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’. . . The Administrator's Seminar on AID and
the Debt Crisis convened in the Administrator's
Conference Room, U.S. Department of State, Washington,
D.C., at 9:30 o'clock a.m., Cliff Lewis, presiding . . .

MR. LEWIS: Let's get started.

On behalf of Alan I would like to welcome you
all here. Alan is not able o join us. Alan's schedule
is still between having testimony on a regqular basis,
between trying to recruit new people, between trying to
figure out what is going on and organization that,
unfortunately, can't close down while all these sorts of
things get settled. He has got a rather full calendar.
Although by his lack of presence, I don't think that that
reflects any lack of priority to what we are going to
talk about.

I would just say a few brief points of general
introductiqn. I will have Mike Unger say a few words and
we can introduce ourselves.

Basically, as/mdst of you know, and some of
you may even have had the misfortune to‘try to read, the
agency recently put out a reporﬁ that tries to discuss
some of the broader issues about the U’ST relationship
with developing countries. 1It's not focused per se on
development assistance, nor is it focdsed}certainly.

narrowly on AID as an agency.

ACE-FEDERAL REPORTERS. INC.

\- .,
202-347-3700 anonwide Coserage 800-336-6646



.340 01 01
marysimons 1
2

3

10
11
12
13
14
15
16
17
18
19
20
21
22
23
24

25

4

But, rather, what our intention was, what
Alan's intention was, was to try to lay some of the
intellectual underpinnings for what in the world the
United States as a country, the United States as a
government as well as whatever agency is responsible for
managing development assistance policies, what are the
issues that must be addressed in a reconfiguration of
that. |

Now the name of that ;eport is the
"Development and)the National Interest," and very much
our purpose was to try to relate these issues to the
national interest. And more than that, it was also
trying to relate it in a prospective sense, which was
trying to say well not just what happened 20 years ago
and not just what the problems are now, but what are the
problems of the future.

Now obviously the reason we're all together is
part of the follow-up to this initial exercise which
relates to that future agenda. And what we would like to
do today is have a discussion about -- well, if writing
reports about foreign aid is a cottage industry, then I
guess writing reports about Third ﬁorld debt is probably
a Fortune 500 industry.

Our intention is not to add another report or

even so much to have another meeting generally about

Ace-FEDERAL REPORTERS. INC.
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Third World debt. Ours is a more modest goal, which is
basically to try to focus in the context of being
responsible for designing a program for the United States
economic assistance program, and it's to try to bring in
some of the best minds from various different
perspectives that work on this, along with some of our
key operational people that are involved in this and have
a general discussion.

With that general introduction, let me turn
the meeting over to Mike Unger for a few minutes; Mike -
is basically in charge of the Budget and Planning office
in our Private Enterprise Bureau, and the Private
Enterprise Bureau, as you all know, are the guys pic#ing
up the tab for this meeting.

MR. UNGER: And Chief Eéonomist for that
Bureau.

MR. LEWIS: And he says he is Chief Economist
for that Bureau.

(Laughter.)

I'm not so sure I would want td take a lot of
pride in that.

(Laughter.)

Mike has a couple of administrative things to
discuss as well as we would like to go around, after Mike

is done, and introduce ourselves and explain our

ACE-FEDERAL REPORTERS. INC.
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MR. UNGER: Thanks Cliff. Again, the idea
behind this was not to have just another meeting on
developing country debt, but really was to define a
strategic role for AID, and hopefully by the end of the
day we will have a sense.of where we want to go at the
next step.

As you know,)this meeting was initially
planned for the 3rd of March, and unfortunately due to
scheduling problems, it was pushed back two weeks, which
turned out to be kind of a bitter sweet experience. The
benefit is, or the sweet part is the fact that we have
had the Treasury's announcement on the Brady debt
initiative, if you call it a debt initiative. The
unfortunate part is by postponing the meeting for two
weeks we lost three very important people that we had
hoped to have in this group, Pierre Bierban from Shearson
Lehman Brothers, who is the head of their International
Advisory Service, also George Voighta from Bankers Trust
and John Williamson from the Institute of International
Economics. They will be kept in the loop in terms of
future discussions, meetings and so on with respect to
future work.

‘What I would like to do is go around the table

and have you basically identify yourselves and your

ACE-FEDERAL REPORTERS. INC.
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affiliation and then we'll go around the room so we have
a chance to meet everyone.

The first time that you speak, please give
your name. We are having this recorded, and we will be
preparing proceeds which will be distributed later on.
So the first time you speak, please give your name.

You know Cliff Lewis from PPC, and I'm Mike
Unger from the Bureau for Private Enterprise.

Phil, why don't you go ahead.

MR. WELLONS: Phil Wellons of the Harvard Law
School at the Harvard Institute for International
Development.

MR. FOX: Jim Fox, Latin American Bureau of'
AID. |

MR. RAUSSER: Gordon Rausser, the
Administrator's Office.

MR. BENCH: Bob Bench, Price Waterhouse.

MR. La PEDIS: Jerry La Pedis, PPC.

MR. BATCHELDER: Alan Batchelder, Office éf
Economic Affairs, AID. |

MR. MULLEN: John Mullen. I am Deputy General

Counsel of AID.
MR. GHADAR: Fariborz Ghadar, George

Washinéion University.

MR. FULLER: Bill Fuller. I'm with the.Asia

ACEe-FEDERAL REPORTERS. INC.

Nattenwide Coverage

202-347-3700 800-336-6046 / Z/\
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marysimons 1 : and Near East Bureau of AID.
2 | ‘MR. FROOT: Ken Froot, MIT.
3 | MR. GILLIS: Malcolm Gillis, Duke University.
4 ! . MR. LESSARD: Don Lessard, MIT.
5 | MS. BALCOM: Jeanne Balcom, Price Waterhouse.
6 ! MR. RUSSELL: Chris Russell, AID's Bureau for
7 Private Enterprise.
8 l MR. MOORE: David Moore with PPC.
9 f MR. DRY: Jim Dry, AID's Bureau for Private
10 i Enterprise.
11 ! MR. HORWITZ: Len Horwitz, Price Waterhouse.
12 | MR. CAMSTRA: Mark Camstra, Price Waterhouse
13 | MR. BREEN: Dick Breen, Price Waterhouse.
14!: MR. SAIERS: Larry Saiers, AID's Africa Bureau
15 § MR. SCHAFFER: Peter Schaffer, Consultant for
16 i the Administrator's office.
17 i MR. UNGER: Thank you.
18!l A couple of other pieces of information. The
19 g restrooms are just out this door to the right. Secondly,
20 ? we will be having a catered lunch served up here I think
21’; about 12:30. You all are invited to stay through lunéh.1
22 Basicallxrwe have until 3:30. We may conclude our
23 business beforé then, but I suspect we will certainly go
24!; until at least 3 or 3:30 this afternoon.
25 | I think we want to start first with a few

i ACE-FEDERAL REPORTERS. INC.
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prepared comments. We want to keep prepared cbhments to
a minimum. Ken Froot from MIT will be making some
remarks, then I believe it's Phil Wellons and then Don
Lessard.

I will now turn it back over to Cliff to see
if he has any further introductory remarks to make.

MR. LEWIS: Yes. I was just going to say a
couple of things to try to put this in some perspective
for you that are not involved in the agency as well as
probably for some of you that are.

Ours is a program, like most operational
programs, that tends to become very compartmentalized
both in program terms but, more importantly in geographic
terms. And when you're dealing with an issue as broad as
international debt of course, the fact of the matter is
it's easy to forget, notwithstanding the Baker Plan's
emphasis on a country-by-country case approach, that
indeed the country circumstances vary greatly.

Now all of you who have been involved in this,
of course that's not news, although I must also admit
that one of the other introductory points that I would
make from my own personal experience is up until 13
months I was the World Banks' Senior Trade and Finance
Specialist in the Latin America region. I actually go in

on the ground floor of the policy conditionality business

ACeE-FEDERAL REPORTERS. INC.
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at the Bank, which if you're interested, if I could have

‘just gotten a commission on the money I was moving, I

wouldn't have had to consider working again.

The fact of the matter is that I remember

quite vividly in effect inventing that business as we

- went along at the World Bank, the notion of policy

conditionality, the notions of structural adjustment in
large countries, the Brazils, the Mexicos and the

Argentinas.

And of course I also remember quite vividly
the tendency, the sort of, if you will, somewhat
schizophrenic attitude by the staff towards this, which
on the one hand was a marvellous opportunity to hire more
economists and get rid of those technical types that
would go out and all they thought development meant was
building roads and dams and things like that and didn't
understand the bigger picture.

And, also, the other tﬁing that I remember
sort of vividly about that experience was the tendency to
be glad that people didn't look back at what you
predicted was going to happen. You know, I can rememper

in fact getting to the point where the announcement that

‘Brazil had turned the corner really was the kiss of death

in terms of where their program was going to be.

It seemed to me that through the period since
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'81 the amouhf of time hetween being the darling of thé
international debt workout community to being really\in
the pits began to compress. So that, for example, in.
Argentina where it might have taken a year for Argentina
in the 80's to have gone from a success story to a
failure, now I guess it's only taking, you know, three or
four months for some of these countries to make that
transition.

So one of the things I wquld caution us about
is that one of thé nice things about the¥gféup that
you're talking with here, which is the agépcy respongible
for development assistance, is we really are in the |
business of taking a bit longer~term view on this.

That's one thing I note.

A second thing I would note is that we also
don't have the moral hazard problem that some of our
other colleagues in the Fedéral Government have, which is
to say that we don't actually have anything terribly
important to do with the domestic financial system. 1In
fact, we don't have anything to do with the domestic
financial system.

So what we are talking about here is we don't
really need to get all worried about what is this going
to mean to Chemical Bahk, what ié this doing to mean to

Manny Hanny or B of A. Our interest is essentially an

ACE-FEDERAL REPORTERS. InC.
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interest in the long-term growth, the sustainable growth
of particular less-developed countries, and in a sense
that's quite a different perspective I think than the
perspective that most of the other agencies that are much
more involved in the debt issues are.

I would make one last point before turning it
over to Ken Froot from MIT and that's basically as |
follows. We also need to think a little bit in terms of
AID's country group that we operate in, and I think in
some of the papers we introduced this concept, but
basically there is a very simple typology that I would
just leave with you, and there are three sets of
countries in that typology and AID has quite different
relationships with countries in each of these three
groups.

In the first instance there are the low-income
countries, and more specifically Sub-Saharan Africaf For
convenience sake, Nigeria has made such a botch-up of its
economy that it in fact has gone from being a middle-
income country to a low=-income country so we no longer
have to qualify when we talk about Sub-Saharan Africa.
Everybody in Sub-Saharan Africa now is a low-income
country, and everybody in Sub-Sarahan Africa is in the
position of being IDA eligible, foreign aid eligible.

Everybody in low-income Africa has almost no prospect of

ACE-FEDERAL REPORTERS. INC.

202-347-2700 Natonwide Coverage 800-336-6646

/5



N

340 01 01
marysimons 1
2

3

10
11
12
13
14
15
16
17
18
19
20
21
22
23
24

25

13

attracting significant flows of commercial resources in
the foreseeable future and, indeed, most of the
outstanding stock of debt in low-income Africa, in Sub-
Saharan Africa is owned by official creditors.

So we are dealing with a somewhat different
situation than the situation in the next two set of
developing countries I talk about.

I might also add, and Larry is the guy who
really has the lead on this with AID, that this is an
area where we are actively involved, and in fact this is
the area where there is recent interest on debt
forgiveness. In fact, it has been obvious for some time
that debt forgiveness was going to be the principal
mechanism for addressing some of these issues in low-
income Africa if, for no other reason, that nobody was
paying a nickel to anyone, and it was a little bit
difficult to see how you were going to have any
alternative. -

And, in addition to that, it's already the
taxpayers that put up the money rather than private
banks. So it was pretty clear that it was going to be a
government-to-government operation.

It's also worth noting that .a fact our most
recent Foreign Assistance Act provide explicit

legislative authority to in fact do debt forgiveness for

Ace-FEDERAL REPORTERS. INC.
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U.S. Governﬁent debt in low-income countries, and let us
say Larry and others are working out the details of that.

A second group of countries, and this one may
surprise you a little bit, is a group of countries where
in fact AID, and these are high-debt countries who in
fact are members of the Baker Plan, and let's say Baker
Plan 17. The Baker Plan 15 forgot about a couple of
debtors. That's what happens when you write the speech
in the hotel room the day before you give it. But, in
any case, let's talk about the Baker 17. Now of those
seven, there are in fact some countries, and they include
Bolivia, Costa Rica, Ecuador, Jamaica, Morocco, Peru and
the Philippines, high~debt countries where AID basically
is right now either the principal or only source of
additional capital.

Indeed for these countries as a whole the neﬁA
flow of resources to these countries in 1987, and we ﬁavé
preliminary estimates for '88, was probably negative.
Indeed, the flow of resources from the IMF and World Bank
was significantly negative.

AID's flow of resources, on the other hana}
was about $500 million, and indeed if you’look at what we
were doing, in fact pretty clearly for many of these
countries we provided the resources that permitted them

to meet their World Bank and IMF obligations and a little

ACe-FEDERAL REPORTERS. INC.
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marysimons 1 bit more on top of that.

2 They are not thought of as the major countries
3 of the debt crisis, but they are obviously terribly

4 important to us, and obviously as you think ahout the it,
5 they are terribly important from a political atandpoint

6 to the United States. Basically it's Central Amerlca and

7 some of the other South American countries and the

8 Philippines.

9 In all of these cases, by the way, the new

10 Administration is considering various development

11 i initiatives, and I think you all have read one way or

12 ; another about the discussions in both Central America as

13 g well as in the Philippines. So I won't belabor the

14  point. But clearly, how we are going to address the debt
15 i issue in the context of major development initiatives in

16 ; Central America and the Philippines is going to be

17 ¢ terribly important.

|
1815 Well, lastly, there is another set of
19 } countries, which are the ones that I guess in the popular
20 imagination is what everyone is talking about when we say

21 the high-debt countries. These are guys that I used to

22 work with when I was at the Bank, and they are the

23 Argentinas, Brazils and Mexicos. 1In those cases
24 obviously AID has in terms of resource flow a marginal
25 role, and in some cases a zero role.
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Although, interestingly enough, we do have in
fact modest presence in terms of mission, two or three
guys located in the capital, and, funny enough, one of
the stories we talk a little bit about in the development
of the National Interest Report is the fact that in the
60's we graduated all these countries from U.S. foreign
assistance on the grounds that they had now made the cut
and had become on the tract of sustained growth and would
really become developed countries and it was no longer
appropriate for us to maintain large foreign aid presence
in those countries.

In a sense, the Nigeria story is the more
extreme example of that as well where we closed out a
mission presence on the grounds that they had turned the
corner and they were rich enough that they didn't need
it. Now they are back to being IDA eligible.

Venezuela in a sense is another example of a
country which has become IBRD eligible again.

I would just make one last introductory
point. And as I said at the beginning, we have the
luxury of taking a long-term view, but also what we are
really most interested in is how does one reignite the
process of economic growth in these countries. That
isn't something everybody talks about a lot. In fact,

Baker for a long time tried to get his plan, and rather

ACE-FEDERAL REPORTERS. INC.
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than people calling it the Baker Plan, he likee'the‘idea
of having it called the Growth Plan. So théf this is
something that has been a hallmark of these exercises,
and I won't bore yon with the numbers.

Let me just say that in terms of the
statistics in terms of economic growth we haven'f had a
lot of luck since '81. 1Indeed, in aggregate these
countries are really behind where they were in real
purchasing terms in the 70's. So you have a situation,
as I think some of you have pointed out previously, which
really is comparable to what happened with the Great
Depression in the States and in Europe, and indeed for
some of these countries really in terms of the impact
that is made on living standards it's probably much more
serious than what happened during the Great Depression.
And obviously for political and for economic reasons this
is a very high-cost problem for the U.S.

And without further ade; let me introduce
Professor Froot.

MR. FROOT: I didn{t prepare anything very
formal. So let me just chat for a few minutes informally
about kind of an overview I suppose of the debt problem,
the burden on LDCs and maybe a little bit about the

distribution of the burden of cost of different country

types.

ACE-FEDERAL REPORTERS. INC.
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marysimons 1 I think everybody is probably very aware that

2 aggregate measures of debt, debt GNP, debt exports, debt

3 ! interest and interest to export measures, debt has grown
4 substantially since the debt crisis and all these curves
5 basically move upward.

6 It seems as though if you look at them that

7 | things started to improve in 1987, only again to get

8 worse in 1988. The drops in debt service or in debt
9 export ratios in 1987 are actually just a statistical
10 fluke. They are due to reschedules and arrearages. So

11| the fact is the debt problem was actually getting worse

12 and not getting better.

13 So whether or not you take as a benchmark 1982
14 when the crisis began, or 1985 when the Baker Plan was
15 first initiated, by either benchmark things are not

16 looking up.

