OPE C countries of-----
Mr. Solomon. Which projections are you re ferr ing to?
Senator J avits. I don’t want to re fer to any official projections.
Senator Church. Bu t it has been for the last  few years.
Mr. S olomon. I just wanted to be sure there  of the set of figures you 

were th inking of, Senator. The question is, what exactly, how do we 
expect to handle this  volume of an average of $75 billion a year deficit 
if i t should continue?

Senator J avits. Th at is not if it should continue. As I  understand 
it, that, is what your ideas are  postula ted on, tha t it  will continue.

Mr. Solomon. We believe there will be a sl ight  diminution. It  is not 
going to be on a major  order o f magnitude bu t i f you are talking up 
to the 1981 period, we do not see that there will be a major diminution 
in those figures.

Senator  J avits. So in the 1981 period which, roughly  speaking, is 4 
years from now, we will be accumulat ing those deficits in the  o rder 
of magnitude of $150 to $200 billion. This is the  thing  that  worries me.
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It  is the cumulative effect and you are depending, as I  unders tand it, upon two-thirds of tha t being financed by essential commercial sources.
H O W  DEFI CIT S W IL L  BE  HA NDLE D

Mr. S olomon. We are assuming th at  the  rate, the  bulk of it will be handled by the  capita l markets and there may be a s light increase in the fund ’s share. There may be a small decrease in the  private capital  markets and I would say tha t within the ball park tha t is it.
Senator J avits. The p rivate  bankers, commercial bankers, et cetera, who followed you in the testimony before Senator Stevenson’s Sub- 1 committee of the  Banking  and Bank Affairs  Committee, did not indi ­cate that they were quite ready to under take th at  obligation. They in­dicated tha t they were pre tty well loaned up and that they could not 

B see very much more la titude as fa r as looking to them is concerned.Mr. Solomon. As I read the  testimony, Senator, they felt they were loaned up in  regard to a few countries who had reached, in the ir view, the lim it th at they felt would be prudent to extend new loans to them. I did not believe them to make tha t as an overall statement.
Senator  J avits. But nonetheless, didn’t it  give you some sense of dis­quiet tha t they could not be absolutely depended on ?
Mr. S olomon. This is why we are proposing the Witteveen Faci lity in the case of a few key countries—not many.

R EA C H IN G  T H E  "WEAKEST L IN K S

Senator J avits. Aren’t you really saying tha t when a country has 
reached the limit  of its creditworthiness, where the banks now have reason to fear the loans they have made will not be repaid or any fur­ther  loans ought not to  be made, or where the ir judgment has let them go too far,  t ha t this is where IMF comes in to the rescue mission ? It  extends public credit which in tur n enables th at country to sta rt re­paying on priva te loans. You are rea lly try ing  to get some extra public credit to reach the weakest links before they break.

Mr. Solomon. Let me put it  this way.
Senator  Church. I s there something inaccurate in the way he put it ?Mr. Solomon. Only one phrase I felt would be inaccurate, which was th is : Tha t if a country  will undertake  a stabilization program with the help of the Witteveen facility , it will reduce its current external  deficits. Its  need fo r borrowing will be less, but even so, the Witteveen bidding facility, the funds resources, will not finance the entire amount of tha t new deficit, and in practice the record shows—and we would * expect it to show in the future—that  pr ivate banks will increase thei rcredit.

CON DIT IO NALIT Y OF T H E  LO AN S

Senator Church. Then you are hoping th at  when you go to the res­cue that  in addition to supply ing fur the r public credit you can lay down austerity terms tha t will help the country correct its internal economic problems in such a way as to make i t creditworthy again? 
B R IT A IN , IT A L Y , AND M EX IC O

Mr. Solomon. Exactly . But, I would also say th at the term “sensi­
ble policy involved in the stab lization  program ” represents more 1 ban
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austerity . It  is not jus t austerity. Take the three  most importan t cases 
in the last year, Mr. Chairman, where countries have gone into the 
Fund , namely Britain, Italy, and Mexico. We have seen major im­
provements in  their  situation. They have done this certainly  with an 
element of auster ity but also with more sensible policies which have 
in a certa in sense redirected some of these resources from consumption 
into borrowing. And, in all cases as well, a limit  has been placed on the 
additional amount of  new external borrowing w’orked ou t in negotia­
tions between the Fund and the country involved. So the fact tha t it 
gets its house in order does not mean then it is open carte blanche to 
another bout of wreckless spending. It  is working on a controlled pro- »
gram where it will limit and carefully control the amount to which 
it increases i ts debt to the private capital markets. I do not expect 
debts to priva te banks to be decreased as a result o f the activation of 
the Witteveen bidding facility. On the contrary, with a good house- 
keeping seal of approval which the Fund gives we may find there is 
.some modest increase in bank lending.

EXPOSURE OF THE UNITED STATES

Senator J avits. There are only three points I would like to make 
and I  shall make them and then please comment because the Chair  has 
been very indulgent. One is tha t I  see a much greater exposure by the 
United  States as more of these funds  come into the United  Sta tes and 
the record indicates as analyzed by our own staff—which I think is 
a splendid analysis—that we are getting an increased rath er than 
reduced amount of placement in our country. In  1974, 21 percent of 
OPE C's funds were placed in the United States either in debt or in 
equity industries. By the first quarte r of 1977, the placement increased 
to 35 percent  of OPEC’s investable surplus. So again, unless there  is 
some real balance th at the Treasury is looking at between the terms 
of what is being put up here and the opportunity  to call it—and let's 
remember we had  a 1973 embargo for strict ly political reasons—you 
can have a 1978 embargo for strict ly political reasons. Thus, we have 
a great, grave danger to the United States. That  is one.

The next point tha t I  would like to make is tha t you make the argu ­
ment in your statement tha t the main borrowers are the OECD coun­
tries themselves and the big borrowing is no t being done by the  devel- r
oping countries. So my question is why did  we abandon the safety net 
if we have got that pa rticular  situation facing us ?

DO WE NEED BETTER MACHIN ERY? *

The thir d question which I have is, don’t you think we need better 
machinery for the very purpose which we have talked about a little  
bit, to wit, the interface  between our Government and our view of the 
political situation  involved and the commercial banks in view of the 
fact tha t we are relying so heavily upon commercial sources to really 
finance most of this deficit ?

Mr. Solomon. In  answer and briefly, Senator, you put your finger 
on the first point, th at even though the percentage of OPE C's invest­
able assets tha t is coming in to the United  States has increased 
somewhat------

Mr. L evinson. Could we refer to the char t which brings tha t out?
Mr. S olomon. It  is 27 percent if  I  remember correct ly to  something 

close to 35 percent in the  first  quar ter. On the other hand, it is worth
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po in tin g ou t th at  in 1974 wh en you ha d 27 perce nt coining in,  alm ost  
90 perc en t of  O PEC money------

Se na tor C hurc h. Tw enty-one perce nt in 1974. Th e la st  g rown  f ro m 
21 p erc en t t o the presen t ra te  of 35 pe rce nt based on the fir st quart er 
of  th is year ?

Mr. Solomon. In  1974, when you ha d 21 perce nt of  O PEC  in ­
ves tabl e a ssets coming  to the Un ite d St ates  a nd  almost  90 p erc en t o f ifi 
went into shor t-t erm instr um en ts of  various  kinds. In  othe r words,  
ban k deposi ts pr im ar ily  and  some b ills.

In  the last 2 y ears the perce nta ge  th at  is going into sh or t-t erm in ­
str um en ts i s r un ning  about 3 perc ent, o r 3 to  4 pe rcent. From  almost 90 
pe rce nt  to  about 3 to 4 p ercent . I  can give you the  exac t figures. Now 
th is  means t ha t even though  t hi s is  an  a ttr ac tiv e mark et fo r th e O PEC 
cou ntr ies  we do  n ot hing  to  inv ite  th ei r money. We do no th ing to push 
it out. Th is is the  la rg es t ca pi ta l marke t in the world . We  do no t 
give the m preferen tia l tre atmen t of  any kin d. Th ey  hav e foun d it  in 
th ei r int ere sts  to  inv est  more here and they  have fou nd it  in  th ei r 
in terest to  inv est  the  overw helming bu lk of  it  u nlike the firs t ye ar  in 
long-term  in dustr ies .

WHY DID WE ABANDON TH E SAFETY NET?

Se na tor J avits. Th e n ext q ues tion  is w hy did we ab andon t he  sa fe ty  
ne t in  v iew of  the  f ac t you  po in t ou t in  y ou r own sta tem en t the heav­
iest  bor row ers  are  the OE CD  cou ntr ies  and the  safe ty  ne t was de­
veloped fo r th at  pur pose. Th en  eve rybody  had agr eed  e xce pt us.

Mr.  S olomon. Fi rs t o f al l, even th ou gh  the bulk  of th e b orrow ing  has  
been done  by t he  OEC D cou ntr ies  the  LD C’s las t ye ar  ha d a c ur rent  ac ­
cou nt defic it o f a pp roximate ly $16 bil lion. Th is year wil l be  $13 billion 
an d thes e are  no t incons equ ent ial amoun ts. Some o f t hem as we know , 
are  in a sit ua tio n where  they  sho uld  come int o th e Fun d and do a 
sta bi liz ati on  program . In  ad dit ion , you  hav e the no nind us tri al  
cou ntr ies , t he  l esser de velo ped  c ountr ies  of the  O EC D. I  d on’t want  to 
mentio n countrie s spec ifica lly nam e by nam e bu t le t’s say th at in the 
Med ite rra nean  reg ion  you  hav e a grou p of  no nind us tri al , OE CD  
cou ntr ies  whom we exp ect  would  be hea vy users of  the  Witte veen  
fac ili ty.

Now, the  reasons fo r g oin g f rom  th e f inancial safet y ne t to  th e W it t­
eveen Fa ci lit y which the Con gress its el f req uir ed  were t hree fold . One,  
the y wa nte d O PEC contr ibuti on s an d we are  ge tti ng  roug h equa lity  
now betw een OPEC contr ibu tio ns  an d indu str ia liz ed  co un try  con­
tribu tio ns .

Two , th ey w anted  th e fund s, which has a  long hi sto ry  of condit ion al 
financin g, fo r bal anc e of  p ayme nts  reasons  to  be us ing  i ts expertis e in 
th is  area r at he r th an  the O EC D Se creta ria t.

An d th ird,  of  course, to  be avail able to  all mem bers  of  the Fu nd , 
wh eth er d eve lopi ng,  w he the r non indu str ia l countr ies  of O EC D o r even 
in a few cases, in du str ia l c ountr ies  of O EC D.

So I  t hi nk  t ha t expla ins  fu lly  why  in response to  t he  con gres sion al 
concern wi th  the  fina ncia l safe ty  ne t, why we devise a str uc tu re  th at  
wou ld meet th e ob ject ives  of C ongress .

A BETTER FACILITY

Se na tor  J avits. Th e last  question is one a bout a more effec tive in te r­
face betw een the com mercia l len ders an d ou r Governm ent in  view  of 
the f ac t we ar e re ly ing on them so he avi ly.
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Mr. Solomon. I  am not  qui te sure I know what you mean by that,Senator.
Senator  J avits. What I mean is how can we make them also give 

some consideration to political and diplomatic policy. Fo r example, it  
is my judgment—and it is no secret—that  we have to lean very heavily 
upon the OPEC countries, and lenders throu gh us. We are the obli­
gated par ty and we must have a much more orderly, a much more long 
term, and a much more coordinated relation to our lendings than 
they do.

For example, we still have not gotten them very interested in invest­
ment in long term projections dealing with energy replacement. Yet *
they are going to run out of oil in 25 or 30 or 35 years and here could be 
an excellent investment helpful to us and the whole world.

As to the commercial lenders you know they are doing their thing 
and we are doing our th ing  in the Government. Al l I ask is, does the »
admin istrat ion have in  mind to have some better in terface between the 
two?

Mr. Solomon. We do have certain things  in mind, Senator. There 
are basically three tracks  going on to establish bet ter cooperation and 
interface. One track is that the Fund Board, the  Board  of Directors of 
the Internat iona l Monetary Fun d has been discussing to what degree 
and under wdiat conditions it would be advisable to exchange informa­
tion between p rivate lenders ; tha t is, to have a three-way exchange 
between private lenders, borrowing countries who are members of the 
Fund , and the Fund.

Now, they have the problem of developing an arrangement which 
does not  violate the confidentiality of the  data submitted, to the Fund.
These discussions have been underway the  las t 2 months  and I would 
be reasonably confident th at we will see some new f irst initi al steps 
in cooperation emerging from this. This is not something t ha t can be 
done in an arm-twisting way obviously.

QU AL ITY  OF DATA

Now second, wo also need for bette r interface more accurate info r­
mation. As the staff committee report pointed out, the  d ata available 
on internationa l debt, par ticu larly  outside the United States, is in­
credibly inadequate, overlaps, and there is much double counting. We 
have an exercise going th rough  the central bank in the BIS  to acquire 
more accurate information, profile on each country’s debt. In  the fi­
nancial field, and maybe in  other fields, things move slowly but th is is 
an exercise that  is going on.

In the thi rd track,  th e Federal Reserve, the Controlle r of the Cur ­
rency, and the bank examiners, are now demanding on heavy borrow­
ing much more detailed information or comprehensive information 
on bank lending  abroad. Our records, our data are better than tha t 
of any other country,  I  would believe, from the dat a tha t I have 
looked at because most of the data  on international debt has come 
from different studies done by the World  Bank, OECD sources, 
sources that  are different. The figures are  not  consistent and there is a 
substantial problem here. But  we are encouraging these various in­
stitutions and the governments involved and it  is not only the LDC 
governments.

These are some highly indus trializ ed governments who refuse to 
report their borrowing abroad and this  is a problem tha t has to be 
worked out with them.
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Se na tor  J avits. Tha nk  you very much.
I  wan t to  expre ss my  gr at itud e to  Se na tor Sa rbanes  an d Se na tor 

Ch urc h.
Se na tor  Chu rc h. Se na tor Sarb ane s.

TH E CHA NGING FIGURES

Se na tor  Sarbanes. Mr . Solomon, I  am  inter es ted in  the ch an ging  
figures. In  yo ur  sta temen t you  po in t ou t th at  the cu rren t acc ount 
deficit in the perio d of  1971 th ro ug h 1973, agg rega te deficit of  a ll na­
tions,  was  avera ged at  $15 bil lio n a year.  And  th at in 1974 to  1976 i t 

» avera ged $75 b ill ion a ye ar  fo r a to ta l of  $225 bill ion .
Now, wha t do you foresee as a com parab le figure  fo r say  th e next  

3-y ear  p eriod?
Mr. Solomon. A s I  ind ica ted , Se na tor , we would  h ope to  see some 

* modes t red uc tio n in  th e def icit  over th e ne xt  3 years  bu t no t of  an
or de r of  m ag ni tude  t h a t is ve ry s ign ific ant . I t  is  q uit e small.

Se na tor S arbanes. So wve reall y would  ant ic ipate f igures com parab le 
to  the  $225 billio n to ta l f or  3-year  per iod  ?

Nlr. S olomon. Or  close to tha t.

CURRENT ACCOUNTS DEFICITS

Se na tor  Sarbanes. In  yo ur  sta teme nt  you indic ate  th e $225 b ill ion  
cu rren t accoun t deficits fo r t he  p eri ods o f 1974 th ro ug h 1976, and  t hat 
figu re of  course co ntr as ts wi th  a $45 b ill ion  figure  fo r th e previou s 3- 
ye ar  p eriod, so i t is a five fold inc rease in  c ur re nt  acc oun t defic it. You 
ind ica ted  how  th a t was  fina nced fo r th e 1974-76 pe rio d wh ich  was  
ab ou t 7 perce nt th ro ug h the IM F, 18 pe rcen t th ro ug h othe r official 
sources, inv est me nt lend ing b y t he  region al banks and the bal anc e, th e 
rem ain ing $170 b ill ion , thr ou gh  th e pr ivat e marke t, th at  is  75 p erc en t, 
th e $225 bill ion .

Now, ta ki ng  th e sta teme nt  you  ju st  made th a t the figure  would  be 
roug hly the  sam e c ur rent  ac cou nt defi cit ove r th e n ex t 3-ye ar pe rio d as 
th e $225 bi llion—it is no t re leva nt  fo r my purpo ses  to  arg ue  abou t 
wh eth er it  be exact ly the same, a  li ttl e less or  a  li tt le  m ore,  I  j us t wo rk 
wi th  th at  figure. Ho w will th at  be allocate d in  ter ms  of  financin g as 
you foresee  the  cu rren t accounts defic it ?

Mr . Solomon. W ell , we might  see as mu ch as th at 7 pe rcen t of  th e 
to ta l b eing financed  by  th e Fu nd . I t  m ight  go  to  as much  as 10 or even  
11 percent . T hat  wou ld be  the maxi mu m an d you have to  make assum p- 

r  tio ns  on  w ha t the  level of  official f ina ncing  will be, inv estme nt len ding
by  ind us tr ia l countrie s, by OPEC, with  t he  i nterna tio na l insti tu tio ns .

I f  one mak es th e assum ption—and  I  do n’t kno w wha t is a be tter  
assum ption  to  make—th at the presen t level in  r ea l t erm s as a pe rcen t­
age  of dono r G NP con tinu es, prese nt level  o f GNP donor c on tri bu tio n 
share  of  th ei r GNP in  re al  te rm s, and if  you fu rther  as sume t hat  s tay s 
the same ove r the n ex t 3 ye ars , th en  you  wo uld  get a finan cing o f some­
th in g close to or  i n the ne igh borho od of  $55 b ill ion  to  $60 b illi on . Or 
maybe  a  l it tle high er , $60 b ill ion  to $65 bill ion , in  t ha t ne igh borho od, 
in  the n ex t 3 years . I  th in k it  is $55 bi llio n. More i n t hat neighborh ood.

Th is is official len ding  to  the dev elopin g countries an d it  inc lud es 
bo th  in du str ia liz ed , b ila te ra l A ID  p rogram s, O PEC b ila te ra l aid  p ro ­
gram s, and  all  the int er na tio na l in sti tut ion s.
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Senator Sarbanes. So you have those first two categories then— 
under your projections move from say 25 percent of  financing the tota l 
to 35 percent roughly ?

Mr. Solomon. At a maximum.
Senator  Sarbanes. Which still leaves the  commercial banks financ­

ing 65 to 70 percent of this  enormous jump in the current accounts 
deficit, is that  correct ?

Mr. Solomon. Right. These are all best guesses on our part.
Senator Church. May I ask a question here.
More and more of the investment from the OPE C countries as the 

first chart  we looked at shows, is going into the government bonds, 
bills, and so fo rth. Th at is less than  what is being deposited in the 
commercial banks?

USE  OF  PR IV AT E CA PI TA L M ARK ET S

Mr. Solomon. When we use the word “bank ,” I  really meant pr ivate 
capital  markets which is la rger than banks. It  also includes security  
issues and there is no question about the money being there. It  is an 
arithmetical automatic process.

Senator Sarbanes. Using your categories on page 3 and tha t en­
compasses banks and securities markets, I am trying to follow on 
throu gh the categories you set out and get some projections as well as 
the report on the 1974 to 1976 period.

Mr. Solomon. I agree with your conclusion that 65 to 75 percent 
would still have to be financed by private capital  markets. I think 
the funds  will be there, though, Air. Chairman.

Senator Church. You have higher commercial activity  in expand­
ing economy, higher demand from corporate  activity  within  the 
United States, more OPEC money going into the Government’s securi­
ties than  in the priva te sector. Is there no problem? Is the money 
supply endless ?

Air. Solomon. No ; but  the current account deficit is the exact mirror 
image of the advocate current account surplus  in the world.

Senator  Church. But  if  the surplus is being invested more heavily 
in Government securities, and not in the priva te sector, does tha t 
mat ter ?

Air. Solomon. As the previous speaker indicated or even if he did 
not, the volume of OPE C purchase of U.S. securities is running 
around $ 2^ billion a year so you are talk ing about a relatively small 
amount.

T H E  CO M PO SI TI ON OF  F IN A N C IN G  T H E  D EFI CIT

Senator Sarbanes. This statement, th at the curren t account surplus  
and curren t account deficit are just the opposite side of the same coin, 
is true up to a point. The composition of the financing of the deficit.

tremelv important in terms of the problems you confront.
The first  two categories of financing, the IM F and official financing, 

is not premised necessarily on commercial terms in terms of repay­
ment of those. Those are systems which, in fact, are structu red to take 
into account the necessity of providing financial aid in one form or an- 
another, isn’t tha t correct ?

Air. Solomon. They are based on your own criteria as to which 
countries qualify drawing or for  projec t loans, in the case of the- 
AVorld Bank and the ava ilabili ty of their  resources.
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Senator Sarbanes. They come along and they make loans to, in 
■effect, prevent a country from going under  in which the thi rd  cate­
gory, the private m arket would not make those loans according to i ts 
terms. Is n’t that correct ?

ISTr. Solomon. I f the country has waited to the  very last  minute to 
go into the Fund , you are right . Sometimes countries come in e arlier 
when they still could borrow in private markets but they recognize 
themselves they should do a stabilization program.

THE TERMS OF TH E PRIVATE MARKET

Senator  Sarbanes. The  terms of the priva te market which is your 
thi rd  category, which is the one tha t is the prime financing mech­
anism, essentially depends on the  statement on page 6 of your state­
ment. You say in the middle pa ragraph:

Co ncern  has be en  ex pr es se d th a t co nt in ue d bo rrow in g in  ve ry  la rg e am ou nt s 
ir re sp ec tive  of who  is  bo rr ow in g or  ho w th e cre d it  is  used , const it u te s a  se riou s 
dan ge r f o r t h e  m on et ar y syste m.

I do not share tha t view. “I f”—underlined, and I agree with the 
underlin ing—“If  the borrowed funds are proper ly used to support 
productive investment”. And then at the end you again conclude the 
paragraph “but the borrowed funds should be productively invested in 
order to avoid servicing problems in the future”.

ARE TH E BORROWED FUNDS BEING PRODUCTIVELY INVESTED ?

Now, are the borrowed funds being productively  invested and are 
they being more productively invested today in terms of how they are 
being used than say they were being invested in the fifties and  sixties? 
That may ru n back to the answer Mr. Sherman gave with respect to  
the U.S. investment, bu t I  think i t would apply more generally to  the 
financing that  is going on. What is the answer to that  question ?

Mr. Solomon. I t varies from country to country depending on in­
dividual circumstances but what you might say is a reasonable typica l 
fund stabilizat ion agreement, a ceiling is placed on public sector ex­
penditures as distinct from public sector capital  investment. This 
means less money-----

Senator  Sarbanes. You are talk ing about IMF  now. I want to get 
away from that.

Mr. Solomon. I am ta lking about the fact tha t the  whole thrust of 
the program is to make the investment more productive, you see. And 
it does that in various ways. I  was going to list some of the specifies.

Senator Sarbanes. No. I am not addressing  e ither the IM F quota 
or the Witteveen facili ty or the second category, the direct official 
lending through one ins titution or another. I am not addressing  the 
third category, the priva te markets. I am not really arguing  about the 
Witteveen facility. I am beyond tha t to  a somewhat broader  problem 
and i t is the priva te markets tha t carried  75 percent of th is financing 
in the 1974 to 1976 period which you project  would carry  65 to 70 
percent in the next 3-year period and they are doing it  on a qu ite d if­
ferent basis. They have got to depend—if those make sense—on the 
borrowed funds being productively invested in order to avoid servic­
ing problems in the future.

Mr. Solomon. I  think . Senator, th at the history  in th is is mixed and 
is spotty. Some private  lenders will be extremely careful, depending on
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the country, tha t the ir loans are being used for productive investment, 
for  specific projects. Othe r p riva te lenders or the same private lend­
ers—in the  case of the countries where they feel th at country is ju st 
barely creditworthy—may extend a general loan withou t inquir ing 
into how the proceeds will be used.

I can’t give you assurance concerning the ir inform ation except 
possibly the fac t tha t people are much more aler t to the  problems than 
they were. But I can’t speak for the private bankers, tha t they will 
be more careful in the future tha t any loans tha t they make will go 
for  productive investments.

*
TH E BA NK S REALLY DON’T HAVE TO EXERCISE MU CH  CARE

Senator Sarbanes. You think  the p rivate  lenders have to a consid­
erable extent been proceeding on the premise when they make loans 
to sovereign governments, tha t there is no possibility of default in 
those loans, first, because the sovereign government won’t want it to 
happen. But  in any event even if they were not able to carry  the 
burden, that is the sovereign governments, part icularly  with respect 
to American banks, the United States  is not going to permi t that to 
take place. Therefore they really don’t have to exercise much care 
with respect to making those loans ?

Mr. Solomon. Well, I thin k th at is a fairly s trong statement, Sena­
tor. I  know tha t the banks are  concerned when they feel th eir money 
is being misused and the debt servicing capacity of the country bor­
rowing is not keeping up with that . They get increasingly concerned 
and I  have never heard them talk  in those terms. Frequently  what 
they will do is they will say themselves to a country, tha t here are 
the conditions under which we will lend and you have to follow on 
more sensible policies and they try  and work it out.

If  they cannot, the ir typ ical recourse is to say, well then you really 
ought to go to the  Fund because we don’t have the ability  to help you 
work out that  kind of an effective stabilization program.

Senator Sarbanes. Yes, but when they go to the Fund and they 
come to the governments and say, you have to support the proposals 
to make it  possible for the Fun d to do th is and tha t, when the coun­
tries  to some extent have gotten into the situation in which they find 
themselves because the priva te lenders have been willing to extend 
this credit and build up a problem over a period of time.

TH E AMERICAN EXPRESS STUDY

Senator Church. Let me inter ject here one thing.  I  refe r to an 
American Express study because that is the only one we can talk  
about. That study has to do with commercial loans, the very thin g 
you are emphasizing. My understanding of the conclusions of the 
study is tha t by their analysis one-fifth of the repayments  being made 
on commercial loans by these foreign governments in 1976 went to 
debt servicing, debt repayment. New loans went to the repayment of 
old loans.

In  1977, they estimated one-fourth of new loan money will go to 
repayment of old loans and by 1981, half. I t seems to me the economics 
we are talk ing about here theoretically are very sound but they are 
not related to what is happening.
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What is happening is t ha t this new loan money is not going into 
the expansion of economic growth, increased exports, to enable these 
foreign countries to pay for thei r imports  without  having  to  borrow 
still more heavily. Just  the opposite is happening.

Mr. Solomon. Mr. Chairman, in addition to those figures, you have 
to look at  the increasing foreign exchange earnings of that country 
and its ability  to service this debt.

Senator Church. But if they are borrowing this heavily jus t to 
repay old loans how can they be investing in ways that expand their  
economies sufficiently to solve thei r problems? They are ju st borrowing 
thei r way deeper and deeper in debt.

THE CANADIAN SITUATIO N

Air. Solomon. Canada has been doing it for 200 years. The volume 
of its externa l debt is mounting but the money is used productively. 
Its  foreign exchange earnings increase, it can service its debt.

Senator Church. Canada  lias a lot of fuel supplies and is not caught 
up on th is oil paying. I can see Canada  as a splendid example of a 
country tha t could work its  way out of the world predicament but  i t 
is hardly typical. It  is not the country with the problem.

Mr. Solomon. B ut this is a world of expanding trade,  expanding 
GNP; hopefully it  will continue that way.

One of the ways tha t works is on borrowed capital used productively. 
THE PROBLEM OF TH E SURPLUSES

Senator C hurch. What you don’t take  into  account here is th at the 
whole problem arises from surplus. I am sorry for inte rvening on your 
time. The whole problem star ts with this  surplus which creates the 
disequilibrium which creates the deficit, the mirror image to which 
you referred.

Now, you can’t through economic expansion achieve a new equilib­
rium unless the price of oil stays steady and tha t surplus is slowly 
absorbed and  eliminated. Then you would have to do that,  wouldn’t 
you ?

Mr. Solomon. I would agree completely tha t any increase in the 
price of oil is a drag.

TH E STRANGLEHOLD OF OPEC

Senator Church. I t is more than jus t a drag  if every time your 
whole plan to expand the economy of the  United States and Germany 
and Jap an increase, the level of imports  to stimulate  economic re­
covery in the Third World—all of th is is on the theory t ha t i t reestab­
lishes a new equilibrium again—but if the expansion tha t begins in 
the United States, Germany, and Jap an  and the Thi rd World coun­
tries met with still another increase in the price of oil to preserve that 
$40 billion annual surplus, you a re never going to get there. Yet the 
Government of the  United States will not  confront the basic problem, 
the OPE C problem. Unt il you break the stranglehold tha t O PEC  has 
on world oil prices you don’t  get there from here.

Mr. Solomon. 1 would certainly agree, Senator, tha t the OPE C 
problem is the key problem overwhelming the whole question of the 
patt ern  of imbalance. The magnitude could become enormous. I would 
agree th is will be a very serious and permanent d rag  on recovery. I t 
will be a causal kind of recycling problem but  I  don’t know w hat to
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do about it. The President  has sent up an energy conservation pro­
gram. Unless we can reduce the  demands—it is incredible  the hungry 
demands we have. Do you realize in the Japanese economy I under­
stand they have not increased at all the ir oil import levels the last 
3 years, yet they have had a reasonable growth rate. Othe r countries  
have been able to maintain increased growth but by a more efficient 
use of  energy have not increased the ir imports of oil anywhere near 
in propor tion to what we do. We seem to  have no ability  so fa r and 
unless the President ’s program succeeds I don’t see any way we are 
going to solve the problem and in tha t, I  would agree with you.

TH E FUTIL ITY  OF CONSERVATION

Senator  Church. I would take  you one s tep further.  Even if we 
have the kind of conservation program that  curre ntly the  Japanese 
are managing, even i f it  were possible for Western Europe and the 
I  ni ted States  and the indust rialized countries to  conserve sufficiently 
on fuel, that thei r demand for imported  fuel were to  be held steady 
or even reduced, despite economic growth—that is a hard  thin g to puil  
off—suppose we were able to pull it off? It  does not matte r. You 
are not going to  get your way out of  thi s w ith conservation measures 
because you have in Saudi Arab ia alone the capacity to cut back on 
production. The reduced demand will not cause OPE C to reduce prices but to increase them still higher to  maintain the ir surplus.

Given the restraints  the  OPE C cartel has exercised on the price of 
fuel worldwide, the only way you can break tha t that I can see is 
through alte rnative sources of fuel tha t will break the grip  that O PEC 
now has on the world oil price. I don’t know any other solution and 
tha t is why I think all of our national policies should be directed 
toward stimulating those programs and providing those incentives 
th at  will have the effect of finding th e alterna tive sources of supply.  
1  don’t thin k conservation will furn ish you with an answer as long 
as OPE C can control the price regardless of volume. Regardless of 
reduced demands.

Mr. Solomon. You would agree tha t both sides of the coin are 
needed. Both conservation and new supplies?

Senator  Church. Conservation will be help ful, yes, because to the 
extent that we can conserve, the new supplies will not have to be so 
large to accomplish th e result. In  other words, to  the extent we can 
conserve on the tota l fuel  consumption we increase the possibi lity th at 
wc can find adequate alternative sources that will meet our needs. 
Only in that  way do I see conservation actually helping.

Mr. Solomon. If  we had been able to stabilize—this is a  personal 
guess—if we had been able to stabilize, like the other key oil import­
ing countries do, our level of oil imports 3 years ago when this s tarted,  
within  the first year after that , I  would bet you today th at the level of 
oil prices in the world today, notwithstand ing the O PEC cartel, would 
be significantly lower. There would be so much slack on the supply 
of the supply-demand equation tha t there would be competitive bid­
ding, competitive discounting, private discounting, and there would 
have been a very major  difference in what kind of oil prices we are 
facing today. But the United  States  is the one tha t has p ut the addi­
tional burden on the world. You look at other people’s oil import 
levels, you compare them with what is happening to ours. Ours is dis­
graceful, the way we jump up every year. I am sorry to get carried 
away and use st rong terms but I  don't  see a solution without  doing
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some thi ng  about ou r oil im po rt bi ll and the solution i nvo lves wo rki ng  
on m any  dif ferent  fu nds, Senator .

Se na tor Chu rc h. Conse rva tion, as I  hav e indic ate d is an  essent ial 
par t of  the pac kag e bu t conse rva tion alone won’t solve  th e problem . 
You h ave t o find some othe r sources fo r fue l besides the O PEC  source 
on whi ch we so heavily  depend . We  hav e to somehow brea k the  gr ip  
th at  O PEC has ov er the  world  fue l pri ces.

Mr. Solomon. I am af ra id  I  never go t a chance to  answ er Se na tor 
Sar ban es.

Se na tor Sarbanes. I  have a no ther  committee  m eet ing  bu t go ahe ad.
Mr. Solomon. I  h ave  lost  th e trac k now a l itt le  of the  ve ry las t ques­

tion.
T H E  BA LA NC ES

Se na tor  Sarbanes. Are  you  ind iffere nt in your  own view as to  
wh eth er the  c ur rent  a ccounts s urplus  and  deficit  w hic h obviously hav e 
to balance, balanc e at  qu ite  a low level  rel ative ly speak ing . Th e $15 
bil lion ave rage of  1971-73 are  ba lanced  off a t $75  or  $100 bil lion a y ear 
ave rage . Does it  m at te r as you perceive it  ?

Mr. Solomon. T he re is mu ch mo re st ra in  i n the sys tem  to  hav e the 
balanc e at  that ma gn itu de .

th e political consequences
Se na tor Sarbanes. I t  seems to  me th at the po lit ica l consequences of  

the b ala nc ing off a t th e much  hi gh er  leve ls ar e ju st  enorm ous. I  th in k a t 
the low er level s y ou may be de al ing wi th  economic ar rang em en ts th at 
are re la tiv ely va lue  fre e at  lea st to  some ext ent . But  when you  st ar t 
ta lk in g in the orde r of  mag ni tude  t ha t we are  de ali ng  with  now, you 
hav e an  e normous po lit ica l que stio n in ter ms  of t he  p ower th a t c er ta in  
countrie s in effect  hold because o f th ei r position.  I  th in k you have  a very 
im po rtan t que stio n in th is  re la tio ns hip betw een the pr iv at e an d the 
publi c secto r. As  for  the publi c sector money, t he  I M F is go ing to  se t a  
tim e an d they  are go ing  to  check th e co un try  an d they  are  go ing  to 
impose cond itio ns  which , of  course, ca rry wi th  the m po lit ica l conse­
quences . Th e co un try  then is bound  f or  tha t pe rio d of  tim e b ut  th en  i t 
can tu rn  ri ght ar ou nd  to  the pr iv at e sec tor  an d pu t its el f ri gh t bac k 
in  th e hole in  the  f utur e,  w ith  the  p riva te  sector respo nd ing on t he  as ­
sum pti on  th at th e loans will be ma de  good in any eve nt because sov­
ere ign  governm ents are  no t go ing to  be pe rm itt ed  t o de fa ul t on th ei r 
loans . You  ju st  keep  a c ircle moving  all  the tim e.

Air. Solomon. I  would  agree  w ith wha t is basically th e th ru st  of  
wh at you a re  sa yin g, Sena tor , b ut  I  w ould also say  in  th is  m an ’s wo rld  
peo ple  have to  b ea r th ei r own res ponsibil itie s. Th ere  is no  chan ge,  no 
mecha nical change in  th e system which  is go ing  t o stop irresp onsib le 
po lit ica l lea de rsh ip  in  a par ticu la r co un try  fro m th e minu te  it  ge ts 
back in to  shape f rom  goin g out  and  s ta rt in g to bo rro w l ike  mad.

Se na tor Sarbanes. Le t me turn  i t ro un d t he  othe r way. Suppose  you  
have a  cou ntr y in  w hic h we have  very  s tro ng  po lit ica l in terests  an d its  
po lit ica l sys tem i s co nti nu ing  to  f un ct ion as it  is  bec ause  i t is, le t’s as ­
sume  a d emocrat ic sy stem  and  so fo rth  an d so on, a nd  th a t th e economic 
co ns tra in ts p laced upon i t in  ord er  to obtain  the  int er na tio na l as sis tance 
are such th a t it  m ay  br in g abou t po lit ical  cha nge s th a t we wo uld  re ­
gar d  as ex treme ly undesirable.  T hat is, tu rn  it  th e othe r way . I  am 
go ing bo th  way s on you. B ut I  th in k you should  addre ss both prob lem s.
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IS TH E IM F TOUGH ENOUGH

Mr. Solomon. Oil t ha t side of it, I must say th at  I  find very l ittle  credibility in th at argument. You could always conjecture you go this way, you have all kinds of problems. You go th at way and you have all kinds of problems. The problems always contradict each other.
The complaint usually is tha t the IMF is not going to be tough enough to work out these programs, that the country will improve i t­self, you see, and  there fore this  debt s ituation is no t improved and we don’t get a more sustainable pat tern  or balance of payments deficit distribution.
Now, if  you want to say on the other hand, oh, yes but then they will be too tough, therefore you can also conjecture up a scenario where governments fall and there is political repression and civil liberties get abused and I don’t see that in the record. We can send the committee a history of, a lis ting of all the countries where the IMF  has negotiated standby agreements over the last 10 or 20 or 30 years and we can see whether there seems to be some correlation. I have not observed it and I  think  tha t it becomes somewhat irresponsible for  this kind of argument to be used tha t this will in some way violate human rights .

TH E STAFF REPORT

Getting one’s economic house in order  is going to end up violating human rights . This  is not what you said, Senator . You did not go this fa r but there was some implication of tha t in the staff report. I just don’t see the validity  fo r th at kind of argument. If  you have a moral­istic exchange ra te, you follow sounder fiscal monetary policies, sure you may not be helping  your unemployment problems during the time being but if you take a look at Ita ly—look at the United Kin g­dom, look at Mexico and the last year they all felt tha t they have improved thei r economic performance substantia lly. Sure they have political problems with  the high levels of unemployment. We do, too, in th is country. And so does Germany, which has a high surplus and does not have to  go to IMF, has a very high level of  unemployment which is politically  difficult for  them and difficult in terms of human terms, compassionate terms but I  feel i t is a litt le far  fetched to make tha t kind of argument.

TH E UNITED KING D0M/ME XIC0 EXAMPLES

Mr. Levinson. You keep using the examples of the United Kin g­dom, Mexico, and Italy. The United Kingdom and Mexico, as you know, have substan tial oil finds. They have to hold the pound down 
because the North Sea oil is flowing in the way it is. You don’t mention Jamaica o r Peru where the finance ministers have an IM F agreement. You don’t mention Turkey.

Air. Solomon. Are you saying, Jer ry,  tha t in these cases the Fund is wrong? The Fund is asking for intensively hard conditions. Do you 
know the details of those three situations well enough to say that? You sta rt off with the initial premise the Fun d is wrong.

Air. Levinson. I  th ink  we know the Jamaica situat ion well enough 
to know’ th at contrary to what you said earlie r that a good housekeep­ing seal of approval  leads to  an inflow of priva te lending, following 
upon IAIF standby agreements. Th at has not occurred and Prime
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^Minister Man'ley ha s diff icult  prob lem s a t th is  point.
Mr . Solomon. H e ju st  c onc luded an  agree me nt with  t he  Fu nd . We 

have  not  had time  to see how it  wil l wo rk.
W ha t is yo ur  alt erna tiv e?  Sh ou ld  we ju st  loa n them  money  with­

ou t co nd ition al ity  ?
Se na tor Churc h. I  th in k wha t J e rr y  is  say ing  is  t h a t some o f t hose 

cou ntr ies  may  be in  such roug h shape th at even th e old  tonic of  the 
IM F , the old  re lia ble med icin e ma y no t wo rk anymore. A nd  I  th in k 
th a t there ha s no t been  tim e eno ugh to  kno w wh ethe r th a t is so in  
Jamaica . As  you say , th e IM F ha s ju st  made its  ar ra ng em en t there . 
We see some ser ious da ng er  s ign s th a t we ou gh t no t to  over look . Th e 
serious  riot s in  E gypt fo r exa mp le ce rta in ly  im periled  th e Go vern­
ment. Maybe  a ll these gover nm ent s can  s urv ive , m ayb e some w ill  fa ll.  
But  these  are symptom s th a t giv e us  misg ivings.

Per u is an othe r har d  case. That  is no t to say th e IM F ou gh t no t 
to  tr y  an d ex ten d th e loa ns with  cond itionali ty.  B ut ju st  because  
these rem edies wo rke d in  a pr e- O PEC pe rio d when we di d no t fac e 
a $40 bil lio n an nu al  su rp lus th a t ha d to  be somehow abs orb ed,  an d 
mou nti ng  defic its th a t are fo ur  an d five tim es high er  t ha n th e an nu al  
ra te  o f t he  p rev iou s perio d, I  d on ’t  th in k we can be al toge ther  cer ta in  
th at th e old  me tho ds will wo rk un de r th e new circumstance s. I  hope 
they  do. Yo u have  done th e best you  can  as fa r as Tr ea su ry  goes. 
Treasur y alone can’t solve  th e O PEC  problem. T hat  is a m at te r of  
na tio na l po licy an d ou r na tio na l policy is filled with  in te rn al  
contr adict ion s.

TH E BREEDER REACTOR COULD SOLVE ENERGY PROBLEMS

You can’t br ea k th e str an gle ho ld of  O PEC unless  you find real  
al ternat ive s to  oil. Our  nucle ar  policy  co ntradicts th at because  the 
breed er reac tor fo r example, is t he  one possibil ity  in  t he  nucle ar  field 
th at would  go fa r toward solvin g th e energ y pro blems  of  W es tern  
Eu rope , Ja pan , an d othe r in du st rial  na tions . We are  opposin g th at  
alt erna tiv e. I  don ’t h old  T reasur y acc ounta ble  fo r thi s na tio na l p olicy. 
You are do ing th e bes t y ou can  w ith  w ha t y ou have to  wo rk with  b ut  
I  don’t th in k yo ur  argu men t is al toge ther  per sua sive th at th is  new 
proposa l wi ll be an ade quate  tack. I  hope it  is , I  th in k you  have  done 
a remarka bly good job  of  ne go tia tin g.  I  commend you  fo r br in gi ng  
OPE C i nto  the  a rra ng em en t. I  l ike  thi s proposal a l ot  b et te r t han  th e 
pre vio us ad m in is trat io n’s p ropo sal in  wh ich  th e O PEC governm ents 
did  no t cont rib ute any thi ng .

As fo r the faci lit y,  I  am pr ep ar ed  to  su pp or t it  an d to say  to  you  
I  thi nk  yo u have  done a sp len did job  un de r difficult circum stance s in  
ne go tia tin g i t for th e Uni ted Sta tes .

ADJ UST ING  TH E WITTEVEEN FAC ILITY TO TH E PROBLEMS

Mr. Solomon. F ir st , I  wan t to  th an k you  fo r those wo rds  because  
lif e i s to ug h enough as a  go vernm ent official w ith ou t g et tin g a w ord of  
prais e every  once in  awhile . You go ou t, you con sul t w ith  Congress,  you  
are  t ry in g to negotia te,  you  tr y  an d bring  home the bacon as th e ex­
pres sion goes, a nd  then  qu ite  freq ue nt ly  ev erybod y fro m th e aren a an d 
fro m all sides on th e quest ion  then  begin  ni tp icking . B ut I  th in k 
thou gh , th a t I  would  lik e to  make tw o po in ts as to  how  we have
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attempted to adju st the Witteveen Faci lity to the problems tha t you 
raised about the question of excessive auster ity.

We have done two things. One, we have provided instead of a 1-year 
adjus tment program tha t when a country has a difficult enough prob­
lem that  it has to draw on the Witteveen Facility the adjustment period 
should be 2 and even 3 years which makes it an easier problem to 
get back.

Second, under the Witteveen Faci lity the maximum drawings tha t 
a country is able to make will not be rigid ly limited by its quota. 
There  are  some countries th at have unusually large problems in rela­
tion to the size of thei r quota. It  is through  the pace of the adju st­
ment and the volume of transitional  financial assistance takes th at you 
give them tha t you can have a more cooperative effort to bring about 
a more sensible situat ion and take into consideration the political 
strains.

Now, I  think we have faced up to this. This is not a trad itional 
funds doctrine. This  is significantly different in these two measures. 
The idea of having drawing not  being rigid ly related to quota or ex­
tending the period of adjustment beyond what was trad itional does 
represen t I thin k significant improvements and to some degrees o ur 
attempt to recognize the kinds of problem which if it has been put 
for th in more moderate language I would have hear tily agreed with. 
The only th ing I  take some umbrage at is the argument tha t this all 
leads to flagrant violation of human righ ts which I think is really 
fa r fetched. Tha t is all I  had to say, Mr. Chairman.

Mr. Levinson. Tha t is a detail.
Mr. Solomon. I n the staff report it said this would lead to viola­

tion of human rights.
Mr. Levinson. It  said conceivably.
Mr. Solomon. Conceivably, right .
Senator Church. Conceivably.
Mr. Levinson. Conceivably it could.

AU STERITY  MEA SURES

Senator Church. Austeri ty measures may lead to repressive gov­
ernment. That is not an illogical link b ut we are not b laming you fo r 
that and I think you a re making every effort to avoid that in the way 
you handle your work.

Now, i f we are friends again, let’s go back to the chart. Look at 
how much of the surplus since 1974 is being invested in the  developed 
countries. Pract ically all of it. The blue represents the developing 
countries. Seven percent in 1974, runn ing at about 15 percent now. 
The balance is all coming into the developed countries and the larger 
pa rt of it coming to the United States  all the time. Why  is this in 
petrodollars advantageous to the United States  ?

Mr. Solomon. Why is the inflow of dollars ?

W HA T ARE TH E ADVANTAGES TO TH E U.S . ?

Senator  Church. Why wouldn’t  it  be better for the United States 
if  the surplus were being extended d irectly  to underdeveloped coun-
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tries to help them pay the ir oil bills rath er than  being diverted 
through the United  States so we end up holding the bag ?

Mr. Solomon. Well, I think tha t it would be preferable if a much 
greate r proportion of OPE C investable surplus was going directly 
to the developing countries. They have been increasing the rate at 
which they disburse. They are running this year at the rate of $8 b il­
lion. These are mostly concessional features. They are forms of aid 
really primarily. They take the position tha t in most cases they are 
basically underdeveloped, unindustrialized poor countries who have 
a great pool of surplus wealth available to them for the next 10 to  30 
years depending on the country you are ta lking to.

In most cases they are not counting a small country like Kuwait, 
but in most cases th eir per capita income is much lower th an that of 
the industr ialized countries, tha t they are not the true  solid, stable 
wealth of the world. In  fact, some of them will t alk  simply in terms 
of, we are  awash with  liquid ity and we don’t have any real wealth 
behind all this paper.

Now, tha t is the ir po int of view. Our point of view is that  we would 
like to see them use these large  surpluses to the maximum extent 
possible for contributions to international institutions, for the ir own 
bilateral aid programs, et cetera. I guess all I can say is th at I agree 
with the Senator in the sense th at I think it would be desirable.

On the other  hand, the fact that  it comes here like a lot of other 
capita l comes here, is not unique of the OPE C countries. We have 
approximately today $92 billion of our Treasury  securities and inst ru­
ment of various kinds are held by for even official institutions, $92. 
And of  tha t approximately $12 billion are held by OPE C banks. This 
is the largest capital market. We have a free and open capital market. 
There is a lot of Europ ean money t ha t comes here as well, private 
European funds. We have the  po litical stabili ty. We have the ability 
to absorb large amounts of capital and the OPE C countries like other 
countries, respond to that  situation.

TH E ANOMALY OF TH E SITUATION

Senator Church. Does that lead to this anomaly that we heard 
in the earlier  testimony tha t we are  able to  borrow from the OPEC 
countries; that is, our own Treasury is able to borrow from OPEC 
countries at 5 or 6 percent but the poorer countries th at  are borrowing 
mainly from th e commercial banks are paying 8 to 9 percent interest.

So we have the United States, which as you say, has a very strong 
economy borrowing at 5 or 6 percent up to 7 maybe, in some cases, 
from these OPEC  governments. But  in o rder to  pay thei r oil b ills the 
poorer countries rely mainly on the commercial banks here in the 
United  States fo r their  credit and are pay ing 9 percent ?

Mr. S olomon. That is true in capita l markets all over. Th at is not 
just  where OPEC  lends. They just follow the capital market  yield and 
this is a fact of  life. Of  course, the poor countries go to priva te capital 
markets, are bigger risks and pay h ighe r ra tes in those markets.

Mr. Widman has pointed ou t to me th at  I  should point  out in addi­
tion to what I  just  said the  very poorest of the L DC’s are not going to 
the capital markets.

20-267—78- 4
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Se na tor Chu rc h. Th ey  can ’t  affo rd i t.
Mr . Solomon. Ri gh t, they  don’t hav e access an d they  are ge tti ng  

th e ad va ntag e of  the ra tes th at  are set by  the in te rn at iona l in st itu­
tio ns  and  the  bil ateral  aid p rogram .

Se na tor Chu rc h. Hav e you  any f urther  ques tions ?
Mr. L evinson. J u st  to clean up  the rec ord  an d as qui ckly as I  can.

TH E OVERAL LOT MEN T PROCEDURE

Whe n you  s aid  ea rli er  t ha t there are  no pr ef er en tia l ar ran geme nts , 
nev er have been, fo r at tr ac ting  O PEC fund s, Mr . Sh erman  describ ed 
th e overa llo tment procedure . W asn’t th a t set  up  in  1974 exp lici tly 
to  at tr ac t S au di  funds?

Mr.  Solomon. I  am so rry  if  I  sa id there never was  one. I t  was  set 
up  fo r Sa ud i Ara bi a bu t then  was qui ckly ext ended to  all  fo re ign 
governm ent s an d toda y you have a mu ch la rg er  volume of  purch ase s 
com ing  in  fro m indu str ia liz ed  countrie s, cent ra l bank s th an  you  do 
fro m O PEC centr al banks an d we do no t con sider it  signif icantly 
preferen tia l in  a ce rta in  sense.

My people  arg ue  with  m e th a t it  is no t pr ef er en tia l at  all because 
we find  th a t foreig n go vernm ents’ cen tra l banks sometim es bu y th ro ug h 
th e deale rs where  they  wan t to  bid an d we don’t pe rm it the m to  bid  
whe n it  comes to  wha t we call  the se fo re ign add ons . Th e reason  why 
it  was in  the U .S.  in terest to have  th is  al ternat ive rou te,  supp lem en tar y 
route  is  th at we did no t w an t to di sr up t t he  m arke ts wh ich  h andle  our  
debt ma nageme nt by ha ving  excessive am ounts  of la rg e money sud­
denly  su rg ing in  fro m fo re ign cou ntr ies  and we have ce rta in  in te rn al  
guide lines on how much we wi ll perm it. We  do no t pe rm it all  the  
fo re ign cou ntr ies  th at wish to  bu y w’hen the am ounts  are excessive 
in re la tio n t o any issue. We keep th is  u nd er  cont rol .

Now, we ma ke no  effort  to at tr ac t th is  money. Th is  money j us t comes 
in. I t  is one of  the va rio us  form s of  Treasur y bo rro wing . A ft er  all,  
th e Tr ea su ry  bor row s ap prox im ately  $400 bi llion  a ye ar  gro ss an d it 
is sti ll a rel ati ve ly  sm all item in  ou r overa ll pic tur e.

Mr . Levinson. S o l ookin g at  the  l ine,  th e gr ay  flut ed line , y ou have 
no expla na tio n fo r wh y lat e 1976 on in to 1977 rece ived—th is  re la ­
tiv ely fla t lin e tu rn in g up ward—fa ir ly  dr am at ic  term s since  the last 
qu ar te r of  1976 and on in to  1977 ?

Mr . Solomon. My  ass um ption  is th a t they  fe lt  suffic iently  un-  
nervo us so th at they  sh ift ed  fro m ho ld ing so mu ch in  ba nk  deposi ts 
to  wa nt ing to  go in to longer ter m securit ies.

Now, t hes e lo nger t erm se cur itie s a re  no t te rr ib ly  long.  F or eign  gov­
ern me nts  general ly,  includ ing th e O PEC gov ern me nts , tend  to pur­
chase pr im ar ily in  th e 2- to 5-y ear  ran ge , sometim es up  to  7 or  10 
ye ars bu t the bu lk  o f it  is in  t he  2- to  5-no te ran ge.  I  guess they  fe lt  
since there is a sli gh t in ter es t dif fer en tia l as between investi ng  in  6 
mo nth s bil ls or  6 m on ths  CD ’s an d go ing  in to som ewhat  lon ger ma­
tu ri ty , i t m ade  financial sense for  them .

Mr.  L evinson. W ou ld  you  say  t he re  i s some po lit ical  judg men t in ­
volved  on th ei r part  th a t they  ar e wi lli ng  t o tie up  fa ir ly  signif ica nt 
sums in  lo ng er term secur itie s, t ha t is to  say, abou t t he  poli tic al sta bi l­
ity . I  do n’t wan t to p res s th at .



47

Mr. Solomon. You mean about the political stabi lity of this 
country.

Mr. L evinson. No, the Middle East political situation . The ir poli­
tical judgment  in that.

Mr. Solomon. I  don’t have any reason to assume that. One of the 
problems is when you get very rich, as rich as they are, you know 
you have to look around for places to pu t your money. And it seems 
to me tha t the capital markets  in Germany and Switze rland are 
pre tty small. This  is the big capita l market. They can place larger 
sums here. I f they are going to have larger sums here they might as 
well have a healthy  hunk  of it in 2- to 5-year money rather  than in 
6-month bills.

TREASU RY BU LL ET IN  FIG UR ES

Mr. Levinson. The last  two factual clarifications are simply tha t 
the  Treasury Bulle tin of August 1977 and Treasury international 
capital  movements reports do show tha t o f the banking  and portfolio 
placements by type in  the  Uni ted States  by Middle Ea st oil exporters 
25 percent is in short-te rm placements and I think  in  your tes timony 
you indicated a figure of 3 percent.

Mr. Solomon. B ut the figure here—I  am talk ing about-----
Mr. Levinson. Is there any way tha t can be corrected for the record ? 

I just wanted to point  tha t out.
Mr. Solomon. It  is only $287 million if  I  remember correctly  in less 

than 1-vear instruments.
Mr. L evinson. Maybe it is a question of what  is considered short ­

term placements, the definition of that . W e can clean that up for the 
record.

Mr. Solomon. We have $287 million in 1975. Short -term place­
ments $246 million in 1976.

Mr. Levinson. Why don’t we clean that  up ra ther than pursue i t ?

T H E  LARGEST TRADE DE FICI T -SVE EVER H AD

Senator  Church. Ju st  one final observation for your comment 
and we will wrap up the  hearing this morning. In  1974, as I recall, this  
country had a t rade surplus of $9 billion. Now, barely 4 years later,  
we have a trade deficit of what—$25 billion ?

Mr. Solomon. $25 billion or more.
Senator Church. I sn’t tha t as large a tra de deficit as we ever had  ?
Mr. Solomon. That is true.
Senator Church. F our  years ago we were paying between $7 bil­

lion and $8 bi llion for our oil imports. How much will we be paying  
this  year ?

Mr. Solomon. Forty-five.
Senator  Church. And what  will be the deficit in our balance of p ay­

ments this year ?
Mr. Solomon. Current account deficit ?
Senator Church. Current  account deficit.
Mr. Solomon. It  will probably be in the neighborhood of $16 billion 

to $18 billion.
Senator Church. How does that  compare with the past ?
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Mr. Solomon. That is also higher. You see, we used to have a liquidity overall balance of payments deficit, which is very different tha n the present, bu t I think this is a h igher current account.Senator Church. So we have the h ighest deficit in our current ac­count, the highest t rade  deficit in our history. We are extending the credit or a large pa rt of the credi t to enable the less-developed coun­tries  to pay for th eir  imports and to meet the h igher  cost of fuel. The end result is that we are in a very heavy deficit position.
OTHER STRONG ECO NOMIE S IN  THE WORLD

Now, there are some other strong economies in the world—the Germans, the  Japanese. Are they in a comparable deficit position ?Mr. Solomon. No, Mr. Chairman. They are retu rning surplus.Senator Church. It  seems to me they are managing their affairs *a lot better than  we are. The contrast is vivid, isn’t it  ? Is this simply because they have opted out ?
Mr. Solomon. It  is primarily  due to two factors, sir. One is that  they kept thei r energy oil import bi ll much more under control than we have. And, second, we are running a much higher rate  of real growth  than Germany. Tradit ionally in this country the import elas­ticity of income to  the United States has doubled tha t of what it is in Europe.
Therefore,  this was balanced off in the past by the fact tha t in the s ixties the Europeans ra n a higher real growth  rat e; so that, even though we had a higher import elasticity of income, as our growth rate  increased it was altered by the fact we were offering a lower import elasticity, so the two tended to balance out somewhat more than they do now.
Now you have the curious situat ion where the United States is runn ing a higher real growth  rate than Western Europe by far and, on top of that, we have the higher import elasticity.Now, if you look a t the s hift  in  the  trade  deficit between last year,1976, and 1977, what you see is tha t roughly close to ha lf is due to the  increase in oil imports and the other hai f is primarily  due to in­creased imports both from LDC ’s and from some of the industrialized countries.
On the export side there has been some reduction in import demand from the United States from countries like Mexico and Brazil  who have been going through destabilization programs, so the prospect looks slightly be tter for next year in terms of levels of im port demand from those areas because they  have gone through the worst of it.

TH E OVERALL PIC TU RE

On the other hand, the overall picture  is not a good one and tlie energy bill keeps increasing and it keeps increasing at the rate of $4, $4.5, $5 billion a year and, unless we face up to the central problem, I  don’t see that  there is any solution.
Senator  Church. With tha t I agree, and tha t is the place to stop the hearing this morning. Tha nk you very much.[Whereupon, at 12:50 p.m. the subcommittee adjourned.]



THE WITTEVEEN FACILITY AND THE OPEC FINANCIAL 
SURPLUSES
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United States Senate,
Subcommittee on F oreign E conomic Policy

op the Committee on F oreign Relations,
Washington, D.G.

The subcommittee met, pursu ant to notice, at 10:07 a.m., in room 
4221, Dirksen Senate Office Building, lion. Frank Church, chairman, 
presiding.

Pre sen t: Senators Church, Sparkman, Clark, Sarbanes, and Javits .
Also presen t: Jerome Levinson, chief counsel.
Senator  Church. The subcommittee will please come to order.
Our first  witness this morning is Alb ert Fishlow of the Department  

of Economics, University of Califo rnia at Berkeley.
Professor Fishlow, would you please proceed.

STATEMENT OF ALBERT FISHLOW, DEPARTMENT OF ECONOMICS, 
UNIVERSITY  OF CALIFORNIA, BERKELEY, CALIF.

Mr. F ishlow. Tha nk you, Mr. Chairman.
I have a prepared Statement, bu t I  will not take your  time by read­

ing it all. Rather , in  br ief preliminary remarks, I would like to h igh­
light  what I  th ink are par t of the important aspects of the debt prob­
lem with which the subcommittee is concerned this morning.1

In  the first instance, it seems to me important to define the magni­
tude of the problem. There are divergent  opinions on this subject, in 
part because there are so many sets of divergen t numbers tha t have 
been divulged. Some of  the numbers refe r to disbursed debts, some 
refer to ou tstand ing debt, some of gross of reserves of the developing 
countries, others subtract those partic ular  reserves.

I think  these provide very different pictures, dispending upon which 
are chosen.

I think  a fai r estimate suggests tha t the official debt figures which 
are widely promulgated by the  World  Bank understate  the magnitude 
of the problem. Tha t is because they exclude those debts which are 
not guaranteed by public entities, and to tha t extent fall short. Thus, 
for example, the World Bank report ing statistic s suggest t ha t at the 
end of 1976 there was something like $110 billion of debt outstanding 
to developing countries, excluding those of the Mediterranean area, 
whereas I th ink a more reasonable estimate would add at least another 
$50 billion to that, largely , indeed almost exclusively, commercial bank

1 See p. 162 for Mr. Fish low’s pre pared  statem en t.
(49)
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credits, many of them short-term, in order to finance the balance of 
payments.

On the other side, however, it  is important  to take into account, the  
fact tha t there are offsetting reserves and tha t these reserves fo r many 
countries ha ve grown in recent years.

