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VALCO on VALCO

To the Editor:

I write in an attempt to correct some of the major inaccuracies contained in Nicholas Burnett's article, in the February issue ("Kaiser short-circuits Ghanaian development").

It is both unfair and inaccurate to describe Valco as an "enclave" opera​tion that augments a foreign corpora​tion's profits while contributing little to the economic progress of Ghana. The facts are that without an aluminum smelter as the major consumer of elec​tricity, it would have been uneconomic to build the Akosombo dam and hydro​electric plant. Valco provides all the foreign exchange needed to service Akosombo's construction debt. Valco employs over 2,200 Ghanaians and has contributed more than $232 million to Ghana's foreign exchange

It is totally false to allege that Kaiser Aluminum never acted in good faith to help Ghana develop alumina refining.

Kaiser Aluminum and its Japanese

partners in 1975 prepared and submitted

to the government of Ghana a thorough

study of the feasibility of a bauxite/

alumina project in Ghana. It showed a

negative cash flow for the first seven

years of operation. When the project is

economically viable and capable of being financed, Kaiser Aluminum will hope to be a participant.

It is unfair and inaccurate to describe The Valco Fund as only a token act of public relations. Through 1979, Valco contributed $1.7 million to the Fund. It will contribute more than $5 million dollars to the fund in 1980 and if operations go well, more in years to come.

We take great pride in the Valco organization and the Ghanaian people who make it the excellent enterprise it is. We feel very strongly about our responsibilities to host countries, and we firmly believe an objective analysis would reveal that we have fully lived up to our obligations as corporate citizens in Ghana.

Ward B. Saunders, Jr.

Managing Director

Volta Aluminum Company

Oakland, California

Nicaraguan aid logjam

To the Editor: 
Charles Roberts' piece on Nicaragua in the March issue ("Nicaragua: The _Unfolding Scene") was quite perceptive and well done. There is one point, however, that needs clarification. This

is in the area of the $75 million aid package reported as approved by the U.S. Congress. Though approved by both houses of Congress, the measure may very well have subsequently died.

The Senate approved a bill for this aid on January 29th (vote: 53 to 34). The House debate on this went on for four days and centered on Cuban influence in Latin America. After much delay and the inclusion of cluttering amendments, the House passed a similar bill on February 27th (vote: 202 to 197).

At this point, conservatives in the House used procedural tactics to prevent the bill from going to a House​Senate conference to resolve differ​ences. .lust as the House was about to vote on sending the bill to conference on April 17th, House leaders withdrew it from the calendar ostensibly fearing that the conservatives had the votes to kill it. This is where it languishes.

In the meantime, final action on the foreign appropriations bill, where the funding for the Nicaraguan aid must come from, has been blocked since .Congress has already reached the Omit on fiscal 1980 spending. That bill may never be enacted into law.

Of course, the denial of funds to Nicaragua on the grounds that the Sandinistas are "Cuban-influenced," may actually help accelerate movement in that political direction.

Paul J. Baicich

Oxon Hill, Md.

Praise from down under

To the Editor:

Please find attached my payment for one year's subscription to your fine publication. As this topic of multi​nationals is one of my special areas of interest, I am pleased that there is such an excellent piece of literature available.

To you my congratulations and, more importantly, m} support. As a Senator for the Australian Labor Party, which casts a far more critical eye over multinational activity than do our main opponents, the Liberal and National= Country Parties, I would be delighted to any time to contribute to your magazine, should you wish it.

Arthur Gietzelt

Senator for New South Wales

Parliament of Australia

Carlingbah, N.S.W. . Australia

About this issue

Bankers, economists and political leaders are worried about the stability of the international financial system. Reports in trade journals, financial periodicals and banking newsletters are growing increasingly pessimistic about the ability of the giant international banks-Citibank, Chase Manhattan, Bank of America and a handful of others-to continue their dominant role in the world economy.

This month, Multinational Monitor explores the current state of world financial markets. The issues here are complex, the numbers often astronomical. Indeed, many observers disagree over the most accurate measure of Third World indebtedness and commercial bank exposure in developing countries. By and large, the articles in this issue rely on data supplied by the banks themselves, as well as multilateral agencies such as the World Bank.

Our examination of international lending begins with an overview `piece, setting out the range of issues now being discussed in Congress, behind the closed doors of the Federal

Reserve, and in the offices of Third World leaders. Y he overview presents bankers' assessments of the current situ​ation, as well as the opinions of a number of critics of commercial lending.

In the rest of the section, we have assembled the views of a collection of specialists on international finance and development. U.S. Congressman Jim Leach has been at the vanguard of government efforts to regulate international lending, while Cheryl Payer's work has initiated a heated debate over the role of the International Monetary Fund in the Third World.
•

In our interviews, we solicited the thoughts of two leading banking experts with similar backgrounds but sharply distinct opinions. Irving Friedman and Michael Hudson are recognized internationally as insightful, provocative and, above all, controversial observers of and participants in the world of development finance.

We believe the publication of this thematic issue marks a new phase of. the magazine's growth. We urge our readers to offer their criticisms on the issue as well as suggestions for the subjects of future thematic approaches.

Canada Eyes Tougher Standards

In a move that may herald new nationalist sentiments towards foreign investors, the Canadian government's Foreign Invest​ment Review Agency (FlRA) has initiated a legal battle with two U.S. firms. On March 28, the newly-elected Liberal cabinet voted to support the agency in its opposition to a deal between Detroit International Bridge Co. and Central Cartage, Inc., both Michigan-based ` companies.

Detroit International owns the

Canadian half of the Ambas​sador Bridge, a traditional sym​bol of U.S.-Canadian unity which spans Lake Erie and links Detroit with Windsor, Ontario. Detroit International failed to notify FIRA of its plans to merge with Central Cartage-a deal in​volving the transfer of the Am​bassador assets to the newly created company. The agency sought and received an injunc​tion to block any transfer of the bridge assets, and has announced

its intentions to permanently* prohibit the move.

Officials from both companies consider the decision invalid, claiming the agency has no juris​diction over what is essentially an intra-U.S. merger. "The FIRA decision conflicts with U.S. law," says Ronald Leck, executive vice president of Central Cartage.

The significance of the Central Cartage case appears to extend far beyond ownership of the Am​bassador Bridge. The decision was the agency's first under Canada's new Liberal admini​stration and FIRA's new chief, Herb Gray. Gray, whose 1972 report on multinationals in Can​ada prompted the creation of the agency, is a long-time critic of foreign corporate activity in the country.

U.S. government officials speculate that the decision may be the first step in Gray's cam​paign to broaden the jurisdiction of FIRA.

At present, FIRA's jurisdic​tion is limited strictly to review​ing applications for new invest​ments in Canada. Gray is looking to make the agency an oversight body as well, with the power to review multinational operations after corporations establish Canadian facilities. Such a move would have dramatic implica​tions for foreign investors-each year, multinationals reinvest $6 , billion in Canada, and if Gray's ' proposals are adopted, these in​vestments would fall under FIRA's scrutiny.

All signs indicate Gray may very well succeed. In the Liberal Party's opening address to par​liament on April 13, the Trudeau administration vowed to extend the powers of FIRA to include the oversight provision. If FIRA does begin extracting more fav​orable terms from foreign cor​porations, the credit will be Gray's. According to Marc

Lortie, spokesman for Canada's

Embassy to the U.S., "Herb Gray

is the prime mover behind all

these policies."

Japanese Push New Canal

With an ample push from multinational business, plans are moving forward for the construc​tion of a second canal in Panama capable of accommodating ships nearly eight times the size of those which travel through the current waterway. During a trip to Tokyo in late March, Pana​manian president Aristides Royo announced tentative plans to study the feasibility of the $20 billion project. Under the 1977 Panama Canal treaties, the U.S. must approve any such plans.

The announcement is largely the result of intense lobbying by Japanese businessmen, particu​larly the globetrotting Shigeo Nagano, chief of the Japanese Chamber of Commerce - and former chairman of Nippon Steel. Since January, Nagano has travelled between Panama City, Washington and Tokyo, sound​ing out political leaders and pres​suring them to approve a feasibil​ity study. Nagano has grown so close to Omar Torrijos that the Panamanian strongman named a hill outside the country's capital' after him and awarded him a high state medal: "Nagano is the key figure in this whole deal," says Fumiko Mori of the U.S.-Japan Trade Council.

While Panama sees the new canal as a means of moving away from its traditional economic dependence on the United States, Japan views the waterway as sharply reducing transportation

costs for trade with Latin Amer​ica. About one-third of all goods shipped through the present canal are leaving from or des​tined for Japanese ports. The ' country's business community is especially anxious to lower ship​ping costs on Venezuelan crude and Brazilian iron ore.

Most observers feel Nagano can pull the deal off. "He is unbelievably wealthy and influ​ential," says Walter Bastion of the U.S. Commerce Department. Others add ,that Nagano has a special incentive to succeed. His brother, Toshio, is chairman of Penta Ocean Construction Com​pany, an international firm that recently completed work on the Suez Canal. Penta Ocean already has compiled a preliminary re​port on the new Panamanian canal, and is considered a front​runner for the official feasibility study.

The U.S. response to the plan has been surprisingly low-key. While few expect the study to be rejected, it Iooks as if U.S. participation will be kept to a minimum. "The consensus seems to be that if there is a feasibility study we should be involved. But 1 don't think we would put up any money," says Nan Harley, mem​ber of a federal inter-agency task force monitoring implementa​tion of the 1977 treaty. But if the canal plans become more than talk, she adds, "that attitude will certainly be subject to change."

Machel’s Cautious Bid to Foreign Firms

The government of Mozam​bique, long critical of Western economic involvement in south​ern Africa, is putting out tenta​tive feelers to multinational busi​ness. In a speech delivered on March 18, president Samore Ma​chel proclaimed his regime's will​ingness to allow foreign corpor​ations a limited role in the coun​try's economic development plans. Machel, however, was cautious and skeptical of corpor​ate intentions. "We know what we want, and how we want it," he said, stressing that foreign firms would only be granted minority equity positions in Mozambican operations.

Machel's speech followed a late February meeting between government officials and repre​sentatives of 40 multinationals from the U.S., Japan and West​ern Europe. The meeting was ar​ranged by Business Interna​tional, a New York-based con​sulting group headed by Orville Freeman, former U.S. Secretary of Agriculture. The Western del-egation, including senior execu​tives from Coca-Cola, General Motors, Ciba-Geigy, Fiat and Fluor, discussed investment possibilities with Machel, Finance Minister Sergio Fieira and other top officials. "The government hasn't gotten down 4o the nitty gritty," says Lindsay Wellon of Business International. "But they seem to have a general philo​sophy that favors foreign invest​ment."
'

Many observers point to the

operations of the U.S. firm Gen​eral Tire as a model for future corporate activity in Mozam​bique. Late last year, company technicians supervised the start​up of a $32.5 million facility capable of producing 2000 tires daily. While the U.S. multina​tional only owns a 3.5 percent equity stake in the project, it holds a management contract to oversee the operation. As part of its agreement with the Machel government, General Tire has pledged to train 500 Mozambi​cans over a two-year period.

.Mozambique's outreach , to multinational business comes in the wake of new policies designed to return some of the state-con​trolled small business sector to private hands. Machel has called for private traders who fled the country after independence to return and resume their business activity; he argues the state can​not adequately manage all the abandoned facilities.

Companies Reject Code

Nestle Boycott Continues

Multinational infant food companies have announced their intention to defy recommenda​tions proposed by the World Health Organization (WHO) and UNICEF to regulate the promo​tion of infant formula in the Third World. Since the conclu​sion of a major conference last October where corporate execu​tives, public interest groups and U.N. officials collaborated on a set of proposals

to serve as the basis for a code of conduct, in​dustry officials have been de​nouncing the recommenda​tions.

"The code is

wholly irre​sponsible," says Barry Ricketts, an official with

the British firm Cow and Gates. If implemented by companies, he claims, the proposals "would certainly kill hundreds and hun​dreds of babies."

Rickett's comments reinforce statements delivered by execu​tives from three U.S. multina​tionals and Swiss-based Nestle at Congressional hearings held in Washington earlier this year. Company representatives uni​formly opposed strict interpre​tation of recommendations that would ban "direct promotion, including promotional advertis​ing." According to industry officials, their Third World pub​licity campaigns are of an "edu​cational" rather than promo​tional nature. Prohibiting such marketing techniques would

reduce the amount of informa​tion available to consumers, they claim. Public interest activists, scientists, and those U.N. offi​cials charged with drawing up the non-binding code, disagree.

. Nestle officials insist the guide​lines will not force changes in their promotional programs. Ar​thur Furer, managing director of the giant multinational, has claimed
the company "does

not
feel
re​
stricted in any

way" by the

WHO recom​
mendations.

The contin​
ued unwilling​
ness of the com​
panies to intro​
duce major

changes in their

marketing prac​
tices has led the

Infant Formula

Action Coalition (INFACT) to call for an intensification of the two-year-old Nestle boycott. Commenting on the selection of the Nestle-owned Stouffer Hotel and Restaurant chain and Rusty Scupper restaurants as the prime targets for the boycott over the next few years, Douglas John​son, national director of IN​FACT, said, "It is crucial that we increase the public pressure on Nestle to modify its practices, and the Stouffer campaign repre​sents a way of making a clear-cut economic impact on the com​pany."

His comments came at the end of INFACT's three-day national conference held in Washington in March.

-Andrew Chetlee in London

The energy crisis can make for strange bedfellows and even stranger projects. Martin Mari​etta Aerospace recently won a contract for the construction of Solar Village, the first project under a$100 million solar energy program jointly funded by the United States, the world largest oil consumer and Saudi Arabia, its largest oil exporter. The pro​ject is designed to produce elec​tricity for two desert villages near Riyadh with a total population of 3600. Its $16.5 million price tag means the electricity it generates will be the most expensive in the world.

"Only the U.S. and Saudi Arabia have the money to gam​ble on such a prestigious, expen​sive and as yet experimental pro​gram servicing so few people," says Theodore Rosen of the U.S. Treasury Department, the gov​ernment agency financing the deal. He claims the objective of the U.S.-Saudi program is to promote
alternative energy

sources for developing countries.