17 In fact, things are substantially worse for
18 " countries such as Sub-Saharan Africa. When you look at
19 their ability to pay as measured say by debt exports, you

20 see that their debt export ratio has actually doubled,

21 close to doubled since early 1985. For Latin America the
22 increase is‘somewhat more modest, but nevertheless it's .
23 still an increase running around‘zo percent, and of

24 || course for the Asian debtérs, they have made substantial
25 progress.
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So really what you're talking about is fairly
skewed, and overall these debt export ratios have not
changed very much, but that it's very highly skewed away
from Sub-Saharan Africa toward the Asian cecuntries and
leaving the Latin American countries and the HICs
basically slightly worse off.

In terms of net transfers, and everyone
probably is also aware of the story that net transfers
have been substantially declining, and I have picture of
that here. As you can see, the dark line is the net
transfer from private creditors and the top jagged line
is from the multilateral creditors.

If I were to put 1988 on this picture, it's
somewhere down here from private lenders. So that even
since what appeared to be a slight upturn in 1987, things
again have gotten substantially worse. The net outflows
overall from the HICs, from the highly indebted
countries, amount of $44 billion. So,that more than ever
we are extracting on net resources from these countries,
and predominantly that is going to the private sector.

If you look at thg multilateral lending and
the bilateral lending, you find thatvthere is some
decline in bilateral lending, official lending to these
countries of $4- or §5 Sillion and a smaller decline in

the multilateral lending, but one that doesn't amount to

~ ACe-FeEDERAL REPORTERS. INC.
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much, dependlng on exactly the set of countries you use,
and overwhelmlng the change comes up from private

creditors.

So the ba51c point is that there has been a
failure to generate funds using kind of the concerted
lending strategy that was the hope both of the 1982 kind-
of firefighting packages and also of the Baker Plan that
that ability to coordinate and generate funds has
failed. In fact, everybody is probably aware as well
that there was not one single major rescheduling where
new money was put up in 1987 that actually came to

fruition.

The concern of course about the fact that
multilateral creditors are on net putting money in and
that private creditors are taking money out, and this
probably bears on Cliff Lewis' point about the AID flows
themselves, is stressing sort of implicitly this fact
that the burden of the debt problem or resolving the debt
problem has shifted and is continually shifting as this
moves toward the taxpayers in the developed countries.

So we do have to ask whether or not in fact in
the end this sort of mission of the World Bank and other
multilateral and bilateral agencies, whether or not the
kind of recycling that we've seen in the past of their

flows to these countries, which then are recycled into
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202-343-3700 Natonwide Coverage 800-336-6646 Cffi EfED



8940 01 01
marysimons 1
2

3

10
11
12
13
14
15
16
17
18
19
20
21
22
23
24

25

21
private creditor interests, whéther or not that should
persist.

Just moving over to the outlook from the
debtor countries themselves, of course everybody knows
investment has fallen down the stairs, falling by about
seven percent of GNP, six and a half percent of GNP for
the most indebted countries. That corresponds dollar for

dollar to the change in the current account surplus for

these countries.

So what we are seeing essentially is that the
tail that is wagging the dog here is that investment is
taking the hit each time we ask for another dollar in
current resources.

This act ...ily poses an interesting problem I
think and one that hasn't gotten enbugh attention, and
that is the following, that if you think that squeezing a
lot now out of these countries is a bad idea because in
the end they don't grow, and of course the secondary
market prices are telling you that this fall in
investment is indeed forecasting a reduction in growth
for these countries, then it may not be-that forgiveness
is the best thing. It may not be that a 25 percent or 30
percent reduction in the overall level of debt is quite

what.'s necessary.

Instead, because of the very sensitivity of
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investment currently to what you see in the current
account surplus, that might suggest that what's really
important in the short term is, again the same thing that
is behind the Baker Plan, is increasing these flows in

the short run and the medium run to these countries, that

is getting down this net resource transfer from something.

that looks like 2.5 percent of GNP to something that
looks more like 1.

That kind of strategy it seems would‘hgve a:
very important effect on investment in these céuntries,
would have a very important effect on future growth,
would stimulate secondary market prices and may make fhe
burden of dezbt forgiveness somewhat less.

So that I think what we have to think about as
we talk through this is not just the sense in which we
want to reduce overall the net present discounted value
of payments, but whether or not there is still a lot to
be done by tilting kind of the payment schedule in a way
such that the liquidity of these countries is not so
direly short.

I guess, finally, I think the recent
announcement by Secretary Brady and the developments in
the short run I think reflect an increasing tension, one
that essentially would have exploded I think with Mexico

in the next few months, and I think that we are basically
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running out of time. Mexico is ceftainly the first to
come and is going to be the most serious because it's k
posture right now in the short run is very dramatic, but
I sense that there is need for movement now in a way that
didn't exist in the past.

MR. LEWIS: We are going to have a couple of
other general presentations. I'm wondering if anybody

would like to ask a few specific questions of Ken.

MR. GILLIS* Ken, why do think Marty Feldstein
argues, I mean I hear you say that all the bad ratios are
increasing, and Marty says that conservative debtofs afe
building up an unserviceable debt burden is wrong because
the real inflation adjusted value of the debt has not
increased. 1In Brazil, for example, the ratios of debt
and GNP and of interest payments to exports declined
after 1984. What's Marty doing here?

MR. FROOT: I'm not sure exactly what’hefs
doing there?

(Laughter.)

There are a number of ways to adjust what you
want look at as being the real value of the debt. One;
thing you can do is just defiate it by some price inde#
and get an idea of what the change in the real value is.
That I guess is what he is referring to in there. Of

course you have to wonder what the price index is
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exactly. For differing countries it's going to look very.
differently. Commodity prices still for many countries
are not moving upward. They are still moving downward.

So it's going to depend very much. That's one point.

The second point is you don't want to just
deflate by some some price index. You also want to
measure how onerous this debt burden is in real terms in
comparison with the aggregate amount of activity in those
countries. So to the extent that GNP per capita is
actually shrinking, that that would suggest that these
debt GNP ratios might be getting worse than that kind of
calculation. (

As for Brazil, I can tell you in a minute.

(Laughter.)

MR. LESSARD: We talk about debt to GNP ratios
or debt service to net export ratios, but obvibusly this
country has also had major fiscal crisis internally and,
you Know, what fraction of tax capture or tax effort are
we really talking about, because that seems to me to be
the much more critical thing. My sense is we are talking
about a third, roughly a third of the fiscal budget as a
debt transfer, and what fraction of GNP is really
captured in fiscal terms that is not directly earmarked
for certain things, and it's hard to measure.

It's not the total government budget, but you
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would like to say of the governmént'é effort to capture
resources and have them available for public purposes,
what fraction of that capture in a sense is now
earmarked, or a fourth, and looking at the basic problem
of these countries in building up fiscal capacity)anyway,
and now you say a fourth of fiscal capacity is trapped
for payment of foreign debt services, that is probabiy
the more dramatic measure in terms of can these countries
pay or not. | |

You talk to people at the bank, and they say,
look, Mexico is doing well, we see new investment
everywhere, and they are saying they can't pay; But on
the other hand, if you say that you've got a fiscal
system that is barely keeping pace, it's not keeping pace
and is having a hell of a time increasing its capture
resources ===

MR. GILLIS: And the interaction of inflation
from the debt aha the fiscal system.

'MR. LESSARD: =--- and the interaction of .
inflation, and now we have said the fiscal system has to
do, you khow, 35 or 40 percent better thanwwhat it needs
to do just for domestic needs. Iﬁégine what would happen
in our fiscal system we put that burden on it.

MR. FROOT: Remember that you would expect in

a sense, to the extent that these debt equity swaps and
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marysimons 1! local currency convefsioné are actually successful, yoﬁ
2 would expect that the tradeoff between public sector
3 deficits and inflation is actually going to be
4 worsening. These things are off the balance sheet and we
5 now no longer see them in the debt numbers, but there are
6 these liabilities that need to be serviced.
7 MR. LESSARD: Well, it depends upon what they
8 are traded for. Are they traded for government
9 obligations or are they traded for private obligations
10 that are serviced directly by the private sector, because
11 my sense is there is a huge friction of capturing
12 resources into the public sector.
13 MR. FROOT: That's right, to the extent that
14 they become local currency obligations that increase the
15 base for inflation taxes.
16 MR. LEWIS: The debt equity thing is somgthing

17 that there is enough interest in that I think we'll talk

1Bi about that specifically with Phil because it's one that

19 this agency has gotten involved in in sort of back doo;
20 without looking at the macro implications of it. |
21 I have a question or a comment, too. ;'m

22 always troubled as a former banker, and no bankers‘turned
23 up at this, did they, so I represent a banﬁer}s view on

24 this. 1It's cash flow that matters. All this talk about

25 stocks being the big deal is not really the way the world
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marysimons 1 works. It's like the way we work, which is well do I

2 have at the.end of the week $5 or do I not have a few

3 dollars.

4 In a sense one of the things that I just can't
5 understand is fhe ;ffiéiai statistics Qn these thingsi

6 because clearlf they are wrong. Now having wfitten a

7 report that used a lot of numbers, maybe I've become

8 overly skeptical about these statistics, but I would

9 really ask somebody, I mean one of the people that looked

10 at this in some detail what in fact, just on the external
11 ; cash flow, what these numbers are telling us, two

12 g questions. First, you know, we've got these numbers

13 ; floating around that Morgan put up and everybody is

14 ; excited about and the Secretary was shocked with he was

15 told thenm.

16 The story goes something like when Brady was
17 doing the first briefing on this, he said, you mean that
18 these countries have more assets abroad than they owe the

19 ' banks? I said yes, Mr. Secretary, that's right. By the

20 way, the Treasury's estimate comes from the Morgan study
21 and not any U.S. Government work. And he said, what are
22 we talking about debt crisis, which is one of the reasons
23 why there were a couple of paragraphg in Secretary

24 Brady's speech about this.

25 Now my question is in a situation where you
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marysimons 1 have large, not knowable how large flows, capital flows

2 that nobody controls completely and you have the ability

3 through transfer pricing, under invcice and so on and so
4 || forth to mcve capital around, what's actually going on
5l with these net transfer numbers cash flow lines?

6 MR. FROOT: I don't know. The Brady emphasis
7 on capital flight I just find very much like emphasis on
8 tax evasion or something, you know, that these private

9 | citizens have their money abroad and public sectors have
10 | the debts. I just don't see, I mean, first of all, it's
11, only true for a very few countries that the aggregate

12 g amount of capital flight is greater than the amount of
13 |  borrowing.

14 But, in any case, it seems to me that that's a

countries and reflects the fear of individuals to keep

i
!
15| problem, that reflects the fiscal problems in these
|
I

16‘

17;’ their assets at home. It's something that needs to be
18?% resolved, but needs to be resolved essentially through
19:! the easing of the fiscal crisis there and not through
20{5 some kind of automatic repatriation of these amounts.
2151 MR, LESSARD: Having spent a little time on

22 "  this capital flight problem myself again, I think it's a
23 red herring. I mean these countries do not have assets
abroad. The residents cf these countries have assets

25 abroad. The problem is government capacity to capture
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resources, fiscal side or any other side, a basic

problem, No. 1.
No. 2, the concerted efforts of the Fund,

Treasury, the World Bank and the commercial banks to
enforce general obligations in fact cause capital flight
because the local capital is a subordinated claim on the
enterprise, there is no question, and all of the
international institutions are set up to enforce the

senior claims.

Now you are a shafehqlder in a firm thaf is
worth $60 and it has senior debt outstaﬁding of $100 and
you're asked to put in more money. What do you do? You
take it the hell out.

(Laughter.)

I think that's the essential problem.

It's also true that Mexico‘and Argentina let's
say compared to Brazil have regularly ripped off domestic
savers and they have made it a conscious, conniving part
of their economic policy, opportunistic, and some
international leverage probably ought to be applied on
behalf of domestic savers, but at the moment all of the
international leverage is applied on behalf of holders of
general obligations and in a sense we have denationalized
the financial systems of éeveloping countries.

The crossover point in Mexico is about 1981.
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What you want to look at is the stock of claims againstl
Mexico, Incorporated held by Mexicans versus held by
foreigners, and '81 was the year that it crossed over,
that in a sense Mexico owed more to the rest of the world
than it owed to its own citizens, and in a sense claims’
by Mexicans on Mexico became untenable and Mexico went
into internationél receivership.

So to say that these countries must solve .
capital flight in order to resolve the debt crisis is a
little bit backward. On the other hand, to argue that we
shouldn't be concerned about capital flight is equally
weak because it seems to me that we have a major concern
with domestic capital formation. Domestic savings and
domestic investment, that's the thing then when you said
what does AID really care about, AID ought to really care
about the conditions required for private capital

formation in LDCs period.

MR. GILLIS: There are two things to me
relevant about the stock of assets held‘by~Argentin§s,
Mexicans and so forth and the U.S. and Europe. . One is
minor, and that is you have to realize that in séve:ai‘
countries the only connection that has in the public
sector is a lot of thése people afe«public offiéialé.

(Laughterf)

That's the minbr one.
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The second one is you want to go‘look~at the
experience of countries who after successful reform
programs attracted the capital that has flown back
rapidly, and that was Indonesia '67 to '69. You want to
see what caused the turnaround and then it becomes a:
resource, but only after you have done other things.

MR. WELLONS: Well, there is another piece of
that. If you get to your point about whether we want new
money or debt forgiveness, if new money is simply going
to go right back out of the country, then we are

concerned about the injection of new money. So you're

. just funneling it in and right back out again. 1It's not

as though the stock is fixed. It could grow under
certain conditions.

MR. BENCH: Well, I just want to pick up, I
don't want to lose something that you startéd on‘thé
statistical thing, and that is that if we arélgoing focus
a lot on the internal fiscal problem, we want to remember
that some of those numbers came from nétionaiization,
nationalization of the banking syétem, and during the
rescheduling process there was consﬁlidatibn of debts. I
mean some of this is very mechanical stuff.

If you go ahead and selectively privatize
certain firms, all that debt comess off the government

balance sheets and goes back on the firm and suddenly you
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don't have a fiscal problem. So you've got to be careful
of how you use those fiscai numbers becatse éf what has
happened since '82 in terms of débﬁ cdnsoliéation and
nationalization.

But it does raise an issue. I mean what -
stimulated me here is, and God knows, I don't know enough
about AID programs honestly, but if you coﬁld find a few
companies that were the very best and work with them to
privatize and restructure them, No. 1, down go your
fiscal numbers. So statistically you've solved the
problem.

(Laughter.)

MR. WELLONS: But the company takes the debt
with it.

MR. BENCH: That's what I'm assuming and
that's the point; I think you can validly assume that.
If you were to pick seiected firms and restruéture them,
they issue new ert, it becomes private debt and not
fiscal debt, you could do a lot of things at’once, but
inherent in that is =-- well, I'm saying it in too simple
a way. It's a problem to go take some of these firms and
restructure them because of the patronage proﬁlem and
what do you do with .those peoble, the redundancies and
that sort of thing.® But we want to be careful when we

say it's a fiscal problem or it's a banker's problem. A
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2 national psyche and that national psyche follows on by

3 promoting the capital flight problem as well.

4 The national psyche is promoting at least two
5 big problems, and it's not the bankers and it's not the

6 IMF or the World Bank or the White House that's doing all

7 that. It's those people that are doing that, and there,’

8 I think that's where the Secretary is coming from. The

9 Secretary might not have it right in terms of the capital
10 flight issue, but his instinct is correct because he has
11| been taking all this money for years up at ---
12 (Laughter.)

13; So he has an honest to God cash flow

14 ! experience seeing this stuff come in the door in(
15 suitcases. You always get back to the national psyche as
16 the fundamental problem, and to blame everxbody else for

17 that I think is a wrong thing to do.

18 MR. FROOT: But, you know, in the.accumulation

19 of the debt to begin with it's certainly true that these

20 fiscal problems existed all during the 1970's when the
21 | debt the accumulated as well. It's very true, and

22 everybody I think agrees that reform is necessary in

23 | . these countries. You don't get fiscal reform overnight,
24 and it's certainly true that by privatizing some of the
25 i debt you don't solve the fiscal problem and therefore

i
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marysimons 1 don't get that good company even out of thg woods.
2 'MR. BENCH: Well, you do get fiscal reform
3 overnight through revolution.
4 (Laughter.)
5 And that will happen, and this is the other
6 issue and the other linkage that we're talking about.
7 MR. LESSARD: My sense is you get a clearer
8 linkage through between the macro issues in terms of the
9 aggregate flows and the aggregate obligations and the
10 ultimate need for some rather major micro level changes
11 g both in real terms and in terms of conditions for saving,
12 i conditions for contracting, et cetera, and both are
13 i interactive.
14 ! The capital flight can be crowded out by
15| excessive general obligations, but if you simply reduce
16 those, it would not come back unless you made some of the
17 ;. micro changes as well.
18 ; So if you are going to be successful, you're
19'; going to have to change contracting relationships and
2off fiscal risks within the country as well as probably
21!? adjust the stock of general obligations. So there is
22 both an aggregate problem and there is a structural
23 problem which you have at the level of the national

24 psyche and I think there is no question that both of

25 those things are going on.
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MR. LA PEDIS: T wanﬁed to ask you a
question. You gave us a lot of numbers that specified
the problem in terms of aggregates. There is a lot of
variation in an aggregate on a cross-country basis. Have
you or anybody here tried to identify or distinguish
among those countries that have been relatively
successful and relatively unsuccessful in maintaining
consumption and investment in real terms above a fioor
level while simultaneously be able to service their debt?