The problem of the debt has come into prominence, in par t, because 
of the deposits from the OPEC countries. The unprecedented sur­
pluses that were accumulated as a consequence of the rise of petroleum 
prices accelerated a process that  was already  in motion before. That is 
a point that I would like to emphasize.

Even before the concentration of OPEC  surpluses beginning in 1974, 
in the Eurocurrency market  there was already a sharp  increase in 
the amount of lending tha t was being done from the Eurocur rency 
market  to developing countries. Th at lending, in par t, was responsive 
to the  fact that the middle  income developing countries were showing 
acceleration in the ir growth rates as well as increased integration into 
world markets.

The OPE C surpluses in 1974, in particular, being held in short ­
term fashion, accelerated that change. I  would like to emphasize, how­
ever, that  by 1976 the OPEC  deposits represented a very small part of' 
the, total resources tha t are, in fact, being channeled now to developing 
countries. Those deposits, in fact, are a minority of the total credits 
tha t have been made available to the developing countries. A larger 
share comes from deposits in the  countries of Western Europe and the- 
United States and from the developing countries themselves. It is well 
to point out that  last year something on the order of $10 to $12 billion 
of deposits emanated from the developing countries themselves, which 
is the counterpar t to the increase in reserves tha t were accumulated 
in 1976.

O rE C  SU RP LU S

Senator  Church. Professor , when you speak of the  OPEC surplus 
tha t is going to the underdeveloped countries, you are speaking of 
direct loans or investments by OPE C in those countries, are  you not ?

Mr. F ishlow. No. Wh at I am t rying to emphasize precisely is the  
fact tha t the OPE C deposits in the Eurocurrency marke t have gone 
down rather considerably since 1974. The actual allocation of OPE C 
funds, according to the Bank for Interna tional Settlements, according 
to its  las t report, is tha t only something on the order  of $12 billion of 
the OPE C total surplus of something about more than  $35 billion ac­
tually  found its way into Eurocurrency deposits.

■WHERE DID T H E  RE ST  OF  IT  GO?

Mr. Levinson. The rest of it went where ?
Mr. F ishlow. The rest of i t went in p art  to direct assistance, largely 

within the Arab bloc of countries, in terms of aid to developing coun­
tries. Another part  of i t was placed in bonds th rough the  Euromarket , 
but do not  constitute actual currency deposits with banks in the Eur o­
currency market.

Mr. L evinson. The, significance of this, then, is how much is avail­
able for relending to developing countries, is it not ?
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Mr. F ishlow. I suppose the point I  am trying to make, if  you like, is 
while the OPEC surpluses have been highlighted  in the context of the 
question of debt, it is very important  to appreciate tha t the Eurocur ­
rency market is, in fact, being nourished a t the moment by the deposits 
coming from the industr ialized countries. Those deposits are coming 
from the industr ialized countries and being relent to developing coun­
tries precisely because of the lack of demand within the indust rialized  
countries.

The consequence of the recession and the slowdown of activi ty in 
the industrialized countries has meant tha t it is now private money 
from those countries  which is flowing out through the Eurocurrency 
market  to developing countries.

Senator  Church. Well, our figures show that of O PEC’s investable 
surplus in 1974, a large par t of it—$22.5 bil lion—was invested in the 
Euromarket. T hat  has been coming down. Fo r example, in 1976, it was 
$11 billion.

Mr. F ishlow. The  1976 figure is what I was re ferring to, and the 
sharp reduction from the $20 billion in 1974 is noteworthy.

INV EST MENT IN  T HE UN ITE D STATES BY OPEC

Senator Church. On the  other hand, the investment in the United 
States by the OPEC  countries of the  surplus has been going up.

Is tha t not so ? Are we in agreement ?
Mr. F isiilow. I think we are in agreement on those figures. The in­

ference I  draw from it, however, is that the problem of internationa l 
financial markets goes beyond the question of the O PEC  surpluses p er 
se; that while in the balance-of-payments sense they obviously provide 
the balance-of-payments deficits that set up the demand for these loans, 
on the other hand, the nature of the market has to be understood in 
a broader context ra ther  than  by focusing solely on the OPEC surplus. 
This is the reason I wanted to emphasize that  particular  point.

Now, in terms of the magnitude of the problem, I  had been asked 
to emphasize to some degree the case of Latin  America. I think it is ap­
propriate to focus on the case of  the Western Hemisphere.

LATIN  AMERICA

It  is clear tha t Brazi l and Mexico together account for the  grea t pre ­
ponderance of all commercial bank loans to developing countries. On 
a net basis, the  Western Hemisphere is probably the only region with 
a significant net imbalance, th at is to say, one in which the loans from 
the inte rnational banks significantly  exceed the offsetting deposits.

For Latin  America as a whole, the th ree countries—Brazil, Mexico, 
and Peru —come up to something of the order of three-four ths of the  
total  net debt. This is fo r Latin America as a whole, once one takes out 
the reserve accumulations in these part icular countries.

THE BA NK  DEBT

The bank debt, as a propor tion of the tota l in Lat in America, is 
itself very high. One would find that it ranges from a minimum of 
somewhere more than  half to more likely a figure that is closer t o
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60 percent. So, i t is in Latin America, if yon like, that much of the 
debt problem occurs. It  is also obvious tha t in Latin America, both 
because of i ts proximity and much closer economic ties to the United 
States, the foreign policy repercussions of the debt problem and the 
way in which one adapts  to it are greatest.

Senator Church. Let me ask you another question.
At our opening hearing we learned that  there is a very pronounced

increase in the  amount of OP EC surplus money that  is being invested 
in Treasury notes and bills.

N ATURE OF IN V EST M E N T  IN  T H E  U N IT E D  STAT ES

Now I suppose tha t is p art  of the  trend away from the Euromarket  
and tow ard the United States. But the nature of  the investment in the 
United States is much more heavily weighted now in favor  of Treas­
ury  notes and bills than it used to be. Does this mean tha t OPEC is 
even more removed from the risks  involved in lending to deficit coun­
tries than was previously the case ?

Mr. F isiilow. Well, to the extent tha t the credit of the U.S. Gov­
ernment represents a more substan tial credit than tha t of the large 
internationa l banks, tha t is, of course, true. I think tha t the short­
term nature of the liabilities tha t the banks had to the OPE C coun­
tries, on the other hand, made them very safe investments as well.

So I  t hink  i t is really  more a question of diversification from their  
point  of view ra ther than a significant change in the risk.

Senator  Church. Thank you. But diversification is usually prac­
ticed in order  to minimize risks, isn’t it?

Mr. F isiilow. I think tha t prudent management of such large re­
sources would suggest tha t they don’t want to hold them all in the banks.

Senator  Church. The reason for tha t is th at they want to reduce 
the risks as much as possible, isn’t it?

Mr. F isiilow. Yes. I think tha t is fair.

T II E  L A T IN  AM ER IC AN SIT U A TIO N

As far  as the Latin American situat ion is concerned, the magni­
tud e of the debt, as I  was suggesting, in L atin  America and i ts p rin ­
cipal countries constitutes most of the impor tant cases, if you like, 
that  exist. They also represent very different varian ts, and I  th ink it 
is worth jus t spending a minute indica ting how some of these coun­
tries got into debt. I think  the way in which they did was very dif ­
ferent in all three cases. I think we need to get some idea of the 
diversity  of the experience tha t is involved.

In  the case of  Brazil, I think the accumulation of debt was a na­
tura l extension of the pre-OPEC situ ation; tha t is to say, Brazil was 
already receiving large quantities  of resources in the period of the 
early 197O’s, largely  as a consequence of rapid  growth of exports. 
Brazil was a very attractive  market, and, as I think  is well known, 
the very low rates of re turn  in the indus trialized  countries in 1971 and 

•early 1972 resulted in a very substantial outflow and Brazil was one 
of the favored countries. Indeed, Brazi l was so favored th at it had to
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adopt a series of regulations in order  to rest rict the inflow of resources 
and to keep the banks from put ting  in more than Brazil felt prudent.

Even so, Brazil, in fact, had to steril ize a large pa rt of th e foreign 
resources it  received a t t ha t t ime in order to prevent it from creating 
domestic inflation and the reserves were of very little use to it.

The case of Peru, on the other hand, is a very different circum­
stance.

The Peruv ian debt managed to rise extraordinarily rapidly as a 
consequence of the doubling of export prices in 1973-74 in the 
midst of the commodity boom. I t was the extraordinarily high prices 
for copper and for fishmeal and the booming s tate of Peruv ian ex­
ports tha t led to a very substantia l inflow of debt at tha t part icular 
time.

T H E  IN FL O W  OF  PR IV ATE  DE BT  IN  L A TIN  AM ER ICA

Mr. Levinson. You mean private, don’t you? You are talk ing at 
this time primarily  about the inflow of private debt.

Mr. F ishlow. Yes.
T think the important  point to make in the case of all of these 

Latin American countries is tha t we are talking about proportions 
of private debt tha t are very, very high. If  we take into account the 
total debt and not merely the external public debt, we are talking 
about proportions of debt that  are somewhere in the neighborhood of 
75 percent or so.

Those da ta up there [indicating]  tend to understate the par ticipa­
tion of the private  sector because they refer  only to  the external pub­
lic debt. In the case of La tin America, something on the order of $25 
billion already has been disbursed of nonguaranieed debt, almost all 
of it from the commercial banks and exclusively from the private 
sector. So we are talking about a very considerable inflow. The offi­
cial sources in  L atin  America have not played a very significant role 
in recent years.

In  the Peruvian  case, then, one had a response to very much more 
of a temporaiy  favorable development in international trade. Peru 
responded to the availability of foreign  exchange by increasing its 
imports ex traordinarily rapidly.

The OPE C crisis and the rise in oil prices was not the cause of 
the Peruvian debt situation in the same way that it contributed to 
the Brazilian, where the Brazi lian attem pt to sustain very h igh rates 
of growth afte r 1974 successfully meant unprecedented inflows of 
foreign capital.

T H E  CASE OF  MEX IC O

The final case tha t is worth noting is the case of Mexico, which 
had for a long time enjoyed a very high rate of growth and was one 
of the most stable among the developing countries.

There the accumulation of debt in recent years was verv much more 
in response to domestic circumstances and to the disequilibria within 
the Mexican economy which accumulat ing debt was designed to patch  
over. In fact, all tha t it led to  was an overvaluation of the peso and 
ultimately capital  flight meant devaluation was necessary.

In  all of these cases, then, one has very different scenarios that  
are associated with the natu re of the debt problem. I t is for that
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reason th at they also have very different perspectives, i t seems to me, 
in terms of the future.

1 th ink it is realist ic when one pu ts together, as I have elsewhere, 
intermediate term projections for Mexican debt and evolution of 
Mexican gross product—exports and imports—that the long-term 
perspectives for Mexico are rath er optimistic. The reason for that is 
very simply the abundance of petroleum and the likelihood tha t 
PE MEX  will be able to develop tha t petroleum.

This  means, in fact, th at it is possible for  Mexico, even with modest 
rates of growth of exports tha t seem quite reasonable, to reduce its 
current service ratio on the foreign debt over the next 10 years and 
still  to grow fair ly rapid ly.

TH E PERUVIAN DEBT

The case of Peru , on the other hand, is probably th e polar extreme 
on the o ther side. Peru has got ten into  debt tha t involves service pay ­
ments now on an order of magnitude  of about 45 percent of total  
exports. Those kinds of obligations can only be canceled out by very 
high rates of growth of exports.

ECONOMIC THEORIES

Senator  Church. Let me make an inquiry at this point.
I thin k we on this committee are very familiar  with economic 

theories. Rapid  internal development producing larger quantities  of 
export s -will naturally  enable a country to handle its external debt, 
reduce it, and thus  to pull itself u p by its  own bootstraps and work i ts 
way out of the hole.

But  when you have a country having to borrow additional money, 
45 percent of which has to be used just to pay the  interest and rollover 
old debt, how does it achieve this inte rnal growth sufficiently to handle 
its financial problems ?

Mr. F ishlow. I was not trying to gloss over tha t problem, Senator, 
but indeed was tryi ng to emphasize that very difficulty.

It  seems to me that ana lyzing the  question as if the in ternal  develop­
ment would automatica lly produce the exports is the wrong way 
of looking at the matter.

The case of Mexico is different precisely because they have a 
bonanza.

Senator Church. Yes.
Mr. F ishlow. In the case of Peru , th at bonanza is not a t all obvious 

or evident.
Indeed, as I  suggest in my prepa red statement, I  regard Peru  as 

precisely the k ind of case which is a debt t rap  in which the increasing 
quantities  of debt merely go to pav  off the fo rmer debt without being 
able to work i tself out of the part icular hole.

TH E AMERICAN EXPRESS STUDY

Senator  Church. Have you looked at the study tha t came to the 
attention of this subcommittee? I t was done by American Express. 
Have you ha d a chance to examine t ha t study? I t is a study of the
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banks.

I  don’t know wh eth er or  no t the stu dy  is accurate, bu t it  is very 
ala rm ing . I f  ind eed  it  is accurate, it  should give us al l con sidera ble  
pause. We sho uld  stop, look, an d lis ten  if  th is  stu dy  is rig ht .

As I  u nd ersta nd  the  conclusions of  th e stu dy , it  i s t o the effec t t hat 
last year—th at is, 1976—app roximately  one-f ifth  of  all  of  th e new 
borro wing  by the underde veloped countrie s went to  debt  servic e; 
and, in 1977, the  s tud y est imate s t hat  a pp roximately on e-four th  of  a ll 
the new borro wing  will go to debt service. I t  says th at  by 1980, ap ­
prox im ate ly one-h alf  o f all  the  new bo rro wi ng  w ill go to debt service.

Now if  th a t is the way  we are  moving, somewhere dow n th a t 
road  lies a ba nk ruptcy  and a repu diat ion of the deb t, with  all  of  
the calamitous consequences th at wou ld have on the cred it str uc ture , 
the ba nk ing str uc ture , an d th e fina ncial str uc ture  of  the W es tern  
Worl d.

Mr.  F isiilow . W hil e I  have  no t seen the stu dy , I  belie ve I  agree  
th at  th e dir ec tio n th at is po int ed  to  by th a t stu dy  is  p erfect ly  c orrect . 
The  very essence of  the pro blem of  debt finan ce is th a t it  tak es  eve r 
la rg er  qu an tit ies  of  deb ts in or de r to  tr an sf er  the same am ount of  
resources, because you  hav e an  off set ting flow th at , in  fact , comes 
back al l th e tim e.

Th is,  of  course, is th e classic reason  wh y in  orde r to finance th e 
develop ment of  cou ntr ies  in any sig nif ica nt fas hio n, one needs very 
muc h la rg er  an d co nti nu ing  inc rea sin g inflows of  gro ss resources 
fo r a c onsta nt amo un t of  ne t resourc e tr an sfer .

I  th in k wh at  avert s, however , the nece ssity fo r ba nk ruptcy  at  the 
en d of  th at  pa rt ic ul ar  line is sim ply  th e fa ct  th at  the co un te rp ar t 
over tim e of successful debt- led  dev elopment  is a ra pi d inc rease in  
ex po rts  and fo re ign exc han ge earnings. Thi s makes it  possible fo r 
coun tries to  manag e to  repay i t.

I t  seems to me th a t th at is precisely  the po in t I  would  un de rline  
as be ing  of the essence in thi s p ar ticu la r discussion.

TH E DEBT QUESTION

The deb t ques tion  is on t he  o ther  side a trad e question. To  focu s e x­
clusive ly on the debt pro blem an d to look  a t th e fina ncial ma gn itu des 
wi thou t conce rning oneself  with  th e rea l ma gn itu des is to  see the 
pro blem in only a par ti al  aspect.

Pa rt ic ul ar ly  fo r the dev elopin g countrie s, giv en th e fact  of  con­
tin ui ng  surp luses fo r th e O PEC co untrie s, one is  fac ed wi th one or  two  
choices. E ither  tho se defic its ge t tr an sf er re d aro un d so th at th e in ­
du str ial ize d cou ntr ies  im po rt su bs tant ia lly  mo re and therefore are in 
a positi on of  receiv ing  t he  exports  an d repa ying  t he  pa st  debt of  t he  
dev eloping cou ntri es, or,  on t he  o ther  sid e, it  is  necessary  f or  con tin u­
ing  outflows o f resources to  go to the  d eve lop ing  countrie s p rec isely to  
coun teract  these reflows. T hat  is t he  essence of t he  problem.

Se na tor  Church. Yes. But  whe n you  sug gest th at  th e developed 
cou ntr ies  w ill be the ma rke tpl ace fo r lar ge  q uanti tie s of  e xp or ts fro m 
the und erdeve loped world , I  wonder wh ethe r the develop ed cou ntr ies  
wi ll be able  to expand purch ase s suffic iently . When you  con sider th at
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our own balance of trade deficit is now the larges t in our history—about 
$25 billion—and our balance-of-payments deficit on current accounts 
is also the largest in our history, it is hard to see how we can afford 
to absorb larger and large r quantities  of exports from the under ­
developed world.

Mr. F ishlow. I think, Mr. Chairman, tha t explains one of the rea­
sons why the United States is so eager for Ja pan and Germany to in­
crease thei r rates of expansion and to absorb substan tially more of 
these products.

Senator  Church. But  Japan and Germany don’t seem so eager to do 
it. Certainly it is not possible for three countries—the United States, 
Jap an,  and Germany—to do this  job for the whole of the underdevel­
oped world, even if the German and Japanese  Governments were 
more inclined to follow our lead. If  they are not so inclined, tha t 
leaves the United States alone among the developed countries. C lear ly 
the Thi rd World cannot find all of its markets here.

Mr. F ishlow. I  think that is certainly the case. I  think it is pre­
cisely tha t reality  which underlies the seriousness of the part icular 
problem.

T think it is well to apprecia te tha t the financial side of  the ques­
tion may very well be less significant and only the symptom of pre­
cisely the  problem of the real imbalance. The American Express  find­
ings in themselves are not frigh tenin g i f one presumes t ha t there is a 
continuing outflow of resources, a continuing lending  of resources, 
which enable the surpluses and deficits all to balance out a t re latively 
high rates of world growth.

THE TWO WORLDS OF FACTS AND THEORIE S

Senator Church. Have you examined the export trends? Do they 
substant iate the theory, or is this a case where the theory lives in one 
world and the facts in another ?

To what degree are the export  levels expanding? Are they expanding 
sufficiently to counterbalance rapid increases in debt?

Mr. F ishlow. I  th ink in the case of Mexico th at the projections are- 
clearly favorable. That , therefore, is one of the reasons why I differ­
entiate tha t circumstance. Because of petroleum exports there is very 
likelv to be that kind of working out of the debt model. Indeed, the 
Mexican case is precisely one in which insufficient availab ility of re­
sources to develop the petroleum may handicap  the situation.

Senator Church. Right. You have mentioned Mexico as being a 
country which, because of it s oil discoveries, may be able to handle its 
external debt. You have mentioned Peru as a case where debt may be- 
outrunning the capacity of the country to pay.

CAN  TH IRD WORLD COU NTERBA LANCE DEBTS?

Haven’t any studies been done on the Thi rd W orld generally to de­
termine whether the growth is sufficient to counterbalance the rapidly  
mounting debts?

Mr. F istilow. I  think  studies have been done. One of the limitations, 
of course, is tha t by its very nature the debt problem is also a specific 
country problem and it is one which is very highly  concentrated, as 
the char t up there suggests [indicating]. The nature  of the priva te
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debt, in part icula r, is extraordinarily  concentrated and commercial 
bank debt is even more. Of  the total of about $89 billion, I guess, that  
the  Bank of Internatio nal Settlements identified at the end of 1976, 
Mexico and Brazil accounted for the lion’s share. So, when we talk  
about the Th ird  W orld problem and the debt problem in general, I 
think again tha t it is useful to descend back into those specifics. 

Senator C iiurch. All right.

T H E  QUEST IO N OF  BR AZ IL

You have mentioned Peru  and Mexico. Have you done a similar 
study on Brazil ?

Mr. F isiilow. Yes.
Brazil affords precisely the intermediate case because it is one in 

which in many respects the interna l developments have proceeded 
very rapid ly over the last decade and one in which the potential for 
•export of a\liversified  kind exists. B ut ultimately, as I suggest, pro­
jections of tha t debt s ituation  depend intimately  upon projections of 
what the rate  of  growth of the industr ialized economies are going to 
be, what the terms of trade in fact will be for primary commodities. 
Therefore one cannot isolate the debt problem from the whole range 
.of development issues.

T H E  EC ONOM IC  GR OW TH  OF  T H E  IN DUST RIA L WORLD

Senator Ciiurch. Right now the economic growth rate of the indus­
tria l world is not such as to be much encouraging.

Mr. F isiilow. No. I think precisely the projected turndowns in 
world trade are a cause for great concern. But again, I would stress 
that in many ways the accumulating debts in these part icular coun­
tries was not merely in response to their own demands. They also 
had a favorable impact upon the developed countries. They helped, 
in fact, to speed the  developed countries out of the world recession.

For every dollar  th at went out in debt to the developing countries, 
about $l 1/£ has been estimated to have come back in increased 
•demand for exports from the industr ialized countries. So one does 
have a very tigh tly connected system here between the n ature  of the 
debt and the industrial ized countries in the real sense and not merely 
tlie financial. Tha t, I think, is one of the fundamental points which 
has to be appreciated, in addition to—and I think you are quite 
right ly concerned with it—the vulne rability  of the par ticular financial 
structu re because of the extraordinary extent to which it  has been 
privately  financed, and the adjustment problems tha t are associated 
with it.

But I think tha t real counterpart  is important as well.
I will turn , in fact, to some of  these financial questions, if I  may, 

briefly.

T H E  IN TE R R EL A TIO N SH IP S OF  T II E  W IT TEVEEN FA C IL IT Y

Mr. Levinson. Would you also address two other issues in the course 
of your development of this inte rrelationship ? T hat  is, we have before 
this subcommittee the Witteveen Faci lity, which is premised upon the 
IMF imposing as a condition, conditionali ty, which translates into the
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countries’ accepting adjustment, which means certain policies which 
will res trict their imports and  make them more export oriented. This, 
in turn,  means that tha t market to which you have just refer red, helped 
the industrialized world begin the process of getting out of the reces­
sion by exporting to developing countries, and the developing coun­
tries, as p art  of the adjustment, are going to cut back on thei r im­
ports. This means there will be less exports to them from the in­
dustrialized countries. So, we are in a circle. Would you address th at, 
please ?

Would you also address the short-term Mexican situation? You 
alluded to" this but did not develop it. Would you discuss whether 
PEME X can develop the oil in time to get out of the  increas ing debt 
service ?

Would you also address the bunching up of debt service in the next 
3 years because of the structure of the debt tha t was incurred,  pre- 
OPEC and post-OPEC ?

Mr. F ishlow. Yes; I  will t ry to do th at briefly as well.
Senator Church. I hope your explanation is brie fer than  the ques­

tion. [General laughter.]
Mr. Levinson. Senator, I  am sure Mr. Fishlow knows what I mean.. 

[General laughter.]

DEA LING W IT H THE PROBLEM

Mr. F ishlow. The  way of dealing with the problem, Mr. Chair­
man. as I think you have right ly pointed out, with the circumstances 
and prospects for exports being what they are, relying solely upon 
exports is certain ly not going to  be one of the ways out. Therefore a 
great deal of attention  has turned to adjustment by the principal 
debtor countries in order to reduce their imports  and engage in reduc­
tion of growth as a way of so doing.

Here, quite frankly, I do have to express some concern th at if tha t 
adjustment is forced upon these countries in a fashion which is ortho­
dox, conservative, and without  fu ll regard precisely for  the  repercus­
sions upon the demand for the exports of the industr ialized world, 
the nature of the adjustment process can have repercussions well be­
yond slowing down the ra te of growth of some of the debtor's LDC’s, 
and also slowing down world growth.

In the second instance I th ink i t is fa ir to say that in many instances 
slowing down growth does not accomplish the  interna l trans form a­
tions t ha t one is seeking. The mere slowdown of rates of increase of 
inflation does not turn  out, in fact, to be sufficient.

I  think tha t the IMF  has been cognizant of some of these changes. 
It  used to be the case that  the visit of an IMF mission to Latin America 
as well as to other parts  of the world was sufficient to bring a govern­
ment down. Now what it does is simply cause riots, as there is some­
what greate r stability.

TH E AD JU ST MEN T PROCESSES

Tha t more facetious comment aside, I think it is the  case tha t the 
IMF has taken into account some of the longer ru n aspects of the  ad­
justment process tha t the present unusual debt circumstances require.
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The other side of this pa rticular aspect is that i f the adjustment  proc­
ess is to be prolonged and is not to  occur immediately over time, there 
has to be available resources for these developing countries to con­
tinue to borrow. There cannot be, again,  the best of  a ll worlds which 
is an adjustment process which is gradua l and which does not signifi­
cantly impinge the imports of these countries, expands the exports 
of these countries, without at the same time resulting in increased debt 
to these countries.

The ultimate  issue is whether  the debt is going to be productive or 
nonproductive.

I t seems to me tha t rather  than focus on debt per se, it  would be 
better to frame the issue as to whether  the incremental debt is l ikely 
to be productive or nonproductive.

In  the assessment of the adjustment process, tha t sor t of issue has to 
be kept in the forefront.

DANGER OF EXPOSURE OF COMMERCIAL BANKS

The danger of having such a large exposure of p rivate commercial 
banks precisely seems to me that, as institutions, they themselves are 
not equipped to  deal with this par ticu lar problem. The time horizon 
of the  private banks is, in fact, very short. The motivation of the pr i­
vate banks is, as for all private institu tions, profit.

Those part icular considerations make this kind of delicate adjust ­
ment process a much more difficult one.

I would also like to point out one aspect of the profitability  situa­
tion of the private banks tha t is relevant.  Without causing generalized 
bankruptcy or other grea t breakdowns in the international system, 
it is true tha t the commercial banks, exactly because of the higher 
risk premia that they have been charg ing to lenders in developing 
countries, are in a position to absorb more rescheduling, are in a pos i­
tion to extend the length of matur ities, are in a position to essen­
tiall y ju stify the r isk prim ia tha t they have been charging.

After all, the function of tha t part icular market price is to  reflect 
the realities in this  case. Therefore it does not strike  me as being 
entirely out of the question or an untoward event th at a rescheduling 
should occur in the case of Peru, which would stretch out the debt in 
a significant fashion. That is something for  which the banks have 
already been paid , if you like, by virtue  of the higher interest rates  
tha t they have received from these particular countries.

TH E SHORT-TERM PROBLEMS

To turn to the short-term problems as they present themselves, 
certainly  in the Mexican context it is clear t ha t if Mexico is deprived 
of resources, i t will find it very difficult to generate the explo ration  
of petroleum resources th at is necessary to repay the debt.

In  a way the priva te marke t has  a lready responded to this, as well 
as has the IMF . The original limita tion on lending to Mexico has 
already been surpassed by the decision to rule out lending to PE MEX  
as being outside of the original agreement. It  is the case that Mexico 
has been able to raise funds on the basis of the exploration.

Therefore I find myself reasonably sanguine about that par ticu lar 
situation. I think the strength  of the peso in the futu re market con-
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firms that, and despite the indications tha t there might have been 
some short-term capital  flight immediately prio r to the first anniver­
sary of the devaluation of the peso, I  think one has to in terp ret that  as 
a m arket patt ern  of response which sometimes is irra tional. There are 
such anniversary dates that are  hallowed in financial circles and which 
require bankers to try  to assure themselves that they will be pro­
tected. All indications are tha t tha t capital has not gone out of Mexico 
in any kind of continuous fashion or th at the problem is a serious one.

Let me turn now to the question of policies, since I  think we have 
outlined in some measure the nature of the complicated problem. In 
particular , I would stress tha t the developing country indebtedness 
problem is in timately  related to the whole range of issues tha t make 
up the North-South agenda. We really cannot look a t i t ent irely inde­
pendently. Therefore the par tial  solutions tha t focus on the interna­
tional credit market really  do not do j ustice to it. »

However, here let me t ry very briefly to talk  a little b it about those 
policies in the context of the international capital markets.

RE ST OR IN G BA LA NC E

The problem, it seems to me, is to restore a better balance to develop­
ment finance, a better balance in two senses: a bette r balance between 
official and private lending, and a better  balance between short-term 
and long-term lending.

I thin k the extraordinary circumstances of the last few years  have 
created an imbalance which it is in no one’s interes t to perpetuate. I 
thin k everyone is in substantial agreement on this par ticu lar mat ter.

The issue is how to restore that  kind of balance.

A STE P IN  T H E  R IG H T  DIR EC TI ON

The new I MF  supplementary  financing facility , which already has 
pledges of some $10 billion, is a step in the r igh t direction, particularly 
its extended repayment period. I t will provide th e F und with a mini­
mum amount of resources if it  is to begin playing a role again  in finan­
cial markets, compared to those of the p rivate institu tions.

I would, however, stress  tha t the amount of resources th at are in­
volved are limited and will no t come nearly to the tota l amounts th at 
are required. Their  importance resides in the fact tha t, at the margin, 
they can provide the additional flow of funds tha t will make it  possible 
for  countries to avoid excessively rap id adjustments and will also pro­
vide a basis for continuing  private flow’s to those part icular countries.

FA C IL IT Y  AL ON E IS  NOT SU F F IC IE N T

However, I  do not think tha t th at facili ty alone is sufficient, nor do 
I  thin k tha t it is sufficient to ignore the longer term development 
objectives in all of these countries.

I th ink it will be necessary to increase lending by the multil ateral  of­
ficial banks. The role of the World Bank and the o ther regional banks 
in to tal capita l flows to developing countries has  shrunk dramatically 
as a consequence of the financing tha t has come from the private bank­
ing sector. That seems to me undesirable.
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The official banks lend for longer periods of time and the official 
banks are in a position to have a longer perspective with rega rd to 
the developemnt of those part icul ar countries than do the private 
banks. In large measure it has been accidentally th at  commercial banks 
have played the role tha t they  have, an accident th at occurred because 
of the rapidity  with which the OPE C surpluses in fact accumulated 
consequent to the oil price increase.

A SWAP BETWEEN PRIVATE AND OFFICIAL BANKS

I have proposed tha t one method of increasing the p artic ipat ion of 
the official banks is to  arrange a rather  s ignificant swap between the 
priva te commercial banks and the official banks; tha t is to say, that  
the World  Bank would issue i ts bonds to priva te commercial banks 
and would, in turn, accept some of the port folio of loans to developing 
countries tha t the commercial banks currently have outstanding.

It  seems to me that  this has the virtue of providing fo r the f irst time 
significant intermediation from the commercial banks to the official 
banks. Since the commercial banks are the  ones in which the resources 
have been deposited, there has to be some way of getting them to the 
official banks.

WHAT KIN D OF A BAILOUT IS TH IS?

I do not believe tha t this  is a simple bailout of the commercial bank­
ing sector for two reasons.

Senator  Church. What  kind of a bailout  is it? It  may not  be a sim­
ple one, but what kind  is it ?

Mr. F ishlow. I  thin k it is a bailout  of the internationa l financial 
system rathe r than a bailou t of the commercial banks. I think i t is very 
important to differentiate between the two. Ultimately the health of 
that international financial system is what makes it  possible to inter­
mediate the extraord inary imbalance in trade th at has occurred since 
1974. We really have had an unprecedented accumulation o f surpluses 
in one set of countries and deficits in another.

Senator Church. D o you see an end to tha t, say, in  the next few 
years?

Mr. F ishlow. I don’t know. I  think t ha t is precisely the reason why 
one has to bail out the international financial system ra the r than bail 
out the commercial banks. But I  thin k it  is very important to differen­
tiate  between the two.

The sense in which I view it as a bailout o f the  international finan­
cial system is precisely t ha t it restores much more of the balance in 
terms of providing official partic ipation of a po tentia lly longer term 
sort. When the commercial banks buy the bonds of the World Ban k and 
the regional banking institu tions, what they are doing is providing 
long-term resources to these par ticu lar institutions. Those bonds will 
have a maturity  which is well greater th an t he short-te rm loan assets 
which they are turning over.

In the second sense, i t is per fectly  possible to arrange a swap in a 
fashion which enables the  official banks to select out not merely those’ 
assets which are most endangered, but also The better earning assets 
which are not. So, it  is not entirely up to the commercial banks to 
specify how tha t transfer would occur.

20-267—7S-----5
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SHIFTING  TIIE RISK

Senator Church. Is n’t thi s just a method of s hifting the risk tha t 
has been assumed by the  commercial banks to the  World Bank?

Mr. F isiilow. I suppose I would insist that it is inherent in the 
nature of financial intermediation tha t where there  a ie the outstand­
ing deficits and where those are, in fact, continuing, that those risks 
have to be shifted around in such a way as to minimize the possibility 
that  the flow of debt will be irregular , will be subject to fluctuation, 
and to assure that it is a more certain kind of inte rmediation process 
tha t occurs.

Senator  Church. So, is your answer to my question “Yes?”
Mr. F ishlow. Ultimate ly there is risk in any kind of situation in 

which there are loans, Mr. Chairman.
Senator  Church. Well, I  know, but  my question is a simple one.

WHERE DO YOU HAVE THE WORLD BA NK ?

Your proposal is one t ha t would enable the commercial banks to 
shif t a substantia l p art  of their paper  to the World Bank under terms 
tha t would benefit the commercial banks. But then you leave the World 
Bank in the same situation, i t seems to me, from which you are try ing  
to rescue the commercial banks.

Mr. F isiilow. No, sir, I think not.
I think on the one hand the interes t ra te tha t would be paid on the 

World Bank loans tha t the commercial banks would obtain would 
be significantly smaller than  the interest  rate tha t one is talking 
about so far  as their  loans outstanding at the moment.

Second, they are of much longer term.
' Third, the risk to the World  Bank becomes substan tially less 
because it is not faced with the same kind of “bunched short term” 
portfol io tha t one is talking about in the context of the commercial 
bank.

So, I thin k tha t in the process of such a tran sfer one, in fact, 
does achieve the objective which I  th ink one does have to have, which 
is how to make international financial intermediation of those sur­
pluses and deficits operate more effectively. Th at is the  reality tha t I 
thin k one has to confront.

RESCHEDULING OF THE  BAN KS

We can obviously return to some par t of of th at issue. I  also pointed 
out th at it seemed to me that one of the ways in which one does some 
of this adjustment is by having  the commercial banks reschedule. 
One of the consequences of the high rates of interes t tha t the com­
mercial banks receive is an obligation, in a way, to reschedule as 
well. That is, after all, what a risk premium means.

Senator  Church. W hat  would be the psychological impact of re­
scheduling? I accept your argument tha t earning a high interest on 
•these loans, where rescheduling becomes necessary, they have been 
well paid for it. But what is the psychological impact, let’s say, if Peru 
has to reschedule its debts? Does tha t have a cooling effect upon the 
extension of inte rnational credit generally to Third World countries?
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Mr. F isiilow. I th ink it probably cools the ardor for some marginal 
countries. But I think overall it probably does not have a significant 
effect. I have never been fond of  dominoes when they applied in  other 
contexts and I th ink i t is inappropriate to apply them here as well.

Senator  Church. Thank you.
EX PA N D IN G  T H E  E X IM B A N K

Mr. F ishlow. The thi rd suggestion that seems to me worth con­
sidering with regard to policy in terms of improved financial in­
termediat ion is the  possibility of an expansion of the E xpo rt-Import 
Bank. The Exim would enable a larger official partic ipation of a bi­
latera l kind in international credit markets. Greater integra tion, in 
turn , of the Eximbank with in the  foreign economic policy of the coun­
try  as a whole would provide, it seems to me, more financial leverage 
than  curren tly does exist, and therefore, is a step tha t is worth 
considering.

Finally, I thin k as has already been recognized and pointed out by 
Secretary  Blumenthal , i t seems to me virtually inevitable in the next 
several years tha t the re will be closer cooperation between the private 
banks and official agencies.

T H E  CRIT IC AL Q U EST IO N OF CO OP ER AT ION

I think the critica l question is how that cooperation evolves, as to 
whether the  private banks dominate in the decisionmaking or whether 
the official agencies do, whether the association is only in terms of 
short term  or whether the association is in longer term. I think  there is 
a considerable experimentation tha t is necessary.

Let me only conclude by saying tha t I thin k the hearings are most 
opportune in the sense tha t it is important to point out tha t having 
weathered the f irst impact of the oil surpluses with less damage than 
many feared, it is essential tha t we now use the time tha t we have 
to begin thinking  about these problems and devising new forms of 
intermediation that are more appropriate .

Senator Church. Thank you very much for your testimony.

W IT TEV EEN  FA C IL IT Y  AS FIR ST ST EP

You would regard the Witteveen Fac ility  as the first step in the 
direction that we must now go to avoid serious problems in the future, 
is that  not so ?

Mr. F isiilow. I think it is a first, and minimal, step.
Senator Church. Fir st and minimal. I  see.
Tha t is rath er how I have regarded it. Your other suggestions, 

except for rescheduling, would face r ather fierce political resistance, 
I  think, because th y would be regarded , with considerable reason, as 
a fancy way of bailing  out the commercial banks for imprudent loans. 
Therefor it will not be easy, in my judgment, to  accomplish.

Senator Sparkman, do you have any questions?
The Chairman. Thank  you, Mr. Chairman. I just came to sit in. 

I am not a member of this subcommittee.
Senator Church. You are, of course, most welcome a t any time.
The Chairman. I did want to hear some of this testimony.
Let me ask just  this question.
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OUR SHARE OP TI IE  FACILITY"

I gather from the opening statement of the subcommittee chairman 
tha t the proposal is to increase the U.S. contribution to the In ter ­
national Monetary Fund, and tha t I  believe you say is increased by 
$10 billion.

Senator  Church. Yes. The Fun d itself would be increased by $10 
billion.

The Chairman. Yes, and our share would be $1.7 bil lion according 
to the statement.

Senator Church. Tha t is correct.
The Chairman. Th at is really what we are working on, isn’t it?
Senator Church. That’s right . Tha t is the Witteveen Facility  and 

of course the agreement needs to be ratified by the Senate. But we 
are t rying to put this  in the perspective of the context of the whole 
economic problem that  faces the Western World  as a re sult of the vast 
annual surpluses that are pil ing up in countries like Saudi Arabia and 
the Emirate States.

TH E SITUATION IN  BRAZIL

The Chairman. I  was interested in the lineup of the witnesses for 
today. I  notice that the  next witness is going to deal primar ily with the 
situat ion in Brazil.

Senator Church. We have changed the o rder of our witnesses, Mr. 
Chairman, but we do hope to hear about Brazil la ter th is morning.

The Chairman. So then you will be taking Mr. Boeker next ; is 
tha t righ t?

Senator Church. Yes.
The Chairman. Th at will cover the OECD area, won’t it ?
Senator Church. Th at’s correct.
The Chairman. These are very interesting hearings, though I  must 

say t ha t this is over my head, all of this high finance. But  this is a 
problem tha t we have to solve.

NO LONG-TERM SOLUTIONS

Senator Church. Mr. Chairman, we have been looking for tha t so­
lution  and we have turned to the finest economists we could find. I 
must say that so far no one has presented what you would regard 
as a long-term solution. B ut I thin k the consensus certainly  supports  
the  Witteveen facility as a necessary step at th is time.

The Chairman. Well, as I said, I am just interested in these hearings 
and though I  am not a member of this  subcommittee I  did want to sit 
in.
■ Senator Church. We are pleased and honored to have you here this 

morning, Mr. Chairman.
Mr. Fishlow, thank you very much for your  appearance here today.
Our next witness is Paul Boeker, Deputy Assistant Secretary for 

the Bureau of Economic and Business Affairs of the Depar tment  of 
State.

Please proceed, Mr. Boeker.
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STATEMENT OF HON. PAUL H. BOEKER, ACTING ASSISTANT SECRE­
TARY FOR ECONOMIC AND BUSINESS AFFAIRS , DEPARTMENT OF
STATE

Mr. Boeker. Thank you, Mr. Chairman.
I  appreciate the opportuni ty to appear before the subcommittee 

this morning  to discuss issues related to the international monetary 
system. I would like to comment on recent developments in the  world 
economy and on the large imbalances which now characterize inte r­
nationa l payments.

In  viewing th e internatio nal economic scene in 1977, the  following 
conclusions appear war ranted:

The international monetary system has performed well under  the 
sudden strains that were imposed upon it by the shocks of 1973-75, 
including a sharp upsurge in costs and prices generally,  a severe reces­
sion, and sharply higher oil prices. These shocks were contained in 
significant p ar t because the internat ional  system enabled the countries 
to obtain the borrowings necessary to cushion the economic adjust­
ments, enabling the ir im pact to be distributed over a number of  years.

Without adequate external  financing, deficit countries would have 
been compelled to at tempt an  adjustment so abrup t that i t would have 
imposed severe austerity  on the ir populations and jeopardized the 
political stability of a number of countries.

TIIE IM PACT  OF A SLOWDOWN

The impact of an abrupt  slowdown of economic growth in deficit 
countries would quickly have spread to stronger economies, complicat­
ing world recovery. Given the alternative  of a severe economic con­
traction, large-scale borrowing, from the systemic standpoint, can be 
considered to have been prudent.

LARGE IMBALANCE WILL LAST

Since it  appears that large international payments imbalances will 
last at least throug h the end of the  seventies, we face a period of pro­
longed economic adjustment and structural change. During this pe­
riod, it will be important to assure a reasonable distribution of the 
payments deficits i n accordance with the under lying productive po­
tential of individual countries and the ir ability  to sustain addit ional  
debt.

Yet we obviously cannot expect the current scale or d istribution of 
borrowing to  continue indefinitely. The curren t financial imbalance of 
the OPE C countries with the rest of the world must be reduced. 
Given the low absorptive capacity fo r imports of a few very im por tant  
OPEC countries, this  reduction cannot be accomplished fu lly without 
restraining industria l countries’ imports of oil.

ENERGY ADJUS TM ENT NECESSARY

Thus, the ultimate adjustment has to be an energy adjustment, not 
merely a financial one, and the President’s proposal for a wide-ranging 
program to  reduce U.S. dependency on imported oil remains the crit­
ical step toward preserving a stable intern ation al economy.
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TH E BROADER PERSPECTIVE

In  broader perspective, the accomplishment of our foreign policy 
objectives depends in large measure on a strong  and healthy world 
economy, underp inned by a viable international monetary system. 
The health of our own economy, which is increasingly influenced by 
internationa l exchange, obviously bolsters in tur n an effective U.S. 
foreign policy.

While the internationa l monetary system is basically sound, this 
does not just ify a judgment or policy of complacency. Care must be 
taken to  insure tha t indiv idual country situations are treated efficiently 
and in the context of global economic circumstances.

In  p artic ular , we need to recognize that the large payments imbal­
ances have created a quite different world environment than tha t of 
the past, and tha t the  task of backs topping the  world financial system 
now entails grea ter responsibilities for a large r group of countries.

Many countries have adopted policies which are bring ing thei r bal ­
ance of payments into a sustainable patte rn. In other countries, how­
ever, stabilization programs have achieved only limited progress so 
fa r and additional time is necessary to restore equilibrium.

There are other countries which still face large deficits but have 
only begun to develop appropr iate  adjustment policies. Unless ad­
justments are made in individual country circumstances, they will not 
be able to obtain the financing they need and thus  could be forced into 
taking disrup tive measures which would be harmful to the ir own 
economies and societies and to the world in general.

Some of the most difficult adjus tment problems are found among 
the indus trial democracies. Several of the large r countries of the 
OECD have experienced large payments deficits over the past few 
years.

TH E CURRENT PAY MEN T SITUATION

Another prominent feature of the c urrent payment situation is the  
large and persistent current account deficits attr ibutable to th e smaller 
industrial  economies and other countries of the OECD.

Last year, the curren t account deficit of 12 smaller OECD  econo­
mies, which ran at about $14 billion in 1974 and 1975, widened to over 
$18 billion. Only a marginal improvement in this situation is to be 
expected during the current year.

While the collective deficit of these smaller OECD economies rose 
sharply with the onset of the global recession and the oil crisis, a majo r 
impact of the events of 1973 to 1975 was to intensify fundamental 
weaknesses al ready inherent in individua l country economies. While 
some countries attempt the necessary and often difficult steps to adjust , 
others discovered tha t they were unable to do so, mainly because of 
domestic economic and political  factors.

Indiv idua l country efforts to maintain employment and social bene­
fits led to a more rapid expansion of domestic demand in the smaller 
OECD economies generally than in the larger ones, and rising produc­
tion costs made their  exports less competitive.
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EFFECTS ON OECD COUNTRIES

The cumulative deterio ration of the terms of trade of the smaller 
OECD countries since 1973 has, moreover, been grea ter for that  than 
for any other major group of countries. Rapid  political change in some 
countries also complicated the  adjustment process and impelled some 
countries to seek a longer horizon for economic adjustment th an m ight 
otherwise have been possible.

In  general, I  think we have seen from the  experience of recent years 
tha t rapid  economic adjustment is a  task  in which young democracies 
face part icul ar constraints that need to be recognized if the  adjust­
ment process is to  take  place in an  atmosphere t hat  achieves essential 
political and social objectives as well as the objective of economic 
stability.

TH E PORTUGUESE SITUATION

While there  is g reat diversity among th e economies of the smaller 
OECD countries, the situat ion in Portugal has been illus trative at 
least of a varie ty of factors, including but by no means confined to, 
oil, which have defined the adjustment problem.

The 1974 revolution in Portugal destroyed old political structures 
but did not, for a number of years, provide a firm political-economic 
base to cope with a rapid ly changing si tuation. The resulting pol itical 
instab ility of 1975 and 1976 exacerbated economic disruptions, and 
fur ther  reduced ou tput  at a time when demands were greatest.

Capital flight in the year or so af ter  the revolution was quite large. 
The political-economic challenge was fur the r increased by the return 
to Portugal  of over half a million refugees from the colonies, a vir ­
tually  total loss of export  markets in the former territor ies, and a sharp 
drop in foreign tourism and emigrant remittances, both crucial ele­
ments of the Portuguese balance-of-payments situation.

As a result of these events, some of them linked to problems in the 
world economy, some of them linked to events peculiar to Portugal , 
Portugal had to embark on an economic adjustment strategy that 
clearly could achieve its objectives only over a horizon of several years 
and with considerable external  financing.

In the absence of something like the proposed supplementary fi­
nancing facili ty in the Inte rnation al Monetary Fund, the community 
of concerned countries readily  agreed tha t extrao rdinary balance of 
payments financing was required, even given the best of economic 
adjustment efforts on the part of the Government of Portugal.

Thus, a $750 million multil ateral  financing program for Portugal  
has been concluded, and includes a $300 million U.S. contribution ap­
proved by the House and the Senate.

As successful as we hope th is effort will be, it  is clear tha t this  ad 
hoc approach obviously cannot be repeated in a number of countries 
in the  future. A more systematic, m ultila teral  approach, with  appro­
priate burden sharing,  is needed.

The financial condition of OECD countries is a pivotal  element 
affecting a broad range of U.S. foreign  policy objectives. Yet the 
situation of many indus trial  countries is now characterized by only 
moderate growth with varying combinations of high unemployment 
and inflation.
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CONSENSUS AMONG OECD COUNTRIES

It  is encouraging, however, tha t there  is a unanimous consensus 
among OECD countries tha t a retreat into purely nationa listic eco­
nomic policies would be self-defeating. The United States and other 
countries are therefore committed s trongly to the maintenance of an 
open and cooperative economic system.

This entails specific responsibilities on all member states, pa rti ­
cularly  on the stronger economies. To insure that our system is able 
to continue func tioning effectively, deficit countries must be given an 
opportunity  to adjust the ir economies a t a pace consistent with the 
realities of thei r social, political, and economic situations. Indeed, 
such adjustment measures are essential elements for  any program 
geared to longer term economic growth and employment, and delays 
in dealing with them could be costly.

The availability  of external financing sufficient to cushion the neces­
sary adjustment will be a critical element for the continued efficient 
operation  of the monetary system. Priv ate  capital  markets have pro­
vided the g reat hulk of balance of payment financing to deficit coun­
tries. This trend is expected to  continue in the period ahead.

But  because some individual countries may not be able to obtain all 
the financing required from the  private market, there is also a critical 
need fo r adequate official financing to  support and encourage adjus t­
ment programs.

AN ESSENTIAL PURPOSE OF TH E IM F

An essential purpose of the IM F is to provide members with an 
opportuni ty to correct maladjus tments in their external sector—sub­
ject to adequate conditioning—and to help them do so without resort 
to protectionist measures. IM F borrowings in the 1974 to 1976 period 
totaled about $15 billion, or roughly  7 percent of tota l financing ex­
tended over that period.

Adjus tment needs remain large. At the same time, the IM F’s greatly 
increased activity  has caused a rundown of its available resources.

IM F usable resources are at present quite low a t about $5 billion. 
These usable resources will be increased by about $6 billion or $7 
billion with the coming into effect of the sixth quota review. In  addi­
tion, about $3 billion remains uncommitted throu gh the general 
arrangem ents to borrow.

In  the period ahead, need for IM F lending may well be greater. 
Fo r this  reason, the administration has strongly urged Congress to  
authorize U.S. partic ipation in the IMF Supplementary Financing 
Facil ity. This fac ility is necessary to assure that  the IM F has adequate 
resources to meet potential official financing needs, to encourage coun­
tries to adopt the corrective policies tha t are associated with IMF 
standby arrangements, and to provide the confidence th at is necessary 
for adequate functioning of interna tional  financial markets generally 
and for p rivate  financing which should remain the principal source of 
financing.

By showing tha t the major countries, both indus trial nations and 
OPE C members, are cooperating to enhance the well-being of other 
countries and the stabi lity of the international economic system, this 
new facility should make an important contribu tion to international 
stabil ity and progress.
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Than k you, Mr. Chairman.
Senator Church. Thank you, Mr. Boeker.
I ju st have one question.

THE CURRENT BALANCES

The chart th at has been put  up showing current  balances of OPEC, 
OECD, and non-oil-developing countries is a rather strik ing illustra ­
tion of the problem. There was a $66 billion OPEC surplus in 1974 
and a $33 billion deficit among the OECD countries, and a $21.5 billion 
deficit among the nonoil LDC’s.
• The deficit for the lesser developed countries remains rather  con­

stant. But  the deficit for the O ECD countries changed very markedly 
between 1974,1975, and 1976. What accounts fo r tha t, do you know ?

Mr. Boeker. Well, Senator,  I thin k there  are a number of factors 
tha t account for that.

One of the factors is that when the initi al shock hit, the peaking of 
business activi ty and beginning of the recession in the OECD area, and 
dramat ically increased oil prices, it was the developing countries, I 
think, which at tha t historical moment found themselves least able 
to make very quick adjustments in terms of reducing thei r import 
demand.

Historically they may have had some basis for feeling that rapid 
adjustment may not have been necessary since some of the larger de­
veloping countries have histor ically not been in sort of the same busi­
ness cycle phase as the OECD countries. They have been able to 
mainta in a more constan t level of business activ ity despite recession in 
the major industrial countries.

So, they were slower to react both for economic and historical 
reasons than  the industria l countries and the immediate effect of 
tha t was tha t a large share of the deficit fell on them. I t was only 
in the following year that some of the largest of the developing 
countries really faced and recognized clearly the need for stabil iza­
tion and adjustment measures on their part .

TH E EFFECTS OF TH E RECESSION

Senator Church. Are we seeing on that char t the effects of the 
recession in the industrialized world ?

Mr. Boeker. Yes.
■ Senator  Church. Is n’t tha t really  the reason for such a fluctuation? 

The recession came on in the aftermath of a 400-percent increase in 
the oil price th at was imposed in 1974, and that recession reduced the 
demand for oil and thus the deficit incurred for oil purchases in  1975. 
Then you see in 1976 the beginnings of a recovery in the industria lized 
world which, in turn , has increased the demand for oil, and  thus the 
deficit increases again.

Tha t may be too simplified an answer, bu t don’t you think that  is 
one of the principa l factors of the fluctuation ?

Mr. Boeker. Yes; it is. The difference there  between the develop­
ing and industrial  countries is, I think, that  there is more of a 
cyclical element in the impor ted energy demand of the industrial  coun­
tries than of the developing countries. Another fact I  think that  is 
clearly seen there is the course of commodity prices, which h ad a very
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unfavorable effect on developing country exports in 1974 and a some­
what more favorable effect in 1975 and 1976.

DIVISION OF COUNTRIES

Senator Church. The other chart to which I  would like to call 
attention divides the OECD countries between the strong  economies, 
the group I countries, and the weak economies, the other remaining 
members of the OECD.

Notice that  the group I  countries includes the  United States, Japan , 
Germany, Canada, Belgium, The Netherlands , Norway, and Switzer­
land. Those are the strongest countries of the group in terms of th eir 
economies. You get a  surplus in 1974, 1975, and 1976 if you combine 
those countries together. The deficit is concentrated among the weaker 
countries in the OECD.

Well, tha t is not an astonishing revelation.
The political  implications of it all are very disturb ing. As to the 

extent that it requires severe austerity programs to deal with these 
deficits, there could be very unfor tunate political consequences.

Senator  Javits, do you have any questions ?
COMMENTS BY SENATOR JAVITS

Senator  J avits. Yes, Mr. Chairman. Thank you. I  will be very 
brief.

Fir st, I am sorry to be late, but there was another hearing tha t 
required  my presence. B ut I have a pre tty good idea as to what the 
witnesses are testifying  to.

Mr. Chairman, I would like to include in the record a piece out of the 
London Economist current issue entitled, “Rich Cousins Getting 
Poorer.” This  goes to exactly this problem of the OECD countries.

I  am puzzled about two things w ith which I  would like your help.

WHER E ARE WE ON TH E SAFETY NET ?

One is your statement on page 7, at the end of the unfinished pa ra­
graph . You say, “A systemic, multi latera l approach, with appropriate  
burden sha ring is needed.”

This  was what the safety net was all about and tha t has been ap­
parently  dropped right down the tube by the State  Department. So 
where are we on that ? If  there is going to  be something else, what do 
you recommend as a “systemic, multila teral approach with a ppropriate  
burden sharing?”

Mr. Boeker. I think the objective of the OECD’s safety net and of 
the IMF supplementary financing facility was very similar  in this 
regard.

Senator J avits. The IM F supplementary financing facility is how 
much ?

Mr. B oeker. The I MP  supplementary  financing facility is going to  
be about $10 billion.

Senator J avits. Tha t is Witteveen.
Mr. Boeker. That’s correct.
Senator  J avits. That’s what you mean by the supplementary ?
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Mr. Boeker. That’s correct.
The usable resources o! the safety net, as it was originally  proposed, 

would not have been much different.
The proposal had a $25 billion price tag  on it, but  since i t was a 

mutual pool, its usable resources were about half of that .
Senator  J avits. Would you submit a statement  as to tha t, because 

tha t is a big question? Let’s have a statement for the record as to why 
the Witteveen is about the same, tha t is, in the eyes of the State 
Department.1

Mr. Boeker. The tota l amount of resources available would be not
- much difference. But  there is a significant difference in the  country 

coverage, which is one of the factors that led the admin istrat ion to seek 
to pursue this approach.

» TH E ADMINISTRATION APPROACH

Senator J avits. What is this approach ?
Mr. Boeker. This approach would be available for all countries who 

are members of the IM F; that  is, it would be available fo r the develop­
ing countries as well as for the industria l countr ies of the OECD.

The other quite significant difference is in terms of the people th at 
would be putting up the resources. In  the  IM F facility , the Witteveen 
Facil ity, the OPE C countries would be putting up close to half  of the  
resources. Under the OECD safety net proposal , all of the funds would 
be provided by member countries of the OECD.

WH AT IS TH E STATE DEPARTMENT’S RECOMMENDATION?

Senator J avtts. I  know that . I  do not  mean to press you or cross- 
examine you, but  I would like to get an answer. Wh at is the State 
Depar tment  recommending as a “systemic, multi latera l approach,” 
outside of Witteveen and outside of the safety net ?

Mr. Boeker. What I meant to indicate there is t ha t we view the 
Witteveen proposal, which is what we are s trongly  recommending, as 
an essential pa rt of a systemic, mult ilate ral approach. Clearly the 
Witteveen facili ty is not the ultimate  answer dealing for many years 
ahead with international payments problems; but we th ink it is an

- essential step at this time and we feel i t will provide an adequate re­
sponse to financing needs for several years to come.

Senator  J avits. Notwithstanding the projections? I t looks like we 
are talk ing about $150 to $200 billion, even projected to 1985 only.

- Even assuming that  the price of oil remains the same and inflation 
does not get any worse, are you telling us that those amounts are 
remotely comparable, especially as you are already rest rain ing and 
constra ining th e commercial channels and many countries are already 
loaned up ? Are you seriously telling us tha t $10 billion is going  to be 
enough ?

the mix between official and private financing

Mr. Boeker. The important thing , Senator , is the mix between 
official and private  financing. I thin k in a well-functioning  system, 
the great bulk of the financing available is now, and should be in the

1 The s tate ment i s being reta ined  in subcommittee flies.
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the official finance is to  he lp assure  a sta ble  eno ugh un de rp inning  so 
th at th e p riv at e fin anc ing  is ava ilable  and flows thr ou gh  no rm al c ap ita l 
marke t channels. T hat is one of  th e cr iti ca l func tio ns  of  the In te r­
na tio na l M oneta ry Fu nd , to prov ide  the  p olic y environme nt,  i n terms  
of  economic p erf orm ance o f bo rro wi ng  coun trie s, an d to  provide  sort 
of  a fina ncial un de rp inning  in  ter ms of  ul tim ately avail able official 
resources, to  prov ide  a stable  sys tem genera lly . In  such a stable  system  
we f eel th a t ade qua te pr iv at e financin g wi ll do the rest of  the job.

Th e judg men t is th at  a  $10 b ill ion  W itte veen  F ac il ity,  on top of  th e 
fina ncial resources that  ar e al read y avail able to  th e IM F a nd  that  w ill 
be available  from  other  sources wi ll be a dequate  in  te rm s of the official 
side of  th a t proposition , th at is, pr ov id in g a demo nstra bly  ade quate  
am ount of  official financ ing  to  assure  a sta ble  un de rp in ni ng  fo r the 
system genera lly .

INCREASING TH E CAPITAL OF TH E IM F

Se na tor  J avits. I s there any th ou gh t abou t inc rea sin g the ca pi ta l 
of  the  IM F?

Mr. B oeker. Th e I M F quotas a re revi ewe d ev ery  3 to  5 ye ars.  T he re 
is a quota  increase th a t is now in  proc ess aw ai tin g the ade qua te 
numb er of  rat ifi ca tio ns  fro m mem ber  gov ernments , an d we hop e it  
wou ld come in to effect next  year .

Se na tor J avits. Thi s quota  i ncrease is fro m wh at  t o wh at?
Mr . Boeker. Th is quota  increase wou ld make available to  t he  IM F 

abou t $7 bill ion  in a dd ition al  usab le resources.
Se na tor J avits. Th is  makes a to ta l of  wh at ?
Mr . B oeker. Th e to ta l quotas of  m emb ers of  t he  Fun d ?
Se na tor J avits. N o ; over  a nd  above  wh at it  i s tod ay. Ho w much is 

th a t goin g to be ?
Mr. Boeker. I  t h in k th at the cle are st wav to  look  at  w ha t I  th in k 

you are  intere ste d in is to th in k in ter ms  of  the IM F now ha ving  
un de r the prese nt quota s abou t $5 bil lion in  ad di tio na l resources 
•which it can  use and h as  no t yet  done so. T he  Witte veen  fac ili ty  would 
ad d $10 bi llion  on top of  th at . As  soon as adequ ate  rat ific ations are  
secured fo r the quo ta increase, th at adds anoth er  $7 bil lion on top of  
th at . Th en  t he  IM F also  has  avail able an ad di tio na l $3 b ill ion  un de r 
the long sta nd ing general  arr angeme nts .

So, if  you  wan t to  look  at  wha t the IM F will hav e avail ab le------
Se na tor J avits. I t  wi ll be abou t $25 bil lion.
Mr . Boeker. T hat’s righ t. T hat i s w ha t th e IM F w ill have availabl e 

in  com ing  yea rs.
Now  quota s wi ll ag ain be revi ewe d in  com ing  years  in a process 

th a t shou ld st ar t ne xt  yea r. Th ere ce rta in ly  wi ll be an othe r quo ta 
increase in  th e IM F, I  w ould suspec t, th at a couple of  years dow n t he  
line wo uld  come in to  effect  an d fu rther  rep len ish  tho se resources.