The major U.S. multinational Martin Marietta, primary con​tractor for the project, has been expanding rapidly into the solar energy field; many feel it will .soon become a world leader in solar technology. Solar Village won't hurt. When completed, it will be the world's largest photo​voltaic facility, with a capacity of 350 kilowatts.

Projects like Solar Village worry appropriate technology advocates who consider solar energy an important potential vehicle for breaking Third World dependence on Western techno​logy. Todd Bartlemm, solar ex​pert at the International Institute for Environment and Develop​ment, says the Solar Village pro​ject may portend increased com​petition between major multi​national firms working to pro​duce large-scale, capital-inten​sive solar technologies, and smaller Western firms and Third World governments concentrat​
ing on smaller-scale applications. He cites Solar Electric Interna​tional, a small Washington, D.C. firm started last year, as one developing solar water pumps and crop dryers that could be​come highly economical in many Third World villages.

In addition to Martin Mari​etta, many major Western oil companies now lead the field in solar research and development. U.S. support for large-scale pro​jects may lead to misplaced prior​
ities, Bartlemm says. "We can't move from one form of dependence to another," he warns.

Unfortunately the other exper​imental products of Solar Village seem limited in value, as well. General Electric, United Tech​nologies and Honeywell are par​ticipating in a $3 million sub​contract to build devices that don't appear to be a high priority for many Third World villages: solar-powered air conditioners.

-Leslie Wolf

Troubled Waters:

Multinational Banking

and the Third World

While Third World countries
struggle to service massive
foreign debts, commercial
banks are losing their
enthusiasm for developing
country lending. This over​
view examines the tensions
now plaguing the inter​
national financial system,
while close-ups probe the
debt burdens of three ailing
economies.

By William Taylor

A

 FEW WEEKS AGO, AT Chase Manhattan's annual shareholders meeting, bank president William Butcher told a worried audience he was assembling a"24-hour• a day" crisis team to monitor political and economic, trends around the globe. Butcher explained he was taking the step in response to violent upheavals in the Middle East and Latin America, and prospects of a major recession in the developed world. Today, he lamented, Chase Manhattan faces "the most uncertain [economic climate] I can recall in my better than three decades as a banker."

Few would quarrel with Butcher's gloomy assessment of the world economy-particularly international financiers. The oil price hikes of 1979 and confusion surrounding the seizure of Iran's U.S. assets have sparked universal concern over the stability of the Eurocurrency market-the lynch​pin of the international financial system-and the economic health of its. most fragile participants, the oil-​importing nations of the Third World.

"The situation can't get more precarious than it is now," says World Bank econ​omist Chandra Hardy.

Developing economies are beginning to crack under the weight of external debts totalling $250 billion. Debt servicing costs-projected at $120 billion between 1979 and 1981 ---and higher import bills are draining the Third World of foreign exchange, creating skyrocketing demand for more commercial loans: On the supply side, enthusiasm for Third World lending has dried up in recent months, as bankers finally begin to question the prudence of continued participation in the ever-​deepening Third World debt trap. "The commercial banks will have a lot of money over the next few years," says one official at the Agency for Interna​tional Development. (AID). "The question is whether they will be willing to lend to the Third World. The more troubling question, though, is what will happen if they don't."

Bankers place responsibility for today's uncertain situation squarely on the shoulders of the oil-exporting na​tions. "OPEC has no intention of risking their money in loans to unstable Third World countries," argues James Gipson, an investment banker with​
Batterymarch Financial Management Company. "But they are quite content to let U.S. banks take the risk for them." Certainly, OPEC price rises have prompted surges in Third World borrowing in recent %ears. But the image of the world's major commercial banks as selfless institutions, pushed about by the varying demands of OPEC and the non-oil producing developing countries, is unreal. Commercial banks have by no means been passive actors in the world economy, reluctant interme​diaries allocating funds between surplus and deficit nations.

In reality, the oil price hikes of 1973​1974 gave rise to a financial system largely shaped and dominated by a handful of powerful commercial lenders led by Citibank, Chase Manhattan and the Bank of America. The banks have shared the fortunes of OPEC rather than the misfortunes of Third World countries. Commercial bank' profits soared during the years of the oil price hikes, with the earnings of the nine largest U.S. banks growing at an annual average of 20 percent, mainly as a result of increased activity in the developing world. According to Morgan Guaranty, developing countries contracted less than 10 percent of all Eurocurrency credits in 1970. By 1977 that figure had reached 30 percent, and last year, credit to the Third World amounted to 40 percent of all Eurocurrency loans. Brazil alone has been a tremendous  source of profits for commercial banks. In 1978, loans to Brazil generated 15 percent of Citibank's after-tax earnings.

B

 UT HIGHER PROFITS, over the short term, 'do not necessarily indicate prudent lending. A growing chorus of critics argue that the banks, in search of quick profits from their OPEC deposits, have acted reck​lessly, supporting development strate​gies they assumed with unwarranted confidence would generate sufficient foreign exchange to repay loans. Just as often, it is argued, they have acted cynically, extending loans to service the needs of Third World elites-prestige public works projects, luxury consumer goods imports and sources of easy to embezzle funds-that bankers fully recognized were unproductive, and would not facilitate repayment.

"Bankers have not been unwilling partners in all this," says William Quark of the University of South Carolina Law School. "They saw a buck in many different ways, so they lent long to borrowers who were unlikely to pay. Now they've got a problem." As early as 1976, Pierre Latour, a leading Euro​pean banking analyst, expressed doubts about the repayment potential of loans bankers were extending. Bankers, he suggested, recognized their Third World lending policies were unsound. "Though it was never articulated in so many words, most bankers must ... have assumed that loans to [Third World] governments would be under​written by the official aid programs of the developed world," he reasoned before a U.S. Congressional committee hearing.

With gathering speed, relations between the banks and developing country governments are unravelling. The crisis of Third World lending poses a grave threat to the solvency of the entire international financial system; developing countries, long the market's most unstable customers, have become its most important as well.

The possibility of a break in the "chain of payments"-caused perhaps by a major Third World debtor deciding it could no longer meet its obligations-​always lurks in the shadows of international finance. Such a break might provide the impetus for a

domino-effect collapse in relations between all major borrowers , lenders and depositors. A political or economic crisis could prompt banks to call in loans extended to one another (banks are their own biggest customers) or OPEC nations could decide to with​draw their Eurobank deposits in search of greater financial security.

Realistically, however, the chances of such a complete and sudden financial collapse are remote. First world govern​ments would not sit idly by and watch the demise of a system their banks created. "Developed country govern​ments have no intention of letting the banking system collapse," asserts Michael Hudson, an international economics scholar with the United Nations Institute for Training and Research. But major restructuring will be required in international financial relations, and this restructuring will involve some very, major costs. The central question is who shall pay. Will developed country taxpayers bear the

costs of an emergency bailout or a long​-term rescue through increased public lending to the debt-strained Third World? Or will banks and their shareholders absorb some of the losses as the price for imprudent lending prac​tices?

C

 OMMERCIAL BANK-DE​veloping country relations re​volve around a complex set of dynamics. Private creditors wield influence almost by fiat, as a result of the huge financial resources they command. Since the mid-seventies, commercial loans have become the primary source of external finance for middle-level developing economies. In 1973, Third World debt totaled $73 billion, with over 50 percent furnished by public lenders-the World Bank, regional development banks, and Western government agencies. By 1977, commercial lenders controlled over 55 percent of the Third World's much larger debt, totaling $177 billion. Today, developing countries owe 60 percent of their $250 billion foreign debt to private sources.

With 'the emergence of private lending to the Third World, "credit​worthiness" became the watchword of foreign-exchange hungry developing country governments. Not all countries receive commercial loans; only those meeting bank standards of creditworth​iness have regular access to private markets. By and large, commercial bankers look kindly upon countries with' plentiful natural resources, rapid rates of economic growth, and a com​mitment to export-led development strategies.

Commercial lenders embrace elite​-dominated Third World regimes already pursuing development strate​gies designed to suit the needs of narrow economic interests. Interaction between developing country elites and private creditors has sharply accelerated the growth of capital-intensive export manufacturing and natural resource' exploitation projects, often at the expense of domestic agriculture and the production of goods for local con​
sumption. Alexander Vagliano of Morgan Guaranty presents the major banks' reasoning: "There's such a huge world market, you can sell just about anything if you gear up to do it."

For developing country borrowers who have shaped their economies to the liking of commercial bankers, the questionable logic of Vagliano's pro​nouncements means they have failed to generate foreign exchange needed to pay their debts, and now face a serious credit squeeze. Rising oil prices served not only as a catalyst for Third World lending; their shock effect on the indus​trialized countries exacerbated inflation and slowed First World economic growth. By financing export-oriented projects, commercial bankers tied the Third World even closer to the interna​tional economy, an economy charac​terized by declining demand for devel​oping country exports, unstable "raw material prices and increased protec​tionism.

The current plight of Brazil is a good example. No debtor country is more central to the world financial system than Brazil-with a foreign debt of $50 billion, it is the largest Third World customer of German, Japanese and U.S. banks. And few are in a tighter loan repayment position. Bankers estimate that this year, Brazil will need loans of between $18 billion and $21 billion to service its debt and finance imports-an awesome sum amounting to nearly 20 percent of the anticipated OPEC surplus. According to conven​tional wisdom, Brazil shouldn't be experiencing such problems. Its military regime has pursued industrial​ization at breakneck speed; and is vigorously promoting the export of raw materials and manufactures. Despite growth in exports, however, Brazil's balance of trade position continues to deteriorate, largely because it must import increasingly expensive capital goods for its manufacturing sector and staple crops to feed its population. "Brazil's economy depends totally on its overseas earnings," says Ladd Hollist of the University of Southern California. "And with stagflation in the industrial​ized world, I see nothing but problems ahead."

In their haste to increase exposure in the Third World, bankers ignored another central reality: the interests of the governing often times diverge sharply from the interests of the governed, and political elites' blind

 dedication to self-enrichment often limits a Third World government's capacity to repay debt.

Commercial lenders, led by Citibank, learned this lesson in Zaire, which has met virtually none of its debt servicing requirements since 1975. With the rise of Mobutu Sese Seko 15 years ago, Zaire launched a development strategy based on two principles: maximizing copper production for export and the income of an incomparably greedy ruling circle. Private bankers, ignoring the dangers of commodity dependence and pervasive corruption, freely poured funds into the country. "The banks and Mobutu complemented each other," says Wa Nsanga Mukendi, a former Zairian professor. "The banks were looking for business, and ' Mobutu needed money to finance his regime." But copper reserves don't guarantee debt repayment, and can't compensate for economic chaos created by a ruler who proudly labels himself the third richest man in the world. When the bottom dropped out of the copper market in 1975, Zaire left its creditors high and dry.

U

 NTIL NOW, COMMERCIAL lenders have suffered relatively few Zaire-style setbacks; unproductive or reckless lending has by and large led to 'even greater demand for credit. Unable to service existing obligations out of foreign exchange earnings, devel​oping country borrowers have ordinar​ily repaid past loans by contracting new ones. Major Third World debtors such as Brazil, Chile and Argentina have returned to the Eurocurrency market again and again, rolling over payments about to fall due, and vigilantly maintaining their "creditworthiness" so as to remain eligible for further loans. According to the Brandt Commission, Third World debt servicing will total $120 billion between 1979 and 1981 and rollover demand will be greater than ever. A number of academic studies estimate that this year, one of every two dollars borrowed on the Eurocurrency market will be used to roll over existing debt. By 1985, Morgan Guaranty projects, refinancing needs will claim two of every three dollars in new Eurocurrency credits.

To commercial bankers, the short​-term consequence of unproductive Third World lending has been addi​

tional Third World lending. But the exponential growth of 'developing country debt cannot continue indefi​nitely. Ever-rising interest rates means it becomes increasingly costly for devel​oping countries to refinance their external obligations. In addition, as the absolute level of debt increases, the potential consequences of a major Third World repayment crisis become even more ominous for the banks. "This is all a house of cards," says law professor Quark. "And there's a question as to how long you can keep rolling over reality."

With repayment of Third World debt so heavily dependent on the extension of new loans, the most immediate threat to international financial stability is a decline of creditor confidence. By and large, bankers have offered reassuring public statements about the security of their Third World portfolios, and the future of Eurocurrency lending to developing countries. Their optimistic words ring hollow, however, in light of the serious bank-imposed constraints on supply, threatening to dry up Third World credit. Figures recently released by Morgan Guaranty point to a sharp drop in Eurocurrency activity over the last few months. In January and February, loans to developing countries totaled only $2 billion, compared with $6 billion during the same period last year. And while lending declined, Third World balance of payments deficits-a significant element of loan demand-​increased sharply over 1979. "There will be less funds available for developing countries this _year," says a Congres​sional Budget Office (CBO) official after looking at the figures.
,

Perhaps the most sensitive gauge of commercial bank attitudes are the lending policies of regional U.S. commercial banks, for years the backbone of jumbo Eurocurrency loans organized by the giants. Without $5 million contributions from hundreds of these small, largely domestic institu​tions, multi-billion dollar Eurocurrency deals could not have been negotiated.. Since late last year, regional banks have been dropping out of the market with alarming speed. Declining returns on Eurocurrency loans and mounting political risk, it seems, have convinced

their directors that they're better off at home.

Major international. banks can't make similar decisions. Because they are more than part-time participants in Third World lending, they have an important stake in providing additional capital-repayment of existing loans often requires extension of new credit. The giant banks, says one analyst at the U.S. Federal Reserve, "are really multi​national organizations committed to a multinational portfolio."

But while Citibank, Chase Man​hattan and a handful of others may be able to temporarily cover for the departure of regional institutions, such. a trend threatens to reinforce the Eurocurrency market's most glaring weakness-overwhelming concentra​tion. While hundreds of U.S. private institutions participate in the Euro​market, for example, nine commercial banks already account for fully 63 percent of U.S. banking exposure

in the Third World. As fewer banks assume a greater share of lending, the Euromarket will become even more concentrated, and additional supply constraints will emerge. The major banks will quickly reach country exposure limits set internally or by home country governments. Once these limits are reached, a bank must forego further lending. "The market is defi​nitely becoming more oligopolistic," says a CBO analyst. "if we don't increase the participants in Euromarket loans-and it won't happen through market forces-there could be serious supply problems."