MR. FROOT: I think that group of countries
probably looks like the Asia mix. There are a lot of
things we can identify there I think as being very
important and helpful for solving these kinds of
problems, an open economy oriented towards export growth,
relatively stable and flat income distribution,
relatively stable political systems, all those things
seem to weigh very highly in favor of their ability to
keep basically larger net inflows occurring'and to fund
more investment.

MR. LEWIS: Although you also have to add that
in the case of Korea's e&riier{debt crisis they were
prepared to‘abéorb a hell of a cut in the standard of
living as part of the adjustment program. Now it proved
to be a short-term cut, but that reduction in standard of

living was much greater than what any of the other Latin
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marysimons 1 debtors were prepared to accept in the short term.
2 MR. GHADAR: If you looked at the capital
3 flight issue and not aggregate, and in fact the issue of
4 "SWAPS" was on capital flight. We interviewed a whole

5 series of people and looked at the Morgan study. The

6 Morgan study looked at the Baker 15 and said that

7 accumulated flight capital assets are equal to more than

8 57 percent of their outstanding debt. But if you look at
91 them country by country and region by region there are

10 really some interesting things. If you look at the ones

11 that have the smallest amount, and I've got the list in

12 ' front of me, Chile is in fact the smallest amount, 10
13| percent.

14 ; MR.'LESéARD: The smallest amount of capital
15 f flight?

16 MR. GHADAR: Capital flight as a percentage,

17 ’ assets abroad as a percentage of total debt. That's 10
18 ' percent. Now I have problems with these numbers.” I

19 i don't like the numbers, et cetera, but at least they are
20;; consistently gathered. If you look at that, if]s'lo

21 | percent for Chile, 26 percent for Brazil,‘14‘peréent for
22 Morocco, and if you look at the high ones you get 166 for
23 Venezuela, 77 for Argentina and 78 for Mexico. I mean

24 that tells you, you know, it tells ydﬁ something.

25 It tells you that the guys)who have feally
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tried to privatize and really have triedkto put systems
in place to make‘the capital market at least responsive,
interest rates reasonable, et cetera, are doing better
than the ones that have sort of thrown up their hands and
forgotten about it. And I'm not\just talking about one
year or two years, but I'm talking about over the last
five years.

MR. LESSARD: Which also relates very nicely
to expost real returns on savings assets.

MR. GHADAR: Absolutely.

MR. LESSARD: With Brazil and with a couple of
others it's about even. You look at Mexico and Argentina
and there is approximately a 70 percent decline in the
purchasing power of savings deposits over two years. So
the internal contracting structure and the treatﬁent>of
domestic savings is a core issue.

MR. LEWIS: Why Qon't we turn now to the next
discussion, and thanks very much for the introduction,
which I guess basically can be summarized as watch out.

(Laughter.)

Let's turn to the next discﬁssion on which
Phil is going to give a ﬁrésentation." Phil has the odd
background of being both a lawyer as well as being |
involved in economic issues. I'm not quite sure where

that fits in on the credibility scale.
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MR. WELLONS: Well, I should tell you that I
learned when I was among lawyers it was wise not to admit
that I had anything to do with economists or business
schools, and when I was among businessmen the last thing
I should admit was that I had legal training. So I think
the answer is there is no credibility at all. So maybe I
should stop talking.

MR. UNGER; But ybu're among friends here
today, Phil.

(Laughter.)

ﬁR. WELLONS: Good( I'1l keep talking.

(Laughter.)

MR. LEWIS: As a small introductory, one?funny
story I heard the other day at the Treasury staff‘meetiﬁg
is the so-called Brady Plan was referred to by the
Secretary and the Mulford Plan.

(Laughter.)

Now I'm not sure what one should read into
that, except thét I guass everybody has é gooﬁ sense"of
risk management. |

(Lagghter.

Pﬂil, go ahead.

. MR. WELLONS: Thanks, Cliff.

I'm supposed to be talking about the new

approaches and focusing on the regulatory aspects or some
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marysimons 1 ! of the regulaﬁory issues. I've got to admit that I feel

2 L with this group that I'm just a focus for some major

3fi topic points where many of us know the same sort of

4!} things. But with the same qualifications again, let me
SI: proceed.

6 I thought of comparing the situation back in

7 E '82/83 to '84 with the situation teday to see what major
8 | changes I could observe, and it seems to me there were at
9 © four and we will probably find more that are relevant for
10 ; AID and AID's possible new role in debt restructuring.

11 T One is the shift to market-based solutions.

12} If you go back to '82-83, it's clear that the solutions

13 f were organized largely by the U.S. Government and a few
14 ! major banks and that attempts to have market-based
15 solutions failed miserably.

crisis was an attempt by Morgan City Bank working with

|
!
16 | The first attempt to deal with the Brazil
i
17 |
!

18 . Brazil to help the country work out without help from the

19 ! U.S. Government, and that just fell flat on its face. We
20, saw the clear need for government intervention.
21 || Now obviously the government role is still

22 important, there is no doubt about that, but at the same

23 time we see sort of more options or a menu of options
24 being discussed, we see some choice in here for the
25 creditors, we see some more secondary market activity and

|
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of course the swaps that we have been talking about a bit

already;‘

So the shift to market-based solutions I think

comes about with several other important changes. One is.

the diffusion of power in all of this. Again, if you go

back to '82-83, where was the power in the groups that I

just described, the U.S. Government and a small number of
banks that were leading all of tﬁis, and on the debtor
side most of these negotiations seemed to be through the
Finance Ministry, focused in the Finance Ministry
obviously with correspondence with the President, but
that was about it.

Look at the situation today, and I would say
it's quite different. In terms of the official’side, the
Japanese are beginning to be interested %n this and in
having a policy role as well as jus£ providing funds.

The Steering Committees seem to be weakening and
broadening a bit, particularly on the Japanese side, and
just recently we have seen the Bank of Tokyo now iS‘géing
to be supplemented by at least one other major city bank
in those workouts.

The debtors team now is maybe led by the
Finance Ministry, but it's very pluégéd into the
Presidential level and in mahy countries you get the

sense that the President is actually leading the fight,
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and he is doing it in the context of a much more vocal
and informed opposition and of course his own party as

well when it comes to the debt questiecn.

There is another group that are a new entrance
in here. The investment bankers are here much more
active than they were five or seven years ago playing a

role of intermediating some of these debts.

So diffusion of power and at the same time
there has been a concentration of interest compared to if
you say whn were the creditors before, widely dispersed
and mucl: more concentration in the big banks, and among
those big banks there might be more diversity of opinion
as well. But we have seen the regionals withdraw and
probably more polarization, more active polarization on
the part of the creditors side.

So diffusion of power, concentration of
interest and I think a different perception of the

threat.

I was reading through John Williamson's piece
in the material you sent out to us, and very early on he
says, look, the threat to the U.S. financial system is

much less than it used to be.

That may be true certainly if you look at some
of the numbers, it hasn't disappeared, but I would say

there is a much stronger sense of threat in terms of
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political stability. Obviously people were concerned
with political stability in the past, and we responded to
Mexico as we did because of that concern, but that is now
in a sense more important than our concerns about the
threat to the U.S. financial system.

So I see at least these four major changes
that have taken place in the last five or seven years,
and I think they argue for a different U.S. Government
response. And I think, you know, it's nice it fits in a
sense with the meeting, but it argues that there needs to
be a more diverse representation of U.S. Government
interest in the formation of U.S. Government policy and
that it's appropriate for AID to be holding this meeting
right now. That's one bottom line from all of this.

What it means, it seems to me, for the
players' actions in all of this is that they are going to
be driven much more in the future than the past, and this
is all relative of course, but much more in the future
than in the past by prudential concerns and tax
concerns. That's what the source of activity. is. That's
what is going to drive activity in these markets now, and
that it seems to me leads to a focus of attention on
questions of what can be done or what needs to be done in
these areas toc facilitate =-- well to improve

restructuring. 1Is there anything that we can do, .
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particularly AID, but cert&inly the U.S. Govefnment
broadly to make changes on the regulatory and fax side
that will facilitate change, and that doesn't necessarily
mean that the U.S. Government pick up the full tab at all
I don't think.

' Now some things that can be done on the U.S.
side, and I think it's worth looking at this from the
perspective of three different groups, the U.S., fhe U.s. -
side, the international markets and then debtor country
markets. So you want to think in those terms.

On the U.S. side I suppose there are some
opportunities for clarification of rules. 1It's not clear
to me that lenders, for example, know exactly where such
things as Securities and Exchange laws and the Gl;ss-
Stiegal Act are going to kick in in their behavior[‘and
it might be appropriate to pay attention to some éffthose
issues. |

More likely, we are going to start tinkering
around with some of these rules, and as we try to modify
them we're going to want to, it seems to me, keep track
of the modifications' effect on not just the immediate
activity but the broader development issues in the case
today and others will be concerned about other things.
For example, there is a lot of talk about swaps.

The bankers I have talked to are unhappy with
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the IRS Débf Equity Swap Rules. Does that need to be
addressed and is there a role for AID in this kind of

thing? I don't know, but maybe there is.

on the question of interest capitalization,
which is a major proposal, you don't capitalize interest
when it's a bad loan. Do we need to address that
question or should we?

How about reserves, building reserves? Bank
lawyers are concerned about the effect of the alternate
minimum tax rules on reserves and taxation over the long
run, and we can discuss this somewhat. I don't say that
I'm on top of the tax side of this, but I will report to‘
the group a major concern neré on the part of the
bankers.

So clarify, modify aﬁd“thep I suppose to make
it rhyme "subsidi", but subsidize islrealiy¢thgﬂﬁo;d,)aﬁd
of course there is §tron§‘iqterest on the part of the
creditors in the States in being able to offset théir
foreign losses against American earnings.

Now my own view is that they have béeq“waﬁting
that for a long time. But this one of.those it's‘not
going to happén thinés I suppose in the U.S. Gerrnmént.

MR. LESSARD: One aside theret“My éense is
the interest of various money center banks and let's say

regionals have also diverged quite a bit, and I consult
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marysimons 1 quite a bit with Chemical Bénk, not that I speak for them

2 because I find myself kind in the middle of this; but I

3 can think of three dimensions along whicﬁ you can

4 classify banks and give you a fairly clear view of the
5 strategic groups.

6 One dimension, and I think of it as the

7 moneyness, is if you liquidated the bank today would they
8 have positive value or not? In other words, how much of
9 their risk capital is really being provided through the.

10 bank door by the FDIC. And if you look at the money

11 center banks, there are two banks that are, in my

12 i judgment, clearly in the money, Bankers Trust and

13 ! Morgan. There is one bank that I think is at the money,
14 l and that's City, and there are four big ones that are
15 ! clearly out of the money, and that's Chase, Chemical,

16 Manny-Hanny and B of A. Now that has major, major

17 implications in terms of their view of many of these
18i; changes becaﬁse the concern of an out-of-the-money bank
19 ﬁ is very much what it does to their silent partner on

20 providing them with a casino license. They have to worry

21 a great deal therefore about regulatory capital. That's

22 one dimension.
23 The second dimension obviously is how exposed
24 are they, and how big is this exposure relative to their

25 capital?
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marysimons 1 The third dimension is how extensive is their
2 network and capability within developing countries; énd
3 there of course Citibank stands aléne.
4 So John Reed is essentially at the money. and
5 he wants to buy into local business in Latin America and

6 therefore he is going to press for things that have debt

7 equity swaps and relending facilities and essentially
8 make him the bank of choice in Latin America. That
9 interest is not shared by Chemical, Chase, Manny-Hanny

10 and B of A. They have no capability. B of A once upon a

11 i time had it, but it doesn't any more. Chemical has never
12 é had it and so on and so forth. They are not interested
13ii in those same things. They don't have value to them.

14|‘ Bankers and Morgan are traders. Show me a new
15| exit bond that has a nickel more value than what I'm

16 | holding and I'll swap into it because I'm in the money,

17 I don't care that much about regulatory capital, this is

18'i a buying,and selling of paper business, no long-term

19 interest in these countries and the banks themselves are
20 i starting to become much more conscious of these

21 | differences.

22 Some of the regionals and Europeans look like
23 Bankers and Morgan, 5u£ some ofhers look like Chasé and

24 Chemical.
25 MR. GILLIS: What does "at the money" mean?

1l
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MR. LESSARD: At the money means if we took
the thing and marked it to market. If we markéd all
assets and liabilities to market today or if we
liquidated them, zero value, and the fact that the shares
are trading at positive value is because the shareholders
get the upside and the FDIC gets the downside.

MR. LEWIS: Bob, having had the Nevada Gamings
Commission Licensing Bureau, would you refer to that.

(Laughter.)

MR. BENCH: Well, I just want to clarify a few
things I think, or at least maybe help the group another
way.

I think, first of all, Phil's comparison of
‘82 and '89 is a nice way to think. 2and in '82 I can
tell you that there were a number of situations in '82
that aren't around now.

In February of '82 you have the structural
break in oil prices, and an awfulilot of people knew at
that time what the devastation would mean, and then it
was just a matter of managing the dévastation.

We want to remember that clouded in all of our
own national economic numbers is an awful lot of
devastation through the agricultural community in the
Southwest and in Western Canada from that structural

break, but a whole bunch of people said this is a big
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deal and thingé”are géing to get very rocky.

So‘absolutély in '82 the environment was
control because you had Penn Square, Continental, Seattle
First gone. You had the beginnings of the problems of
Bank America and Manufacturers Hanover, and you Knew as a
central bank and bank supervisor that all this other
devastation was there, it just hadn't showed up in the
numbers yet, but you knew from your examination systems
this thing was going to be a disaster. So for that
reason alone you want to buy time, and for that reason
alone you want to make certain there is enough liquidity
in the system.

Now certainly other people knew what this
break meant for Mexico and Vengzuelg( et al, and there is
a whole bunch of other reésons why you want to buy time
and make certain there is a lot of liquidity around to
deal with the immediately problem, 1iquidity, and keepl
the ball in play, and then have another plan to buy time
to rebuild whatever the problem is or to reconstruct.

The buy time is basically buy time for all
parties at interest to restructure themselves, and the
buy-time strategy in terms of the U.S. banks or the
international banks really to restructure themselvés
generally is work. I mean there really has been

substantial capital increases in restructuring a bank's
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balance sheets.

The buy time for the debtors didn't work. It
didn't work for a lot of farmers, it didn't work for a
lot of automobile dealerships in Texas and it didn't
necessarily work for some countries. There were very
painful experiences, but the thing was managed. It was
no guestion managed.

Now in '89 there are a few other things going
on in addition to the things you mentioned, Phil.

In terms of policy conflicts actually, don't
forget we've had now over the last three or four years
policy initiatives in this country and in Europe to
basically have widespread financial deregulation,
deregulation in a product sense and deregulation in a
geographic sense.

In 1992 there will not only be financial
integration in Europe, but there will be financial
integration in terﬁs of fhe deposit-taking system in this
country, because in 1992 california banks can buy New
York banks and New York banks can buy California banks,
and by the time we get to '92 all these other regional
compacts will héve been expanded. So we are really
looking at a nationwide deposit-taking industry.

Now if you are the chairman of many banks in

Europe or you are the chairman of many banks in the U.S.,
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the No. 1 issue today and for the last couple 6f yearé is
are you going to buy somebody or sell somébody in thié
new expansion and deregulation that is going on. Thét‘ié
driving behavior of major banks and regional banks. Put
that in your pocket for a minute.

In addition, if you do any kind of scattergram
of banks, especiélly in the U.S., you find out that if
you have LDC debt and you disclose it, your share price
is at a significant discount to another institution. It
may have the same performance characterisitics, except
that doesn't have LDC debt. So there is a clear penalty
in terms of share value to have LDC debt.

Now if on the one hand you get a strategy to
buy or sell yourself in the new deregulatory environment,
that's going to be a function of your share price, and if.
by holding LDC debt your share price is lower than
somebody else's, then you're at a disadvantage in this
new strategic game.

