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1 greatly welcome the opportunity to participate in this year's
International Monetary Conference. The theme of this session--the Role
of the Commercial Banks in the Prospective World Pnvironment~~is & broad
and important one. 1 shall begin my remarks by taking stock of the
progress-—the very considerable progress=~that has been achieved over the
past year and a helf in managing the debt problems. Next, I shall explain
why the resolution of these probleme can be viewed today with greater
confidence than a year ago, in gpite of some important difficultries
which need to be tackled. Finally, 1 want to draw the lessons of recent
experience for future policies and action on the part of governments and
the cormercial banks,

1. Managing the debt problems: progress to date

1 need hardly remind thie audience that the debt crises that erupted
lege than two years ago posed a real threat to the integrity of the inter=
national financial and trading system., There was & great deal of pessimism
at that time, Some people felt that the burden of debt servicing facing
a number of countries=~including some of the largest debtors--simply
could not be managed in a world marked by deep recession, historically
high interest rates, and a sharp curtailment of commercial lending.,

Rut the skeptics have been proved wrong. Developments over the past
eighteen months have been encouraging. The various authorities and insti-
tutions responsible for {nternational finance responded gwiftly and
decisively to the crisis. A cooperative strategy was get in place
comprising two egsential elements:

- concrete steps on the part of {ndebted countries to address the
rooc causes of their financial difficulties by means of what we call
“adjustment programs,”

- and concerted action on the part of the international financiers
to maintain financial flows in support of those adjustment efforts.

The strategy has worked well. Let me give you the highlights.

§ Adjustment

Nearly all of the problem countries have sought the assistance of
the Fund in drawing up and helping to finance adjustment programs. These
programs are designed to correct the weaknesses in demand panagement and
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to remove or reduce the rigidicties and disgtortions that have contributed
to the problems. They have to be carefully tailored to the specific
circumstances of each case. But they have one objective in common: that
{s, to restore a viable external payments position within a few years.

The external adjustment that has taken place has been dramatic.
Take the Latin American countries, for example, where much of the atten~
tion and concern has been directed: countries in that region with Fund-
supported programeé saw their combined external current account deficit
coming down from $41 billion in 1981 to $11 billion last year while
their trade accounts ghifted from a deficit of $7 billion to & surplus
of $24 billion. More generally, all the non-oil developing -~=ur*ries
taken together cut their combined external deficit by half during those
two years--from a record high of nearly §110 billion in 1981 to
$§56 billion last year. 1t is true that much of this external adjustment
{nvolved sharp cuts in imports and growth for many countries that are
not sustainable, But 2 ouch more severe adjustment would have been
{nevitable in the absence of the Fund's programs; and the actions of the
governments concerned with the Fund's support have helped to bring about
the reduction in external deficits to more viable levels in a much more
orderly manner than would otherwise have been possible, And it has been
achieved without a further increase in trade restrictione which would
have been detrimental to the prospects for growth in these countries.
In fact, in some cases guch restrictions have begun to be scaled down
and thege countries are now in a better position to resume growth.

2. Financing

The second element has been to keep financial flows moving. The
greatly increased activity of the Fund in negotiating adjustment programs
thas involved & gubstantial growth in its ¢inancing. Since the middle
of 1982, the Fund has lent some §22 billion in support of adjustment
{n 66 member countries. A further $8 billion of commitments are out-
standing in support of the 34 programs that are presently in place.
Because they have been linked to adjustment, these amounts have catalyzed
additional financing on a much larger scale as well as rescheduling.

Rescheduling of official and commercial debt has had to be arranged
for an unprecedented number of countries and on an unparalleled scale.

In all, during 1983 alone, some gg_ﬁeveloping countries including 11 of
the 25 largest borrowers completed or were engaged in debt rescheduling
with official or commercial creditors. We estimate that debt restructur=
ing arrangements eaged the cash flow situation of the non-oil LDCs by
some $40 billion in 1983, equivalent to 8 percent of their exports of
goods and services. In virtually all cases the agreements were anchored
to a Fund-supported adjustment program.

1t has also been possible to muster the essential commercial
bank lending to support countries' efforts to adjust--a prospect that
wae in real jeopardy in late 1982. The indications are that commercial
bank exposure in non-oil developing countries increased by some $25 billion

{n 1983. That amount was broadly consistent with an orderly scaling
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down of bank lending as well as with manageable adjustment in deficit
countries. New bank financing commitments were closely integrated with
rescheduling agreements, particularly in the case of the major borrowers.

