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As we al know—there was a loss in momentum of worldwide
economicrecovery during calendar year 1985. Growth of world out-
put declined from 4.3 percent in 1984 to 2.7 percent in 1985. The
United States, Germany, and Japan (among theindustrial countries)
alsoare part of the trend which has persisted into 1986. This conti-
nuing drift downward s particularly troublesome becauselower in-
terest rates and the declinein oil prices were expected to stimulate
greater economic activity in the industrial countries.

Therewas an appreciabledowing of growth in world tradein 1985
and no improvement is expected in that rate for 1986. The growth
of industrial country import volumefell from 13 percent in 1984 to
5 percent in 1985 and developing country export earnings have
stagnated.

On amore positive note, the recent declinein international market
interest rates has brought welcome relief to those countriessaddied
with dollar-denominated debt. Y et, these rates are still historically
high and exceed theaverage rates of GDP real growthin developing
countries.

Less encouraging is the primary commodity price decline. Non-
oil commodity pricesare at an al-timelow and these pricesare still
falling. Oil prices, aso lower, have hit some heavily indebted oil
exportersvery hard while helping net oil importers worldwide. On
the other hand, pricesof manufacturesexported to developing coun-
tries are rising. Consequently, many developing countriescan ex-
pect a deteriorationin their terms of trade this year.

Net long-termcapital flows to developing countries—continued their
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four-year decline into 1985, reaching $35.5 billion—Iless than half
the 1981 level. For the heavily indebted developing countries, net
inflowsof capital in 1985 werea quarter of what they werein 1981.

The net effect of thesetrendsisthat 1986 GDP growth in the heavily
indebted countries may well fall even lower from the 3.2 percent
registered in 1985. Again, there are important divergences among
countries—such as Brazil, whose GDP growth may reach 6 percent
this year —but the overall direction is not encouraging.

The protracted difficultiesof the heavily-indebted middle-income
countries have taught us al a salutary lesson: timely adjustment,
together with adequate capital flows and an open trading system, is
absolutely essential to sustained growth, restored creditworthiness,
and the dleviation of poverty. On that thereis now broad agreement.
And on that thereis at least an expressed collective will to promote
and support such adjustment.

It can be argued that a measure of economic growth and poverty
adleviation can result purely from internal adjustment. But the measure
can never match the need. Sustained and adequate growth together
with real progress in the alleviation of poverty cannot be achieved
unlesstheindustrialized countriesplay their required role. And that
roleisto adopt and implement policiesthat will create and maintain
a trade and financia environment which is supportive of, and not
inimical to, the growth objectives of the indebted countries. So let
me turn now to the particular actionsasked of them and seek to show
just how crucial they are.

At the top of our list of priority actions stands the maintenance
of asteady rate of real growth in the GNP of theindustria nations,
creating durable non-inflationary growth in world demand. However,
continued high budget deficits in some of the major industrialized
countriesare making it very difficult to sustain asteady rate of growth.
The domestic effects of large and persistent deficits are principally
on redl interest ratesand on inflationary expectations. Thereissure-
ly no doubt that large deficits contributeto high real interest rates,
and as these deficits climb, they are bound eventually to be accom-
panied by an accelerating rate of inflation and increased protection.
The resulting stop-go policy mix that governments would adopt in
thelr attemptsto control either inflation, unemployment, or the trade
deficit would inevitably dow world growth.
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The messageisclear: those economieswith persistently high deficits
must work to reducethem. And taking the route of public expenditure
cuts seems the most appropriate approach. That is undeniably hard
in political terms, especidly if it involves cutting back on growth in
socia benefits, the second fastest growing item of public spending
intheindustrial world after defense. Governmentsshould ook to see
whether, for example, expenditures on subsidies to manufacturing,
especidly in steel and shipbuilding, al in the name of easing struc-
tural change, are redlly to their long-term benefit.