Ironically, long overdue changes in official policies of benign neglect towards the Eurocurrency market may also make funds harder to come by. Bank capital-to-asset ratios are at an all time low, and regulatory officials in developed countries worry that com​mercial institutions are overextending themselves. In response, several governments have moved to limit Euro​currency activity, particularly in the Third World.

Japan has set the pace for increased regulation. Since last October, private Japanese banks have been prohibited from participating in Eurocurrency loans, with the exception of a deal last November with Brazil. The government allowed four major banks to put up $125 million-testimony to Brazil's serious debt servicing problems and its importance to the Japanese financial system.

W

 ITH THIRD WORLD CREDIT needs far outdistancing commer​cial bank financing capabilities, major international lenders are scrambling to avoid a string of repayment crises that could send shock waves through the international financial system. In Congressional hearings, international conferences and closed-door meetings with Western governmental leaders, commercial bankers are pushing their brand of solutions. They are solutions which, from a First World perspective, will prove costly for taxpayers and, from a Third World perspective, may promote further misery among those poorer segments that have benefited least from past lending activity.

Reluctant to continue their recycling function, bankers have been calling for increased capitalization of the Interna​tional Monetary Fund (IMF)-some suggest up to $100 billion-greater lending by the World Bank, and an expansion of bilateral aid. "The contraction of official lending disturbs me a great deal," says Geoffrey Bell, an investment banker with J. Henry Schroder and a prominent member of the Group of 30, an international com​mittee of central bankers and private creditors. "Public credit has become almost infinitesimal and increasingly irrelevant," he says. "I think public institutions have to play a bigger role over the next few years," adds Morgan's Vagliano.

Along with calls for additional taxpayer-funded public lending, com​mercial bankers are insisting on more Third World "austerity," demanding that developing countries order eco​nomic priorities so as to continue debt servicing. Indeed, the two proposals go hand in hand, since the primary vehicle for enforcing Third World austerity, the IMF, is considered by commercial lenders a prime target for increased capitalization. "The IMF is too small to play a major• role in the recycling problem," says Schroder's Bell. "If its resources approached the size of private markets, some countries wouldn't be as critical of the 1 M F approach."

Third World leaders increasingly view Bell's "carrot and stick" analysis as misguided at best, and disingenuous at' worst. For the most part, IMF​commercial bank programs designed to ` free up foreign exchange through currency devaluation, reductions in public spending and the elimination of subsidies for food and other essentials have proven consistently unsuccessful. According to former U.S. Congressman Michael Harrington, the rate of recidivism among countries adopting IMF stabilization programs is remark​ably high. In 1977, he noted that of the 54 countries which had accepted austerity programs over the last ten years, 43 had required subsequent programs.

But the ineffectiveness of IMF austerity measures is of secondary importance, compared to the drastic toll stabilization policies have taken on the Third World's poor. Take the case of Peru. Since reaching agreement with the Fund in 1977 the country has suffered through spiraling inflation, sharp declines in real wages, lower nutritional standards and, as a result of social unrest, growing repression. A recent study by the Organization of American States (OAS) concludes, in a typically understated style, that IMF-supported policies in Peru "have

entailed very high social costs." Last year, inflation in Lima reached nearly 80 percent, largely, according to the OAS, as a result of Fund stabilization measures. Real wages in the manufac​turing sector dropped to 70 percent of their 1977 level, while urban under​employment hit 40 percent. Most dra​matically of all, per capita protein consumption fell to under 50 percent of vital minimum requirements in 1979-a 45 percent drop since 1977.

Independent critics of commercial banking, along with many Western government officials, are skeptical of the banks' renewed interest in official credit to the developing world. By calling for additional public finance as well as Third World austerity, commer​cial banks are denying any responsibil​ity for today's debt crisis, critics argue. "Pressure will inevitably fall on indus​trialized country governments" to ease commercial banks out of the Third World debt trap, says Karin Lissakers, the State Department's leading banking expert. Since the lion's share of future Third World loan demand is directly related to servicing existing debt, critics argue that by furnishing capital to meet balance of payments needs, public lenders will merely be bailing out commercial banks\ by easing the repayment of private credit.

Not surprisingly, bankers dispute the "bailout" argument. "I don't think it's a question of bailout at all; it's a matter of diversifying funds," says one official at Chase Manhattan. Bell is more straight​forward. "If you believe there is a problem, then official institutions must play a larger role. And if that's bailing out the banks, so be it. That seems to be the least of the problems we are facing."

In rejecting a view of increased public lending as a "bailout," most commercial bankers also eschew preemptive debt rescheduling proposals designed to give Third World governments the flexibil​ity to initiate long-term economic restructuring. in contrast to refinancing schemes, where bankers earn additional profits by extending new loans and collecting new management fees, rescheduling would force commercial

lenders to absorb some of the costs involved in breaking the increasingly unstable growth of Third World debt.

Often, bankers couch their objections to the rescheduling alternative in a self-​serving tautology. They argue that a country's need to reschedule is a sign of economic weakness: as such, it has a dramatic negative impact on a country's "creditworthiness," and seriously limits its ability to attract future commercial finance.
-

In point of fact, opposition to rescheduling boils down to a concern far simpler than creditworthiness: profits. The profit motive and the exigencies of shareholder demands tend to promote a short-sighted view of bank health and Third World development, eliminating debt rescheduling as an option before a debtor faces a severe repayment crunch. "Bankers really believe that if they seriously talk about rescheduling, it's going to happen," says World Bank economist Hardy. Invest​ment banker Bell agrees that up to now, commercial lenders have been unable to look beyond immediate concerns for profit. "It would be an unusual banker who would say, `Look, life is getting tough in a country so we're going to penalize our shareholders by resche​duling."'

G

 IVEN THE DANGEROUSLY strained condition of Third World lending, financial stability may hinge on the emergence of "unusual bankers." The scenarios for commercial lending in the Third World in the -upcoming critical months and years are myriad: industrialized country govern​ment bailout, deeper misery for the already marginalized as - a result of Third World austerity programs, declining bank profits or, failing "suc​cessful" adjustment, financial collapse.

One thing is certain, however. Both in the First and Third Worlds, the conduct of commercial lending in developing economies will become an increasingly volatile issue.-In Africa, Asia and Latin America, it is a question of survival. For industrialized countries, it Is a question of the accountability of financial insti​tutions for their own actions.

SIDEBAR

Brazil: The Giant Stumbles

In February, the widely recognized guardian of Brazil’s “economic miracles” traveled to the Unite States and Europe to meet with leading commercial bankers. Antonio Delfim Netto’s trip was an urgent one: this year, Brazil will need new loans of between $18 billion and $21 billion just to service its external debt and finance imports.

Netto’s journey ended an abysmal failure. Rather than extending new credit, private banks and World Bank president Robert McNamara offered sobering advice: now might be the time for Brazil – far and away the giant of Third World borrowing – to submit to an IMF stabilization program.

Can the unspeakable be around the corner? For years, critics of commercial finance in the Third World have equated Brazilian default with the collapse of the Eurocurrency market.  Its foreign debt now totals over $50 billion, and has doubled every three years since 1967.  Private credit accounts for nearly 70 percent of the debt, with $14 billion controlled by U.S. banks.  The country’s financing needs for 1980 amount to 20 percent of the anticipated OPEC surplus.

Commercial bankers insist they have no worries about the country’s long-term creditworthiness.  “When I look at Brazil, I see tremendous opportunities for investment and lending,” says Alexander Vagliano of Morgan Guaranty.  Outside the banking community, however, confidence is fading. Brazil is in the midst of an unprecedented economic crisis, and government leaders are at a loss a to how to stem its drift towards economic chaos.  “Brazil is falling apart,” Paulo Francis, the country’s leading political columnist says bluntly.

The country’s current economic difficulties are two-fold.  Brazil is being racked by 80 percent inflation, and harsh government measures to battle price increases have proven totally ineffective. Some officials are openly discussing Brazil’s possible slide into runaway “hyperinflation,” the dreaded economic disease of Latin America.  At the same time, policymakers are engaged in a frantic effort to promote exports in the hope of achieving a trade balance for 1980. Brazil has experienced a string of trade deficits since 1974 and, with a debt service ratio of nearly 70 percent, can ill afford further outflows of foreign exchange via imports.

Today’s economic crisis is largely the product of a development model characterized by capital-intensive export manufacturing, controlled to a unique degree by foreign corporations.  Between 1964 and 1973, Brazil’s exports grew at an annual rate of 20 percent; export expansion more than kept pace with increasing capital goods imports and the purchase of foreign consumer durables.  After the oil price hikes of 1974 , and the onset of recession in the developed world.  Brazil’s overseas markets dried up, with annual export growth hovering around 5 percent. Export stagnation notwithstanding, imports continued to climb, as the generals pursued a strategy of rapid domestic growth through government spending.  The capital-intensive nature of Brazil’s economy means it must continue to rapidly expand, or face the specter of widespread unemployment. Now, for the first time, it looks like Brazil may have trouble raising cash. For the last few years, despite widespread doubts about the country’s economic health, Brazilian officials have managed to drum up credit needed to roll over existing debt.  They command one critical bargaining chip – bankers have already committed so much finance to the country that most are reluctant to face the possible consequences of refusing to extend future loans.  With the economy in such rocky shape, however, commercial bank reservations are at an all-time high.

Delfim has committed himself to a crash program to hold down loan demand, and generate increased foreign exchange.  He is expected to soon announce an anti-inflation package designed to put a ceiling on wage increases, reduce government-subsidized credit and limit rural development projects.

“Doing these things flies in the face of development,” says Ralph Griffin of the U.S. State Department.  The policies also fly in the face of abertura – the program liberalizing Brazil’s political climate initiated in 1978.  Even while government leaders prepare austerity measures, social critics are returning from exile opposition political parties are mobilizing, and labor unions are striking with unprecedented militancy.  “The clash of these forces seriously threatens any hopes for democracy in Brazil,” says Ladd Hollist of the University of Southern California.

Planning Minister Delfim, while currently enjoying support from most sectors of the military, has been given a limited lease on policy control;  leading Brazilian political observers feel he has no more than 18 months to show major improvements in Brazil’s economic fortunes.  If he fails, they predict, a potentially violent political struggle over fundamental changes in the direction of Brazil’s economy will ensue.  As one U.S. official suggested, a “Brazilian Pinochet” may emerge.  He would sharply curtail political rights to enforce harsh economic steps, raising foreign exchange by denationalizing sectors of the economy and pushing down returns to labor.  Or as many opposition and trade union groups are demanding, the economic model may turn inward, stressing production for domestic markets and slowly exyt4ricating the country from near-total dependence on international trade.

Of course, major economic restructuring could not occur with a $50 billion foreign debt.  Says USC’s Hollist: “If you take that posture, you take a posture of default as well.”  Such a development would present the Euromarket with its most serious challenge ever.

SIDEBAR III

Still Banking on Mobutu…

powerful layer of local vested interests.

Now private and public lenders are struggling to get their money back. Western public creditors recently met in Paris and agreed to reschedule 90 percent of all interest and principal payments due through 1980. Payment will be stretched over ten years, with a four-year grace period. These relatively generous terms reflect more than Zaire's desperate economic condition. Mobutu has . effectively exploited the West's uneasiness about growing Soviet influence in Africa, as well as its possessive attitude towards the coun​try's mineral reserves. A similar agreement has been reached with Zaire's commercial lenders. Last.

month, 125 private banks rescheduled $400 million in loans over ten years, with a five year grace period.

Despite the unusually liberal terms of both agreements, bilateral foreign aid pledges of $206 million for 1980 and rising cobalt and copper prices, most observers doubt Zaire will be able to reactivate its economy. A recent internal World Bank study calls on creditors to stretch out payments over 30 years as the only way to permit fundamental restructuring. Several U.S' government officials, while expressing sympathy for the recom​mendation; call it "politically unten​able"-particularly while Mobutu remains in power. "A massive resche​duling like that is a one-shot deal," remarked one U.S. Treasury Depart​ment official. "Now is certainly not the time."

Indeed, by financing the institu​
tionalization of Mobutu's corrupt rule, commercial bankers may have indefi​nitely postponed the time for economic reactivation in Zaire. Although IMF officials now control part of the country's financial bureaucracy, the appetite of Mobutu and his circle of advisors for graft still seems unsatisfied.

The country's deteriorating infra​structure and communication network, as well as the virtual starvation of its population, have inhibited the growth of organized political opposition. Western governments and commercial bankers, unhappy with Mobutu but even more anxious about the rise of a Soviet-influenced regime, continue to conduct business as usual, lurching from crisis to crisis in an effort to recover at least part of their commit​ments. Meanwhile, through all the confusion, it is the people of Zaire who suffer. 
Commercial Banks and the IMF: An Uneasy Alliance

The much heralded partnership between commercial banks and the IMF is not always harmonious. While the Fund supports or disciplines governments for political reasons, the banks look only to recover their Third World loans.
,

By Cheryl Payer

T

HE ANNUAL MEETING of the International Mone​tary Fund (IMF) is the trade fair of the multinational banks. Here gather together the highest financial officials-ministers of finance, central bank, governors-of virtually all the nations in the capitalist world, to affirm their nations' nominal sovereignty over this international institution. And, unofficially, the David Rockefellers of the world make the scene, hosting elaborate dinners and cocktail parties,

broaching hundred-million-dollar deals in reception lines and nailing them down in hotel rooms. For the "gover​nors" of the IMF are also major bor​rowers from the multinational private banks, and once a year this event brings together the three parties in a strange triangular symbiosis.

For a number of unfortunate coun​tries, mainly in the Third World, the, coming year will be the occasion of less happy contacts with the IMF and their creditor banks. A debt crisis, caused in part by the overenthusiastic acceptance of easy bank credit a few

years previously, will drive the finance ministers and central bank governors to petition their creditors for relief from intolerably heavy repayment obliga​tions. The bankers will, more often than not, insist that the borrowing country make an agreement with the IMF first. And the price of an agreement with the IMF is inevitably, a socially regressive austerity program that will mean hard-, ship, loss of jobs, and lower real incomes for the people least able to, afford the sacrifice.