Net new lending, together with restructuring, has helped to bring
about a considerable improvement {n the maturity profile of outstanding
debt. The share of short-term debt in total external debt for the non-oil
developing countries declined to some 15 percent at the end of 1983 from
almost 20 percent at the end of 1982, As a result, we have #ezr tha dabt
service ratio of the non-oil developing countries fall from 24 1/2 percent
{n 1982 to 21 1/2 percent in 1983, For the Latin American countries the
debt service ratio fell from 54 percent to 44 percent over the same
period.

11, The debt problems can be viewed with greater confidence
today than a year ago

Thus, the strategy has been working, and working well, Better
{ndeed than many had thought possible. And & number of encouraglng
developments have taken place that are helping to sustain this progress.

15 The Fund's resources have been reinforced

As you know, a number of steps have recently been taken to increase
the resources of the Fund. At the end of last year member countries
complered action to bring {nto effect an increase of nearly 50 percent
{n the Fund's basic capital resources. Agreement has also been reached
on a threefold increase in the Fésources available to the Fund under the
General Arrangements to Borrow (GAB), which igs & line of credit with the
major industrial countries; also, Saudi Arabdbia has agreed to lend to the
Fund under an associated arrangement with the GAB. What is more, the
CAB may now be used by the Fund not only for the benefit of Fund members
among the Group of Ten major industrial countries but, under certain
circumstances, for .the benefit of any member country. Finally, the
Executive Board has very recently approved other borrowing arrangements,
toralling $6.3 billion, with the Saudi Arabian Monetary Agency and a
number of industrial countries with the assistance of the BIS. These
steps have strengthened the Fund's financial position considerably and
thereby its capacity to carry on its role as the agent of orderly and
roonerative adjustment in the system. These important decisions were
not easy to reach given the difficulties of the time. They are an
expression of confidence {n the IMF and of commitment to & 1iberal and
open world economy.

2a Other institutional mechanisms have functioned well

The commercial banks, with the assistance of central banke, have
developed and expanded their cooperation through advisory comnittees and
their regional groupings in an exemplary manner. As for the Paris Club,
it has demonstrated remarkable efficiency in handling the reschedulings
of loans from official sources.




3. The world economic setting has significantly improved

With the strong performance of the U,S. economy, the recovery has
proved to be stronger than many had anticipated. Growth in the industrial
countries in 1983 turned out to be higher than expected and, even on the
higher base, the Fund staff now expects a stronger expansio~ &f economic
activity in the industrial countries in 1984 than it did last fall, For
the industrial countries as a group, we estimate that real output expanded
by about 2 1/4 percent in 1983 (on a year-on-year basis) and should grow
by 3 1/2 percent this year, Growth in the European countries in 1984,
at about 2 percent, would still be behind that of North America and Japan,
though it would represent a congiderable {mprovement over last year,

The international trade aspects of the picture are also encouraging.
According to our projections, world trade will expand quite strongly

this year--by over 5 percent in volume termg-~after four years of stagna-
tion,

4, Growth is picking up in the debtor countries in the developing
world

Righer levels of activity and trade are not limited to the industrial
world, The adjustment efforts of the developing countries are now begin-
ning to pay off. Many of these countries are already experiencing a
resunption of growth with activity in some gectors accelerating sharply,
This {s true not only of some of the smaller countries but of large
countries too, like Mexico and Brazil, both of which are likely to record
positive growth Tates this year after a period of stagnant or falling
output, In line with these trends, a resurgence of imports is projected
for the great majority of countries implementing Fund-supported programs.
For the nine largest program countries, the value of imports is projected
to increase by 12 percent in 1984, compared with a decline of 9 percent
last year, This amounts to a turnaround of nearly $25 billion--an impres-
sive potential stimulus for world trade.