Se na tor J avits. H av e you  come to Con gress ye t fo r the $7 bil lion?
Mr . B oeker. Yes.
Se na tor J avits. In  othe r words , we hav e a pe nd ing reques t fo r 

leg isl ati on  ?
Mr. Boeker. No, si r, th e Uni ted State s is among  those cou ntr ies  

th at has alr eady  rat ifie d.
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Senator J avits. We have ratified ?
Mr. Boeker. Yes, we have ratified.

A BENIGN CONSPIRACY

Senator J avits. I  have jus t one other question, hu t first I want to 
say this: I hope very much that the State Department and the Treas­
ury  Department, think ing tha t complacency is what is going to re­
assure markets, are not going to mislead us, not in an active sense, 
but by thei r silence. I personally get the impression that by one of 
those benign conspiracies of the executive depar tment  nobody is 
really put ting  th e case to the American people. I t jus t does not add 
up to me. You are counting on commercial lending to the extent of 
two-thirds and I  think you are really  going to come up against a br ick 
wall with what  you expect in commercial lending.

A MESSAGE TO STATE

I would urge the State  D epartm ent and the Treasury Depar tment  
to review the bidding, quite a par t from all the other th ings they have 
to do, and to come to the  American people w ith a real bill. I think 
they will respond much better than with these superficial assurances 
that, well, Church, Javi ts, and others read the same signs th at we do, 
but they read them differently because we think it is OK. Now it just 
is not OK and there is no evidence to sustain  th at it is OK.

I cannot impress that upon you enough.
I know, you don' t make the policy, bu t you speak for the Dep art­

ment. I  think it is very essential that this message be taken back 
to it.

Finally, I have a question.

CONSERVATION IS GETTING NOWHERE

In  your statement you say the following:
Thu s th e ul tim at e ad ju stmen t is an  ene rgy  ad justm en t, no t a fin ancia l one, 

an d th e Pr es id en t’s pro posal  fo r a wide- ran gin g pro gram  to red uce Un ited 
Sta te s’ dependency on impo rte d oil remain s the cr iti ca l ste p tow ard preserving  
a sta ble in te rn at io na l economy.

Now my dear friend, i f t ha t is what you are counting on, forget it. 
Tha t is my message to you and the S tate Department. Conservation—• 
disgracefully, unhappily, and shamefully—is getting nowhere. I f the 
financial viabi lity of the world is going to depend on your expecta­
tion of th at, you certainly need to review the bidding or we are going 
to be in for one terrible crash and disappointment.

Senator Church. I  could not have made that last point bette r my­
self, Senator Javits.

REDUCING DEPENDENCY

Mr. Boeker. Senator, on that last point, when I talked about re­
duced import dependency, I did not mean to reflect any pessimism on 
conservation efforts and I hope tha t full pessimism there is no t w ar­
ranted. But I  by no means meant to exclude reducing import  depend­
ency by increasing energy production as well.
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Senator Ciiurch. Certainly we will hope t ha t we can do better in 
the futu re than  has been done up unti l now, though the votes in the 
Senate would not seem to bear th at out. [General laughter.]

REALITY WILL PREVAIL

Even if we do manage to reduce our demand for  OPE C oil, 
either through better conservation or through the development of 
alterna tive sources—the Alaskan oil is coming in and hopeful ly we 
will be expanding use of coal and nuclear power must play a central 
role beyond the limitations imposed on it  now by the administra tion— 
reality  ultimate ly will prevail.

Just supposing tha t we do manage and the amount of our present 
imports  from the OPEC countries is reduced. It  is antic ipated tha t 
normally  it would be true  in a free market that  the reduction of 
tha t demand would have an effect upon price. It would temper  the 
price; it might  lower the price. It  should and in a free market it 
would.

OPEC IS NOT A FREE MARKET

Since OPE C is not a free market but rath er the most successful 
internationa l cartel in history,  and since Saudi Arabia  has more 
money than it  knows what  to do with, and is less certain  that the 
value of th at money will be sustained in the futu re than  i t is t ha t the  
value of its oil in the ground will be sustained in the future, can we 
really expect th at a lower demand for oil will have the effect of tem­
perin g prices and reducing these surpluses? The surpluses created 
such problems, and are the basis for the disequilibrium in the world 
economy.

Just why do we expect tha t?
Yesterday  Secretary  Solomon said tha* he was quite certain that  

if the demand for oil had been significantly reduced, prices today for 
oil would be lower. I don’t understand the basis for tha t certainty.  
All tha t Saudi Arabia  has to do is tu rn the value. I f it tu rns  the value- 
back, it keeps th at much more oil in the ground, reduces the produc­
tion, and throu gh the cartel the price can be fur the r increased so 
tha t the surplus can be maintained.

A BAN KRU PTCY IN  OUR TH IN KIN G

It  seems to me tha t there is a bankruptcy  not so much in the financial 
markets yet as in our th inking about this problem and in our refusal 
to confront it. We just talk  about how we are going to  sh ift the debts 
around, about how we are going to get more credit to take care of them 
this  year and next.

I absolutely fail  to see in any of  this testimony anvbody confronting 
the underlying issue, which is the  power of the OPE C cartel and its 
continuing impact on the Western World.

Senator J avits. Would the Ch air yield ?
Senator  Ciiurch. Yes.

MA KIN G A DEAL WITH OPEC

Senator  J avits. Mr. Boeker, I  don’t want to leave you up in the air 
as to  my attitude. My atti tude is—and Senator Church is obviously
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extremely well able to speak for  himself—tha t an essential element 
here is you have to make a deal with the OPE C countries. We have 
to use our  economic, our political, and our diplomatic muscle, if  need 
be, to do it. You cannot do it without  that . The commercial banks 
are going to disappoint you.

Now they are not going to say tha t and of course I  cannot speak 
for them. But as I  read the tea leaves, it cannot go any other way. You 
are counting too heavily upon that.

Therefore the p reparations  fo r an internationa l backup in the IMF 
need to be quicker and, as much as we can make them, maybe $25 
billion is the limit. You have to make a deal, a proper financial deal. 
They control this pool of capital, which is much more dependable, and 
we must give them interna tional  guarantees. If  they are stre tched out 
enough in  years, we can make it. Give us 30 years and we will work 
this out. In 30 years they will be out and they will need the money, 
they will need the new investments and new energy sources. We can 
afford to guarantee they will get it.

But, without tha t k ind of comprehensive structure , I  don’t thin k so.
The chairman and I thoroughly agree. We have been l istening  to 

everything. Believe me, we are on your side. We are not really looking 
for trouble.

Thank you, Mr. Chairman.

T H E  EC ONOM IC  REALIT IE S

Mr. Boeker. Mr. Chairman, may I just say tha t I think from the 
other side, without disagreeing  completely with what the Senator  
has said, we certainly don't want  to hold out the prospect of negotiated  
or political solutions to economic realities  because there are very 
strong and star k economic realitie s th at underp in the effectiveness of 
OPEC. With the best of political strategies I don’t quite see how 
one can imagine changing them without fundamentally affecting the 
economics as well.

So, in the end, I am afra id tha t the fact remains tha t a critical 
part of a more stable situation remains the economic realities of our 
energy use, the  energy use of the indus trial countries, and the limited 
capacity of the oil producers to import  sufficient goods to cover our 
bills for oil. Unless we can effect a fundamental change o f direction 
over time in tha t imbalance, it is difficult to see how the  power of the  
cartel—if you want to look at it tha t way—or any of the other basic 
factors, is going to be changed without a change in the under lying 
economic realities.

Senator J avits. Mr. Boeker, please follow me, now. Again, I  will 
say that we are on your side. We are not against you.

COM PELLIN G  SM ALL  N A TIO N S TO RE FL AT E

But, as the  m atter stands now, you are compelling the many small 
indust rial nations to whom you particularly addressed your point  to 
reflate. They have to retrench, they have to pull in, they cannot have 
as many imports, and so on.

What I am saying is tha t this is very bad for the world. You are 
not going to get anywhere in Geneva with the mu ltilate ral t rade  nego-
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tiations and so on soon enough to counter tha t trend unless you give 
them a bigger c redit pool th at  is more dependable. Tha t is really all 
I am talking about. I f you people have any better ideas as to how i t 
can be attained,  we will welcome them certainly.

Mr. Boeker. I agree ent irely with that.  The assurance of available 
and adequate financing is critical.

Senator Church. Now we are back in the same circle. I  thin k we 
have gone over it several times. It remains a circle.

Mr. Boeker, we want to  thank you f or your appearance here today 
before this subcommittee. We appreciate your efforts.

INTRODUCTION OF MR. RIORDAN ROETT

Our last witness today is Mr. Riordan Roett, director of Latin 
American studies, the Johns Hopkins School of  Advanced Intern a­
tional Studies, Washington, D.C.

Mr. Roett, we understand tha t you are going to discuss the Brazilian 
situation, is that not correct ?

Mr. Roett. That is right, Senator.
Senator  Church. Very well, we welcome you before the subcom­

mittee today.
Would you please proceed with your testimony.

STATEMENT OF RIORDAN ROETT, DIRECTOR OF LA TIN AMERICAN
STUDIES, THE JOHNS HOPKINS SCHOOL OF ADVANCED INT ERN A­
TIONAL STUDIES, WASHINGTON, D.C.

Mr. Roett. I bring you not the wisdom of the economists, Mr. Chair­
man, but the skepticism of the political scientists about this  whole 
question of foreign debt and the imagina tion of the admin istration 
in responding to what I believe to be an increasingly serious political 
situat ion in the countries of the Th ird  World, and part icularly  in 
Brazil , a country I have had a grea t deal of exposure to during the 
last 17 or 18 years.

THE POSSIBILITY OF LIBERALIZATION IN  BRAZIL

There does seem to me at the  present time—as I say in my prepared 
statement which I  will not read—to be the possibility of an opening, 
a liberalization in Brazil , fo r the first time since 1961. In t ha t context, 
the imposition of rigorous schedules of dealing with  the foreign debt in 
a period of political trans ition could well impose impossible political 
strains upon the Brazilian political system.

One should enlarge this question and this discussion, it seems to me, 
to open a debate which I have not  heard very much about within the 
U.S. Government about the political implications internally  in the 
Thi rd Wor ld countries of whatever standards are established inte r­
nationally for deal ing with  the foreign debt.

A BAND-AID RESPONSE

It  is insufficient, it  seems to me, to merely talk about IMF  strategies, 
$9 billion or $10 billion standby “band-aid” responses, when one is not
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dealing with the overall polit ical impl ications inte rnally  and that link­
age, then, to the international political system which is of absolute 
importance in address ing this question of the foreign debt.

The Brazilian case is instructive here, I  believe.
The relationship of the United States  with Brazil is a t the present 

time heavily st rained. It  is c lear th at the internal implications of for­
eign debt management have not been dealt with at any great length 
by the administra tion.

It  is also clear tha t the implications in the  1980’s will be even more 
serious if indeed the Brazi lian commitment to r eturn to a competitive 
politica l system is accomplished during the next 3 to 5 years.

TI IE  ECONOMIC IMPORTANCE IN  TH E DATA

I t seems to me tha t Brazi l, given its economic importance in the data 
which your committee has assembled, demonstrates both the positive 
aspects of Brazilian indu stria l growth as well as the negative aspects, 
such as the size of the foreign debt. A  very careful review of U.S. pol­
icy toward  Brazil  is necessary and clearly the foreign debt looms large 
in that review and in that reassessment of U.S. policy dealing with 
Brazil.

We tend to  maintain old stereotypes. The old stereotype of Brazil as 
a mili tary  dictato rship,  as a typica l banana  republic, still holds, un­
fortunately, for some people in Washington. This is absolutely not 
true.

We are dealing with Brazil in a period of rapid expansion, which 
lias now leveled off and indeed declined sl ightly, with a country which 
is responsive to internationa l economic stimuli. More impor tant, we are 
dealing wdth a country, when talk ing about Brazil, tha t has always 
maintained a high level of civilian part icipa tion in economic decision­
making.

If , during the t rans ition  back to a more responsive politica l system, 
the civilian decisionmakers are burdened with an impossible burden—• 
tha t is, responding to the long-term and short-term foreign debt im­
plications of repayment—then we are confronted with a situation in 
which the civilian leadership  w’ill indeed be challenged beyond its 
capacity to respond to make an open system function.

I  therefore address my remarks  to tha t very serious problem, which 
I have not seen discussed or analyzed, of how a Th ird  World country 
of the significance and importance of Brazil  will be able to deal, if  a 
political transition is taking place, with the burden of foreign  debt 
management without leadership and without cooperation from the  in ­
dustrialized countries.

One can make the argument, even if we are not moving into a 
period of political liberalization and normalization in Brazil , tha t 
there are  very clear signs th at the  economy, the internal  economic situ­
ation which has clear social overtones, w’ill need to receive far  grea ter 
attention from the Government that takes power in 1979.

TI IE  FOREIGN DEBT QUESTION

The foreign debt question, which is of growing concern and debate 
within Brazil, therefore requires even more careful monito ring and 
more careful attention.

20-207— 78----- 6
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Let me merely close this opening comment by saying tha t Brazil is and should be instructive . I t is a nation which I  find to be absolutely essential to the future relations of the United States, both in this hemisphere and in the Thi rd World. The foreign debt question is one that looms very large in the internal  politics and the trans ition back towards  normalcy in Brazil , and I have not seen these questions ad­dressed. There fore I applaud the possibilities of discussing the politi ­cal implications with the subcommittee.
Senator Ciiurcii. What is the answer ?
Mr. Roett. The answer is one that  cannot be found in Brazil.
Brazil is dependent upon nat ional leadership. It  is dependent upon a more comprehensive response to the debt question and to the issues that the  debt question poses.

A STRONGER DIALOG NEEDED

What is required, it seems to me, in pa rt is a far  stronger and more frank dialog between the United States and Brazil , and between countries like Brazil. There are a group of six or eight  countries in the thi rd world which have peculiar and par ticu lar foreign debt problems and which are also emerging industria l powers. Between those countries, perhaps, and the internationa l organizations, as well as the industrialized countries, a dialog should ensue.
The response should not be and cannot be a momentary and short­term response, and, more impor tantly , it cannot be a fiscal and monetary response. I t must be a response tha t understands the p oliti ­cal context within  which the foreign debt is being dealt with in Brazil.

THE PR IN CI PA L CAUSE OF FOR EIGN DEBT

Senator Ciiurcii. What is the principal cause of the mounting foreign debt in Brazil ?
Mr. Roett. I think, as Professor Fishlow very well pointed out, it is the post-1973-74 burden of petroleum imports. As you well know, Brazil is dependent to about 85 percent on oil imports.
Senator Church. If  you trace American policy with Brazil , you sta rt w ith a country  with about 85 percent  of i ts energy derived from imported  oil. Brazil attempted to establish an alternative  source for generat ing electricity  by launching an ambitious nuclear program. Then we told Brazil that its effort to break its dependence upon importing  foreign oil must follow its course t ha t will make it  depend upon a new foreign source for natu ral uranium, equally susceptible to cartelization.
When Brazil finds that unsatisfactory, as I  thin k we would if we were in her situation and confronted  with her problems, we do everything that we can to block the sale of a breeder reactor or a fuel system th at would provide an internal source of energy supply.
So, it is no wonder that our relat ions with Brazil are strained.

SU BS TITU TIN G ONE DEPENDENCE FOR AN OT HE R

It  is also no wonder th at the world is simply refusing to follow our leadership in the  nuclear field. It  is not only jus t B razil and Western
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Eu rope , bu t also  Ja pan  an d othe r coun tries th a t mus t seek a nucle ar 
techno logy th a t wi ll give the m an in te rn al  base  fo r energ y, or  the y 
will  ju st  have  to subs titute one dep end ency fo r an othe r an d sti ll 
rem ain  helpless if  th ei r im po rts  are  cu t off, unable to  contr ol eit he r 
the supply  or  the  price .

I th in k our policies,  if  t hey are go ing  to  be successful in  th e world , 
have to  show some u nd erstan ding  fo r th e pro blems th at  o ther  countrie s 
face. I  wonde r how long it  w ill tak e us to make th at  ad jus tm en t.

Mr.  Roett. I f  I ma y commen t, you  rai se a very im po rtan t po in t in 
th at  there is insuf ficient un de rs tand ing in th e Uni ted St ates  of,  firs t, 
Br az ili an  n ationali sm . Th ey , too, are  e nt itl ed  t o be na tio na lis tic  since 
we are , in lar ge  degree. Second, they  have also  chan ged tre me ndously  
since  1964, w hen  A mb ass ador Go rdo n orde red  b at tle sh ips off the  co ast  
of  Br az il to  su pp or t the m ili ta ry  rev olu tion.

I t  seems to  m e t ha t we are  de ali ng  w ith  a high ly  soph ist ica ted  an d 
inc rea sin gly  comp licated country  th a t occupies  a very im po rtan t role  
in the Thi rd  W orld  and  t he refore  i t is one th at  deserves ca refu l at te n­
tio n in th e Uni ted State s, and it  has no t ye t rece ived  th at att en tio n.  
More i mpo rta nt ly , th e d iversi fication of  dependence is a  quest ion  a nd  a 
theme th at  is widely debated  an d discussed in  Br az il itself . Th e lack 
of  response from the Un ite d State s lias  been very du ly noted  by th e 
Br az ilians. Now  I  a m not mer ely ta lk in g abou t t he  B razi lia n Go vern­
ment. I th ink I  spe ak fa ir ly  w hen  I  say th at it  i s discussed at  various  
level s of  Br az ili an  society.

Th e blindness of the  U ni ted St ates  i n th is  a rea is indeed  en da ng er ­
ing  a re la tio ns hip th a t goes back in to  th e la st  centu ry  an d is an 
ext rem ely  im po rtan t one.

CO FF EE  AND OI L

Se na tor Chu rc h. An d we are  dealing , in so fa r as Br az il is con ­
cern ed, w ith  the g iant  of  So uth A merica . I ts  positi on in  Sou th Am eric a 
is comparable  to t hat occupied by C hin a in  Asia .

As  th e ex ter na l debt has mounted  fo r Br az il,  c aused in  the  m ain by 
the sp iral in g cost  o f oil im ports , so th e pr ice  of  coffee has  jum ped up  
500 percent. Do you see any  rel at ions hip between the  two?

Mr. Roett. I t  is alle ged , of  course, th a t one defen ds onese lf wi th  
what, weapons one  has a t ha nd . We ha ve  also seen a  trem end ous re spon­
siveness in th e Brazil ag ric ul tu ra l sec tor  since  1973-74 to  respond  to 
the  rea lit ies  of  world  cond itions; th a t is, to  generate high  levels of 
com modity  ex po rts  to ea rn  the income requ ire d to dea l with  th e oil 
price p robelm. T he ref ore, coffee, so ybeans, a nd  ci tru s f ru it s are a ll part  
of th at . Coffee, be ing  th e t ra di tion al  e xp or t of  B razil , occupies a place 
very dear  to  Bra zi lia n ex po rte rs an d to  th e in te rn at iona l commodity 
system.

I t  does n ot  s urpr ise  me in  th e lea st th at  th e Br az ili an s have u sed  as 
a weapon one of  t he ir  str on g ca rds since 1973-74, th at  is, th ei r capa ­
bi lit y of res po nd ing to an in ternat iona l dem and  fo r commod ities , 
given the leveling  off of  dem and  fo r in du st rial  produc ts an d the high  
cost of  imports  fo r B razil .

Se na tor  Churc h. Se na tor Cl ark,  do vou have anv questio ns?
Se na tor  Clark . Yes, M r. Ch air ma n, t ha nk  you. I  have ju st  one ques­

tio n in th at  re ga rd  which  I  w'ill ask quick ly.
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THE DEMAND FOR COMMODITIES

The demand for commodities in 1973-74, which went on into 1975 and to some degree 1976, has now been turned  around  significantly  and surpluses are beginning to build, at least in the United States and to some degree in other areas.
Mr. Roett. That’s right.
Senator Clark. Can Brazi l compete in international commodity areas, in this case in agricultural areas, such as soybeans, corn, and other things,  in a down m arket, in a market in which the overseas sales are somewhat below the costs of production as far  as American producers are concerned ?
Will they be able to continue to  expand th eir agricultu ral economy in tha t kind of interna tional  economic climate, or not ?
Mr. R oett. I  cannot give you a definitive answer to tha t since I  am not an economist nor am I  tota lly abreas t of the intricacies of inter­nationa l commodity production.
Brazi l can certainly  go far towards  subsidizing product ion and providing internal supports. But there is a point  beyond which the  economy and the decisionmaking ap para tus cannot provide  th at kind of backup. Therefore they will be, once again, dependent upon inte r­national demands, market demands, as they have been trad itionally.In  boom times they benefit t remendously; clearly in leveling off or declining times they suffer, relative ly speaking, with  other commodity producers.
Senator  Clark. Let me ask one o ther question which is unrela ted to tha t one.

BRAZILIAN NATIONALISM

You spoke of Brazi lian nationalism. Is there a stronger sense of  nationalism in Brazil—and I see you are Director of  Latin  American Studies ? Is there a s tronger  emphasis and trend toward  emphasizing nationalism than there would have been 10, 20, or 30 years ago?Mr. Roett. I th ink there is.
I thin k that the nuclear development issue illustrates that rather  well. Even the groups which oppose the present government in Brazil,, such as the opposition parties  and groups that have been tradi tionally  in conflict with the Government’s political policies, ra lly behind the government in its defense of its nuclear development program pr i­marily  because they felt this  was an affront and an insul t to thei r own development and their attempts to move away from dependence.One finds tha t the Brazilians are an increasingly sophisticated, in­creasingly urban,  and increasingly educated people, and are there­fore in pa rt increasingly aware of the ir own role in the world and their own capabiliti es in the international system. Therefore they  cannot be dealt with in  a dependent and dis tant  position.

TH E REST OF LATIN  AMERICA

Senator  Clark. What about th e remainder of Latin  America ? Can you generalize about tha t ? I s there  an increasing nationa listic feeling ?Mr. Roett. T hat  is a bit more difficult to  respond to. Certainly in the major countries there is no doubt tha t there is an increasing sense of awareness, and with that increasing sense of awareness there is
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a feeling somewhat of frus tration in not being able to manipula te 
or deal with the international realities, political as wrell as economic, 
which can create—though I am not saying  it has—a somewhat diffi­
cult, if  not dangerous, situation in the futur e, po litically, particularly, 
which I  am competent to speak to.

Senator Clark. This  is certainly true in Afri ca and Asia and in 
other part s of the world, probably in Europe as well. I t seems to me 
that  if that increasing national istic atti tude continues to increase, it 
will be more and more difficult to deal effectively in international 
relations.

Mr. R oett. I  think it is important to back up your point t ha t na­
tionali sm is not something which is possessed merely by mili tary  
governments. It  is also something which is very characteristic, in­
creasingly, of civilian governments, and, in fact, at times more 
strongly so. So, the United States should not make the mistake of 
believing t ha t nationa lism is attached  to any one pa rticular  kind of 
government or regime. As development progresses, part icularly  in 
Lat in America, which occupies a special role in the Th ird  World , I 
thin k we will need to deal increasingly in our internationa l economic 
and politica l relations  with a self-assertiveness—not an aggressiveness, 
but a self-assertiveness—on the pa rt of countries like Brazil. I  find 
thi s to  be entirely healthy.  Therefore I find i t difficult to understand 
the lack of understanding in the United States  not only about the 
Brazilian position regarding  the ir dependence, but also about Brazil­
ian nationalism and its own view of the role of Brazil in the inte r­
national system in the future.

TH E GROWTH OF NATIONA LISM

Senator  Clark. D o you find the  growth of Brazilian nationalism, 
instead of nationalism in general, to be a healthy phenomenon?

Mr. Roett. Yes, I do. It  is not negative nationalism. I  think a sense 
of pride is a capacity  to respond increasingly to the realities  of the 
international system and a capacity also to  review policies and look 
for new policies tha t will be responsive and protective at the same 
time of the core interests which the Brazilians have long identified but 
have only recently moved into a posi tion to  begin to defend economi­
cally and politically .

I thin k it  is certain ly very much in the interests of the United 
States to be increasingly sensitive and responsive to Brazil, pa rti ­
cularly,  and certain ly to Lat in America in general.

Senator Clark. Should we be increasingly nationalistic for the 
same reasons, in your judgment ?

Mr. Roett. The United States  ?
Senator  Clark. Yes.

NATIONALISM IN  TH E UNITED  STATES

Mr. R oett. I t seems to me th at certain ly the  level of nationalism in 
the United  States is more than sufficient to serve our needs at the 
present time.

Senator Clark. Thank you.
Mr. Roett. You’re welcome, Senator.
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Senator Church. Mr. Roett, thank you very much. I think we have 
come to the end of our morning.

We apprecia te your contribution, Mr. Roett, as well as th at of the 
other witnesses today.

The committee has three more hearings on the Witteveen facility 
so th at means we are certainly  going to give it adequate coverage.

Are those hearings scheduled for next week ?
Ms. L issakers. No, Senator. They are scheduled for the week afte r 

next.
Senator  Church. I think  the Panama Canal hear ings are scheduled 

for next week.
Very well, we will look fo rward  to the following week to resume 

these hearings.
This subcommittee is hereby adjourned.
[Whereupon, at 12:01 p.m., the subcommittee adjourned, to re­

convene upon the call of the Chair.]



THE WITTEVEEN FACILITY  AND THE OPEC FINANCIAL SURPLUSES
TH U R SD A Y , OC TO BE R 6, 19 77

U nit ed  S tates  S enate,
Subcom mittee  on F oreign E cono mic P olicy

or th e Com mittee  on F oreign Rela tio ns,
Wa shi ng ton , D.C .

The  co mmittee  met,  purs uant to  no tic e, a t 10:14 a.m., in roo m 4221,  
D irks en  Se na te  Office Bui ld in g,  Hon . Pau l Sa rb an es  pr es id in g.

P re se n t:  Sen at or s Sa rb an es , C la rk , Case,  an d Ja vit s.
Al so  p re sen t: Je ro m e L ev inso n,  ch ie f counsel .
Sen at or  S arbanes. The  su bc om mittee  wi ll please  come to  or de r. 
Mr. H eg in bo th am , wo uld you please  pro ceed  ? I  bel iev e you  ha ve  an  

ou tli ne  of  y our  te st im on y which  I  gat her  yo u in te nd  to  fol low .
Air. H eg inb otham. T h a t is co rre ct , si r. I  th ough t I  wo uld ju st  h it  

a few  h ig h po in ts . I  t hou gh t it  w ou ld  n ot be w or th  th e su bc om mitt ee ’s 
tim e to  go th ro ugh my te st im on y wor d by  wo rd . I  wi ll ju st  to uc h on 
some o f th e h ig h po in ts .

Sen at or  Sarbanes. T h a t so un ds  l ike a sen sib le wa y to  p roc eed. W hy 
do n’t you  go a he ad  ?

Befor e you be gin,  wo uld yo u id en ti fy  yo ur se lf  an d yo ur po si tio n?

STATEMENT OF ERLAND HEGINBOTHAM, DEPUTY ASSISTANT SEC­
RETARY, BUREAU OF EAST ASIAN AND PACIFIC AFFAIRS , DE­
PARTMENT OF STATE, ACCOMPANIED BY EDWARD CHESKY, 
INDONESIAN DESK, DEPARTMENT OF STATE; ARTHUR DORN- 
HEIM, CONSULTANT TO TH E DEPARTMENT OF STATE; AND MARK 
JOHNSON, FORMER PETROLEUM ATTACH^, AMERICAN EMBASSY, 
JAKARTA

Mr. H eg inb otham. I  wi ll ma ke  tw o po in ts . I  wa s th e eco nom ic an d 
comm erc ial  co un se lor a t th e U.S . Em ba ss y in  Ja k a rt a  from  1971 
unti l mid -197 5. T h at is re al ly  th e ba sis of  my ap pea ri ng he re  th is  
m or ni ng , bec aus e of  my  fa m il ia ri ty  w ith th e ev olut ion of  th is  case. 
I  a m pr es en tly  the D ep ut y A ss is ta nt  Sec re ta ry  of  S ta te  fo r Ec on om ic  
Affai rs  fo r th e Bur ea u of  E ast  Asian  an d Pa cific  Af fa irs .

INDO NE SIA  PROVIDES CONTR AST

I  th ought a few po in ts  m ig ht  be  w ort h  to uc hi ng  on because In d o ­
ne sia prov ides  so m ethi ng  of a c on tras t, from  some o f t he  o th er  cou ntry- 
si tu at io ns  th a t yo u may  be  ex am in ing.  T he dif fer ences ar e fa ir ly  sig-  

(83)
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nifieant in tliat  Indochina was one of the oil-exporting countries, and 
its difficulties probably evolved around some unusual circumstances 
th at  a re probably worth highl ighting.

INDONESIAN POLITICAL SITUA TION

First  of  all , the political situation pertaining to Indonesia was one 
of  a rather  drama tic turnaround in 1966-67, in which the  Sukarno  
government, which had brought the country to the edge of  economic 
collapse, had been gradual ly edged out of power. The Suharto govern­
ment replaced i t and began to  follow a very responsible, fiscally con­
servative series of policies which began with rescheduling of the  then 
massive Sukarno government debts, the  conclusion of a standby agree­
ment wi th the  IM F, supporting th at rescheduling of debts, and a  very 
close working relationship with the World Bank and with a con­
sortium of both creditors and donor countries which strongly sup­
ported and favored the retu rn to fiscal and economic rectitude of  the 
new government. On top of tha t, the  Government adopted policies 
to encourage foreign investment and participa tion of priva te capita l 
in the development of the economy. The overall result  was a rather  
dramatic turnarou nd from a 600-percent annual inflation in 1967-68 
to a rather  sharp  drop in inflation rates to the poin t where they 
achieved a less than  10-percent rate of inflation by 1970-71.

The internal politics were extremely interes ting because the Gov­
ernment, which as a military-based, military-supported government, 
turned immediately to  a g roup of foreign t rained technocrats primar­
ily with economic credentials, who had no personal power base. At  the 
same time, the President and the Government looked to a medical 
doctor, Gen. Ibnu Sutowo, to pull together the oil sector, which was 
obviously a key aspect o f the economy. General Ibnu  achieved some 
rather  dramatic break throughs not onlv domestically but  inte rna­
tionally in  the sense t ha t he fathered wha t has since become pret ty 
much a world standard  for contractual arrangem ents for the explor­
ation and development of oil—the production-sharing contract.

SUCCESS OF TECHNOCRATS

The success of the technocrats on the economic side was matched by 
the success of General Ibnu  in turn ing  the  oil situation around from 
producing 600,000 barrels  of oil a day in 1968 to double tha t figure 
by 1972. Indones ia had in effect nationalized the oil indus try in its 
entirety and at the same time  attracted levels of foreign  investment 
in the  oil indust ry which were unparalleled in  Indonesia’s history and 
in fact  in Asia’s history. So, i t was an interes ting irony that the act 
of nationa lization was followed by very substan tial foreign priva te 
investments in the oil sector.

In  the process of doing this, General Ibnu demonstra ted a degree 
of  pragmatism, of reliab ility in contrac tual arrangements, and a 
judgment which gained for  him the respect and confidence of Pres i­
dent Suhar to, and the international oil and banking communities. As 
a result, a grea t number of projects  were assigned to him to accom­
plish. General Ibnu  had acquired by this time a considerable inter-
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national status and had ready access to heads of government  in a 
variety  of major industria l countries.

INDO NE SIA  PRES SED FOR REV ENUE

It  is also worth a footnote th at Indonesia  at this  time was extremely 
hard pressed for revenues. I t had adopted a rath er unique system 
whereby the armed forces carry  on a variety of commercial enterprises 
by which they support the ir own m ilita ry costs, so that the central 
government budget was relative ly light ly burdened by mili tary  ex­
penditures. I t was not at a ll unusual fo r a mil itary man to be running  
a state enterprise such as General Ibn u did.

So, as a resul t you have the anomaly of a two-track development 
system. You have the technocrats  runn ing the economy overall and 

. General Ibnu runn ing the oil sector, which was, of course, the most
important one in terms of Indonesia’s foreign  exchange earnings. 

GENERAL IBNu’s STYLE
The styles , as you might imagine, were quite dramatically different. 

Ibnu relied on very rap id decisionmaking, and on his personal con­
tacts  with international financial and government officials. He moved 
quickly. He  put projects into being rapid ly and got a  rapid  payback, 
generally in self-liquidating activities.

tec hnocr ats ’ styl e

The technocrats by contrast developed a very complex array of 
arrangements with  donor governments and international donor insti ­
tutions, which required  many studies, slow, painful processes, with 
each donor having a different set of procedures. So understandably  
the whole process was much slower, and in some cases much more 
uncertain.

The result  was, you had two tracks, both running direct ly to 
President Suhar to, w ith rather minimal coordination, if any, between 
the two at times. Also there were d ata  and management deficiencies 
which fur the r complicated the process of coordination once it was 
later attempted . There  was, in fact, competition between these two 

* tracks. Gradually, over time, General Ibnu was given more and more
project responsibilities.

Indonesia’s opec me mb er sh ip

I  will pass over the nex t section on Indonesia’s OPEC  membership 
by just  commenting t ha t Indonesia has been an OPE C member but 
with a very appreciable distinction. It  was a very small pota to in the 
overall organization, accounting for only about 4 percent o f O PEC 's 
overall oil production in  1972.

Fur ther , i t was not a price leader. It  was a silent par tne r attend ing  
the meetings more to monitor its  own interests in the oil sector than  to 
participate. It  did not part icipate in the Arab  oil embargo, and in 
fact all during the embargo it became an increasingly  important
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supplier to the United States. Eventually as natural gas and other 
oil reserves were discovered and developed, it became apparen t tha t 
the United States could look to Indonesia as an increasingly im­
por tan t and dependable supplier in a world where there were rathe r 
grea t uncertainties about some other sources of oil supplies.

Indonesia is also an OPEC member with a difference in the sense 
that  its oil exports do not remotely cover its development needs so 
tha t Indonesia remains a very poor country—less than $200 per  capita. 
It s oil earnings on a per capita  basis are minimal, $25 per capita  
whereas in  the Arab oil countries, the levels are in the tens of thou­
sands of dollars per capita.

T II E  F IN A N C IA L  EXPE RIE NCE OF  IN D O N ESI A

The financial experience of Indonesia and Pertamina are segmented 
in my outline into roughly four phases. The first one really begins 
about  1971 when the process of restoring the  pieces of the oil industry  
have pret ty well advanced in Indonesia and Ibnu  was beginning  to 
be assigned a number of development projects. Since the Government 
did not have adequate funds, it was the  tendency of the President to 
turn to  General Ibnu, in whom he had great confidence, and say, Gen­
eral, here is an important project, we would like you to get it done, 
and nobody discussed where the money was to come from.

So, the general felt tha t he was under a responsibil ity to obtain 
funding for these projects from whatever sources were available to 
him. The ambitions of the President and the Government to get the 
economy back on the track  were considerable and rath er quickly the  
amount of Pertamina’s borrowing became an issue in the country and 
in the Government. As a result, there was a flurry of activity  in­
volving the IMF and the Indones ian Government around the question 
of what the proper limits should be for Government and specifically 
Perta mina borrowing abroad.

A SE RI ES  OF  STAN DB YS

There were a series of standbys beginning  in 1968, in which the 
Indonesian Government proposed overall borrowing limits which 
the IM F accepted as reasonable. There were eventually discoveries 
that some of these borrowing limits were being exceeded by Pertamina 
in its eagerness to get on with its projects. The effort to tighten the 
borrowing practice intensified in mid-1973. Actually, there had been 
earlie r instances, but it became particularly critica l as the amounts 
rose.

The technocrats tried  increasingly to take steps to gain some degree 
of influence over the borrowing practices of Pertam ina. At the same 
time, among the  commercial banks there were a variety of contenders 
for Pertamina’s financial attentions. Some of the early loans appeared 
to be parti cularly unfavorable to Pertamina . Some of the resident and 
United States and European banks there tried  to provide refinancing 
and new financing on longer terms, or better terms, for the Pertam ina 
projects.

It  was in October of 1973 th at the first major oil price increase took 
place. This  in turn whetted perceptions of wdiat Indonesia and Per-
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tam ina mi gh t acco mpl ish,  an d I th in k it  gav e ad di tio na l impetus  to 
the notion th at Pe rtam in a cou ld c any  on p erha ps  an even wi de r v ar i­
ety  of p rojects in th e future.

D IF FIC U LT IE S BEGIN  I N  19  74

Ser ious difficulties beg an to occu r in 1974, a pha se th at I  re fe r to 
as “th e un rave lin g” , whe n in tern at iona l money marke ts tig hten ed . I  
wil l hav e to rec on str uc t her e fro m a very in terp re tiv e reco llec tion . 
You  ha d the fir st oil pr ice  increases in lat e 1973. You then  ha d the 
mo un ting defic its of  various  cou ntr ies , begin ning  in  la te  1973, early  
1974. The  oil countrie s were ju st  be gin ning  to acc um ula te excess re ­
serves, so if  my reco llec tion  is cor rec t by early  1974 you ha d not seen 
the  recycl ing  effects begin nin g, so that  you did  not  as yet have th e ex­
peri ence  of  the banks bein g awash  wi th  liq uidil y as they  la te r were, 
once the  recycl ing  process an d the  Ar ab  fund s beg an to  flow in to  the  
ba nk ing  system.

Th ere  was some tig hten ing at  th at  per iod , and Pe rtam in a beg an 
to  have difficulty bo rro wi ng  med ium  term.  I t  ha d pre vio usly de ­
vised  a spec ial means of ge tti ng  pr oje cts  st ar ted wi thou t the  assurance  
of lon g-t erm  fina ncing th at  the IM F an d the Indonesia n Go vern­
ment de si re d: it  ha d beg un to  borrow sh or t term  fun ds.  Now it  was  
havin g difficu lty rol lin g over the sho rt- ter m funds .

Of  course at  th e same time the bankers  were becoming inc rea sin gly  
concerned  abou t the to ta l volumes o f Pe rtam in a’s borrow ing .

Th e va rio us  regu la tory  agen cies  were also becoming concerned 
abo ut the  qu al ity  of  bank  len din g, so the difficulty of  su sta in ing the 
shor t-t erm borro wing  prog ram incre ased .

Air. Levinson. Do you  mea n bv regu la tory  agencies U.S . regu la ­
tory  agencies?

Mr. H eginbotham. Ye s; U.S . regu la tory  agenc ies. I  cannot speak 
to  what  w as g oin g on elsew here , i f a ny th ing.  The firs t signs  of  a severe  
immedia te pro blem beg an to ap pe ar  in Fe br ua ry  of  1975, when  Per ­
tam ina  fai led  to  get  some cre dit s in the Middle Eas t th at  it  hop ed 
wou ld t ide  it over  its  liq uidi ty  problem s.

T II E  CR IS IS  CO ME S TO A HE AD

The crisis  came to a head in mid-F eb ruary of  th at  yea r. A t th at  
po in t I  th in k th at  the na tu re  of  the pro blem th a t ha d developed be­
came fu lly  ev ident to Pres iden t Su ha rto . He  made a  series of  very firm 
decisions wh ich involved  the C entra l Ba nk 's a ssu rin g that  Per ta m in a’s 
obl iga tions would  be met on a cu rre nt  basi s, and so fa r as they  were  
fou nd to be leg itim ate , th e Gover nm ent  t hen provide d fund s to meet 
a series of sho rt- ter m obligations th at  were  coming  due.

T H E  RE VIE W  OF PER TA M IN A ’S ACT IV IT IE S

At the  same tim e, the Gover nment  a pp oin ted the Minist er  o f St ate 
fo r Ad minist ra tiv e Re form  to  review the en tir e gamu t of  Pe rtam ina 
act ivit ies . As a resu lt of  th is  review a numb er were  elimina ted , cu t 
back , or  sh ift ed  to  ot he r go vernm ent  agencies. A numb er of major  con­
trac ts  were ren egotiate d, and the Go vernm ent the n wi th  the  he lp of  a
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numb er of  ve ry subs tan tia l r espons ible  in te rn at iona l i nvestment  b anks 
di d some ref inanci ng an d some n ew fina ncing to pa y off th e s ho rt- ter m 
deb ts. Over t he  pe riod 1975 to 1977 it  has  res tored  a fiscal  profile, an d— 
al thou gh  I  ca nnot spe ak fo r th em  officially—I  belie ve the  IM F an d th e 
IB R D  a re now sa tisfi ed th at the sit ua tio n is in h and. Th e achie vement 
of  th is  has been  ca rri ed  ou t in a very pro fes sio nal an d sa tis fac tor y 
way. Th e debt bu rden  th at Indonesia  now  faces, which  wi ll peak in 
1978-80, can be m ana ged , an d the cr isis  situ at ion is  over.

I  have sup ple me nte d the ou tlin e th a t I  sen t to  you  yeste rday  wi th 
some comments on my in te rp re ta tio n of  co mmercial ba nk  perspec tive s 
an d IM F objectives. I  wi ll pas s ove r the IM F objectives, because I 
th in k they  a re well eno ugh  known as a general  mat ter.

pertamixa's mandate

Th e commercial  b an k per spectiv es, again , t hi s is pu rely  m y own in ­
te rp re ta tion —began with  the sense that  P er tam ina c lea rly  ha d a p resi­
de nti al  ma nd ate  to ca rry ou t a wid e rang e of  economic act ivi ties, and 
th at  it  was  an organiz ati on  th a t ha d pos itiv e ne t earnin gs.  I  am now 
go ing  back to about 1971. I t  ha d posit ive  ne t ea rnings , an d fu rt her ­
more, it  s upe rvi sed  a nd  contro lled th e rec eip t o f oil tax pay me nts  and  
the prod uc tio n of  I nd on es ia ’s m ost  ba nkable asset.  In  a dd ition , it  was 
so pivo tal  and so cru cia l th at the banks did no t see any  way  t ha t the  
Gover nm ent  c ould  a ffo rd to let  P er ta m in a’s de bts  not  be  met.

THE banks’ BE LIEF  OF TH EI R ROLE

In  ad dit ion , there were  banks th at cle arly believed th at  they  could 
play  a  useful role  in br ingi ng  Per ta m in a to more responsibl e f inancia l 
opera tio ns  an d th at they  could impro ve the  qu al ity  of its  borro wing  
an d th e metho ds and pro ced ure s involved in its  borrowing , and they 
did in  f ac t encourage  P er tam in a to tak e im po rtan t steps in th at  d ire c­
tio n. I t  is d ifficul t to  p in po in t a tim e a t whi ch t he  banks the mselves , in ­
clu ding  the most respons ible  of  th em, became convinced th at t he  s itu a­
tio n ha d reache d a  da ngero us  sta ge,  bu t cle arly t hey did , a t some point  
in  th e 1973 t ime fra me . We  then  foun d coo perat ion  inc rea sin g gr ad ­
ua lly  betw een th e banks an d th e IM F an d the Government  of  In do ­
nes ia au tho rit ies , th at is , the techn ocr ats .

GEN ERA L IB N U  AN  IN TE RN AT IONA L GLAMOR STOCK

Th e only pa rt in g com men t I  wou ld also make is th at the in te rn a­
tio na l pa rt ic ip at io n in  the fu nd in g of  Pe rtam in a was trul y th at . I  
th in k it  is fa ir  t o say  th a t General  Ib nu  was  c lea rly  an  in tern at iona l 
glam or  s tock  i n his  e ar ly  days. Th e ap pe al th a t his  opera tions  ha d to 
an immense dive rsi ty  o f int ere sts  was v ery  g rea t. Line d up at  hi s doo r 
were no t only bankers  bu t supp lie rs an d a va rie ty  of  othe r nonbank 
financ ial insti tut ion s.

In  th e beg inn ing , t he  q ua lity and type  o f t he  ins tit ut ions  loanin g to  
Pe rtam in a were  les s good th an  t he y were . I  wou ld say,  in th e middle 
per iod . So it  was a ve ry  mixed  pa tter n of  fu nd in g sources th at  were  
discus sing an d ne go tia tin g with  Pe rta m ina.  Th e U.S.  banks were an 
im po rtan t bu t b y no means  th e only ones. Th ere were  J ap an ese an d a
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wide va rie ty  of  Eur op ea n insti tu tio ns  also  involved. I  th in k I  will 
term inate my  rem ark s a t th is  poi nt.

Se na tor  Sarbanes. Tha nk  you. S en ator  Javit s ?

IMP LEM ENTIN G CONDITIONALITY

Se na tor  J avits. Mr . H eginb oth am , le t me  giv e you a  f ram e of  ref er ­
ence in which I  in tend  to  a sk questio ns so thi s does no t hit  you  ou t of  
th in  a ir.  W e are  inte res ted  in th is  commit tee  i n examples of  c ountr ies  
op erat ing un de r IM F c on dit ion al ity  an d how  t hat works as it  r ela tes  
bo th to governm ental  cred it an d to  pr iv at e cre dit . T hat is my  fir st 
quest ion. In  othe r w ords, prac tic all y,  w ha t is  the way  of imp lem en tin g 
cond itio nality  and can  it  be successful ly implemented based upon 
previo us experie nce  ?

My second quest ion  is th is : W ha t is th e role of  the Dep ar tm en t of  
St ate in  resp ect of  such an  o pe ratio n th ro ug h its diplo mati c agencie s 
in a  forei gn  cou nt ry  where we are invo lved not  in  a g overn me nta l sense  
bu t bo th in a governm ental  a nd  a com mercia l ba nk  sense ?

Thi rd , bas ed upon  t hi s experience , wha t do we learn to  he lp us in 
ei ther  le gis lat ion  o r i n t he  wa y in  w hich we con duc t o ur  po licy  wi thin 
the  I M F a nd  in  a  d ipl om ati c sense t hr ou gh  o ur  embassies ?

I t  is at  my  p ersonal ins iste nce  th a t you  have been cal led  to  have t he  
St ate Dep ar tm en t g ive  us t he  fra mew ork of  the  p rop osi tion. I  do no t 
mean th a t I  dr ea mt up  th is  idea . On  t he  c on tra ry , ou r staff has done 
an e xt ra or di na ril y g if te d job,  bu t I  ask th a t you be ca lled  before o thers  
are  cal led  who  are pe rhap s with  the com mercia l banks or  witn esses 
fro m o th er  or ganiz ati ons, because I  d id  f eel th a t we oug ht  to  have the  
fra me wo rk an d the  S ta te  Dep ar tm en t’s side o f th e s tor y an d t he  policy  
ou r G overn ment h as  pu rsu ed , is pu rsu ing,  and  will pur sue . T hat is the  
whole po in t o f t hi s exercise,  as I  see it. I  w anted  to give y ou th a t pi c­
tu re . We a re n ot  going  to spare  anybo dy, I  can te ll you t hat in advance,  
bu t we are  go ing to  proceed,  than ks  to  ou r chair ma n, an d Senator  
Sarba nes is si tt in g in fo r him  very kind ly,  in  a conside red  way , and 
wi th  the res pons ibi lity wh ich  a m at te r lik e th is  requires. Do I  make 
my sel f clear ?

Mr . H eginbotham . Th at  is fine, sir.

TH E ROLE OF TH E STATE DEPARTMENT

Se na tor  J avits. S o, my fir st que stio n wou ld be this. Tel l us, please, 
wh at was the St ate Dep ar tm en t’s ro le in respec t of  th is  kind  of  side 
pocket opera tio n of  the pa rt ic ul ar  general , Gener al Ib nu , who  ha d 
Pe rtam ina un de r his  ma nageme nt and who was asked by th e Pre si ­
dent  because h e was a pp aren tly  a g uy  w ho cou ld get  i t done  t o un de r­
tak e all  of  these othe r pro jec ts,  inclu din g Pe rta mina,  which  ra n into 
th is bric k wa ll o f difficu lty.

Also in  th at  connection  who d id  you do bu sine ss wi th ? W as  i t Ib nu  ? 
Was i t the  M inist ry  o f F inan ce  which w as t he  official agency? O r h ow 
did  you find yo ur  w ay betw een the two ? La stl y,  wha t was yo ur  re la ­
tio n to the U.S . ban ks wi th  p ar ticu la r at tent io n to the region al  b ank s 
as well as the  g re at  i nterna tio na l banks like  Ci tyc orp ., which  was one 
of the leade rs th ere  ?
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T1IE EVOLVING SIT UA TIO N

Mr. H eginbotham. Sir, I will do my best to answer you. The situa ­
tion, as you can imagine, wTas an evolving one. In  1971 it was not 
at a ll clear how i t was going to develop. I t was already apparen t that, 
as I mentioned, there were two quite different tracks going on, and they 
did not relate to each other terrib ly effectively. As a result, our early 
activities were primarily involved with monito ring developments 
closely. It  w’as clearly felt  to be in the U.S. national interest  to support 
the technocrats in thei r activities because this meant the return to 
responsible economic policies and  cooperation with international or­
ganizations.

At the same time, the success of their efforts depended quite con­
siderably on the effectiveness of General Ibnu in managing the petro­
leum sector. The early evidence was that he was doing tha t extremely 
well.

We were in the unusual position of being in a country where foreign 
investor partic ipation had been pret ty much liquida ted during the 
Sukarno  era.

TH E EMBASSY  IN  UNIQ UE PO SIT ION

As a result, the embassy was in a rather  unique position of being 
looked to  much more extensively by incoming business and banking 
officials than  is often the  case where you have a wide range of choices 
of banks and others who have been in the country for a long time. As 
a result , it  was not  too difficult to  discern that  there was a developing 
fever pitch of in terest in the banking  community in Perta mina’s activi­
ties and what opportunities it might provide to the banking sector.

It  was also quickly known that  Pe rtamina h ad begun borowing sub­
stant ially  in Europe from non-U.S. sources and some of the terms were 
known to be considered by the banking  community at th at time uncom­
petitive , tha t is, unfavorable. Thus the  banking community showed an 
interest  not only in the volume potent ial of Pertamina but also in 
demonstrating tha t it could do better than it was doing in terms of 
borrowing provisions.

THE embassy ’s CONCERNS IN  19 7 2

Again, th is is hard to reconstruct exactly. Having onlv been back in 
the country a day or two, I have not had a chance to review’ the record 
as fully  as I would like. However, I believe it is fai r to say that  in early 
1972 we began to become quite concerned about the evidences of very 
substantial Perta mina borrowing and increasingly as 1972 went by we 
began to  advise the banks to be very cautious and very prud ent about 
their behavior  w ith regard to Perta mina because of the great  diffi­
culties wye found in  getting any kind of indication of the volume of the 
credi t that  were being acquired.

At the same time, it was quite clear th at the  IMF was having serious 
problems in determining the facts. They could not find Indonesian 
Government officials who were w illing to take on inquiring of Gen­
eral Ibnu  as to  exactly what  he was doing. So we began a process of 
try ing  to  p lay a neutral role of monitoring as closely as wye could all 
sources of inform ation because there clearly was going to be a major 
problem.
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This meant, in response more specifically to your question, th at we 
maintained very close communications with the  banks who came to see 
us and we went to see them, w ith the IMF , with whom we maintained 
extremely close working relationships throughout this  period, with 
the Bank of Indonesia, with the Ministry of Finance, and with the 
planning ministry. Those were the princ ipal actors on the  Indonesian 
Government side.

TH E IM F’s  REQUESTS

The situation  was sufficiently unclear tha t there was no way you 
coidd cover enough sources of inform ation to feel satisfied tha t you 
had done all that needed doing. Let me check my record fo r a moment 
for a date. Incidentally , I will add that  the  IMF , when the  occasion 
arose, made direct requests fo r assistance to the governments of coun­
tries where banking  activities appeared to be heavily involving P er ­
tamina, and in a number of instances they received assistance from 
such governments.

MR. HEG INBO TIIAM REQUESTS TO GO OFF THE  RECORD

Incidentally , if I may, since I have not had a chance to check the 
confidentiality of th is, 1 would if  I  could request th at this be kept off 
the record until  I can check it out.

Senator J avits. Mr. Heginbotham, we cannot keep anything off the 
record th at  is u ttered  in  public session, so do not give us what is con­
fidential. J us t tell us if  there is information which is confidential, and 
then i f we choose to go into closed session we can get your information, 
but we cannot assume th at anyth ing here is off the record. I t is all on 
the record.

Mr. Heginbotham. Well, to generalize a little bit then for tha t 
purpose-----

Sena tor J avits. We are to assume then tha t you will be giving us 
information which will omit cer tain confidential information, and we 
can decide if we want to hear you in closed session ?

NO EXCHANGES BETW EEN IM F AN D GOVERNMENTS

Mr. Heginbotham. Tha t is correct, Senator. There were contracts 
and exchanges of information between the IMF and governments 
whose banks were involved, in order  to assist in c larify ing the position 
of the borrowing levels engaged in by Pertamina. From these contacts 
it became clear tha t some o f the ceilings imposed by the Indonesian 
Government were being exceeded.

Senator J avits. Some of the ceilings imposed by or on?
Mr. Heginbotham. Imposed by the Indonesian Government. In  

other words, these were ceilings proposed by  the Indones ian Govern­
ment which the IM F accepted as appropr iate  to the situat ion, and 
found them acceptable for purposes of renewing the  standby arrange­
ment.

TH E FIRST IM F STANDBY

Mr. Levinson. If  I could fill out the picture  that  Senator Jav its  
started to draw, when was the first IMF  standby approximately ?
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Mr. Heginbotham. The first was in 1968. This was followed by 
others. The renewal I mentioned above was agreed in March 1972.

Mr. Levinson. Thank you. Without  detailing the specific numbers, 
tha t standby set certa in parameters of externa l borrowing. Isn ’t tha t 
correct ?

Mr. Heginbotham. That is correct. If  you will permit me, as I 
understand it there is a nicety in the relationship between th e IMF 
and the host government in which the  host government proposes ceil­
ings and the IM F either accepts or considers them not acceptable fo r 
purposes of renewal.

Mr. Levinson. Thank you.

EXCESSIV E BORROWING NOTE D BY IM F

Mr. H eginbotham. This excessive borrowing was notified by the 
IMF to the donor countries at the IGGI meeting in  ea rly 1973. T hat  
is the Inter-Governmenta l Group for Indonesia which is a consortium 
of the donor countries which were assisting Indonesia, including the 
IBRD  and the ADB. At  the same time, the U.S. Government was 
concerned that the donor governments whose banks were part icipating 
in these excessive borrowings, in these borrowings beyond the ceiling, 
should be aware of the seriousness with which we considered these 
ceiling breaches.

OUR CON CER N ABOU T BORROWING

We therefo re indicated a t the IGGI  meeting our own concern about 
these borrowings and urged the  par ticipat ing governments to support 
the efforts of the  Indonesian Government and  of the  IM F to mainta in 
these ceilings.

Senator Sarbanes. Where was this meeting and who represented us?
Mr. H eginbotham. The meetings are typically  held  twice a year,  I 

believe, in May of each year in Europe, in  the Netherlands, which has 
been the cha iring country for the IGG I meetings. We are represented 
normally , I  believe, by a Deputy Assistant  Secretary of the Treasury, 
who usually heads the delegation. There are part icipants  from most of 
the Federal agencies with foreign economic concerns such as Agri­
culture, Sta te, AID, and Commerce.

Senator Sarbanes. Ear lier , you kept saying that we were trying to 
find this out and we were trying to find tha t out. Are you ta lkin g about 
the Embassy officials ?

Mr. Heginbotham. Yes; this  was the Embassy, in order to keep 
Washington  informed as well. Mr. Dornheim reminds me that we also 
made direct  representations to U.S. banks encouraging them to co­
operate fully  with the Indonesian Government in attempt ing to main­
tain  ceilings which were acceptable to the donor community and in 
line with what we felt were responsible policies.

Senator J avits. Those representations to U.S. banks were made 
where, in Indonesia ?

Mr. H eginbotham. They definitely were made in Indonesia, in a 
couple of instances when senior officials from U.S. banks came to 
Indonesia to pursue negotiations.

Senator J avits. What about here ?
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Mr. H eginbotham. They were also made in Washington . I  believe, 
at least on one occasion, if my memory serves me, tha t it  was in W ash­
ington.

Senator J avits. What about the actual communication to the banks 
where the headquarters were ?

Mr. Heginbotham. This  was a communication in which Washing­
ton contacted the New York bank office.

Senator  J avits. And on occasion the State  Departmen t went to 
them, and on occasion they came to the State Department?

RENEWING TH E STANDBY

Air. H eginbotham. That is right . Following the expira tion of the 
1972 standby agreement, the F und  then  reviewed with the Indones ian 
Government and with the donor countries the situation and fur the r 
consultations were held between the IM F and the Indonesian  Govern­
ment. A standby was renewed for the following year with increased 
ceilings but in this case a very unusual subceiling specific to Pert amina 
borrowing was incorporated. These ceilings were set to cover a range of 
medium- and long-term borrowing in the range between 1 and 15 
years.

the purpose of the limits

The purposes for these limits were two fold: one, to permit  P erta m­
ina, if it could to acquire very long-term concessional financing in 
the 15-year period and beyond. The IM F did not nor did the govern­
ment see the need to set ceilings on the long end of the spectrum. By 
the same token, at the short end of the spectrum the intent was to 
leave flexibility for working capital  financing. This is again my inter- 
pretaion.

Aft er a period of some 2 or 3 months had elapsed, we began—again, 
by we I  mean the Embassy—as well as the IMF, and the Indonesian 
Government, began to get wind of ra ther la rge short-term borrowings 
which appeared out of line with the working capital  needs of the 
enterprise. Again,  I  th ink this was a period when there was consider­
able cooperation between the IM F and various governments in trying 
to ascertain what the situation was.

The governments, I would underline, had a very direct interest in 
this because they were making  large concessional aid contributions 
to Indonesia each year, and they had good reason not to want to see 
these long-term concessional loans undermined bv short-term borrow­
ing which would mortgage the fu ture  revenues of Indonesia and raise 
the possibility of a need for fu rther debt rescheduling.

EMBASSY MAINTAIN S ACTIVE CONTACT

As 1973 and early 1974 progressed, we maintained extremely active 
contact with the IMF, with the Indonesian Government authori ties, 
and there was a balancing process tha t went on. By this time oil prices 
had quintupled  and there were, we felt , honest grounds for discussion 
and differences on the appropr iateness of the ceilings which had  been 
set up in a period where oil prices were still rising.

20-267—7) -7
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I t was dur ing this period tha t we hoped t ha t the Government, and 
Pertamin a in particular, could be induced to shift from general fund­
ing borrowing, tha t is, nonproject specific borrowing, to project- 
specific borrowing, so th at the Government could then assess whether 
these projects were going to be self-liqu idating,  whether they met an 
Indones ian Government prio rity,  a developmental prio rity,  and 
whether under those circumstances they would warrant some flexibility 
in the ceiling arrangements.

At that same time, and this was the period of the embargo, it be­
came clear tha t the U nited  States  had a special intere st in  Indonesia 
and tha t J apa n did as well, because it became an increasingly impor­
tan t supplier of energy resources for the Pacific Basin when the boy­
cott was continuing. The result was that  there  were certain  projects 
tha t took on a part icular significance as well—I thin k there are two 
tha t came to the fore early on.

Indonesia’s balancing  act

The firs t that I will mention, although not the  first in sequence, was 
the Cilacap refinery. This was important because it  permit ted Indo­
nesia to refine an increased volume of Middle East crude which it 
imported and which, in turn , permi tted it to export  its own crude, 
which was a more salable product. So, there was a balancing  act. Al­
though an exporter Indonesia imported crude for its own purposes 
which it refined and used domestically. I ts  own higher quality  crude 
earned a much greate r premium through exportation than  through 
refinement for domestic uses. So, that project was important in liberat­
ing additional oil exports from Indonesia as it s production grew.

Secondly, Indonesia was discovered to have what was a t that time 
two of the  largest na tural gas discoveries. At  this  point i t was unclear 
from where the U.S. west coast was going to  get i ts next gas. I t was 
really runn ing into a rather  critica l shortage, and it was exploring 
every possibility available. Over a relatively short period a project was 
developed for the liquefication and export of natura l gas from Sumatra  
to the west coast of the United States—and to Jap an—-and this mat ter 
is s till in its final stages of resolution, as i t happens, in the U.S. gov­
ernmental works at the moment.