The banks are thus partners of a sort with the taxpayer-funded institution. But it is an uneasy partnership, and each side wants something different from the relationship. The banks want to make sure their loans will be serviced regularly and repaid, particularly if they are reluctant to extend new finance and are looking to reduce their exposure in the Third World. The IM F, on the other hand, wants the banks to follow its often politically-motivated decisions on which governments do or do not deserve financial support.

An IMF agreement, from the banks' point of view, will help insure they get paid on time. The IMF normally demands that governments honor their . foreign payment obligations, and to this end insists on liberalization of exchange and import controls, reduction of real wages, and deflationary economic poli​cies. The banks might reconsider the economics of their belief in the Fund, however, for in practice IMF programs reduce the productive capacity of an economy and there is little evidence that the programs lead to permanent improvements in a country's debt situation. In many cases, they have led only to the necessity of repeated agree​ments to meet recurring crises.

The political reasoning makes better sense. The IMF is not a politically

neutral think tank of financial techno​crats, but an agent of the major creditor

nations, of which the most important is

still the U.S. The Fund is frequently

used for political purposes-to support

governments favored by the U.S. as well

as to discipline those which display

unacceptably independent behavior.

The bankers are assuming that home country governments-the controllers of the IMF-cannot afford to watch their major financial institutions or client nations fall into bankruptcy. The IMF "seal of approval" does not mean that the borrowing government is putting its financial house in order-no one who has watched its close associa​tion with the incredibly corrupt government of Zaire can take its eco​nomic function seriously-but it does signal that the Western nations are willing to support the government that has signed the agreement. The IMF loan itself, as well as the additional aid money that it unlocks, will make it possible to continue servicing the bank debts.

T

 HE BANKS WOULD LIKE even closer cooperation with the IMF as firmer security that their loans will be serviced. For several years leading international bankers have pro​posed, publicly and privately, that the IMF directly guarantee the safety of their loans. This could be done in several ways: through co-financing, which is a contractual arrangement linking two loan agreements specifying

that each creditor will consider a default on the other as a default against itself;

through a rediscount facility allowing banks to offload their riskiest loans to the IMF; or through IMF sale of its bonds to banks, making the Fund itself the risk-bearing intermediary in the chain of credit.

Thus far the Fund has shown no official approval for any relationship closer than the present "parallel financing" in which the banks make agreement with the IMF the condition for rescheduling their old loans or extending new ones. While the Fund is happy to see the banks lining up behind it and giving a stronger impetus to acceptance of its conditions, its complaint is that such discipline is still all too rare. Far too often the banks lend as they please, sometimes even lending in the middle of delicate negotiations for an IMF standby, thereby frustrating the Fund's attempt to obtain stern con​ditions. The banks' solidarity with the IMF is a relatively recent development and -is still on a very partial, case-by-​case basis. In the early 1970s, when the banks had just discovered "sovereign risk" lending, they paid no attention to the IMF and their loans aided a number of countries in avoiding recourse to the Fund and its stringent austerity programs. It was only when repayments began to build up to a danger point that the banks saw a rationale for bringing in the f M F to restore order.

In a few cases the banks have even been willing to deal with countries which have, explicitly refused 1 M F supervision. The most famous example of this type is that of Peru, where in 1976 the concerned banks decided to band together to monitor an IMF-style austerity program after the Peruvian government had indicated its firm refusal to negotiate further with the IMF. To be sure, the experience was an unhappy one for the banks; they found themselves ill-equipped to monitor such a program and bearing the brunt of public hostility for the unpopular austerity plan they were attempting to enforce. Eventually both the banks and the Peruvian government were driven to take recourse in the IMF.

The cases where the banks have tried to coordinate their lending with the I M F are well known-Peru (after their abortive experiment), Turkey, and Zaire, are probably the most notorious -but far more common are the occasions on which the banks have relied only on their own assessment of risk. Brazil, for example, one of the most heavily indebted developing countries, has not had an I M F stand-by

since 1966. The opposite case is also true: some countries which have the Fund's seal-of-approval are not able to attract bank loans, or do not obtain them in the desired quantities. The blunt fact is that market conditions are the overriding factor in deciding banks' willingness or reluctance to lend: when the markets are liquid banks need to make money by making loans and will pay attention to the Fund's advice only in marginal cases, and when money is tight they may not be willing to make new Third World loans even with the best recommendation from the Fund.

The banks have long insisted that the Fund could best assist them to make prudent loan decisions by making available to them (the banks) all the information which the Fund collects in the course of its consultations with its members. These reports are now treated as confidential and the member coun​tries are vocal in insisting they must remain so. Fund officials freely admit, in any case, that they furnish informa​tion on a selective basis in an "informal, oral way" to contacts in the banking community. Bankers clearly object to the selectivity of the information furnished; it may well be suspected that the Fund uses these pieces of informa​tion to attempt to steer lending in a desired political direction, supporting and punishing governments according to the wishes of their political masters, the rich creditor countries of which the U.S. is still the chief.

Another form of assistance the banks would like to see is a large increase in IMF lending, as well as increases in World Bank and bilateral official aid. This becomes particularly desirable in recessionary periods, as 1980 has become. In times like these when the banks wish to reduce their exposure in Third World countries, massive official credit becomes important as a means of insuring that they will be: able to withdraw their money safely. If the IMF had larger amounts to lend, this would not only be a more attractive 'bait attached to its stabilization programs. It would provide both the incentive for repayment of bank loans, because the Fund absolutely refuses to sanction any unilateral debt repudiation or morator​ium, and the money necessary to make repayments that might otherwise-be impossible for hard-pressed debtor governments to dig up.

The Fund is already borrowing on its own account from OPEC and Western countries in order to expand its Third World lending beyond that permitted by its member-country subscriptions. But the supplementary "Witteveen" facility which at $10 billion seemed enormous when negotiated, now appears to be sadly inadequate to fill the gap left by expanding deficits and contracting bank loans.

It is anticipated that even larger borrowing will be attempted in order to head off a new payments crisis later this year. If it succeeds, this would be the largest-ever bailout of private commer​cial banks by the taxpayers' money and guarantees of this inter-governmental organization.

Cheryl Payer, a New York-based political economist, is author of The

Debt Trap: The International Mone​tary Fund and the Third World.

(Monthly Review Press, 1974) She is currently a visiting professor at North• western University.

SIDEBAR

Jamaica Rejects IMF Stand-By

On March 22, the Executive Council. of Jamaica's ruling People's National Party' (PNP) voted by a margin of 2 to 1 to discontinue negoti​ations with the International Monetary Fund (IMF) for a new stand-by agreement. Nearly three years of experience with IMF stand-bys have made the Fund the hottest political issue in Jamaica, and the decision-​the most momentous in the island's history-was greeted in some quarters with hope and in others with appre​hension.

Jamaica is one of the few Third World countries that still has a func​tioning two-party democracy. And political considerations loomed large in the party's decision. Under Prime Minister Michael Manley, the PNP won a landslide, victory in 1976. Economic problems drove-the govern​ment to sign an agreement with the I M F in July, 1977. After failing one of the Fund's performance tests the following December, Jamaica signed an even harsher agreement in 1978. The Fund's stand-by program led to a drastic decline in real wages (estimated as high as 25 percent in one year alone) amongst the poorer classes that constitute the PNP's chief base of support. PNP organizers blame the decline in real wages for their parallel, decline in the popularity polls: recent polls seem to indicate the PNP will probably lose the next election (most likely to be held in September) to its right-wing opponent, the Jamaica Labor Party (JLP).

It is widely believed in Jamaica that the nations which control the IMF would prefer to see the PNP lose the election to a party more-favorable to private capital, and that the Fund's performance tests might be rigged to insure failure and suspension of the stand-by just before the . elections. Jamaicans also recall that the commercial banks, which hold 35 percent of the nation's total debt, did not respond enthusiastically with new funds to the previous IMF agree​ments. They therefore question whether they will be able to raise the needed funds even with the IMF

So unpopular is the Fund amongst the constituency of the PNP that the Prime Minister faced possible disin​tegration of the party organization if

another agreement was concluded& before the elections. Several council! delegates privately expressed to me their unwillingness to continue organizing work under such conditions. The final vote consequently reflected the overwhelming sentiment that only by rejecting the IMF conditions could the party remain true to its populist tradi​tions and stand any chance of winning at the polls.

The commercial banks had lent enthusiastically to Jamaica in the early. 1970's but became wary of new lending in 1976. In that year Prime Minister

Manley survived what many believe to have been a CIA-backed destabiliza​tion campaign, a drastic decline in tourism (one of the nation's chief sources of foreign exchange), and capital flight perpetuated by many of the nation's wealthier citizens, to win a second term of office. Since that year, however, the commercial banks had insisted on agreement with the IMF as a condition for rolling over loans. Even then, they had been willing to roll over only seven-eighths of the capital, not the full amount, leading to a ,gradual reduction of exposure.

On April 15, Jamaica's new finance minister, Hugh Small, announced that the banks had agreed to continue the roll-over arrangement, despite the failure to negotiate with the IMF. This apparently represents a temporary standoff. The Jamaican government had requested a roll-over agreement for all its commercial loans, since the suspension of its I M F financing makes any debt servicing more difficult. Additionally, the agreement is subject to review by the banks each month. The banks, for their part, drooped their opposition to any refinancing without IMF participation because they recognize that overt bank hostility could provoke Jamaica to repudiate its obligations unilaterally, whereas the government continues to express its willingness to honor them.

-Cheryl Payer

International Banking and Development

This month, Multinational Monitor spoke with two leading experts on international finance and Third World development. Their sharply divergent views reflect the wide range of opinions amongst bankers, economists and political figures on the current condition of world financial markets, the role of commercial credit in developing countries, and future prospects for development finance.

Irving Friedman, now a consultant with First Boston Corporation, is a forceful proponent of commercial bank lending to the Third World. His 35-year career includes service in the U.S. Treasury Department, the World Bank and International Monetary Fund, and, for the last six years, private banking. While a senior vice-president at Citibank, Friedman became best known for his role in negotiating controversial agreements to resolve debt crises facing Peru and Zaire. His globetrotting exploits prompted one U.S.

magazine to label him the "Henry Kissinger of international finance." Friedman stressed that his views should be taken as those of an individual, reflecting his experience in public and private finance, rather than as a representative of any particular institution.

Michael Hudson, author of several books on international economics, spent six years as balance of payments economist with Chase Manhattan Bank. He has also worked with Arthur Anderson and Co., and was senior economist with Continental Oil. For the last three years, he has served as a research fellow at the United Nations Institute for Training and Research, where he developed a proposal to restructure Third World debt to be presented at the United Nations in May.

What follows are excerpts from, our conversations with Friedman and Hudson. The interviews should not be considered a debate, since neither man was asked to respond directly to arguments made by the other.

Future Bright for Lending
An Interview with Irving Friedman

MULTINATIONAL MONITOR:
A

number of bankers and economists are expressing doubts about the ability, of private banks to continue to play a primary role in lending to the Third World. Kevin Parkenham of Amex Bank has said: "1980 will present new and more testing problems-greater than even 1974 and 1975. " Will interna​tional finance in the eighties differ fundamentally from the lending pat​terns of the seventies?

IRVING FRIEDMAN: My view would

start from a different end of the tele​scope. Developing countries need a sub​stantial inflow of external capital, and I see this need continuing in the 1980s. In nominal terms 1 see the figures getting larger rather than smaller.

The developing countries are creating more and more absorptive capacity to

use development finance effectively​-we are beginning to see the fruits of 20 to 30 years of activity. These countries still have very strong needs to maintain high rates of social and economic develop​ment-growth in the very broad sense of the word. I see more and more that when all is said and done, developing countries will continue to borrow from the commercial banks as they look at the tradeoff between domestic growth and social development and the burden of servicing increases in their external debt.

MONITOR: Can you define more pre​cisely this concept of social develop​ment? Is there a harmony of interests between bank loans to promote export​-oriented industries and social develop​ment?

FRIEDMAN: In the seventies, there was

a growing awareness that progress in a developing country cannot be measured only by economic indicators. We must also use social indicators-what's hap​pening to literacy, lifespans, and income distribution. These social indicators are just as important as economic indica​tors and the two are not unrelated. Unless you have economic growth, unless your productive capacity is increasing, you are not going to be able to deal with those social questions.

Now, when the commercial banks lend to a developing country they don't make this distinction. 'They don't lend for economic purposes or for social purposes. They lend to a specific bor​rower for a specific purpose. Even though the banks lend for specific pur​poses, the general development of the economy is facilitated. When you in​crease the foreign exchange holdings of a country, you enable that country to carry on its economic and social development plans. MONITOR: Why don't we discuss a specific project, then. The Inga-Shaba transmission line in Zaire accounts for about 25 percent of all private loans to that debt-ridden country. It has proven a complete failure ....

FRIEDMAN: You'll have to excuse me from the Inga-Shaba thing. That hap​pened considerably before I came to Citibank. I don't feel particularly qualified to discuss it. .. I'll be glad to discuss the more general question of Zaire.

MONITOR: Only 2 percent of all private bank loans to Zaire went into agriculture, while the air transportation sector received loans of more than $400 million. A recent World Bank report was sharply critical of the develop​mental impact of international banks in the country. Have private bank loans promoted an inappropriate develop​ment strategy for Zaire?

FRIEDMAN: It's pretty hard to know how to start to answer that question. The development strategy of a country

is essentially something that the government of a country is in charge of; private banks are not in charge of general development strategies. Private banks are there in the particular parts of a development program making judg​ments about the individual usage of loans, and the overall capacity of a country to service its external debt. MONITOR: But given that private banks in the last five years have provided two-thirds of all external finance for the Third World, and given that any bank's decision on financing a specific project is linked to its view of the general strategies being imple​
mented, isn't it difficult to see the banks as passive actors?

FRIEDMAN: Yes. If I understand your point correctly, the private lender does tend to have a view as to what it considers good economic management. And part of that view is influenced by the development policies of a country. Private banks by and large feel more comfortable with countries that are promoting exports, trying to earn more foreign exchange, diversifying their exports by commodities and markets, etc. In that sense, that is something intimately related to the development' strategy of a country. The borrowing country, knowing the concerns of the lending banks, probably does take them into account when it makes economic policy.