5. The paradox of the present situation

It is therefore somewhat paradoxical that, in spite of the encouraging
develupuents 1 have just outlined, some observers are ghowing renewed
pessimism as to the manageability of the debt problems, I think that
one of the reasons for this paradox is to be found in the lags that
always exist between action being taken by debtor countries and positive
results becoming known and recognized, The rigor of adjustment which
has just taken place still tends to divert attention from the underlying
improvemente that are being brought about. Another factor has been the
recent increase in interest rates., Clearly that is a troubling develop-
ment. We all know that every additional percentage point on interest
rates adds $3 1/2 - 4 billion a year to the interest bill of developing
countries, But thig turn of events, which is hardly gurpriging 4in current
conditions, has to be seen in perspective. The stronger-than-expected
Tecovery and the large U.5. trade deficit have meant that many progran
countries are reaping unanticipated gains in export earnings. And the




countries are reaping unanticipated gains in export earnings, And the
projections underlying most of our programs had left room for some increase
in interest rates in 1984, The external position of debtor countries

must be evaluated in the light of all of these elements. In our view,
their balance of payments position is, on the whole, better today than

our assessment of only six or eight months ago upon which the prograns
being drawn up at that time were based, What 18 of concern, .o aver, is
the uncertainty regarding the future evolution of interest rates, 1

ghall have more to say on that subject in a moment.

111. What are the lessons to be drawn?

1 have outlined the progress that has been made and I have noted
that recent developments and the outlook are, on balance, encouraging.
All this is not to say that there is any room for complacency: quite the
opposite. What is needed now is vigilance and determination to consolidate
and extend the progress to date. There are difficult issues that still
confront ue and uncertainties that will pose new challenges in the period
ahead. I now want to draw the lessons of recent experience for future
action,

1., We must avoid pessimism and wishful thinking

We ara clesrly going to have to avoid pessimism and wishful thinking.
1 have said it before and I shall say it again: there are no magical
solutions to the problems we have been facing., Proposals have been made
for panaceas such as writing off part of the debts or transferring them
wholly or in part to official institutions, for official guarantees, oOr
for techniques for linking debt servicing to one economic variable or
another. But these proposals h&VESEEEEESEEQ_JILng_ﬁquort. One reason
for this 1s that each country's debt situation has its own specific
features that cannot adequately be taken into account in generalized
agg;gg;hes. Anothér reason 1s that these proposals involve financial
support, subsidies, or losses to be assumed or provided by entities
which the proponents have no power to control. In some ways such ideas
tend to raise unjustified expectations and can, therefore, complicate
the adjustment process. Also they could well cause certain lenders to
tirn away from the cooperative process and make it more difficult to
maintain the cohesion that is needed to organize new financial packages.
Indeed, these Techniques must each be judged by their eifectiveness and
their capacity to keep the various financiers actively involved in the
task of strengthening the international financial system,

I am confident that the,most productive strategy--which does not
preclude imagination and improvements--lies in the present country=by-
country approach of the Fund, in collaboration with all the interested
parties--governments, central banks, the BIS, commercial banks, and the
WorTd Bank--directed toward putting together realistic financial packages
1in¥ed to adjustment programs that are both forceful and adapted to
each country's situation, —




2. More needs to be done by all parties

The second lesson is that a lot more needs to be done by all parties--
debtor countries, the commercial banks, and the {ndustrial countries--to
consolidate the progress made so far and to bring about & l-~r’ag solution
to the problems. .

a, Debtor countries

The implementation of adjustment programe by debtor countries will
have to continue. This ig obviously a first and paramount necessity.
The impressive gains that have been realized in bringing down external
deficits to more viable levels need to be followed up by more vigorous
and determined efforts to remove the obstacles to domestic growth., There
is considerable scope for developing countries to do more in the way of
tackling rigidities in their economies that have for years been stifling
growth and increasing their vulnerability to external shocks. Though
progress has been made, wuch more flexibility is needed in prices,
particularly interest rates and exchange rates, and wages. It is only
through such policies, backed by counter-inflationary demand management,
that we can expect to see debtor countries achieve the expanded savings,
invéstment, and exports they need to generate productive employment and
to fuel thelr grcwtﬁ and development.