In any event, these two projects became subjects for discussion be­
tween the Indonesian Government, the IMF. the U.S. Government, 
the Japanese Government, and others, to consider how these projects 
might be melded in with responsible policies and the credit ceiling 
arrangement. In  a period of about 2 or 3 months, as I  recall it, an 
agreement was reached under which these projec ts were considered to 
be compatible with the IMF-accepted ceilings.

In addition,  the World Bank offered to provide experts to assess 
individual projects to see if  they could be financed with a mix of com­
mercial and concessional financing, to give greater flexibility to the 
ceiling provisions that had  been established.

I am sorry to go on overlong in answer to your question, but as 
you can see there was quite a complex mix of activities going on which 
required a lot of balancing. I think i t illustrates t ha t there was a very 
close and continuing working relationship going on and at the same
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time a certain amount of pulling and haul ing in terms of the  rela tion­
ship between the technocrats and Pertamina.

W H O  W ER E T H E  T EC HNOCR ATS  ?

Senator J avits. Technocrats, meaning the Ministry of Finance ?
Mr. Heginbotham. Meaning a team of about five or six economic 

ministers, including finance, mines, planning, and the central bank. 
In  this  period, interestingly, Pertamin a i tself acquired the services of 
a major U.S. computer firm, of a major U.S. accounting firm, and a 
major U.S. investment banking house, all intended to help improve 
Pertamina’s accounting, financial management, and in fact looking to 
an interna tional bond flotation by Pertamina.

This was a slow and painful process. No one could see how quickly 
these management improvements would be achieved or whether they 
would be quick enough to provide the basis for a sounder standby 
renewal on the next anniversary date. But  in any event they were 
something of a sign of encouragement to those of us who were watch­
ing and hoping for improved coordination in financial management 
by Pertamina.

PE R T A M IN A ’S L IQ U ID IT Y  D IF FIC U LT IE S

The problem as I illus trated  earlie r began to come to a head with 
Pertamina 's liquidity difficulties. I t was borrowing  short for long term 
projects and found it was simply unable to roll these over. At this 
point in 1975, Pertamina failed to remit to the Indonesian Government 
two payments, two quar terly  payments for which it normally served 
as a conduit  in channeling Indones ia’s share of the oil companies earn­
ings to the Indonesian Government. These retentions were designed to 
help it th rough it s liquidity  crisis, while Pertam ina sought some Arab 
country financing. Since it did not succeed in getting  this financing, 
it found t ha t the tax retentions were not going to get it through and 
in Janua ry of 1975, the defaults occurred. At  this  point we were main­
tain ing very close touch with Pertamina,  with the Government, with 
the International  Monetary Fund and with the other donor countries, 
and the Government decided to take things in hand not only in terms 
of taking any fur the r access to internationa l money markets from 
Pertamin a but also of standing behind the obligations that were 
fall ing due.

T H E  em ba ssy’s ROLE

At this point, the Embassy served the role of encouraging modera­
tion because we felt t ha t the Indonesian Government had the  situa tion 
under control and tha t IM F cooperation was adequate to meet the 
situation. We t ried  to play the role o f encouraging some coolness at 
this point on the par t of the banks so that they would not panic and 
call a defaul t which would, in turn , have caused all of the cross­
default provisions of the whole st ructure of debts to collapse at the 
very moment when it seemed the Government finally had the si tuation 
in hand.

These were extremelv tense and difficult davs over a period of  about 
2 weeks. There were, I think, on some of the. reqional banks, some 
supervisory pressures or scrutiny which was making the ir directors
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two banks to call a halt at tha t point.

CALLING A HALT

Mr. Levinson. By call ing a halt , do you mean to demand payment, 
to declare a default ?

Mr. II eginbotham. More than a technical default. Now, here I am in 
trouble because I do not understand enough about the technicalities of 
banking. As I understand it, there were a couple of credits which were 
in, I guess you would put thi s in quotation marks, “technical defaul t,” 
which did not precipitate  any action by any banks. How you define the 
next stage in which they simply call fo r full payment, I do not know.

Senator J avits. That is the terms o f the  loan. In  other words, they 
have to require payment.

Mr. Heginbotiiam. Yes, they had the option, I guess, of either 
extending or calling for full payment. They did not call for payment 
because I  believe everyone concluded objectively tha t the authori ties 
had the situation in hand and were moving quickly.

what was the role of the embassy ?

Senator J avits. At that point, what was the role of the Department? 
Let’s understand each other, because you are speaking a little obliquely.

The fact is tha t the banks made loans to Pertamina  which were skim­
ming the IMF  conditionality either in amount or due date or both. 
Now, what was the role of the State Department at the time of the 
crunch, which came in early 1975, with the banks, with IMF , and with 
the Indonesian Government specifically ?

Mr. Heginbotiiam. I have not reflected the preceding activity  in 
which we were consistently encouraging the banks to exercise re­
stra int and to cooperate ful ly with the Indonesian Government. We 
found tha t tha t was not the case in a variety of instances, but we d id 
not find any author ity for going beyond the  advisory and cautionary  
role with  respect to the banks at that time. At the po int, then, of the 
technical defaults—and incidentally, I cannot speak for the activity 
of the Federa l Reserve Board and the Comptroller of the Treasury,  
because-----

Senator J avits. Comptroller of the Currency ?
Mr. Heginbotiiam. Yes, Comptroller of the Currency—because we 

did not have an adequate view from Jak art a as to what was being 
done back here. I th ink i t is correct—I do not have da ta rea lly a t hand  
and I am not sure I could even develop it—but I think the great 
majori ty of these short-term credits were financed out of Europe. Now, 
through what institut ions and to what extent the U.S. banks were 
indirectly  involved. I just do not know.

Mr. Levinson. Those were Eurocurrency credits, weren’t they?
Mr. I Ieginbotham. Those were Eurocurrency credits, yes, sir. I will 

also say that  there were individual American banks which, while pres­
ent with resident officers in Jakarta, did not at any time participate, so 
there was a very mixed picture of bank activity. At the time of the 
technical defaults, we were very active in trying to keep communica­
tions open between all parties  and trying to encourage responsible
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actions on the par ts of a ll concerned, and par ticu larly  to support the 
efforts of the Indonesian  Government to get a handle on the situation. 

DECISIONS OF TH E INDO NE SIA N GOVERNMENT

At one point, the Indonesian Government, the Central Bank, made 
a series of decisions with rega rd to insis ting th at Perta mina not engage 
in any fur ther  world money m arket  activities, and indicated t ha t the 
bank would not guaran tee—and here the wording is important— 
would not guarantee Pert amina’s debts because they did not wan t to 
put  themselves in that position, but they wanted to assure that  Per-  
tamina’s obligations would be met, a subtle difference which meant 
tha t the bank worked directly  with Pert amina to make sure that  it  
had the funds to meet its obligations  as they were found to be 
legitimate.

Now, for reasons of their own, the Centra l Bank officials did not 
want to put out a public statement to that  effect. I cannot comment 
on the reason fo r th at, but it then became a little  nerve-wracking for 
us, because we could not get an official statement from the Bank of 
Indonesia, but we felt it was important to reassure the banks tha t 
there was a commitment of the Indonesian Government behind the 
Perta mina obligations. So we requested auth ority from the Central 
Bank to state on behal f of the Central Bank, as an official position 
of the Centra l Bank, these decisions which we communicated orally 
to the individual banks. I believe we were also given permission to 
communicate them in wr iting  to the banks.

This was an intermediation which was informal but which calmed 
the situation  at that time. At tha t point, then, everyone drew back, 
and the situat ion from that point progressively was unwound as the 
Government reviewed the obligations and paid  them off. There was a 
brief period in  which, again , since there were only two o r three  people 
in the whole Bank of Indonesia  who dealt with these problems, since 
they had ballooned and fell upon them suddenly, there were some 
delays in the bank’s assessing and meeting these payments. I think  in 
September there were two or three payments which again fell over­
due and were in technical defau lt but  were purely the resu lt of 
administrative  factors.

So, again, the Embassy attempted to ascertain tha t th at was in fact 
the case, and to dispel any rumors that the Government was not going 
to meet its obligations.

TH E AMOU NT OF INDEBTEDNESS INVOLVED

Senator Case. Mr. Chairman, may I  ask for some information as to 
the amount of indebtedness that  was involved here ?

Mr. Heginbotham. I am not sure that the books have ever been 
closed on this, Senator, bu t the amounts tha t we were aware of  at that  
time, as I recall, were in the vicinity  of $2 billion.

Senator  Case. $2 billion ?
Mr. Heginbotham. Yes.
Senator Case. Short term ?
Mr. Heginbotham. No, a mix of short term and long term.
Senator Case. How much was short-term bank loans ?
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Mr. Heginbotham. May I give a figure and then correct that  ?
Senator Case. Sure.
Mr. Heginbotham. My recollection is tha t it was on the order  of 

hal f a billion of short term. Just to put that in perspective, Indonesia’s 
gross oil earnings a t tha t point were on the order of $4 or $5 billion. 
Let me check that, please.

[Pause.]
Mr. Heginbotham. I am told tha t the short term was actually  closer 

to $1 or $1Y2 billion, but we will check tha t figure.
Senator Case. The short term is closer to  $1 or $1 2̂ bi llion out of 

a total of how much ?
Mr. Heginbotham. I am sorry. I  was really off on the figures. 

About approximately $6lX> billion was the tota l depending on what 
were defined as liabilities. This is a tota l which it has taken about 
2 years to finally ascertain.

Senator Sarbanes. Was this the to tal tha t P ertam ina had incurred,  
$6*4 billion?

Mr. Heginbotham. That was the ultimate figure.
Senator Sarbanes. Of that, $l]/2 billion was short term ?
Mr. Heginbotham. That  is my understanding.

a loophole violation

Senator Case. And tha t short term debt had been created, the banks 
had lent the money, in effect in violation of IM F terms and condi­
tions, and in excess of what the IMF thought was reasonable to the 
extent of $11/2 billion ?

Mr. H eginbotham. Again , technically, anyth ing less than 365-dav 
credit was not covered by the ceiling, so t ha t this was a violation, if 
you will, of the spir it but not of the lette r of the ceiling. There was 
a loophole in effect.

Senator  J avits. A violation in effect because it was understood th at 
it would continue to be rolled over ?

Mr. Heginbotham. Tha t is correct.
Senator  J avits. In other words, it could be 364 days and on the 365th 

day they would roll it over ?
Mr. Levinson. Senator  Case and  Senator Javi ts, if I might, wasn’t 

there also the technique of a 15-year loan which would fall within the 
IM F ceiling but on which 90 percent was repayable within 5 to 10 
years, so again tha t was technically within the terms, but not con­
sistent with the spi rit ? Tha t is a fair statement, isn’t it ?

Mr. Heginbotham. I  have heard tha t technique was used. I have 
never seen any actual loan documents.

Mr. L evinson. Of the $6 2̂ bi llion, approximately $3.3 billion was 
in tanker loans from priva te banks for Per tamina’s famous tanker 
projects?

Senator Sarbanes. I  th ink at this point we. had b etter recess briefly 
to respond to this rollcall vote. This is the Brooke amendment.

WII AT WIL L WE DO ABOUT THESE SITUATIONS?

Senator  J avits. Mr. Chairman, may I  first put  a question of record 
before we go? I  would like the witness to th ink about i t. Now, I  have
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not really taken the time th at you have on this, and it  is very necessary 
tha t we get th is in perspective. I  think the key th ing is, what have we 
learned and what are we going to do about it? We are here considering 
the Witteveen Facil ity, which is an  IM F facility as a backup for th is 
kind of proposition. That is what  I  would hope you would think over 
while we go and vote.

[Whereupon, a brief recess was taken.]
Senator Sarbanes. The subcommittee will come back into session. 

Mr. Heginbotham, did you want to  elaborate fur ther on the answers 
you were giving before we recessed ?

CLEARING UP  TH E FIGURES

Mr. H eginbotham. Thank  you, Mr. Chairman. I  would like to do 
that, because I  t hink the figures may not have been sufficiently clear. 
The figure of $6.5 billion includes $3.3 billion, to the best of our im­
mediate da ta, of time char ter commitments on tankers which leaves a 
figure of $3.2 billion of other debts, of which, and I  cannot be sure of 
the figure, but of which the short-term indebtedness was somewhere 
between 1 and 1.5 billion. We will have to  provide th at for the record 
to the best of our ability  to reconstruct it.

Senator  Sarbanes. Could you develop a fact sheet on the amount of  
the debt and its composition and submit tha t to the subcommittee ? I 
think i t would be helpful to have that.

Mr. H eginbotham. We would be pleased to do th at.
[See appendix.]

IDEN TIFICATION OF MESSRS. DORNIIEIM AND CIIE SKY

Senator Sarbanes. Would your two colleagues at the table please 
identi fy themselves ? I  don’t t hink  th at has been done.

Mr. Dornheim. I  am A rthur Dornheim, a retired  Foreign Service 
officer. I  served on the Indonesian desk between October 1973 and 
August 1977.

Mr. Chesky. I  am E dwa rd Chesky, the  Economic desk officer for 
Indonesia at the present time, with  the  Department of State.

DEBTS ARE NOT JU ST  BAN K DEBTS

Mr. Heginbotham. I have one fur the r point of clarification if  I may, 
Mr. Chairman. These debts are not just  bank debts. They include 
supplier  credits and commitments to a variety of entities which are not 
banks. 'Whether we can unravel the proportions there I am not sure, 
but again  we will try from the evidence available to see whether  we can 
give you some idea of the proportions of bank and nonbank obligations. 
Tha t is as much as I  can provide at  this  point. Thank you, Mr.  C hair ­
man.

ROLE OF PERTAMINA IN  INDONESIAN ECONOMY

Senator Sarbanes. That is helpful. Thank you. Le t me go back to 
sort of the basic role of Pertamina in the function ing of the Indonesian 
economy. I t essentially was a State-owned petroleum company, but it 
operated, as i t were, independently of the  government.
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Mr. H eginbotham. I t  opera ted , as  bes t we could  asce rta in,  und er  the  
di rect  au thor ity  of  the Pres ide nt.  That  is to  say  th at  Gener al Ibnu  
repo rte d an d consulted di rectl y wi th Pr es iden t Su ha rto on the majo r 
dec isions affe ctin g the corpo rat ion . Th ere was also a dir ec t linkage 
betw een Pe rta mina an d the De pa rtm en t of  Mines. That  rel ati on sh ip 
ha d va ry in g dimensions  fro m tim e to  time . I  would  not be a good 
witness on th at  subject . We  hav e ou r pet rol eum  officer fro m Ja kart a  
who is her e and who m ight  sp eak  to th at rel ati onsh ip.

I  di d not work in tim ate ly  wi th th at  rel ati on sh ip,  and I  cou ld not 
real ly spe ll o ut h ow those tw o enti tie s r ela ted . I  ca n say, how ever, t hat  
about t he  m idd le of  thi s per iod  a  b oard of  comm issioner s was re vi ta l­
ized  whi ch include d the M ini ste r of  Mines, the M ini ste r of F ina nce, the  
head of  Pe rta mina,  an d possibly I  th in k there was one othe r com­
mis sioner  on t hat  board whi ch met p eriodica lly . I t  h ad  m ade  decisions 
on specific  overal l aspects  o f Pe rtam in a policy. I t  w as no t ou r fee ling 
th at  th at w as a  te rr ib ly  effec tive m echanism for  most of th is  pe riod. I t  
quite  ap pa rent ly  did n ot  succeed  in  ac qu iring  con tro l over  the f inancial 
decis ions  of the  corporat ion .

W H A T  W ER E BA N K S REEY IN G  ON  FO R R E PA Y M E N T ?

Se na tor  Sarbanes. Whe n a  bank  conside red mak ing loans to  Per ta m ­
in a upon  wha t wou ld the ba nk  be re ly ing fo r the repa ym ent of the 
loan s?

Mr.  H eginbotham. I  can cite  an example of  a sit ua tio n in  which a 
bank  h ad  a co ntr ac tual  c redi t to  Pe rta m ina in  which  the contr act , as 
I  am  to ld—I  did not see the  con tra ct—indic ate d t hat th is  con tra ct ha d 
the ap prov al  of the  Governm ent of  Ind onesi a. A t th is  p oint  yo u then  
ge t i nto a n in te rp re ta tio n of  w ha t i s th e Governm ent o f Ind onesia.

Se na tor  S arbanes. A re  you c iting  me an incide nt th at is a typ ical or 
is that  typ ica l ?

Mr . H eginbotham. T hi s is an example of  a co ntract  th at  occurre d 
once th e ba nks became aware o f the se riousness w ith  wh ich  the  Govern ­
me nt con side red it .

Se na tor  Sarbanes. The n th is  came l at er  on ?
Mr . H eginbotham. I t  was s or t of  midterm .

GOVER NM EN T OF IN DONESI A ST AN DS  B E H IN D  PER TA M IN A

Se na tor S arbanes. I t  was  when  th e G overn ment of  Indonesi a, given 
the sit ua tio n in which  Pe rtam in a fou nd  its elf , so rt of  moved in, in 
effect to  sor t o f sta nd  b ehind  P er tam in a in orde r to avo id defau lts . Is  
th at  correct ?

Mr. H eginbotham . No t to  avoid  de fau lts , bu t in  orde r to ga in an 
influence  over the  bo rro wing  dec isions o f th e corpo rat ion .

Se na tor Sarbanes. W as n’t it  a lso to for es tal l the lender s fro m p lac­
ing Pe rtam ina in de faul t?

Mr. H eginbotham. T his was be fore the  de faul t question arose. Th e 
Gover nment , in  i ts decree im ple me nti ng  con tro l reg ula tio ns , specified 
th at  loans sho uld  have the ap prov al  of  the Indo nesia n Government  
au thor iti es  and the M in is try  of  Fina nce spec ifica lly. We  nev er were  
able  to  get access to loan docume nts to  the  exte nt  that  we could  t ell  to 
wha t ex ten t those r egula tio ns  were in fact  fo llow ed b y e ith er  the b ank s 
or  the  nonbankin g in sti tut ion s.
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ARRANGEMENTS BETWEEN PERTAM INA & FOREIGN COMPANIES

Se na tor  Sarbanes. W ere  the  oil prod uc tio n ar rang em en ts betw een 
Pe rta mina a nd  forei gn  com pan ies ?

Mr.  H eginbotham . Th at  is corr ect .
Se na tor  Sarbanes. Not between  the Gover nm ent  and the  companies?
Mr. H eginbotiiam . I f  I am no t mi staken , those were  di rect ly  be­

tween P er tam ina a nd  the  oil companies.
Mr.  Chesky. [N ods  affirmat ively.]
Se na tor  Sarbanes. T o whom did  t he  o il com panies make th ei r pa y­

men ts in ter ms of  the fina ncial ar rang em en ts which  ha d been  made,  
which was th ei r recompense?

Mr. H eginbotham . I t  is  m y un de rs tand ing th at  the re  w ere  t wo  a r­
ran gements  in effect. Th ere  was an old er generat ion  of contr ac ts,  the 
so-ca lled con tra ct  of work.

Se na tor  Sarbanes. Would the  per son  at  the le ft  id en tif y him sel f?

IDENTIFICAT ION OF MR. MARK JOH NSON

Mr. H eginbotham. I am sorry , Mr. Ch air ma n. Th is is Mr . M ark 
Johnson, w’ho h as been the petrole um  officer in th e E mb assy o f J ak ar ta . 
He  has  ju st  re tu rn ed  fro m Ja kart a  an d is much more in tim ately fa ­
mili ar  tha n I  with  the  specific arra ngem ents.

Se na tor  Sarbanes. Would  you like  to d efer  to him fo r th is  par ticu la r 
question?

Mr. H eginbotham . Fine.

TWO FORMS OF CONTRACTS IN  INDONESIA

Mr.  J ohnson. A s Mr . He gin bo tha m said, there were  two  form s of  
contr act s opera tiv e in Ind onesi a. F ir st  an d oldest was a co ntract  of  
work, a semiconcessional  ar rang em en t th at was nego tia ted  in 1963. 
Un de r th is  arr an ge men t, the proceeds were sp lit  on a cash  basi s, 65 
perce nt fo r t he  G overn me nt of Indo nesia  and 35 pe rce nt fo r the com ­
pan y. In  th is  case, the ne wer generat ion , th e p rodu cti on -sh ar ing system 
was  in tro duced in the la te  1960’s. Th is featured  not a sp lit  o f cash  b ut  
a s pl it of  crude.  T here were  v arying  a rra ngem ents.  The firs t form  was 
65-35 p erc ent , 65 percent go ing  thro ug h Pe tra mina,  eventua lly , p art  of  
th at  des tined fo r th e G ove rnm ent . T hir ty- fiv e perce nt was fo r th e com­
pan y.

Th ere  w as also a fea ture  fo r cost reco very. Com panies could tak e a 
cer tain am ount of  cost in kin d in c rud e on an an nu al  basis.

Se na tor  Sarbanes. I  am sti ll not cl ear as  to w’here the  peo ple len ding  
to Pe rta mina will be loo kin g in or de r to  reco ver on th ei r loans. Di d 
Pe rta mina in  effect keep  these proceeds or  was it  o bliged to  pay the m 
over  to the  Government  of Indonesia  or  pa y a po rtion  of  the m and 
have  the  balance  on wh ich  to re pa y ?

FERTA MINA AS TH E COLLECTING AGENCY

Mr. J ohnson. Wel l, each c on tra ct was sli gh tly  di ffe ren t, b ut  in  effect 
Pe rta mina served  as th e col lec ting agency.  I t  was obl iged to  pas s 
throug h a c er tai n perce nta ge  of t he  revenues  o r c rude t ha t it  got  f rom
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th e com panies to the  gov ernment. Th e ne t effect was th at  Pe rtam in a 
kept  a s ret ain ed  earn ing s som eth ing  l ike  10 to 15 perc ent . I  cannot be 
more prec ise than  th at , because as each  new generat ion  of  contr ac ts 
was developed, th e pe rce nta ge  chang ed,  but  in  th eory th ere was  a pass­
th ro ug h mechanism whe reby Pe rtam in a colle cted on be ha lf of the 
Gover nment  of In donesia  from th e companies.

W HA T ARE WE  DOING NO W?

Se na tor  J avits. So tha t, I m ight  fin ish my asp ect  o f the quest ion ing , 
wou ld you answer  t he  ques tion  t hat  I  pu t to  y ou whe n I  le ft,  please ? 
I f  we are  going  to depe nd on c on dit ion ali ty  an d c on dit ion al ity  is going  
to  be sub jec t to  wh at happened in th is  sit ua tio n,  obv iously there are  
too  ma ny holes  in the bottom of  the sack.  So as I kno w ou r govern­
menta l au thor iti es  have ap pl ied them selves to  t hat sit ua tio n,  I  wou ld 
like  to  know w ha t are we doing  now7 ? W ha t a re we go ing  to  do to  av oid  
th is  kin d o f th in g ha pp en ing ?

Mr. H eginbotham. Sena tor , with  every respec t, I  wil l be ha pp y to  
in te rp re t fro m my observat ion  of  t he  Indonesia  experience  inso far as 
th at  seems contr ibu tive. I  would  ju st  mention th at  Und er  Secre tar y 
Coo per  an d Mr. Ho rm ats will be ap pe ar ing and wi ll be ad dressin g 
thes e questio ns wi th  the broa de r per spe ctive whi ch is ap prop ria te . I 
wou ld like  to  make m y p rin cipa l contr ibu tio n in th at  re spect by  w ork­
ing di rectl y wi th them,  and co nt rib ut ing to  th ei r judg me nts  on thi s. 
I  do in  fa ct  work very c losely wi th th em.

I  would  h az ard a coup le of  obse rva tions th at I  hope  w ill be use ful , 
alt ho ug h the y m ay ap pe ar  tim id  to  you  in  th e b road er  context t hat  you 
hav e asked.

F ir st  of  all , I  th ink th at  I  have the  very  hi gh es t r eg ar d fo r the  m an­
age ment of  the  I M F in  the  s itu at ion in Ind onesi a. I t  was wo rking  i n 
an ex treme ly del icat e an d difficult s itu at ion where th ere are  tw o t rack s 
to  the Pr es iden t, as I  mentio ned , wi th corre spondin g delicacy  of in ­
volvem ent  where the re are  con ten din g sides.

Se na tor J avits. Th e Pr es id en t you  sp eak  o f is t he  P re side nt  o f t hat  
na tio n ?

Mr . H eginbotham. T he  P re side nt  of  I ndonesi a, yes. sir.  I  th in k the 
role of  the  IM F was an ext rem ely  fine and con struc tive one in th at  
they  achieved  a deg ree of  coord ina tio n and  com municatio n wi th all 
of  th e pa rt ie s in a v ery eve n-h and ed way.  Th ey  were  very  c andid  an d 
di rect  in  th ei r dea ling s, an d I  th in k insp ire d the confidence of  all  
pa rti es .

Sec ond ly, of course, the Fund h as  h ad  to  dea l wi th a gr ea t va rie ty  
and dive rs ity  o f cou ntr ies  and co un try  s ituations, so i t would  seem to  
me th a t one of  the  fund am en ta ls here is th e deg ree of  tr ust  th at one 
feels one can  concede to  an in sti tu tio n th at  wou ld be resp ons ible , in  
th is  case th e IM F.  I  th in k I  have  no t he ard any cri tic ism s by  donor 
countrie s o r others th at  the I M F  ha nd led  th e s itu at ion in an ythi ng  but 
a high ly  r espons ible  a nd  e ffect ive way. I t  is difficult to  foresee and  to 
leg islate , I  wou ld su spect, a ll of th e contingencies  th at  the  IM F is go ing  
to  h ave to con tend wi th , an d the  donors,  in deali ng  w ith  g overn me nts  
an d ba nk ing com mun ities .
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SPECIAL SITUATIONS IN  INDONESIA

Beyond this, there were special situations in Indonesia in that , and 
I believe this  comes back to the chairman’s question, in effect you had 
an unusual situation in which, if I could inte rpre t for the banks, they 
were counting on the fact tha t Pertamina was s ittin g on top of the 
country’s grea test asset and was in effect managing not only its pro­
duction bu t also the revenues tha t flowed from it. And in this  sense, 
they considered the interests o f the Government and of Pertamina so 
coincident tha t they considered this  fo r practical purposes a sovereign 

» risk kind of lending in which the balance sheet was perhaps less
important than  the fact tha t you had confidence that the Government 
was going to stand behind the obligations.

Whether tha t confidence was well placed or misplaced I  will have 
- to leave to the committee to judge. I think this does make the Indo ­

nesian situation somewhat different in the sense tha t many of the 
other countries where the lending is proceeding do not involve bank­
ing on an asset, as I  think  was the case basically in Indonesia. I hope 
you will forgive me for  those limited comments, but tha t is about as 
far  as I feel I can stretch the interp retat ion at  this time.

SENATOR JAVITS SUGGESTIONS

Senator  J avits. I  thin k tha t is fair . Mr. Chairman, I am through 
with this witness. I would suggest and request tha t the staff com­
municate with the Comptrol ler of the Currency, with the Federal 
Deposit Insurance Corporation, and with such other authori ties as 
relate to our priva te banking system tha t we have a claim on in order 
to see how they proposed to handle the U.S. commercial bank relation­
ship with the IMF  in the use of the Witteveen facility  and other IM F 
lending, taking this as a case history in which obviously we do not 
know what the coordination was, but we should know what it was and 
what it will be.

I think tha t will complete the picture, as far as I can see.
Mr. Levinson. We will do that, Senator.

TI IE  BALANCE OF DEBT

Mr. I Ieginbotham. Mr. Chairman, may I  supplement one comment 
which does bear on your last point? Senator Javi ts, before you re­
turned  I was clarifying some statistics  on the balance of debt. I pointed 
out th at there is a considerable volume of this debt tha t emerged from 
nonbank sources, so one is dealing not only with banking  sources but 
with suppliers  who arrange the ir own credits, and a variety of, if  you 
will, circumventions tha t w’ere possible, so I think the data  on this will 
be instructive because I think it is fai r to say tha t it is simply not 
limited to a commercial bank problem here in tha t sense.

Senator J avits. Well, I agree wfith you, except that commercial 
banking is the big one, and we will at least deal with  that. Then we will 
assume tha t we will call the Treasury respecting the IM F arrange­
ments. You have already to ld us th at Dick Cooper will appear. In tha t 
way we will have the complete picture. If  you can thin k of any-
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thin g else t ha t would give us a more complete pic ture, please le t us 
know.

Mr. H eginbotham. I  would be happy to, sir.
Senator J avits. Thank you, Mr. Chairman.

A TWO-T RACK SYSTEM

Senator Sarbanes. As I understand this, in effect there  was a two- 
trac k system. P ertamina was borrowing, as i t were, priva tely, either 
from banks or incurring obligations with suppliers.

Air. H eginbotham. [Nods affirmatively.]
Senator  Sarbanes. The Government of Indonesia was borrowing 

to the extent it  was, and following a much more res trained course of 
borrowing from the inte rnational lending institutions.

Air. H eginbotham. Yes, and donor countries.
Senator Sarbanes. Not privately ?
Air. H eginbotham. There have been in 1975 and 1976 borrowings 

from private banking institut ions. In  th is case, the grea t m ajority of 
these were taken to refinance the Pertamina borrowings.

Senator Sarbanes. I  am talk ing about the earlie r period, as they 
moved into the situation and as they were moving out.

Air. Heginbotham. Now, the only exceptions to  those were where 
commercial banks participated in donor government assisted export 
credit s, such as the Eximbank. There were a couple of Eximbank loans 
in which commercial banks also par ticipated  in the financing of Indo­
nesian Government projects. Those were again somewhat more recent.

TH E MIX BETWEEN AMERICAN AND FOREIGN BANKS

Senator  Sarbanes. Do you have any feeling about what the mix was 
with respect to  private  commercial bank lending to Pertamin a as be­
tween American banks and banks, priva te banks of other countries?

Air. Heginbotham. That would take some real digging,  Air. Chair­
man, because these fundings were often consortia, and they were often, 
as Air. I^evinson pointed out, Eurodollar entities, which did some of  
the  lending, and to sort this back to the original institut ions would 
take some time. AVe could certainly try.

Senator Sarbanes. Did there develop a point either a t the outset or 
as things moved along in which the more experienced priva te commer­
cial bank lenders in effect were no t engaging in the lending to Pe r­
tamina , and the lead, as it were, in the role was assumed by other banks 
not ordinar ily found in such a role ?

THE ROLE OF SMALL REGIONAL BANKS

Air. PIegtnbotham. I think i t is fai r to say t ha t we saw unusual ex­
amples of small regional banks playing a role in syndications. Tha t 
is not, I am told, usual. This was an aspect of the Pertamina  borrow­
ing situation.

Senator Sarbanes. You at one point  in your testimony earlie r in 
fact said tha t when thi s effort  was being made, as I  understand i t, on 
the p ar t of officials of the Government of Indonesia and officials of the 
various governments, including ours, to  c urta il private bank lending



to Pertamina, which was essentially being done, at least in spiri t, violating the IMF conditions, and you said when you were t alking about the banks which cooperate, you said, including the most respon­sible of them. So I take  it in your own view you make the distinction  or a break between the behavior of some banks which you would charac­terize as responsible and the behavior of others which you would perhaps  characterize as irresponsible ?
Mr. Heginbotham. I  think we saw a fair ly broad spectrum of be­havior from those t ha t did not lend at all, to those th at lent with an effort to improve the  fiscal and financial management of Pertamina, to those that seemed more interested in making a fast loan.

TH E IM F CONDITIONS

Senator Sarbanes. Now, the IM F conditions which control medium- length borrowing in effect, I take it, two practices developed to con­tinue as i t were to get around the conditions. One was to make the 360- day loans and rule them over. Is t ha t correct. And tha t the volume of that jumped markedly once the IM F conditions were agreed to by t he1 Government? That is, once the Government of Indonesia agreed to certain limitations which the IM F found acceptable ?
Mr. PIeginbotham. That is correct.
Senator Sarbanes. Also, there was a 15-year limit. Some loans were made outside, say for 15 ^ years, but concent rating the repayment within the 5- to  10-year period. Is that also correct ?
Mr. II eginbotiiam. I understand that is the case, yes.

TH E embassy’s REACTION

Senator Sarbanes. Wha t was the  Embassy’s reaction to those p rac­tices ? F irs t of all, did you know about them more or less coincidentally with when it was happening , and what was your reaction to them ?Mr. H eginbotham. As I  indicated, the g reat  majority of the  infor ­mation on these came from European sources, and they seem to have been funded prim arily  in the Euro dollar market where we did not have direct sources of information. We learned about them gradually, as the cooperating information networks develdped, but I  cannot think of any instance where we were privy to information in time to discour­age this practice in a specific case involving U.S. banks.
Needless to say, I do not think the banks were advertising thi s tech­nique, and as a result  we did  no t know about it until, I think,  almost entirely afte r the fact.
Senator Sarbanes. You mean so much after the fact tha t the practice was not going on and had pre tty well stopped?
Mr. Heginbotham. We continued throughout this period to at tempt to exercise and restrain bank lending  within the agreed ceilings. In  general terms, how much our comments to banks targeted on those who were doing this practice I  have no way of knowing.

CONVERSATIONS WITH BANKS THROUGH STATE DEPARTMENT

Senator Sarbanes. You said earlie r t ha t you tr ied to do th at,  one, by your conversations wi th represen tatives o f banks in Indonesia, th at
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there were also communications with the central offices of the banks in 
this country. I s that right , through the State Departm ent ?

Mr. Heginbotham. Through the S tate Department, yes, sir.
Senator Sarbanes. A t whose instance? Was it at our initiative or

responding to the in itiat ive of the Government o f Indonesia ? P erhaps 
it was responding to the IMF ?

Mr. Heginbotham. My recollection is that  this  occurred p arti cular­
ly at the  time when the United  States in the  very early stages was con­
cerned about the initial breaches of the standby ceiling which the 
IM F reported. At that time there was indication that there was a 
part icularly  large syndication in progress and in order  to forestall  
any decisions in tha t syndication that would violate the intentions  
of the IMF and the Indonesian Government, we suggested from the 
Embassy that this matt er be taken  up through W ashing ton with the 
headquarters of the bank or banks involved.

This was the  main instance tha t stands out in my mind where we 
knew in advance enough to be able to  tr y to encourage the bank’s co­
operation. My recollection is tha t we were also consulting very closely 
with the IM F at tha t time and tha t they were aware we were doing 
this.

PRIVATE LENDERS CIRCUMVENT IM F CONDITIONS

Senator Sarbanes. Now, you had a situat ion in which the IMF 
had negotiated the conditions and yet the priva te lenders were cir­
cumventing the conditions and therefore contr ibuting to a more dif ­
ficult situation in Indonesia.

[Mr. Heginbotham nods affirmatively.]
Senator  Sarbanes. Now. did you say earlie r t ha t most of  tha t cir­

cumvention was money coming out of Europe ?
Mr. Heginbotham. Excuse me one moment.
[Pause.]
Mr. H eginbotham. Par ticu larly th is 360-day money, it was my u n­

derstanding, was coming mainly out of the Eurodol lar market. I 
really could not accurately tell you what the balance of these global 
figures that I gave you was in terms of Eurodollars , but my  impres­
sion is Eurodollar sourcing was usually the p rincipal marketing  origin 
of these funds.

Senator Sarbanes. Of course, those could have been American bank 
branches in Europe.

Mr. Heginbotham. That is correct.
Senator Sarbanes. Do you know if they were ?
Mr. Heginbotham. I  am sorry, Senator. Without  really digging 

back, I just could not tell you for  sure.

CROSS-DEFAULT PROVISIONS

Senator Sarbanes. You have made reference earlie r to the cross­
default provisions of these various  loans. Would you explain that,  please?

Mr. H eginbotham. As a layman I  will do mv best. It  is mv under­
standing tha t most i f not all of the commercial bank loans included 
what  is referred to as a cross-default provision. This  means that, if 
any loan which falls  within  the reach of other loans having cross-
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defau lt provisions, should go into default, those other  loans with cross­
default provisions would also be in default, and payable upon demand. 
This is a  device whereby a bank, even though its own loan is not in 
default,  could protec t it self in case other loans fel l into defaul t. This 
means that  you have a whole structure  of loans relating to each other, 
and if  anyone went into defaul t, it  is possible for all of the credi tors to 
call their loans on demand.

Again, we never had access to loan documents other than maybe 
in one or two random instances. As a result, I cannot tell you what 
percentage of these loans had such provisions or whether, for  ex­
ample, supplier credits had similar  provisions. I  just  don’t know.

Senator S arbanes. Now, in this very cr itical 2-week period to which 
you earlier re ferred , was th e fact tha t the various contracts had cross 
default provisions heightening of the situation ?

Mr. Heginbotham. Yes, sir, it was. It  did heighten the situation.
Senator Sarbanes. The  Embassy’s efforts during tha t period were 

directed to seeking to preclude any of the lenders from in effect ca ll­
ing a default, were they not ?

INDONESIAN GOVERNMENT TAKES STEPS TO RECTIFY SITUA TION

Mr. Heginbotham. Based on our judgment, Mr. Chairman, tha t the 
Indonesian Government had taken or was in the process of taking all 
of the steps tha t would be necessary to rectify  the situation and to 
eliminate the technical defaults,  and based on our apprecia tion tha t 
the IMF also agreed with that assessment, we felt it was our re­
sponsibility at tha t point  to try  to prevent precipitous action by 
U.S. banks at the very time that  the resolution of the problem 
appeared  in hand. We had no rulebook to go by, and i t was a question 
of our judgment of the circumstances.

So, we did in fact encourage the banks to remain calm and not to 
trigger  defaul ts which could have defeated the Indonesian Govern­
ment’s efforts to rectif  y the problem.

Senator Sarbanes. Were you in the position of having to make th at 
argument to  all of the banks or did some of the banks perceive that  
to be in the ir own self -interest and therefore not have to be argued 
with, and did you really then have to deal with only one or two ?

Mr. Heginbotham. Forgive  me. I  neglected tha t point. In a number 
of cases these loans were consortium loans  and there was a consortium 
leader or leaders who similarly  acted to keep members of the con­
sortium from trigger ing  any collapse of a par ticu lar consortium, to 
keep the consortium together. I thin k the principal uneasiness came 
in connection with some of the regional banks whose role was unusual, 
being involved in syndications. Again, I am told this. I am not an 
expert in this. The regula tory agencies had caused them to be nervous 
about thei r positions, and so their nervousness about Pert amina in 
turn was increased by the sense tha t they might  be having problems 
back home. This is my interp retation.

a small bank could call default

Senator Sarbanes. Let me ask you two questions to follow this up. 
Fir st of all, a bank that would have a relatively minor pa rt of the
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syndication would s till be in a position to call a default . Is that cor­
rect?

Mr. Heginbotham. Tha t is my understanding , sir.
Senator Sarbanes. It  could have jus t a few million dollars in terms 

of the tota l debt picture that we are talk ing about here and yet be 
in a position to call defau lt on the syndicate’s loan. Is tha t correct ?

Mr. Heginbotham. Tha t is correct.
Senator Sarbanes. Then the cross default provisions tha t app ar­

ently prevailed through all loans would have come into effect ?
Mr. H eginbotham. Tha t is correct. Please let  me clar ify two points 

in tha t respect. Th at would pu t them in to technical default and there 
would still be the discretionary judgment of  other  banks whether they 
would in fact call the loan. In  addition , there are restrainin g forces 
on any one individual bank in tha t it is a member of  a syndicate. I 
would assume there are obviously pressures from other banks fo r it  to 
stay in the syndicate as long as the conditions looked to jus tify  that.

A POSSIBL E COLLAPSE OF TH E HO USE OF CARDS

Senator Sarbanes. Well, I  can unders tand that, but the leverage a t 
work here enables a very small lender who either panics or for other 
good reasons decides tha t he just does not want to carry  this on to 
call a default. That means tha t the syndicate in its en tirety  is in effect 
calling a default . Then the cross default provisions come in  and the 
whole house of cards comes tumbling down.

Mr. H eginbotham. I would apprecia te it, Mr. Chairman, if you 
would pursue tha t question more with the banking author ities than  
with me. Unfor tunately, I am not an expert. Having never even 
examined a loan contract, I am on tenuous ground here.

Senator  Sarbanes. Well, now, you are inclined not to get the banks 
to call defaul t, given what the situat ion was. Is tha t correct?

Mr. Heginbotham. That is correct.
Senator  Sarbanes. There  were regulatory  authorit ies here w ith re­

spect to the bank lending  practices that were raising apparently  
serious questions as to the bank’s portfolio, in  effect put ting  a counter­pressure on. Is tha t correct ?

Mr. Heginbotham. That is correct.

CO MM UN ICAT IONS BETW EEN STATE DEPARTME NT AND BA NK  REGULATORY - 
AU TH OR ITI ES

Senator  Sarbanes. Did the Department of State  communicate with  
the bank regula tory authorities here in order  to diminish tha t pressure ?

Mr. H eginbotham. We did not at tempt to communicate to influence 
thei r decisions in any way. W hat we did do was to communicate fac­
tual developments which we felt they should know, which would be 
material in the ir making any judgments. For example, a t this rath er 
tense period when things were moving very rapidly in mid-February 
of 1975, we communicated immediately when the Indonesian Govern­
ment made its decisions to stand  behind Pert amina’s obligation, so the 
Federal Reserve Board and the  Comptrol ler of the T reasu ry should be
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as immediately aware as possible of the Indonesian Government 
decisions.

For tha t reason, we wanted to be sure tha t decisions were not made 
out of phase w ith developments in Jak art a, so our  main function was 
simply to keep them fully  advised. I thin k tha t durin g that  period 
and earlier  we were routinely designating our telegraphic traffic to be 
passed to the Fed and to the Treasury for that purpose, so tha t they 
were kept fully  informed.

Senator Sarbanes. Did you indicate to the banks that you were 
doing this? I mean, did the  banks understand th at you were seeking to 
lessen or diminish the pressure they were feeling  from the regulatory  
authori ties given the situation tha t existed and your encouraging them 
to withhold from declaring  defaul t ?

Mr. H eginbotiiam. We felt t ha t re lationships with the  Federal Re­
serve and with the Treasu ry, which are highly independent in the ir 
banking examination activities, were purely confidential U.S. in ternal  
matters and we were s imply providing them an information channel 
for tha t action. We did not discuss that with the bank at all, nor was 
this information intended, as I  say, to  affect the decisionmaking other 
than to provide them with the facts so that  they would not be out of 
phase with the  developments.

Senator  Sarbanes. Was the communication with the banks on the 
question of the de fault  in Indonesia  or did i t also take place back here 
by the State Departmen t to the home offices of the bank or banks 
involved ?

Mr. H eginbotiiam. I  am sorry , communications with whom? Would 
you repeat your question, please ?

EMBAS SY URGES BA NK S NOT TO DECLARE DEFAUL T

Senator  Sarbanes. You were urging the banks not to declare de­
fault.  Is  that correct ?

Mr. Heginbotham. At th at poin t, yes.
Senator  Sarbanes. Where did th at urg ing take place ?
Mr. Heginbotham. In Jakar ta.
Senator  Sarbanes. Did it take place back here as well ?
Mr. Heginbotham. Excuse me a moment.
[Pause.]
Mr. H eginbotham. The only thing th at took place here was to relay 

to the bank headquarters the assurances of the Indonesian Bank, the 
Bank of Indonesia, of its in tent to stand behind the obligations coming 
due so tha t the bank headquarters here were fully and immediately 
informed. Not all of the  banks engaged in lending to Pertamina were 
represented in Jak art a, and therefore some of this information was 
transm itted throu gh Washington.

Senator Sarbanes. Let’s get a more graphic description of this. You 
had representatives of the banks out at Jak art a. I take it you would 
meet with them at theEmbassy and say, you know, we think  this  tiring 
is being worked out. We do not want you to declare a default. Is tha t 
correct ?

Mr. H eginbotham. It  was actually a lit tle easier than that , because 
it happened tha t General Ibnu  had invited a group of 24 foreign

20-267 — 7! ■8
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bankers to Indonesia and they were all there at that specific moment, 
and so it was relatively easy to communicate w ith the bankers at tha t 
point. There were a few exceptions where we communicated through 
Washington.

DISCUS SIONS W IT H  BANKERS

Senator Sarbanes. Did you call them into the Embassy and have a 
general meeting where you communicated with them or did you dis­
cuss this with them individually ?

Mr. Heginbotiiam. I  discussed this individually with each banker.

W HA T CO MMU NICA TION S WE RE SENT  HE RE ?

Senator Sarbanes. Wha t communications were sent back to this 
country and what communications took place here? You said tha t you 
informed the banks. I take it tha t you sent cables to th e Department 
and the  Department then met with the representatives  of the banks.

Mr. H eginbotiiam. I would like to ask Mr. Domheim, who I  believe 
was here at tha t point, to comment on tha t, because I  could not from 
my vantage point.

Mr. Dornheim. We had a cable sent on March 9,1975, and it ar rived 
on the. 10th, and on th at day I  called by telephone about seven or eight 
bank headquarters, ranging from San Francisco  to New York. I con­
veyed the information which was given to Mr. Heginbotiiam oral ly by 
the Governor of the  Bank of Indonesia say ing that they were going to 
meet, and while not guaran teeing the debts, they w’ere going to say 
tha t there would be sufficient money in Pert amina’s accounts to repay 
the short-term loans as they fell due, and that all fu ture  borrowing for 
Pertamina would be done by the government. Th at was passed directly 
to the seven or eight bank headquarters, the majo r ones.

Senator Sarbanes. Were these banks not represented in Indonesia?
Mr. Dornhetm. Some were represented in Indonesia. Some may not 

have been. I am not certain.
Senator Sarbanes. Were  they the only American banks that were 

involved in loans to Pertamin a ?
Mr. Dornheim. By no means. A lot of the banks were very small 

partic ipants .

TH E FOCUS OF NER VOU SNESS *

Mr. H eginbotiiam. I  might clar ify, Mr. Chairman, tha t the concern 
really focused on two or three banks, or on syndicate leaders where the 
loans were due a t that point. That was really where the focus of nerv- .
ousness was.

Senator Sarbanes. Who were those leaders ? Do you know ?
Mr. H eginbotiiam. I wonder if  I  could provide th at to you in  wr it­

ing for the record.
[The materia l is in subcommittee’s files.]
Senator Sarbanes. Were the terms tha t the  banks obtained when 

they circumvented the  IM F restrictions by ei ther the 360-day rollover 
or the 15V̂ -year loans with heavily weighted early payment part icu­
larly  advantageous to  them?
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Mr. H eginbotham. Le t me understand  the question. Were the terms 
of these 360-day loans par ticu larly  advantageous to the  banks?

Senator Sarbanes. Yes.
Mr. H eginbotham. I  am not aware tha t the bank terms were out of 

line with commercial practices at tha t time. I  th ink the advan tage was 
simply that o f volume. I t permi tted the banks to  conduct credit activi­
ties with Pertamin a which otherwise would have been precluded p re­
sumably by the limits.

T H E  B A N K S W IL L IN G N E SS TO LE ND

Senator Sarbanes. Did any banks ever indicate to you when you 
were urging them not to engage in these loan practices and the  possible 
dangers of them tha t they really saw no danger because in the end 
they assumed that the Government of Indonesia would in fact  s tand 
behind the loans; that our country and other countries could not 
really permit the default to take place. Therefore, while you were 
telling them tha t they were engaged in a risky enterprise and so forth,  
they really saw tha t no m atter how they  went into the mat ter in the 
end they would be held harmless ?

Mr. Heginbotham. I  think tha t probably underlay a good deal of 
willingness of the banks to lend. Some of them made g reate r efforts 
than others to ascertain the under lying situation of the corporation. 
There were a number who were engaged quite deeply in t ryin g to  get 
a proper balance sheet. Also at this time, as I mentioned, there were 
a number of internationa lly outstanding  firms tha t were working with 
Pertamina  to assist it in improving its financial management. So I 
think tha t some of it was also a degree of confidence that  with this 
externa l assistance and with the evidence they saw of Pe rtamina mak­
ing an effort to improve its financial management, they could g rad ­
ually come to  rely more on the balance sheet of  the corporat ion and 
less on the ir instinct  tha t the  debts ultimately  would not be defaulted.

But  i t is difficult to assess how they balanced these considerations.
Senator Sarbanes. I  was not clear on one answer you gave, and th at 

was the question of whether the bank representatives to whom you 
were talking in Indonesia were led to understand th at the Department  
was intervening with the bank regulatory  agencies here to diminish 
the pressure they were plac ing upon the banks with respect to their 
loans.

T H E  FU N C T IO N  OF  T H E  EM BA SS Y

Mr. H eginbotham. I would like to make very clear t hat  we did not 
at any time discuss our relationships or our  communciations with  the  
Federa l Reserve or the Treasury, nor did we in any way attempt to 
diminish any pressures tha t they might have been exerting on the 
banks. Our  function was an informat ion function of making sure th at 
they were fully informed and up to date on decisions being taken by 
the Indonesian authorities.

Senator Sarbanes. I understand how you are characte rizing, what 
you are doing, but tha t was not the question I asked. The question 
was whether the bank representatives knew or understood tha t you 
were doing something even if we accept fo r the purpose of th is ques­
tion the characterization tha t it was simply for inform ationa l purposes.
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Mr . H eginbotham. Th ey  wer e no t inf orme d or  in any way  led to 
belie ve by  the  Embas sy t hat we were co mm unica ting w ith  thes e a ut ho r­
ities.

PERTAMINA SITUATIO N DURING OIL EMBARGO

Se na tor Sarbanes. D o you know wh eth er  Pe rtam in a con side red,  
giv en its  fina ncial problems,  un de rcut tin g the O PEC pr ice  in orde r 
to  sell more oil and therefor e ob tain gr ea te r revenu es to  relieve  its  
difficult fina ncia l sit ua tio n?

Mr.  H eginbotham. In  la te 1974. Pe rtam ina h ad  dif ficul ty m ar ke tin g 
some of  its  oil. Th e m arke tin g difficulties arose as I  rec all  in the  in i­
tia l ins tance because J apan  had  acquired very large qu an tit ies and its 
sto rag e fac ili tie s were  fu ll.  I t  la te r became cle ar th a t two  pa rt ic ul ar  
grades  of  Ind onesi an  cru de  w ere  d isa dv an tag ed  by the un ifo rm  price 
arrang em en ts an d as a resu lt Indo nesia  in tro duced di ffe ren tia l pr ic ­
ing of  those two  crude s. Th is  w as no t an  unusual prac tic e in  th e sense 
th at  there was a good dea l of  d iff eren tia tin g go ing  on in pric es. You 
ha d a marke r sta nd ar d in the Middle Eas t, bu t t he re  were  d iff ere nti a­
tio ns  fro m th ose  i n the Midd le Eas t also, so I  do n’t believe th a t there 
was any inference  th at Pe rtam in a was u nd ercu tti ng  the  O PEC price 
at  t ha t time.

Th ere was  a la te r ins tan ce,  how ever, in wh ich  Indo nesia  did not  
follow fu lly  one o f the  la te r O PEC  pr ice  inc reases. Thi s was when the  
tw o- tie r sp lit  developed, an d they  sta yed on the low side  of  the  s pli t.

DID WE INFLUE NC E PERT AMINA?

Se na tor Sarbanes. Were  we, the Em bas sy,  inv olv ed in  try in g to 
influence the Pe rta mina pr ic ing poli cies  i n those circumstance s?

Mr.  H eginbottiam. I f  you wil l pe rm it me, I  w ill have to  check wi th 
my co lleag ues,  because I  do not recall.

[Pause. ]
Mr . H eginbotham. Subje ct to  double-check ing  the record , Mr. 

Ch air ma n, m y  recollection i s t hat  we did m ake  a dem arche a t the  ve ry 
begin ning  a nd  t hat at  t he  t ime th e very fir st carte l pr ice  incre ase was 
made, the re  was a g lob al effort  to  a tte mpt  to ge t r es trai nt  by O PEC as 
a whole. That  is th e one ins tan ce th at  I  can specific ally  cite.

Se na tor S arbanes. O K.  Mr. H eg inb oth am , we t ha nk  you very much. 
It  ha s been  a very i nteres tin g m orn ing . We th an k y ou r col leagues. Th is 
com mit tee will now ad jou rn .

Mr. H eginbotham. Mr . Ch air man , might  I  ju st  add, and th is  is 
meant  sincerely  th at I  was pa rt icul ar ly  imp ressed  by th e very excel ­
lent  sta ff stu dy  wh ich  yo ur  sta ff executed . I th in k it  was a very fine 
job.

Se na tor Sarbanes. Tha nk  you  ve ry much . Th is  commit tee is ad ­
jou rne d.

[W hereu pon, the subcom mit tee  was recessed, to  reconvene at  10 a.m. 
on F rida y,  Oc tober 7 ,1977.]
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U nited  States Senate,
Subcommittee on F oreign E conomic P olicy

* of th e Committee on F oreign Relations,
Washington, D.G.

The subcommittee met at 10:10 a.m., pursu ant to call, in room 4221, 
Uirksen Senate Office Building, Hon. Fra nk Church (chairm an of 
the subcommittee) presiding.

Prese nt: Senators  Church and Clark.
Also presen t: Jerome Levinson, chief counsel.
Senator Churc h. Our witness th is morning is Jo hn L. Moore, the 

president and Chairman of the Exp ort- Imp ort Bank of the United 
States.

Mr. Moore, we are very  pleased that you a re a witness this  morning. 
You have a prepared statement to present. I invite you to proceed 
with that statement and then we will ask you questions.

STATEMENT OF JOHN L. MOORE. JR. , PRESIDE NT AND CHAIRMAN, 
EXPORT-IMPORT BANK OF THE  UNITED STATES

Mr. Moore. Thank you, Mr. Chairman.
May I  introduce Charles E. Gaba from the legal staff of the Bank 

and John Lentz, a loan officer, both of whom are working in  Zaire.

DEBT PROB LEMS OF DEVE LOPING COU NTR IES

* Mr. Chairman , I  appreciate  your invitat ion to appear today to  dis­
cuss certain aspects of the debt problems facing many developing 
countries. I t is my understand ing tha t in this connection you wish to 
examine with us mechanisms current ly in place to deal with debt re-

» payment problems and most pa rticu larly  the  debt repayment problem
facing the  Government of Zaire.

THE SIT UA TIO N IN  ZAIRE

Although Zaire began this decade with the  abili ty to att rac t signifi­
cant sums from international lenders and investors, the country’s dif ­
ficulties during the past  3 years have created a situation where new 
funds from either source have almost dried  up. The resul t has been 
a major credit problem for public and priva te lending  institutions.

Zaire’s cu rrent s ituation may be traced  to a sh arp expansion in its 
external debt which rose from about $300 million a t the end of 1970 to 
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$1.9 bi llion  on December 31,1976. By  th e second  hal f o f 1975 Zair e w as 
fin ding  it  inc rea sin gly  difficult to mee t its  paym ents on the se ob liga­
tions. Copper,  the coun try 's pr im ar y source of  fo re ign exchan ge,  h ad  
fa lle n in price  t o about one- third  of  its  A pr il  1974 p eak of  $1.50 pe r 
pound. Th is  s itu at ion was e xacer bated  by th e sh or t-an d me diu m- term 
st ru ctur e of  Za ire ’s deb t wh ich  cal led  fo r hea vy rep ayments du ring  
th is  period.

In  late  1975 t he  G overn me nt reques ted  ass istance  f rom t he  I n te rn a­
tio na l Mo net ary  Fu nd , an d by Ma rch  1976, Za ire  ha d dev elop ed a 
sta bi liz ati on  prog ram th at was the bas is fo r IM F au thor izat ion of 
draw ing s on a firs t c redi t tr an ch e an d on othe r I M F faci lit ies t ot al in g 
$150 m illion.  Th e sta bi liz ati on  p rogram  i nclud ed a  p led ge  by  Z aire to 
seek re lie f from  it s heavy  de bt  burd en.

THE PARIS CLUB

Ac cordingly,  those public  in sti tu tio ns  wh ich  ha d di rect  loa n o r g uar ­
ant ee exposu re, and are  known col lect ivel y in  th is  case as the Par is  
Clu b, convened in  mid-1 976 to con sider res cheduli ng  ce rta in  ma ­
tu ri ties  of  medium- and lon g-t erm  deb t. Thi s res cheduli ng  was  in i­
ti at ed  by t he  Par is  Clu b members on Jun e 16,1976. I t  cal led  fo r unp aid 
pr incipa l an d inter es t due  betw een Ja nuar y  1 .1975, a nd  Jun e 30,1976,  
plus  p rinc ip al  due  be tween Ju ly  1, 1976, an d Dec ember 31, 1976, to be 
re pa id  ove r a 9-y ear  pe rio d begin ning  on Ju ly  1, 1977. Th e in ter es t 
ra te  w as le ft  fo r bi la ter al  n egoti ati on  be tween Za ire  and  each cre di tor  
gov ern me nt.  Th e overa ll U.S. ra te  was 7.8 perce nt wh ich  inc lud ed a 
ra te  o f 8.375 p erc ent on Ex im ba nk ’s resched uled e xposure . T hi s is o ur 
st an da rd  ra te  fo r cre di ts with a 9-y ear  m atur ity .

TII E $2  00  MILLION DEBT RELIEF

Unf or tuna te ly , t he  es tim ate d $200 m ill ion  of  deb t rel ief p rovid ed by 
th is  res cheduli ng  did no t pro ve sufficient.  Thr ou gh ou t 1976 copper 
pri ces  continued at  depressed  levels , an d lat e th a t ye ar  Zaire  ap ­
pro ached the IM F fo r hi gh er  c redi t tra nc he  draw ing s. In  A pr il  1977, 
new IM F cred it to ta lin g $85 mi llio n was  gr an ted,  b ut  on  the bas is of 
a tig hten ed  prog ram inv olv ing restr ic tio ns  on th e Government , 
qu ar te rly ta rg et s fo r ce rta in  key variable s, and a revi ew mechanism. 
Th is  prog ram was based on the ass um ption , as was  t he  case in  1976, 
th at Za ire ’s c red ito rs would  gra nt ce rta in  debt rel ief . Th e Par is  Club 
was  reconvened and on Ju ly  7,1 977 , i ni tia led a r esc heduling si mila r to  
th at of  the previo us yea r. De tails  on bo th reschedulings are att ached 
to  my sta temen t as a n ap pend ix.

THE LONDON CLUB OR PRIVATE LENDERS

D ur in g thi s p eri od  the  Uni ted State s, as ■well as ot he r members o f the 
Par is  Club, hav e placed  emphasi s on co mpa rabi lit y of  trea tm en t be­
twe en publi c an d pr ivat e lender s. Th e pr ivat e len ders to Za ire  have  
forme d a “Lo ndon Club” an d are in  th e advance d stages  o f consider ­
ing how they  might  bes t addre ss th e pro blem— either  th ro ug h an  of ­
fe r of  ne w cred it or  by  d eb t resche duling. I t  is exp ected th a t a form al 
London Clu b pro posal  wi ll be prese nte d to  Za ire  in  th e ne ar  fu tu re , 
fol low ing  which  th e Par is  Clu b governm ents wi ll have  to  det erm ine
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whether such offer represents reasonable burden sharing betwen pub­
lic and  pr ivate  lenders. AVe believe that  the terms of any private offer 
to Zaire do not need to  be identical with the Paris Club reschedulings, 
but must constitute  a significant commitment which will result  in 
equitable burden sharing.

Generally speaking, Eximbank strongly supports  the use of creditor 
club arrangements, such as the Paris  Club, when a debtor country has 
defaul ted on its debt service or is about to reach t ha t point. We be­
lieve th at the creditor club offers the best available means of prov id­
ing needed support for individual countries in such a position, leads 
to equal trea tmen t among lenders, brings  cooperation and order to 
difficult situations, and results, ultimately, in a greater likelihood of 
repayment. These advantages are further  enhanced when the arrange­
ments can be related to an IM F stabiliza tion program designed to 
improve the coun try's financial position.