~So for a lérge number of iﬁstitutions that
were in the LDC game in '82 they want out of it now, -and
they have been frying to get out of it for the last féur
years because it didn't add value to:their shares and it
was not in the interest of their sharéholders in this new
strategic game. And generally the debt strategy in the

last few years has not focused on that fundamental,
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simple behavioral aspect going on among the decision-
makers of these creditors, namely, the boards of
directors and the chairmen of these banks.

What that means is you are really talking:;
about a very small population of private creditors léft
in the game, No. 1.

. MR. LESSARD: Who can't get out.

MR. BENCH: Well, no, time out. I'm not
finished. That's the other poipt.

(Laughter.)

That's the other point which needs to be
understood I think in policy thinking. A lot of them can
get out quite well. Who ever left, they can f&ke an “X"
percent loss and say it's done.

A good example only because they héve been
quoted on it in the last six months or so here inl
Washington is First Chicago where Barry Sullivan the
Chairman on a couple of occasions and Bill McDopnoﬁgh the
Vice Chairman on a few others have come in and said we
don't know. All we know is if we disclose less LDC debt
our stock goes up.

(Laughter.)

And if we anﬁounce that we might participate
in a certain loan our stock goes down. So therefore we

are not too excited about new lending or participating in

ACE-FEDERAL REPORTERS. INC.

Nationwide Coverage

202-347-3700 800-316-6646 6"" 5/
S



240 01 01
marysimons 1
2

3

10
11
12

13

14 |

15
16
17
18
19
20
21
22
23
24

25

52

new money packages. I mean it's that fundamental.

So where are you then in terms of the shift
between the public players and the private players and
sources of new money or the conditions under which new
money will be lent? Where you are is that generally the
creditor banks are out of the game, except on a very,
very select basis or a secured basis, and there you get
into strategies.

For instance, yes, it might be in Citibank's
interest to stay in the game.given their widespread net
worths in several developing countries. It might be in,
let's say, Bank of Austin's interest to remain in the
game in Brazil and Argentina because they have big
indigenous banking operations there, but just get out of
Mexico. It's not in the strategy.

So the whole business of a controlled
harmonized, centralized operation that went on in 182 is
absolutely gone for a whole bunch of reasons.

Now there is another situation here which I
honestly don't understand, but Phil or his éroﬁd at the
law school should understand, and that is éhe issue of‘
shareholder suits. If we participate in g»débt reddction
plan and we take a 50 percent loss agéinst "xX" billion
dollars in our portfolio, how do we ever go to the

shareholders and then lend them money, unless that new

ACE-FEDERAL REPORTERS. INC.

207-347-1700 Nationwide Coverage 8()0-536-6(\46 -

Conny

g



0940 01 01
marysimons 1
2

3

10
11

12

13 |

14
15
16
17
18
19
20
21
22
23
24

25

|

' 53
arrangement is differéﬁtiatgd‘somehdw and gets within
conventional coqrt'tegteg,arrangements for debtor
workouts. |

‘Sof£hisris another fundamenfalrisgue tﬁat
needs to be addressed. If's the real worldfissﬁés of‘
very technical things. So those are jﬁst some things
that the group may wish to consider.

MR. WELLONS: I had a couple more things to
say, but let me sort of pick up on what you're saying. I
agree with what you say obviously. I would push the date
back before '82. I know that in late '79 Citibank had
decided to reduce its exposure in cross-border lénding,
particularly the government. They just decided to do
that and started cutting back and began to focus on the
U.S. market as the place of growth and attack Washington
more than it had in the past to try to get changes inyfhg
law, and if George Voighté were here I suppose he would'’
second that.

Now the big banks]éaw this coming early'énd
did start to get out, but they were changing their -
strategy very much as you described but even morexsoi
They were shiftiné over into more lucrative kinds of
business, and we knéﬁ the fee-earning business. and all
the rest that they moved to back then.

So the numbers that you showed us, that one
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marysimons 1 graph with the banks so much on the negative source, thé

2 resource transfer, is very consistent with the strategies

3 of the banks, and that is exactly what you would expect

4 to see given that.

5 On the debtor suit side there are actually

6 some proposals for ways that would have tﬁé effect of

7 | insulating the banks from that kind ofysﬁit. I'm not

8 sure they have that in mind, but some of the proposals

9 that would force the banks to take cuts and to forgive

10 debt would use something called the Active State Doctrine
11 to insulate the banks from suit, certain kinds of suit.
12 If that were followed, and I mean I'm not sure

13 for lots of other reasons that it will be, but if that

14 | were followed that would probably insulate the banks from

15 ! the debtor suits as well.

16 l MR. BENCH: I mean I have no expertise in this
17 area other than just anecdotal kinds of things, but

18 ! generally the traditional workout, restructuring kind of
19 ; arrangement that evidently is accepted practice and |

20 E doesn't lead to a suit is that in trying to work with'its
21 : borrower the bank does take a loss on the existing stock
22 of debt in exchange for a major restructuring by the

23 borrower of its affairs, and maybe even selling off

24 jewels in the crown, and between the debt reduction and

25 the sale there is a whole mass of new liquidity that the

it
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marysimons 1 ; organization faces.

2 The organization issues a new instrument of

3 some kind that the bank gets at a less value than the old

4 instrument, and usually that instrument. has some kiékers
5 or warrants that if this whole thing works out, you:get a
6 nice return, and you literally can go to the shareholders
7 and say as bankers we hav~ done, No. 1, we entered this

8 arrangement in good faith, it went bad and we have tried
9 to restructure the arrangement to the best long-term

10 interest of the shareholders and to the borrower. And if

11 that kind of mentality goes on, you don't get sued.

12 ; Now if you just show up one day and forgive a
13 i whole bunch of debt, the shareholders have a right to sue
14 } you. If you show ur some day and forgive debt or have a
15 I major loss and then enter into the same arrangement, the
16 ' shareholder has a right to sue you. So it's an issue of
17 | differentiating old stock, new stock, et cetera.

18§i MR. WELLONS: I think part of the solution

19 that is being discussed is the forgiveness in exchange

20 for some new instrument, and the argument there is that
21 the more certain lower revenue from the new instrument is

22 at least equal to the uncertain but potentially higher

23 revenue from fhe old instrument, and that's the bank's
24 answer to the shareholders' suit on the substance of it.
25 MR. LESSARD: But the second part of Bob's
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point is that then there would be no further len&ing
unless it had ;imilar enhancements.

MR. BENCH: Unless it's differentiated
somehow. Now I want to make a point here, and that is we
shouldn't confine all of this, you wgnt to remember we
don't want to confine this just to U.S. banks. I mean
the Canadians have their own legal system, and the whole
issue of what is going on in Europe in 1992 is absolutely
driving tte behavior of those banks over there.

Some of your comments on tax, the tax issue,
it basically seems to be a U.S. and Japanese problem.

The regulatory issues I think are more foreign than U.S.,
and if you all haven't seen the report that the three
banking agencies sent to the Congress two weeks ago on
the regulatory accounting issues, you should read it;
It's a very good report as a matter of fact.

We don't want to confine this. Even ifnypu ,
were to have a wish list of policy in the U.S. and you
achieve that, you still may not solve the problem because
there are some problems in other countries.k o

MR. LEWIS: May I ask a question, aﬁd,theﬁ h
we'll get back to you, Phil, I haven't forgotten that,
and then we can break after you get through your points,
we'll break and then have the final presentation.

During the course of the discussions when you
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marysimons 1;4 were in chargé of  ICERC and what-not, to what extent did
2 political concern figure in, and I'm not tfying tryigg to
3 ask an indictable question in terms of fiduciary
4I responsibility, but to what extent did these concerns get
5 mixed up, and more prospectively, to what‘exteht will =
6 they become mixed up, and is that part of thé reason why
7 the Fed has a somewhat different view perhaps than say
8 the Treasury does, or is reported to have a somewhat
9 different perspective than the Treasury does?
10! MR. BENCH: Well, I can answer that with the
11 : tape recorder on.
12' (Laughter.)
13 MR. LEWIS: And then would you do it with it
14 : off?
15 * (Laughter.)
16 MR. BENCH: I don't know how many people know
17 about ICERC. No. 1, it was é very curious set of events,
18 { and that is in the world of U.S. bank supervision that
19 i system is run reliant on on-site examinations of U.S.
20 banks by some 10,000 Federal bank examiners around the
21 country who most do a very good. job and some mayinét.
22 As part of that subervision process and
23 examination process the examiners take a view on the

24 quality of the bank's assets and actuaily have a catégory

25 system to categorize asset qualify.
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For the international debf, since 1974 really,
the banking agenciés said well this debt is across many
banks, so we'll méke that asset categorization decision
on a centralized basis rather than having everybody do
their own thing. So the committee really was in place a
long time before Mexico '82. That's No. 1.

No. 2, the committee is generally composed,
the voting members are composed of seasoned examiners -
from the three agencies who look at any and all
information available and make a decision as to how t@e
total block of information tells the examiner whether
there will be a problem or there won't be a probigm in
this loan repaying. And then evgﬁ within the prqblem ’
category the degree of the problem;

So on ICERC, ICERC had access to all the bank
files and country studies in the bénking systém becaﬁse
they go in and look aé tﬁose.

‘Then, in addition, the Federal Reserve Bank of
New York provides ICERC with some fundamental
computerized screens on the kinds of ratios you
mentioned, plus country studies, and then ICERC receives
detailed briefings from the Treasury on the countries
before the committee at the particular meeting.:

Now in those briefings by the Treasury there

will be certainly information that isn't financial. It
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may be political;tit may talk about what's in the
pipeliné at the Bank or the Fund, but all that
information will lead to something happening financially.

8o if, for instance, on a couple of occasions
the ICERC happened to meet with a country was in very
sensitive negotiations at the Fund, the committee knew
about that and certainly had it factored into-its
decision on the ability of this loan to either get worse
in arrears or get turned around in two or three months.

Now I have never seeﬁ, I\mean there has never
been a political appointee in the room. There has never
been a Schedule C person in the ICERC meeting. It's‘all
career civil servants assessing information that comes in
through all kinds of pipelines. And, in fact, when I was
chairman I refused, at one time an appointee wanted to
come in and I didn't let him in and he was ﬁiles higher
than I was in the organization chart, bpt that doesn't
happen. | | '

So éll I'm(trYing to say is that certainly
what's going on in the politic-l arena is qonsidered by
ICERC in terms of what those political things hay do to
affect the overall condition of the borrow in its ability
repay.

MR. LEWIS: It is worth noting though I quess

in passing that one of the things that strikes me is
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taking an organization like ICERC, their fiduciary

responsibility principally. On the other hand, AID has

the principal role for, you know, has the program

responsibility for the one source of voluntary capital

for, as I said, 6 out of the 17 Baker 17 countries.

As far as I know, AID has never been involved

in any way, not necessarily and it certainly shouldn't be

one of the voting members of ICERC, but to the extent,

and I'm just raising this question, to the extent that we

have a staff of 120 guys on the ground in each of these

countries collecting economic information, we are

providing all the available foreign exchange, and the

reason we are doing so is because of geopolitical

concerns.

What you're saying is no, that when you were

running the show basically it was a Treasury wearing

their auditing hat.

MR. BENCH:

Treasury's participation was in a

technical sense to provide us information on any and all

events that were going on in that country as Treasury saw

them, which would include all your traffic.

Actually 1

had all the traffic. I mean my own staff had all traffic

all the way up to some things that only I was cleared

for.

So we were completely,informedﬂbn any and all

202-347-3700

ACE-FEDERAL REPORTERS. INC.

Nationwide Coverage

. §00-336-6646 é

R
-
B
St



-940 01 01
marysimons 1
2

3

10
11
12
13
14
15
le
17
18
19
20
21
22
23
24

25

61

U.S. Government activity in those cbuntriesf And we were
completely informed on all negotiations at the Fund and
the Bank, and I really really mean completely informed in
the case of the Fund, because the last‘thing that ICERC
wanted to do was take a decision right infthe middle of
some negotiation and blow the negotiation'obviously.

On occasion ICERC saw that it was worthwhile
to defer a vote on a particular country for four months
if, I mean if you don't losé anything in four months, but
you could blow a negotiatidn. So we may have deferred
some decisions.

MR. FOX: I just wanted to add I have been on
both sides of it, Treasury and AID's side, and I think
generally there is good coordination between Treasury
desk officers who deal with ICERC and with AID economic
staff or country desk people. So that the information
that AID has génerally gets fed into the process.

MR. BENCH: That group\is‘abéolutely)pipéd in
on everything that addresses it. '

MR. LEWIS: Whose information do you find most
useful? Do you remember reading a,iot‘of AID anal}sié’
that was terribly useful for the iind of deéérmination on
credit worthiness you were doing for a country like Costa
Rica where AID is by far the biggest player where we

provide the only voluntary camp, or does nothing cominQ
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marysimons 1% to mind iﬁfma;ket tests done?
2 ) MR. ﬁENCH: Nothing comes to mind.
3 MR. LEWIS: Does any AID work come to mind at
4 ! all having been in the heat of this?
5 : MR. BENCH: No. You have to gnderstand;a
6 generally that the kinds of countries AID deals with
7 almost by definition are going to be a préblém céuntry
8 under the ICERC systen.
9 No. 2, a number of countries that you deal
10 with don't even get any loans from U.S. banks or received
11 : loans from U.S. banks that ére far below the cut-off for
12'§ consideration by ICERC.
13 i So generally your clients, or a lot of them
14 ! aren't even covered by ICERC and, if they are, they tend
15 f to be problem situations.
16 | MR. LEWIS: 1I'm just concerned about that
17 ! subset of our customers where we are relatively/large ‘
183; players and not the Central African Republic, obviously.
19i MR. WELLONS: Cliff is referring to Sudan, |
20 | Egypt, Philippines and Pakistan were a tough crowd..
21 MR. UNGER: Bob, for the record, why don;t you
22 just say whAt ICERC is an acronym for.
23 | MR. BENCH: Interagency Country Exposure
24 Review Committee for three agencies, the Federal Reserve,
25 the FDIC and the Comptroller of the Currency.
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Let(me say, don't forget, there is another
political issue here. ICERC also has some marching
orders from statute. 1In the International Lending
Supervision Act the Congress established criteria as to
how to categorize these loans, and in that statute there
is the criteria for value impaired, which means if you
get delinquency for "X" months it's automatic.

So some of your clients basically fell
immediately within the statutory criteria and, no matter
what you were doing, until those arrearages were turned
around and the country was put on a sounder footing with
the Fund, those countries remained in that category.

MR. LEWIS: Phil, why don't you finish your
presentation and then we'll break for a cup of coffee and
other use of facilities and come back.

MR. WELLONS: There are simply two points I
would make then. If we move more into international
markets, my sense is that there could conceivably be
nressure for more regulation of activity in those markets
and AID might want to be a voice for development interest
in that regulation. Point No. 1.

Point No. 2 is thaf probably where AID could
active, most effective would be in helping strengthening
the financial markets in developing countries. As these

instruments are swapped within the country and various
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other kinds of security interests are taken,{or I should
say those securities are taken, then thewneed for better
disclosure and for better markets in the countries |
becomes greater and the concern about tax rules as they
affect the new instruments, domestic tax rules in host
countries become important and also thg management of the
balance of payments problems that arise out of portfolio
or direct investment in the country become even more:
important than they were in the past.

My sense is that AID has a potential there
that is certainly stronger than any other U.S. Govérnment
agency. The potential miqht reveal itself or be realized
in working even closer with institutions like the World
Bank, I don't know, but that's for us to discuss later
on. I'm just identifying the~opportunity.

MR. LEWIS: Fine. We'll break now.

Bob, did you want to add something on fhat?‘

MR. BENCH: Just a short comment, and here I
absolutely agree with Phil. If everyone believes there
is an interdependent international financial market out
there, then fundamental to hahy of these countries is -
they modernize their systems of central banking
regulation and supervision to join the team. If you
don't, and I as an indigenous person have got my money

out enjoying the benefits of this market, why should I
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marysimons 1| bring it backhipto this proGincial market:.that doesn't‘
2 give you any othhe benefits that I get outside? |
3 But I also have another angle on that, and my
4 idea is that if some of these countries\really modernize
5 their regulations and supervision of central hanking
6 systems, decision-makers will be éetting current and
7 accurate information that they—yitaiiy#ﬁeed to be in
8 compliance with the fﬁﬁd and satisfy the bank to:ménagg
9 i the economy.
10 Right now these central‘decisiop-makerslaré
11, not getting any currenf reliable information intg thé‘
12% central bank to tell them what is going on in their own
13i economies. There is a neat way to do that through your
14| regulations and supervision systems.
15lE MR. RAUSSER: Read the RADs. ‘
16i MR. LEWIS: Let's breaX now, but two things
17 || before we do that. This is obviously the point &9fwant
18 ! to come back to, and I think thét some of the points that
19i£ Don is going to)make is going to bring us back to a moré
20¥; general economic growth oriented perspective which is
21 going to be the place to start that.
22 Bill, I might also ask so long as you are
23 around today, I want you also to describe, if you would,
24 I'll spring this on you, the approach you have been
25 | trying to take with the Indonesia financial sectof advice
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marysimons 1 because you have been invg;ved‘iq Indonesia long eﬁough,
2| and I guess we've got the world's experts sitting here as
3 well on this, back to the days of the first bankruptcy
4 and more recently. So we can also take a case study of
5 the technical assistancerfhing and sort of focus our

6 attention after we have talked a little bit about the

7 economics.