But there is usually not a sharp difference between what a country wants to do and what the banks see as good economic management. I don't

know any developing country that doesn't want to increase its earning capacity, increase output, and hold down inflation. In this respect it is very important to point out that the lending institution is apolitical. It's not political. It lends to Poland, Peru, Yugoslavia, Brazil, Chile, Malaysia. This is profoundly important. MONITOR: You've said that the banks are apolitical. Is it possible, though, for the banks, on a day to day basis, to avoid becoming involved in what are essentially political questions. Take the refinancing scheme in Peru during 1976-77. It was widely reported that the

banks took a responsive view of the situation because they feared that if the country defaulted, there would be a coup by the left portion of the military. When a bank has to make a decision like that, how is it possible to say the banks are apolitical?

FRIEDMAN: What you're saying about the attitude of bankers towards Peru, I think, is utterly wrong. MONITOR: Barbara Stallings, in a major article a few years ago, quoted one banker as saying. the main reason for the loan "was to perpetuate Morales Bermudez in power. "* FRIEDMAN: Well, it's not for me to say she misquoted anybody. I'd rather talk about my experience and this question of debt repayment and restructuring, because it helps explain what I mean by being non-political.

Banks cannot lend as private institutions except on the assumption that they are going to be paid fully and on time. Therefore a bank inevitably places a great deal of emphasis on whether or not a borrower has and is fully and properly servicing its debt. If a country ceases servicing its debt fully and promptly, its creditworthiness suffers.
'

Now, when a bank is making a judg​ment as to whether or not it will extend a new loan, it looks to the economic management of a country. The are very objective, very easy inflation, the money supply, exchange rates, these are all considered. And when these indicators give you reason to believe that a country is not under good economic management, you have to express your concern about outstand​ing loans and new borrowings. Now, in my opinion, to have a view as to whether or not the combination of economic, social, and political conditions are favorable or unfavorable to debt servicing, is not to be political. I've never accepted that we were political in Peru. We weren't political in Peru. If some people want to allege that we were, that's interesting, but the fact is we weren't.

MONITOR: Let's move to some more economic questions. In the event of immediate repayment problems, critics are suggesting that stabilization policies supported by the banks and the IMF concentrate too much on simply repaying the debt, and that too often short-term shock treatments are applied when long-term restructuring is called for. Is there a need to reevaluate stabilization programs as they Pare currently being implemented? FRIEDMAN: - To start with, I think we can agree that what's common in all this is that when a country has gotten into difficulty, either something happened within the country or something hap​pened externally. In most cases the countries are in difficulty either because of political, economic, or social mis​management by themselves. The problems are not created for them.

Now, the appropriate policies for getting out of those difficulties, that's in the hands of the government itself. Banks don't tell governments how to solve these problems.

MONITOR: Well, in your opinion, how effective have IMF-supported adjust​ment policies been? Are they the most appropriate policies for long-term adjustment?

FRIEDMAN: I don't know how to answer that question. It's really much too unrealistic. The people in a country working on its problems, and the Fund people assisting the country, are all well aware of the country's developmental objectives.

MONITOR: The Brandt Commission feels that the typical policies of the Fund don't even achieve their short-term goals. According to its recent report, the Fund's stabilization programs often "reduce domestic consumption without improving investment, productive capacity sometimes falls even more sharply than consumption . . . Indeed, the Fund's insistence on drastic measures . . . has tended to impose unnecessary and unacceptable burdens on the poorest. . . "

FRIEDMAN: The Fund has been reexamining its conditionality, as you undoubtedly know. As I understand it, they now have the mandate to be more flexible in dealing with different kinds of conditions in various countries.

No one is unaware of the social needs of a country and no one is unsympa​thetic. But you can't forget that every institution has its own limited objec​tives. The Fund was not established to advise the world on everything or to run the world. Its area is monetary, its area is confined to balance of payments man​agement, inflation, the budget. It has no mandate to be concerned with social problems.

MONITOR: But hasn't the power of the Fund evolved to such a point where its

attitudes and policies have a very real impact on the social conditions in a country?

FRIEDMAN:
Private banks aren't looking to the Fund to pass judgments on the social policies of a country. Banks look to the Fund to determine whether a country will be in a better position after adopting certain mea​sures with its balance of payments, and to avoid interruptions in international payments. This, after all, is the purpose of the Fund. Nobody expects the Fund to say anything about the social and political conditions of a country. MONITOR: Let's talk about the attitudes of private banks. Will splits develop between the major interna​tional banks during repayment crises, or will the banks continue to speak with one voice? There are numerous examples of banks with less exposure in a country taking a different view toward refinancing vs. restructuring than banks with a major stake. Zaire is a good example of that.

FRIEDMAN: I hope this is not oversim​plifying things, but in the case of Zaire, my general attitude was that it was so important for a country which had lost

its creditworthiness to try to reestablish it, that this had to be the aim of any program. We were going to try to come up with loans of $200 million or more for Zaire. If Zaire could take the needed steps to reestablish its creditworthiness, that would have been a big plus. However, the country wasn't able to create an economic program that lasted long enough to get the endorsement of the IMF.

Generally, when countries are in

severe balance of payment difficulties, the banks should be willing to consider rescheduling, on the universal precondi​tion that the rescheduling be based on some prior economic management change which has been endorsed by the IMF. Given that set of preconditions, banks should consider restructuring. However, it should also be remembered that restructuring weakens the credit​worthiness of a country.

MONITOR: How do you see Zaire's

future over the next four or five years? FRIEDMAN: My view on Zaire has never been a short-run view. I have never been optimistic or pessimistic about whether a short-run management program could be implemented. Now, because you're considering one of the richest areas of the world in terms of natural resources, my long-run view is quite optimistic. However, that is not a comment on the political structure, the political system or the political leader​ship, which I consider short-run factors. MONITOR: Is your long-term view one with Mobutu as president? I think at this point it's difficult to distinguish between the political structures of the country and its economic condition, given the unparalleled levels of cor​ruption. Is it possible to get sound economic management under Mobutu? FRIEDMAN: Sure, I think it's possible. But I'm not making any predictions.

MONITOR: The World Bank has concluded that the only way to get Zaire back on the track is to arrange a rescheduling of up to 30 years. FRIEDMAN: Are you talking about public or private debt?

MONITOR: The report didn't distin​guish between the two. FRIEDMAN: Then I don't know how to answer that question. I would never have made that statement, so I don't want to get involved with it. I make a very sharp distinction between public and private debt, because I regard how you treat public debt as part of foreign aid policy. That's a broad statement, and for instance the Ex-Im Bank might feel that what it's doing really isn't foreign aid. Generally speaking, however, I feel public debt is always subject to treatment as foreign aid. MONITOR: A number of officials in the U.S. government disagree with this interpretation of public credit as foreign aid. They stress the idea of comparability-the idea that private loans shouldn't be rescheduled at terms less generous than public credit. Anything less, they argue, represents a govern​ment bailout of the banks. Do you think your interpretation of public credit as foreign aid will come under attack? FRIEDMAN: Governments don't re​schedule private credits, private banks do. It's obviously very interesting to have the views of people in public life about the ways in which private banks ought to be run. But as far as I under​stand it, private banks set their own policies, which reflect their responsi​bilities as private institutions.


*See Barbara Stallings, "Privatization and the Public Debt: U.S. Banks in Peru," NACLA Report, July; August, 1978.

Breaking Third World Dependence

An interview with Michael Hudson

MULTINATIONAL MONITOR: Many bankers and economists consider growing Third World indebtedness a sign. that the transfer, of capital from developed to developing countries is taking place. Without a constant inflow of external capital, they say, the Third World would not acquire needed funds for development. How do you view the impact of commercial loans on the Third World?

MICHAEL HUDSON: The effect of international lending has been to finance underdevelopment and import dependency, not self-reliance. Commer​cial loans have not been related to growth in productive powers and debt​servicing capacity. Their foundation rests simply on the good will of debtor countries, on their reluctance to become world financial outcasts like Cuba. But despite these countries' commitment to debt servicing, the earning-power just isn't there to carry today's foreign debt overhead.,

In this situation bankers have not been able to foresee how Third World countries can repay their debts. This is nothing new. For many years they didn't see how Britain could do so either. They kept lending because they felt the U.S. government would keep Britain solvent. Now they believe that the industrial-nation governments and the IMF will somehow keep Third World countries afloat.

MONITOR: But bankers talk all the time about the need for commercial loans to finance export-oriented investments so they can generate the foreign exchange necessary for repay​ment.

HUDSON: This is the myth they like to promote but know will never material​ize. In fact, even if loans were used to increase export capacity, it would tend to be ' self-defeating because of the "transfer problem." Suppose all Third World countries borrow to increase their exports. This expansion would force down the Third World's terms of trade; export prices would fall by more than volume increases since most Third , World exports are price-inelastic. Thus, the developing country balance of payments position deteriorates. Mat​
ters are made even worse by the fact that Third World nations borrow to export raw materials and then import food. _

Chile is a good example. Since 1951 all the net value returned to Chile from its copper exports has been absorbed by the growth in food imports. It used to be a grain and fertilizer exporter to areas as far north as California. Yet here it is, exploiting nonrenewable resources such as copper while importing grain that it could produce at home, given an adequate program of agricultural modernization and land reform. MONITOR: But what about a country like Brazil, which is moving to export a diversified line of manufactures? HUDSON: Even when such countries produce more industrial goods, they find themselves blocked by quotas and tariffs imposed by the industrial nations; they are able to export only raw materials to the increasingly protec​tionist North. Look at the American quotas that have been imposed on South Korean and other Asian exports. To the extent that the United States and other industrial-nation governments have prevented the Third World from earning its way out of debt, they them​

selves must take some responsibility for Third World inability to repay. MONITOR: So you think it possible, with a reduction in First World protectionism, for Third World coun​tries to export their way out of debt? - HUDSON: Only in a very limited number of cases. You can repay debt in two ways either you can increase exports, or reduce imports. There is no . reason for Third World countries to become dependent on food imports. It represents a warping of their econo​mies. Their development in this respect has been just the opposite of the United States and Europe, where agriculture formed the foundation for industrialization. In order to stabilize their international position, these countries must modernize their internal position. 

MONITOR: Given the more concessionary nature of public credit-loans from the World Bank or the IMF, for example-would public lending be a more appropriate means of financing the growth of' Third World productive capacity, particularly investments in infrastructure?

HUDSON: It would be a disaster. However bad private lending has been, lending by the World Bank, IMF and U.S. Government has been much worse, because it actively promotes a false development philosophy, an export-​oriented and dependency-oriented view. However usurious commercial lending is, however short its terms, commercial banks do not insist that countries deform their development to become food-deficit monocultures imposing deflation by authoritarian fiat. And that is exactly what the World Bank and IMF do.

Just look at the course of World Bank lending since the beginning. Until about 1965 all World Bank country missions emphasized the need for agriculture to serve as the foundation for develop​ment. Yet only a small percentage of loans actually went to agriculture. Most were for capital-intensive projects such as electric power generation and trans​portation. In the seventies, the Bank began to shift to agribusiness lending, almost entirely for export-oriented agriculture like cattle-farming, rather than subsistence agricultural produc​tion to actually feed Third World popu​lations. Or, if agricultural lending did occur, it was for high-cost irrigation projects where no problems of land-​tenure existed. The World Bank did not tackle land-tenure problems; it worked around them, within the confines of existing social rigidities-and stuck Third World governments with the bill for its inefficiencies.

MONITOR: You've been highly critical of the stabilization measures supported by the IMF and the private banks. What's wrong with current stabilization policies? Can you offer alternatives for dealing with debt crises?

HUDSON: These so-called stabiliza​tion programs are not stabilization pro​grams at all, they are destabilization programs. They are based on the as​sumption that every dollar cut back in domestic consumption and investment is automatically "freed" to repay foreign debt. This represents a basic confusion between domestic budgetary problems and international transfer problems. In reality, austerity programs reduce not only consumption but production​-including production for export-by even more than the amount of the new stabilization loans extended. Thus, instead ,of a zero-sum game there is actually a negative-sum game. The capital accumulation process is thus counteracted.

I think that the only solid basis for helping a country stabilize its economy

and repay its debts must rely on increasing productive capacity.

On an interim basis, I don't think countries can afford to both repay their foreign debts and undertake domestic investment needed to cut back imports and increase foreign exchange earnings. Therefore, I think a debt moratorium should be negotiated, similar to the Hoover moratoria of 1931 which sus​pended World War I debts from Europe to the U.S. The debt moratorium should be made conditional upon countries taking active internal steps to modernize their economies. .

MONITOR: Can you speak in more detail about the debt moratorium proposal?

HUDSON: One of the major issues now being discussed by the United Nations is the international debt question. On May 8 and 9 there will be a meeting in the U.N. General Assembly Hall to discuss, among other things, plans for a moratorium on Third World debt and, as a byproduct, the creation of a new World Bank for Economic Accelera​tion. The proposed Bank will be designed to invest between $100 billion and $200 billion to help Third World countries modernize their economies. Instead of making loans to finance dependency on industrialized nations, the projected bank will finance Third World self-dependency. Instead of loans being made on the condition that they reduce domestic investment and consumption, the projected bank will increase both their production func​tions and living standards:

It would begin by conducting an on​going evaluation of each country's capacity to pay its foreign debt. No country would be expected to pay in debt servicing more than 15 percent of its net foreign exchange earnings-that is, total earnings less foreign exchange needed for the purchase of essential imports. Loans that were made with no chance of ever being repaid-those loans made in conjunction with IMF

stabilization programs, for example-​would be completely wiped off the books. Bona fide export credits will be paid by developing countries, unless they exceed IS percent of net export earnings. In this case, the loans will be rescheduled and repaid out of the growth in Third World productive powers.

MONITOR: How would the Bank be

funded and governed?