EFFECT OF TIIE RESCHEDULINGS

The reschedulings tha t have been proposed to date by the Paris  Club 
have been acceptable to the participants and generally have accom­
plished the basic purpose o f the rescheduling. F urth er, the matter  of 
comparability of debt relief treatment is usually addressed in a Paris 
Club m ultila teral agreement by the inclusion in the agreement of an 
nondiscrimination  clause in which the debtor pledges to seek simila r 
relief from credito r countr ies not part icip atin g in the Paris  Club and 
other nongovernment creditors holding s imilar  types of debt.

Some developing countries view their debt service obligations as an 
impediment to growth and would like to have the ir payments re­
scheduled or forgiven. Resechedulings in these cases would not be a  
matter of financial necessity, however, and would actually be a form of 
development assistance. Eximbank does not believe that debt resched­
uling is appro pria te in these circumstances and supports convening a 
creditor club only when it is clear that a country cannot service i ts 
debts.

e x im b a n k ’s ex pe rie nce in  zaire

Let me now turn from the general to  the specific and discuss Exim- 
banlus recent experience in Zaire. Our exposure on August 31, 1977, 
was $435.3 million. Roughly  70 percent of this total,  $307 million, is 
represented by exposure on a single project, the Inga-Shaba electric 
power transmission line. O ther significant cases include jet a irc raf t on 
which we have a $44.4 million exposure and  the fi rst P aris Club debt 
rescheduling which involves an exposure of $27.1 million. Exim bank’s 
exposure on the second rescheduling, estimated at $26.8 million, has not 
yet been segregated from the individual c redits o r guarantees.

TH E INGA-SHABA LINE

The most troublesome of these cases has been the Inga-Shaba  tra ns­
mission line—a 1,100 mile d.c. line designed to carry power from the 
Ing a hydroelectric site near  the Atlantic Ocean to the copperbelt in 
Shaba province. In  November 1973, Exim bank approved  financing 
suppo rt for this  p roject  consist ing of direct credit and guarantees on 
priva te credits to talin g $238.5 million.
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EX PO SU RE  OF REPA Y M EN T

Beca use of  worldwide infla tio nary tre nd s it was ap pa re nt  by mid - 
1975 that  t he re would be a subs tan tia l cost  ove rru n on the proje ct.  In  
Decemb er of  th at  yea r, Ex im ba nk  rece ived  an  ap pl icat ion to  finance 
$68.5 millio n of  ad di tio na l U.S . costs. Th is  case posed a dile mm a fo r 
the  Bank.  On the  one hand, we and the  pr ivat e len der s ha d disbursed 
vi rtua lly  a ll of  the o rig inal  finan cing, lea vin g us w ith  a large expo sure 
the rep ayme nt of w hich could h ave been in j eo pa rdy i f the  pro ject  were 
not completed. On th e othe r h an d,  Z air e’s ex ter na l finances were  com­
ing u nd er  incre asing  pressure  and  payme nts  du e externa l c red ito rs,  in ­
clu ding  Ex imbank, were many  mo nth s in ar rears.

Our  in iti al  position was  to con tinue su pp or t fo r the projec t as we 
rem ained convinced of  the  importa nce of pr ov id ing ad di tio na l pow er 
to  the  Shaba copperb elt  which  cou ld resu lt in  e xpanded copper sales  
and forei gn  exchange  ea rnings. We  di d, how ever, es tab lish a  co nditio n 
th at  Za ire  set  up  an exte rnal accoun t in to w’hic h f oreig n exch ang e suffi­
cie nt to  meet Ex im ba nk ’s dir ec t an d gu aran teed  debt serv ice on the 
pro jec t wou ld be pa id  b y the Go vernm ent’s cop per  m arke tin g agency. 
Suc h paym ent s were  to  be ma de on a mon thl y bas is and directl y 
af te r rec eip t of  fund s by  the agen cy fro m the pu rch asers  of  Za ire ’s 
copp er.  I t  was on th is  bas is th at Ex im bank , fol low ing  the req uired  
review of  th is  case by the  Con gress, au tho riz ed  the ad di tio na l $68.5 
mill ion of  loan an d gu aran tee fina ncing fo r the projec t on A pr il  6, 
1976.

THE CONCERN OF U.S.  COMMERCIAL BANKS

By  mid-1976 it  becam e clear th at ce rta in  U.S. commercial  banks 
were conc erned th at Ex im ba nk , th ro ug h the above arr angeme nt,  
might  ob tain a pr io r secu red posit ion  fo r its  In ga -S ha ba  e xpo sure to  
th e de tri men t of  th ei r ex ist ing  cre dit s. No tw ith sta nd ing len gthy  dis­
cussions, two  ins titut ion s, Ci tib an k and Ban ke r’s Tru st  Company, fe lt  
so s tro ng ly  about, the m at te r th at they  filed su it ag ains t Ex im ba nk  in 
Au gu st 1976, al leg ing  indu cem ent  to  b rea ch o f co ntr ac t b y Ex im ba nk  
resu lti ng  in de pr ivati on  of  th ei r pr op er ty —in  th is  case a contr ac tual 
ri ght—w ith ou t due process of law.

ZA IRE IN SIS T S  ON  SETTLEM EN T OF  DIF FE RENCES

W hile  we believed th at  these act ions could  be successful ly defend ed,  
th ey  did  cause the  Govern ment of  Za ire  to  request  a sett lem ent  of  these 
diffe rences before  it  wou ld conclude the un de rly ing agreem ents . F o r­
tu na te ly  fo r all  concerned, a set tleme nt was  reache d th at pe rm itt ed  
the suits  to  be w ith draw n,  a nd  all agr eem ents were  s igned in Octo ber.

Th e set tleme nt cen tere d on a redefin itio n of  the paym ent ar ra ng e­
me nt to ap ply to all ad di tio na l Ex im ba nk  d ire ct or  gu ara nteed cre dit s 
ra th er  t ha n the  o rig inal  approa ch  t hat  inc lud ed am ounts  al ready ou t­
sta nd ing . I  am pleased to  re po rt  th at the revised arr an ge me nt  has 
fun ctioned as pla nn ed  an d th a t Ex im ba nk  an d its  g uran teed  lender s 
are  c ur re nt  on  th e debt serv ice due  on  o ur  $68.5 m illi on of  su pplem en­
ta l fina ncing f or  the  pr oje ct.

Th is special  pa ym en t ar rang em en t with  Za ire  rep resent ed ou r re ­
sponse to  a most d ifficu lt cre di t and pro jec t problem and it  should no t 
be  c ons idered as a general  Ex im ba nk  m ethod of sec uring our  tr ansac -
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tions  in  dev elopin g cou ntri es. We  will con tinu e to  ana lyze each case 
individu al ly  an d to seek solutions which  we believe will  be effec tive 
in  th e p ar ticu la r situa tion.

RECENT PAYMEN T EXPERIENCE WITH  ZAIRE

Our  recen t p ayme nt experie nce  w ith  Zaire has been  m ixed . As  noted  
above, we are cu rre nt  on ou r supp lem ental  financ ing  fo r the In ga - 
Shaba proje ct  a nd  we did  receive t he  i ni tia l Ju ly  1, 1977, p ay men t on 
th e 1975-1976 resche duling. Sub seq uen t to  Au gust 10, 1977, however , 
su bs tan tia l amounts  of  in ter es t due  Ex im ba nk  an d its  gu aran teed  
lender s have fa lle n due. Unp aid in terest and fees cu rre nt ly  to ta l 
$10.3 million. U nt il  these am ounts  a re received, we hav e s usp end ed all  
proje ct disbursements  a nd  h ave  so adv ised Zaire. We  a re hope ful t hat 
these payme nts  will be made in  the ne ar  fu tur e.

19 78  WIL L BE DIFFICU LT FOR ZAIRE

We  belie ve t hat  1978 w ill also be a d ifficu lt year f or  Za ire ’s economy. 
Copper prices  show no sign of  recove ry fro m th ei r pre sen t level s and 
the  co un try ’s debt bu rden , inclu din g a lar ge  acc umula tion  of  ar re ar ­
ages  to  lender s an d supp lie rs,  wi ll con tinue to be a factor  red uc ing  
forei gn  exc han ge avail able fo r othe r needs.  Nonethe less , th is  va st 
na tio n has subs tan tia l ag ric ul tu ra l, energ y, and m ine ral  resources  th at  
wi ll be  develo ped  over time.  T o p ermit t h a t de velopm ent  to occu r in  an  
orde rly  m anner, th e co un try  w ill have  to  exercise g re at  ca re in  as sum ­
ing ad di tio na l debt so th a t its  e xterna l accounts may be brou gh t into 
balanc e a nd  con fidence r estored.

Mr. Ch air ma n, I  w ould be p leased  to  answ er any  ques tions the  com­
mi ttee m ay have.

[The  ap pe nd ix to t he  sta tem ent f ol lows:]
ZAIRE-PARIS CLUB RESCHEDULINGS—SUMMARY OF TERMS

1975-76 rescheduling 1977 rescheduling

Date of  Paris Club Agre ement ............. June 16,1976_____________________
Type  o f debt covered_______________  Medium and long t erm______________
Maturi ties rescheduled______________Unpaid princ ipal  and inte res t due from

Jan. 1, 1975, through June 30, 1976, 
and principal due from July  1, 1976, 
through Dec. 31, 1976.

Estimated Paris Club exposure covered.  $200,000,000 ...........................................
U.S. exposure cov ered.......................... .  $39,000,000._______ _______________
Eximbank exposure covered_________ $27,100,000_________________________
Rescheduling period:

(a) 15-percent in itia l paym ent. .. . 2 annual insta llments due July 1,1977, 
and July 1, 1978.

1975 exoosure repaid in  14 semiannual 
installm ents  beginn ing Jan. 1, 1978. 
1976 exposure repaid in 14 semi­
annual installm ents  beginning Jan. 1, 
1979.

9 y r______________________________

Interest rate:
(a) U.S. overa ll rate____________ 7.800 percent_______ ______________
(b ) Eximbank ra te ..........................  8.375 percent............................ ...............

Status of United States-Za ire Bila tera l Signed June. 17, 1977_________ ____
Agreement.

Status of rescheduling payments due Current— last payment on Ju ly 1,1977, 
Eximbank. ins tallment of $5,800,000 received

Aug. 5,1977.
Status of commercia l bank credits Claims tota ling  $20,000,000 paid in 

guaranteed by Eximbank. Ap ril 1977.

(b ) 85-percent subsequent pay­
ment.

July 7, 1977.
Medium and long te rm.
Unpaid principal and inte res t due f rom 

Jan. 1, 1977, through June 30, 1977 
and principal due from July  1, 1977, 
through Dec. 31, 1977.

$180,000,000.
$50,100,000.
$26,800,000.

3 annual insta llments due July  1, 1978. 
July 1, 1979, and July 1,1980.

12 semiannual installm ents beginn ing 
Jan. 1, 1981.

Overall term from date of Paris Club 
agreement through last insta llment.

9 yr.

Under discussion.
Do.

Draft being prepared fo r presentation 
to GOz.

None due un til July  1, 1978.

No claims received.

Senator Church. Thank  you very much for your testimony.
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TH E REASONS FOR ZAIRE’S RAPID ACCELERATION

You began your testimony bv noting  that Zaire’s externa l debt 
rose sharply in 1970 and 1974. What was the reason for this rapid 
acceleration ?

Mr. Moore. A t th at time, as I  understand it, since I  was not at the 
Export- Imp ort Bank then, the futu re of Zaire was considered to be 
very bright,  it  was thought to  be the Brazil  of Africa . There was con­
siderable in terest from both government lenders and p riva te banks in 
investing money in loans in Zaire. It  was believed that  the vast re­
sources in copper would pay for  the development of the country and 
thus make it extremely credit worthy for lenders. At that  time the 
price of copper rose to $1.50 a pound.

Senator Church. So th at the  eagerness of priva te commercial banks 
to lend to Zaire was a factor in  thei r general opt imistic assessments ?

Mr. Moore. I am sure that must have been a factor.

TH E SIIORT-TERM STRUCTURES

Senator Church. In  your statement, you also note  tha t short- to 
medium-term structu res in Zaire’s debt exacerbated the situation. 
What do you mean by that exactly? You say Zaire was financing 
long-term projects with  sharp  medium to long-term loans.

Air. Moore. Yes; at least in part . Banks, of course, generally lend 
their money on up to 5 year terms which we call medium term, so to 
the extent tha t Zaire relied on borrowings from priva te banks they 
would have been faced with repayments over a period not exceeding 
5 years. Our lending, of course, tends to be on a longer  term basis for 
longer lendtime projects—that is, with repayments  up to 10 or 12 
years aft er completion of the construction.

HOW DID OIL PRICE HIK E AFFECT ZAIRE?

Senator  Church. H ow did the oil price hike affect Zaire? It  went 
up between 400 and 500 percent.

Mr. Moore. Air. Lentz tells me tha t Zaire has oil of its own offshore 
on which its income about offsets it s own oil costs so it  was not tha t 
significant a factor in  Zaire’s case.

Air. Levinson. It  is the general recession induced by the oil price 
increase which impacted upon the price of copper in terms of the reduc­
tion of economic activity in the indust rialized  countries rath er than  
the direct  effect, is tha t correct ?

Air. AIoore. I believe tha t is an accurate statement.

RESCHEDULING ZAIRE’S DEBT IN  19 78

Senator Church. Now Zaire’s debts were rescheduled in 1976 and 
again in 1977 and from what  you say about current copper prices I 
would have to judge tha t you are going to need to go back to Par is and 
reschedule again in 1978, is that not  correct ?

Air. AIoore. That is correct. AVe anticipate being called to Par is in 
late 1977 to discuss that.
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WH Y ANN UAL  RESCHEDULING

Senator  Church. What is the po int of rescheduling only 1 year at  a 
lime?  Why don’t you reschedule for 2 or 3 years? It  would reduce the 
cost of air  fare to Paris  among other things.

Mr. Moore. It  has not been that  way. If  you read the history, it tends 
to be done for a year at  a time. I  suppose it is the reluctance of  lenders 
to reschedule debt in the hope tha t the economy will turn  around and it  
won’t be necessary to reschedule the whole debt on such a long term.

Senator Church. Is this  annual  rescheduling  a way to keep the pres­
sure on Zaire to  shape up its  finances, keep abreast of its repayments ?

Mr. Moore. I thin k tha t is true. We feel tha t o ther pressures are in 
order at all times and we have urged them to pay us promptly.

ZAIRE AGAIN IN  ARREARS

Senator Church. In  Zaire’s case though the process is failing in tha t, 
as you have testified, Zaire is again in  ar rears in its interest payments 
to the Eximbank, isn’t tha t correct ?

Mr. Moore. Well, it will vary from time to time. We did receive 
payments due in July  and early A ugust in  the approximate amount  of 
$5 million which brought Zaire current in i ts obligations to that  time 
and enabled them to make a fur the r drawing on thei r Inga-Shaba 
powerline credit of about $10 million. Since tha t time they have not 
made the required payments, as I noted in  my statement.

Senator  Church. And curren tly Zaire is in arrears to your bank?
Mr. Moore. That  is right.
Senator  Church. T o your knowledge are  other governments being 

paid on time by Zaire ?
Mr. Moore. I think this  situat ion is simila r to ours; I think they 

are not. My impression is th at we have received as much payment as 
have other governments and possibly more since we perhaps are maybe 
one of  the only ones stil l d isbursing and therefore have an additional 
lever.

DOES ZAIRE OWE OTHERS?

Senator Church. I s Zaire also in arrears on loans from other  U.S. 
'Government agencies ?

Mr. Moore. I believe they are—on Public Law 480 and the Defense 
Department debt, I  think t ha t the total  amounts th at we speak of here 
are about 70 percent of the U.S. Government debt in Zaire.

Senator Ciiurcii. They are in arrears on Public Law 480 loans and 
also on milita ry sales loans ?

Mr. Moore. That  is correct.
Mr. Levinson. P erhaps you want to get a full picture  from AID 

and other agencies in terms of how much is owing and how much is 
in arrears.

Senator  Church. Yes, I thin k tha t would do it.
As I understand it, Zaire also owes an estimated $400 mil lion in 

unguaranteed loans to foreign priva te banks. H as Zaire also defaulted 
on its priva te bank loans ?

Mr. Moore. I  believe they are in default on obligations to repay 
princ ipal but are roughly up to date on in terest payments. The prin-
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cipal payments have no t been paid  to the priva te banks but are being 
paid  by Zaire into a blocked account at the Bank for Inte rnat iona l 
Settlements and I think they are reasonably current on those pay­
ments, too.

Senator  Church. Would th at be kind of  an escrow account ?
Mr. Moore. Like an escrow although I  understand th at the Govern­

ment’s Central  Bank of Zaire can draw those funds for any purpose. 
They have agreed with the lenders to leave the  funds there but as fa r 
as thei r relations to the Bank of  Inte rnat iona l Settlements , they can 
draw them out. So i t is not exactly in escrow, Mr. Chairman.

TH E COMMERCIAL BANKS ARE IN  BETTER SHAPE

Senator  Church. I gather then that  curre ntly at least the com­
mercial banks have had the interest paid on their  loans to Zaire and 
the princ ipal is being paid into an account so that they are relative ly 
in better shape than you are, wouldn’t you agree ?

Mr. Moore. I  th ink tha t at  the present time they are  in be tter shape 
because Zaire has been in default  to us since August 10.

Mr. Levinson. Perhaps you could tell us what the conditions are 
on the part of the banks, the princ ipal that is owed to the Bank of 
India , to settlements.

Mr. Moore. The condition is th at the $250 million additional credit 
discussed at the London Club meetings will have been arran ged satis­
factor ily to the  Government of Zaire. T hat  $250 million financing has 
not yet been arranged.

Senator Church. Where is that  to come from ?
Mr. Moore. It  is to be raised by subscription  from the private  bank­

ing sources.
Senator  Church. You mean they are now in the position where 

they have to  raise $250 million more to the sat isfaction of the Govern­
ment o f Zaire  be fore they can obtain the money that  Zaire owes them 
on previous loans ?

Mr. Moore. Right . I understand that to be a condition under  the 
tenta tive arrangements arrived at in the London Club.

Senator Church. Well, isn’t that a situation where the debtor 
country has the creditors  over the barrel ? I mean it  seems to me-----

Mr. Moore. Well, in a sense.
Senator  Church. Creditor companies raise an additional $250 mil­

lion from a special account or get money tha t is due them on previous 
loans.

Mr. Moore. Yes, bu t it derived from the result  of the Paris Club 
meetings where the official lenders agreed to a rescheduling of a p or­
tion of thei r debt only on the unders tanding tha t comparable trea tment 
would be accorded by the other creditors. The London Club then 
convened to discuss some arrangement  comparable with the Par is 
Club, and they suggested an additional credit which was not too differ­
ent from the amount they were to be repaid  by the time they were 
going to raise the addi tional credit.

TH E PARIS CLUB AND TH E LONDON CLUB

Senator Church. I  see. I  am intrigued with the Pa ris  Club and the 
London Club. The Paris Club consists of the lenders in the public



121

sector and  the London Club consists of lenders in the private sector.
Mr. Moore. Right .
Senator Church. Now when you meet in P aris to decide to resched­

ule, which is simply a way to accommodate the borrower, and you 
condition tha t upon a comparable arrangement being made between 
Zaire and the members of the London Club, how can you assure your­
self tha t the commercial banks will agree to comparabi lity?

Mr. Moore. Well, it is another factor involved in the decision to 
reschedule 1 year to which you alluded earlier, at a time and the 
implication is tha t at the next reschedulings if there has not been 
comparable rescheduling or refinancing afforded the other debt then 
the Par is Club will probably require such arrangements to be con­
cluded before a rescheduling is concluded for the  subsequent year. We 
don’t have any direct relations with the priva te lenders, we have it 
only with the Government of Zaire, so we have bilateral discussions 
in the sense tha t the lender is on the one side and the borrower is on 
the other at  two different places.

Senator Church. I would like to examine the kind of comparability  
tha t is actually realized in  this  case. This  special fund  has been set up.

I will come back to my questions in a moment. Senator C lark, would 
you like to ask a question now, please? You ask the questions when­
ever you wish, please.

THE AN ALYSIS OF EX IM BA NK

Senator  Clark. I  just  really had one question in regard to your 
presentation. I read most of it and so fo rth. I assume obviously the 
Eximbank is not a priva te bank but if I were making a loan from 
a private bank obviously the bank would be somewhat interested  in 
my managerial ability  on my borrowing a lot of money and then 
my own financial record, my sense of responsib ility; in other words, 
the likelihood of my managing tha t money in a way in which it 
could be paid back. Do you make such an analysis in terms of the 
Eximbank in terms of the government tha t is borrowing money?

Mr. Moore. Yes, sir. I cannot speak fully to the procedures of the 
Eximbank in 1972 and 1973 when these loans were structured but only 
as I found the situat ion in the Bank when I came in May of this 
year and subsequently. We make a very careful analysis of the credit, 
the borrower, and the experience with repayments of debt.

Senator Clark. Would tha t not have been required under the law 
prio r to your coming in ?

Mr. Moore. Yes.
Senator Clark. W hat kind of analysis do you make? W hat is your 

own judgment and analysis of the present  government of Zaire and 
its ability to manage its financial affairs, its ability to repay loans, 
its soundness, financial record and that  kind of thing ?

zaire’s ability to repay

Mr. Moore. Well, they are in an extremely difficult circumstance 
now with insufficient funds to service their debt as i t was o riginal ly 
set up. We hope very much tha t in  cooperation with the Internatio nal 
Monetary Fun d they will be able to impose the restrictions on their 
own economy tha t will be necessary to accomplish this or work out



122

this  difficult situation. Tha t is always hard  to do because to cut back 
on imports means a severe restriction on the standard of living of 
the people in the country and probably creates additional unemploy­
ment and more difficult situations domestically, and tha t is always 
a problem. The government does seem to be stable in the sense of 
being in power for a number of years, and we are very hopeful that  
they will be able to come th rough  this extraordinarily  difficult year.

Senator Clark. Aly question was a little  different really than  the 
one you answered. Aly question is, how do you assess the government 
of Zaire and its ability  to deal with these problems based on its 
financial record and the kind of leadership because it is ruled by 
an absolute ruler, of course, which is the very stable President Alobutu under  a milit ary takeover but is tha t the kind of government tha t 
you feel is going to really repay loans and manage its affairs and has the financial ability and the managerial ability  to do tha t?

Air. AIoore. This pa rticu lar one or tha t structure of government? 
Senator Clark. This part icular government.
Air. AIoore. It  is ha rd for me to answer you, Senator. I have been 

here and watching them monitor ing this situat ion closely only since 
Alay, so I am not sure my experience qualifies me to answer that. 
Air. Lentz does point out an additional factor that  I didn’t mention 
earlier which in th at the IA1F conditions require the meeting of man­agement tests which should help.

TH E EFFECTS OF A CORRUPT FORM OF GOVE RNM ENT

Senator  Clark. Yes, th at is true. The reason I  raised the question, 
and I will stop at that.  I  t hink  i t is pretty  well granted tha t the gov­
ernment, from top to bottom through out the structure , is a very cor­
rup t system. People get cut in at almost every level. People in gov­
ernment have thei r own families and others in charge of most or 
many of the key financial centers. I am just curious whether those 
things  are taken into consideration in terms of the Eximbank and 
its willingness to part icipa te and its willingness to become involved and so forth in that kind of an undertaking .

I am just not sure th at I  agree the IA1F agreements of a year ago are 
going to be he lpful and useful. I don’t know why they were not re­
quired earlie r but it seems very difficult to me to view 'that situation 
in Zaire given the present government. I assume that  all these debts are really going to be paid at  some point.

WITAT WOULD BE TA KE N INTO  CONSIDE RATION NOW

Air. AIoore. I agree, Senator. I don’t have direct knowledge, nor 
do we at Eximbank, of what you speak. Of course we hear reference to 
them. If  we were in a position of considering a new credit in Zaire, 
there is no question that  we would obtain the best information we could on that  kind of subiect, and if it were indeed true in our view 
we would not extend credit in such a situation. AVhere we are at this 
point of course, is very different because in order to have credit re­
payments extended it is a ouestion of arriving  at that  system which 
s best designed, in very difficult circumstances, to allow a country
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to make some payments, which is the reason for the reschedulings.
Senator Clark. And you don’t know whether tha t was taken into 

consideration or not by your predecessor or predecessors?
Air. Moore. Oh, I think they were and at tha t time they must have 

viewed the situation considerably more favorably  than  I would be 
inclined to view it today in reading the newspapers.

Senator Clark. Thank you, Air. Chairman.
Senator Church. Certainly, Senator.

A BLEAK FUTURE IN  COrPER TRICES

I th ink most exper ts see a bleak fu ture  in copper prices a t least over 
the next few years. Zaire is competing with other financial countries 
like Peru for what in actual ity is a shrinking copper market, so that 
being the princ ipal source of foreign exchange fo r Zaire it is hard to 
say what the long-term solution to Zaire's debt will possibly be. If  
we just are rescheduling the  debt now and the  public sector is involved 
in it, the private sector is becoming involved although from what  I 
know of the arrangements the prefe rential treatm ent has been given 
to the private sector and I don’t see much prospect for gett ing this 
problem solved.

Air. AIoore. I would have to agree that the copper price future is 
bleak at  this point. If  the general world recession changes—and tha t 
is not going to happen overnight, it will take some years—perhaps 
the demands for copper will go up. Of course there is a large supply 
of copper and I cannot say i f the world demand goes up t ha t copper 
prices will  rise tha t much. Certainly it is logical tha t at some point 
they would. In  addition, they must be very  careful in the successful 
management of allowing Zaire to accomplish a workout.

equitable burden sharing

Senator Church. W hat  you are really calling for is a miracle. We 
are going to have the combined worldwide recovery th at will have a 
highly beneficial impact on copper prices with internal competence 
of a rare order. I  would not want to lay any odds or pu t any money on 
the odds tha t that represents. B ut you have got a lot of money at  stake 
and you speak of the—what is the term you need, equitable burden 
sharing. 'Well, given the arrangement Zaire has made to the commercial 
banks respecting their  loans and the arrangement  that has been made 
with the public sector bank, do you think th at equitable burden sharing 
has been achieved ?

Air. Moore. 'Well, first, the arrangement  with the private banks 
has not been finalized which is a disappointment  to the official lenders 
because we would have hoped it would have occurred before now. The 
official lenders have said the arrangements with the private bank 
should be comparable, should represent equitable burden shar ing. This 
has been repeated to the Zaire Government whenever we have had the 
opportuni ty. The understanding we had was th at something roughfv 
comparable would be the arrangement, and it is hard to say until  you 
get back into the Par is Club what all people would regard as roughly 
comparable but I would cer tainly think tha t something on the order
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of a 5-year credit with perhaps a 2-year grace period and a repay­
ment over 3 years would be acceptable. That  is shorte r tha n what the 
official lenders have offered, but perhaps something of tha t nature 
might be regarded as comparable.

ONE HUNDRED AND EIGHTY-DAY CREDIT

As I  understand what the  private banks a re presently discussing, it 
amounts to a 5-year credit but there must be repayment of the credit 
every 180 days which we do not—at least I personally do not—regard 
as comparable.

Mr. Levinson. Tha t is not a 5-year credit.
Mr. Moore. It does not seem to be.
Mr. Levinson. Tha t is a 180-day credit which has to be repaid and 

if it is not repaid  then there is no financing.
Mr. Moore. I  arrive  at the same conclusion. There are different arg u­

ments made in th is approach, but it is not my place to make them. I 
think Mr. Friedman might give them to you when he testifies.

BURDENS ON TH E TAXPAYER

Senator Church. You see, what concerns me and I th ink other mem­
bers of this committee is that  the Eximbank, the other public sector 
banks, the IMF, the international agencies operat ing in the public 
sector are going to become invloved one way or another to a g reater  
and grea ter degree in leaving out more of its demands so that in the end 
the burden is shif ted on the private banks t hat  made the loans in the 
first place for profitmaking purposes, and assumed the risk theo­
retically.

Do the governments tha t comprise these public sector institu tions 
and through the governments the taxpayer pay ? Th at would be unjust, 
and indefensible, but it looks to me like we are beginning to move 
down th at path  in Zaire and if tha t becomes a pattern,  then we will 
be going down that path  again and again. For example, some of the 
priva te bank loans were guaranteed, were they not, by the Export- 
Import Bank ?

Mr. Moore. That is right.
Senator Church. And when the Government of Zaire defaulted on 

those loans you had to make good on your guarantees .
Mr. Moore. On the defaulted installments due prio r to 1977, tha t 

is correct.
PAYING THE PRIVATE BANKS

Senator Church. Yes. So your guarantees took the risk out of the 
loans by the private banks and when the defaul ts occurred you began 
paying the private banks under the terms of the guarantee and then 
you had  to reschedule those pr ivate  bank loans with Zaire a long with 
the di rect loans we have made to th at country, i sn’t tha t correct ?

Mr. Moore. T hat  is correct, Mr. Chairman. We considered in our 
exposure and under  our control the guaran teed portion of the loans 
as well as the portions we have disbursed directly,  and the figures I 
have given in my statement include the guaranteed portions of the 
loans.
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GUARANTEES OF THE  U.S.  GOVERNMENT

When I spoke of the priva te bank debt, I spoke only on the 
unguaranteed priva te debt. An additional point is th at when bankers 
put out their money against the U.S. Government’s guarantee they 
have an entirely  different kind of credit—tha t is a different kind of 
expectation and a different kind of retu rn—from what they might 
have if they were making  an unguaranteed priva te loan to the 
Government of Zaire.

Senator Ciiurcii. Well, when you say you have stopped extending 
further  credit to Zaire, do you include in tha t fur ther guarantees to 
commercial banks loaning money to Zaire ?

Mr. Moore. Yes, Mr. Chairman.
Senator Church. As well as direct credit ?
Mr. Moore. As a present policy. Now it could be tha t as a part of 

rescheduling—although this has not happened before as a pa rt of 
rescheduling—all of the official lenders might decide to extend some 
pro rata  additional loans. I t is not common but I would not want to 
rule out tha t possibility if it were discussed. As far  as considering 
new projects now, no, we would not.

eximbank’s policy

Senator Church. As far  as your own policy is concerned, you are 
extending no fur the r credit, is tha t made conditional upon Zaire’s 
continued defau lt? In  other  words, if the Government were to pay 
what is now owing the Eximbank, you would then consider changing 
the policy ?

Mr. Moore. I  don’t believe so, Mr. Chairman,  as f ar as new projects 
are concerned unti l we were satisfied tha t the management of the 
Zaire economy turn ed around. Fu rth er disbursements on existing 
contractual obligations would, of course, be resumed if they brought 
their  debt current.

Senator Church. I f  this problem can’t be solved, is your concept 
of equitable debt sharin g such th at the commercial banks would lose 
on the ir loans in  the same degree tha t the public sector banks would 
lose? In  other words, equitable debt sharing means tha t if you both 
made a bad barga in, extended credit par tly on the capacity of a 
country to repay the count ry’s defaults, then the commercial banks 
take thei r share of the  loss along with the public sector banks.

Mr. Moore. I would agree with that . I thin k the likelihood, based 
on past experience with reschedulings, is that you don’t come to a point 
in time where you actually have a loss. What  you do is a concessional 
rescheduling over a very long period of time, and I thin k that the 
official lenders would do this unless the priva te banks would share 
tha t entire loan on the  same basis. We have not been requested to do
that.

Senator Church. The concessional reschedulings simply hide the 
loss?

Mr. Moore. It  does in the sense of the opportuni ty to relend the 
money and on a faster repayment schedule. Bu t in most reschedulings 
we expect to receive interest on a current basis at whatever our current
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rates are so it is not concessional as to interest rates in most circum­
stances and that  has been true  so far in Zaire.

Senator Church. But i t is concessional in terms of the stretchout in  
the length of time in which the capital itself will be repaid ?

RESCHEDULING OF PAYMENTS

Mr. Moore. So fa r we have rescheduled payments due in 1976 and 
1977 and part  of those due in 1975. I f we had been p aid those install ­
ments tha t have been rescheduled, we could have re lent the funds over 
the 9 years that we have extended them to Zaire. So to that extent 
you are right. The rescheduling exercise is concessional and that is why 
the official lenders wanted comparable treatment with the private  
lenders.

Senator  Church. I  think th at is all the questions that  I have.

HOW MANY OTHER COUNTRIES I N  SH AKY  CONDITION ?

Let  me ask you this  question. How many other countries to which 
the E ximbank lends large sums of money are in th is shaky condit ion ? 
Is this as shaky a condition now as Zaire or a comparable posit ion ?

Mr. Moore. None other is as shaky as the Zairi an situation. There 
are some other situations right now to  which you see reference in the 
newspapers, such as Turkey and Peru , that are most difficult at this  
point. They are cer tainly  not in the same position as Zaire and I  hope 
the programs they are working on—such as the I MF—are successful. 
They have not  requested rescheduling, but  should they do so, I would 
expect th at the conditions would tu rn around sooner than the one in 
Zaire. I cannot say tha t for certain.

Senator Church. Thank you very much. I  have no furth er questions.
Mr. Levinson. May I clear up this po int ?
Senator Church. Yes.

who gets paid and who does not?
Mr. Levinson. To jus t go back to this  question of who gets paid  and 

who does not, when you made reference to the fact  that there was a 
suit at Bank er’s Trust  and Citibank against Eximbank because you 
had the special arrangement  on the Inga-Shab a and that they claim 
that  Eximbank was securing a more favorable payment position for 
itsel f tha n the banks have, does it seem to you now tha t the banks are 
going one step fur the r and argu ing tha t they should be considered 
bette r than official creditors, especially in Zaire ?

Mr. Moore. I am not sure I understand that argument. Are they 
put ting forth tha t argument ?

Mr. L evinson. Yes. Essentia lly they are that in your shopping ar ­
rangements you have preferential treatment. Now they seem to be say­
ing that you should accept as comparable this  180-day alleged 5-year 
payment. I don’t know whether you know what front end charges  on 
that  a re supposed to be. Have you inquired as to  what the fron t end 
charges are ?
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Mr. Moore. We are entitled to know all of  tlie terms when we get the 
comparison in November.

Mr. Levinson. Would you take  that  into account in determin ing 
whether that is comparable and equitable ?

Mr. Moore. Yes. 1 think  we will take all factors into consideration.
Mr. Levinson. You would be entitled to ask and you would take  tha t 

into account ?
Mr. Moore. We would be entitled to ask the  Government of Zaire, 

yes, sir.
Mr. L evinson. As p ar t of the out of settlement in connection with 

the suit again st you if one of the banks asked for assurances th at the 
U.S. Government would in effect bail out Zaire if  it  could not meet its  
obligation on the par t of the banks ?

Mr. Gaba may have some knowledge of that.
Mr. Moore. I  understand from Mr. Gaba th at t ha t sor t of condition 

was proposed but it was not agreed to.
Mr. Levinson. It was not agreed to ?
Mr. Moore. It  was not.
Mr. Levinson. They did ask fo r it.

SUPPO RT FOR THE PARIS  CLUB  ARRANGEMENT

Now you said tha t you strongly support the arrangement such as 
the Par is Club. Is i t fair  to sum up the situat ion so fa r th at under th is 
arrangement what we have got essentially, as you say on page 3, or 
what has happened is that  the governments which have loaned money 
to share are not getting paid despite generous and repeated schedul­
ing? The IM F provided $235 million in financial assistance and at 
this time at least only five of the banks are getting  repaid.

Mr. Moore. The priva te banks a re receiving interest curre ntly and 
there is a condition on receipt of payments principal.

Mr. Levinson. And you have made it known to the private banks you 
don’t consider this equitable burden shar ing ?

Mr. Moore. We have said  that we didn ’t regard this as comparable, 
yes, sir.

Senator  Ciiurch. Thank you very much fo r your time.
Mr. Moore. Thank you.
Senator Church. That concludes the hearing  thi s morning.
[Whereupon, at  11 a.m., the subcommittee adjourned.]





THE WITTEVEEN FACILITY AND THE OPEC FINANCIAL SURPLUSES
MONDAY, OCTOBER 10, 1977

United States Senate,
Subcommittee on F oreign E conomic P olicy

or the Committee on Foreign Relations,
Washington, D.C.

The subcommittee met, purs uant to notice, at 2:35 p.m. in room 
4221 Dirksen Senate Office Build ing, Hon. Frank Church (chairman of the subcommittee) presiding.

Pre sen t: Senators Church, Sarbanes, and Clark.
Senator  Church. Mr. Secretary, we have had several previous hear­

ings of the subcommittee on the facil ity and the testimony that  you 
are presenting today is duplica tive of the testimony that we have received heretofore from t he Depar tment  of State.

I  am wondering whether  we might incorporate the earlie r pa rt of 
your statement in the record and go directly to the lat ter  p ar t of the 
statement where you take up the general subject o f conditional ity, as it would be applied.

Can you find the  place in  your statement where you can pick u p on the general subject ?
Mr. Cooper. T hat  is fine with me. It  corresponds to my own sug­gestion. I  was going to suggest tha t I summarize the statement  very 

briefly and then just read the  conclusions, but if  you would like, I wil l sta rt a little bit earl ier than  the conclusions.
I think tha t by now you will have been given the view tha t the ad­ministration has of the structure of the problem th at we are try ing  to address here and the importance  of the supplementary financing fa­cility in doing that.
With  your permission, then, I will just  read the conclusions, and then go directly  to  questions. I  am at your disposition.1
Senator Church. I f you would do tha t, I  t hink  it would expedi te things.

STATEM ENT OF HON. RIC HA RD  N. COOPER, U NDER SECR ETA RY FOR 
ECONOMIC AF FA IRS, DEPARTME NT OF STATE

Mr. CoorER. I t seems to me that there  are five broad elements to the  
approach of the administra tion to this  extremely difficult and complex situation of internationa l payments tha t we find ourselves in today, 
and which really is described and analyzed in the first pa rt of my statement.

1 See p. 169 fo r Mr. Cooper’s prepared statement.
(129)
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FIVE ELEMENTS TO TH E ADMINISTRATION S APPROACH

F ir s t and fore most, we need  a ste ady exp ans ion  of  the  wo rld  econ­
omy,  an  objective which serves o ur  domes tic aim s as well as im prov ing  
ou r level  o f s tab ili ty.  Co un tries wi th str on g financ ial posit ion s hav e a 
special  res ponsibi lity  in  th is  rega rd . Co un tries such as the Un ite d 
State s mu st not ru n surplu ses  t hat ad d to  w or ld  a djus tm en t problems 
un de r the  cir cum stance s in which  we find  ourse lves  to day.

In  the  aggreg ate , t he  c ur re nt  a cco unt defic its in st ro ng er  economies 
are  g reat ly  impo rtan t to the s mooth  func tio n of  th e mo ne tar y system, 
inso fa r as the y rep resent  im po rts  othe r th an  oil.

Sena tor  C hur ch . A t t hat  po in t, one of these st ro ng  economies , u su ­
all y th e Ge rman.  Ja pane se , a nd  Am erican s, are  ment ion ed in th at  cate ­
gor y. W ha t str on g economy is op erat ing in  a deficit posit ion  othe r 
th an  our own?

Mr.  Cooper. O f course, by size, the  Un ite d States  is. fa r and away,  
th e biggest  economy. W e a re now in substa nti al defic it. A ft er  th at  conie 
Ja pan  and Ge rm any respec tively , bo th of  wh ich  countrie s are  in  
surplus . J ap an  in  su bs tan tia l surp lus .

Se na tor Church. These are  the  only one of these economies op er ­
at ing acco rding to doctr ine  ?

Mr. Cooper? Of  those  three.  A ft er  those  thr ee , Fr an ce  and Bri ta in , 
both of  which are  in su bs tan tia l defic it. It al y,  and then  as you move 
fu rther  down the  lis t, you come across the Ne the rla nds, Sw itz erl and, 
roug hly eigh th  or te nt h and whi ch hav e surpluses . Of the  big  thr ee , 
the Uni ted State s is the only one ru nn ing a defici t. Germany an d 
Ja pan—in us ing  these terms , I  am ta lk in g now abou t th e cu rre nt  
acco unt , no t the  ove ral l bal anc e of  pay me nts  pos ition.

W II A T  H A P P E N S  IF  NO  ONE HEE DS  T H E  DOCTR IN E?

Se na tor Church. W ha t h appens  to  th e doctr ine , if  no body heeds it?
Mr. Cooper. The m ost  im po rta nt  coun try  is heedin g it.
Se na tor Church. The  U ni ted State s, im po rta nt  a s i t may  be, can not 

rect ify the problem worldwid e wi thou t very subs tant ia l ass istance  
fro m othe r countries.

You  are  no t suggest ing  th at  we ju st  shoulde r the  whole load ou r­
selves , even tho ugh the  world  is off in an othe r direct ion ?

Mr.  Cooper. We are  not ta lk in g about the  wo rld : we are  ta lk in g 
abo ut two  o ther countries. I am not sug ges tion or  u rg in g-----

Se na tor Churc h. Y ou are  ta lk in g about the  world , very definite ly. 
Th e two  othe r cou ntr ies  are the  two  othe r major  st ro ng  economies. 
Th ev are  not  co nfo rming  to ou r doctr ine .

We  a re pr et ty  m uch alone.  W ha t is the  use of  a doctr ine  if  it  is ig ­
nored  by the economies th at  are  sup pos ed to follow ou r lead?

Mr. Cooper. The use of  the doctr ine  ign ore d by two  of  the three  
larges t economies is  th a t t hing s w ould be a lo t worse if  i t were ign ore d 
by  all  three.  I  am not  sug ges ting, howe ver , th at we sho uld  no t co ntin ue,  
as we hav e been d oin g dur ing th e las t 9 mo nths, to  ta lk  to  both  Ge rmany 
and Ja pan  v ery  serious ly abou t t hi s problem .

In  fac t, as you ma y know, just last  month both of  those cou ntr ies  
ann oun ced  measures th at  hav e to  go th ro ug h th ei r leg islatu res , bu t 
bo th cou ntr ies  annou nced mea sures which  would ad d su bs tan tia l s tim ­
ulu s to th e do mest ic economies.
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Senator Church. How long can we m ainta in current account def­
icits of these proportions  ?

Mr. Cooper. I did not hear.

TREASURY AND  STATE PROUD OF THE DEFICIT

Senator Church. We have a very large deficit which Treasury seems 
quite proud of, and State as well. The question is. how long can we 
mainta in it, the largest in our history  rig ht now in terms of deficit 
and our trade  balance, in our overall current account ?

Mr. Cooper. The  question imposed is a difficult one. The question of 
a durabi lity of any phenomena depends on lots of circumstances. Let 
me give you a general answer, and then a parti cula r answer.

I think the general answer is, as fa r as financing is available in­
definitely, while it  is true tha t the deficit is far and away our la rgest, 
it is also true that everything else, measured in dollar terms, is larger 
now than  it ever has been.

TH E CAN ADIAN DEFICIT

I  cannot speak with  confidence, actually,  for the United States 
in the 19th centu ry; I can speak for Canada. Canada ran  propor­
tionate  to the size of its economy deficits larger than our current 
one for many years running. Why could tha t happen ? I t could happen 
because Canada  was seen as a very attractive  place to invest funds 
and the  financing was available, largely from Europe and the United 
States, in order to finance those deficits in Canada.

Senator  Church. I t was not running a balance-of-payments deficit 
during all of tha t period.

Mr. Cooper. No ; runn ing a curren t account deficit.
Senator  Church. A deficit in its balance of trade  ?
Mr. Cooper. Tha t is right. That , similarly, is the deficit the United 

States is running now. The United States  is not running a balance- 
of-payments deficit at the present tim e; it is running a current  account 
deficit, and deficit in its balance of trade.

Anothe r way of put ting tha t is, -we are impor ting capita l from 
the rest of the world. Our ability to do tha t throu gh time depends 
on the willingness of the rest of the world to invest capita l in the 
United  States. That depends on its own savings; it depends on invest­
ment opportunities in the United States.

I think tha t there  is no well-defined answer to your question. To 
turn , however, to the par ticu lar circumstances in today’s world—I 
mean, in the United States—it is, I  think, anomalous fo r the United 
States, which is, aft er all, a capita l-rich country, to be running a large  
deficit and it arises from a part icular circumstance and a heavy de­
pendence on oil and the fact  tha t since 1974, with the big increase 
in oil prices, the locus of world savings, as one way of put ting it, 
has shifted  from North America and Europe to the Pers ian Gulf, essentially.

OPEC EXPECTED TO SPEND REVENUES

I view tha t as a temporary phenomenon; temporary, however, is not 
a matter of weeks or months in this case, but  of years. Over the course 
of time, I would expect the OPE C countries to live up, tha t is, spend
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up, to the revenues. I would also hope very much t ha t our own de­
pendence on OPEC oil would decline, and indeed, the President ’s 
energy program is designed, over the next decade, to  help bring  th at 
about.

Therefore, the relevant time period for your question, I think, is 
tha t durin g the next 5 to 10 years. There, I think the United States 
could run a deficit on curren t account during th is period.

I thin k i t could be desirable, and we are working to  b ring  i t about, 
a better distribution of the deficits. Tha t comes back to your first 
question concerning Germany and Japa n. Those two countries are in 
surplus  and it aggravates the  global deficit th at has to be handled.

Senator  Church. I  interrupted  you.

T H E  PU RP OSE  OP  T H E  U .S . D EFI CIT

Mr. Cooper. I  was about to say, and this corresponds to my response 
to your question, that the deficits which the United States has been 
running serve the  purpose of stimulating  economic growth in other 
economies who cannot finance their adjustment as we can.

These countries, in turn , provide markets for our manufacturing 
and agricultural goods.

So, to recapitulate, the  first point is adequate expansion in the world 
economy; the second element is tha t the indus trial world must move 
forward in a long-term energy program geared to conservation; 
accelerated development of alternative energy sources and research 
and development.

The President ’s energy proposal for a wide-ranging program to 
reduce American dependence on imported oil as well as the mult i­
lateral efforts of the internationa l energy agency are of major impor­
tance, and you may have noted last week, the members of the 
internationa l energy agency announced the collective target for 1985 
in their  total importation of oil.

A thi rd element is to insure th at the interna tional  economic system 
functions effectively. Deficit countries must continue to have the op­
portunity and incentive to devise policies tha t will adjust their econo­
mies at a pace consistent with the realities of the ir social, political, and 
economic situation.

T H E  SU PPLEM EN TA R Y  F IN A N C E  FA C IL IT Y

The supplementary finance facility , which is the topic of  these hear­
ings, is designed to provide such flexibility. The new IM F facili ty 
will make an important and impressive contribution, not only in 
augmenting the capacity of the IM F to lend to  its  member states, but 
also to assure the wealth tha t a source of official financing exists on 
a scale that  is sufficient to cope with the degree of financial turbulence 
thev are likelv to encounter.

In  short, the supplementary financing facili ty is as important in 
the psychological role of backstop of the system as it is a source of 
funds to be used.

The four th element is tha t renewed attention must be focused on 
the task of facilita ting economic growth in both the poor- and middle-
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income developing countries. A few of these countries have a debt 
problem; as such, thei r development needs remain critical.

A resurgence of  the world economy will be helpful to these coun­
tries, but they lack access to both capital  and technology. It  is here 
tha t both bilateral and mult ilateral economic aid play a cr itical  role.

The programs play an impor tant p art  in our program for a stronger 
and more viable world economy. They should be seen as such, and 
deserve the support of the United States.

FIVE ELEMENTS WOULD PERMIT SUSTAINED BORROWINGS

The fifth element emphasizes the importance of mainta ining a local 
tradin g system so other countries can continue to earn from the ir 
exports. Given these five elements, we believe the deficits which 
respond to the OPE C surplus  would gradually  become geared to the 
underlying streng th of the individual country's  economies and their 
capacity  to sustain external borrowings.

In  so streng thening the  base of our internationa l monetary system, 
we would also be contributing enormously to the provision of an inter­
nationa l environment conducive to effective foreign policy well be­
yond the economic components.

Thank  you, Mr. Chairman.
Senator Ciiurcii. Thank you, Mr. Secretary.

A $3 0—$4 0 BILLION DISEQUIL IBRIUM

As long as Saudi Arabia, the Arab countries, earn $30 billion to 
$40 billion more fo r the oil they sell than  they can buy back in goods 
and services, do we not have a cont inuing disequilibrium in the world 
economy ?

Mr. Cooper. Yes, we do.
Senator Church. That means, $40 billion or $50 billion accumulated 

resources, by these half-dozen countries at most, is reflected by com­
parable  deficit in the outside world, the consuming world ?

Mr. Cooper. Eigh t,

NO REAL SOLUTION TO THE DISEQUILIBRIUM

Senator Ciiurcii . Since Saudi Arabia is in a position to preserve 
that surplus as long as the cartel remains intact,  a t least for the fore­
seeable future, is not the Witteveen Facili ty something tha t takes care 
of the poor countries  3 or 4 years along with considerable lulls from 
the commercial banks, but it does not furnish us with any solution to 
this  fundamental problem of disequilibrium in the world economy?

Mr. Cooper. That is correct. The Wit teveen Facili ty takes tha t si tu­
ation as given and is remedial, bu t does not offer a fundamental solu­
tion the disequilibrium.

Senator Ciiurcii. We have not been given a fundamental, compre­
hensive solution. We have not found an economist yet who has told us 
what tha t solution might be.

Do you have one ?
Mr. Cooper. I  th ink if one can abstract—if I could pu t it this way, 

if one can abstract from the dynamics of recent history, that is the 
fact tha t we went from a low energy price in one jump to a very high 
energy price, which was a purely political act by a group of countries
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and the suddenness of tha t jump gives rise to what, in the course of 
history, I think, will prove to be the transitory problem of large 
imbalances in payments at the present time.

THE  DEPENDENCE OF TH E INDUSTRIALIZED COUNTRIES

Nonetheless, I  th ink the under lying circumstances behind tha t are 
realized, namely the heavy and rapidly growing dependence of  the 
industr ialized countries on a resource which is at least, in current d is­
tribution of the reserves, not equally distribu ted around the world.

Therefore, a small group of countries command very high  earnings 
from a scarce resource.

While I think tha t the decision in December 1973 to raise prices of 
oil was clearly an exercise of monopoly power, it was no t merely an 
exercise of monopoly power. It  d id reflect what came to be clear as a 
disequilibrium in the under lying market for  the commodity, namely 
oil, and some price adjustment was necessary. I t is j ust  t ha t it took 
place with dramatic suddenness and probably in magnitude tha t was 
more than was called for at the time.

This is a somewhat longwinded background. To come back to your 
question, I  think the only ultimate solution to this problem is to  r e­
duce dependence on the  resource that is located so heavily in th at one 
part of the world, combined with a gradual  living up to the new higher 
incomes by the people th at live in th at  pa rt of  the world, both sides at 
once.

And to just  add a sentence, whatever ameliorative steps we take in 
the monetary system are  not going to address that fundamental prob­
lem, but they can help ease the adjustment to that  fundamental solu­
tion o f th at problem.

“no” is the answer

Senator  Church. The answer to my question is really  “no.”
Mr. Cooper. I would put i t somewhat more generously.
Senator  Church. I have heard your answer from all the other econ­

omists. I t really comes down to no, we have no answer now. Maybe 
futu re events will change the world’s reliance on oil, but everybody 
knows tha t is a long time in coming.

Meanwhile, maybe they will absorb more of th eir  earnings, but  you 
cannot hypothesize a situation  in which Saudi Arabia , with a small 
population, its  political system and the control of wealth in the hands 
of just  a few families could ever absorb such revenues and buy back 
in goods and services what they are extracting  for  the oil. So although 
you can postulate circumstances that may come by the tur n of the 
century tha t would substitute o ther types  of energy for oil or possibly 
jus t the exhaustion of the oil supplies  in  the Middle East t ha t could 
finally find an end to this disequilibrium, but meanwhile we live with 
the reali ty of a $30 billion to $40 billion surplus  of a cartel tha t can 
enforce th at surplus since there is no real free market at the moment, 
and with the likelihood t ha t one will develop soon. And I do not see 
how we can just keep on this course without the  system cracking, the  
credit financing system of the world.

I  do not suggest that  that is about to happen, because we have 
enormous resources. On the other hand. I do not  see how we can keep 
going down this path  without having the system strained beyond the 
limits of it s capacity to accumulate deficits of this size, year a fter year.
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Now, tha t does not have a great deal to  do with th is facili ty—this is 
by your own admission a temporary pallia tive, and, as such, I think  
that it is necessary. Ju st looking down the road, I  find myself very 
pessimistic, both in your own testimony and in Secretary Solomon’s 
testimony, you used the phrase  “internationally  responsive economic 
policies” Do you mean by this phrase policies which will enable debtor 
countries to meet their debt service payments ?

Mr. Cooper. Senator, if you will perm it us, before I  answer tha t 
question, just  to comment on what you said before ?

Senator Church. Sure.

NOT A PANGLOSIA N PIC TU RE  . . . BU T,

Mr. Cooper. I would not be so pessimistic. I do not want  to be 
Panglosian and paint a rosy picture over, surely, a difficult situa tion, 
but I do not thin k the situation is as gloomly as you por tray  it.

I would suggest, because you mentioned something about the end 
of the century, for example. I  would suggest, if the OCED countries 
were to meet their  targets , which they set last week in terms of depend­
ence on imported  oil—tha t will not be an easy task, but it is possible 
and feasible by 1985—I would suggest that by that time th is problem 
which we are now wrestling with would have substantially  disap­
peared. That is to say-----

Senator  Church. I  do not understand that . Why? What they have 
agreed to is to reduce consumption. I  do not see how that solves your 
problem.

Mr. Cooper. And increase alternative sources of supply.
Senator Church. T hat would be helpful.
Mr. Cooper. The focus of the targ et is dependence on OP EC  oil 

and what is a combination in rest rain t of  our  demands for OPEC  oil 
plus, and I  would not underrate this, a living up, the spending up, to 
higher levels of income of the OPE C countries themselves, including 
Saudi Arabia.

TH E SAUDI PERSPECTIVE  VERSUS OURS

It  is interesting from the Saudi Arabian perspective, as distin­
guished from our perspective, they see their oil as a finite resource in 
the ground which they want, over the course of the next generation, 
to convert in to the physical and human capital stock of a modern in­
dustrial society.

It  is a very ambitious task, but, nevertheless, that is the ir target  and 
they have a spending program tha t corresponds to tha t target.

I think that is far from beyond the realm of the conceivable tha t 
if we can exercise restrain ts on our demand for O PEC  oil the OPE C 
countries, on the ir side, can, in fact, comfortably spend the kind of 
earnings which they are now earning by tha t time.

I do not include everyone. There are some small sheikdoms that 
have enormously high incomes, but as we go through the m ajor  coun­
tries, many of these countries are on a current commitment basis to 
spend the ir revenues.

mortgage our future

Senator Church. There are all kinds of differences between Iran , 
Venezuela, and Saudi Arabia. I t looks to me th at we are accepting—



136

few people are accepting—a situation where tha t the ownership of $30 billion to $40 billion a year of Western  World  resources are being shifted, to three or four countries; and th at is $3 trillion to $4 trillion  or $300 billion to $400 billion.
It  seems to me th at we are just mortgaging our future in current consumption.
Mr. Cooper. We are borrowing a lot, there is no question about it. Senator Church. The rate is already pressing our credit system. There are $75 billion in loans from commercial banks to Third  World poor countries which now have to have a lending facility to service thei r debts, and yet both State and Treasury are quite sanguine about the future.
I hope they are right . I do not see th at conservation is going to be all tha t helpful in correcting this disequilibrium in the near term, even if these rather ambitious goals are achieved, because I would think tha t as long as Saudi Arabia has the wealth, it can cut back delivering very drastically and still up the price. If  Saudi Arabia has some pressures from the rest of the world—and there are heavy pressures in Saudi Arabia tha t need to be controlled, including the pressure of its neighbor Iran. We have made Ira n one of the most powerful countries in the world milit arily  and it has a pressing internal reason to be very hawkish about the price of oil.
So the adjustments th at economists see in kind of a vacuum of pure economic theory are no t likely to work in a market that is not free of control bv a cartel that  is subject to very heavy political pressures. That is why I  am pessimistic, as I  look into the future . I t seems to me tha t your answers do not jibe with what appear to be the political realities of the region.

WILL SAUDIS CUT BACK IX  PRO DUCTION?

Mr. Cooper. Are you suggesting, Senator, tha t Saudi Arabia, one way or the other, will be induced to cut back substan tially on its p ro­duction in the next 6 to 7 years ?
Senator  Church. I f Iran goes down, they can cut back drastically on their production without reducing prices. In fact, they can continue to increase prices sufficient, to protect  their  surplus.
Mr. Cooper. That  is right.  There is no question but th at the capacity for mischief is there. The only th ing I  could add to that is tha t Saudi Arab ia so fa r has, on the whole, been a responsible country and tha t while some countries in the region can exert political pressures on i t, although in recent months Ira n has not been one among the most hawkish countries in terms of price it is also true  that , as you point  out yourself, Saudi Arabia has developed, by virtue of its investments in the United Sta tes and elsewhere, a tremendous stake in the viability and continued well-functioning of the Western economies. And again, it  is not merely an economic stake, it is a political s take as well because Saudi Arabia  sees it self a political future , to some extent conditioned by political developments in the Western industrial  countries.
Saudi Arabia  has taken grea t interest  in political  developments in ' Europe, for example.

THE IM PA CT  OF IR AN  OX SAUDI ARABIA

Senator Church. Saudi Arabia’s political futu re may be affected more by the actions of her neighbor, Iran, than developments of
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V estern Europe or the United  States. I t is ha rd for me to reconcile your economic projections with approval of F-1G and AWAC sales to I ran , tha t could easily be translated  into added pressures on Saudi Arabia.
Mr. Cooper. Our understand ing of the use of AWACs in Iran is that they will not be directed a t Saudi Arabia. T hat  would be overkill, to say the least, if that were the principa l motivation.

PRODUC TION CUTBAC KS IX  SAUDI ARABIA

Senator Church. Saudi Arab ia did not reduce its production, nor increase its oil as it  indicated it would when they refused to go along with the 10-pereent increase in price. We thoug ht that they were going to do th at and we applauded them for it, but we found out la ter tha t they did not.
Mr. Cooper. They tr ied on a dai ly basis, and in fact, succeeded on a daily basis, to increase the ir product ion substantia lly, but for the period as a whole, that was offset by two unforeseen developments. One was exceptionally heavy weather in J anu ary  and February  in the Persian Gulf  and the other was the  fire. I t cut back the throughput and compelled Saudi Arabia to cut back production. Immediately  before the fire, production was well above any previous levels.
Senator Church. You discounted en tirely tha t another reason may have been heavy pressure from Iran .
Mr. Cooper. The applicat ion would suggest tha t the fire was a sufficient reason to cut back. Whether  t ha t was the only reason, then I do not have a speculation. They could not move the oil from their  biggest field following the fire.
Senator Church. When was the fire ?
Mr. Cooper. I think it raged for 3 weeks and was brough t under control, but left considerable damage to the pumping system afte r tha t tha t had to be repa ired. This is by way of explanation o f why the average daily output, in the first 6 months of this  year, essentially, was disappointing compared to the point tha t you mentioned, although individual production frequent ly got up.
Senator Church. What is it now? Have the repairs been completed so that da ily production now could measure up ?
Mr. Cooper. I am not aware of jus t what the state of repairs are, whether i t has been fu lly repaired or  whether it is up  to full capacity. I do not know.

DOUBTS OF WE AT HE R CA USING  SHORTFA LL

Mr. Levinson. The Saudis have announced tha t allowables are down to 8.5 million barrels a day, substan tially less th an was projected for the first h alf of the year. And also, there is a substantial doubt as to whether the weather is a full and sufficient reason fo r the shor tfall  in production before the fire ever occurred. So tha t what we have now is the explanation of the weather, in the ini tial stages, as to why produc­tion did not reach the targeted levels, the fire and then the announce­ment recently th at the allowables are back down to 8.5 million barrels.Mr. Cooper. I was addressing the historical question of the first half  of this year. Now, what has happened since the  change in the pricing structure, the Saudi Arabian announcement was in connection with thei r intention to hold thei r price in position as of the meeting last December.
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OrE C AND  TH E WE ST ER N WORLD

Senator Church. I do not have much confidence th at the OPE C 
cartel is going to l>e managed in a way that  accommodates the needs of 
the Western world, even though Saudi Arab ia may have some motive 
for doing tha t because of her investments. I thin k tha t the different 
position of Iran and Venezuela and  other countries in the cartel who 
would like to be controlling.