8 Let's just take 10 minutes or so.

9 (Recess taken.)
10
11 |
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MR. UNGER: Let's get going again. Lunch will
be served about 12:30. So that will give us at. least

another hour and 15 minutes.

MR. LEWIS: And we will be hé&ingxlundh riéht
here. So we'll break for informal chats.

Let me try to explain very briefly Qhat the
agenda is going to be for the rest of the session. 
Basically what we'll do, we'll start out with Don making
more of a link back I think to country-specific, if?yop
will, micro-specific and growth-specific issues.

I would like then to have a discussion after
that to sort of clear the air in herxe on the general, if
you will, the general generic debt issues.

I would like to maybe briefly touch upon aiso
before we break for lunch the pros and cons of debt swaps
because this is an area in particular where the agency is
involved in a very small way and might be involyed'more.

Then obviously after lunch I would iike to
focus on what ‘in fact AID's comparative advantage is, and
perhaps a way to start the discussion on that might be to
get Bill to gtart out a discussion, a very brief
discussion, if you will, of the experience in Indonesia,
which is an experience that donors have been involved in
for a long time specific to originally an external

liability problem, but it's a more generic interest in
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marysimons 1! the sense that it has moved on to a range of technical

2 assistance offered, incidentally, both by public and by

3 private purveyors of technical éésisténce.

4 Don.

5 MR. LESSARD:J Ifkwe,;éqk at the outline

6 officially, I guess we're lodkihg at innovations in

7 lending and some of the\alte;nativé strategies. \Bq?

8 Bench already provided I think é very good chronologyﬂof
9 the commercial bank position on it.

10 I want tq'dgfihe a fey terms and put at least
11 one diagram up here. | |

125 (Mr. Lessard goes to 'the flip chart and?

13 proceeds to drawv.)

14 Everybody is talking about debt reduction,

15 although the Bank's public relation orgéniiation, the

16 Institute for International Finance, definees debt

"17 reduction in éuite a different way from Jeff Sachs, and I
18 .  think there is some middle grouna there.

19: If yau look at the'éggregate problem of LDC

20| debt, I think you can think about efficient

21 transformation, conyersion, reduction, whatevgr yop”Want
22 to talk ébout. IYou can talk about efficient éfogféms on
23 three dimenSipn%. f( |

24 " One dimension is that debt reduction is not-
25 defined simply‘aré,reducing the face value, but in terms
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I think finance people use, reduction in the present

discounted value of the obligation.

Another dimension though, which is critically
important, is let's just say cash flow really, wbich ig‘
near term. For Mexico it's over the next five years and
for the rest of the sextennial how much cash flow felief
are they going to get.

But the other dimension, which is implicit in
all this discussion, is let's say impact on debt
overhang, and by debt overhang I don't so much mean the
stock of debt, but I think must more in terms of debt
overhang of the possible distribution of future debt
service ratios across circumstances.

Mexico 10 years from now is going to have
possibly good times and it's going to have possibly bad
times and it's going to have possibl& mediocre times, and
what kind of debt service obligation would it face under
each of those different circumstances.

Now under these three dimensions it'é(possible
to talk about efficient combinations. Jeff Sgchéthinks
the more of this the better, but I assume this is a
scarce resource. It's politically scarce and itfs
economically scarce, and it seems to me that ;egardleés
of which side of the discussion one is on, you)wodld 1ike

to get the most of these for this. For a given amount of
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present discounfed'valﬁe reduction it is going to bg
borne by somebody, and youv would like ta get}the biégest
bang in terms of either current cash fldw relief tiltingk
the cash flow payments, as Ken said, and/or redﬁcfion of
future overhang.

If you can imagine a nice three-~dimensional
diagram with bars on it and everything, this debt(‘
reduction, this present value loss is going to be borne
possibly by three different categories of players, let's
say. One category let's say is money center banks, and
what fraction of debt reduction are they going to take
from their shareholders?

The next set would be, let's call them
potential free-rider banks, the banks that may or may not
play, which is becoming a larger and larger portion of
the ones that are still in, and the rest is official;
which means you and I as taxpayers backing up the
official. ‘ A

Think for a moment about the first treatment
of this problem was essentially stretching out and
retiming, and the first thing we Qid wés reschédulé debt
and we have de factor transformed LDC obligations into
Libor plus perpetuities, and once they are perpetuities
you can't do anything more with then unless you've made

them into price level index and you might tilt them a
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little more, but théy are perpetuities. That's was dqne.

The next thibg we did in terms of holding tﬁié
problem off, and Bob'é term is the concerted new money
packages where more money was lent on a pooled basis. 1In
essence, we providéd cash flow relief with some debt’
reduction because in fact people were pushing moneyvin
that they knew they wouldn't fully recover, but with an
exacerbation of the future overhang, atlleasﬁ the faée
value of the claims going out.

If you think now that one of the future steps
that we're talking about is possibly interest
capitalization, in aggfégate terms interest
capitalization would have the cash flow relief effect as
pooled new money and it would have the same impacts on
future overhang as pooled new money, but it changes the
distribution risk column of who takes the hit.
Beneficially anybody who owes money or who has claims on
LDCs suffers and the free rider column is reduced. But
under current regulatory standards the official sector
takes less of it.

Under current regﬁlatory standards basiéaily
as long as you h91d restructuréd debt from the LDCs more
or less you don}t haQe to recognize that your capi£a1 has
been impaired. If you‘do anything to exchanée it in a

possibly more efficient direction, you have to recognize
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it. So we have a bias in the system.‘ The gygtemlgays as
long as you carry it forward in rohghly the samé'form,
FDIC will share the downside with you. If you try to
transform it into anything else, they might not
necessarily. So I think that is one of the bigpiséues.

But when you talk about debt relief and debt

reduction in aggregate terms it's very impoftant’to think

on thaese dimensions of what can we do.

Now I have been forever an advocate of
commodity linked bonds and I'm delighted that Paul
Krugman finally learned about them after 10 years. This
has been out there since 1975. But a commodity linked
bond is clearly beneficial in terms of future overhang.

Let's assume that Mexico wants or needs or
politically feels it needs, and I don't know whether it's
an economic or political argument, and I don't think it
even matters. Let's assume that they need 50 percent
cash relief over the next five years in order to be
credible with their populace, and ;et's gssuﬁé that we
agree to that stipulation after a lot of degotiation, how
do you give it to them? Do you write their debt down by
50 percent? Do you reduce their interest rates by 50
percent? Do you provide them with ﬁew money? . 'Do you
capitalize their interest?

All of those would reduce their cash f;ow '
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needs over five years by 50 percent; or one of the things
you might do is you say we'll give you conditional cash
flow relief as long as oil prices stay low. If they come
back, interest rates go back up. We shave in half the
amount of present value debt reductlon necessary to glve
them an amount of cash flow relief.' I'm not saying that
that's what ought to be done, but there needs to be much
more discussion of truly efficient restructuring where
it's a win-win situation.

Right now we're talking about win-lose, and
Jeff Sachs presents it totally in a win-lose(context.

The good thing is to get banks to write it off because
then the LDCs gain. The LDCs care primarily about these
two things, and there are some ways to get some mileage
on these two dimensions without as much cost here, and
there are also proper ways to allocate this in terms of
bribing people and giQing them the incentives to go up.

MR. LEWIS: And shouldn't they care a hell of
a lot more about cash flow than they should about the
overhang?

MR. LESSARD: Well, I don't think so ir the
sense of return of capital flight. I mean my sense is
Salenis in Mexico has to show, in my judgmeat, he has to
show a reduction in current debt service, and he also has

to show that he has got aggregate amounts of general
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obligaﬁibns undgr control before the priyate sector
regains confidence. I think he has to show both of those
things. If he just capitalizes interest, the private
Mexican investors is going to say, okay, it's going to
look good for three years, but in the fifth year of -the
sextennial it's going to be deep shift again and,stﬁff
will come home to roost. The money will come back in for
one or two years to fund working capital in Mexico and it
will go right out again. So I think he has got to be
very concerned with the perceived overhang, very
concerned, but I think they are smart enough to know
that. That's one dimension.

Now if we talk at a more micro level, that's
treating a country as a unit, and assuming the Minister
of Finance is doing all the borrowing at the water's
edge, which is what we have all been doing so far.J Ali
of this is finance of countries irrespective of what is
being financed. |

" But you can also look at the financial
propositions I think on three other dimensions, which .
would be to what extent do they involve risk sharing for
the country? To what extent do they shift some riéks to
the country, to foreigners? To what extent to the
penetrate the economy and therefore depend upon internal

enforcement mechanisms? And to what extent do they
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involve let's just saf manageriél,involvement?

If you're really talking about transforming
the asset structure of a country and getting domestic
capital formation and having a more efficient package,
you don't only care about the macro-economic structure of
the obligations, you also care about again this involving
risk sharing, and does it in fact penetrate the economy
or is it a contract at the water's edge, and does it
bring with it some managerial involvement? That's bring-
up the whole question of debt equity swaps, debt
conversions, et cetera.

I think we've got a false debate going on over
swaps at the moment because if I pick if Institute of
International Finance or John Reed, and they both say fhe
same thing, they basically say =---

MR. LEWIS: Or AID.

MR. LESSARD: Or AID. --- they say aebt
equity swaps are marvellous because equity is obviously a
good thing. And you and I know that most debt equity
swaps that have occurred in most countries are a sham
where people have exchanged one set of paper for anotﬁe;
and typically made 15 percent transactions fees in the
process, and that the aggregate structure ofwreai assgts

and the aggregate structure of obligations offthe country

has not been improved.
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Oon the other hand, I think you and I know that
once the structure of obligations is improved, unless
there are some penetrating claims, these countries aren't
going anywhere. So you need good transformation of the
obligation structure, but the sweetness in the debt |
reduction and debt conversion is not necessarily going to
do it.

You have the debt reduction people on the one
hand and they say all debt equity conversions are bad,
and you have the pros that basically view the debt equity
swap as the way of avoiding present value losses.

My sense is you could have a program with
major debt reduction that also included a transformation
of obligations, you know, and let's jump to whatever it
is, Ma.ch ;7th. Brady has now some things, and each
different bank and each different interest has put a
different spin on it. You read the Wall Street Journal
and you look at what Citibank is saying, and basically
it's saying Brady has endorsed what we're doing on debt
equity swaps, and some other people say, hey, Brady is
going to set up a system where we can have some enhanced
exit bonds and get the hell out of this problem.

Those aré radically different interpretations
that fit the interests of those different groups as I

have outlined them.

ACe-FEDERAL REPORTERS, INC.

Nanonwide Coverage

202-347-3700 B00-336-6646 "]



.240 01 01
marysimons 1
2

3

10
11
12
13
14
15
le

17

18 |

19

20 |

21
22
23
24

25

i
i

77

MR. RAUSSER: Isn't Brady's piaﬁ broad enough
to cover bofh of those two possibilities?

MR. LESSARD: But it can't do both of those.

MR. RAUSSER: He's suggesting a caserby-caée
negotiation which means --- |

A MR. LESSARD: A thousand points of voiuntary
debt reduction.

(Laughter.)

MR. LEWIS: Let's be a liptle}kinder to Jinm.

(Laughter.)

MR. LESSARD: But let's be realistic for a
moment. Let's assume, and I think there is a genuine
attempt here to change things, but let's assume that 25
percent of the net flows of the World Bank and the IMF
and U.S. AID, let's say, of the official net flows are
going to be channeled into some special facility to
improve to deal with the debt problem. Now the
interesting question is what is AID's interest in terms
of how that facility should be structured and for what
purposes it should be used. It's a limited amount of
resources that are going to be spent and there are lot of
different interests out there to be served. Which
interest do you care about?

Plan No. 1 might be that we do something that

looks an awful lot like the Morgan bond, and I guess
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that's been talked about. I think there are more
efficient ways to do that, but let's say that $10 billion
goes into a special facility and that $10 biliiqn either
collateralizes the principal of LDc‘bondé, which I think
is wrong, or, better yet, collateralizes the early years
of interest of the LDC, which is much better and that we
ought to lobby on pretty hard.

Let's say we put up $10 billion, and then we
tell any country that qualifies, new conditionality, any
country that qualifies will be to pass their bonds
through this facility into the market. This would allow.
Mexico to issue, let's say, five percent bonds or maybe
six percent bonds that would be worth, what, 60 cents on
the dollar, and offer then voluntarily to banks for
exchange, and it could take out all of Mexico's debt, for
example.

If it did that, think about the conditionality
problem for a momenf. You've got tremendous bargaining
power with Mexico in terms of entering the facility in
terms of what they agree to. Once they enter the
facility and transform all their debt, you have zilch
bargaining power. 1It's done. And you have to reséurces
left to push for the micro level changes, the
privatization, the issues of corporate bonds and the new

revenue financing that you want with in the Mexico
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system.

Furthérmbre, no banker in his right mind is
going to put in new money that is not credit enhanced,
and are you going to safe some of those resources for
credit enhancement of new general obligations, or are you
going to save some of those resources for credit
enhancement of project or enterprise like finanées?

There is at least one proposal running around within the
World Bank within the Latin American Section that says
net transfers by the World Bank, some fraction of those
will be set aside to credit enhance corporate bonds that
are used in privatization, a very interesting proposal.

And notice that this whole line of argument,
what it's doing is de facto subordinating the existing
general obligations without violating the clauses,
because what it says is you the banks holding geqeral
obligations will no longer have pari passu accesé #o the
net transfers by the official agencies, and it deals Qery
nicely with Ken's point that what happens if all the
money that taxpayers put in essentially goes out tqtthe
private banks. That's model one. Model two is hﬁch more
of a debt equity swap world with lots of potentia1'
problems.

It seems to me that AID probably cares about

some balance between those. In terms of your goals for
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marysimons 1 political and pluralism you have an interest in, and
2 let's take Mexico as the éxample again. salinas has to
3 come out with some reduction in debt service and some
4 moral victory in order to survive the six years and have

5 legitimacy. I think that's stipulated. Now whether they

6 need the money economically or not is a totally different »
7 issue. Some debt reduction program that allows them to 
8 issue low interest bonds is going to be very important to

9 them, but I don't think you want to stop there.

10 I think you want to say, yés, but all that

11 does is gives Pedro Ospi again power to run the eccnomy.
12 It empowers him to make all the decisions about the

13 ecbnomy which doesn't fit your pluralism interest, and

14 you want to say, wait a minufe, if there is any new money
15 coming into Mexico, it's going to go to the nation and

16 not to the state, and we will put in some mechanisms

17 | where by it goes to projecté, it goes to firms, it goes
18£{ to the Mexican private sector, it goes to places other

19 than just recapitalizing the geﬁeral obligations of the

20 |i state.

21 I'm being very anue, but it seems to me that
22 you've got some dimensicns in mind of what one might want
23 to do, some public resources that looks like are going to

24 be put on the table, and I think it's good time that they

25 will be. But then the question is how does one want to
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see those used kind of in the first instance and over
time.

| My sense is if we‘toék:an’AID agenda(‘it Seems‘
to me you wouldqsay, I think, if ﬁéxiéo is going to
succeed, there is a necessary But'nofwguffi¢ient
condition that the aggregéte amount of deﬁt will be
reduced, or at léast it would be made more efficienf.

There is also a necessary but not sufficient
condition that the micro structure of assets and
financial contracting within Mexico be improved and the
supervision of Mexican banks be improved, et cetera.
Your natural terrain, it seems to me, is to say'we worfy
about structures within countries.

You say we want to make sure that this
privatization continues, and we want to make sure that
there is less danger of conveyance and there is 5e£per
enforceability of contracts within these countries. 5We
can as much about the domestic investor as we care about
the foreign investor, we want a pluralist economic
system, et cetera, et cetera, those will be bur
objectives, gnd therefore what do we want to see in some
of these debt reduction packages that gives continuiné
carrots .nd/or sticks tcwards those ends as well as just
macro conditionality. That's where I come out.

MR. LEWIS: Can I ask you a first question, a
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somewhat different topic, 'lthough by"way of introduction
let me say that the left-bottom corner on your little
typology is in a sense ---

‘MR. LESSARD: The general obligation.-

(MR. LEWIS: Well, the question of, you know,
there is a substantive element in some of this stuff that
concerns me sometimes, and basically take this in the
case of a country that we were working more and that I'm
familiar with, Brazil, although I'm sure that Jim could
mention this in the context of a Costa Rica or somewhere
else.