1t is also very much in the interest of debtor countries to do more
to attract foreign capital especially in the form of direct investment.
g—— ——
Clearly, better domestic economic policies are an important step in this
direction. But many countries also need to dismantle or relax adminis-
trative controls on such flows, Expanded flows of direct investment to
the developing countries are in everybody's interest. From the point
of view of potential investors, it opens up new opportunities for invest-
ment in areas frequently offering high commercial rates of return. From
the standpoint of the recipient countries, direct investment represents
a more secure form of external finance, and one that does not involve
the accumulation of external debt, Also, it carries the advantage of
being tied to productive capital formation as well as forming part of a
package that includes the transfer of technology and skills. Thus, the
developing countries should be encouraged to remove obstacles to such
flows and to place greater emphasis on policies designed to attract
foreign direct investment as part of their development strategy.

b. The commercial banks

There 1s also a crucial role for the commercial banks in the future,
as in the past, in Relping to cope with debt problems and in the provision
mance. While fully consistent with the basic framework of a country-

by-country approach, their role involves a new stage of the effort with a
medium-term perspective.




(1) Reschedulings

A longer perspective may be particularly desirable in cases where
heavy amortization paymente due by some debtor countries over the hext

few years--countries that otherwige are performing well-~impede a return
to more normal market conditfons. 1f problems are to be avolucz and if

we are to foster the conditions for a return to more spontaneous financing,
restructuring will need to be looked at more closely in a8 medium-term
context in the light of the resources that individual debtor countries
might reasonably be expected to devote to debt servicing. Mexico, for
example, faces repayments of principal that average about $I7 Billion a
year over the period 1985-90, Those amounts represent close to a third

of its exports of goods and services, not to mention the very heavy
interest burden.

In my view, a longer time frame for bank rescheduling arrangements
for countries that have made or are making substantial progress towards
adjustment would have several advantages, It would be a way in which to
reward good performers, while avoiding the necessity for repeated annual
rescheduling: 1t would also help to restore the conditions needed for a
return to market access and serve to rebuild confidence in the system.
Given the outstanding performance of Mexico, I believe that it would be
an ideal time to start tackling this case in a nulti~year framework.
Other countries, like Brazil whose performance is improving steadily
could also qualify if progress is sustained. The periods of consoli~
dation as well as grace would have to be long enough and tailored according
to each case.

(11) New money

In the period ahead the commercial banks will also have a vital role
to play in channeling new money to debtor countries implementing adjustment
policies. Projections in the Fund's World Economic Outlook envisage a
rate of growth of such lending that is much lower than in the years
leading up to the 1982 crisis, and one which is consistent with a gradual
decrease in the proportion of banks' assets committed to developing
countries and & significant decline in their capital exposure to those
countries, In addition, reliance on "non-spontaneous” flows will decline
as the adjustment process continues in debtor countries. Again, Mexico
provides a striking example of how a country making impressive progress
toward adjustment is paving the way back to normal access to financial
markets. This is reflected in its reduced reliance on organized bank
financing: this year's finanecial package arranged with Mexico's bank
creditors amounts to $3.8 billion, compared with a package of $5.0 billion
that had to be put together in 1983, Progress is expected to continue
and I an hopeful that Mexico will have to raise little or no new money
from banks next year, and will be able to look forward to resuming normal
market borrowing for what limited amounts may be necessary thereafter--
assuming existing debt can be restructured.
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Until such time as borrowing countries can regain access to the
markets, it is important that all the hanks--whether large or small and
e e e, o
whether or not their foreign exposure is large-- participate in the
provision of new financing justified by sound adjustment programs; this
wae managed successfully in 1983, The very integrity of the system
depends on such cohesion, This 18 not To ask the banks to cast prudence
aEide. Ouite the contrary. For sure, prudence involves covering risgks
and maintaining a solid capital bage. But it also consists of helping
to strengthen one's clients by giving them time to adapt to new circum—
stances and tackle their balance of payments problems. It woulz L2
highly illogical and harmful to the stability of the system if some
banks sought to evade the obligations of solidarity at the very time
when the strategy adopted in 1982-83 is beginning to bear fruit, as
revealed by the progress of the major debtor countrieg in strengthening
their economies and their external positions as well as by the medium—
term prospects for a far-reaching improvement in their debt situation,

To achieve the broadest possible participation in the new financing
packages, the time may well have come to increase the optiong open to
the banks. One of the approaches that has been suggested deserves careful
consideration., That is to allow greater scope for increased trade
¢{nance or other medium-term lending to the private sector. Provided
that thie could be handled in such a way that it would not frustrate the
efforts to assure enough new financing to meet the requirements of the
public sector that are not directly related to projects, this approach
could well be a useful one,

(111) Terms

It will also be important to see that the terms and conditions of
restructuring and new lending are such that a self-defeating impact on
the balance of payments and debt service capacity of debtor countries
ig avoided, Obviously, the demonstrated performance of countries under
adjustment programs should be a key factor in the determination of terms.
Indeed, there is an underlying logic to this: risk is reduced to the
extent that countries perform well, and this should be reflected in
appropriately improved terms. We have already seen encouraging moves in
that direction with the recently concluded Mexican financial package.