Even more critically should they look at the rapid growth of sub-
sidies to agriculture. Internal prices set well above world prices,
especialy in Europe but also here in the United States, encourage
domestic production and depressdomestic consumption. The resulting
surplusesflooding the world at depressed pricesdo particular damage
to developing countriestrying to raise their output of agricultura pro-
ducts in which they often have a comparative advantage.

| know thisis not an easy issuefor thosewho comefrom Americas
farming heartland. But the issue must be faced.

The interaction between economic growth in the devel oping world
and Americas agricultural export opportunitiesisacrucia consdera
tion. During the 1970s, developing country importsof whest and coarse
grainsincreased from 20.4 to 58.6 million metric tons per year. Over
70 percent of those importswere by the upper middle-incomecoun-
tries, such as Brazil, which wereexperiencing rapid economicgrowth.
The agricultural export markets of the future will be found, not in
the industria economies, but in the fast growing developing coun-
tries of Latin America, Asia, and Africa

The key to promoting rapid economic growth in thedevel oping coun-
triesistherevitdization of agriculture. It istypically the largest sec-
tor in thesedeveloping countries, and raising its productivity isusualy
theonly way that broad-based economicgrowthand arisein per capita
incomes can be obtained. And because low income groups spend a
large portion of their individua incomes on more and better food,
rapid economic growth and higher per capitaincome strengthen the
demand for agricultura output in developing countriesfaster than it
can be supplied domestically. This shortfal can only be met by
imports.

Another important feature of successful economic development is
that it typicaly leads to an upgrading of the diets of lower-income
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countries. This means a more rapid growth in demand for poultry,
livestock, and livestock products. The feed grains needed to produce
more poultry and livestock are commodities for which the United
States has a comparative advantage. As per capitaincomesrise, the
composition of demand also shifts from rice to wheat, and this too
favors many U.S. producers.

At atime when the Americanfarmer isenduringintensedifficulties,
such longer term perspectivesregrettably are not an immediateantidote
for his short-term problems. But these trends in developing country
markets demonstratethat both theintent and effect of theWorld Bank's
agriculture lending, which has aroused some criticism in recent
months—are not the enrichment of some farmers at the expense of
others, but the promotion of growth—globa growth—which will ex-
pand opportunities for all.

Cutting back farm subsidiesis far from easy, but whatever route
istaken, reduction in fiscal deficitsiscrucial, and the morethe mgjor
industrial countries can manage to coordinate their macroeconomic
policies, the less disruptive will be the process of reduction. Con-
certed interventionin the foreign exchange markets by the Group of
Fiveto reducethevadued thedollar illustratesthe potentiad usefulness
of such cooperation. And thefal in interest ratesis also a welcome
indicator of new efforts at international cooperation to achieve
macroeconomic adjustments.

Lower red interest rates are crucial to the debt-servicing capacity
o the heavily indebted countries. Thefal in dollar interest rates has
been one of the few changes in the external environment of benefit
to the developing countriesin 1985 and 1986. But interest payments
continued to absorb 36 percent of exportsin the Latin American region
in 1985. One percentage point knocked off the interest rate means
areduction in the region's annua debt-servicing burden of morethan
$3 billion. And that redlly makes a difference.

Easing rigiditiesin labor marketsto reduce high unemployment
and to help stimulate new industrial capacity is another necessary
areadf adjustment for theindustriaized countriesif economic growth
isto be sustained. Policiesto encourageflexibility and reduce margina
labor costs need to be pursued. Training and mobility need to be
improved, and reductionsin the protection afforded certainindustries
will be necessary to promote the movement of 1abor into more effi-
cient and competitive activities.

Correcting distortionscaused by inappropriatefiscal and monetary
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policiesand labor rigiditiescan create the conditionsfor strong sus-
tained growth in the industrial countries, and thus increase import
demand among them and boost both exportsand importsof developing
countries. Thisin turn creates the conditions needed to reduce *"in-
ternationa trade restrictions', as reduced they certainly must be.