The fact of the matter is that if you look at
the assets that these countries have, and let's just take
Ittipu, Cedar Brice and Electrabrice, the power compeny,
the steel company and their hydropower. 1In terme‘of »
capital asset pricing, those assets are probably worth
$75 billion in the world mwarket. |

So the question, I have always though that' the
problem, and ﬁe'fe disagreeing a little bit over how you
define "overhang" versus the way I would, but we éreae‘
little bit confused aooutywhat we are actually focusing
on. In a sense you've got a lot of assets'inxthese
countries that can generate all sorts of value for you
one way or another. 1It's not politically possible to

sell the national patrimony not more than it would be in
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this country.

The fact of the matter is, that is one of the
reasons why the whole privatization discussion is so
silly because the real question is whether you're
managing those assets efficiently.

MR. LESSARD: That's correct.

MR. LEWIS: And rather than focusing on where
value added in th¢ managerial sense could come into the
debt relief thing, we sort of talk about on the one hand
financial engineering as if that is unconnected somehow
to the efficiency with which these assets are going
around. That's the first thing.

The second thing, and this is a question and
not meant as a statement, there is at large an increasing
less popular view, it was more popular some time ago,
which is that they will grow out of it, and than in a
sense the presumption that still lingers in manykcifcles
that well, you know, if only we gét back to the 70's
level of growth rates. B

What I would like for anybod? who would like
to respond to that is to debunk that theory and point'out
basically the only way that works is with a return to
1970's inflation. I mean I think what people still
haven't quite grasped is that what made this transfer

sensible in the 70's was negative interest rates and high
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marysimons 1 | inflation. 1If #hat had contihued, there wouldn't have
2 been a debt crisis.
3 I think we need to get that aired for a minute
4 before we go on.
5 MR. FROOT': ‘If you want4to look at an

6 aggregate measure like debt GNP ratios and would like

7 that thing to ultimately éomply, it doesn't take very

8 much. All it really takes is that the rate of growth in
9 the economy be greater than the real interest rate on the

10 debt. So if you think the real interest rate is only a

11 couple of percentage points, you really don't need that

12 g much growth in order to generate a reduction in debt

13 | GNP. That's with a current account trade balancé.equal
14 | to zero.
15" So you can imagine that if4¥9p\§hihk the real
16 interest rate is around four percent and if you think
17 four percent is a reasonable nﬁmber for growth, thén{you
18 might think that you dor't need much of a trade balance

19,? surplus to get that number moving down.

20 z The problem of course 'is that it's noEkjusf‘
21!’ going to move down nicely over 50 years, that ali it
22 tzkes is one ratchet up and we agéin have the'capital
23 markets in a seizure where we run into the same problem

24 of '82.

25 | MR. LESSARD: And this is again I think the
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problem of more efficient claims. Look at ngico's
aggregate bélance sheet again. Over the lést aécade the
traded value of equities in the Mexican stock market has
varied between $3 billion and $40 bi;lion, and it could
be $80 billion in two years and it could be $12 biilion
in two years. I think overhang therefore has to be
defined in some contingent way. Again, your ideal
contract at an aggregate level was your share of GNP, but
you know that involves too much moral hazard.

Take commodity bonds for a moment. Commodify
bonds would be risk sharing from Mexico. They inQolve no
managerial involvement and they involve no penetrétibn.
They are still water's edge. They are still sovereign
borrowing.

"Basically you tell Mexico, okay, we've cut
interest rates to four percent, as long as oil prices
remain below 15, at 15 they may kick up to 6, at 20 they
kick up to 8 and at over 25 they are Libor plus tweo,
which means there is a concession, but the concession is
not the full amount of the current benefits you're giving
them that's clearly efficient.

I mean the notion that we would give ngico
relief with no capture at the upside seemsluncertgin,
warrants, it's a workout situatibnt How do you get

warrants on a country given that the outcome for a
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country depends largely on its efforts?

Well, one way you get warrants is you share in
the external things that affect them. So that says
commodity bonds. Another way you get warrants is you
participate in identified economic activities where wou
can. Let's take hydro projects. 1I'm very critical of
Bankers Trust owning power plants in Chile. I remember
learning a lot about IT&T in Chile as I was growing up
and foreign ownership of public utilities and how well
that worked out and the imagery of that.

You know that there is no managerial
involvement benefits. These are engineering projects
that are being run by Chilean enéineers. You know that
you're setting up a major conflict situation between
consumers now and foreign owners. There are ways of
doing quasi-equities in various formula contracts thay I
think are less offensive but are less penetrating. There
is a whole range of things.

So if the idea is if it's risk sharing or
efficiency you can get that without necessarily having
full equity. Where you really want full equity is where
the managerial involvement matters in a major, major
way. It's not that equity is good. 1It's that in some
cases equity is good because of what it brings with it.

In other cases equity would be harmful because it's going
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marysimons 1' to introduce more noise and more conflict ipto the
2| domestic politigal situation than\any benefits it could
3 | Create.
4 MR. GILLIS: It's what yduqu with risk.
5 | MR. LESSARD: 1It's what you do with risk,
6 right, and what you do with incentives frém managing net

7 risk. My sense of the negative view and the thing that

8 the Latins are reacting to most strongly in debt equity

9 swaps is kind of the knapsack view. The countiies are in
10 trouble and let's go down and pick up the assets, the

11 good assets and carry them away, and they are going to

12 I rightly resist that.

13 The positive view I think is a recontracting

14 view that says can we recontract in a way that is

15 mutually beneficial? Can we recontract in a way that we

16 get paid off only if you do réésonablyﬁwell.

17 | Now my sense is that has to be accompanied

18 f realistically with some debt reduction, and it also has
19 | to be accompanied realistically with some sharing by

20 public authorities, let's say, of private creditors'

21 losses. So you go back to the initial point.

22 If I roll my general obligations forward

23 through money lending packages, new money lending

24 packages, I have an implicit partner in‘thOSé lossesi If
25 I transforﬁ them into anything else, I‘dén{t, you Kknow,
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marysimons 1 and could we find a way of leveling that for a holder of
2 existing obligations. I don't know. . It's an open

3 question.

4 MR. LEWIS: It is intereSt;ﬁg to note though
5 that this is precisely the way cbmméréial wq;kouts

6 operate. I mean there is the notion of debi; reduction
7 and the fact that the cvalition among the creditors

8 begins to break, depending on how senior they are. All
9 you have to do is look at something like International
10 Harvester which is no longer even called. See, the
11, problem is the countries can't change their names.

12{ MR. RAUSSER: Sure they can.

13 MR. LESSARD: But you can't remove the

14 | shareholders. There are people who live in these

15 countries who have to eat. I mean that{s’the‘rea;

16 problem. Bankruptcy, you take out the shareholders and
17 you replace them, right? So you take the people out of
18 the country and you ship them somewhere else and you keep

19 the assets through bankfuptcy. You can't do it. I mean

20| that says there is no single solution, but it seems to me
21 if one had a clear agenda, and I would like to learﬁ\much
22 more from Malcolm and others about how yoﬁ really make

23 the micro level changes that work.

24 But if you had a clear agenda about what kinds
25 of micro level changes do you want to induce within
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countries, that will make private investment both
domestic and foreign attractive again and lead to

growth. Then you say, okay, how do you incorporate that
agerida in the overall debt workout so that at least you
reserve sone of the carrots and/or sticks to get those
things, because they are not going to happen because they
are good. They are going to happen because you brlbe
people to do them or because you pressure people to do
them.

MR. FOX: If I might comment onthat last
issue of how you get growth going again. It seems'po*me
at least in the Latin American counfries we're dealing
with there is a vast difference among countries in terms
of the opportunities that are there for investment or Fhe
expected profitability of investment, and the one,couﬂfry
where we have had a big debt reduction program is
Bolivia. The commercial debt was sharply reduced, and
yet the country hasn't started growing. Simply because
maybe you've gotten rid of some of the problems that
retard investment, nevertheless, there are still enough
problems, unrelated ones, debtor problems.

In Costa Rica, on the other hand, we've seen a
real significant increase in private investment despite
the persistence of the debt problem. There are

investment opportunities for some other reason. Anyhow,
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I quess the'coﬁntry-by-country approach continucs to haye
to be uséd. You select your countries for debt reduction
or debt adjustment based on what is going to happen when
you get rid of the debt.

MR. LESSARD: If I could make just one
response there for a moment. ’It seems to me that the
World Bank has certainly stated that it has these sfrong
interests in micro level adjustment and a lot of the
conditionality programs are focused on this. But in a
sense those have been largely used still I think as
either carrots or sticks on the overall adjustment
problem, and is it time for U.S. AID or maybe the real
side of the World Bank to break out and say our interest
is in fomenting particular types of changes and we are
going to bring instruments to bear on those changes
regardless of what's happening in the psyche and
essentially serve notice on the debt side that you're not
going to stop the funding of micro level reforms in a
particular country just because there is not a debt
Zgreement.

- MR. GHADAR: You have on one axis, Don,
managerial involvement, but managerial involvement goes
hand in hand with managerial evaluation. Unless you have
a capital market that can accurately measure managerial

involvement/managerial evaluation, you're walking with
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one of your legs tied, and I think that sort of goes back
to what Phil was talking about earlier.

One of the micro things which is not really
micro, it's more micro/macro, is to develop the capital
market in such a way that the managerial
involvement/evaluation can be put in place, and that's
something that I think AID can be verj actively involved
in.

MR. FROOT: Two brief points. First on this
domestic financiél market liberalization point. 'I think
it's importént to remember that financial market
liberalization can be a two-way street in terms of
capital flight, that liberalization of these markets, you
know, you look at the countries with bad capital flight
problems, and those are precisely the ones in which it's
possible to get the money out easily.

So that when you un@ertake financial market
liberalizations, I think it's important to remember that
they need to be some combination perhaps of a development
of an internal domestic market in which asset shares are
traded, for example, but in which there is still very
strong restrictions on international capital outflows.

The second point was, just to énlarge a little
bit on what Don suggested in terms of his voluntary

buyout when there is some kind of guarantee, for example,
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on a few years worth of interest. I think that is a very

promising scheme. I think in order to make it sort of an

important scheme in dealing with the overall problem, I

think it's important that the guarantees or the seniority

that would be implied on interest would go out more than

in just a couple of years.

If it's only a small fraction of the net
present discounted value of the claims, then there is
only going to be a very small amount of debt reduction
involved in this. So that if you don't get much debt

reduction and you also don't get much in terms of the

transformation of the claims, if it's just straight debt

so you don't get much transformation of the claims that
way or in terms of liquidity, in terms of cash flows,

then that kind of plan can't help very much.

The real exit bond story is one in which it's

more than just a few years worth of interest that is
treated truly as senior, and maybe that's an important
sense in which Brady's speech emphasizes these waiver

clauses, these waivers on sharing clauses.

MR. LESSARD: Although if you do it by putting

in zeros to collateralize the principal that's held by
Morgan, that's not going to do anything.

MR. FROOT: That's right.

MR. LESSARD: If you put in real monies that
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marysimons 1 i weressufficient to cover let's say tﬁe total amount of
2 | three to four years' interest that could roll back, theﬁ
3 you also have a moral leverage commitment of the
4 | governments that are putting up those monies and you
5 might actually get some water running uphill. In other
6 words, it might provide the image of more seniority than
7 { is actually there, and I think that's what everyone is’
8 E looking for. |
9 ; In essence it would recognize thét the
10 { enforcement of these claims is moving from the cartel of
11 : banks, which is dissipating and is movingkto Treasury,
12 ; and you say, okay, now we haQe five percent bonds from
13 ; Mexico that will be enforced by Treasury pressure on
14 ? Mexico rather than by concerted new money packages and
15 i this is now a Treasury responsibility and even thgughx‘
16,§ they are not going to guarantee it, they are goiqg to be
17%; involved in it. I mean you have tp have something‘of
18!§ that nature if you are going to really reduce that thing.
1925 MR. MULLEN: As I listen to this I realize
20': that AID in a real sense has been concerned with debt
21 i issues for a long time, but AID is never really quite
22 : sure that it knows what it's doing. The issue is will
23 | the true AID stand up. I mean I think AID figures it got
24 i into the debt business when it got interested in debt
25 | equity swaps, but in fact really what it was doing there

ACE-FEDERAL REPORTERS. INC,
202-347-3700 Nationwide Coverage RO0-336-6646 C/‘/
Ve



94

2940 01 01

marysimons 1) was just another‘way to do its small proﬁect approach to
zii live, aﬁd it:was a¢way to leverage its money.
3§ ‘AID.is much more concerned with debt I think
4; when it's concerned with financial market infrastructure,
5; which it is in a lot of countries around the world, but
6, we of course don't know that clearly. We don't have a

7il clear philosophy and we haven't really adopted the grbwth
8 ! philosophy that you're report gets at, and I think that
that is AID's real issue.

10 We can play a major role, it seems to;mé, in
11, the whole capital flight business, but to the‘extenf that

12 ¢ AID gets involved in capital flight, it's to reassure the

13f Congress that our particular dollars are not flowing

14 : out. They don't care about anybody else's dollars or

15 ? foreign exchange. |

16 : So AID has a major role, it séems to me, to be
17‘: played in terms of capital flight, in financial market
18:: infrastructure, in bettering the investment climate to

19 f try to pull some of these resources back into these

2055 countries and keep them there, and probably less so in

21 the direct, if you will, programmatic involvement in

22 i debt, although we probably have to do that, too, because
23 we have to wear all of these crazy hats.
24 But if you do anything by the end of the day

25 to help focus this philosophy and make people understand
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marysimons 15 in this building and in this government what AID does

|
|
r
i
2;; really is playing a role in this debt issue and growth,

|

3; that would be wonderful, it seems to me.

4 I MR. RAUSSER: cCapital flight is not all bad.

5 It provides a signal about bad policies and ﬁhat.those

6 | policies ought to be reformed. If a lot of.ﬁs wergﬁ't

7'i there to protect the shortrun sustainabilify of those

8 ! policies, the capital flight would le;d to a feVision‘gf

9 { those policies.

10 ; MR. LESSARD: You want to focus positively on
11 f the domestic capital formation.

12, MR. RAUSSER: Yes, precisely.

13£ MR. LESSARD: But if you could become clear
14 representatives and articulators of the issue of domestic
1sff capital formation and micro reforms that allow a

16 ‘ deepening and not just a liberalization of capital

17 : markets that allows foreign investors to come in and use
18;? the same financial infrastructure that domestics use so
19 ? that it serves both purposes and they become mutually
203: reinforcing bed fellows and so on and so forth, then you
zia§ would be part of the debt debate, but in terms of saying
22 ; remember, guys, whenever you do those things think about
23 ; this issue, and therefore maybe you want to save some

24 ; carrots for this issué or maybe you don't want to do the
25 | debt reduction in a way that precludes these changes.
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My sense is there is no clear articulator at
the moment of ;hose interests, aﬁd in a sense the World
Bank moved froﬁ being 5 potential articulator of those
interests to becoming(yet another macro restructure
articulator at. least publicly. &

MR.. LEWIS: 1It's a question of whether'the
rubber ever touches the road though.

 Bill.

MR. FULLER: Sort of following on the last two
comments, it strikes me that we can effective in three
areas and we have some institutional track record in
these three areas.

One of them is the one that John just
mentioned, and that is trying to get ahold of the policy
and institutional environment. There is lots we can do
in that, we have been doing that for some time and I
think we can deepen it as somebody suggested.

Another is the area of debt management
itself. There are some absolutely fine institutional
assistance available from the States that we just don't
draw on, and there are a number of bureaucratic and
political reasons that make it difficult to do that, but
I think we can find ways to get some of that support into

Central Banks and into Ministries of Finance to provide

assistance.
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marysimons 1 The second area is on the data side. I'm

|
25 absolutely taken with that from the experience we had
35‘ with Indonesia in the Central Bank where we provided
4!' support through the Federal Reserve to try to strengthen
552 the data systems management information systems that
6 pertain to debt and to other issues as well. Now that's
7 an area I think we need to flesh out.
8l The third area, which we have not mentioned
9 § today and it's one that may be met with some derision,
10 f and that is are there steps that AID can take to soften
|

11, the landing for the public at large that may be affected
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12 by the adjustment processes that are related to debt.
13; Now we have done some interesting work in
14 ; countries like Tunisia, and we have a study that is
15 § coming up that is looking at the impact of the provision
16 | of food that is then monetized and then there are a bunch
17 of jobs that are created by investments from
185; monetization.
195{ The question is who are the vulnerable groups
20'5 and how are they affected and whether there is something
21.. that can be done in this area either on a larger scale
22': through some kind of an international fund almost like a
23 compensatory finance facility or whether there are sort
24 i of little micro interventions that AID can make to soften
25 f the landing for some of those vulnerable groups.
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marysimons 1} V So thése are sort of the three broad
2 categories that we in the Asia and Near East Bureau are
3 trying to get our arms around, and the two that are least
4 developed I think are really the debt management side and
5 is there a real substantive contribution that we can make
6 there where the U.S. has a comparative advantage, and I
7! say yes, there is in the institutions and the States, and
8 secondly, is softening the landing.
9| We are in a mess in Egypt right now, as
10; everybody around this table knows, and it's a mess that
11: is largely a problem of politics and how the structural
12! reform programs are being marketed and how the landing
13? can be softened. We talk about it, we articulate it, but
14£ we have not creatively I think worked out a way to
15ﬁ approach that in a good way.
16! So for me those are the three areas, Cliff,
17 that I think we need to concentrate on. '
18 i MR. LEWIS: Warren.
19! MR. WEINSTEIN: I would like to follow on from
201! that. I would also make the comment that some of what I
21 wonder about is the either/or approach that has been put
22 on the table, that debt swaps and commodity bonds are the
23 way to go. A lot of people who have tried commodity
24:; bonds haven't found that worked very easily and a lot of
- 25 ’ countries have been very reticent to tie out their
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marysimons 1 sources of foreign exchange. Some have been able to do
2 that with futuré flows, like on telephones and‘what;have-
3 you.
4 It seems to me that if we're talking about
5 debt management and we're talking about growth, we're
6 taking about the same thing and we're not talking about

7 the same thing. Debt management is part of it, but also

8 part of it is getting more production and more

9 investment.