Mr. Cooper. I  think tha t one cannot assume tha t OPE C will man­
age its affairs to accommodate the desires of the Western  World. 
Rathe r, I  would p ut it  this  way. I  th ink that OPE C, at least the lead­
ing countries in OPE C, will try  to manage their affairs in order to 
pursue thei r own interests, and included in their own interests is a 
perception of the importance  of the welfare of the world economy as 
a whole and the domestic economy.

Senator Church. I  will tell you when I will begin to  believe that. I 
will believe that  when the surplus  begins to go down and you have not 
shown us any evidence of that  yet.

Mr. Cooper. It has gone down since 1974.
Senator  Church. 1974 was a very special year because, by your own 

testimony, th at was the year t ha t they  increased the price of oil by 400 
percent. Since tha t time, the surplus has remained in  the range o f $30 
billion to $40 billion a year.

Paul , do you have any questions ?
Senator Sarbanes. Than k you, Mr. Chairman.

prudence of private bank lending

We have held some hearings in this  subcommittee where serious 
questions have been raised on the basis on which and the advisability of 
some private  lendings tha t have taken place in one country or  another 
around  the world. Do you have some concern of the  prudence and the 
responsibil ity that is reflected in some of the lending by the private 
banking system in various places, mostly the underdeveloped countries ?

Mr. Cooper. I  do not  think  I  would single out underdeveloped coun­
tries in this regard, nor do I thin g tha t banking prudence, the prudence 
of bank  lending, has been notably laxer  in the last  few years than other 
periods of time.

It  is true, in general, tha t there is a diversity of pract ice across the 
bank ing community. Some banks are more go-go in th eir banking be­
havior th an other banks. Some banks engage in what even at the time 
would be identified as imprudent lending and after the fact  proves to 
have been imprudent lending. T ha t is true  of domestic loans as well as 
intern ation al loans, and I  would have thought, as a general character­
ization of the behavior of the  banks in the inte rnational banking in the 
last, couple of years, tha t their behavior has not been imprudent.

That is not to say tha t there have not been, and will not be, individual 
loans which prove to be bad ones or prove to be shaky ones. As a gen­
eral characterizat ion, I  would have thought tha t from the point  of view 
of banking, these loans in general have not been impruden t. From the 
point of view of the system as a whole, they have been absolutely 
essential.

Senator Sarbanes. W hat do you mean, from the point of view of 
banking?
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Mr. Cooper. T he  c on tra st I  was  m ak ing, fro m the po in t of  v iew of 
the  system  as a  whole , th e func tio n of  th e system as a  whole,  th is  lend ­
ing has been  abs olu tely essent ial,  as a dif fer en t cr ite ria fro m the cr i­
te ria th a t a pa rt ic ul ar  bank wou ld ap pl y to  p ar ticu la r loan s, an d th at  
is wh at I  meant . Fr om  th e po in t of  view of  th e ban ks,  looked at  fro m 
the per spe ctiv e of  th e loa n officer of  the ban ks,  it  is a ve ry dif fer en t 
perspect ive  th an  some body  askin g how  the in te rn at iona l sys tem as a 
whole functions.

PRIVATE BANKS AND TH E IM F PROGRAM

Se na tor Sarbanes. W ha t is yo ur  view  of  pr iv at e ba nk ing th a t 
un de rcu t o r co nflic t w ith  or weaken—let us  say , I M F polic y, where the 
IM F has  develop ed a pa rt ic ul ar  p ro gr am  wi th respec t to a pa rt ic ul ar  
coun try  an d th e pr ivate sys tem  perceives  it  in  a sense with ou t any 
rega rd  to  t ha t.

Mr.  Cooper. I  th in k t h a t pr ivat e ba nk s proceed on the cr ite ria th at 
the y, them selves, ap pl y to t he ir  loans  in  th e case of  in te rn at iona l b an k­
ing  are a  comb ina tion o f th e p ar ticu la rs  of  the lo an itself , w hatev er th e 
money is used  for, plu s th e pa rt ic ul ar s of  the coun try  to  which  the 
loan is being  made. T hat  is a di sti nc tio n we do no t wo rry  abou t in 
dom estic bank ing .

I  am real ly  no t aware —yo ur  question  p uzz les  me,  in a way. Ag ain , 
speakin g ge neral ly,  th e ban ks,  in  lookin g a t the  second  c rit er ia , t hat  is  
the co un try  cr ite ria , pay a lot  of  at tent io n to  the rel at ions hip of th e 
coun try  to the  I nt er na tion al  M oneta ry F un d.  I n  ge neral , I  wou ld h ave  
sa id th at th er e is a pos itiv e, no t a nega tiv e, co rre lat ion  betw een the  
wil lingness  o f pr ivate banks t o lend to a c ou ntr y or  to va rio us  bo rro w­
ers  in the coun try , an d th e stan di ng  of th a t co un try  w ith in  t he  In te r­
na tio na l M oneta ry Fu nd .

TH E PUBL IC SYSTEM SAVING TH E PRIVATE SYSTEM

Se na tor  S arbanes. O f course, to  some e xte nt,  a cr isis  sit ua tio n can be  
cre ate d by the pr ivat e system th at the public system ju st  then  comes 
alo ng  and  has to,  in effect, save. Does tha t no t ha pp en  ?

Mr.  Cooper. I t  can  happen. In  th is  case, the  cris is was cre ate d, as we 
were  speaking  of e ar lie r, by th e sh arp change  in oil prices  and  p riva te  
bank ing filled t he  breech, ke pt  the system going,  a nd  g ra du al ly  in  d if ­
ferent  ways, t he  pu bli c a utho rit ies have  come in  to fill some of th e ga ps.

Se na tor  S arbanes. We had  a  hea rin g the  o ther  day  i nvolv ing In do ­
nes ia where  it  seems fa ir ly  cle ar  that  th e pr ivat e len ding  c on tri bu ted 
to a c risi s s itu at ion which f ina lly  re qu ire d public s olu tion and, in  fac t, 
alm ost  demanded it. Im pr ud en t p riv at e len ding  was in a sense, n ot  im ­
prud en t because the consequences of  th ei r impru den ce cou ld no t be 
to ler ate d, an d th erefor e th e governm ent of  Indonesia  an d othe r gov­
ern me nts  ha d to respond in such  a way as to  no t allo w th e conse ­
quences  to in n th ei r norma l cou rse.

Is  th at  no t a r ec ur rin g p at te rn  ?
Mr. Cooper. I t  is an  occasio nal pa tte rn . We have foun d the same 

th in g in ou r c ou ntry  w ith  th e Fra nklin  B an k,  as y ou will recall.  Tha t 
kind  of th in g can ha pp en  in the  ba nk ing world .
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REPORT OF TH E NATIONAL ADVISORY COUNCIL ON INTER NATIONA L MON­
ETARY AND FINANCIAL POLICY

Senator Sarbanes. The National Advisory Council on Inte rnat ion­
al Monetary and Financ ial Policy and thei r special report on the 
banking facilities says, among other thing s:

In  en do rs in g th e fa cil it y  and sp ea ki ng  st ro ng ly  fo r it,  in  do ing so, to  im prov e 
th e  cr ed itw or th in es s of  mem be rs,  th us he lp in g to in su re  ad eq uat e and  con­
tinu ed  flows of p ri vate  m ark et f ina nce.

Then, later on, it  says, “in fact an important feature of the facility 
is t hat  it will facilitate continued large-scale borrowing from banks 
and other private market  sources.” How do you harmonize these 
things? IMF comes along, this is going to be conditionality, a t the top 
range, as I unders tand it, in terms of supplementary facilities and 
access to it.

A very careful analysis is done, and the program—and the country 
subscribes to a disciplined program. Leaving that aside, if t ha t causes 
problems. But  how do you harmonize that program with what is done 
in the private sector, not to recreate the situation ?

Mr. Cooper. Senator Sarbanes, what tha t sentence you read re­
fers to is the underlying structural fact tha t, given the size of pay­
ments and balances in today’s world, we must rely heavily on private 
financing, to continue to recycle was the  word tha t was used a few 
years ago, and i t would be of the  greatest consequence to the interna­
tional economy as a whole if tha t recycling process were to dry up in 
some way.

But a number of banks have become somewhat anxious about the 
expansion of credit, continuing  in the same fashion, and tha t there ­
fore the assertion tha t the IMF into the process with new lending  
capacity on somewhat different terms, somewhat longer terms than  
just this  normal under the IMF funding.

But with a program that  would bring countries’ payment conditions 
back closer to equilibrium will, on balance, be a stabilizing element in 
the world economy as a whole and will enable priva te lending, there­
fore, continue to take place with greate r confidence than it would in 
the absence of the facility. And tha t is the link in the sentence t ha t 
you read.

A DE FACTO LINKAGE

We do not have, at the present time, any formal linkage between 
IMF, standby,  a creation of a standby with a country, or IMF lending 
of a country and priva te bank lending to the country. There is a de 
facto linkage in that the agreement by country for standby differen­
tial with the IMF, in effect, amounts to “Good Housekeeping Seal 
of Approva l,” which encourages banks in terms of the viability of 
the policies of the countries in question. I t is ent irely up to them, up 
to the private  banks, what they do with that  new information. There 
is no formal linkage between the IMF and the bank lending itself, 
except in this regard, tha t the IMF may st ipulate limits as a par t of 
its package proposal on the total of that  borrowing by the country, but 
no 1 ink between IMF  and par ticular banks.

Senator Sarbanes. I want to ask you a couple of technical ques­tions.
Senator Church. Senator, before you do that , could I nut  some­

thing  in the  record ? I made a point earlier  on that  I found the Sec-
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reta ry’s argument unconvincing tha t the surplus is going down. Ou r 
latest  figures show the OPE C surpluses are going up—$45 billion 
anticipated in 1977, higher than 1976, and higher than 1975.

Senator Sarbanes. I am interested  in how the Witteveen facili ty 
is going to actually work, as it relates to various credit funds ?

Mr. Cooper. Let me s tar t off from memory and then correct it if 
it is not right.

EA CH  ME MB ER S’ QUOTA

Each country, as you know, each member of the Fun d has a quota 
with the In ternational Monetary Fun d which is divided into different 
tranches, five of them. The degree of conditionality associated with  
the reserve credi t tranche are considerably less than the higher credi t 
tranches. For th e reserve, the re is basicallv no conditionality , merely 
a statement that the country has a balance-of-payments neeck 
The effect is the country borrowing its own money back from the IMF. 
Then, as i t goes into  the credit tranches, the IMF puts on a higher  
degree of condit ionality  and somewhat s tiffer terms and terms of in­
terest rates, a graduated thing.

The Witteveen Faci lity will be integ rated  into the system st art ing  
with what is called the second credit  tranche, tha t is, past  the reserve 
credit tranche and the first credit tranche and into the range of the  
higher conditiona lity associated with that.

I am told tha t, as a gradual matter, that there is not a substan tial 
difference in the degree of condi tionality among the higher credit 
tranches, although in princip le there could be? and the idea is th at as 
a country goes into  the higher credit tranche, it can draw not only the  
credit  tranche. But it can also augment its borrowings from the F und> from the Witteveen F acility, so it can get more money than it  would be 
entitled to if it were b rought to focus on the second credit tranche as a 
certain  one-fourth  of its quota is the second credit tranche and that is 
a certain amount of money for a particular country.

Under th e proposed scheme, i t could draw more than tha t amount 
of money by virtue of the Witteveen Faci lity and meeting the con­
ditions for the second credit tranche , augment the effect of th e funds. 
Similarly, for the th ird  and fo urth  credit t ranches and a decision was 
taken a t Jamaica in J anu ary  of 1976, that in exceptional circumstances 
the country might borrow beyond its  four th credit tranche,  w hat the 
Witteveen Fac ility  will do for those exceptional cases is provide the 
funds for drawings where a country  has an adjustment requirement  
tha t is more than can be handled by the financing through normal 
ways. Tha t can be augmented,  perhaps substant ially, and also give the 
country some more time than would be. t rue under the normal IM F 
procedures, because the Witteveen Facility  is payable over a longer 
period of time, in order to undertake the adjustment.

It  is envisaged tha t, while it is a special source of funds, to some 
extent has separate rules governing its views, in fact, it seems to be 
integrated to the conditions tha t are imposed.

THE FACTORS DE TE RM INING A CO UN TRY'S  QU AL IFICA TION S

Senator Sarbanes. What are the factors  tha t will enter into the 
judgment as to whether a country qualifies to make use of the Wi tte­
veen Fac ility ? That  is a judgment made by the Directors of  the F und  ?

20-267 — 7S-----10
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Mr. Cooper. Tha t is correct. On the needs side, the factors are whether the size of the payments and balance is exceptionally large relative  to the size of the economy, and tha t the period of adjustment required is longer than the period of adjustment, 3 to 5 years, to which 
is normally available under normal times.

On the conditionality side, then, the Fun d would lay down con­
ditions that are appropriate to tha t longer period of adjustment and not—here, I express the hope, because of course, we do not have an experience with this facili ty—that the Fun d will place much grea ter emphasis on resource allocation from consumption to investment, essentially productive investment, than it normally does or that  is normally  appropriate for it  to do in its operation over the years. Often the representat ive country is  a country  which has an  excessive expan­sion of demand. The role of the Fund essentially is to try  to get the macroeconomic policy of the country under control.

OUR CIRCUMSTANCES NOW

The circumstances in which we find ourselves now involves large payment deficits which are not associate with mismanagement, not always associated with mismanagement of domestic demand and I would hope, in using the Witteveen Facil ity, IM F would take tha t critica l difference into account and address its conditions, i ts program, which it  works out with the country, to those circumstances that  we find ourselves in now.
Senator  Sarbanes. H ow is the decision of the American voice on the IM F Board  on issues of th is sort, how is tha t reached ?

TH E VOTING SCHEME

Mr. Cooper. We have a representative  on the Board. He is kind of an executive director. He is 1 of 20 people. The IM F has a formal scheme of voting, weighted voting, and it happens that the United  
States has more votes than any other  single executive director, one- fifth of the  total votes. As you can imagine, many o f the decisions are taken essentially on a consensus basis without a formal vote.

If  it comes to a formal  vote because of the heavy weight of votes tha t the United States have, the American Executive Director has a considerable voice in the discussions of the executive board. But the *executive board, of course, is sort of the management and control board, not an operat ing board in the sense that the negotiations be­tween the IM F and the country a re undertaken no t bv the Board, but by the staff and the guidance of the Managing Director, and is a •*product of those negotia tions t ha t are then put before the Board  for discussion and approval.

VOICE OF AMERICAN EXECUTIVE DIRECTOR

In  addition , the Board,  from time to time, has general policy d is­cussions abstracted from any par ticu lar country case. In  both instances the American Executive Directo r has a substan tial voice. Of course, it is now managed.
Senator Sarbanes. In  our own Government, how is the  process de­termined as to what the voice of  the American Executive Director should be?
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Air. Cooper. The Executiv e Director of the U nited States  mainta ins 
•close, I  would say daily, almost daily, contact with  the T reasury De­
partment, the international side of the Treasury Depar tment, the 
Assistant Secretary for Inte rnation al Affairs, and the Secretary for 
Monetary Affairs, and takes policy guidance from those Government 
officials and keeps them informed about issues that , in his judgment , 
require policy guidance.

He does not burden them with all  the detai ls, but on issues tha t raise 
questions of policy, he consults with those officials. Then those officials 
in turn  a re in touch with other agencies of the  U.S. Government that 
have a continuing interest in the functioning of the U.S. mil itary 
system, including the Council of Economic Advisers and the State 
Depar tment  and other agencies.

Senator  Sarbanes. There is not an official interagency group that 
concerns itself  with  the matters ?

Mr. Cooper. There is an official body that goes back to the Bret ton 
Woods Act, the National Advisory Council on the Inte rnation al Mone­
tary Fund Affairs, or something like tha t, international monetary 
affairs, an official, formal,  interagency group that  includes, as mem­
bers, more agencies tha n the ones I  mentioned. I t is the place where 
questions concerning financial policy can be discussed. As a practical  
matter, t ha t body devotes most of the  overwhelming bulk of its atten­
tion to the development to bank loans, to Government loans, loan 
petitions on our own Public Law 480 and things  like that . That is a 
place where IMF  policy can, and is, discussed.

The Treasury Departmen t chairs that  group. I t is the same officials 
ultimate ly.

IM F TO INCREASE SOURCES

Senator Sarbanes. The IM F is about to increase the sources by 
developing a seven quota.

Mr. Cooper. T wo things. There is the  six increase and tha t is to be 
discussed in the next round of quota increases. It  has, in its cha r­
ter, if I recall it correctly, the obligation to review at 5-year 
intervals the adequacies of th e quotas and we have, in the las t couple 
of years, been through one round of quota increases that are now 
agreed in princ ipal and, indeed, the United  States has ratif ied its quota 
increase. We hope that that  quota increase will go into effect by the 
end of this year, or shortly af ter.

Senator  Sarbanes Those quota increases are across the  board and 
involve all the nations that part icipate in IMF ?

Air. Cooper. All member major countries.
Senator  Sarbanes. The AVitteveen venture is a marked  departure  

from the universa lity, basic, IAIF arrangement, is that not correct?
Air. Cooper. In  that  respect, yes. IAIF borrowing from a limited 

amount of countries, not all member countries.
Senator  Sarbanes. M aking it available bv the  terms of availability  

by a limited amount of countries, is that  true ?
Air. Cooper. Yes, but  a  number of countries, and all member coun­

tries of IAIF are eligible, bu t there are criter ia laid down th at  would 
limit tha t number.

TI IE  LIMITATIONS OF TH IS APPROACH

Senator  S arbanes. W hat  are  the limitations in the long run  of the 
departure  from the universa lity and adoption of this  more limited



approach? I guess responsibilities for making the monetary system work and the precedent that is established for the future?
Mr. Cooper. That is a good question. Let me put it in some historical perspective. While it is a departure  from universality of the Fund,  it is not the first departure  in tha t regard. There have been earlier  oc­casions on which the IM F has turned to a subgroup of its membership for special financial support. The first instance that I am aware of goes back to 1961 to which a special arrangement called a general arrangement to borrow was created, involving the member countries, the 10 industr ial countries which, under special circumstances, would lend to the IMF  and augment the resources of the IMF.
Then, w ith the tremendous increase in oil prices in 1974, a special so-called oil facil ity was created by the IM F which, again, was applied by a limited number of members, in tha t case, the oil exporting coun­tries, for relending by the Fund to all member countries.
Now, this Witteveen Faci lity is another in this  class of arrange­ments. It  was anticipated in the articles of agreement tha t the IMF might borrow outside the normal subscription system, which is the universal system. I t was anticipa ted th at the IM F might  borrow from member countries, or even from the market, which i t has never done, in order to augment its resources.
So this has some antecedent—not exactly antecedents, but some antecedents in tha t sense. The normal quota increases link three dif ­ferent things  in the IM F. They link the in-payment of funds, the sub­scriptions, as they are called. That is what gives IM F resources, as a practica l matter. The currencies of many members of the Fun d are not usable, so the usable currency the Fun d gets throu gh a quota increase is limited to two dozen, three dozen countries.
Second, these changes in quotas, increase in quotas, can affect the voting righ ts of members of the IMF . Third, they affect the drawing- righ ts o f member countries in the IMF . The th ree are linked to gether historica lly and tend to go together.
What the special borrowing facilities, like the Witteveen Facility,, do is to break the link between the provision of resources to the Fun d on the  one hand, and borrowing right s and voting right s on the other  hand.

CON TRIB U TIN G CO UNTR IE S W IL E  N O T GE T SP EC IA L VO TI NG  RIG HTS

The countries contribute to the Witteveen Facility  will not, by virtue of th at contribution, get special voting rights, nor will they get extra drawing rights , although it is a feature  of the supplementary financing facili tv tha t if a country’s payment position turns  around, it can reverse its loans to it.
The breaking of the link between those three aspects of the member countries’ relation to the Fund is what is in the future.  It  is hard to say. I t is possible that a number of countries will not look with favor on a renewal of the Wit teveen Faci lity for example. They may argue we have already had some p art of this.  If  we want to be a member of the Fund, we want the voting  r ights to go along with it. Tha t could tend to push the future  toward appropriate quota increases.
On the other hand, there may be—and I  would argue it at the present time—special circumstances operating in the world economy in which:
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the IM F needs a special dual service resources, quite apart  from the 
normal review of quotas, really. The Witteveen Faci lity is designed 
to meet a special need at a special time, without  prejudicing the fa­
cility .

Senator Sarbanes. Thank you, Afr. Chairman.
Senator Ciifr cii . Thank you very much.
Mr. Irving Fr iedman is our next witness.

STATEMENT OF IRV ING  FRIEDMAN, SENIOR VICE PRESIDENT AND
SENIOR ADVISER FOR INTERNATIONAL OPERATIONS, CITIBANK,
NEW YORK, N.Y.

Mr. F riedman. I apologize for not having  a prepared statement. 
I testified just last week before a congressional committee on a very 
simila r topic and I suggest th at we circulate tha t prepared statement, 
with your permission. I will not read it or summarize i t;  just regard 
it as having been given to you.

Senator  Church. Very well, if you wish ive can incorporate the 
statement in the record.1

Mr. Friedman. Thank you very much.
are the banks willing to continue deficit financing

Senator  Church. Treasury Department officials have testified before 
the subcommittee tha t all  importing nations  are expected to continue 
to run large deficits into the next decade. The need fo r deficit finance 
can only be met by pr ivate  banks who continue to  serve two-thirds o f 
tha t credit, $50 billion annual ly over the next 5 years.

I)o you believe the banks are willing  and able to continue in this 
volume of internat ional balance-of-payments lending?

Mr. F riedman. Well, I thin k tha t in terms of the banks’ ability to 
continue such balance-of-payments  lending, the answer is yes. Yet, 
this answer has to be qualified by the fact that , in the last few years, 
we have been liv ing in a rath er paradoxical situation  of simultaneous 
low loan demand in the industrial world and large loan demand in the 
developing countries. Another paradox is the simultaneous develop­
ment of a low loan demand from the  priva te sector and a large loan 
demand from the public sector.

Thus, the ability  of the  private banks to meet the demand for funds  
arising from the public sector of the indust rial countries and the 
developing countries has been relatively  easy, given the low loan 
demand in other sectors of the world.

At the present time, I believe tha t, for the foreseeable future , the 
international  banking system would be capable of extending all of 
the credit that  would be demanded, provided tha t the borrowers were 
to be regarded as creditworthy. Whether we would want to do so is 
another question. Our willingness is going to depend on the credit- 
worthiness of the countries in which we find the entities which are 
potential borrowers in the public or priva te sector. Then it is going 
to depend on whether or no t there are entities within  those countries 
tha t are cred itworthy in thei r own righ t. Much of the borrowing done 
outside of the United States, from U.S. banks o r other  bodies, arises 
in the private sector, so th at you do have, for the most p art , a com-

1 See p. 174.
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binat ion of whether the individual borrower is c reditworthy and, at  
the  same time, whether the country is cred itworthy. An overall evalua­
tion of a country would indicate whether a country could be regarded 
as creditworthy from a country viewpoint.

As I  have said on other occasions, Mr. Chairman, I  personally think 
that th e priva te bank lending overseas is going to rise. Whether  it will 
rise as rapidly, as, fo r example, the  rate  of increase in the past few 
years, I do not  know. In  addition, I do no t know how much of this 
lending will be a fmiction of the rate of inflation foreseen for the 
future, or  how much of the increase in lending was a m irror o f rapid  
rates of increase in inflation in past years. I do not belong to the school 
which predicts that  we will have lower rates of inflation.

AX UPWARD TREND IN  FOREIGN LENDING

I  expect that overall level of foreign lending  to go up over the 
coming years, al though I  do not predic t st raig ht lines in anything. I,  
for one, have relived much of my professional l ife today in all of the  
testimony—from where I started and to where I am now. In  my 
experience, I  have never heard  of precise predictions coming true. 
They are very useful, and we need to have them as guidelines for thin k­
ing. However, I thin k that such lending is largely going to depend 
on what countries will do.

I f  developing countries lose their creditworthiness, they will not 
be able to borrow. What then results  will appear to be an ironic situa ­
tion : The less creditwor thy a country is, the smaller i ts deficit, because 
it cannot borrow to finance a larger  deficit.

These are all pret ty complicated factors, but they add up  to a belief 
th at  lending will increase.

ZAIRE UNCREDITWORTHY

Senator  Church. We had some testimony the othe r day about Zaire, 
which does not bear out the  proposi tion t ha t when a country becomes 
uncreditworthy, it does not get credit. There  is a rescheduling going 
on, stretching out the  debt if the IM F comes in with the money, and 
everybody seems agreed tha t Zaire is broke, about as broke as any 
country in the world today.

SHOULD ALL LENDERS HAVE EQUAL STANDING IN  TERMS OF REPAYMEN T

But. nevertheless, the loans are being turned  over, and credit is being 
extended. There is a phrase, “equal debt-sharing burden,” tha t emerges 
from all of this. Do you subscribe to that, that all lenders—official, 
governmental, or priva te—should have equal standing in terms of 
being repaid  by a bankrup t government, or in terms of sharing the 
losses?

NO LOANS TO ZATRE SINCE 19 75

Mr. Friedman. When Zaire lost its creditworthiness  in 1975, it  lost 
its access to private bank credit. There is even the peculiar situation  
tha t, while Zaire had over $3.5 bill ion in commitments and loans out­
standing, Zaire was only able to draw down about one-half the com-
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mitments because lenders were not willing even to allow them to  draw 
down on even the committed funds.

I  think it is fa ir to  say th at Zaire, when i t lost i ts creditworthiness , 
lost its ability to borrow. I t migh t be asked, why did Zaire lose its 
creditw’orthiness in 1975? Why did not banks foresee that  in 1974 
Zaire would be losing its creditworthiness ? Why was there not more 
provision the year before ? In  t ha t sense, I  t hink  th e case of Zaire is 
very interesting to  discuss. Nonetheless, I do think tha t it  is fai r to say 
that  Zaire represents a country which lost its creditworthiness and 
thus  could not borrow.

Senator  Church. Let us put it th is way. Zaire’s debts to government 
lenders were rescheduled in 1977 because of its inabi lity to  meet those 
schedules, because it was in default . And these payments now have 
been stretched out with a 3 or 4 years’ grace period; and under the 
terms of the rescheduling, w’e have been told Zaire has pledged to seek 
a comparable arrangement from its  private creditors.

TH E PARIS CLUB AND TH E LONDON CLUB

Tha t brings up the P an s Club and the  London Club. You are a pa rt 
of the London Club, I understand. What has happened to those com­
parable  arrangements?

Mr. F riedman. I do not like to go over ground th at has  been covered 
by your committee before, so stop me if I  am.

Senator  Church. Have comparable arrangem ents been made, in 
your judgment?

Mr. F riedman. I  think that what the pr ivate  banks have tried to put 
together fo r Zaire will be more than  comparable, provided the private 
banks succeed. I would no t want to say, as of this moment, that this  
priva te bank effort will succeeed. The comparability  arises in the  fact  
tha t, as you undoubtedly know, the banks have under taken to raise for  
Zaire $250 million of new credits which are to be used for new imports. 
These new credits are not to be used to repay  debt to the private  banks. 
They are to be used for specific imports which are needed in the 
economy.

This  effort by the banks was based on the theory that, when you had 
a country which w\as as broke as Zaire but had the real physical ca­
pacity and the potential  of Zaire, the thing  to do was to work with the 
country to t ry  to reestablish it  as a working economy.

There has been a considerable amount of confusion on this  point 
because, in the context of one pa rticu lar defau lt of a 5-year credit, the 
suggestion has been made that  there would be a 6-month lette r of 
credit which w’ould be merely a technical device to implement the 5- 
year credit. The commitment to Zaire—and this  makes i t comparable  
whatever the terms may be as they evolve and are finalized—is going 
to be a 5-year credit available for imports to Zaire of $250 million. 
This amount would be very much larger th an the amount th at  will be 
paid  back to various pr ivate  bank debtors.

AN ADDITIONAL $2 50  MILLION FOR ZAIRE

Senator Church. A minute ago you said when a country became un- 
creditworthy, it  did not  get any more c red it; and now’ you a re discuss-
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ing  $250 million more for Zaire, who is very broke. Is there not some 
inconsistency ?

Mr. Friedman, I  do not think so and for th e following reason. We 
are tak ing  the position that  Zaire has to reestablish its creditworthi­
ness before it can get new loans. The question tha t can be raised is: 
What  do you regard as criter ia for judging the reestablishment of 
creditworthiness?  Being broke, per se, is not the decisive factor,  al­
though  it is undoubtedly one of the g reat handicaps  in reestablishing 
creditworthiness.

Wha t have we made the criteria? One is tha t Zaire pay back its 
debts to the private banks and keep up its current payments on the 
current servicing of past debt. Second, tha t Zaire had  to have a second 
and thi rd credit tranche  standby agreement with the Fund , in order 
to have what Secretary Cooper referred to as a  Good Housekeeping 
seal of approval. We wanted an outside body to be judging the eco­
nomic and particularly  the financial and monetary performance of 
the country.

Third, the Fund  program had to be, in effect, long enough, to 
make sure t ha t it was not just on paper, but that it was going to be 
implemented. Four th, tha t other measures tha t were necessary for 
the revival of the economy, like the  p rudent management of various 
sectors—transportation , foreign exchange, the budget, the running of 
its p lanta tion systems—would have to be taken before it could reestab­
lish its creditworthiness.

Then, the moneys tha t would be available would be phased in over a 
period of time in order  to be sure that the p lan Zaire adopted was be­
ing implemented.

Tha t is, approximately, what we have set up as regards the criteria  
for the reestablishment of creditworthiness. What the banks are now 
considering among themselves is whether this  arrangement is good 
enough. If  they do not think it is good enough—and you can see that  
our criter ia are not only those of the Monetary Fund bu t many more— 
they are not going to put up the money. It  is for this  reason th at I 
hesitate to commit any other bank at this moment in time, o r to say 
that  wo have succeeded. This is only what we are tr ying to do.

SHOULD ZAIRE PAY PRIVATE BANKS FIRST?

Senator Church. In the case of Zaire, do you think tha t private  
credito rs, priva te banks, should be repaid first?

Mr. F riedman. T o my mind, it is not a question of whether you are 
repaid  first or last. When a pr ivate  bank lends abroad, it lends on the 
assumption tha t it is going to get pa id ba ck: The contract tha t is made 
with the priva te borrower is a firm contract, made with all good faith 
on both sides tha t both parties  are going to execute it. The question 
tha t arises is what happens in a case of difficulties, as in Zaire? Zaire 
is especially interes ting because it is the one place where many of these 
issues have come together.

The attit ude  tha t I have with respect to Zaire is t ha t it is in the 
interest  of Zaire—as a country which is going to need a net inflow of 
capital over many years to come which it does not see as coming in 
sufficient amounts from public institu tions—to mainta in its credit-
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worthiness with priva te sources o f funds. The only way it could do 
this was to maintain a record of debt servicing. There is then this  di f­
ference between private and public sources of funds : I t is possible, if a 
country is dealing with public agencies to m aintain its creditworthi­
ness, in the sense of accessing the funds, without this  fu ll servic ing of 
debt.

THE  INFLUENCE OF TH E WORLD BANK ON MR. FRIEDM AN

I am grea tly influenced in my a ttitu de toward Zaire by my exper i­
ence with  the World  Bank, where we had always taken  the  view th at 
we had to be repaid, because if the World Bank were not to be repaid , 
it could not do its work. Certainly, I also feel tha t from the perspective 
of the private  sector, a priva te bank cannot engage in international 
lending unless it  feels that the borrower gives the highest prio rity  to  
servicing the debt owed to the pr ivate  bank. I f the bank does not have 
this confidence, it does not know where it will be.

This is a very different situation from that of the public inst i­
tution tha t can decide to reschedule or postpone, as the United 
Kingdom has done. Indeed, in  the past, the Uni ted States has forgiven 
public debt from time to time because it  felt, tha t as a political evi­
dence of good will, it wished to take this politica l step.

Senator Church. Your answer, really, is yes ?
Mr. Friedman. If  I had to say yes or no, I would rath er say yes 

than  no.
Senator Church. I think you have said yes. You have explained  

the reasons. The answer is yes; you do think, in tha t situation, p riva te 
banks should be the first to be repaid.

Mr. F riedman. Senator, may I comment on this?  I do not want to 
seem to be implying tha t, in saying tha t the private banks should 
be repaid, that, therefore , they should be repa id ahead of public insti­
tutions. I thin k that this is a separate issue which is worthy of an 
explanation as to whether or not public institu tions take a view 
similar to private bodies.

Senator Church. I understand.

CAN ZAIRE REPAY WITHOU T IM F CREDITS?

Can Zaire repay the private banks without IMF  credits ?
Mr. Friedman. I do not know the answer to that.  What has happened 

this year, for example, is tha t Zaire has had a shortfall with respect 
to earnings from copper because of the fall of the copper price and 
delays during  the incidents when shipments were inter rupted, and 
with respect to earnings from coffee because of the recent declines in  
the price of coffee and pricing arrangements.

Still, by res trict ing it s imports fu rther, Zaire’s balance of payments 
is in relatively good shape.

So what Zaire has done is to apply the adjustment process to the 
consumption of its people. In my own opinion, it has gone very 
far indeed, both in terms of consumption standards and the lat ter  
and a shortage of necessary inputs for its indus try, especially t ran s­
portat ion equipment.

The question is then, if Zaire did not get relief from the public 
rescheduling, which does provide relief, or if it did not get relief
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from the Fund, which does provide for financing, could it have 
tightened its restrictive measures on imports even more in order to 
bring  about an improved balance of payments ?

I think  it would have been extremely difficult. A situation very 
well might have occurred in which the rescheduling of all kinds of 
debt was necessary, including tha t from private banks. A country 
can restrict only to a certain point. Beyond tha t point, it really 
becomes impossible.

PRES SURE BEING  PU T ON COUNTRIES W IT H  LARGE DEBTS

Senator Church. Both private banks and official creditors are 
putt ing increasing pressure on countries with large debts, running 
balance of payments deficits to work out a stabilizat ion program with 
the IMF, your reference to the Good Housekeeping seal of approval.

WHA T IF  COUNTRIES REFUSE TO PAY?

We also know that some countries are finding it political ly difficult 
and some may soon may find it  politically impossible to accept these 
IMF programs. What, in your  opinion, would the private banks do if a 
country like Peru,  for example, which owes the banks $3 billion, re­
fused to accept the IMF program and instead sought new bank credits 
as a condition for repaying  the old ?

THE CASE OF PERU

ISIr. F riedman. In the case of Peru , if I may say so, we have had 
a very recent historical experience. Tha t is exactly what happened 
in 1976, just a l ittle more than a year ago. A t that time, the Peruvians 
approached the private banks for a very substantia l credit, which 
totaled $400 million, of which the  U.S. banks’ portion was about 
$250 million.

At tha t time, the Peruvians came up with a program and with a 
statement on the outlook for Peru. In  the opinion of some of the private 
banks, this  program was not adequate. The Peruv ian balance-of-pay- 
ments outlook was not such as to give confidence to private lenders.

Therefore, I  could not recommend, in the case of our own institution, 
or to others, participation in some sort o f syndication of the loan for 
Peru.

So we recommended to the Peruvians th at they go ta lk to the  IM F. 
They responded and said they did not want to talk  to the IM F for 
political reasons. Thev found, within their own government, tha t there 
was a desire not to talk to the IM F.

We told them, in that  case, that they would have to talk  to the private 
banks. Our views on the country’s outlook were quite explicit. We said 
quite explicit ly that our evaluation would probably be more stringent 
than those of the IMF because ours was a private bank, and private 
banks had to give much more emphasis to the problem of servicing and 
repayment than  would the IMF. Priv ate  lenders and funds were in­
volved, not governmental funds. Therefore , the Peruv ians would have 
to expect t ha t the country conditions tha t we, instead of the IMF, 
would require would be more difficult to achieve.
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If  I may say, I made a personal predict ion tha t Peru would never 
do this again, because Peru would find it easier to go to IM F th an to go 
to private  banks.

They did decide to deal with the priv ate  banks. We did have an 
agreement with them. I f I  may say so, we had a considerable amount of 
criticism from various quarters tha t the private banks were imposing 
conditions on countries. We did not impose conditions in terms of the ir 
domestic policies. W hat  we are saying is t ha t Peru  had to present a 
plan according to which the projection of its cash flow and i ts balance 
of payments would give a priva te lender reason to believe th at it was 
going to be repaid.

PERU AGAIN APPROACHES CIT IBANK

Then, on the next go-round, this  past spring , when the Peruv ians 
approached us again----- -

Mr. Levinson. Did they get the $100 million?
Mr. F reidman. Yes; one tranche was drawn down in 1976; the other 

tranche was drawn down this year.
In  March or April they came up again and sa id : How about coming 

into the market again this year ? We said: We are going throu gh the 
same scenario. W hy do you not go ta lk to the Fun d first? Again we 
emphasized that  if Peru  approaches the banks without going to the 
Fun d first, i t will find tha t the banks have to make the ir own evalua­
tions of Peru. If  P eru goes to the Fund first, it will have established 
macroeconomic conditions. Peru  can then come ta lk to the banks. A 
bank may well have lending criteria beyond and more st ringe nt tha n 
those of the Fund.

They took th at  advice, and they went to the Fund.  As is well known, 
they had negotiations with the Fund . Fina lly, the ir government was 
unable to adhere to the terms of the Fun d, and negotiations  broke 
down.

Mr. Levinson. Two Finance Ministers fell in the course of negot ia­
tions.

Mr. F riedman. Tha t is correct.
They came back, and we spoke to them again. Some had said th at  the 

banks could never walk away from Peru,  as they had such large out­
standings in Peru. Peru is a prime example. Unlike Zaire, the magni­
tudes in Peru  were large.

Mr. Levinson. $3 billion.
Mr. Friedman. I  am not sure of the numbers but they are large 

numbers.
Senator Church. I  jus t wanted to make this observation, and you 

pan tell me if  I am correct in i t, and  then we can conclude our hearing.

conditionality of the private banks

You gave us a very interes ting account of how your  bank  managed 
its loan to Peru.  Wh at you have related is that p rivate banks may have 
to lay down conditionality  in  effect, in order  to jus tify  fur the r loans, 
enabling heavily indebted countries to  repay earlier.

Mr. Friedman. That is a  fai r way of put ting  it. I  should say one 
thing about that , however, although ! do not want to seem to be quib-
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bling. Peru  was an exception to this, in tha t it involved spell ing out 
conditions. In  most cases, it takes the form of a country evaluation, in 
which a bank tells a country which approaches a bank for a loan it is 
sorry, but it does not rega rd the  country as creditworthy. Then if 
nothing further  happens, the bank and the country do not go on and 
discuss conditions.

Senator Church. I f you have $3 bi llion invested in a country, you 
are not in a happy position of simply saying you are  no longer cred it­
worthy ; you get no more money. Without more money, you do not get 
your previous loans repaid.

Mr. F riedman. Senator Church, the end to the s tory illustrates the 
answer. When we went back to Peru  ju st a few weeks ago, we said to 
the m: No ma tter how much we have invested, you do not send good 
money afte r bad.

If  you have to defaul t, th at is your decision. I f you do it , you do it. 
There W’ill be, however, no money from the priva te banks unless you 
have a complete change in your economic program, tha t is, a program 
which has the endorsement of the Fund.

The mere fact that  we have a substantial stake in Peru  already is no 
reason to increase tha t stake in the face of an adverse outlook. There­
fore, we told Peru  you must change the outlook. That is our present 
position. We are waiting  for  tha t change. This is the way to solve this  problem.

We did  not tell them what to do. R ather,  we to ld them that  we are 
sorry. The country is simply not cred it worthy, and a prudent bank in 
the face of these facts cannot increase its exposure. Therefore , we said 
that Peru  would have, so to speak, to go back to the drawing board. We 
told them th at when they are ready to  talk to us about wha t they  pro ­
posed to do to change our evaluations about the ir future , we would be 
very happy to sit down and talk to them.

I think that this  is, in part , the answer to your last question, when we 
broached th is whole problem of the in terrela tionsh ip of the  new debt 
and existing debt.

A GA M E OF  F IN A N C IA L  C H IC K E N

Senator Church. I t sounds to me as if there may come a time in 
connection with some of these countries where you are really engaged 
in a game of financial chicken. There is an interes ting relationship 
between the private banks and the IMF , one t ha t this committee is 
try ing  to get educated about, pa rticu larly  i f we consider the  facility, 
and I  think  your testimony has been helpful in tha t regard.

There is no doubt at all th at the existence of the IM F provides a very 
valuable tool in helping to effect corrections in the economic policies of 
debtor countries to make it possible for a fur ther  extension of credit to 
them.

Mr. F riedman. Yes; it  does.

T H E  EFF ECTIV EN ESS  OF  T H E  FU N D

I would like to say t ha t I  hope tha t the F und would, at some time, 
be sufficiently large and autho ritat ive to have a similar influence on the 
credit worthiness of  developed countries. I  s trongly support the view 
tha t you are expressing, and tha t your staff is expressing, th at we are
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going to have to solve some long-run structural problems if we are 
ever going to have real confidence in the fu ture.

I look at the Fun d as one of the instruments in dealing with  this 
type of st ructural  readjustment.

Senator Church. I  appreciate that comment. Since the  Fund was 
originally  created as the child creditor countries, I do not know whether 
it will grow la rge enough to turn around and influence the developed 
countries as well. I think maybe it is in its adolescence now. I  do not 
know if it is large  enough to face its parents and say, you behave too, 
but tha t remains to be seen.

Mr. Friedman. Mr. Chairman, I  did not sta rt out by thanking  
you very much fo r the opportunity  to be here. I  d id want to pu t th at 
in the record.

Senator Church. You are the first witness, in my experience, who 
has pu t tha t into the record at  the close of his testimony instead of  the 
beginning.

Thank you very much.
[Thereupon, at 4 :20 p.m. the subcommittee recessed, to reconvene at 

the call of the Chair.]
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Appendix A

Prepared Statement of Hon. Anthony M. Solomon, Under Secretary of tiieTreasury for Monetary Affairs on Legislation to Authorize U.S. Par­ticipation in  the IM F Supplementary F inancing F acility, U.S. Treasury
Mr. Chai rman  and Members of the  Subcommittee : The legislation before  you would authorize Uni ted Sta tes  partic ipa tion in the Supplementary  Financ ing  Fac ility of the  Inter na tio na l Monetary Fund. I am pleased to give you the Ad­minis tra tion’s views on why we strongly supp ort thi s vita lly important legisla ­tion, an d ask t ha t you report  it f avorably.
The intern ational mon etary system at  presen t faces cer tain  potentia lly serious problems. The Supplem entary Financing F aci lity  is needed, and urgent ly needed, to strengthen  the  Inter na tio na l Monetary  Fund , and  to enable  us to deal with  these problems. The e stab lishment of thi s fac ility will help to make sure th at  our internatio nal  monetary  system continues  to func tion  smoothly, and  it  will furth er in an important way our  objectives  of an open and  liberal system of intern ational trade  and  payments.  United Sta tes  participation is a prerequisi te to the  fac ili ty’s ent ry into  force, and I urge, on behalf of the Adm inis trat ion, that  the Congress au tho rize tha t parti cipatio n.
Much of the  relative prosperity  which the  world has enjoyed  over the  pas t th irty yea rs—in co ntrast to ear lie r decades—derives from the str eng th and effectiveness of our international monetary  system, with the  IMF as its  princi ­pal inst rum ent.  Th at  system has provided the fram ework for a growth in world trade  and financial flows unthinkab le at  the time the  IMF was estab lished. No nation has benefited more than the United State s.

Our foreign tra de  amounted  to $235 bi llion las t year , nearly 15 perc ent of our gross nat ional product. Our exports  provide one out of every  six manufacturin g jobs. Essenti al imports are integr ated into  all phases of our  economic life. Our currency is widely used intern ationally and widely held, and  our cap ita l markets channel vas t sums to inve stment thro ughout  the  world. Our efforts  to promote growth, reduce  unemployment and curb infla tion depend on an effective inter ­nat ional monetary system. O ther nations  receive similar  benefits.The monetary sphere is one are a in which intern ational cooperatio n has  operated  with  a high degree  of success. We ha ve on a  num ber of occasions  modified and adap ted the  system to meet new problems and  new circumstances,  most re­cently  and most fundam entally  in las t ye ar’s Jam aic a agreements. Simi larly , we have progressive ly strengthened the IMF in its  abi lity  to fulfill its  central role as referee , or keeper of the monetary  “rules of the  game,” and as princ ipal source of official balance-of-payments financing. The Supp lementary  Financing Faci lity  is a fu rth er  such step, an important step  to meet a serious presen t need ari sing out of dra stic changes in the  p at tern  of intern ational paymen ts in recent years.
Since 1973, the re have  been intern ational paymen ts imbalances of unprece­dented size result ing  from  the massive oil price  increases, deep world  recession and rapid inflation. This has  placed serio us str ains  on the  system. With the recognition th at  these  imbalances could not  be elim inated in the  sho rt run. emphasis was placed on “financing” the  deficits. Both official and priva te financ­ing expanded sharply.  The increase  was spec tacu lar. In the  three yea rs 1971 through 1973, the  agg regate  deficit of all  nat ions in curre nt account deficit averaged  $15 billion  a year . In  the  three  yea rs 1974 through 1976, it  was $75 billion a year, a t ota l of $225 billion fo r the th ree  years.
Nations borrowed very heav ily in the years  1974 through  1976 to finance the ir large balance of paymen ts deficits. The borrowing took many  forms. While official financing thro ugh  the  IMF dur ing  th is period was fa r above his tori c levels, it was  the  priva te marke ts th at  handled  the  bulk of the  financing, accounting for abou t th ree -qu arters  of the  tota l.
Such da ta as are availab le—ad mit tedly incomplete—show a pa tte rn  of world payments in the per iod 1974 throu gh 1976 roughly as fol lows :
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The cu mulative c urrent  account deficits financed equaled a bout  $225 billion or  so 
(a fte r the rece ipt of gra nt aid) , represent ing  the counterpart of the  lendable  
surp luse s of OPEC plus those of certa in ind us tri al  countries  regis tering surpluses  
dur ing  the  period.'

About $15 billion of these  deficits, or 7 percent of the  tota l, was financed 
through the  IMF, the  bulk of it  through  the temp orary “Oil Facil ity ” and the 
“Compensato ry Financing Facil ity ,” both of which provided financ ing largely 
on the basis  of “need” with  rela tive ly lit tle  emphasis  on “con ditiona lity” or the 
adopt ion of corrective a djustment  measures  by the  borrower.

About $40 billion of the  deficits, or 18 perc ent of the tota l, was financed through 
a var iety  of othe r official sources—development lending  by ind us trial countries 
and OPEC, by the  IBRD and  regional development banks , and other sources.

The remaining cur ren t account deficits, some $170 billion, plus about $40 
billion of debt  repayments , were financed large ly through  market-oriented  bor­
rowing. Most of these  funds were  obtained through  banks and securit ies markets.
Some came from governments seeking investme nt outlets for  th eir  surpluse s o r as  
export financing.

Given the  privat e marke t orientatio n of the world  economy, it was  na tura l rthat  the  bulk of this  financing be handled  by privat e ra ther  tha n official channels .
The privat e ins titu tions were in a posit ion to expand the  level of thei r activity ,
Huge surpluses , by OPEC a nd other coun tries , of course, brought large deposit s 
and placements  to the  banks and  oth er financia l inte rmediar ies,  and  grea tly 
expanded the  loanable  funds  of those in sti tut ion s. In addi tion,  the perio d was one 
of rap id ins tituti onal expansion in the intern ational bank ing system. Many 
ins titu tions were  competing eager ly for new customers, as they sough t to esta b­
lish themselves in new act ivit ies and new geograph ic areas, and endeavored to 
broaden their scope of operation s so as to spread risk s and diversify  portfo lios 
at  a time when domestic loan demand was less buoyant tha n in immediately 
preceding years.

The question  has been rais ed as to whether thi s rap id and  unpreceden ted 
enla rgem ent of lending act ivi ty and deb t has  reached a dang er poin t for  the 
monetary system—eith er in the  sense th at  larg e numbers of cou ntri es have 
borrowed  beyond the ir capacity  to service debt, or in the  sense th at  our  banks 
and  othe r inst itu tions are  overextended.

I t is our considered judgment th at  the  system as a whole is not in any such 
position of imm inen t danger, either as a res ult  of excessive borrowing  by large  
numbers of debtor nations  or as a resu lt of our financial ins titu tions being 
overs tretched.

There is a misconception th at  the increase d borrowing is being und ertaken  
largely  by the  non-oil expo rting  developing nations, and that  i f the re is a dange r 
poin t in the  system, it  is the  abi lity  of these nations  to service their  debts. At. 
present, these developing nat ions—as a group—are not running the larg e deficits 
and  are  not  the  heavy borrowers . The aggrega te curre nt account deficit of the 
developing nat ions was larg e in the  recession period 1974-75, but  it  has  subse­
quent ly declined very considerably, and cur ren tly  is no larger, adj ust ed  for in­
flation, than  their  deficits prior to the  oil price  increase . Afte r coun ting receipts 
of gran t aid, the  non-oil LDC’s aggregate deficit is estimated for 1977 at  about  «
$13 billion, or ha lf the level of 1975. This group  increased  its rese rves  las t year 
by $11 billion, and  registered a sligh tly high er economic growth ra te  tha n the 
ind ust ria l world.  Of course, some developing nations  are  in difficulty—looking 
at  the group as a whole  can  conceal important differences  in ind ividual countr ies.
But it is largely the  OECD countrie s—both Ihe more developed and  the non- ■
ind ust ria l—th at  have  accounted for the  bulk of the  deficits and  the  heavy 
borrowing.

But  the f act th at  th e system has—in the  f inancing sense—worked well thus far 
is no cause for comfort or complacency. Success in the past is no guara nte e that  
we a re adequa tely  a rmed for  the  period ahead . Let me comment on our  expecta­
tions  for the  f uture and  how the  Supp lementary  Fina ncing Fac ility fits into  the 
picture.

Natio ns have approved the  broad outl ines  of a balance-of-paym ents adjustment 
stra tegy . At the  Mani la IMF meeting la st  fall, it was agreed th a t:

Adjustm ent should  be symmetrica l, reduc ing both surpluse s and deficits ;
Coun tries in balan ce of paym ents  difficulty should shi ft resources to the 

external sector and  bring cu rre nt accou nt posit ions into line  with sus tainable  
capi tal inf low s;

Coun tries in strong paymen ts posit ions should mainta in ade qua te demand, 
consi stent  with anti -inf lationary policies ;
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Exchange rate s should play th eir  proper role in a djustment .
Looking ahead , it is nonetheless a safe  pred iction th at  large  imbalances will 

continue for  the  next several  years. On the surplus side, the  presen t imbalances 
consist  of two p a rt s : the  cu rre nt  accou nt surp luse s of seve ral ind us trial coun­
tries—in pa rti cu lar Germany, Jap an, Swi tzer land  and  the Ne the rlands; and 
more importantly , the  surp luses of cer tain OPEC countries—'mainly in the  
Persian  Gulf area .

We expect a reduction  in the  surp luse s of the major  ind ustrial coun tries , as 
these  nations expand thei r economies in line with domestic  needs and  the  agreed  
adjustment stra tegy. But we expect only a gra dual decline  in the  OPEC surp lus— 
which is the larg est  pa rt  of the  imbalance—from the presen t level of about $40 
billion.

As is clearly pointed out  in the  Subcommittee’s r ecent staf f repo rt, the  OPEC 
surp lus does not lend its el f to ab rupt  correction . I t is stu ctu ral  in na tur e. The 
energy needs of the oil importing nations  cann ot be sudden ly and  sharply cut 
back, if economic activity is to be m aintained at  acceptable levels—and ad equ ate  
supplies from alt erna tiv e sources do not  at  pre sen t exist . The  reduction and 
elimination  of OPEC surpluses  through  curta ilm ent of oil imports  wil l take 
a period of years. I t is important—critic ally  impor tan t—th at  the  United Sta tes 
and  other oil importing nat ions apply stringent, measures to conserve energy 
use and expand energy  production . President. Ca rte r’s program wall make  a 
major  cont ribution to an  improved energy balance . Bu t our  program, and  those 
of others, cannot yield ma jor  redu ction s in  oil im ports  overnight.

Similarly, it  i s not rea lis tic  to expect, in the  rela tive ly small number of OPEC 
nations  in which the  surpluses  ar e conc entrated, too rap id an increase in pu r­
chases of fore ign goods and  services. A number of OPEC nat ions have, in fact , 
expanded rap idly  their impor ts of development and  consumption goods to the  
extent  th at  their surp luse s have vir tua lly  disappeared . But the  rema ining OPEC 
surp luses are con cen trated in nations  whose abso rptive capac ity for imports  
is qui te limited.

Accordingly, it  must be expected that  large imbalances will cont inue  at  least 
for  the  nex t few years, while wre work tow ard  their elimination. In  the mean­
time, our efforts must be directed  tow ard  assuring th at  the  collective current 
account deficits are dis trib uted, and to the extent  possible  reduced , so th at  the  
necessary borowing i s under taken by those co untries  whose creditw orth iness and 
economic strength  are  ade quate  to sus tain the  add itio nal  debt. By encouraging 
responsible adjus tment mea sure s in those  coun tries experienc ing severe domestic 
economic di stor tion , large paymen ts deficits and  serious  financing problems, such 
deficits are reduced and  shif ted to a more sus tainab le worldwide pa tte rn.  The 
Supplementary Financing Facil ity  is a major element of our  str ategy for  fos ter­
ing thi s needed adjustment, and helping to ass ure  such a sus tain able pa tte rn  of 
payments.

With  the  esta blishment  of the  Supplementary  Financing Fac ility the re will 
continue to be a larg e amount of borrowing—priva te as well as public. Concern 
has  been expressed th at  continued  borrowing  in very l arg e amounts, irrespec tive 
of who is borrowing or how’ the  credit is used, constitutes a serious dang er for  
the  monetary system. T do not  sha re th at  view. If  the borrowed funds are  
properly used to supp ort prod uctive investment and to strengthen  the  bo rrower’s 
cur ren t account position , the  debt  need not  constitute  a serious fu ture  burden, 
as shown by the  exper ience  of the United Sta tes in the las t cen tury  and  othe r 
coun tries  at  present.  Excess savings in surplus OPEC countries can, in effect, 
finance inve stment in the  oil importing countrie s by supplement ing domestic 
savings. But the  borrow’ed funds should be productively invested , in ord er to 
avoid servicing problems in the  future .

This, then  is the  broad strate gy  within  which  the  Supp leme ntary Fina ncing 
Fac ility fits—we aim for a sus tainab le pa tte rn  of paymen ts in which the  bor­
rowing  is und erta ken  by countri es commensurate with their cre dit wo rth ine ss; 
we seek to ass ure  th at  the borrow ed fund s are used to suppor t sound and effec­
tive  programs of stab ilizatio n and  ad ju stm en t: and mean while we work  toward 
elimination of the  oil imba lance thro ugh  energy prog rams and fu rthe r develop­
ment of the  OPEC nat ions’ ca pacity to import.

The Supplementary  Financ ing  Fac ility  will thu s help  to assure  th at  needed 
financing is ava ilab le and  th at  adjus tment  mea sure s are adopted.  Much ad­
jus tment  remains  to be done. Str uc tur al changes , domestic and external, must 
tak e place in many coun tries , often involv ing ma jor  altera tions of  tradit ion al 
pa tte rns of production  and  consumption. Such changes will not  come easily and 
mus t tak e place over a num ber  of years if  sat isfactory  levels of grow th and
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employment—and an open system of trade and payments—are to be maintained. Substantial financing will continue to be needed by countries in deficit. And, in some countries, adjustment measures need to be introduced.Clearly there  are countries—certainly not a large number but a significant number—that have already reached or a re approaching the  limits o f their ability to borrow o r thei r prudence in doing so. These a re countries that are  beset by internal economic imbalances, tha t still face large payments deficits, where the need for corrective measures and inte rnal and external adjustment is compelling.Such countries, and others which may in future face simila r difficulties, must be encouraged, and permitted, to adju st thei r economies in ways tha t are compatible with our liberal trade  and payments objectives, in ways tha t avoid discrimination against  others and disruption of the world economy. Our mone­tary  system must foster sound adjustment, internationally responsible adju st­ment, with programs tha t develop underlying economic and financial stabili ty in the countries undertak ing adjustment measures, while avoiding recourse to trade  and payments restrict ions that  are destruct ive of inte rnational  prosperity. This economic and financial stabil ity is a pre-requisite to sustainable expansion and high employment. A major  function of the IMF is to induce such adjustment.Given our expectations, it is essential tha t the resources of the  IMF be ade­quate both to enable it to foster responsible adjustment policies by members facing severe payments difficulties, and  also to provide confidence to the world community that it can cope with any potential  problems tha t may arise.Without the additional funds of the  new facility, the IMF’s resources may not bo adequate to meet demands placed on it  over the next several years. With relatively large use in the past three  years, the IMF’s usable resources are at present extremely low at  about $5 billion. These usable resources will be increased by about .$6 to $7 billion w ith the coming into effect of the  sixth quota review’ approved in 1976 and now’ being ratified, and about $3 billion remains available under certain  conditions through the General Arrangements to Bor­row. Even with those additions, and the repayments which may be expected, the IMF’s resources look sparse in a w’orld in wiiich total  imports are  running at an annua l level of nearly a trillion dollars, and in w’hich OPEC surpluses are likely to decline only gradually from the current $40 billion annual  level.Against this background, the decision was taken to seek to establish the Sup­plementary  Financing Facility, w’ith financing of about $10 billion to be pro­vided initia lly by seven indus trial nations  and seven OPEC countries. The industrial countries would provide $5.2 billion, of which the U.S. share—subject to Congressional authorization—would be SDR 1.45 billion (about $1.7 billion) approximately  17 percent of the total. The OPEC members would provide about $4.8 billion, or nearly hal f the total, with Saudi Arabia the largest single participant of either group at $2.5 billion.
The terms relating to the provision of this financing to the  IMF by the partic ipants  are presented in detail in the National Advisory Council Special Report on the Supplementary Financing Facility  presented to the Congress with the legislation. Under the agreed terms, partic ipation  in the facility is advantageous to the United States and others providing the financing. In addi­tion to furth ering our interest  in assur ing a strong and smoothly functioning international monetary system, U.S. partic ipation  in the facili ty provides us with a strong, liquid and interest -earning monetary asset. Under the facility, the United States  and other participants agree to provide currency to the IMF in exchange for a liquid claim on the IMF of equivalent value. These claims on the IMF. which can be drawn down any time there is a balance of payments need to do so, form par t of our international reserve assets. The United States can also sell or tran sfer  these assets to others by mutual  agreement. Since, in exchange fo r any dollars wre provide, w’e receive a fully liquid claim which can be draw’n down any time we have a need to do so, there  is no U.S. budget ex­penditure involved, but rather  an exchange of one asset for another. This tre at­ment is in keeping with the budget and accounting practices  followed with respect to all U.S. transactions with the IMF.
The interest rate  w’e receive from the IMF is linked to U.S. Treasury issues of comparable maturity , so that there is no net cost to the Treasury from our participation in the facility. As the drawings are repaid by the borrower, the IMF re turns the dollars to the U.S., U.S. drawing rights on the IM F correspond­ingly are reduced, and the transaction is reversed.This $10 billion facility would be available  to the IMF for a temporary period. Countries could apply w’itliin the next 2 to 3 years, and could draw  down funds
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over a period of 2 to 3 years, though the total period of disbursements could 
not exceed 5 years. It  would be available for use by IMF members only under 
clearly defined criteria. Specifically, a member drawing under the fac ili ty :

Must have a balance of payments financing need that is large in relation  to 
its IMF quota and exceeds the amount available to it under the IMF’s regular 
policies.

Requires a period of adjustment tha t is longer than  tha t provided for under 
regular  IMF policies.

Must enter into a stand-by agreement with the IMF in which it undertakes 
to adopt corrective economic policy measures adequate to deal with its balance 
of payments problem.