An open trading system is essentia to the heavily indebted coun-
tries, whosehopesof restoring their creditworthinesswill bedashed
if they cannot expand their export earnings. The current declinein
thegrowth of developingcountries export receipts and the continu-
ing deteriorationin theoverall trading environmentisthereforealar-
ming. The dow-down in the growth of Third World exports to the
industrial countriesjust cannot be explained solely in termsof such
factorsas exchange rate movements, the phase of industrial country
recovery, or supply factors. The rate of decline strongly suggests
that protectionist measures, particularly in manufacturing and
agriculture, are among the causes.

Especially worrying is the increasing use by industrialized coun-
triesof non-tariff barriers, which, liketariffs, are often morerestric-
tive on those products of specific interest to the developing coun-
tries, such as agricultural and textile products. As | have said,
agricultural exportsare of vast importancefor many devel oping coun-
tries. Yet hardly a day goes by without new cals in the industria
countriesfor more import restrictions on these devel oping country
commodities. It istrue of the United States, the biggest agricultural
exporter intheworld. It iseventruer of the nationsof the European
Economic Community. Their import controls greatly harm the in-
terestsof agricultural commodity exportersof the Third World, not
to mention the interests of consumers of all nations.

Unlesstrends such asthese can be hated and reversed, severegloba
macroeconomic problemsaf both debt-servicing and growth lie ahead.
In broadest terms, the principles underlying the General Agreement
on Tariffsand Trades (GATT) and the multilateral trading system
must be reaffirmed and adhered to. | am, therefore, grestly relieved
by the prospective launching of a new round of multilateral trade
negotiationsunder theaegisof the GATT. This new round is essen-
tial to the rolling back of protection,and it will need to take into
proper account the legitimate concerns of the devel oping countries,
such as | have just outlined, and the developing countries own in-
terests will be best served if they are integrally involved.
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Commitments to a standstill in protectionism and to support for
tradeliberalization have been made again and again by theindustrial
powers. Ye, despite these commitments, the continuing erosion of
the GATT system threatensto eliminatethe last vestiges of order in
world trading arrangements. Why isit that governmentswill not live
up to their commitments? Dare we hope that such pledgesas are made
next month a the Punta del Estetradediscussionswill also be acted
upon? We must earnestly hope so.

Let me now turn to the last, but by no means least important, of
theareasof action to be taken by the industrial countries: the provi-
sion of capital. The restoration of economic growth in the highly-
indebted middle-income countries and in the troubled low-income
countriesdepends to acritical extent on the mobilizationof additional
capital flowsfrom both privateand official sources. For example, the
World Bank has concluded that even with substantia policy reforms
in the heavily-indebtedmiddle-income countries, restoration of growth
and creditworthinessover a five-year period would require, depen-
ding on the performancedf theindustrial countries, between $14 and
$21 hillion of net capita flows annualy.

With respect to flows of private capital, the revivad of commercial
bank lending to the heavily-indebted middle-incomecountries under-
taking growth-oriented medium-term adjustment programsis crucial.
In his proposals a the Seoul meetings, Secretary Baker called for
$20billion in net new lending by thecommercia banksin 1986, 1987,
and 1988 in support of growth-oriented policiesin the heavily-indebted
middle-incomecountries. If they areto do this, theindustridized coun-
try governments must ensure that their regulatory authorities do not
introduce conflicting signals. Certainly it is important to continue
strengthening the banking system. We al benefit from that. But the
measures intended for that purpose must not fly in the face of the
need to restoregrowth in the debtor countries. | must thereforecon-
fess some concern over certain provisonsof thetax bill in Congress
which seem likely to discourage further commercial bank exposure
in the indebted countries.

A return to voluntary lending by the commercid banksisan urgent
requirement, and thetrends so far have been disappointing. But, there
are rays of hope. The acceptanceby 50 banks lending to Mexico of
the recommendation of the bank advisory group that they provide
$500 million towards an emergency bridgeloan o $L6 billion to Mex-
ico isencouraging. We must now hope that negotiations on theterms



International Debt and Public Policy 105

and size of the commercia banks share of the 12 billion package
in the works will be equally successful.