10 Now some of what you've been talking about it
1ll is how do you bring the debt overhang duwn and how do you
12 : start to get the cash flows flowing so that you're help
13 ; it to happen and they start to produce. I think at that
14 i point something like debt swaps can play a role.

15 || MR. LESSARD: No gquestion.

16 MR. WEINSTEIN: 1It's marginal perhaps, but it
17 starts to come in. The bottom line in all of it is going

18} to be a lot of the work that we're doing in the policy

19 reform area, that the Bank has to do and stick to our
20 guns and also start to better define and fine tune.
21 MR. LEWIS: But, Warren, there is a different

22 question, too, and I'll criticize the Bank rather than

23 AID because it's more wholesome to criticize the agency
24 I'm on leave from rather than being paid by.

25 The fact of the matter is of course you can
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write a speech for the President of the World Bank to
give to say all of the great structural adjustment work
and we're not just doing the same thing as the Fund even
though the Fund thinks that's all we're doing, and even
though that's all the customers think we're doing, and
even though in fact you can't point to any successful,
except for a few handfuls that you don't want to focus on
too much because somebody might look into them, success
stores of sustained structural adjustment and
institutional change. Now my point of view is maybe
that's not a coincidence.

And to add just to what Bill was saying and
then open it up then I think to some of you all here who
consult for the Bank as well as for countries, I would
ask the question somewhat differently. Comparative
advantage-wise there are all sorts of people vying for a
role in this. Some of them pay consultants without a
special Act of Congress a maximum of what, $280 a day and
others of them claim they pay whatever the market can
bear. Some of them have on staff 5,000 economists and
others have around 31. Some of them travel first class
and others don't.

But, also, one of the things about o.ie of the
other ones is they also have the odd experience of having

about 2,000 people in the field, and they also have the
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odd experience of basically for better or worse being in
the technical assistance business because really all they
do is give grants. They have a lot of experience, this
younger cousin or whatever we should describe this
organization as, it has a lot of experience in working
with academic institutions and others trying to build
relationships with developing countries.

I just would ask the question what is the
comparative advantage of the AID as a player in this
versus the Bank? In fact, to get away from the rhetoric
on this, you know, what is just not being done well now
that we ought to be having a look? Obviously that's what
we are going to come back to after lunch, but let me ask
those of you that do in fact work in this area, Bob or
Phil or Don or Malcolm, what do you think?

MR. GHADAR: If I could just jump in for a
little bit. I used to work with IFC and I do a lot of
work for them from time to time. If yoﬁ look at what is
there out there that is being done, and again it's a very
difficult thing to look at, but if you look at what's out
there that is being done and if you look at some
aggregate figures like débt reduction, and there are also
problems with that, but aggregate debt reduction, ho&*is

that coming about?

You can argue the numbers, but somewhere about
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marysimons 1 75 to 80 percent of the private sector aggregate debt

2 reduction has bheen debt equity swaps. We can pooh-pooh

3 debt equity swaps, say it's difficult, say it's this or
4 that, but then you look at the debt equity swaps and you
5 say, okay, what is the characteristic of these debt

6 equity swaps?

7 We were in the Ivory Coast and I heard this

8 gentleman who is in charge of the debt equity swap

9 program in Chile speak, and I really quite surprised.

10 The average debt equity swap program in Chile is $6

11 ‘ million. Now that's an awfully small number w?en you're
12 { talking about billions of dollars. If you want to be a
13 E player in what is being played, it's going to Be

14 | extremely labor intensive, a lot of hard work and it's
15 going to be micro.

16 Therefore the question then becomes whb is,
17 your question, who is more efficient at doing that? And
18 I'll tell you being at the Bank, being’at the wrong side

19" of the Bank, at the IFC side of the Bank, I certainly

20 don't think the World Bank is in a position to do that,
21 and that's an awful thing to say.

22 Now the question is if you want to do that,
23 then is AID the person to do that, and if you want to be
24 | the person to do that, what do you have to do? 'I don't

25 know the answer, but I'll throw that out.
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marysimons 1’ IMR. LEWIS: You start as long as your honest.
2 (Laughter.)
3 MR. GILLIS: I'm not ready to answer the
4 question of where is AID compared to advantage. I
5 thought maybe I would take a shot at that at the end of
6 the day.
7 But one thing that concerns me as I read these
8 documents you sent us and I read the AIb documents and
9 there is all this discussicn of the policy reforms that
10 you're going to require in order to be a member in good
11 standing and get some of the benefits from efficient debt
12; reduction, and I've looked in vain and I've back over

|
13‘ this big, fat thing that was prepared for the Bank and
f I've looked in the AID's stuff and I've looked vain for a

14L

15} little glimmer of a description of what it is and what

16 sort of policy reforms you're expecting and in what areas
17 will you say finance it now and then you'll say tax and
18' sometimes you say something else, but if a lot of this is
19 going to be conditional, and I use that word at some

20 risk, on policy reforms, and you've got to do the ;efdrms

21 to continue to get the goodies, you had better be

22 spending some time I think defining how you're going to
23 define policy refofms that let countries qualify.: I have
24 my own ideas about that; “ |

25 Now both of you said you wanted a little bit
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marysimons 1 of a example from a couple of countries' experiences, and
2 I'm going to tell you that only to let you know, if you
3 didn't know already, and most of you do, that when we're
4 talking about policy reforms we're talking about very few
5 examples of things that can be done overnight.
6 You can slash a subsidy to domestic
7 consumption of petroleum oxr fertilizer overnight, you can
8 do that, but if you haven't worked through what that is
9 going to mean to urban and transport and transport in
10| general, or if it's fertilizer and you haven't worked
11? through what that is going to mean for food production
12 and other things, you're going to have to do another one
13 pretty soon and it's just going to fail.
14 There is a country that I have in mind that in
15 | as late as 1981 petroleum was responsible for three- |
16% fourths of its export earnings and two-thirds of its
17 g taxes, and when petroleum prices started their nose dive
18'? at the end of '81 really several things started to take
19 i shape. Planning for reform began actually a little bit

20 i before that.

21 By '83 when oil pricesahad dropped from $39 a
22 barrel for this particular country at Dumaipour to about
23 $29 a barrel, they were ready to move and they put in

24 five reforms, most of which théy had béen planning for at
25 least a year or two.
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marysimons 1 First they had éome reforms of current
2 government spending, and the most important of those was
3 a drastic slashing of subsidies of all kinds,
4 particularly for refined petroleum products. Those had

5 reached five percent of GNP, by the way, and they got it
6 down to one percent of GNP pretty fast in two steps.

7 The second thing they did was a devaluation,

8 30 percent if you look at it the way the Fund looks at it

9 and 50 percent the way other people look at it.

10 The third thing they did was not really a

11 reform, but it was a harbinger of some other things to

12 ; come. They slashed capital spending on some big dog

13 ; projects that were very near and dear to the hearts of

14 ! some influential people, including the military. This is

15 ] Indonesia, by the way.

16 Fourth, in June of '83 they put in a financial
17 reform, but they knew they couldn't do a full-scale
18 . financial reform with just that little bit of lead time.

19 It was a year and a half. The legal basis for the

20 | reforms, really for a true reform wasn't there, for

21 ‘ banking reforms and for pensions, how you handle the

22 pensions fund. They said well, we'll do what we can 'do
23 anyway with the prices; with the macro prices, and now

24 we'll get busy on providing a legal and regulatory basis.
25 So what they did was they liberalized interest
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marysimons 1 and they deregulatéd how -- well, you can say that the
2 prices of the financial sector were basically
3 deregulated. The other barriers about who can do what,
4 when and how weren't yet. |
5 Then the fifth thing they did was a tax
6 reform, and that had been planned for two years, and it
7 was also recognized that that thing wasn't going to pay
8 off for another two years. We did an income tax reform
9 because that was a long-run thing to do, but we didn't
10 expect very much from it, except we wanted to get rid of
11‘: the barriers to efficiency caused by all the fine tuning
123: that had been going on over the years. They key to that
13 g was a value added tax, flat rate, no exemption, 10
14 é percent by buy in right now to the manufacturers' level
15 E and import level.
16 ; Now those worked pretty well, and you look at
17 ; your major oil exporting countries or even your minor
18 ! ones and you'll see that they all toock a nose dive after
19]§ '82, every single one of them but this one. They only
20‘5 had one year of stagnant growth. They have averaged
21 about three and a half to four percent since then in the
22 face of some very trying circumstances.
23 Now a lot of time and energy had been invested
24 | in the five reforms that I've talked about, but they
25 didn't stop there. The '83 reforms were basically, these
{
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are macro prices, oil subsidies, tax rates, interest
rates, exchange rates and these are all very important,
but we know what happens when you don't do anything but
change macro prices, you run out of steam pretty fasc.

So they focused in '84 to '88 on the micro
level, and that is deregulation, not only of shipping,
inter~-island shipping, very important in an archipelago
nation, but also on deregulation of entry terms for
foreign investors, deregulation of equity rules and a
whole bunch of other things about internal trade. They
focused on trade policy reform apart from exchange rates
and worked steadily on that for the next four years.

All the while they were working on providing.a
legal basis to make the reforms in finance work, and
that's in banking and pension funds and other things, and
that's now in.

Now people have asked me many times what are
the lessons from Indonesia, and I used to say, well, the
lessons from Indonesia are that it's very important to
have continuity in policy-making, but, you see, that has
two sides. I used to say that the people who designed
economic policy and implemented it in Indonesia had a
good track record and it was long, and it was long

because it was good, and it was good because it was long,

and that's true.
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(Laughter.)

But what are the lessons there? We say we
can't have that kind of continuity, this just won't
happen. Well, that wasn't the only factor at work, and I
keep reminding AID of this every four years, it's a cycle
of four years about the things you do very, very well.

One reason why these things so far have worked
pretty well, and I think even critics will say they have
worked pretty well, is that we were able to rely on large
numbers of trained countries that have been trained in
the United States primarily by U.S. AID, first a group
from '60 to '66 and then from '69 to '88. We have 500
people we could count on, and about 70 of those were
people with Ph.D.s and the rest were MA or failed MA who
had nevertheless picked up a lot of statistics and basic
economics when they came back, and we had no shortage of
people to get in the trenches and implement this stuff.

Now where can you say that's happened, where
otherwise? Well, maybe in Bfazil, I don't know, but
these chickens came home to»roost, not turkeys, but
chickens came home to roost because this infrastructure
was there. I'm afraid that AID is going to forget about
this when it's working in some of the poor African
countries and when it's working in Paraguay and other

places because this is the essential element and partly
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it's responsible for continuity. It has many features
and I won't get into it.

So that's one lesson from all of this. I do
not think it's irrelevant for you when you're talking
about your role in debt to reassess your role in
providing opportunities for specialized educatiqn for
peonle who are needed to make these things work because:
the universities certainly aren't doing it in any of the
countries that I know, with one exception now, Chiié,
where that is happening at the master's level and maybe
you know of others. (

The other lesson is these reforms all take
time to do when they are done right, and they also are
difficult tc put into a list of requirements about this
is what you want to do.

I mean there is only thing I'm very sure
about, and that's how you want to define tax reform in
such a way that you're beneficiaries‘dén quality, and to
my way of thinking there is only way to do that. I mean
I think now we understand that a tax system can do one
job well, and only one job well, and that's raise monéy
or transfer resources from the pﬁblic sector if you want
to split hairs.

It doesn't help with in-country distribution,

and it damn sure doesn't help in redirecting flows of
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resources to critical parts of the economy. You just
screw it up for revenue purposes when you do that. It
doesn't do anything but raise money. That means that you
want a tax system that is central, very, very central,
and that means you don't want to be messing around with
rates that are uninforceable. And it turns when you have
one that is simply you can collect substantial amounts of
revenue.

The history of tax reform now in the past 15
years, every single country, every single developing
country that has had indirect tax reform has moved to a
simple kind of value added tax, every single one. Those
who have been having problems have been tinkering with
their simple taxes. Argentina, their tax is a mess
because they have tried to make it look like an income
tax and do all kind of crazy things with it. I don't
know what's wrong with the Brazilian one, because that
one is easy to define and I defy anyone to say that there
should be any other definition of a tax reform that you
put in the basket of the list of qualifications. You
would have a long argument with me and a lot to prove.

Then what kind of financial reform to you
want? Well, you say you want to free up interest rates.
You had better be real careful about that. If you're not

doing some other things simultaneously, you can get
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yourself in a lot of trouble.

| Look what happened to Chile in '79-81 with
thinking that you could put trade policy reform in one
box and financial policy in another and look what
happened to them, two years of growth averaging minus 12
percent. So you've got to be careful about that. You
may not have an institutional basis to do that just vyet,
and that's where you want to get, but if you do that
overnight, you sometimes are going to be in for some huge
surprises, and I could name some other places where that
has happened when the proper preparations weren't done.

On exchange rate policy, well, Dick Cooper and
I have been having words about this for years and years,
if the currency is overvalued, and there are benefits
from doing it if you do it right. Now that's kind of
pretty obvious, but once again you've got to be careful
what yvou're doing at the same time.

If you are not taking steps immediately to
begin to remove these institutional obstacles and these
bottlenecks like, for example, heavy regulation of
shipping and trade or a Customs Service that requires 95
signatures.to clear a box of pencils, then devaluation is
rot going to do you a damned bit oi ,ood, not any, if you
don't take steps. i

So AID gets involved here by helping out with
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marysimons 1 the folloﬁ-up,'and perhaps in some countries helping out
2 and getting the people together to help do this. 1In the
3 follow-up in Indonesia is another reason reforms were
4 apparently able to work, and I say that just so you won't
5 ask me five years from now why I was so positive about
6 it.
7 Once we did these things, we could to U.S. AID
8 and we could go to the IMF and say, look here, now we
9 need help. From the IMF we got to have help on
10 computerization of the tax system. We got it all set up
11 and we got the hardware and the software, and we need you
12i now to help train people and get them to look at these
13 things in a systems way and do it all over the country.

14 Fine the IMF says great.

15 So we go to U.S. AID and say, look here, now
16 we know what we're going to do and we ﬁeed your Heip in
17 implementing, we need your help in implementing some of
18 . these reforms particularly in banking law and pension
193? law, and that I must say has worked pretty well. And as
205? soon as we got a new governor of the Central Bank we got
21 § our package through on new banking laws and pension laws
22 | and that's all it took. Everyfhing else was there.
23 So you've got a big comparative advantage
24 particularly in countries where you've got track records,
25 and where you've got the best track record is where
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marysimons 1 you've trained a lot of people ahd don't every forget
2 it. Don't forget it. Where you've got a track record
3 pecple will come ask you to do things, and that's when
4 you're work is going to be important. When you go in and
5 say well, we can send you Don Lessard and two or three

6 others this next week to tell you all about how you ought

7 to do the commodity link bonds, if they haven't asked for

8 Lessard, that's not going to do any good I'm afraid, you
9| see.
10 I happen to think you should send him around

11 | the world for about six months to talk to people about

12 what their options are.

13l Look, when I was talking with the Chinese

14 i about this in '86 I was dumbfounded that none of the

15 | modern concépts of risk harl percolated into the Central
16 Bank or the Minister of Finance. I was absolutely

17 overwhelmed. I junked everything I was going to do anq
18 . spend two days talking about modern corporate finance and
19 | not about tax reform at all.

20 MR. LESSARD: This is frameworks and it's not

21 which thing is right.