HUDSON: The Bank would be funded largely by soft currency from developing countries. Let's say a country owes $1 billion in foreign-debts. Rather than paying $1 billion in foreign currency, the country would pay $200 million in foreign exchange and the equivalent of $800 million in domestic currency into the Bank. By and large the country will generate this money via the printing press. The Bank would then have to determine how these funds could be reinvested in the economy to provide for modernization and import displace​ment. The Bank must use soft currency, because so much of these countries' developmental needs are at the local level.

The Bank would say we know there are commercial debts that should be repaid, unfortunately the country .,doesn't have the money now. After the bank lends the domestic currency to generate domestic investment, however, it will eventually earn the foreign exchange. A country can raise foreign exchange not only by importing foreign capital but also through domestic, investment, so it can import less food, for example.

OPEC would also play a financing role. Right now, the oil-producing states don't seem to be able to keep their money anywhere-currency has be​come tremendously political. But as long as they continue to accumulate dollars, they are going to want to lend them. I think the Bank is a very good solution for them. Industrial nations would also want to buy bonds issued by the Bank, because they would supply resources to the Third World to buy developed country imports-this is especially true for the European nations.

MONITOR: Isn't this asking commer​cial banks and developed country governments to take a new and unpre​cedented approach to debt?

HUDSON: Not if you take a long historical view. Lycurgas of Sparta in 750 B.C. and Solon of Athens in 596 B.C. were put in power because lenders themselves realized that if they pressed their debtors too hard, the result would be - default and revolution. Every country has enacted bankruptcy legislation to let debtors off the hook and resume their lives as productive individuals rather than stripping them of their meager remaining assets. The Magna Carta held that a peasant's tools could ` not be seized for debt. The principle here is clear: a debtor cannot be stripped of his productive assets to repay a loan. What would occur under the May proposal is an extension of bankruptcy legislation from the private sector to governments, especi​ally those whose foreign debts are not morally binding on their populations, such as debts which ended up in the private bank accounts of the Shah of Iran, Mr. Mobutu of Zaire, or Somoza of Nicaragua. This century has been

unique in that whole populations have permitted themselves to be bankrupted and degraded in order to repay their debts. They have essentially become debt-slaves to their creditors. Now they are finally feeling angry about this. What began as a financial crisis is becoming a political crisis over the phenomenon of underdevelopment. I hope the projected Bank will mitigate world political strains by offering an economic way out of the foreign-debt tangle, by allowing the Third World to produce its way out of the problem.

MONITOR: Doesn't this program ignore political structures in the Third

World? All the countries you have mentioned-Zaire, Brazil and Chile-​are governed by authoritarian regimes accountable to a small economic elite. How will forgiving their debts aid those who are suffering now?

HUDSON: The projected Bank will only lend money for programs which ensure growth in productive powers. This entails steps to modernize agricul​ture and adopt other policies that most authoritarian regimes in the past have not been willing to do.

MONITOR: But these governments have developed a certain momentum of their own. Would the Bank attempt to play an activist role in changing the economic and political structures of

these countries?

HUDSON: Yes. It would have to ,play such a role. The political structures which now exist in many countries are not consonant with the technological and economic imperatives for further development. All countries have to transform their institutional structures in the process of economic develop​ment. Although this question is not specifically addressed in the U.N. proposals being made in May, I believe it is necessary for any credit analysis to take account of the extent to which social and political institutions foster rather than impede development. The Bank should be willing to withhold funds unless countries are willing to change certain regressive social and economic policies.

MONITOR: What kind of response have these proposals, received from the

representatives-both public and private-of the industrialized nations? HUDSON: The commercial banks are, looking for some "honest broker" to avoid outright default by Third World countries. A rescheduling through a new institution may enable them to avoid having to put these loans on their bad debt list. The European countries seem to support the proposal. They support the Bank insofar as it taps OPEC and other resources to purchase European technology and transfer it to Third World countries. They realize that promoting, rather than thwarting, Third World development will create a growing market. for their exports. The U.S. banks may take their cue from the U.S. government, which is in danger of falling into an adversary position toward the Third World under the Carter administration, particularly the policies of Brzezinski. MONITOR: What about the Third World? Are there tensions between developing countries over the morator​ium proposal?

HUDSON: Initially, some of the more advanced Third World countries, such as Brazil, may have feared that if discussions got underway to arrange a debt moratorium or set up an insti​tution which would link the debt-service obligations of countries to their

capacity to pay, this would discourage further international lending. They now realize that this kind of arrangement is a precondition for putting lending on a solid footing. This should enable them to take on a higher debt. Because the proposed Bank's reforms also will help maintain the viability of the interna​tional banking system, it will benefit both creditors and debtors in promot​ing productive lending but discouraging unproductive lending.

Most of all, both high-growth countries such as Brazil and lower-​growth Third World countries will be assured that no false and counter​-effective monetarist philosophy of economic austerity will be imposed on them: they will welcome a foundation of credit and balance-of-payments stabil​ization based on growth of productive powers rather than the suppression of domestic consumption and investment.

MONITOR: : Is it possible that bankers are taking a favorable view of the proposal because they see the Bank as the government bailout they never thought they'd receive?

HUDSON: The proposal certainly doesn't amount to a bailout. Indeed, it is the antithesis of the bailout policies now promoted by private banks--the idea that OPEC should increase generalized lending to the Third World through the

IMF. The fact is, the Third World would have to turn around and use that money to pay back the international banks.

As I said, some debts will actually be

wiped off the books. Others will, be

rescheduled. It will then be up to

industrial-nation governments to decide how best to handle the impact of

these measures on bank balance sheets.

Certainly, banks will push for a direct

government bailout. Unfortunately, I

don't think the U.S. government

distinguishes between preserving a

particular bank as an institution and

preserving its functions.

I don't think stockholders of a bank

should be bailed out by the government.

I do, however, think a bank's depositors

should be saved. Basically, I hope what

will happen in the future is what

happened to Franklin National a few

years ago-banks' assets would be

allocated to other institutions who

could absorb them. Again, it is

imperative that the government dis​
tinguish between letting Chase Man​
hattan as an institution go under, for

instance, and letting its functions suffer.

Regulate the Euromarket

A U.S. Congressman calls on Western governments to cooperate in supervising the $1 trillion Eurocurrency market.

By Jim Leach

T

HE EUROCURRENCY market--the world's first truly international capital market-means many different things to many different interests. To the economist, it is both fascinating and frightening. To the international banker, it is a source of extraordinary profits and freedom from home country regulation. To citizens in the United States, Western Europe and Japan, it is a source of inflation and may prompt taxpayer bailouts of overextended financial institutions.

The Eurocurrency market has expanded so rapidly in the last 'two decades that in gross size it now dwarfs every other national banking system and is about the same size as our own. Its growth is largely a function of the overseas expansion of U.S. banks. In 1960, for example, only eight U.S. banks operated international branches, with overseas assets totalling $3.5 billion. By early 1979, over 130 U.S. banks had established operations outside the country, with foreign assets of $306 billion.

In the seventies, the Euromarket functioned as an efficient intermediary for international financial transactions and may well have been part of the solution to the decade's recycling problems. In the eighties, however, considering the profound political and economic changes throughout the world as well as the quantum jump in the Euromarket's size, this unregulated form of international lending may well begin to promote, rather than prevent

Jim Leach is a member of the U.S. House of Representatives from Iowa's First District. He is ranking minority member of the House Banking sub​committee on Trade, Investment and Monetary Policy.

global economic dislocation.

In light of skyrocketing inflation in developed and developing economies, prospects of recession in the industrial​ized world, and heightening political instability in the Third World, greater governmental control over the Euro​currency market is an urgent necessity.

What is now considered the Euromarket encompasses banking activities not only in Western Europe but also in other industrialized countries and  offshore centers such as the Bahamas, the Cayman Islands, Hong Kong and Singapore. There, the world's leading private banks hold deposits in and lend the world's major currencies outside their countries of origin. It is largely a -Eurodollar market: about three-fourths of the market's stateless currencies are U.S. dollars, while half of the remainder are German marks.

A

LTHOUGH OBSERVERS differ over the most accurate and useful measure of Eurocurrency activity, even the lowest estimates are alarming. when compared to the domestic monetary base managed by the U.S. Federal Reserve and other central banks. The accepted current estimate of the market's gross size exceeds $1 trillion. Over half of this sum represents inter-bank loans and Euro​currency deposits claimed by banks outside the market, however, and many argue that a "net" figure  of $300 billion is a more relevant gauge of Euromarket activity. Even after factoring out these sums, the $300 billion figure is distress​ing. The capital and retained earnings of the ten largest U.S. banks active in the Eurocurrency market barely reach $20 billion--less than one fifteenth the "net" market size or one fiftieth its "gross" size.

It may be that for evaluating the credit-creating potential and infla​tionary impact of the Euromarket the

"net" figure is more valuable. However, the "gross" $1 trillion figure points to one of the market's unique and unsettling characteristics. Since half a trillion dollars on deposit in Eurobanks represent loans from other banks, the collapse of one bank could send not only a psychological but also a real financial tremor through the interna​tional banking system-a tremor which may not subside as it is transmitted across national borders. The unprece​dented intertwining of U.S. banks with foreign banks may not mean that a failure similar to the collapse of Franklin National in this country or Herstatt in West Germany during the early seventies will lead to a worldwide banking collapse, but a big bank failure or several small failures could create a domino effect from which no bank anywhere in the Western world would be completely insulated.

•
The highly concentrated nature of Eurolending magnifies the dangers' of

failure. Whereas the capital base of all U.S. banks may be sufficient to carry the liabilities involved in the process of recycling petrodollars-- one of the major forces behind the growth of the Euromarket--recycling is largely the province of a select group of interna​tional banks. Of the 14,000 banks chartered in the U.S., for instance, only 130 participate in Eurocurrency deal​ings. And the ten most active, such as Citibank, Chase Manhattan and the Bank of America, account for fully 70 percent of all foreign lending by U.S.' banks. With composite capital-to-asset ratios of only 3.6 percent, there is real question whether the capital bases of these ten giant international banks have been stretched too thin. Given the intertwined nature of Eurobanking, there is even greater question whether the few foreign institutions involved are not even more precariously balanced. 

R

 ECENTLY THE FEDERAL Reserve has expressed reserva​tions about further unregulated growth of the Eurocurrency market. But recognition of a problem does not answer some very troubling questions. Is it too late? Are we already too interlinked and jeopardiz.ed by foreign finan​cial institutions over which the U.S. government has no control? Is the OPEC bludgeon too heavy for the inter​national economy to sustain?

One thing is clear. Whatever indi​cators one chooses, the Euromarket has been expanding over the past decade at an average rate of 25 percent per year. If this growth rate is maintained through the 1980's--and because of major new OPEC price hikes, it is possible that in the short-term it could even accelerate -the Eurocurrency market will multi​ply again the eightfold it has since 1970.

While issues of size, interlocks and growth all involve potential threats to banks directly, involved in the Euro​market, the rise of Eurobanking has also generated hardships for domestic banks, as well as for the citizens of coun​tries beleaguered by runaway inflation.

Indeed, one of the most frequently voiced justifications for regulating the . Eurocurrency market is to preserve​some would say restore-governmental ability to manage domestic monetary policy. The Eurocurrency market, because it is interlinked with domestic capital markets while free from regulation, significantly complicates the implementation of monetary policy in individual countries. Specifically, the Euromarket weakens the ability of money managers like the Federal Reserve to precisely quantify domestic spending and the money supply -it is trying to control. Dollars held by banks abroad, for example, could be spent here or elsewhere.- The holders of other Eurocurrencies could also add to spending in this country. Governor Henry Wallich of the Federal Reserve recently expressed concern that the Eurocurrency market may reduce the effectiveness of domestic monetary policies-a key anti-inflation weapon. In Senate testimony last December, he Warned "there is a risk that, over time, as the Eurocurrency market expands relative to domestic markets, control over the aggregate volume of money may increasingly slip from the hands of the central banks."

The Eurocurrency market's expan​sionary impact on the U.S. money

supply . does more than complicate domestic efforts to implement mone​tary policy.. It is an issue of equity, particularly in this period of spiraling inflation and governmental efforts to battle rising prices. To combat the largest increases in the Consumer Price Index since the end of World War 11, the Federal Reserve has moved to dampen the growth of the money supply, by sharply restricting credit and raising reserve requirements for deposits held in the U.S. The Eurocurrency market forces domestic banks to bear the burden of restrictive policies and shifts the responsibility of- combating inflation to non-international banks and their customers.

Today, U.S. banking is anything but equitable. Large international banks have access to Federal Reserve funds as do smaller domestic banks, but because their Eurocurrency operations escape domestic regulations they face a lower overall reserve requirement. If reserves are considered a form of insurance, banks withhold a certain percentage of their deposits in return for the benefits of belonging to the Fed--international banks can be seen as paying a lower insurance premium for equal protec​tion. And while they pay a lower insur​ance premium, international banks participate In substantially higher risk loans than do domestic.

While frustrating the fight against inflation, the Eurocurrency market has also contributed to the instability of the dollar. No one would realistically argue that the Eurocurrency market has directly caused the dollar problems of recent years or the frequent periods of exchange rate instability which have come to characterize international financial markets. The -Eurocurrency market has, however, facilitated currency speculation by the major banks and in doing so has perhaps contributed to the problem. For, the large international banks to deny any culpability for increased currency spec​ulation in analogous to a candy man​ufacturer claiming a lack of responsi​bility for children consuming too much junk food.

The role of private banks in currency speculation also raises a series of ques​tions about conflict of interest. The same institutions which constitute foreign exchange markets and profit handsomely from currency transactions benefit directly from exchange market disorder. Like commodity brokers, the international banks earn their greatest profits on the widest swings in a commodity-in this case foreign currencies. Recent charges by bank in​siders of profiteering at the expense of the dollar and tax evasion provide a glimpse of the at least potential for conflict of interest-both between banks and their customers and between the allure of quick profits and the goal of a stable dollar.

G

 IVEN THESE PROBLEMS, the Federal Reserve, acting on its own or on the basis of a legislative mandate from Congress, should move ahead in the direction of greater regulation of the Eurocurrency market. Specifically, there should be stepped-up information gathering and the institu​tion of capital-to-assets ratios, or preferably, reserve requirements on Eurocurrency liabilities. In order not to handicap U.S. banks in competition with their foreign counterparts, inter​national cooperation must be obtained to insure that comparable restrictions are established in the principal banking jurisdictions around the world.