The facility, in short, is designed to encourage those countries with part ic­
ularly severe payments problems to adopt internationally  responsible adjustment 
programs—and to avoid the unwelcome alternatives of resort  to the controls, 
trade  restrictions,  and beggar-thy-neighbor policies which can be so harmful 
to world prosperity and so dis ruptive  of our liberal  trad e and payments order. 
It  will, in addition, by fostering a smoother, more effective process of inte r­
national balance of payments adjustment, reinforce  confidence in the inte rna ­
tional monetary system, and thus faci litat e the flow of financing throughout the 
system. It  is not a device for augmenting development assistance—the IMF 
provides only short  to medium term balance of payments support. The member 
drawing on the facil ity receives more financing than  is otherwise available 
from the IMF; a longer period of adjustment (a 2- to 3-year program as com­
pared with the 1 year normally applicable in the IMF) ; and a longer period 
of repayment (3- to 7-year maturity, as compared with the IMF’s normal 3- 
to 5-year matur ity). Since interest on the financing provided to the Fund is 
market-related, the borrowing country would also pay a somewhat higher 
charge than for normal IMF drawings.

The facility is a cooperative venture, with the surplus countries of OPEC and 
the stronger industria l countries joining together to assure that the needed 
financing will be available. The agreement requires tha t before th e facility  can 
begin operations, part icipants must formally commit $9 billion of the full $10 
billion, and the six larges t parti cipants must all formally commit themselves 
to participate . Thus action by the United States, and the Congress, is neces­
sary before the facility can become a reality.

Let me address three  questions which have been asked with respect to this 
new facility.

First,  how can we be sure that the $10 billion contemplated for the facility is 
adequate to do the job but not more than is needed?

Obviously it  is a ma tter  of judgment and no one can be absolutely sure. We 
cannot predict with certa inty jus t which countries will have the particularly  
large needs for credit  that make them eligible for this facility, along with the 
willingness to adopt the kind of adjustment  programs associated with it. It  is 
our judgment that this  facility plus the amounts available to the IMF from 
other sources will enable it to provide financing over the next 2 or 3 years up 
to, say, a tota l of $25 billion. This is above the levels of IMF financing of re­
cent years; which w’ere already relatively high. To assure confidence in the 
monetary system, it is vit.nl tha t the IMF always be known to have adequate 
resources in reserve to meet whatever  urgent problems may arise, even if it 
turns out that less than  the full amount is actual ly drawn. Since no cash 
transact ion occurs un til a member country actually draws from the IMF, there  
is no interest or other cost whatever—to the IMF. or to the United States  
and other participants—for any portion of the facility  not actual ly utilized 
for drawings.

A second question is will the facility  serve to “bail out” private banks which 
have lent unwisely or excessively?

The answer is “no.” The facility is not so designed and will not be so used. 
It will not bail out either countries or banks. It  will encourage countries to ini­
tiate  needed adjustment measure before thei r debts become too large to handle 
or credit is no longer available, and it will provide trans itional financing while 
the measures take effect. It  will help redis tribute deficits to a more sustainable 
pattern,  and improve nations’ creditworthiness and confidence in the monetary 
system.

Tt is not a subst itute for bank credit and will not take over the bank’s regu­
lar lending activi ties. While IMF financing may in the period ahead account for 
a share of total  balance of payments financing larger than the 7 percent it pro-
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vided in 1974-76, it  will rema in small in comparison with  the  sha re channeled 
thro ugh  pri vat e markets . In  fac t, th e fac ility  is expect ed to encou rage banks  to 
cont inue  to expa nd the ir foreign lend ing ra th er  tha n cut back, by promoting 
sound economic policies on the  p ar t of borrowers—and exper ience  indicate s th at  
in fa ct  the  bank s normally lend more to a country  af te r it  has  ente red into a 
stand -by agreemen t with  the  IMF. The  hank s will benefit from the  new facil ity, 
but  only indirec tly—th rough the improved  int ern ati on al environme nt, stro nge r 
mon etar y system and high levels of tra de  th at  will benefit all  eleme nts of the 
Amer ican economy.

A third  questio n is why was the Supp leme ntary  Financ ing  Facil ity  estab lishe d 
ra th er  th an  the altern ative  of a p erm anent c hange in IMF  quotas.

The ans wer is  th at  this  method was  chosen for reaso ns of t imin g and pra ctical ­
ity. A review  of IMF quotas is und er way, but  with  the  compl ication s of negoti­
ation s and  ratif icati on, it  may not lead to actua l quota increase for, say, two 
yea rs or more. Hopefu lly the  new fac ilit y can he p ut into  ope ration at  any early 
date,  and  cover the pa rti cu lar needs until  a quota  revision occurs. The faci lity  
is also more flexible tha n a quota  increase, since it is not subj ect to the same 
quota  con strain ts and can be used more selective ly to meet the  problems of 
cou ntri es w ith pa rtic ula rly  larg e needs.

Mr. Chai rman , the  IM F is a valu able  institu tion, in which all  members con­
trib ute , financia lly and otherw ise, to an effective int ern ationa l moneta ry system. 
It  has  a good record. The proposal for  a Supp lementary  Fin anc ing  Fa cil ity  is a 
sensible  and rea list ic way to stre ngt hen  it  to meet pres ent problem s. The faci lity  
is equi table  to all  par ties . It  is needed, and  needed soon. The Adm inis trat ion 
urge s th at  the  Committee rep ort  the proposed legis lation favorably, and th at  
the Congress  en act it  prom ptly.

I than k you.

P repared Sta teme nt  of A lbert F is hlo w

These hea rings are  opportune. They come at  a time when the issue of develop­
ing cou ntry  indebtedness  is receding from public  inte res t. The Wall Street  Jo ur ­
nal  only la st  week quoted  the IMF Annual Repo rt as saying the “current -ac­
counts deficit of the  nonoil  developing countrie s . . .  is ‘no longer a source of 
serio us concern .’ ” Th at  view, like the  pred ictio ns of massive  de fau lt th at  were 
cu rre nt only a lit tle  while earli er, oversimpl ifies t he reali ty.

OVERVIEW

Th at  r eal ity  consists, in the first  in stanc e, of a to tal  d isbursed  de bt of develop­
ing c oun trie s at  t he end of the 1976 th at  h as been estimat ed at  a bou t $160 billion. 
Thi s inclu des all  li abil ities, sho rt an d long-term, publicly gua ran tee d and not. On 
the  oth er hand, the  est imate  excludes the  liab iliti es of the  Mediterranean group 
of more  advanced developing coun tries . It  is a debt th at  has grown consid erably  
since the lat e 19 60 s; a t the  end of 1967 it amou nted to not much more tha n $30 
billion.

It s inc rea se has proceeded in two phases.  In the first, before the  oil crisis, the re 
was th e continuing finance of cu rre nt accou nt deficits accr uing in the  course of 
effor ts to acceler ate development. Fro m the  e arly  1970s  onward, pri vat e loans  in­
crea sed in importance . One new source of resou rces came from  int ern ational 
banks thr oug h the Euro -curre ncy ma rke t. Thus, in 1970- 73. pr iva te non-equity 
net  flows to all developing c oun trie s amou nted to more tha n a th ird  o f a ll capi tal 
inflow they  rec eiv ed; the  Euro -currenc y ma rke t alone amo unte d to 16 percent, of 
all the  resou rces received. By con tras t, in 1964- 66. to tal  pr iva te loans  amounted 
to only 18 percent  of c apita l inflow.

The  grow th of pri vat e finance and  the  role of the  banking  sector, ra ther  tha n 
dire ct inv estm ent or official developm ent assis tance, was  given a decisive  impulse 
by the  dra ma tic  change in int ern ati on al marke ts brou ght on by the increase  in 
petro leum prices. Through 1973 the heigh tened  cap ita l inflows were responsiv e 
to the  success of middle  income cou ntri es like Brazil. Mexico, and Korea in sus­
tainin g high rat es of economic g rowt h and  e xport earn ings . Th ere aft er they were 
more influenced by the ex tra ordin ary  new supply of oil deposits th at  were the 
cash cou nte rpa rt of the  oil price incr ease : the gat her ing  recession in the indus­
tria liz ed  coun tries  and  th e consequent  reduc tion of pri vat e secto r loan de ma nd ;
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and  the much larg er cu rre nt accou nt deficits run  by the developing countrie s as 
a combinat ion of both the  foregoing circumstances.

In  the period 1974-76 the  current account defici ts of the  developing countrie s 
amounted to a stag ger ing  $90 billion before official tr ansfe rs.  In  the absence  of 
the oil crisis, development needs might have meant deficit s of $25 to $30 billion. 
The rise  in petro leum prices,  narrowly construed , accounted for  perhap s ha lf of 
the increment thro ukh  increased imp ort requ irements . The  indi rec t contribution 
through higher  prices for  other imports,  and reduced export ma rke ts in the  in­
dust rial ized  count ries, accounts  for  the  rest . In  the larg est  sense, these deficits 
became the  cou nte rpa rt of the  surp luses accu mulated  by the  oil-exporting coun­
tries . The recession in the  indu stri alized  c oun tries converted thei r ini tia lly  larg e 
1974 current account deficits into  s urp lus  in 1975 an d modest deficit in 1976.

The priva te financial secto r was the  prin cipal interm ediary  th at  equated  the 
new surp luses and  deficits. It  did so fa r more effectively tha n many  had pre ­
sumed possible. The role  they played in 1974 was primarily  orda ined  by the  m as­
sive inflow of s hor t-te rm depos its held by t he  OPEC countries,  est imated at  well 
over $20 billion. And their  customers  included not  merely  developing countrie s 
but also the  more developed. There after, however, the  exp lanatio n tur ns  more 
upon the continuing demand for finance of the  developing coun tries , and the  
reduced demand for loans in tern ally . T he deposi t of OPEC surpluse s was no long­
er the impelling fa ct or: in 1976 the Bank of In ter na tio na l Sett lements  has  es ti­
mated th at  the  bank deposits of oil-exporting countries increase d by some $12 
billion, while new lending to all borrowers was $70 billion. Those add itio nal  re­
sources  came primarily  from privat e deposits in the developed countries,  as 
well a s increased deposits of developing coun tries themselves. The la tter  are the  
cou nte rpa rt to the  $11 billion incre ase in reserves accu mulated by them in 1976. 
Thei r cap ita l inflows las t yea r much more tha n covered their  deficit of $25 
billion, down considerab ly from the  previous year.

United Sta tes  banks and  branches  sha red  prom inen tly in the flows to develop­
ing countries.  The lif ting of balance of paym ents lim itat ions meant  th at  home 
offices and not merely branches par tic ipa ted . Since 1974, together they have ac­
counted for around  60 percent of the  loan volume to developing count ries. It  
has  been a profitab le develop men t: the  int ern ational portfo lio has  gene rated  a 
higher yield than the domestic.

The ea rli er  tendencies  tow ard  pr iva te finance, and  commercial bank pa r­
ticipa tion,  have thu s been much magnified since 1973. Pr iva te bank  lending now 
surpasses official development ass istance  as well as direct investme nt abroad. 
It  is this  transf orm ation  that  gives content to two dis tinct aspects of the  debt 
crisis.

The first  is the insufficiency of cap ita l for the  lowest  income coun tries . Banks 
have not been ind iscrim inant in the ir selection of clients . The ir lending, a s i s ap­
propria te, has been con centrated in the uppe r middle  income coun tries . Of the  
$89.1 billion estimated by the  BIS to be len t by the intern ational banks to de­
veloping c ountries  at  the  end of 1976, $39.1 billion was accounted for  by only two 
countries. Braz il and  Mexico. In 1976 these  two increased  the ir net  indebtedness 
by $7.0 billion, or $1.5 billion more tha n the net  increase  for all non-oil export­
ing developing countrie s. The Western Hemisphe re is the only region with  a 
significant debtor posit ion vis-a-vis the  intern ational banks; for all  others, 
deposit s vi rtually offset outs tandin g loans.

Official lending to the  poorest countries, and the ir access to the IMF oil facil ity, 
has  no t kept pace with  the  p rivate  flows. Yet the Fourt h World  al ready had  been 
falling behind in income growth even while many middle income countries had  
been acce lera ting  in the  lat e 19G0s and  ear ly 1970s. The debt service requ ire­
ments  of these countries remain modest percentages of the ir gross prod uct lie- 
cause of the  considerab le gran t element in the  official loans init iall y extended 
to them. Nonetheless they have become an increas ing charge on sta gnan t ex­
ports. and limit the poss ibili ties for import of needed food and cap ita l goods. 
The p ligh t o f these low income co untr ies is a side of the debt problem th at  should 
not. be ignored, even though its  effect on in ter na tio na l c api tal markets  is minimal.

On the other side are a smal l number of largely middle  income countries th at  
have been recip ients  of ab undant capi tal. Some face rela tive ly less difficulty. They 
absorbed the  impact of the  oil p rice rise immediate ly, exper ienced slower import 
and product growth, and  have  resumed more rap id export growth with the  re­
covery in world  trade. Othe rs face  more. The debt problem for  them consis ts of



164mounting interest  and amor tizati on payments that  are a cert ain clia ige  against  their  fo reign  ex change receipts. The  comm ercial terms on which the debt l ias been contracted  mean larger and more immediate outflows. I hese are countries tha t contributed  signi fican tly to the aggr egat e current accoun t deficits experienced in recent years —both because their imports increased sharply and their export growth was interru pted. The buoyant markets for sugar , copper, fishmeal, rice, soybeans, wheat, etc. tha t led to unprecedented price increases have not returned.Int ern al pressures to susta in high rates of growth despite unfa vorable  exter nal circum stances meant increased resort to debt to finance i t.The  problem for  most of these countries  is not the imminence of default  so much as it  is the burden of internal  adjus tmen t, a burden whose magnitude is cri tically dependent upon the continuing  ava ilab ility of external finance as well as rapid growth of world tr ade. Beca use risin g service payment s mean less f oreig n exchange for  im ports, tota l domestic expenditure must be c ur ta ile d; and because *imports themselves contribute to cap ital  formation  and expo rt potential, not merely real income but also longer range growth prospects are adversely affected.Some recent analyses have stressed a likel y trend toward reduced current ac­count deficits in  the next  few  years as marking an end to the debt problem. Th at  is a partial view. It  ignores how much of the deficit will go for fac tor  payments  ’abroad  rath er than for  imports of needed goods and services. It  fai ls to speci fy tha t because of amortizati on offsets, continued very large gross cap ital  outflows wil l remain necessar y. It  gives insufficient attenti on to whethe r the adjus tmen t occurs throug h reduced growth of  the debtor countries  or resumption  of rapid growth  in the industria lized  countrie s and how the former  is to be accomplished .It  does not confront the reluctance of the indus trialized countr ies to accept cur­rent account deficits as the needed offset to oil exporting countr y surpluses.Intern atio nal  finan cial markets have reacted well thus fa r to the oil exporting countr y surpluses.  Whe ther  they wil l continue to do so is less clear . The great  concentratio n of bank lending not only has deprived the poorer cou ntr ies ; it makes ind ivid ual  country evalu ation s by the priva te sector cri tical to their  contin uing development prospects. Pri vat e banks h ave de fac to become development banks of a specia l kin d.I wish to g ive more concrete basis  f or my concern by focusing' on the debt prob­lem of the Western Hemisphere. As a region it accounts for perhaps ha lf of the gross debt, and even a larg er share  of the net debt aft er  offse tting  reserves have been subtracted. Commercial bank credit s are even more concentrated in La tin  Ame rica . Nor, need I  add, tha t the repercussions for  United Sta tes  foreign policy are grea ter and more immediate.
T H E  W EST ER N  H E M IS P H E R EThe La tin  Amer ican experience with finance in the post-war period has three dimensions tha t should be noted. One is the rela tive ly limi ted access to foreign  cap ita l unt il the end o f the 1960s and beginn ing of the 1970s. The current  account deficit  as a percentage of gross domestic product hovered about 1.5 per cen t; in the early 1970s i t first  exceeded 2 percent, and since 1974 has more than doubled.The  petroleum  cris is converted an attrac tive option th at  many  of the larg ercountr ies had taken up, into a necessity. Second is the fac t tha t problems of ex- »ternal  finance in the region antedate  the present. Service payments—inclusiveof  profit  remitta nces—have represented almost  a third  of  export proceeds sincethe earl y 1960s. Many hemispheric countries at  tha t time experienced repaymentproblems precisely because the low level of exte rnal  finance permitted a smallmargin for net resource tran sfer . Wh at averted the gloomy predictions thenprevalent  was an accele ration  in export s, but also exte rnal  flows of  magnitudetha t was unan ticipa ted. The n et transfers  of  $476 m illion a year  in the late 1960swere mult iplied  8-fold in the early 1970s even before the extr aord inar y tran sfersin 1974-76. Thir d is the expa ndin g role of the priv ate banking  sector in mak ingsuch flows available. A con ser iati ve estimate is tha t well over ha lf the debt isnow held in banks. Th at has meant  high er interest rates , shorte r matu rities,and grea ter vuln era bili ty to conditions in inte rnationa l cap ita l markets. Whenother demands have dominated the La tin  Amer ican countr ies have  faced  highe rrates and crowding ou t; when fund s are abund ant, the excess  is urged uponborrowers.



TABLE 1.—CURRENT DEBT SITUATION IN LATIN AMERICA 

[In bil lions of dol lars ]

Public ly
guaran teed

debt Total debt Bank deb t
Net tota l 

deb t

Latin  America____ _____ ________  49.0 74 .0-79.0 50 .0-55.0 60.0B ra z il .. . . . 15.0 26 .0 -30.0 21.0 21.0Mexico_________ _ ________________  14.0 18 .0-24.0 18.0 19.0Peru__________________ ________________  3.3 4.5 2.8 4.2

Sources:

Publicly guaranteed deb t:
Latin  America : InterAm erican Development Bank, “ Latin Am erica’ s External  Indebtedness: Current Situation  and Prospects"  (May 1977).
Braz il, Mexico, Peru: H. van B. Cleveland and W. H. Bruce Br ittain,  “ Are the  LDC’s in Over Their  Heads?’’ “ Foreign A ffa irs " ( Ju ly 1977), 734.

Total deb t:
Latin  America: Albe rt Fishlow, “ Debt, Growth and Hemispheric Relat ions: Latin Amer ican Prospects in the 1980’s, ”  mimeo. (Augu st 1977), ECLA, “ EconomicSurvey of Latin  Am erica, 1976”  (June 1977).Braz il, Mexico, Peru:  ECLA, "Economic Su rve y;”  Irvi ng S. Friedman, “ The Emerging Role of Private Banks in the Developing Wor ld”  (C iticorp , 1977).

Bank debt:
Lat in America: ECLA, "S ur ve y; ”  Bank for Inte rna tional Sett lements,  “ 47th Annual Report ”  (June 1977), 112.
Brazi l, Mexico, Peru: BIS, "Rep or t.”

Net total deb t: G oss debt less inte rnation al reserves from  IMF, "Interna tio na l Financial  Sta tist ics.”

Table 1 outlines the  present debt  situa tion of the region as a whole and three of its  prin cipal debtors. Braz il, Mexico and  Peru together account for  almost three-fo urth s the  n et deb t a fte r rese rves  have been taken into  account.  How well that  burden can be shouldered over the  int erm ediate  term  cannot  be decided by calculat ing debt service ratios, or by est imating fu ture  cu rre nt acco unt  deficits in isolat ion, or even by deta iled projectio ns of amorti zat ion  and  int ere st pay­ments. Ra the r it depends upon such determ inants  of economic growth and tra de  as domestic savings capacity,  import needs, exp ort growth, the  cap ital -output ratio, and the  ava ilabil ity  and  term s of cap ita l inflow. Simple aggrega te eco­nomic models can be constructed  inco rporating such facto rs. They yield useful insights into  the  na tu re  of the  debt  problems confront ing the se count ries. It  should be stressed , however, th at  they  do not  pre tend  to pred ict ; rat her, they indicate  tendencies la tent  in the  economic struc ture, and poin t to  the  need for  changes  in it.
Before presenting the  quali tat ive  conclusions derived from such exerc ises th at  1 have repo rted on in detail  elsewhere, it  i s useful to specify in more deta il here  how the deb t of each of these countries  has  evolved in recent  year s. Those ci r­cumstances go far  to explain why th eir  fu ture  perspectives differ.Braz il exper ienced very rap id and  diversified growth of exp orts  in the  lat e 1900s and  ear ly 1970s. The volume expanded  s ligh tly more rapidly than  product, and was augmented by prices th at  rose almost 50 percent between 1969 and  1973. These improved terms  of trad e, bu t much more, abundan t foreign finance, led imports to  increase  more tha n twice  as rap idly as gross  produc t. The  oil cris is intensified int ern al disequi libr ia th at  the  very rap id grow th from 1968 to 1973 had already begun to c reat e. A cu rrent account imba lance  of more than  $7 bi llion in 1974 was only part ly explained by increased pe troleum pr ices ; about ha lf came abou t from overvalu ation of the exchange ra te  and  continued rap id growth. Since 1974 imports  have been held vir tua lly  con stant in value terms, and  have  declined in rea l terms. Impress ive effor ts have been made to sustain  rea l growth, nonetheless , and  have  con tributed to a resurgence of domestic  inflation.Current accou nt deficits have  rema ined l arg e desp ite growing e xports as profit remittances and  inter es t rep resent  a progressively lar ge r obligat ion. The ra tio  of the net debt to tot al prod uct stan ds at  about 20 pe rcen t of tot al product, hav­ing risen from 9 percent at  the  end of 1973. Service payments, inclu ding profits, absorbed 43 pe rcen t of export earn ings  in 1976, up from the  37 percent, in 1973. To finance them the debt has  more tha n doubled since 1973. C apit al inflows have  been continuously  avai lable , although at  t imes  a t higher  i nte res t rat es,  and Br a­zil has  even managed to res tore  t he  rese rves  lost  in 1974 and 1975. It  has  been a classic case of debt-led development th at  t hus fa r has succeeded.
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Pe ru is a differen t story. While the  milita ry government ha s succeeded since 
1968 in achiev ing a higher  ra te  of growth, largely in the  indu str ia l sector, it 
has  done so through  reduced in ternational tr ade , and n ot by opening the  economy. 
The  model was  one of import substitutio n, and expe rimenta tion  designed  to im­
prove  the highly unequal  dis trib ution of income and  wea lth in  the  society. The 
doubling of export prices in 1973 and  1974 meant improved terms  of trade  de­
spite the  oil crisis. Pe ru w as not  a  larg e petroleum imp orte r in any event, and at  
th at  time believed it  was  the  possessor of larg e reserves  in the  Amazon, large  
enough to jus tify construction  of a billion dol lar pipeline to the  coast . That ex­
pec tation, and  the  rise  in export prices led to  rela tive ly easy access to cap ita l 
ma rke t in 1973 and 1974, and unprecedented increases in imports. In 1975 and 
1976 deb t a lready  became more difficult to  co ntract  even as it  became more neces­
sary  to meet foreign exchange needs. Import growth slowed in 3975 an d actually 
became nega tive in 1976, as  exports stag nated.  The rise in  gross  p roduct likewise 
slackened, and  re serves have v irtu ally been exhausted.

In the  las t two years the  burden of the  debt has  become app arent. In the net  
term s it  st and s at  more than  a  th ird  of gross product, and abso rbs 44 pe rcent  of 
foreign exchange earn ings—both up considerably  from their 1974 levels. Unlike 
Braz il, however, the cap ita l stringency conf ronting Peru makes these magni­
tudes an unhappy reminder of how vulnerab le one can become by reso rting to 
debt  finance in an unce rtai n world.

The  case of Mexico is yet  ano the r var ian t. It  had  long enjoyed one of the 
highes t and  most stab le economic g rowth rat es among the  developing count ries. 
It  had  benefited from its  proximity to the  United  Sta tes in deriv ing significant 
revenues from tour ism as well as  cap ital  inflow. Even befo re the  recent more  
extensive  finds, its oil production insulat ed it  from the rise  in oil prices. The 
rap id increas e in debt in recent yea rs derived from more fun dam ental disequi- 
li h ri a : a slowing ra te  of growth in the agricult ural sector, increasing public 
sector deficits and int ern al inflation, fal ter ing  private  inves tmen t, all contributed  
to an overvalued peso th at  left Mexican exports  uncompetitive and  increased 
demand for imports .

Accumulat ing debt could not resolve  these problems in the  sho rt run  and  
merely postponed the inev itable need to come to grips with them. Incr easing 
capital flight in 1976 forced  the  governm ent’s han d and provoked the  devalua ­
tion at  the  end of August.  It  did not succeed in res tor ing  the  form er economic 
model, as it could not be expected to ; overvaluatio n was the  symptom, not the  
underly ing cause of Mexican difficulties. Indeed  in the  sho rt run,  deva luation 
fed int erna l inflation, and  dampened priva te inves tmen t. Yet the  longer run  
prospects could not help but  be favorably  influenced by P EME X plans to acce ler­
ate  petroleum exports  in the  next seve ral years.  Th at  put s into  a very different 
perspective the  curr ent rat io of servic e paym ents to expo rts of abou t 39 percent, 
a level th at  has  been approxima ted in th e la st  few years.

Indeed,  the  interm ediate  term  projections  for  Mexico show th at  a cont inuing 
10 percent ra te  of growth of exports  is consistent with a 7.3 percent ra te  of 
prod uct grow th while permittin g th at  service ra tio  to fa ll by a fifth. Imp orts  
can even he allowed a rising partic ipa tion in product. (T ha t presum es world 
infla tion of 5 percent th at  of course contributes  to a lesser debt bu rd en ; at  a 
0 inflation rate , the rati o actually  ris es somewhat.) A rat e of 12 percent is actual ly 
more likely  if current petroelum plans are  fulfilled. In those circumstances the  
cu rre nt  account deficit turns a sur plu s w ithin  10 years, and  t he  se rvice  ra tio  and 
the  ra tio  of debt  to GDP halve. What must he stressed  is th at  these optim istic 
projections presume cont inuing access to debt. At the lower export rate, the  
debt  tr ip le s; at  the  higher, it doubles. Lim itat ions on loans can be directly  
coun terproductive  by depriving Mexico of the  imports  necessary for  cap ita l 
inve stment and growth. Cons tant gross loans  imply sm alle r ne t resource t rans fers 
th at  succeed in more immediate  improvement in the  current account deficit, bu t 
at  the needless expense of economic growth. A second prin cipal conclusion is 
the sensitivity  of the debt requ irem ents  to export g rowth : small d ifferences tran s­
lat e in to lar ge effects on the  site  of th e termin al debt.

Peru has no  such bonanza. Export rat es  will be sen sitive to favo rable commod­
ity  pr ices  as  much as larg e volume increases. Pa st  experience gives l itt le  basis for 
supposing th at  a rea l trend  ra te  greater  tha n 7 percent is feasible. In  the 
absence of term s of tra de  improvements, and even with declining import pa r­
ticipat ion  in product and grow th of only 5 percen t, the  cu rre nt  accounts deficit 
rem ains a t high levels at  the  end of the period. Debt  would more tha n trip le,



167setting up sti ll fur the r obligations. Rathe r than a debt-led model of  growth, it  more resembles a debt tr ap.Only  the prospect of  high and sustai ned expor t growth  can ju st ify  levels of debt of  the Peruvia n magnitude. Wher e realization  of those prospects are de­pendent upon external circum stances as much as  inte rnal tran sfor mat ion,  the risks are considerable. Recovery of  copper prices can, of course, dramatica lly improve matters. Bu t pending such a change, whic h does not seem immediate, some means of reducing the present high  charges on export s would  seem to make sense.Comparable calc ulat ions  for  Br az il make evident is interm ediate position . Its  possibi lities are less cert ain because its  expor t prospects are not as clearly favor able as the Me xic an ; the recent rise in coffee prices is a poor and  tem­porary subst itute for petroleum. On the other side, Br az il wi ll remain a sign ifi­cant  oil importer over the inter mediate term. Th is means tha t it  wi ll require  continuing export growth  at  h igh levels , increased nati onal savings, a systema tic effort to assure  tha t imports  grow less rapid ly than  income, and fur the r larg e cap ital inflows in order to permit  produ ct to expa nd at  rates  of 7-8 percent. Illu str ativel y, an expor t growth rate  o f 10 p ercent wil l lead to gra dua lly reduced deficits over the period, a constant rati o of  imports to product, while sti ll per­mitt ing income to in crease by 7.2 percent. Bu t it  requires for  its achievement con­tinuin g accu mulation of debt—a triplin g over the period. More intens ive efforts to restr ain imports can of course lessen the need for  loans. Bu t one must be care ful not to impose an exte rna l strin gency th at  is counter-p roductive , and  prevents th e tr ansformation  needed to accelerate  exports.Whi le I have thus fa r emphasized the differences in their situa tion s and perspectives , it is use ful  also to stress the common fact ors th at  emerge from the preceding analysis, and their  impl ications.  Fo r al l three countr ies, despite the vary ing particu lars of  their accu mulation of debt, it  was the recession in the indu stria l countrie s and slowing expor t earnin gs tha t made apparent their vu l­nerability. For  all  three,  as well, it  is high  rates  of expor t growth tha t must  provide a way out of  the problem. More nati ona list , inward-looking development has considerable rhe torical appeal. The  rea lity  is that  a ny succ essful policy must  aggressively stim ulate export s as well. Th at  in turn  means contro ls over do­mestic expend itures, and restraint on consumption.  Bu t inte rna l aust erity, in the absence of favo rab le world trade  conditions, wil l come to no avail . The  other side of the debt coin is t he access to markets.Has teni ng the adju stment process excessively  by cur tai ling exte rnal  cred it too severely, moreover, wil l result in considerable and unnecessary socia l cost. In all three countrie s incre asing debt—or debt reli ef—is  required to underw rite a feasible adju stment path . Th at is one of  the  l imit atio ns of present inte rnat iona l financial markets dominat ed by priv ate rath er than  official loans. Bank ing  com­petition has a tendency to provide  excessive cred it when it  is unnecessary, but insufficient resources—becau se of the risks —when it  is. Pri ce does not play  much of a rationin g role. Coun tries  do have some coun tervailin g power in increasing  their credi ts, but only in extre me circ um stance s: banks do prefe r to be repaid nominally— even wit h t heir  own loans.The question is not acade mic. Peru  and Mex ico both have  dealt with  the IM F  and the p rivate banks within the las t year.  Cond itions for  the lat ter  have  proved much less demanding, by reason of the potential  for petroleum exports  and the favo rabl e performanc e of  Pres iden t Lopez  Portil lo. The priv ate mark et is even ready to provide more fund s than the IM F  would like . Arrangeme nts with Peru have proved more diff icult and more novel. Ther e w as ini tia lly  a direc t agreeme nt with the commercial banks tha t involved them deeply in monito ring and deter­mining inte rnal polic y. Th at  has broken down, and the IM F has aga in been drawn into the p icture w hile priv ate  discussions co ntinue. Since  p riva te loans are so large , no agreement tha t is not ratif ied by the inte rnation al banks can be effective. There is no gre at toleran ce for  social  experiment ation and heterod oxy among private bankers, nor can they afford  long time horizons. This wil l not lead to the design of optim al adjustment plans . The higher inter est rates  received by private  ban ks would seem to just ify  their accepting  a more flexib le, and longer  term adj ustm ent path —partic ula rly  in the absence of  good expo rt prospects. Wh at are risk  premia for? The present situa tion gives a gre at weigh t to their pre fer­ences .
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Over the intermediate run, there is the furth er possibility tha t recovery of 
investment in the developed countries will absorb much of the surplus th at  is 
directed abroad. To some decree there will be the offset of increased exports, 
but there remains the vulnerability of being a secondary, rath er than  primary 
borrower. Again private and social crite ria do no coincide.

Another set of potential problems is posed by the policies of import substit u­
tion tha t are  indicated, at least for Brazil and Peru. It  will not be easy to 
accomplish without larger capital outlays and possible domestic inefficiencies. 
It  may also require attraction  of foreign capital and technology through induce­
ments tha t set up later resentments and reactions. Beyond these difficult ques­
tions. there is the  impact of import res trai nt upon exter nal suppliers. Heightened 
tariffs, other limitations, and even possible preferences to regional sources, al­
most necessarily will continue to be necessary. The United States has not always 
proved itself  sympathetic. During 1975, while Brazil was seeking to reduce its 
record $6 billion trade  deficit, the Commerce Department continued to complain 
tha t tari ff levels prevented U.S. exports.

A final point relates to the bias debtor countries have for more rapid world 
inflation. Borrowing now for repayment late r in depreciated currency imposes a 
much smaller real burden. Crudely speaking, for Latin America as a whole, each 
percentage point of inflation tran slates into a .1 percent increase in the annual 
growth rate  of product for the same inflow of external resources. (The  effect 
is a diminishing one, since with  high rates  of inflation the curr ent requirements 
come to be even large r.)

Such an interes t, and even more so an  inflationary environment in which raw 
materia ls prices rise relatively to those of indus trial products, place Latin 
America in direct opposition to the contrary efforts of the industr ialized  coun­
tries. It has not been a source of conflict yet. But if decelerating inflation is 
accompanied by high interest rates, and sluggish markets for exports, the 
situation could change.

POLICIES

I have sought to emphasize th at the  question of developing country indebtedness 
is intimately linked to the whole panoply of economic issues tha t make up the 
North-South agenda : trade, foreign investment, the s tructure of the international 
monetary system, commodity prices, the  poverty of the Fourth  World, etc. Par tial  
solutions th at focus only on intern ation al credit markets do not do the problem 
justice. Nor does a stress upon economics alone. The dislocations of even a mini­
mal cost internal  austerity program can have significant political repercussions; 
the severity of the terms, and the availability of generous exter nal resources 
or not. have a direct hearing on the stabil ity of regimes.

In closing, however, I will confine myself to brief remarks on those credit 
markets because they have such direct influence. The immediate issue is to restore 
a bette r balance to development finance. However positive the role of commercial 
banks in intermediating the oil-exporting country surpluses in the las t few years, 
it should not persist. It  has led to a distorted and excessively concentrated 
allocation of resou rces; it has led to a predominance of shorter-term lending 
tha t is inadequate to the needs of the developing countries; it has led to a 
potential, and occasionally realized, private involvement in national policymaking 
tha t is inappropriate.

Restoration of balance means a grea ter particip ation for official institutions. 
The proposed new IMF supplementary financing facility is a step in the right 
direction, particularly its extended repayme nt period. It  will provide the Fund 
with resources th at are necessary if it is to be able to respond to the much 
increased global demands for credit. It  is only a par tial  step. Some effort must 
also be made to increase official, longer term lending and to ass ure tha t develop­
ment objectives are not ignored.

I have proposed tha t methods be found to channel priva te commercial bank 
deposits to the multila teral, official banks. In part icul ar I have suggested a swap 
of developing country loans curren tly held by the private banks for the bonds 
of the inter natio nal instituti ons. Tha t would faci litate  dealing with the debt 
crisis in th e shor t-run, by substituting a la rger official presence. In the longer-run 
the official banks would continue to have the expanded resources to lend since 
they would be offering the commercial banks thei r run bonds of longer maturity.
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That, and the fact tha t the official banks could choose par t of the portfolio, 
would assure  tha t the arrangement was not a mere bail-out of the commercial 
hanks.

In the third instance, an expansion of the Import-Export Bank and a larger  
bilateral official partic ipation  in international credit markets  is indicated. Tha t 
institut ion itself  should be better integrated into our overall foreign economic policy.

Finally, it is inevitable in the next several years  tha t there be much closer 
cooperation between the private banks and official agencies in making new 
commitments. Priva te competition works imperfectly in the allocation of inte r­
national credit. We have the luxury of having weathered the first impact of the 
oil surpluses with less damage than many feared. Tha t time must be used 
effectively to devise new forms of intermediation  appropriate to the changed 
circumstances.

P repared Sta tem en t  of  R ic hard  N. Coo per, U nd er  S ec re ta ry  for 
E co no mic  Af f a ir s , D ep a rtm en t  of  Sta te

Mr. Cha irman: I am pleased to have this opportunity to appear  before this 
subcommittee to discuss issues related to United States participation in the 
Supplementary Financing  Facility (SF F) of the International Monetary Fund 
(IMF). I consider the Supplementary Facility  to have major significance for 
foreign policy, and believe it will make an important contribution to interna­
tional stability by providing countries  faced with the need for restructuring their 
economies with adequate financial support and with appropriate  terms and conditions.

I would like to take  this opportunity to make some observations on recent 
developments in the world economy, most particularly , the buildup of external 
debt and the large imbalances which now cha racterize international payments. I 
will also examine the economic outlook for the period ahead, and analyze the 
role of the Supplementary Financing Facili ty in meeting the financial needs of 
countries which are  s till adjust ing to the economic shocks of the recent past.

Finally, I would like to emphasize the importance of the facility in demon­
strat ing our commitment to international cooperation and our resolve to sustain 
the international economic system from which we as a nation gain so much both 
as a market for our products and as a source of raw  mater ials, energy, and other 
goods and services.

im pa c t  of  re ce nt  ev en ts  on  ba la nc e of pay m en ts

Countries have tradit ional ly relied on ex terna l borrowing to sustain imports of 
goods and services which exceed thei r export earnings. An accumulation of debt 
means that a country is experiencing an inward flow of economic resources. Such 
a flow enables a country to invest more than  i ts own current savings and is thus  
advantageous for countries desiring to accelerate  or sustain economic growth. 
There is nothing wrong with debt in itself.

Historically debt has been an integral component of world economic develop­
ment. External borrowings have, for example, made major contributions to the 
development of the United States  during the 19tli century, and to the relatively 
more recent economic progress of the developing world. In other  words, for 
countries which are making productive use of capital, the concept of external 
borrowing has long l>een considered both normal and responsible.

The oil price rise, coupled with world recession, has added a new dimension 
to the debt situation. In the three year period 1974-76. the combined current ac­
count surplus of OPEC nat ions approximated $140 billion. (By way of contrast, 
their  surplus for the seven prior  years  had totaled only about $15 billion.) Since 
these surpluses inevitably generated a corresponding deficit in non-OPEC coun­
tries. balance of payments management for most oil-importing countries became 
very difficult.

The table from the 1977 Annual Report of the TMF shows clearly the impact 
on world current payments of the la rge increase in oil prices in 1974 which threw 
most oil-consuming countries into deficit; of the world recession in 1975, which 
shifted tha t deficit even more onto developing c ountries; and of the subsequent 
gradual  world recovery which had reduced the deficit of developing countries 
and eliminated the aggregate surplus of the industri al countries.
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GLOBAL STRUCTURE OF CURRENT ACCOUNT BALANCES*

(In billions of U.S. dollars]

Groupings
1967-72
average 1973 1974 1975 1976

1977
projec­

tions

1967-72 
average 
rescaled 
to 1977 

prices and 
levels of 

real ou tp ut 2

Ma jor  o il exporting co un tri es .. .  . 0.7 6 67 35 41 37 3
Industria l cou ntr ies_____  . 10.2 12 -1 0 19 - 1 - 1 31
Other nonoil countr ies:

More developed - 1 .7 1 -1 4 - 1 5 - 1 4 - 1 2 - 6
Less deve loped_______  . . - 8 .1 -1 1 -3 0 -3 8 - 2 6 - 2 5 - 2 8

Tot al 3 _________________ 1.1 8 14 - 1  .

* On goods, services, and private transfers.
2 Scale factors fo r prices are based on a general index of  world trade prices; scale factors fo r growth are based on average 

rates of increase in real GNP (or GDP) in each of the respective groups of countries.
3 Reflects erro rs, omissions, and asymmetries  in reported balance of payments statistics , plus balance of listed  groups 

wi th other countries.
« In rescaled version of 1967-72 average, this  res idual figure is p rim ar ily  a reflection  o f asymmetries in the  treatm ent  of 

lis ted groups,  and thus does not lend itself  to mean ingfu l in terp reta tion .

Sources:Data  reported to the Internationa l Monetary Fund and Fund sta ff estimates.

It  would have been impossible fo r oil importing countries to eliminate these 
deficits quickly without introducing stringent austerity  programs causing mas­
sive dislocations in thei r economies and major hardships for the ir citizens. 
In addition  to jeopardizing the political stabil ity of a number of countries in 
both the developed and developing world, such auste rity programs would have 
brought an abrup t curtai lment of economic growth in deficit countries. This 
would have greatly exacerbated the world economic recession that began in late 
1973 by collapsing export markets through a sharp reduction in demand. In­
stead, policy makers chose, and I believe correctly, to finance the large energy 
deficits in order to lengthen the domestic economic adjustment process. This 
route has allowed us to maintain a functioning international economic system 
while preserving the domestic political and social stabil ity of the deficit 
countries.

It  may be of value to explain at  this point tha t the lion’s share of the surplus 
funds were deposited in the world banking system. These funds were drawn 
from economies on a  worldwide scale proportionate to oil imports  but were de­
posited essentially in the major banks of the world with headquarters or 
branches in New York and London. The priva te banking system had both the 
cash deposits placed by the oil surp lus countries and the institutional capability 
to lend the funds. The banks have, therefore,  played two critical roles. They 
have recycled the surpluses back into  the financial system and they have re­
distrib uted these funds to deficit countries so th at the adjustment process could 
be carried out more slowly.

From the rough data  which are available, we can reconstruct how countries 
carried out this financing. Duing the 1974 through 1976 period, the total  cu rrent  
account deficits financed were about $225 billion. Fully three-fourths of this 
amount, some $170 billion, plus about $40 billion for the repayment of outs tand­
ing external debt, was obtained through borrowing from private banks and 
securities markets. An additional $40 billion, or about IS percent of the total, 
was obtained primari ly by less developed nations from official sources such as 
foreign assistance loans, and from loans by the IBRD, regional development 
banks, and othe r intergovernmental  sources. (Foreign assistance gran ts are al­
ready entered  in the current  account position.) The remaining $15 billion, or 
about 7 percent of the tota l financing, was obtained through the International 
Monetary Fund, principally from the IMF’s Oil Facility  and Compensatory 
Financing Facility.

DEBT SERVICING

In assessing the  current debt situation, one must give ca reful consideration 
to the debt servicing capacity  of individual debtor countries. Although the prob­
lem. as always, requires our at tention , there is lit tle likelihood of a general debt 
crisis. As in the past, acute  debt servicing problems are  expected to be restric ted



171to a few countries, wit h individ ual  problems, which require country-specific solutions.In each case we should begin by recalling tha t a risin g level of indebtedness does not by its elf  pose the threat  of maj or debt servic ing problems. The nomin al increases in debt tha t have  occurred appear fa r less dra mat ic when one allow s both for the growth of  real output and trade  tha t has taken plac e in the world economy and fo r the inflation tha t has occu rred.Moreover, aggr egat e debt statisti cs can be mislea ding in tha t they obscure the diversi ty of conditions in differ ent countrie s, especia lly the disparities in their capac ities both to earn foreig n exchange  and to manag e their debt effec­tively . It  is important  to recognize th at  external debt is distri buted  broadly in line with debt servicing  capa city . Fo r examp le, the bulk of exis ting private debt is concentrated in developed countrie s and a dozen or so rapid ly growing • developing countries  with  relatively high  per cap ita incomes and diversif iedeconomies. Most of the new loans to the poorer countrie s, in contr ast, have  been intergov ernmen tal and have  been high ly concessional in nature .The ratio of a country’s debt service  payments to its  annu al exports of  goods and services has often been used as a rough indi cato r of a country’s debt bur­den. Its  main valu e is as a guide to the short-run availa bil ity of foreign ex ­change to purchase the necessary goods to keep the economy growing and sti ll service the principal and interest payme nts on its foreign  debt. The highe r the ratio, that  is the larg er the percentage of ava ilab le foreig n exchange needed to service the foreign debt, the greater the risk  tha t payments on the debt could not be made. The  debt service rati o at  a particu lar  time does not, however, record such key factor s as the mat urit y struc ture of a count ry’s debt or the cycli cal variabili ty of its  ex port earning s or impor t costs.The aggregate  debt service ratio  of al l non-oil exporting developing countrie s was estimate d at  about  16 percent in 1973. It  declined to 13 percent in 1974, largel y as a result  of an upsurge in commodity export prices and volume, and then rose to 14 percent in 1975, and to roughly  16 percent agai n in 1976. The ratio may increase moderately over the next few years . Since most ind ustr ial countries are rela tive ly recent particip ants in larg e scale borrowing, and tend to have well developed export sectors, thei r debt service ratios—averag ing less than 10 percent—are  significa ntly  lower than  those of the developing world.In each case we should begin by recallin g tha t a risin g level of indebtedness does not by its elf  pose t he thre at of maj or debt servicing problems. The nominal  increases in debt tha t have  occurred appear  fa r less dram atic when one allows both for  the growth of real output and trad e tha t has taken place in the world economy and for the inflation tha t has occurred.Moreover, aggr egat e debt statisti cs can be misle ading in tha t they obscure the diversity  of conditions in different countries, espec ially  the disparities in their capacities both to earn fore ign exchan ge and to manage their debt effect ively . It  is impor tant to recognize tha t exte rnal  debt is distributed broadly  in line with debt servicing cap acit y. For  examp le, the bulk  of existin g priv ate debt is concentrated in developed countries  and a dozen or so rapid ly growing develop­ing countries  with  rela tive ly high  per cap ita incomes, and diversified economies. Most of the new loans to the poorer countries, in contrast, have  been inte r­governmental and have  been h ighly concession al in natur e.Aggr egat e data, as I have  already noted, disguise wide variation s in indi vidual country behavi or. Sev eral countrie s maintai n debt service ratios  consid erably  highe r than the avera ge. A number of important  La tin  Amer ican countries, fo r example, had 1976 debt service ratios  in the 25 to 45 percent range. I  emphasize,  however, tha t the debt service rat io cannot  be used independently as an accu rate  guide to debt servicing prospects. Oth er fact ors  such as a count ry’s growth and export potential must also  be considered. This is the reason why the rela tive ly more advanced developing countrie s tend to have the highes t debt service ratios , yet sti ll retain  creditw orthine ss, while the poorer developing countries—w ith low debt service ratios—are  generally unable to borrow in commercial markets.
PROSPECTS FOP. TH E OPEC SURPLUSThe debt servicing prospects of indi vidual countrie s are of course ine xtr icably  tied to the outlook for the world finan cial system as a whole. The abi lity  of the world economy to deal  with large payments imbalances is of  partic ula r importance.



A lth ou gh  th e  cu rr en t ac co un t su rp lu se s of  th e O I’EC  countr ie s hav e de cl in ed  from  th e ir  1974 pe ak , th ey  a re  st il l ve ry  la rg e.  Sinc e i t  w ill  ta k e  tim e bo th to  ra is e th e ir  a bs or pt iv e ca pac ity  fo r im port s and to de ve lop en ergy  pr od uc tion  an d co ns er va tion  in  th e re s t of  th e  wor ld , it  ap pea rs  th a t th e  OI ‘EC countr ie s wi ll in  th e ag gre ga te  re gis te r la rg e pa ym en ts  su rp lu se s fo r some  tim e to  come.Fro m  th e d a ta  av ai la ble  to  us  it  se em s c le ar th a t th e OPE C su rp lu s is  lik ely to  pers is t fo r a nu m be r of  years  ahead  ev en  th ou gh  it  m ay  g ra duall y  de cli ne  fro m it s cu rr en t lev el o f $40 bil lio n. T hi s is  not a pr os pe ct  we  vi ew  w ith  eq ua ­ni m ity an d we ta ke ev er y opport unity  to  po in t ou t to  th e OPE C co un tr ie s th e da ng er s to  wor ld  st ab il it y  th a t co nt in ue d oi l pr ice in cr ea se s pose.We  a re  al so  mak in g ef fo rs to re du ce  th e de pe nd en ce  of  th e  TJ.S. econom y on im po rted  oil.  The  P re si den t’s en ergy  pr og ra m  is  e sp ec ia lly gea re d to  a n im prov ed  en ergy  ba lanc e.  U nd er  his  pr og ra m, 1985 oil  im po rt s wo uld be abou t 4.5 mill ion barr els  a da y les s th an  w hat wo uld  oc cu r in  th e  ab se nc e of  th e N at io nal  Ene rg y Plan.  The  sig nific an ce  of  th es e fig ur es  is hig hl ig ht ed  by th e  f ac t th a t th e 8.5 m il­lio n b a rr e l a  da y im po rt  ra te  of  1977 will  re su lt  in  im port  pay m en ts  of abo ut $45 bi lli on .
The  em erge nc e of th e  OPE C co untr ie s as  th e m ajo r su rp lu s gr oup has  been ac co mpa nied  by th e dis ap pea ra nce  o f th e  fo rm er ly  la rg e c u rr e n t ac co un t su r­plus es  of  th e  in dust ri a l co untr ie s.  T he pre se nt OPE C su rp lu s is, mor eo ve r, on ly m od er at el y la rg e r th an  th e  c u rr en t ac co un t su rp lu se s of  th e in d u str ia l co un tr ie s du ring  th e  19G7-72 pe rio d,  if  th es e su rp lu se s a re  re sc al ed  to  1977 pr ic es  and 1977 lev els of re al ou tp ut . (S ee  t he  pre vi ou s ta bl e. )
Since m os t of  th e  fi na nc ia l su rp lu s ac cr uin g to OPE C co untr ie s ar e,  in  eff ect, of fset by  th e el im in at io n of  th e  former* ag gr eg at e pa ym en ts  su rp lu s of th e  i ndus­tr ia l co un tr ie s,  th e  glob al  lev el of in te rn ati onal sa vi ng s avail ab le  fo r fo re ign in ve st m en t is  no t sign ifi ca nt ly  d if fe re nt from  pre- 197 4 ex pe rien ce . The  locu s of  thos e sa vin gs ha s merely sh if te d  to  ce rt a in  OP EC  co un tr ie s.  W hi le  th e  OP EC  su rp lu s cert a in ly  poses  se riou s ad ju st m en t prob lems, i t  sh ou ld  not th ere fo re  in  it se lf  const it u te  an  unm an ag ea bl e im pe di m en t to  wor ld  econom ic gr ow th , if  we  as su m e th a t th e  OP EC  co unt ri es  hav e th e same mot ives  to  in ves t ab ro ad  th a t th e in d u s tr ia l co un tr ie s had  in  th e e a rl ie r pe rio d.  Bec au se  th e  OPE C co untr ie s ha ve  li tt le  e xp er ienc e in  fo re ig n in ve st m en t, th ey  h av e so fa r re lied  on th e Uni ted S ta te s and  Eur o- cu rr en cy  m ark ets  t o  i n te rm edia te  th e ir  fo re ign lend ing.Thi s m ea ns  th a t th e cri ti cal prob lem fo r th e no n-OP EC  co untr ie s is th e  way  in  which  th e defic its  which  co rres po nd  to  th e OP EC  su rp lu s ar e  sh ar ed , an d th e  metho ds  by which  th ey  a re  financed. In  th is  co nt ex t, it  is high ly  im port an t to in su re  a d is tr ib u ti on  of  th e  de fic its  g ea re d  to  th e un de rlyi ng pr od uct iv e pote nti al  of  in d iv id ual co un tr ie s and th e ir  ab il it y  to  su st ai n  ad dit io nal de bt .

SH A R IN G  PA Y M EN TS DEF IC IT S

Th e ta sk  of  ef fecti ng  a su s ta in ab le  s hari ng  of  de fic its  am on g no n-OPE C co un ­tr ie s has been  co mpl icated  by th e  su dd en ne ss  of  re ce nt ev en ts,  and by th e gre at d iv er si ty  in  th e econom ic si tu a ti ons of oil  im por ting co un tr ie s.  A few* c oun tr ie s ha ve  m ai n ta in ed  st ro ng pa ym en ts  po si tion s,  whi le o th er de fic it co un tr ie s ha ve  ad op ted po lic ies whic h a re  b ring in g th e ir  b al an ce  o f pa ym en ts  in to  a  su st ai nab le  pa tt e rn . In  o th er co un tr ie s,  ho wev er , st ab il iz at io n  pro gr am s hav e ac hi ev ed  on ly lim ited  pr og re ss  to  da te  an d add it io nal tim e i s ne ce ss ar y to  re st o re  eq ui libr iu m . The re  a re  s ti ll  o th er  co unt ri es  w hi ch  fa ce  la rg e pa ym en ts  de fici ts  bu t ha ve  on ly begun to  de ve lop ad ju st m en t po lic ies . Some  o f th e mos t dif ficult  ad ju s tm en t pr ob ­lem s a re  fo un d in  in d u s tr ia l de moc racies . In  al l a re as of  th e w or ld  th ere  a re  countr ie s w he re  eco nomic or poli ti ca l const ra in ts  re quir e a  lo nger  ho riz on  fo r econom ic ad ju st m en t th an  wou ld h ave been th e  cas e fo r les s se riou s dis tu rb an ce s.Am ong th e de fic it co unt ri es  re qu ir in g  fu rt h e r ad ju st m en t,  some ap pear to  be fu lly ca pab le  of  su st a in in g  in cr ea se d pri va te  bo rrow ing.  B ut th er e a re  o th er  countr ie s which  alr ea dy ha ve  had  o r will  ha ve  di ffi cu lty  in  a tt ra c ti n g  sufficie nt p ri vate  fu nds ov er  th e nex t few yea rs . I f  ad eq uat e p ri vate  fina nc ing is no t avai la ble  to  th e  co un tr ie s wh ich  ne ed  it . th ey  wi ll be fo rc ed  to  ado pt re st ri c ti ve tr ad e  po lic ies in  an  a tt em p t to ra ti on  th e fo re ign ex ch an ge  av ail ab le  to  them . In  to day ’s in te rd ep en den t wor ld , th e  ad op tion  of  su ch  po lic ies , p a rt ic u la rl y  be­ca us e it  could  le ad  to  re ta li a to ry  po lic ie s or  even em ul at io n by o th er co un tr ie s,  could  ha ve  d is ast ro us w or ld w id e re pe rc us sion s.  The  “b eg ga r th y  ne ighb or  po li­ci es ” ad op te d in th e de pr es sion  of  th e  1930’s st an d as  a co ntinuin g les son of  th e cr ip pl in g af fe ct s of  su ch p ol ic ies  on th e  w or ld  e con omy.



173

To ensu re th at  our system is able to cont inue func tion ing effectively, deficit 
coun tries  mus t he given both an incentive and  an  opportunity  to ad just the ir 
economies at  a pace consistent with the  rea lit ies  of the ir social, political, and  
economic situation. The  availabi lity  of official external financing sufficient to 
supp ort requ ired adjus tment is therefore of key importance for the int ern ational 
monetary and tra de  system, even though we fu lly expec t p rivate  capita l marke ts 
to contin ue provid ing pre pon derant  por tions of the  necessary financing.

THE BOLE FOB THE  SUPPLEMENTABY FIN ANCIN G FACILITY

The International Monetary  Fund is the  prin cipa l source of official balance of 
paym ents financing  in the  int ern ational monta ry system. This  financing  provides 

w members with  an opportunity  to devise policies to correct maladjustme nts  in
the ir balance of paymen ts and  to do so withou t res ort  to protectionist trade  
measures or predatory  currency devalua tion . Since 1973, extensive  use of IMF 
credit  has  greatly  eased  adjus tment problems. At the same time, the  IMF 's 
greatly increased act ivi ty has  caused a deple tion of its ava ilab le resources.

* IMF usable  resources are presently  near $5 billion, an extrem ely low level given 
the present needs of its  members and the  scale  of the  world economy. (World 
expo rts in 1977 will exceed $1 tril lion .) These usab le resources will be increased 
by about $6 or .$7 billion when the 6th quota increase  becomes effective. The Con­
gress has  alre ady  author ized U.S. participation in this increase. In  addition to 
the  fund s I have  already  mentioned the  fund also has  access to approxim ately  
$3 billion which rem ains  uncom mitted  thro ugh  the  General Arrangem ents  to borrow.

Since 1973, the  IMF has  supplied about $15 billion of balance of payments 
financing to member countrie s. Most of the  financing was obtained from the 
IMF ’s Oil Fac ility  and Compensatory Financing Faci lity . The  Oil Fac ility  pro­
vided funds, when required,  on the basis  of a cou ntry’s need for financing of the 
first- round impact of oil price  increases; the  Compensatory Financ ing  Fac ility  
has  provided fund s on the  basis  of a cou ntry’s need  for  financing due  to a cycli­
cal downturn in its  exp ort  earn ings caused by a drop  in world demand such as 
we experienced in the  recen t past . Properly , these faci litie s place d relat ively  
less emphasis on the prolonged adjus tment process. The Supp lementary  Financ ­
ing Fac ility is a sensible nex t stag e in financ ing the  adjus tment  process. I t will 
place greater  emphasis on appro priate  adjus tment policies, ra th er  tha n simply 
financing exis ting  defici ts. The new’ facil ity, with its  phased draw ings a nd longer 
pay-hack period, offers flexibility during the difficult adjustment process. Financ­
ing from the supp lementa ry facility  is likely  to be part icu lar ly cri tical for  coun­
trie s whose norm al drawing rights  in the  IMF are too small to finance the ir ad­
jus tment  process. Portugal stands as an exce llent  example of this type  of coun­
try.  In this pa rti cu lar case, as you will recal l, a group  of some 14 co untries  ha ve 
agreed to extend in  excess  of $750 million in c red its b ilatera lly.

Por tugal is also an exce llent  example  in making the  point that  the  adju stm ent  
process in each country  must be designed to meet the  individual set of problems 
faced within th at  country and  t ha t in many cases the  s itua tion  is even more com-

* plex tha n adjus ting to high er oil prices. Yet this  ad hoc approach  to rais ing 
official cap ita l which has been so signif icant  in helping to stab ilize  the  economic 
and  political situ ation in Por tug al cannot be repeated coun try af te r country. A 
systematic mu ltil ate ral  approach  with  appro priate  burden  sha ring  and flexibility 
in determin ing the  pace of adjustment, is needed. This is the genesis of the  Sup-* plementary Financing Faci lity .

THE PEBIOD AHEAD

It  has  long been apparen t th at  the  accomplishment of our  foreign  policy ob­
ject ives  depends in larg e measure  on the  ex istence of a  strong and hea lthy  world 
economy. T his economy is bui lt on a viable int ern ational mone tary system. The 
most important relatio ns we have with  most coun tries  are  in the  economic 
sphere—trade, investme nt, tourism, finance. These rela tions in tu rn  have an ex­
tremely  imp ortant  impact on the  U.S. domestic economy, the  s treng th of which 
is itse lf an essent ial ingred ient of our  abi lity  to  car ry out an effective  foreign  
policy.

Although the  w’orld economy has  been buffeted  by major  shocks, the intern a­
tiona l financial system has  proved to be rem arkably  resi lien t. It  has  been but-



tressed in this time of stress by the strong commitment of the U.S. and other 
countries to resist protectionism and other predatory practices, to cooperate on 
economic initiatives , and to commit economic resources to strengthen and pre­
serve the present  open system for the benefit of all. It  is significant, fo r exam­
ple, tha t all of the indust rial countries who are financially able to do so will 
parti cipate with the United States in the proposed Supplementary Financing 
Facility. The roughly 50 percent participation by the wealthy OPEC nations is 
also noteworthy. By channeling a portion of their  financial surplus through the 
International Monetary Fund they also demonstrate their  commitment to a 
viable interna tional financial system.

In conclusion, Mr. Chairman, I believe tha t our approach to the problem of 
payments imbalances must contain five broad elements.

First, we need to assure steady expansion of the world economy, an objective 
which serves our domestic aims and improves global stability. Countries with 
strong financial positions have a special responsibility in this regard. Countries 
such as the United States must not run current account surpluses tha t add 
to the world adjustment problems. In the aggregate, curren t account deficits 
in stronger economies are  crit ically important to the smoother functioning of the 
monetary system in so fa r as they represent  imports other than oil. These deficits 
serve the purpose of stimulating economic growth in other economies who cannot 
finance their adjustment as we can. These countries in turn provide markets for 
our agricultural and manufac tured goods.

Second, the industria l world must also move forward on a long term energy 
program geared to conservation, accelerated development of alternative energy 
sources, and research and development. The President’s energy proposal for a 
wide ranging program to reduce United States dependency on imported oil, as 
well as the multil ateral  efforts of the Inte rnational  Energy Agency, a re of major 
importance.

Third, to insure  tha t the international economic system functions effectively, 
deficit countries must continue to have the opportunity and incentive to devise 
policies tha t will adjust their  economies at a pace consistent with the realities 
of their  social, political and economic situation. The Supplementary Financing 
Facility  provides such flexibility.