Let meinsert hereaword or two on what further role Japan might
play in using its strong surplus position to bring capital to the coun-
tries that need it. There are good grounds for the view that, despite
much adviceto the contrary being offered to Japan, that country will
not be ableto rely increasingly on its domestic market for continued
economic growth. A Japan that cannot export is a Japan losing its
economicdynamism. And given thesizedf that economy, that spells
a highly recessionary impact on the global economy. This meansthat
Japan must continue to look for export markets. Expandinginto Third
World marketsis oneway of avoiding the problems involved in rais-
ing market share in the United States and Europe. And one way o
reaching Third World marketsis to provide them with the means to
import. In other words: capita flows. Japan would find it very reward-
ing to increase the leve of its capital flows to developing countries.

Japan has the ability to get capital to the Third World, owning to-
day, as shedoes, 25 percent of totd international banking assets. The
United States comes second with 18 percent. But given the poor, and
in many cases, deteriorating creditworthinessof the indebted coun-
tries, the Japanese banking system may hesitate to make major addi-
tionsto its current exposurein the indebted countrieswithout some
form of governmentd or ingtitutiona incentives. I n this regard, mention
has been made of the World Bank. It is my firm opinion, however,
that the World Bank’s authority to guarantee third party loans to
developing countriesshould be exercised only on an exceptiond basis
and as a last resort.

Yau will not besurprised if | now makeastrong pitch for my former
employer, theWorld Bank. Thebank clearly hasacentral roleto play
as catalyst and coordinator, helping to bring together the main actors
in support of medium-term adjustment programs in the indebted coun-
tries and providing, in close collaboration with the International
Monetary Fund (IMF), its own expanded financia and advisory
support.

The bank can and does providethekind of politically disinterested,
expertly prepared advice on theformulationof medium-term adjust-
ment programs. And then, to usean old colloquiaism, it putsits money
where its mouth is. Recent World Bank lending has placed magjor
emphasis on structura and sectoral reforms in the highly-indebted
countries. In its fiscal year which ended June 30, 1986, its lending
to the ten highly-indebted countriesundertaking adjustment programs
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increased by 47 percent over the previous year compared with a 16
percent growth in total World Bank lending. Fast disbursing adjust-
ment lending comprised some 19 percent of total lending in fiscal
1986 and 37 percent of thelending program to middle-incomecoun-
tries. Adjustment lending comprised only 3 percent of total lending
just five years ago. In short, the bank has shown that it can move
quickly, and with purpose.

These are early daysfor assessing the resultsto date of the adjust-
ment with growth strategy that was endorsed a year ago at the World
Bank and IMF meetingsin Seoul. There are, however, early signs
that the strategy can yield resultsif the indebted countriespressfor-
ward with their programs of reform, and if the more favorable ex-
ternal economic environment and financial support they requireare
forthcoming.

Therefore, | urge that this strategy be supported. However, this
does not mean that we should dismiss out of hand alternative pro-
posalsfor easing thedebt crisis. We should examinethem carefully.
But | remain convinced that we should not press upon the indebted
countries strategiesthat might appear to bring quick relief in the short-
run but weaken their creditworthiness—and, thus, the commercia
banks willingnessto remain their partners—in the long-run. These
countriesneed external capital as well as export earnings to support
their growth-oriented adjustment programs. With growth they can
grow out of their indebtedness. Without growth their futureis murky
indeed.

| believe, therefore, that thebroad outlinesof preferred public policy
are clear:

® \Wemugt strivefor sustained economic growth in theindustrial
countries.

® \We must work harder towardsa more open trading system and
resist protectionism.

® \We must maintain an adequate flow of supporting capital to
the indebted countries.

® \We must support theinternational financial institutionsthat play
thecentral rolesin restoring growth and equilibriumto these countries.

But none of the above will have been worth an atom of effort if
the indebted countries do not themselves press on with their
adjusmentsand their policy reforms. Help beginsa home! How com-
mitted they are will decide how successful the international
cooperative effort to contain and then wind down the debt crisisis
going to be. But those countries which are committed and haveem-
barked on growth-oriented with adjustment programsdeserveto be
supported. Indeed they must be supported.