The current precarious condition of the Eurocurrency market demands public attention. If the Federal Reserve accepts the responsibility of lender of last resort, it will be our citizens as taxpayers who will ultimately pay the price for any failure of an American bank or any general collapse abroad that endangers the U.S. banking system. The rise of the Eurocurrency market is the most potentially dis​ruptive economic development since World War IL Whether and how the international community responds to this unprecedented phenomenon has far-reaching implications for the ability of sovereign governments to determine their own economic destinies.

Iran’s Natural Gas Connection

Among the more subtle effects of the Iranian revolution has been its impact on the natural gas markets in Europe and the fertilizer business in the US.

A bit of background is useful: aside from the United States, few nations have employed natural gas as a major fuel until fairly recently. Gas provides about a third of all energy in the U.S. and, of course, is in keen demand because of its cleanliness and overall efficiency.

Outside of the U.S., the international trade is just beginning to burgeon. Japan is beginning to use large quantities in the form of liquefied natural gas from Indonesia and Brunei; gas in Japan is employed to make electricity. Natural gas is

flowing in large quantity into Great Britain from North Sea fields, and now provides 19 percent of the energy source there. 'And in the 15 years since it was first introduced on the European continent, gas has rapidly become an important fuel. It now accounts for 15 percent of the energy needs in continental western Europe.

On the continent, 88 percent comes from on-shore fields-​mostly from the huge Groningen deposit in the Netherlands​-with the balance coming from Algeria, the Soviet Union and Libya. (Shell and Exxon play a key role in carrying Groningen gas to consumers.) Within another five years more gas will be pouring in from the Dutch and Norwegian sectors of the North Sea.

As an indication of how important gas has become in Europe, the continent has been underlaid with a pipeline grid. Two major pipelines link the North Sea and the Mediter​ranean. At the same time, an East-West system is being constructed to carry gas from the Soviet Union and, depending on the course of the revolution, some day from Iran.

The Soviet Union's share of Europe's gas market is expected to increase over the years as it builds pipelines to carry fuel from the far off reaches of Siberia and the Soviet Far East to Moscow and thence down into western Europe.

Meanwhile, in order to meet existing contracts in western Europe and compete for new business, the Soviets have employed a switching arrangement with Iran, whereby the Soviet Union imports Iranian gas up into the Caucasus region, thereby lightening the demand both within that part of the nation and among nearby Eastern European countries. The import of Iranian gas thus allows the Soviet Union to exports its own supplies to nations such as West Germany and Italy.

Overall, Soviet gas supplies could turn out to be of considerable significance to western Europe. Total Soviet fuel sales to the West, of which natural gas was an important part, ran to $6 billion in 1976 or 60 percent of total foreign

exchange earnings from commercial exports to western nations.

Under the Shah, there were plans to strengthen the gas trade between Iran and the Soviet Union by construction of a second major line (IGAT-2) to accommodate increased Soviet imports. With the onset of the revolution, however, the projected pipeline was shelved, and the flow of gas along the existing pipeline has been interrupted on several occasions. Most recently, the Soviets and Iranians have been engaged in negotiations aimed at increasing trade ties in a variety of areas, including gas. And it may well be that over the long run, natural gas-not oil-will become the commodity that links the interests of western Europe, the Soviet Union and Iran, and forms the foundation on which a wider set of trade agreements between Iran and the Soviet Union can be elaborated.

The Iranian revolution may have unexpected effects on Occidental Petroleum's big fertilizer deal with the Soviet Union. This project, which involves a swap of U.S. phosphate for Soviet ammonia, has been under sharp attack within the U.S. by fertilizer companies which fear import of the Soviet products will ruin their markets. However, the revolution has been reported in the business press to place pressure on the Occidental scheme from quite a different angle. Interruption of service along the existing gas pipeline between Iran and the Soviet Union and cancellation of the second project line may cause the Soviets to reshuffle gas, in the process denying the fuel to an ammonia complex near Odessa. This step could call into question the entire Occidental project. 

China Sets Its Course

First of two articles.

By Jonathan Ratner

After two years of host country false starts and wide-swinging foreign investors attitudes, economic relations between the Peoples' Republic of China and the industrialized West have begun to follow a more predictable pattern. In early 1979, a number of events deflated the general euphoria in the iriternational business community over potential corporate participation in Chinese development. In recent months, however, a new, more realistic attitude has emerged among corpora​tions that have chosen to stay the course, as well as those making renewed preparations to enter the scramble. Corporations are learning that China, in the words off one business consultant for U.S. firms negotiating with the Chinese, offers "no big bonanzas, nothing for the get-rich quick." Beijing appears completely pragmatic in its recognition that corporations require profits, but its demonstrated ability to drive a hard bargain suggests that only firms prepared to enter China with a big stake, or who view business relations. with China as a long-term prospect, will want to negotiate with the Chinese.

The long-awaited final approval of the first joint ventures between the Chinese government and foreign firms may well be viewed as a symbolic close to the period of heightened uncertainty. Beijing's Foreign Investment Review Commission on April 22 announced the ,go ahead for three joint ventures, all in the tourist industry China hopes will become a major foreign exchange earner. The largest venture is a new luxury hotel in Beijing to be built and managed in partnership with E-S Pacific of San Francisco. This firm offers a particularly winning combina​tion of financial interests for doing business in China: its two shareholders are Cyrus Eaton Jr., head of the Eaton family empire that for 30 years has spe​cialized in trade and investment in Soviet bloc economies, and C.B. Sung, a leading Chinese-American business​man who is a former vice-president of

Bendix Corporation. More than 100 firms, about equal numbers of Japan​ese, North American and Western European companies, are now in the advanced stages of joint venture negotiations, in spite of the fact that China has yet to provide much of the enabling tax, labor and patent legisla​tion that will govern such enterprises.

There was a time last year when many investors predicted that no joint ven​tures would ever be established in China. The pessimism resulted from a sudden and quite necessary move by the Chinese leadership to reign in the search for foreign investment and imported technology. In late February, 1979, the State Council issued a "go-slow" order as part of a reassessment of the Chinese economy slated to last at least until 1981.
.

The major reason for the reassess​ment was growing recognition of sectoral imbalances in the Chinese economy that the leadership believed required correction before an intensive period of output growth could be embarked upon. U.S. business and academic China watchers also believe the negotiations of the past several months had become uncharacteristi​cally undisciplined: frenzied bargaining was fueled by competition among ministry and state corporation officials for what they felt would be limited revenues from the central government and limited lines of foreign credit. At least in part for this reason, the State Council clamped down hard, sus​pending more than 20 contracts with Japanese firms and temporarily shelv​ing preliminary agreements with dozens of other Japanese, North American and European corporations.

Over the months, the popular view of the reassessment process has changed. A spokesman in the U.S. State Depart​ment's China section, for instance, considers it, "a very healthy develop​ment that foreign investors should welcome." And in spite of the reassessment, agreements with foreign firms have moved forward, albeit at a

slower pace than had at one time been expected.

Most multinationals are hesitant to discuss their negotiations with the People's Republic, largely because the Chinese have requested they refrain from doing so. (More than one deal has been undermined by premature disclo​sures by firms anxious to win favorable publicity with news of China negotia​tions.) Most of what has been written

and said, however, points to the Chinese as excellent negotiators who (with the exception of the brief winter 1978-79 period), take their time in bargaining, whittling down prices and picking up valuable technical information as they go. Strict guidelines have been established to ensure that no project is negotiated that lacks the necessary compliment of local inputs and infrastructure. When buying tech​nology alone, the Chinese have been known to meticulously inspect im​ported equipment, taking apart and reassembling machinery, or to count the number of pieces in an imported box of bolts.

These techniques set a standard of excellence for the entire Third World, but to a degree, China is a special case, whose successes cannot easily be dupli​cated. Although the Chinese offer little opportunity for profit in the short run, the long-run potential of the market may make major corporations more inclined to accept arduous negotiations and harsher than ordinary contract terms. According to Norman Getisinger, exports director for the National Council on U.S.-China Trade, some corporations even view their first con​tracts with China as "loss leaders. "'The first is certainly the most difficult. Then you become the 'lao peng you' – the old friend.
Beyond the negotiating process, it is easy for prospective investors to lose sight of the extraordinary level of regulation the Chinese can bring to the operations of foreign firms, a level unmatched elsewhere in the Third World. China's declared willingness to permit up to 100 percent foreign ownership of enterprises, for instance, must be viewed in the context of the country's planned economy. "China will always control. It's like controlling the water in which the fish lives," says Harvard Law professor Jerome Cohen, on leave working as a consultant for Coudert Brothers in Hong Kong. "China controls the labor supply, the raw materials, the customs, the sale of output." Cohen, who has recently taught courses on Western legal systems at the University of Beijing, at the same time stresses that shortages of Chinese technical personnel will often indirectly give the foreign partner greater day-to-​day control. "The Chinese are being very flexible in the short run due to their need to learn from others," says Cohen. They see the joint venture as a teaching enterprise, where they are going to get a free education and gradually phase out the foreigner."

Cohen and other China business experts stress that the government's capacity to control the entire invest​ment environment increases the import​ance of an investment relationship founded on a mutual understanding of the necessary rate of return for a particular foreign investor. As a

consequence, the preoccupation of some firms considering entering the China scramble with Chinese corporate tax rates (as yet unannounced) seems off the mark. Beijing, with its complete control over the price of local joint venture inputs, can indirectly "tax" by determining how much-"profit" a joint venture will earn.

China's negotiations over the past year with Western oil companies provide an excellent indication of the country's well-developed bargaining capacities and its determination to transfer technology at the least cost. The success with which China develops its offshore oil will probably be the single most important variable in the country's plans for modernizing by the end of this century. Oil exports are viewed as the country's leading foreign exchange earner, down through the end of the century, and hard currency will be critical for the technology transfer necessary if China is to develop as a modern, industrialized economy. Although much of China's oil develop​ment is still in the early exploratory phase, the authoritative China Business Review recently estimated that the Chinese will export approximately 50 million tons of oil annually by 1990, accounting for 23, percent of import payments.

It is generally recognized that Western oil companies hold a near monopoly over the technology neces​sary to economically exploit oil deposits in some of the deeper ocean areas of the South China and Yellow Seas. The

Chinese, nevertheless, have adopted a hard line in gaining the cooperation of the oil giants in developing these re​serves. "The Chinese are driving a very hard bargain,"- confirms Dennis O'Brien, who, has been following China's dealings with the companies in the U.S. Department of Energy.

The Chinese have closely studied the oil • companies' most recent dealings with host countries and, for the early exploratory phase, have succeeded in winning terms that industry analysts

consider as good or better than those arranged anywhere else in the world.  In order to strengthen their control over the future offshore oil development process, they have signed no long-term contracts. Instead, they have convinced upwards of 50 Western oil companies 10 accept all of the costs of conducting seismic exploration in the South China and Yellow Seas, scheduled for completion in mid-1981. After conduct​ing the studies, companies have agreed to interpret their data, and make their information available to the Chinese, as well as all other interested companies. In exchange for their efforts, they will be entitled to bid for plots to do explor​atory drilling on terms as yet undecided by China. In short, for initial invest​ment of upwards of $4 to $5 million (to quote the title of a recent article in the Asia energy journal Petroleum News), the companies have won "a seat at the craps table." According to an analysis of one (non-oil industry) U.S. business​man who spends about a third of each year in China, "The Chinese did a very good job of handling the oil companies and basically getting them into a bidding war against each other."

It is not ordinary procedure for the oil companies to take risks they don't expect will pay off with profits at a later point. Several oil company executives, however, have expressed disillus​ionment with their involvement in China. They said they have been sur​prised, in recent months, by the level of technical expertise the Chinese have demonstrated they command. Accord​ing to one official in the Commerce Department's Bureau of East-West Trade, the amount of offshore areas the Chinese will be able to exploit themselves, or simply through the purchase of technology, is far greater than many had anticipated a year ago. "The chances of most of the majors being shut out are great," predicts one DOE official. And as a consequence of their greater command over expertise, the Chinese should be able to extract better terms 'from their prospective partners than had previously been expected. "It'll be the toughest deal we've ever done, if it is done," said the international vice-president of one U.S. company involved in the seismic exporation.

No doubt, China's dealings with the Western, oil companies has helped promote the recent expertise build-up. Beijing has aggressively promoted reciprocal visits with U.S. oil com​panies, and Chinese personnel are like "vacuum sweepers" in their efforts to develop expertise during these ex​changes, according to one DOE official. One industry executive described the Chinese as approaching the transfer of technology and expertise "in a very systematic and categorical way. They want our technology. They'll pick you to death to get it."

The Chinese success in facing international corporations in the development of its offshore oil sets a high standard for the country at the bargaining table. But as what will inevitably operate as a capital-intensive enclave, physically removed from the mainstream of Chinese society, offshore oil drilling raises few difficult political questions for the Chinese. On shore and away from the bargaining tables the opening to foreign investment adds layers of complexity to the domestic political debates over the direction of Chinese social and economic relations.

One of the major issues that still remains to be resolved is the establish​ment of guidelines for the remuneration and treatment of labor. In the wave of euphoria of late 1978, many foreign investors envisioned China's emergence as an export-processing giant; with customary wage rates that are generally far lower than the major capitalist exporting countries of East Mia, they reasoned that China could Fompete quite favorably for foreign investment in these areas. China--in this early stage--has quite clearly rejected the "cheap labor" alternative as a major attraction for foreign investors. Higher wages will be paid in enterprises with foreign ownership, though just how high remains an open question. Recent East Asian press reports indicate the government will announce a joint venture wage code that will generally require at least 80 percent of the wage scales standard in Hong Kong. Such wage levels would considerably dampen foreign corporate interest in the

establishment of export-oriented labor​
intensive manufacturing on, the main​
land.

The worker incentives question is

central, both to labor-intensive and

capital-intensive enterprises in which

foreign firms would like to participate.

The government has indicated that only

exemplary workers will be permitted to work in joint ventures, but no overall policy has been formulated on the amount of additional income these workers will be allowed to command and how much will be taken in taxes. Says John Eaton of E-S Pacific. "If

joint venture workers are not permitted higher incomes, it will be a tremendous disincentive to foreign investors."