The new IMF facility will make an important and positive contribution not 
only in augmenting the capacity of the IMF to lend to its member states  but 
also to asure  the world tha t a source of official financing exists on a scale that  
is sufficient to cope with the degree of financial turbulence we are likely to 
encounter. In short, the Supplementary Financing Facility is as important in its  
psychological role of backstopping the system as in its role as a source of funds 
to be used.

Fourth, renewed attention must  be focused on the t ask of facilit ating  economic 
growth in both the poorest and middle income developing countries. While few 
of these countries have a debt problem as such, their  development needs remain 
critical. A resurgence of the world economy will he helpful to these countries 
but they lack access to both capita l and technology. It  is here tha t bilatera l 
and mul tilate ral economic aid play a critical  role. These programs play an im­
portant part in our program for a stronger and more viable world economy. 
They should be seen as such and reserve the support of the  United States.

Fifth , on Maintenance of a liberal trading system, so others can earn from 
thei r exports.

Given these five elements, we believe the deficits which correspond to the 
OPEC surplus will gradual ly become geared to the underying strength of 
individual country economies and thei r capacity to sustain  external borrowings. 
In so strengthening the base of our international monetary system, we will also 
he contributing enormously to the provision of an international environment con­
ducive to effective foreign policy.

Statement of Irving S. Friedman, Senior Vice President and Senior 
Advisor for International Operations, Citibank, N.A.

Mr. Cha irman: I am pleased to accept your invitation to testi fy before this 
Subcommittee of the Committee on Banking, Finance and Urban Affairs on the 
subject of the Adminis tration’s reques t for authorization for the United States 
to par ticipa te in the new Supplementary Financing Facility of the International 
Monetary Fund (IMF).
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My testimony today will undoubtedly reflect my concern for  more than  thir ty 
years with the types of international financial issues before this Subcommittee 
while serving in official and private positions, in the U.S. Treasury, the IMF, 
the World Bank and, now, private banking. In preparing this testimony, I have 
had the benefit of three questions conveyed to me in advance by Chairman Neal 
in his le tter of invitation  of September 8.

As you know, I have authored a recently published book entitled  ‘ The Emerg­
ing Role of Private Banks in the Developing World” (April 1977). Although it 
was completed before some aspects of the IMF’s new Supplementary Financing 
Facility had been agreed in final form, the book addresses several of the more 
important external debt issues in which the Subcommittee on International 
Trade, Investment and Monetary Policy is interested. For this reason, copies

* of the book have been forwarded in advance of this  hearing to each of the 
nineteen members of the Subcommittee as my formal prepared statement.

A limited number of additional copies of the book are available here today 
for Subcommittee staff and other interested persons who may be present. Other 
additional copies are available by wri ting to the Office of the Senior Adviser for

* International Operations, Citibank, N.A., 399 Park  Avenue, New York, N.Y. 
10022, or directly to me at  my home at  6620 Fernwood Court, Bethesda, 
Maryland 20034.

I would like to provide for the use of the Subcommittee some updated statis tics 
on the external debt situation. These mater ials are intended to update  several 
key tables from my book which was published in April, 1977 with the best 
information available through the third week of September.

There are available many estimates of the external debt of developing coun­
tries which vary greatly. These differences reflect the coverage in borrowing 
countries, kinds of loans and credits and sources of loans, the existence of gov­
ernment guarantees and so forth. I would be glad to try  to explain these 
differences, if this is of use to the Committee.

I estimate, for myself, in dealing with the external debt problems of develop­
ing countries a tota l figure of about $150 billion in disbursed debt at the end 
of 1976 of which approximately $40 billion was debt to U.S. priva te banks. These 
amounts include lending to lower income oil-exporting developing countries. If 
we exclude lower income oil exporting developing countries and Mediterranean 
countries like Yugoslavia and Spain, etc., the corresimuding figure would be a 
total  external debt figure of about $108 billion for the 69 non-oil developing coun­
tries  which have a significant amount of external  debt. I estimate  tha t approxi­
mately $27 billion of this amount was debt to private banks and about  $16 billion 
was debt to U.S. private banks.1

I intend to be brief in my oral statement today. I would, however, be glad to 
answer any questions tha t are not covered in this brief oral statement in the 
question period which follows.

At the outset, I would like to strongly support Congressional authorization 
for U.S. participa tion in the new IMF Supplementary Financing Facility. Mr. 
Johannes Witteveen, the  Fund's Managing Director, has estimated tha t the new 
facility will begin operating with resources amounting to a t least SDR 8.6 billion

* (about $10 billion) available  from seven industrial countries and seven oil­
exporting countries. The share of the United States is reported to be SDR 1,450 
million (about $1.7 billion) or 17 percent.

The need for favorable and prompt Congressional action is indicated by the 
fact tha t the Supplementary Financing Facility as agreed will not become opera­
tional until 90 percent  of the financing committed by the participa ting countries 
has actually been made available. In other words, the new Facility—which I be­
lieve is urgently needed—cannot become operational until the U.S., Saudi Arabia, 
Germany. Japan or any o ther group of countries comprising more than 10 percent 
of the $10 billion committed has in fact supplied it s portion of the financing.

I believe tha t this increase in the Fund’s resources will be needed despite the 
measures currently being taken to add to the Fund’s total resources by increases 
in its quotas by a total of SDR 10 billion (approximately $11.7 bi llion). As its  
name indicates, the facility would supplement the  regular credit tranches avail-

1 The World Bank’s recent re-classification of Trin idad  and Tobago as oil exporters 
lias reduced the  71 country sample of non-oil developing countries used in my book te 
fi9 countries.



ab le  to  th e  F und’s mem be rs  an d wi ll no t be confi ned to  sp ec ia l pu rp os es  as  w as  
th e IM F 's  re ce nt  Oil Fac il ity.  In  view  of  th is , it  is  es pe cial ly  en co ur ag in g to no te  
th a t Sau di  A ra bi a will  be  the  lar ges t con tr ib u to r to  t he ne w fa c il it y—a bout 50 p er ­
ce nt  mor e th an  th e U.S.

Above  al l, I be lie ve  th e  Sup pl em en ta ry  F in an ci ng F acil it y  is ne ed ed  be ca us e 
th e in flue nc e of  th e Fund  as  an  in te rn a ti ona l m on et ar y au th o ri ty  is  in tim at el y  
re la te d  to  th e  siz e of it s fina nc ia l re so ur ce s.  The  Fund has about 131 mem be r 
■countries , ea ch  w ith it s ow n qu ot a of  ac ce ss  to  th e  Fund re so ur ce s.  I be lie ve  
th a t th e  IM F has  been an d will  co nt in ue to  be ha nd ic ap pe d in tr y in g  to  ha ve  
it s mem be r co un tr ie s liv e up  to th e F und’s cod e of in te rn ati onal m on et ar y be­
ha vi or , un less  ea ch  countr y’s qu ot a is  la rg e en ou gh  to  be of  sign ifi ca nc e to  th a t 
co un try.

F lo ati ng  ex ch an ge  ra te  sy st em s do  di m in ish th e ne ed  fo r in te rn a ti ona l mo ne­
ta ry  re se rv es  an d use  of  IM F c re di t, but th e ne ed s a re  s ti ll  pote n ti a ll y  ve ry  la rg e.  
Exp er ie nc e ha s in di ca te d,  duri ng re ce nt years  es pe cial ly , th a t m an y co un tr ie s—  
in cl ud in g m aj or in dust ri a l co unt ri es —ca n be in ba la nc e of pay m en ts  di ffi cu lti es  
sim ul ta ne ou sly.  U nd er  su ch  ci rc um stan ce s,  th e nat io ns of  th e  w or ld  ne ed  th e as­
su ra nc e of  a  st ro ng i n te rn ati onal m on et ar y syste m. O ther wise,  th e ir  nat io nal  p ro ­
gr am s to  redu ce  un em ploy men t, fig ht  in fl at io n and de fe nd  so un d de ve lopm en t 
pr og ra m s in a m an ner  co nd uc tiv e to  th e  we ll-be ing of  th e  w or ld  econom y will  be 
gr ea tly  ha nd icap pe d.

C ou nt ri es  w ill  fe a r th a t th e ir  ef fo rt s w ill  be doom ed to fa il u re  be ca us e o th er 
co untr ie s in dif ficult ies  wi ll no t be ab le  to  liv e by th e ru le s of  th e  in te rn ati onal 
m on et ar y an d tr ad in g  sy ste ms. In  an ti c ip ati on  of  th is  ev en tu ali ty , co untr ie s may  
we ll de cide  i n fa vor of  n ar ro w , seem ingly se lf -s er ving  p oli cy  ap pr oa ch es  ir re sp ec ­
tive  of  th e ir  in te rn ati onal eff ect, or  ev en  ir re sp ec tive  of  th e ir  lo ng er  ru n har m fu l 
ef fect s fo r th e  co un tr ie s ac ting  in th is  way . T his  may  even  pr ov e tr u e  fo r th e  
U ni te d S ta te s,  th e  la rg est  an d st ro ngest  co untry in th e wo rld . To  av oid th is  con­
tin ge nc y in  pra ct ic e m ea ns  an  IM F ab le  to  in flu en ce  th e  co untr ie s in di ffi cu lti es  
to  a d ju s t to  c ha ng ed  co nd it io ns  in a m anner which  s er ve s th e b es t in te re st s of  the  
in te rn a ti ona l co mmun ity . To  in flu ence , it  is  n ec es sa ry  t o be  ab le  to hel p a de quat el y 
an d qu ickl y,  if  needed.

A ve ry  mu ch  l ar ge  F und i s ne ed ed  in o rd er to  h av e na ti onal quota s la rg e enough  
to  gi ve  th is  inf lue nce. F o r th es e ba si c reas on s,  I st ro ng ly  su pport  bo th  U.S.  p a r­
ti ci pat io n in th e sp ec ia l Su pp le m en ta ry  F in an ci ng F ac il it y  a s we ll as  the  m ea su re s 
be ing ta ken  to  ad d to  th e  F und’s re gu la r re so ur ce s by in cr ea se s in it s quo ta s 
which  Con gres s ap pr ov ed  la s t fa ll.  The se  tw o fo rm s of  s tr eng th en in g  t he IM F a re  
co m pl em en ta ry  an d m ee t co m pl em en ta ry  ne eds. I w ill  no t go  in to  fu r th e r de­
ta il  he re , sinc e I ha ve  pr ev io us ly  te st if ie d in de ta il  on th es e su bje ct s be fo re  oth er  
Con gr es sion al  Co mmitt ee s in th e  p a s t ye ar , in cl ud in g te st im on y fo r th e Su b­
co m m it te e on In te rn a ti ona l F in an ce  of th e  Sen at e Com mitt ee  on Ban king . H ou s­
ing an d Urb an  Affa irs  (A ug us t, 19 77 ), th e  Jo in t Ec onom ic Com m itt ee  (F eb ru ­
ar y.  1977 ) an d th e Sen at e Fo re ig n R el at io ns  Com mitt ee  (A ug us t, 197 6).

As fo r th e  “in te rn a ti ona l deb t” prob lem. I wou ld  em ph as ize th a t deve loping  
countr ie s a re  thos e who se  re la tivel y low inc om e, outp ut an d ra te s  of  econom ic 
gr ow th  ha ve  fo r man y years  re qui re d ne t inf low s of re so ur ce s from  ab ro ad  to  
su pp le m en t do mes tic  sa vi ng s an d to  ad d to  th e fo re ig n ex ch an ge  av ai la ble  fro m 
ex po rt  and o th er hard  cu rr en cy  ear nin gs.  In  th e  past  fo u r yea rs , a sign ifi ca nt  
nu m ber  of  deve loping  co unt ri es  whi ch  hav e ha d th e cre d itw ort h in es s to  do so— 
and I un der line th is  qu al if ic at io n— ha ve  su bst an ti a ll y  in cr ea se d th e ir  ex te rn al  
de bt  to  a tt em p t to m ain ta in  pos it iv e gr ow th  ra te s in  th e fa ce  of th e  fivefo ld 
in cr ea se  in th e pr ic e of  oil,  th e w or ld w id e rec essio n,  re la tivel y  ra pid  ra te s of  
in fl at io n,  foo d sh or ta ge s,  etc .

T wo uld al so  lik e to  em ph as ize fo r th is  Co mmitt ee  th a t le ndin g to  the de ­
ve lopi ng  co un tr ie s has  not co nst itu te d  a th re a t to  th e U.S . ban ki ng  syste m. 
N ei th er  has th e su bst an ti a l bo rr ow in g by de ve loping  co untr ie s from  th e pri vate  
ba nkin g sy stem  bee n a d e te rr en t to  th e eco nomic gr ow th  of th e de ve loping  co un ­
tr ie s.  The  bo rrow in g of  th e  de ve loping  co unt ri es  fro m th e  p ri v a te  sv stem  ha s 
ra th e r he lped  th e de ve loping  c ountr ie s to  a d ju s t to  cha ng es  in th e  w or ld  eco nomic 
si tu a ti on  an d ha s st re ng th ened  th e ir  ca pa ci ty  to  se rv ice th e ir  ex te rn al  de bt . T 
be lie ve  th e b or ro win g of  th e  d ev elop ing co un tr ie s has  don e th is  i n tw o ba sic w ay s : 
(1 ) by  st re ng th en in g th e  abil it y  of  th e  bo rrow in g co un tr ie s to  export  an d (2 ) 
by st re ng th en in g  th e do m es tic e co no mi es  o f t he  bor ro win g c ou nt ri es .

As fo r th e fu tu re , I do  b eli ev e th a t le nd in g by th e p ri va te  banks to  de ve loping  
countr ie s w ill  in cr ea se  in  th e  years  im m ed ia te ly  ah ea d, bu t I do  no t be lie ve  it
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is possible for me to estimate the amount of increased lending. In trying  to 
project futu re levels of external debt, one must constantly be aware of the fact 
tha t externa l debt is not only a function of what is likely to happen in the 
borrowing countries  but also a function of what is likely to happen in the world 
economy. One example of this  is the apparently large increases in the  magnitude 
of interna tional lending as rates of inflation increase around the world. In the 
case of the developing countries, however, levels of external debt have increased 
at  a much more modest ra te of growth in the past four  yea rs when adjusted  for 
price changes than might be supposed from the nominal increases.

As for the relationship of the proposed Supplementary Financing Facility to 
the role of the IMF in balance of payments financing, and, in particular, the 
importance of IMF “conditionality,” I am a strong supporter of conditionality 
in connection with  the use of Fund resources. I am pleased to say tha t I had a 

* key role in introducing and implementing the concept of conditionality in the
Fund. Thus, I am especially pleased to note tha t use of the Supplementary 
Financing Facility will be made conditional inte r alia upon agreement between 
the Fund and the borrowing country of an economic stabilization program which 

„ the Fund considers adequate  and compatible with its policies for use of the
higher credit tranches. 1 also believe, however, tha t the IMF should be able at 
times to come quickly to the aid of a country which has urgent and immediate 
balance of payments problems, particular ly in cases where the failure to do so 
would result in long term damage to the economy of the borrowing country.

In recent Senate testimony on the subject of the Supplementary Financing 
Facility, I urged serious consideration by the U.S. Government and the general 
public of an increase in the regular  resource of the IMF to a much larger total 
of approximately $100 billion. In fact. I had already urged a Fund of this 
general magnitude as early as 1970-71 because of the stra ins already  being 
experienced in the international monetary system at tha t time. A $100 billion 
Fund would have about twice the resources of the current Fund, assuming the 
new quota increases and the Supplementary Financing Facili ty go into effect.

In recent months, a number of differing proposals have been advanced setting 
forth a variety  of ways and means of expanding the size of the Fund. Some of 
these proposals have been based on the substantia l increases in international 
lending and the inflation-induced decline in the real value of Fund resources 
since 1970. Other proposals have cited the relative ly rapid growth of world 
trade  beginning part icula rly in the decade of the 1960s. Still other proposals 
have been based on the substant ial expansion of the reserve positions of countries  
since the early 1950s. All of these arguments have merit.

My most basic point, how’ever, is tha t the tota l financial resources of the  Fund 
today must be large enough to enable the Fund to play its appropriate role in 
sustaining and renewing confidence in the international monetary system. For 
more than thirt y years, the Fund has  played th is role in protecting the prosperity 
of countries both by supplying liquidity on a conditional basis at critica l points 
in the monetary system and by preventing a return to inconvertibility of cur­
rencies and widespread use of exchange restrictions.

The contribut ions of the Fund in this process have helped make possible both 
v  the rapid expansion of the world economy and  wmrld trade in the 1960s, but  this

has also made the international economic framework more vulnerable to unex­
pected shocks. The Fund may well not be able to cope with these kinds of 
unexpected shocks, how’ever—if they occur in the future—if it can only rely on 
special or emergency devices which need to be internationally agreed every 
few years.

From a  creditor point of view’, the size of the resources entrusted to the Fund 
will reflect the confidence of nations in the Fund. More importantly, it will 
demonstrate thei r determination to avoid a repetition of the worldwide retrench­
ment which we call the Great  Depression of the 1930s. It will also reflect the 
determination to enable well managed developing countries to continue sound 
development efforts—without  the albatross  of balance of payments difficulties 
not resulting  from thei r own economic mismanagement.

Another question which has been frequently raised is the question of whether 
the Supplementary Financing Facility  or any increase in Fund resources will 
not in effect serve to “bail out” private  banks. My basic answer to th is criticism 
of the Supplementary Financing Facility is tha t I do not believe tha t Fund 
resources should be used for this purpose. It  is in fact quite possible to insure 
by means of Fund conditionality tha t this will not be so. In other words, the 
Fund can insure tha t no country will get IMF money to repay priva te banks.



It  should be clear, however, having said this, that all new lending augments 
the tota l foreign exchange availabil ity of a country. In this general sense, bor­
rowing from the Fund helps countries repay private  banks—due to the fungi- 
bility of money—as well as meet all other external payments needs. Similarly, 
borrowing from private banks helps countries to repay the Fund by augmenting 
the foreign exchange available to a country.

Thus, to conclude, may I reitera te my support for the proposed new IMF 
facility.

Thank  you.
Appendix B

Department of State, 
Washington, D.C., November 16, 1977.

Senator F rank Church,
Chairman, Subcommittee on Foreign Economic Policy, Senate Foreign Relations 

Committee, Dirksen Senate Office Building, Washington, D.C.
Dear Senator Church : On October 6, 1977, Deputy Assistant Secretary

Erland Heginbotham appeared before your subcommittee to discuss the  histor ical 
developments relating to financial difficulties experienced by Pertamina  in the 
year 1972-1975. During the hearing, the subcommittee made three  requests for 
information. This le tter transmits  th e information we have been able to develop.

Firs t, enclosed with this lette r i s a copy of the outline followed by Mr. Hegin­
botham during his appearance. The Department has no objection to including 
this statement in the hearing record.

Second, Senator Sarbanes requested submission of a fact  sheet on the amount 
and composition of the debt for inclusion in the hearing record. The information 
tha t we have developed follows. Since we cannot at tes t to its accuracy, we would 
apprecia te if the statements at the bottom of the table were included with the 
table.

Estimated Pertamina liabilities as of December 31, 19741

1. Curren t liabilities—notes payable______________________ $1, 000, 000, 000
2. Long term debt due in 1 year---------------------------------------- 175, 000, 000
3. Long term debt due aft er 1 yea r________________________  855, 000, 000
4. Principal payment for tankers covered under time cha rter

agreements ______________________________________  2 3, 300, 000, 000

5, 330, 000, 000
1 The above  inf ormat ion is con sidered as  only a be st es tim ate and  it s accuracy cann ot  

be assumed.  In  addit ion , th er e is no general  agree me nt as  to the definitio n of lia bi lit y 
in the case un de r disc ussion. Fo r example, a t 1 one Pe rtam in a fa ile d to tr an sm it  approx i­
ma tely $S50 mil lion  i n roya lty  paym ents to the Government.  How ever , it  ha s been repo rte d 
th a t the se  funds were  being used to  as si st  in cons tru ct ing a governm ent-owned steel 
pr oj ec t for  whi ch Pe rtam in a was  giv en responsi bil ity . If  th is  $850 mil lion  were inc luded 
as  a lia bi lit y the to ta l would  rea ch $6.2 bill ion  ra th er  th an  $5.3 bill ion.2 This deb t ha s sub seq uently been rene go tia ted and th e ev en tual  cost to Pe rtam in a is 
much reduced.

Toward the end of the hearing, Senator Sarbanes requested information con­
cerning syndicate leaders and Mr. Heginbotham offered to provide information 
on th is topic to the subcommittee. The information is classified and the Depart­
ment has provided it to the appropriate subcommittee staff under separate cover.

If I can be of any fur the r ass istance please do not hesita te to call.
Sincerely yours,

Douglas J.  Bennet, Jr.,
Assis tant Secretary for Congressional Relations. 

Appen dix C

Outlin e of Observations : Case  Study of P ertamina  F ina ncial  Situation

I.  COUNTRY SET TIN G— IND ON ESIA 1 9 7 1 -7 6  

A. Aftermath of Sukarno era
1. Political—Strategic significance of Indonesia’s change of course in 1965-66 

from a vi rtual communist state to a pro-Western, non-aligned country.
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2. Economic Condi tions in 1965-66: (a) 600 perc ent annual inf lat ion ; (b) 
inf rastr uc ture  in ru ins; (c) per cap ita well below $100, nega tive GNI‘ growth 
ra te ; (d) disin vestmen t by foreig n firm s; (e) negative foreig n exchange  re­
serves.
B. Suharto economic policies

1. Economic technocrat s intro duce d fiscal responsibi lity, balanced budge t, and 
predominant  dependence on concessiona l financing.

2. Rescheduling  of $2 billion Sukarno period extena l debts.
3. Conclusion of stan dby  agre ement with IMP.
4. Renewed development effor t with suppor t of IGGI (In terg ove rnm ental 

Group for Indonesia).
5. Inflation  ra te  reduced to less tha n 10 percent by 1970.
6. New foreign investm ent and  oil laws introduced—investment inflow’s ap ­

proaching $2 billion per y ear by 1972 (oil  and non-oil).
C. Internal politic s of economic development

1. Mil itary  lead ersh ip appoints fore ign-tra ined  technocrat s (with no personal  
power base) to run  economy.

2. General Ibnu Sutowo, alre ady  a leader  in the  Government’s oil structure , 
was entrusted by Gene ral Suhar to w’ith  reo rganiza tion  and  pulling togethe r 
of the splin tered  oil indust ry into  Per tam ina .

a. Ibnu achieved  d ram atic i nte rna tional breakthrough  on term s f or oil explora­
tion ; fathering production  sha ring concept ; quickly got foreig n oil to invest 
heavily  in Indonesia following severe difficulties in Sukarno  era.

b. Ibnu  expa nds oil prod uctio n from 600 thousand barre ls per day in 196S to 
1.2 million barre ls per  day by 1972. Acquires broadening  responsibility for oil 
secto r-related activ ities .

c. Ili s pragmat ism, rel iab ility and judgment achieved for  him the respect and 
confidence of Pre sident  Suh arto , intern ational oil and bank ing communities, and 
gained Indonesia an extraordin ary  level of fore ign oil inves tment. Pre sident Su­
harto  had confidence in his abi lity  to get things done; assigned him special pro j­
ects a nd re lied on Ibnu to  find financing for  them.

d. Ibnu gaine d int ern ational st a tu s; had  ready access to European heads of 
government.

3. Anomaly of Indone sia’s two development tr acks:
a. Broad tra ck  centered around  “tech nocrats  using conservat ive fiscal policies, 

supported  by IMF and IBRD ; pace  of developm ent const rained by care ful  studies 
linked to prior assu rances of concessional financing.

b. Oil sector  tra ck  (in itially including investments  in housing, educ ation  and 
infra str uc tura l fac ilit ies  to permit  relocation  of oil secto r supp ort from Singa­
pore to Indonesia)  was gradua lly  broadened to include petrochemicals, fe r­
tilizer  and gas-based steel indu st ry :

(1) Reliance  on rapid  decisions, commercial financing, and prof it advan­
tages linked to  accelerated  implementation.

(2) Emp hasi s on self-liquidating projects .
4. Problems created by dua l tra ck ;

,a. Both tra cks repo rted directly to  Su har to
b. Coord ination be tween  tracks was min imal
c. Pe rtamina  da ta and managem ent deficiencies fu rthe r impede coordina­

tion  possibilities.
4. Competi tion developed w ith  each tra ck  s trivin g to demonst rate  i ts approach  

development was more effective.
D. Internationa l politic s of oil

1. Significance of Indo nes ia’s OPEC membership ; (a)  Indo nesia’s reserves and 
production rep resent  2 percen t o f world tota l.

2. Indonesia  joined OPEC to be close to decisions on its  main expor t.
3. Ear ly participation as sile nt member only.
4. Did not  particip ate  in 1973-1974 Arab  oil embargo.
5. Became an increasin gly important supply  source  for  US dur ing  embargo, 

reach ing 12 perc ent of U.S. oil imports  at  th at  time.
6. Its significance for  supplying the  US increase d with discovery  of na tura l 

gas; large volume was  rese rved  for expor t a t LNG to southern Cali forn ia util itie s.
7. Even OPEC’s fourfold price  increase  con tributed  only $25-$30 per capital 

to In donesia ’s ann ual  income.
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8. Even by 1977, Indonesia rema ins one of the poorest LDCs, at  about  $200 GNP per cap ita.
9. Indone sia’s oil export does not  begin to meet its  development financing needs—it  requ ires  some $2 billion ann ual ly of concessional aid to sus tain cu r­ren t growth of 5-6 percent , at  presen t low per cap ita income levels.

E. U.S. economic policy interest
1. Stabili zat ion  and development policy.—The U.S. strongly supp orted Indo­nes ia’s ret urn to a responsible conservative financial policy and  its  res tora tion  to high priori ty of a sound economic development position ; Indo nesian policies have con tributed  to stabil ity  in all of Southeast Asia.
2. Commercial opportunities.— U.S. policy also aimed at  mutua lly  beneficial trade  and  inves tmen t relat ions . We foresaw imp ortant  mutual opportu nities for U.S. commercial par ticipat ion  partic ula rly  in major  oil, indust ry and  in fra ­str uc ture  projects.
3. Energy supplies.—With the Arab embargo, Indones ia's oil and gas acquired increase d importance for the  U.S.

I I . P H A S E S  OF IN D O N ESIA ’S EX TE RNAL DEBT DE VE LO PM EN T,  1 9 7 1 - 7 6

A. Phase I:  Ibn u’s search for  financial a lternat ives  {1911 M ay 1913}
1. Pertamina  cap ital  project priori ties exceeded fund  ava ilab ility .2. Pertamina  borrowing had  exceeded GOI l imits on 3-15 yea r credits  in  fiscal yea r 1972 (by December 1972).
3. USG suspended program loan eligib ility in supp ort of IMF efforts  to obtain remedy of Pertamina borrowing excess (December  1972).
4. Discussions with priva te banks  achieved modification in bank  lending prac­tices (Ja n.,  1972).
5. USG, IMF and GOI1 conside r standby  borowing limit flexib ilities to perm it financing of self- liquidating Per tam ina  projects. (Feb .-March  1973)6. IMF/G OI standby agreed to in May 1973, with  specific ceilings on new Per­tam ina  borrowing  (1-15 yea rs) ; evidence of over-borrowing  by Per tam ina  in fiscal year 1972 reported to IGGI.
7. T echnocrats issue control regulations, but  provide no penal ty, nor provisions to inval ida te credi ts above agreed ceilings. (May 73)
8. Commercial banks begin to par tic ipa te with  U.S. Ex im Ban k in financing of new oil refinery (May-July 1973).

B. Phase I I:  Shi ft By Per tamina in borrowing practices {May 1913-May 1915)
1. Evidence emerges of large  360-day borrowings by Pe rtamina to finance add itio nal  cap ita l projects. (October  1973)
2. IMF, U.S. Embassy and  GOI seek in form ation  on extent of Per tamina bor­row ings; Pe rtamina does not cooperate  with  GOI effor ts to monito r its  borrowings. (October-November 1973)
3. Banks and Per tam ina  take ini tia l steps tow ard  upgrading its financial management, accounting  and  financial sta temen ts ; plans for internatio nal  floa tation by Per tam ina  are  ini tia ted  with ass istance  of U.S. investment bank. Pertamina  employes ma jor  U.S. computer and accounting  firms to ass ist in improvement of financial controls . (Ju ly  1973-February 1974)4. Suh arto assigns Pe rtamina respo nsib ility  for  Kr akata u steel  project and cer tain fer til ize r plant developments; competition between (a) Ibnu style of commercial  financing and pro ject  implementation, as opposed to (b) conse rva­tive tech noc rat approach  reaches apogee as fru str ati ons mount with  progress of aid  imple menta tion; GOI partic ipa tes  in Kr akata u steel financing, with loan gua ran tees, as means  of supervision of Pertamina financing. (Ju ly 1973- Feb. 1974)
5. Gradu al discover ies of add itio nal  Pertamina borrowing  reveal sub stan tial  overrun  of GOI borrowing  ceilings. (October-December 1973)

C. Phase I II :  The unravelin g {May 191.[-February 1915}
1. Tighten ing int ern ational money marke ts reportedly complicate Per tam ina  medium-term c redit access (May 1974).
2. Pertamina  faces increas ing difficulty in persuad ing credito rs to roll over 360 d ay cre dit  (September 1974). Many term ina te by November.
1 Government of Indonesia.
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3. Majo r quarterly paym ents  on Kr ak atau  pro ject ($170 million) begin falling 
due (September 1974).

4. Oil expo rts bgin to f all  subs tan tia lly  sho rt of expecta tions ; p roduc tion levels 
fall  from 1.3 million b/d to  around 1.1 million (end  of 1974).

5. Pertamina  fai ls to subm it oil company tax paym ents to GOI in October 
($250 million) and aga in in Ja nuary , 1975.

6. Pe rtamina fai ls in effor t to obta in larg e Arab loan (December 1974, J anua ry  
1975).

7. Per tam ina  unab le to meet payment due U.S. bank in mid-F ebr uar y; group 
of 24 foreign  bankers is present in Ja ka rta for revelat ion of Per tamina’s liquidity 
crisis.
D. Phase I V: The resolut ion (March  1975-J line 1977)

* 1. Based on decisions  by Pre sident  Suharto, Ban k Indonesia advises  that  gov­
ernm ent financing will  ensu re th at  Pertamina  meets  all leg itim ate cu rre nt  fi­
nanc ial obligations  (March 3, 1975) : GOI assumes charge of all Pertamina 
financing  needs, orderin g it  to suspend fu rth er  world money marke t ac tiv iti es ; 
Pre sident  Suh arto appoin ts Finance,  Defense and Pre sident ial  secreta ria t

* officials to eva lua te Pe rta mi na’s condit ion, budget aand  development projects. 
(March 1975)

2. GOI begins to p rovide funds f or meet ing overdue and  c urr ent loan paym ents  
(March  1975).

3. Cen tral  Bank Governor and  Min iste r of Sta te for  Economy visit European  
financial cap ital s to rea ssu re money marke ts of Indonesia’s continued financial 
integrity. (March 1975)

4. GOI con trac ts with thr ee  major  int ern ational investment banks to advise 
it in re struc tur ing  and m anag ement of  l ’ertam nia  and GOI ex ternal indebtedness. 
(March 1975)

5. GOI a rranges fou r major loan synd ications thro ugh  key U.S., European  and 
Japanese investment houses, for $1.2 billion  in longer term  financing to pay off 
shor t term  Pertamina borrowings. (Apri l, Jun e and  November 1975)

6. GOI appoints Min iste r f or Admin istrativ e Reform to review and res tru ctu re 
Pe rtamina pro jec ts; he cancels some, cu ts others  back. (Ma rch-April 1975).

7. GOI und ertake s renegot iation of larg e foreig n comm itments by Per tam ina . 
including tan ker ch ar ter s and Kraka tau stee l pro ject  agreements. (April-M ay 
1975)

8. GOI replaces senior officials of  P er ta m in a; appoints GOI budget dire ctor as 
new head of Pe rtam ina . (May 1975)

9. Several overdue accep tances  create  uncer tainties abou t GOI credit posi­
tion ; GOI accelerates  set tlem ents  by end of month.  (May 1975)

10. GOI obtains Saudi funding fo r two major p roje cts (Ju ne  1975).
11. GOI concludes  agre eme nt set tlin g major ity  of out stan ding tan ker ch ar ter 

claims thu s resolv ing the  last  signi fican t cloud over curre nt financial horizon. 
(Ju ne  1977)

12. IBRD pro ject s GOI debt service burden will  peak at  19 percent of exports  
in 1980 and decline therea fte r (20 perc ent considered highest “safe” leve l).

« Appendix D

[F ro m  th e  Amer ican  Ban ke r,  Se pt . 15, 197 7]

Political I mplications of Recycling Funds Overhang World Bank , IMF 
Meetings

(By M. S. Mendelsohn)
London.—The recyc ling of funds from the wor ld’s su rplu s cou ntr ies  to deficit 

ones is  a  sub jec t t hat  is  going to crop up yet aga in at  th is year’s ann ua l meetings 
of the Wor ld Bank and Int ern ati onal Monetary  Fund, beginning in Washing ton 
Sept. 26.

Delegates in the  conference ha ll wil l be talkin g abo ut recycling , while com­
merc ial bankers in corrido rs and at  cocktail pa rties wil l be busy arr angin g stil l 
more recycl ing by canvass ing deposits from the  rich  and  loan app lica tions from 
the  poor.

Wh at the  meeting w ill not be discussing, so f ar  as  the agenda shows, but  -what 
delegates and  commercial ban ker s probably should  be discussing ar e the  politica l

20 -2 67 — 78------ 13
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implications of the massive claims which the western banking system continues to build up on developing and Eas t European countries. The sums which these two classes of borrowers owe to western banks have risen well above $100 billion and have grown so rapidly in the four years since the oil crisis that  the  problem posed by this kind of lending has changed in kind, not merely degree.Yet nearly every discussion of payments recycling through the western bank­ing systems has so fa r concentrated narrowly on the financial implications alone, while ignoring the fact tha t western bankers are being sucked ever deeper into a foreign policy vacuum through the sheer scale of the ir lending to sovereign borrowers.
The debate about the financial implications has become so familiar  th at it can be recapitulated briefly. The most common view is tha t while some more borrow­ing countries may run into difficulties forcing them to reschedule thei r repay­ments, the  system as a whole cannot break down because the sum of the world’s current payments deficits must always exactly match the sum of surpluses. In the phraseology coined by Robert Solomon, a former adviser to the Federal Reserve Board and now at  the Brookings Institution , “necessitous borrowers” will always find the ir “necessitous lenders.”
The argument about the financial implications then continues tha t the  trend of world payments will also be offsetting in it s own way. That is, an economic slack in the western industria l countries provides liquidity for bank lending to devel­oping countries  and eastern  Europe, while an economic upturn  in the West allows those countries  to reduce thei r current deficits. And this has indeed been ha p­pening to a limited extent during the lates t four years of the world’s economic cycle. During the deep recession of the western economies in 1974-75 the current deficits of oil-importing developing countries and eastern European countries rose to new heights, because the ir export opportunities were curtailed . During the recovery of the western economies over the past two years, those deficits have been shrinking. Now those deficits are expected to sta rt expanding again as growth of the  western economies slows once more.
The renewed slowing of the western economies, which now seems to have star ted as widely forecast, does threa ten to make more acute the financial problem posed by western bank lending to  sovereign borrowers faced with shrinking m ar­kets and falling prices for thei r exports. And this makes it likely tha t more countries will run into difficulties with the ir repayments as Zaire, Peru and Turkey have. But the political difficulties, so widely ignored, are likely to become more acute as  well.
The political implications are  that bankers begin to assume a foreign policy role from the moment they sta rt lending to sovereign borrowers on any large scale, and certainly when they under take such lending on the scale of the past four years. The provision of finance to sovereign borrowers is always a form of aid to exporters supplying the borrowing countries. That  immediately involves bankers in passively helping to determine priori ties both fo r supplying and pur­chasing countries. In other words, the ir lending helps decide which western export indust ries are  helped, as well as the pattern of consumption, display, armaments expenditure and productive investment in borrowing countries.Another way of saying this  is t ha t a ll sovereign cred its represent  the financing of unrequited exports, and the questions are  what exports, to which countries, for which purposes and for how long? These a re essentially foreign-policy ques­tions which bankers are neither elected nor trained to decide and there is no evidence tha t bankers are  in the least eager to become embroiled in such ques­tions. They have been dragged into this  role entire ly through a d efault in western foreign policy.
Moreover, to the ex tent tha t bankers do become involved in such matters, thei r motivations a re different from those of governments. Bankers are concerned with the most efficient allocation of resources, meaning the kind of investments tha t promise to generate enough money to  pay for themselves. On the other hand, gov­ernments, in this case of the western creditor countries, are concerned not only with allocation of resources but also with such nonfinancial considerations as the extension of support to friendly foreign countries and the withholding of support from hostile or potentially hostile countries.
Besides this, only the  governments of creditor countries have the political man­date and the means to decide whether thei r electorates will accept the cost of financing unrequited exports either in terms of foreign marke ts forgone or for­going competitors built up. It  is not a m atte r of whether bankers or governments
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will be more “rig ht ” a bou t such questions. It  i s whether bankers or governments 
should properly hav e the responsibility for deciding them.

Such problems merely  become more acu te when lenders ar e forced to impose 
condit ions on borrowers , as  currently in Zaire,  where the banks are seeking to 
“mon itor” th at  co untry 's imports, which is a polite way of s aying t ha t they wa nt 
to dic tate what Zaire  may import and  w hat  i t may not. Yet this kind  o f difficulty 
is going to become more widespread even in  the case of borrowing coun tries which 
are  not forced actual ly to reschedule. The reason is th at  some eas tern European 
and nonoil developing countrie s have borrow ed so heavi ly from wes tern banks 
th at  even a  normal cyclical uptur n of the w este rn economies no longer p rovides an  
assurance  th at  they will  be able to reduce their  debts  to more manageable 
propor tions.

Given the  size of their  debts, only th ree  courses a re pos sible:
Western  marke ts will  have  to be opened fa r more widely to the  manufactured 

and  raw  m ate ria ls exports  of the borrowing  countries, so th at  th ey can ea rn  the ir 
way out  of debt—which will obviously create  difficu lties w ith ind us trial lobbies in  
western count ries.

* Or condi tions  imposed on borrowing  countries may thr eaten  the  surviv al of 
their governments, for  good or  ill  in the  way th at  riots  in Egypt, Poland and  Peru 
have threat ene d alth oug h not toppled the  governments of those  countries in the  
past 18 months.

Or, thi rd,  some pa rt  of the growing wes tern  bank ing claims  on sovere ign bor­
rowers may e ven tual ly have to be funded as official bila ter al cla ims, in which case 
elec tora tes in the creditor countrie s may ask  why they  were not  consulted in the  
first  place, and  th at  kind  of public reac tion  might take a form which ban kers 
would not  welcome.

The att em pts  so fa r made to underpin commercial bank  lending to sovereign 
borrowers have  not  come anywhere near  facing the  pol itica l implications. The 
IMF, which  has  ju st  secured a new $10 billion  oil faci lity,  can do no more tha n 
impose general monetary and fiscal co nst raints  on debtors for limited periods . B ut 
the IMF h as nei the r the  au tho rity nor  th e manda te to impose p oliti cal conditions 
and no body with 131 member  coun tries can possibly  have a foreign policy of i ts 
own. The  Bank for In ter na tio na l Settlements, proposed as a cen ter for  pooling 
info rma tion  abo ut deb tor countries,  is confined to an even more limited if  inher­
ently  u sefu l role.

If  more pol itica l responsibility is to be res tore d to governments,  with  which  i t 
belongs, one way would be thr ough an increa se in  official bil ate ral  and mult ila ter al 
aid flows, which actu ally fe ll both in money and  real terms last year.

Another approac h mig ht be thro ugh  a considerable incre ase in the  gua ran tees 
provided by the  official export insu rance agencies of the main wes tern  coun tries , 
like the  United State s Expor t-Im por t Bank, Br ita in’s Expor t Credits  Guarantee 
Department and  thei r counterpar ts in other countries like Germany and Fran ce.

But it  would be difficult exte nding such gua ran tees to programm e financing 
extended by in ternati onal bank syndicates , so y et ano the r poss ibili ty might be a 
revival in a modified form of the  for ma nt “safety  ne t” of the  Orga niza tion  for 
Economic Coopera tion and Development. This might  allow bank  fun ds to  be rai sed

#  under the  guaran tee  of OECD governments for lending no t only within  OECD b ut 
also to countrie s which are not  members, on the  premise th at  OECD can more 
read ily be used as  a channel  of western in ter na tio na l economic policy than can the  
IMF. Robert Roosa of Brown Broth ers  H arr im an  has sugges ted something along 
these lines.
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CHART 2

Total United States Banking and Security  
Placements by Oil-Exporting Countries 
1974-1977 (1st  half )
Total Banking and Portfol io Security Placements by Middle/
East Oil Exporting Countries in the United States and in the
Foreign Branches of Major U.S. Banks. 1974-1977 (1st half)
(net placements; in billions $)

Year Placements in the 
United States a

Ouantity of 
Deposits in Foreign 

branches of U.S. banks 
at a given date.

Total placements 
in the United States 
and Foreign branches

1974 $ 5.5 ( 2 .3 )* $ n.a. $ n.a.
1975 7 .6  ( 3 .3 ) 10.7 18.3
1976 8 . 8  ( 4 .0 ) 10.8 19.6

1976 (1 s t h a lf ) 5.5 ( 2 .4 ) 10.0 15.5
1976 (2 n d  h a lf ) 3.3 0 . 7 ) 10.8 14.1
1 9 7 7  (1 s t h a lf ) 4.7 ( 3 . 0 ) 10.3 15.0
G ra n d  T o ta l up  

to  J u n e  30. 19 77 $26.6 r) $10.3 $36.9

Total Banking and Portfolio Secur ity Placements by African
Oil Exporters, Venezuela, and Indonesia in the United States and
the Foreign branches of Major U.S. Banks. 1974-1977 (1st half)
(net  placements (+ , or with dr aw als (-) ; in billions $)

Year Placements in the 
United State s3

Quantity of their 
Deposits in Foreign 

branches of U.S. banks
at a given date.c

Total placements/withdrawals 
(-) in the United States 
and Foreign Branches

cf U.S. banks
19 74 $ 5 .3 (3 .1 ) $ n .a . $ n .a .
19 75 - 1 . 4 I - . 9 ) -1 .1 -2 .5
19 76 -1 .0 -2 .0

19 76  (1 s t h a lf ) 0 .2 ( .4 ) -1 .6 -1 .4
19 76  (2 n d  h a lf ) - 1 .2 ( -1 .3 I -1 0 2.2
1977  (1 s t h a lf , -o.a(--6) -1 .2 -2 .1

G ra n d  T o ta l u p  
t o  J u n e  30. 19 77 $ n  .a. $ n .a .

•  Thii  excludes real ertale. o lher direct investment, prepayments on U.S. Exports, debt amortization. etc. k Numbers given are for Dec. 3 1,  or June 30 of that period.
c  Numbers given are for Dec. 31 , or June 30 o f that period, except 197 7; 3/31/77 .
n.a. Not available.
Sources:  U.S. Treasury Departm ent; Federal Reserve.

()  Qu on tity to ta l which is  made up of Tr ea su ry  no te s,  b i l l s  and bond
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C H A R T 3

Di s p o siti o n of O P E C S ur pl u s e s T hr o u g h o ut  
t h e  W or l d 1 9 7 4- 1 9 7 7  ( Fir st Q u art e r)

1 9 7 4 1 9 7 5
T ot al S ur pl u s T ot al S ur pl u s
$ 56. 3 Billi o n $ 3 8. 3 Billi o n

1 9 7 6 b 
T ot al S ur pl u s 
$ 3 7. 5 Billi o n

1 9 7 7 ( Q 1)  
T ot al S ur pl u s 

$ 1 0 Billi o n
*

T h e U nit e d St a t e s’

E ur o B a n ki n g M ar k et

F S S S S T I nt er n a ti o n al Fi n a n ci al  
I S S S S Sl  I n stit uti o n s 

F  I Ot h er D e v el o p e d a n d  
I- — —-*   N o n- M ar k et  C o u ntri e s

(jjjiiij H l D e v el o pi n g C o u ntri e s 

| U nit e d Ki n g d o m

•   T hi s d o e s n o t i n cl u d e pl a c e m e nt o f f u n d s  i n of f s h o r e br a n c h e s o f U. S . B a n k s, w h i c h a p p e ar i n  t h e  E u r o B a n ki n g  
m ar k et s h ar e.

b  1 9 7 6 ; $ 1 billi o n  w a s r e m o v e d fr o m  U . K . a n d pl a c e d el s e w h er e, h e n c e $ 3 8 . 5  b illi o n  w a s di st ri b ut e d .

S o ur c e: U. S. Tr e a s ur y D e p art m e nt.



CHART 4

External Public Debt of 84 Developing 
Countries, 1970-1975
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LIS T OF COUNTRIES IN REPORTS NO. 15 95 , 16 74 , ANO EC -167 /77
(R ased  on 1975 CNF p e r c a p i ta inc om e in  1975  US d o l la r s )

O il  E x p o rt e rs M id dl e Income ($ 266 -$ 520)

f  ‘ A lg e ri a  ($ 521 -$ 10 75 ) + ‘ B o li v ia
+ ‘ Ec ua do r ($52 1- $1 C7 5) ‘ Bo tsw an a

‘ Cobon + ‘ Cam eroon
‘ In d o n esia  ($2 65  o r  l e s s ) ‘ Co ngo, P e o p le 's  P.ep . o f

+ ‘ I ra n  (o v e r $1075) + ‘ Egy pt

‘ Ir aq *E1 S a lv ad o r
+ ‘ N ig e ri a  ($ 26 6- $5 20 ) + ‘ Ghana

‘ T ri n id a d  and Tobag o ft/ ‘ Hon du ra s
+ ‘ V en ez uel a (o v e r $1 07 5)

Hig he r Income (o ver $1 ,0 75)

+ ‘ Iv o ry  C oas t 
‘ Jo rd a n

+ ‘ L ib e r ia
+ ‘ A rg en ti n a ‘ M a u rit a n ia

‘ Cy prus + ‘ Mo roc co
Greec e 

. ‘ Ja m ai ca
Ma] ta

+ ‘ P h i l ip p in e s
+ ‘ S enegal

+ ‘ Sudan b /
•' "' P o rt uga l ‘ Sw azil and

‘ Sin gapore + ‘ T h a il a n d
Sp ai n

‘ Uru gua y
‘ Togo

+ ‘ Y ugosl av ia Low er Inc om e (( $2 65  o r l e s s )

Upper  M id dl e Income ($ 5 2 1 -$ 1 ,0 75) ‘ A fg h a n is ta n
+ ‘ B angla desh

+ ‘ B ra z il ‘ B en in
+ ‘ C h il e ‘ Burma

‘ C hi na,  Re p.  o f 
+ ‘ Co lom bia

‘ B uru ndi

‘ Cos ta  R ic a ‘ C e n tra l A fr ic a n  Em pi re  
‘ Chad

‘ Do mi nic an  R ep ubli c + ‘ E th io p ia
‘ F i j i ‘ Gam bia

+ ‘ Gua tem ala 
‘ Guyana

+ ‘ In d ia

+ ‘ Kor ea , Rep . o f + ‘ Ken ya a /
‘ L eso th o

+ ‘ M al ay si a + ‘ M ad ag as ca r
‘ M au r it iu s ‘ Mala wi
*Mexico
♦N ic ar ag ua

‘ M al i

‘ Panama ‘ N ig e r 
+ ‘ P a k is ta n

‘ Pa ra gu ay ‘ Rwanda
‘ Pe ru ‘ S ie r r a  Le one

+ ‘ S y ri a  
+ ‘ T u n is ia

‘ Som al ia

'/ +  ‘ Tu rkey + ‘ S r i  La nka 
+ ‘ T anzan ia

+ ‘ Zambia ‘ Uganda 
‘ Upp er  V o lt a  
‘ V ie tn am  cZ

» -^ Z a ir e

* /  C la s s i f ie d  a s  m id d le  Income  In  R ep ort  1595 . 
b / C la s s i f ie d  a s  low  Inco me In  R ep ort  15 95 . 
c j  R ep ort  1595  o n ly .

+ In c lu d ed  In  Samp le P a n e l In  R eport  1674, Annex  T a b le  1.  
* In c lu d ed  In  R ep ort  15 95 .
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CHART 6

External Public Debt of  Oil Exporting 
Developing Countries , 197 0-1975
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CHART 8

Current Balances within OECD^7, 1974-1976
30

B
ill

io
n

s 
of

 U
.S

. 
D

ol
la

rs

1974 1975 1976
Years

Group I Countries  Group II Countries
Uni ted States All other OECD Members
Japan
Germany
Canada
Belgium
The Nether lands
Norway
Switzer land

a /
T n e  groups comprise those OEC D countries  which have (Group  I I ,  and have no t (Group I) 
had recourse to  compensatory financin g or off ic ia ' borrowin g, exc luding liabili ties  resulting 
fro m inte rvention in the  snake," plus Norwe t  ich .$ a special case due  to oi l. The  coun­
tries in Gro up I are the  Un ited Stales, Japan, G» im an y,  Canada, Belgium, the Nether lands, 
Norway and Switzerland.

Source:  OECD The Econo mic  Out loo k fo r 1977.
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CHART 9

Total, international and Domestic Earnings 
of 13 Large U.S. Banks for 1972 and 1976

Source : Salomon Bros.
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CHART 10

Aggre ga te Earnings of  13 Large U.S. Banks 
Domestic  and Intern ational Earnings fo r 
1972 and 1976

Mill ions  of U.S. Dollars

Years
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SU MM ARY TA BL E OF TRE ASU RY DEBT MA NA GE ME NT  OPERATIONS IN  NOTES AN D BOND S 

[A m ou nts in  m ill io ns o f do lla rs ]

A ddit io na l 
mo ney raised

Year and  qua rter

Am oun t
mat ur ing

do mes tic al ly
he ld

Net  new mo ney 
raise d in 
do mes tic  

m ark et

th ro ug h d irect 
sales to  fo re ign 
accounts ne t of  

m atu ri tie s
To ta l new 

mo ney

197 6:
Apri l to  June___ __ ___  . ________ 7,598 9,1 54 815 9, 969

Ju ly  to  S e p te m b e r . . ._____ ________ 7 ,66S 15, 239 1,0 40 16, 2 79

Oc tober to  Dec em be r____  _ ________ 8,862 10, 154 1,4 15 11, 5 69
1977:

January to  M arc h . ___ . . . ________ 5,636 12, 395 2,03 0 14, 425

Apri l to  Ju ne________ ____  ___ ________ 9,60 5 3, 668 2,26 0 6, 520

Ju ly  to  S ep te m ber'______ _______ ________ 6,62 7 9, 082 2,47 6 11, 5 58

5  » Does no t includ e 2 -y r note m atu ring S e p t 30, 1979.

TREASURY DEBT MA NA GE MEN T OPERATION S IN  NOTES AN D BONDS

[A m ou nts  in  m ill io ns of  do lla rs ]

Add iti ona l
money
raised Tota l

th roug h new
di re ct issues

Net  new sales to pub lic ly
Amou nt money fo re ign he ld

M a tu ri ty  mat ur ing ra ise d in accou nts Total (e xc lu d in g
Paym ent da te of date of  do mes tic al ly do mes tic ne t of new fo re ign
new issu e Coupon new issue  he ld m ark et m atu ri tie s mon ey off ic ia l)

Apr . 15, 1976................ 7 H Feb. 15,19 81  . . . _________  2,500 115 2,615 2,50 0
May 17, 19 76 _________ 6 ^ A pr.  30 ,1978 4,10 0 2,600 200 2, 800 6,70 0

Do______________ 7 ^ Ma y 15 ,19 86  . . .
Do______________ 7 T i Feb. 15 ,2000 . . . 800 . . . . 800 800

June 1, 197 6_________ 7 H May  31 ,1978 1,5 00 750 220 970 2, 250
June 10, 1976 ____. . . 7% Ju ne  30 ,1980 . . . 2,000 160 2,160 2, 000
June 30, 197 6______ . 67 s Ju ne  30 ,1978 1,99 8 504 120 624 504
Ju ly  9, 1976 __________ 7% Aug . 15,1981 . . . 2, 501 70 2,57 1 2, 501
Ju ly  30,  197 6_________ 67< Ju ly  31 ,1978 . . . 2, 755 85 2,84 0 2, 755
Au g.  15, 1976________ 6T$ Aug . 15, 1979 4, 542 6,100 200 6, 300 10, 642

Do______________ 8 Aug . 15 ,1986 .  .
Do______________ 8 Aug . 15,20 01  . . .

Aug. 31, 1976________ 6 ^ Au g.  31 ,197 8 1,4 43 1,0 59 210 1,26 9 2, 502
Sept.  14, 1976________ 6?g Se pt . 30 ,198 0 . . . 2,002 120 2,122 2,002
Se pt . 30, 1976________ 6'/4 Se pt . 30 ,197 8 1,681 822 355 1,1 77 2, 503
Oct.  12, 1976_________ 7 Nov. 15,1981  . . . 2, 503 25 2, 528 2,50 3
Nov. 1, 1976_________ 5J* Oc t. 31 ,1978 1,481 1,021 310 1,3 31 2,502
Nov. 15, 1976________ 6 )4 No v.  15 ,19 79 3,994 2,000 300 2,500 5, 994

Do______________ 7 No v. 15 ,19 83  . . . 200 . . .
Do______________ V/s Feb. 15 ,2000 . .

Nov . 30, 1976________ 5’ i Nov. 30 ,197 8 1,370 1,1 31 290 1,4 21 2,50 1
Dec. 7, 1976__________ 574 Dec. 31 ,1980 . . . 2, 504 180 2,6 84 2, 504
Dec. 31, 1976_________ 5)4 Dec.  31 ,19 77 2,01 7 995 110 1, 105 3,01 2
Jan. 6, 1 9 7 7 . . . . ............ 614 Feb. 15 ,19 82  . . . 2, 501 190 2,6 91 2, 501
Feb. 3, 1977......... .......... 574 Jan. 31 ,1979 . . . 2, 504 335 2, 839 2,5 04
Feb.  15, 1 97 7 .. .............. 6 ^ Feb. 15 ,19 80 2, 068 3, 700 300 4,000 5,768

Do______________ 7JX Feb. 15 ,19 84  . . .
Do............................. 7 H Feb.  15 ,20 07  . . .

Feb. 28, 1977________ 574 Feb. 28 ,1979 1,5 15 989 175 1,16 4 2, 504
Ma r. 8, 1977 .................. 674 Mar.  31 ,19 81  . . . 2, 250 550 2,8 00 2,2 50
Ma r. 31, 1977.. .............. 6 Mar . 31 ,1979 2,05 3 451 480 931 2, 504
Apr . 4, 1977__________ 7 Ma y 15 ,19 82  . . . 2,25 7 350 2,60 7 2,257
May 2, 1 9 7 7 .. ................ 574 A or . 30 ,1979 1,4 69 2 400 402 1,4 71
May 15, 1977________ 714 Feb. 15 ,1984 4,28 3 (4 00 ) 100 100 3, 883

Do_____________ _ 774 Feb. 15,2007  . . .
May 31, 1977................. 6V4 May  31 ,1979 1,9 47 (6 6) 380 380 1,8 81
June 3, 1977 ...... .......... 674 Ju ne  30 ,1981 . . . 2,00 1 500 2,50 1 2,00 1
June 30, 197 7________ 6 '4 Ju ne  30 ,1979 1,90 6 (1 26) 530 530 1,78 0
Ju ly  8, 1 9 7 7 . . . ............. 774 Aug . 15 ,19 92  . . . 1,5 01  . . . . 1,5 01 1,5 01
Au g.  1, 1 9 7 7 .. .............. 6)4 Ju ly  31 ,1979 1,451 1,05 5 590 1,64 5 2,506
Aug . 15, 19 77 ................ 6’ 4 Au g.  15 ,19 80 3, 287 3, 000 700 4,000 6, 287

D o . . ...................... 7 ‘X Au g.  15,19 84 300 . .
Do_________ _____ 7)4 Feb.  15 ,20 07  . . .

Aug. 31, 1977................. 674 Au g.  31 ,1979 1,8 98 1,0 15 436 1,4 51 2,9 13
Sept.  7, 1 9 7 7 .. ............. 6J4 Se pt . 30 ,19 81  . . . 2,51 1 450 2,96 1 2, 511
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SUMM ARY TA BL E FOR TREASURY DEBT MA NA GE ME NT OPERATIONS IN 1-YR BILL S 

(Amou nts in  m ill io ns of  do llars)

Add iti on al
money raised

Year and  qu arter

Am oun t
mat ur ing

do mes tic al ly
he ld

Ne t new  money 
raised in 
dome stic 

mar ke t

th roug h di re ct  
sales to fore ign 
accounts ne t of  

matur itie s
To ta l new 

money

1976:
Apri l to  Ju ne ______________________
Ju ly to  Sep tembe r__________________
October to  Dec em be r_______________

____  4,57 4
____  5,265
____  5,442 . . . .

2, 250
607

190
175
429

2,24 0 
782 
429

1977:
January to M arc h__________________ ____  5,574 . . . . 277 277
Apri l to June____ __________________ .......... 7, 313 (1 ,1 41 ) 364 364
Ju ly  to Sep tembe r_____  _________ ____  5,537 . . . . 237 237

i

TREASURY DEBT MA NAGEME NT OPE RATIONS IN 1-YR BIL LS

(Amo un ts in  m ill io ns o f do lla rs,

Paym en t date of 
new issue

Matur ity
Amou nt

matur ing

Ne t new 
money 

raised in

Add iti ona l 
money 
raise d 

thr ough  
di re ct  

sales to 
fo re ign 

accou nts Total

Tota l
new

issu es
pu bl ic ly

held
(e xc lu di ng

date of domes tic al ly dome stic net cf new for eig n
new  issue held mar ke t m atu ri tie s mo ney of fic ia l)

Apr . 6, 1976_______ ......... Ap r. 5,1 977 916 1,000 .................. .......... 1,00 0 1,9 16
May 4 ,1 976______ ____ May 3,1977 1,092 750 150 900 1,842
June 1, 1976 _____ ____ May 31,1977 1,2 25 500 20 520 1,7 25
June 29, 1976_____ ......... June 28,197 7 1,341 . . . . 20 20 1,341
Ju ly  27, 1976............ ____ Ju ly 26,1977 1,3 29 607 75 682 1,9 36
Aug. 24, 1976_____ ____ Aug . 23,197 7 2,12 0 . . . . 50 50 2,120
Sept.  21, 1976.......... ____ Sept. 20,197 7 1,816 . . . . 50 50 1,8 16
Oct. 19, 1976............ ____ Oct. 18,1977 1,9 45  . . . . 28 28 1,9 45
Nov. 15, 1976 ____ ____ Nov.  15,1977 1,8 90  . . . . 150 150 1,8 90
Dec. 14, 1976_____ .........Dec. 13,1977 1,6 07  . . . . 251 251 1,607
Jan. 11, 1977............ ____ Jan.  10,1978 1,6 43  . . . . 1,643
Feb. 8, 1977______ ____ Feb. 7,1 978 2,02 7 . . . . 175 175 2,027
Ma r. 8, 1977 .......... ____  Ma r. 7,1 978 1,9 04  . . . . 102 102 1,9 04
Apr . 5, 1977, ........... ____ Ap r.  4,1 978 2,028  . . . . 136 136 2,02 8
May 3, 1977............. ____ May 2,1 978 1,9 53 (308 ) 128 128 1,6 45
May 31,1 97 7______ ____ May 30,197 8 1,957 (471 ) 50 50 1,4 86
June 28, 1977........... ..........June  27,1978 1,375 (3 62 ) 50 50 1,0 13
Ju ly  26, 1977______ ____ Ju ly 25,1978 1,7 20  . . . . 57 57 1,7 20
Au g.  23 ,197 7 ____ ..........Aug.  22,1978 1,9 92  . . . . 50 50 1,9 92
Sept.  20, 1977.......... ..........Sept . 19,1978 1,825 . . . . 130 130 1,8 25

o i
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