Beyond that, there is the more difficult matter of the uncertainty
enrronnding the future course of the world economy in general and interest
rates in particular. The interest burden is already very heavy indeed,
and the banks will have to continue to show flexibility, realism, and
pragmatism as the situation evolves. ;

3. The industrial countries

There is also an indispensable role for the industrial countries in the
resolution of the current problems.




(a) Reduce structural budpet deficite

In the first place, these countries need to strengthen their financial
policies in order to bring about a lowering of interest rates on a non-
inflationary basis, Essentially this means keeping a firm rein over
monetary policy combined with action, now long overdue, to reduce structural
fiscal deficits in a number of cases. Large budget deficits are contributing
to keeping interest rates at abnormally high levels, and the most recent
trends indicate that the clagsh between public and private credit demands
1s intensifying. Over time, this can pose a threat to investm=zar end,
hence, to sustained growth. From the standpoint of most of the developing
countries, a faltering in the world recovery combined with the direct
impact of higher interest rates on their debt service would make the
task of adjustment significantly more difficult, Action to deal with
budget deficits must, therefore, be taken as a matter of urgency, especially
in the United States where the present fiscal situation is of special
significance for the entire world economy.

(b) Roll back trade restrictions

Protectionism has been creeping up everywhere particularly over the
past two years. The time has come to act to reverse these tendencies.
In the present environment of rising growth rates, the industrial Countries
are now better placed to make good on their commitment to roll back
protectionist barriers. At the same time, the developing countries have
to be able to export more if they are to meet their debt service payments
and to increase their imports. If their imports are to start rising again,
debtor countries, many of which are still traumatized by the debt crisis,

need a change in the trading enviromnment. They must have a more secure
future for their exports to encourage them to persevere with outward-looking
adjustment strategies.

In my vipew, the time 1g ripe for action in the trade field. A new
round of trade negotiations in the framework of the GATT would offer a
_promising avenue for securing the benefits of trade liberalization on a
lasting basis. However, such negotiations are sure to require extensive
preparation and complex trade-offs, In the meanwhile, we must get early
action to roll back trade barriers as undertaken at Williamsburg and
on pragmatic measures to open up access to industrial markets for LDC
exports.

(r) Industrial countries must provide the necessary
financial backing for adjustment

Governments of industrial countries must also provide the necessary
financial backing for adjustment efforts, particularly in the form of
guaranteed export credits and long-term capital either bilaterally or
channeled through the multilateral development agencies like the World
Bank. During the 1970s, too much emphasis was placed on commercial
bank borrowing to cover the external payments gaps of developing countries.
It is essential that official flows play their role in contributing to




the stability of the system and, where possible, to suppOrt programs
arranged with the Fund. This is egsential to facilitate the handling of
etructural adjustment in & medium—term context. 1 am convinced that

the balance of payments adjustment programs that are being implemented,
often at high social cost, must receive greater backing by long~term
capital in order to tackle the fundamental obstacles to growth. To this

end, continued close cooperation between the Fund and the World Bank is
essential.

k Rk %k %

In the Fund, we have made a careful assessment of the evolution of
the debt problems in a medium-term context. That analysis demonstrates
that with the right policies, the problems are manageable in the aggregate
and in a manner that is consistent with strengthening the international
financing and trading system. The prescription is to press ahead with
the strategy now in place. That strategy has been working: 1t must be
reinforced. This is not to say that the mechanisms cannot be improved by
{anovations that are acceptable to the interested parties. Creditors
have shown a senge of flexibility and adaptation to changing circum=
crances. 1 am confident that they will continue to rise to the challenges
with a broad and constructive vision. But let us not forget that it was
wesknesses in national policies and undiseiplined financing, by borrowers
as much as by creditors, that produced the problems. And it is only by
continuing to grapple with those fundamentals that we can look forward
to re-establishing the underlying conditions for renewed financial stability
and a more dynamic and prosperous world economy.