Since the fall of the Gang of Four, the leadership has openly recognized the need to increase material incentives and has stepped up the production of consumer goods necessary to make increased monetary incentives mean​ingful. The slogan "overcome egalitari​anism" and the principle "to each according to his work" indicate a move away from the Cultural Revolution "iron rice bowl" policy, under which it was next to impossible for a worker to be fired from his job, and production incentives were few. At the same time, the leadership is cognizant of the risks inherent in creating a "labor aristo​cracy" of high-income workers, espe​cially those that might tend to see their interests allied with those of foreign economic interests.

The incentives question is crucial at the macroeconomic level, as well. With increased frankness, the leadership is acknowledging serious problems in the central planning_ bureaucracy. "Red​tape" (not a Chinese equivalent-the English expression) is recognized as an obstacle to modernization efforts. As part of the current readjustment process, Beijing is experimenting with the decentralization of economic man​agement by granting greater autonomy to approximately 3000 state enterprises and several of the country's 37 pro​vinces, allowing them to circumvent the central state trading boards in conduct​ing foreign trade, and permitting them to retain control over the use of their foreign exchange earnings. Two maritime provinces near Hong Kong, Fujian and Guangdong, have received the right to recruit foreign investors independently.

While the experiment appears, at this early stage, to be promoting desired increases in productivity, it has not

progressed problem-free. The leader-, ship is still searching for a mechanism that will decentralize decision-making and grant incentives without creating new income inequalities relating to pre​existing endowments of capital, re​sources or the artificially-set prices for output. rather than the quality of labor. Opposition to the decentralization experiment is strong within the state trading bureaucracy, as officials find it more difficult to meet their procure​ment quotas and see their own monopoly commercial positions under​cut.

Finally, the leadership, sobered by the negotiating errors ministries made during the winter 1978-79 period of bargaining mania, is hesitant to see control slip too far from its hands for prudential reasons.

Foreign investors, many of them frustrated by the time-consuming, bureaucratic, investment negotiation process and worried about the pro​spects of arranging steady supplies of production inputs through the state trading network, of course favor greater decentralization of economic manage​ment. John Eaton of E-S Pacific presents a sympathetic business view of the dilemmas involved for the Chinese. "China is just a huge country. What is the central government going to do when a joint venture is being put together between a U.S. corporation and a commune near Tibet'? They've got to keep control over it, otherwise they leave themselves open to exploita​tion. The problem is, how in the world is foreign participation going to go forward, if the Foreign Investment Review Commission has to review every detail of every joint venture? The Chinese have got to find a middle way."
 
(Kathleen Carson assisted in research​ing this article.)

The second part of this two-part series on China will focus on the increasingly important role of ethnic Chinese citizens of other countries-the Over​seas Chinese-in the modernization efforts of the People's Republic. The Overseas Chinese represent a double​-edged sword. Wooed for their capital, technical expertise and sentimental attachment to the mainland, they bring in their train an array of new social tensions the Communist leadership is now beginning to confront.

The Brandt Proposals:  In Whose Interest?

North-South: A Program for Survival. Report of the Independent Commission on International Development Issues. Massachusetts Institute of Technology Press, 304 pages, $4.95.

In early 1977, Willy Brandt assem​bled an international commission of eminent persons (politicians more than economists) to study, certain world economic problems. After two years of work, the commission has reported to the public with the release of North​-South: A Program for Survival. In the pages of its study, the Brandt Commission strikes a pose of sympathy for the developing world, and sides with the South in many of the standard North​-South issues debated over the last ten years.

Brandt introduces the report by suggesting it may "contribute to the development of worldwide moral values." This moral posturing is also implicit in the terms of reference de​veloped in 1977 to guide the commis​sion. The first sentence reads: "The task of the Independent Commission on International Development Issues (the Brandt Commission) is to study the grave global issues arising from the economic and social disparities of the world community and to suggest ways of promoting adequate solutions to the problems involved in development and in attacking absolute poverty." The commission touts its recommendations as a "program for survival" that would begin to confront the threats of war and chaos, references to which are liberally scattered throughout the report.

It may be unfair to judge a commis​sion by its official name or its terms of reference; in these troubled times one should probably be a little indulgent of moral posturing and eschatological in​nuendos. Nevertheless, we should also be suspicious of the camouflage of bom​bast and platitude. Specific recommendations of the Brandt commission need a closer look.

Despite the commission's promise to focus on absolute poverty in the world, a breakdown of its proposals for growth in foreign aid puts concern for the poorest nations on a level with in​creased energy production-both -re​commended for an additional $4 billion per year, out of proposed annual aid increases of $30 billion by 1985 and $37 billion by 1990. Increased aid to the poorest developing countries would amount to about 15 percent of total growth in foreign assistance, a smaller percentage than the share currently flowing to the poorest countries.

Similarly, "survival" suggests food, and despite a chapter on hunger which states "millions will either die from the lack of food or have their physical development impaired," the commis​sion proposes to redirect official assis​tance towards industry: "Most official aid has gone to such purposes as agriculture and infrastructure, and in​dustry has not received adequate sup​port." The report calls for an additional $13 billion to aid agriculture in low-​income food deficit countries, while urging that between $15 billion and $25 billion be earmarked for industrializa​tion.

After mentioning sums of $4 billion for the poorest and $13 billion for agriculture in food deficit countries, the Brandt Commission suggests "a major expansion of public lending" to help "middle-income and higher-income" developing countries borrow annually up to $455 billion by 1985 and $270 billion by 1990 on world capital mar​kets. The primary vehicle for this massive lending increase would be a new World Development Fund, de​signed to make medium-term balance of payments loans to these wealthier Third World governments. Despite its moral​istic bravado about inequality and

survival, the Brandt Commission, in short, has accepted implicitly the logic of the market: the richer one is, the more one is given.

Indeed, serious shortcomings in the commission's discussion of poverty and rural development suggest these issues were not its key concern. Other con​cerns are evident. Recommendations in the report support efforts by the indus​trialized countries to stimulate their economies and to pay their large oil bills through expansion of exports.

Anticipated annual OPEC trade sur​pluses of more than $125 billion through 1985 will require -balancing deficits of more than $C25 billion by non-OPEC nations. In other words, OPEC coun​tries will sell more than they buy; other countries taken together will have to buy more than they sell. The funda​mental question, however, is the distri​bution of the balancing deficits: which countries will be able to pay for oil with current exports, and which will have to borrow?

In the context of faltering economic growth in the industrialized world, and

persistent reluctance to accept trade deficits, the Brandt Commission's sup​port for a program of massive lending to better-off Third World countries-a key market for Western goods and ser​vices-looks more like a program to transfer oil-related deficits than an aid program aimed at the poor. To promote the growth of exports from the devel​oped world, it is necessary to help de​veloping countries-go further into debt.

Given the trade surpluses of the OPEC nations, deficits have to show up somewhere. A case could be made, how​ever, that large trade deficits for indus​trialized countries would cause fewer strains in the world economy than an attempt to increase lending to less creditworthy countries. This has been a

favorite proposal of the U.S. Treasury, repeated at .,every economic summit. The U.S. program would entail expan​sionary economic policies in Western Europe and Japan designed to increase their imports from the rest of the world. According to the plan, the Big Three, Japan, West Germany and the U.S., would collectively take enough of the balancing deficits - and buy enough imports so Third World countries could find markets for their goods and would not need such large loans.

The rejection of the trade-not-aid alternative (leading to increased Third World exports) reflects the European/ Japanese perspective of the Brandt Commission. West Germany and Ja​pan, whose domestic economies rival the United States' in strength, have played a disproportionately limited role in the Third World, given traditional U.S. dominance in the field of direct foreign investment. Increased world trade would serve as a vehicle for expanding the influence of these export​-oriented economies in developing countries. The U.S., on the other hand, can look, more favorably on the prospect of increased imports from the Third World, since a major share of these imports would be produced by subsidiaries of U.S. multinationals.

The commission's failure to seriously address the needs of the poorest coun​tries belies the moral armor in which the report cloaks itself. So, too, does the commission's failure. to adequately address the question of human rights. The report recommends explicitly that lenders be blind to human rights vio​lations by governments to whom they extend aid. This proposal, if imple​mented, would reverse a decade of successful effort by those in the U.S. and elsewhere who have diligently worked to force their governments to withhold aid from consistent human rights vio​lators. Under current law, the U.S. executive, for example, must withhold significant categories of aid from vio​lators of human rights, and must vote against World Bank aid to human rights violators.

The Brandt Commission speaks out on the general need for multilateral institutions to operate without impos​ing political considerations on aid. Such sentiments are coyly naive. Aid-giving is, by definition, a political act. If aid is not to be tied to specific projects (the

World Bank pattern) and is not to be tied to changes in internal fiscal and monetary policies (the 1 M F pattern), we must not conclude the money can be given without political impact. How​ever much aid there is in the kitty, it is still limited; donor agencies must still allocate aid amongst the recipients. Given the existing predilection of the West to support authoritarian Third World governments accountable to a narrow economic elite, one wonders if a shift towards more trust an(( fewer rules is a shift in the right direction.

The political and economic themes of the Brandt Commission report point to one central concern: control. In response to the energy crisis and related economic dislocation, industrialized nations, particularly those countries that until now have been frustrated in their efforts to develop more interna​tional economic and political clout, are seeking to further their influence in the Third World. If the greater capital flows

envisaged in the Brandt report are realized, GNP growth will undoubtedly accelerate, at least over the short term, in some of the higher-income develop​ing countries. But the proposal would do little to aid the world's poorest countries, and any potential benefit would be at the expense of massive new Third World debt. This could not help but add a note of tension to interna​tional economic affairs. If international economic stability, along with relief for all of the world's nations is the goal, the trade option may be better than aid. Can the World Development Fund be anything more than a bigger and better debt trap?

-David Gisselquist

David Gisselquist, associate professor of economics at the University of Maryland at Baltimore, is author of 0i1

Prices and Trade Deficits: U.S. Conflicts with Japan and West Germany (Praeger, 1979).

Organizations

Transnational Corporations Research Project

Founded in 1975, this organization examines the activities of foreign-based multinationals in Australia. It is primarily research-oriented, although it does actively collaborate with Austral​ian trade unions on educational projects.

`1-he group has published biblio​graphies on foreign corporate activity in the country, as well as a directory of nominee owners of Australian manu​facturing firms. Its analytical reports include a study of the social and cultural impact of multinationals, and an examination of international banks in the Australian economy.

The organization serves as a critical link between activists and researchers in Australia, and groups working on international economic issues in the U.S. and Europe.
.

For a publications list, and further information on the project, write:

Professor E.L. Wheelwright

TNC's Research Project

University of Sydney

Sydney, NS W 2006

Australia

Council on Hemispheric Affairs (COMA)

The Council on Hemispheric Affairs, founded in 1975, is a non-profit educa​

tional and research organization specializing in the full spectrum of U.S.​Latin American relations. With the support of U.S. trade unions,= civic, religious and minority organizations whose chief officers sit on its board of directors, COHA disseminates infor​mation about current political, social and economic trends in Latin America and the effects of U.S. involvement there.

COHA maintains an extensive col​lection of material on a wide variety of inter-American themes as well as comprehensive files on Latin American countries. It publishes periodic reports and analyses that are distributed to executive agencies, congressional offices and the media. COHA's up-to-​the-minute information on hemispheric developments is relied upon by journalists and researchers. The organization monitors human rights, the status of press freedom, trade union liberties, and the growing political and social questions raised by the presence of U.S. multinational corporations in the economies of South and Central American countries and in the Carib​bean.

For more information, write:

Council on Hemispheric Affairs

1201 16th Street N.W:, Room 305

Washington, D.C. 20036.

Periodicals

The Asia Record

Formerly the Southeast Asia Record, this newspaper begins monthly publication in April. For the past nine months it appeared as a weekly covering political and economic developments in Southeast Asia. Its new focus will include all of East Asia.

The Record will feature on-sight reports from all the countries in the area, including China, and will print translations of articles from Japan on issues of significance for Asia-North America relations.

In addition to on-sight reports, the newspaper will include stories from a number of news services. The Record subscribes to Reuters Asia Wire, New Asia News and the New China News Agency.

The subscription rate is $12 per year. To request a subscription or a copy of the April issue, write:

The Asia Record

580 College Ave., Suite 6 Palo Alto, CA 94306

Issues

issues is a new monthly magazine published in, London that presents alternative analysis and reporting on current events in international politics and economics. Billing itself as a Le Monde Diplomatique equivalent for the English-speaking- world, the April 1980 issue contains a wide-ranging selection of articles, mainly by British and American authors, on subjects such as political developments in El Salvador and the forces governing the shifting price of gold.

Although somewhat sloppily edited, Issues does provide thought-provoking reading. Multinational corporate activity is an important focus of the journal; a regular monthly section profiles a major international corpor​ation. A monthly commodity section provides a brief sketch of market trends for a particular raw material.

In the April issue, Issues profiled the British mining multinational Rio Tinto Zinc, and the commodity uranium.

Personal subscriptions cost £6.50 in the U.K., Ireland and Europe, U.S. $15 in North America and U.S. $20 in the rest of the :world. For more informa​tion, write:

Issues

96 Gillespie Rd.
London NS 1 LN: .

England

Reports

Mozambique and Tanzania: Asking the Big Questions

Based on interviews with, political leaders and citizens in Mozambique and Tanzania, this 128-page report high​lights differences between the agricul​tural policies of two self-described socialist nations. The report was written by noted food expert Frances Moore Lappe, co-founder of the Institute for Food and Development Policy, and Adele Beccaro Varela.

The authors probe the success of the two countries in combating hunger and promoting participatory development.

The case studies are important ex​amples of rural development strategies that reject large-scale foreign agri​business operations.
t(

The report is the first publication of the Institute's Food Security Project, which will examine the efforts of speci​fic Third World nations to achieve agri​cultural self-sufficiency.

The single copy price is $4.95. Bulk rates are available. For more informa​tion, write:

Institute for Food and Development

Policy

2588 Mission St.

San Francisco, CA 941 10