22 MR. GILLIS: VYes, it's how do you look at
23 these things, and that's something you can do, too. I
24 don't know how to tell you to organize to do it, but in

25 the o0ld days you had a stable of people. The USA had a
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stable of people that you had to this. The Harbergers
and the Gun Rannises and you run them from country to
country and, believe it or not, they were very, very
effective. They were very, very effective, particularly
in countries like Ghana, the AID Director you had there
in the 60's who kept bringing Gus Rannis out, and kept
bring Harberger to Chile and Uruguay and other places.
Believe me that worked. It had an effect.

Certainly when you brought Gus Rannis to Ghana
when I was a very young economist, it stopped me from
making a terrific error on the advice I was giving and
that was very good, and now I've learned.

So you've got these things you can do that are
different from country to country and you need to
continue keeping the kind of flexibility you've got.

What is going to work for one AID mission, and I know
you're not talking about where you've got missions, but
that's where you're most effective, and you know that.
What is going to work where you've got one AID mission is
not going to work so well in another. It's the'tailor
making of it is the things that makes AID effective, the
U.S. AID agency effective. |

Now later I'll tell you if I have any ideas
about where your competitive advantages are other than

this. 1I'll let you know.
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MR. LEWIS: Well, I wish the sandwiches were
here because it would be a nice time to break, but they
are not so we can't. But the fact of the matter of is
it's nice to hear somebody that has involved as many
years as you have in actually doing policy conditionality
work before anybody was stupid enough to call it policy

conditionality.

MR. GILLIS: I was doing it in the government.

MR. LEWIS: Exactly. The marvellous part
about this thing is the some of the terminology gives
away how silly the nature of the business is, but that's
a question for a rainy day and not a nice day.

MR. BENCH: But an observation on your
reaction in China, that there were a whole bunch of
things they didn't know. The World Bank, what do they
call it, the Economic Development Institute of the World
Bank help a seminar last year for a week, and we allJéot
locked up in some old estate, and generally the level of
person that was there was a Deputy Minister or a Deputy
Governor of the Central Bank and there were some 20-odd
developing countries represented, generally some mix and
indebted countries and some basket-case countries.

Oon the program on a Thursday morning for an
hour and a half was something that everyone was

questioning the valve of, and that was the regulatory and
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accounting environment in which all of this debt is
taking place. So we ended up starting at 9 and finishing
at 1 only because we had to eat, we could have gone all
day, and what kept it going were the questions from these
people about very basic and simple things that why the
hell they hadn't been briefed by somebody else in their
own government, God knows. But here were guys, and in
some cases we had a Governor and a Minister, but most of
them were Deputy Governors and Deputy Ministers, and you
could see their frustration in saying why the hell didn't
somebody tell me, is that the reason why Citibank is
doing this and now I understand why Rhodes wants this,
and clearly there was a major gap in nut and bolt
plumbing kinds of information getting to that level.'

I would agree that that probably isn't a bad
area to get involved in. | |

MR. GHADAR: As a matter of fact, there is a
program that AID has co-sponsored recently on capital °
market development, and we bring in people exactly at
that level of the Deputy Governor, Deputy Vice Minister
and Vice Minister level and they come over for two weeks
and talk about capital markets. We staéted off b&
getting really into it, and they said wait a éecond, wait
a second, what do you mean by that? So we have to go

from step one going up and it would take two weeks.
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So ydu're absolutely right, many of these
people need the fundamentals before we get into the

exotics.

MR BENCH: Just another observation about
this thing. What was really cute was all these guys were
locked up for a week and we really couldn't go anywhere.
We were just prisoners on this estate, and you had the
Thais beating up the Brazilians and you had the
Malaysians beating up the Peruvians, but you basically
had developing countries that were borrowing at libor
plus a 12, and developing countries that were beingﬁ
rescheduled and rescheduled, and just the dialogue of the
successful developing country with the not so successfﬁi
developing country was extremely worthwhile.

MR. GILLIS: Do you know what the difference
is? I used to love to get these arguments started among
my foreign students at Harvard. I would get them started
on what was causing the differences, and basically the
Asians ended up telling the Latin Americans and the
Africans, they would say basically you're looking outside
for your problems, you're looking outside as a source and
solution, and we're looking inside, and we're looking
inside for the sources. That's what they concluded.

MR. RAUSSER: Coming back to your Indonesian

example for a moment, you said that they had the plan on
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marysimons 1 the table for a year‘bgfore the crisis, before the oilr
2 crisis.
3 MR. GILLIS: For the tax reform, that work

4, started January. '81.
5 MR. RAUSSER: My quéstion is a bit different.

6 If you look at their experience, I would think that it's

7 generalizable to any government that has good
8 bureaucrats. They are going to have plans on the table.
9 The question is whether the environment is receptive to

10 the plans.
11 MR. GILLIS: Most governments don't have plans

12 on the table. When Shultz and Dam =--

13 MR. RAUSSER: No, no. I said when governments
14 that have well trained support staffs, people with this

15 sort of training, they are going to be talking about

16 plans of one type or another, aren't they?
17 MR. GILLIS: Shultz and Dam wrote that book
18 ; and went to great pains to point out the‘need, and their
19 j audience was the U.S., the negd to haQe good economics on
20 || the shelf, good economic proposals on the shelf ready to
21 put in when the time came to do something, and I don't
22 think our country is a very good example.
23 MR. LEWIS: I would say in Latin America where
24 you would have had no dedrfh of Harvard traiﬁed or MIT
25 trained economists =---
i
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marysimons 1 MR. GILLIS: There were a lot of'plans on the
2 table. They've go£ think tanks down there ===
3 " MR. LEWIS: What I'm saying when in Brazil or
4 Mexico the,cfisis hit, you know, and Chile is a case I

5 think a bit like the Indonesian case and Turkey is a bit

6 like that, but in fact even where there was a reasonably
7 homogeneous technocratic crew, in fact there was just

8 panic. There wasn't a plan. Now maybe that was partly

9 the political system, but the longest time arising, and I
10 was down there in '82 really when the fur flew, and the

11 first thing that happened was the President of the

12 Central Bank had a heart attack and the second thing, the
13| Director of the Foreign Exchange Department went into his
14 office, closed tle door and wasn't seen again. So that

15 basically they had to send two people down from the Fed

16 in New York to run the Foreign Exchange Department at the
17 Fed because all transactions had been transferred to the
18 government, but there was nobody there literally and the
19 paper just kept coming in and it was like the Italian

20 Post Office.

21 MR. RAUSSER: If they hadn't had the oil
22 crisis, would those plans have been put in place?
23 MR. GILLIS: Would they have been put in

24 place?
25 MR. RAUSSER: Yes.
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MR. GILLIS: No.

MR; RAUSSER: So you need the exfernal crisis
to --—- N

' MR. GILLIS: The chief architect of all this,
who is no longer a Minister, in early '81 we were talking
about this énd how the §ii priée was and we agreed that
something is going to happen pretty soon. He actually
started rubbing his hands that now we'll begin to get
things done. He actually rubbed his hands.

MR. GHADAR: I don't think that's unusual. I
mean my background is not in Brazil, although I have done
some work in Indonesia. 1I've worked in East Africa and
West Afrieca, and I'll tell you, if there is a plan there,
I have never seen it. I don't want to be too negative
here.

MR. LESSARD: Indonesia had financed its oil
development with production shares. It didn't do it with
general obligation borrowing. So there are two sides.
The macro structure was efficient énd there was micro
structure work.

MR. GILLIS: ‘And anothér country that he and I
were working in at the same time was trying to do exactiy
the opposite, take all the market risk in oil investments
and let the companies just supply the money.

MR. LESSARD: So when people include commodity
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risk sharing I guess they'll say—waii\a minute, a key
element of success in‘Indonesi;'was they had done it |
right.

MR. GHADAR: I hear this conversation, which
is very interesting, and I pompére my experience in
Ghana. They éame over and theyiéaid oh, we're going to
have to do something and do some debt rescheduling. We
went into the Central Bank to look at their debt files,
and the debt files “rere piled in the corner and some of
them had fallen down and the paper had been picked up and
put in the wrong folder, and after three weeks of trying
to organize that, they decided to forget about that and
telex the banks and say, gee, tell us how much we owe
you. |

MR. LEWIS: Actually the Argentines in fact,
if you want‘a great success story, onelof the major
things they asked was if they would please use the Fed's
macro model because they wanted to check the numbers on
the plan, and it was done at that level and Volker said
of course we'll let you use our model, and that's the
reason Argentina is such a success today.

Why don't we do this because it's not a bad
time to break, even though the sandwiches are coming
imminently, why don't we take this opportunity to break

and then come back this afternoon and follow up on I
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marysimons 1 | think Malcolm's not-to-be-improved-on ;ummary, which ip
2 effect links the question of debt to the mbre broader
3 question of what in the world development,roletwe should
4 be in.
5 Let me say that that conclusion was the
6 conclusion we were-looking to get out éf all of this as
7 well. So this doesn't éoﬁe as a greét shock to us. But
8 what we do need to do is t6 think about how we make this
9 | more tangible to us poor simple minded bureaucrats here
10| at AID, which is to say let's get much more specific

11 © about the sorts of products, the sorts of skills and the

12 | sorts of specific opportunities.

13 | Now obviously we're not in a position to 1link

14 | that in the most useful ways to talk to specific

15 countries. Obviously that's not what is so useful here,

16 although it seems to be that there are a range of generic

17 | kinds of products that fit into a sort of rough typology
18 of countries. Clearly you're talking about quite a

19 different thing when you're talking about Mali than when
20 you're talking about Thailand. So we don't have to feei
21 like we're talking about everywhere the same sort of

22 model.

23 But AID does operate in quite an extraordinary
24 range of countries, from the Indonesias and Thailands

25 through to the Malis. So maybe that's where we'll pick
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up.

Gordon, did you want to say something?

MR. RAUSSER: We've covered almost everything
except one element, and that's protection policies in the
developed world. That's part of their policy to use this
as a vehicle for putting the GAT negotiations back on
track, and in terms of your commodity bonds, too, I would
think that if we eliminated the protections in the
develop world that would certainly increase =---

MR. LESSARD: It would change prices.

MR. RAUSSER: VYes, it would change prices and
there would be a lot more interest in the upside
potential there. But with all the protections that
exist, the upside potential isn't all that great for
many.

MR. LESSARD: This was intended to be a pitch
for commodity Bonds. It was a pitch for thinking about
the dimensions, all these different dimensions.

MR. LEWIS: Gordon, it's more a model of the
collateralization. 1It's how you get credit worthy
again. That's what this is going to be about.

MR. LESSARD: Collateralization, but also
linkage ---

MR. LEWIS: And risk sharing.

MR. LESSARD: --- because you've got the
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knapsack model again that says let me have your assets to
back up my claims versus the risk sharing model that says
you pay only when you can, and you pay more when you can
a lot. 1In the 1930's everything in Latin America,
remember, was asset linked, every single municipél
transport systenm, every power plant and every port
facility was mortgaged but on fixed interest

obligations. I'm overstating it, but I mean the
government had very little flexibility and lots of ;hinds
were backed but not linked by assets. There ié a big
difference.

MR. LEWIS: When you're dealing in a gold
clause. The United States Government used to have gold
clauses, too. We didn't default exactly, we just changed
the --- \

MR. LESSARD: Well, don't push me too hard.

,(Laugpter.)

MR. LEWIS: Anything administratively?

MR. UNGER: Well, if any of you need to make
telephone calis to your office or outside people, the.
Executive Sect's office is just a couple of doors down
here and there is a telephone in there that you can use.

MR. LEWIS: There is plenty of time.. The
sandwiches will be here imminenfly.

(Laughter. )
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" AFTERNOON SESSION

"« « . The AID énd the Debt Crisis Seminar
reccavened at 12:35 p.m., Cliff Lewis, presiding . . .

'MR. LEWIS: One of our colleagues is going to
have to leave early, and I'm going to propose to start up
now and try to end maybe a little bit early and certainly
try to end by 2 say so people can get out.

Obviously, this is the beginning of a process,
and we say that a lot about various things, and we've
been trying to be honest about that. I notice certain
snide looks.

(Laughter.)

What I would like to do now is almost generate
two things, one of which is a list of specific areas in
which we ought to be looking into very much following up
where Malcolm was talking about specific things that a
program of action should address where we ought to be
investing in the first instance staff resources to
getting up to speed on in order to be in a position to
provide the sources of help in the field that we were
talking about before we broke for lunch.

Néw before we do that, and also, by the way, I
also would like to ask the question more specific to the
kind of meeting today as to whether there is some sort of

follow-on to the sort of discussion we were having today
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that people might find to be useful, either going much
more specific to commodity linked securities or another
direction to the kind of technical assistance that shoulad
be provided Central Banks or whether that sort of thing
is not the kind of question that lends itself to a
discussion by a group like this.

Before we do that though, because one of the
geographic areas that has gotten short shrift in the
discussions today is Arrica, and basically while Larry is
here I thought that Larry might just take a few minutes,
not more than 10 to do two things, to try to put what
we're doing in the countries that have already been
recognized where debt relief is dai ragure(sic), I mean
there is no question that that's the direction we're
taking in Africa, and to link that to the agency's first
explicit approach, because we have done it very
successfully in the 60's and more recently in East Asia,
with policy reform, with supporting a process of policy
reform. Note that I don't say policy conditionality
because I don't mean that, but it's basically -- larry,
why don't you descripe it.

MR. SAIERS: I'm sorry I haven't been sort 6f
participating in this morning's thing. So I'm not sure
I'm going to be quite on the same wavelength to the

discussion, but there I think two things to say.
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»6ne, on the African side on this whole
question of debt and linked to reform and structural
adjustment, I think there is kind of an ominous trend
that is going on in Africa, and that is that since the
debt sort of relatively for these countries is even more
overwhelming than in some of the Latin countries, it
really drives an awful lot of what the prospects for’

Africa are as well.

First and foremost, I think that the most
ominous trend is that through the World Bank with its
special program of action to the debt distress countries
and with what other donors have been doing about trying
to put up more fast dispersing assistance to help at
least lay out a growth possibility for these countries
since they are much more import dependent for growth
prospects that a Brazil would be or an Indonesia would be
just by the nature of most,of their economies, what seems
to be happening is that as sort of the donors on oné end
try to expand the foreign exchange availability for
important, the system on the other end of IMF targets, of
repayments, of Paris Club tend to be very much wprkiﬂg in
the opposite direction, and that is to continue to put a
fairly low-level cap on ‘the actual availabilitieé of
foreign exchange for growth purposes.

It strikes me that we are becoming more and
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more shortsighted in that case because what we are doing,
as probably 75 percent of the African countriés at least
are now doing something in one way or another on
structural adjustment are beginning to get the ;dea and
there are a few at least short-run turnarounds thét look .
pretty good. |

I think, on the other hand, we are putting
suck a tight noose on these guys that as soon as it looks
like there is any free foreign exchange showing up they
want to change, well, won't give these guys Toronto
conditions at the Paris Club, we don't have to any more.
I don't have a tally, but it would be interesting fo
tally when the IMF does its financing gaps, you know,
sort of where they start in the growth scenario, and I
think it's generally not very much per capital positive
growth at all.

Instead of seeking a seven or eight percent
growth rate, they are happy with a thfee or four percent
growth rate that holds things even so'thét it maximizes
repayments and it minimizes thg financing gap which the
Fund has to be able to close.

MR. LESSARD: And that's on the high side out
of the policy framework papers. |

MR. SAIERS: That's on the high side out of

the policy framework, yes. In the African setting it's a
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different‘process to some extent because so much of it is
official debt and so much of it is unreschedulable, but
we've got a system in place where as a donor group led
the the World Bank is pushing very much away from the
project mentality and toward structural adjustment and
broader sectorial assistance programs, and at the same
time we work against ourselves on the other side becaﬁse
in effect all we really finance is lessened Paris Club
terms or faster workouts with the IMF.

I'm afraid what we are going to see in'a lot
of African countries is they are going to quickly get the
same idea and decide what the hell is all this worth, we
are running a lot of risks and you guys are capping us no
matter what we do for the better we perform, the faster
you want paid back. So what's the effort really worth.

I think that's an issue that is going to have
to more and more sfart getping dealt with in the broader
community because I think it is going to undermine
seriously the credibility of trying to get these economic
signals straight.

When it comes to the AID side more directly,
we have been moving away from sort of the traditional
conditionality concepts that in the early 80's we had
jumped in with following in with the Bank and the Fund

and getting ourselves in a lot of hot water with
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countries on political grounds in tryihg to force them to
do things they weren't prepared to do and nét having the‘
resources to back it up. |

I think we have moyedAmuch more into a mode,
and I only caught part of Mr. Gillié"comments, but I
think more in a mode that is compatible with what you
were arguing, and that is takiﬁg a much sort of longer-
term view of the policy adjustment period that is going
to have to take place in Africa. A lot of it is
institutional adjustment not just policy pronouncement,
and trying to set sort of three or five-year agreements
on where we would like to see the agricultural policies
be at over a five-year period, where are they today or
what ought your overall sectorial budgeiary policies be
and then working with the government to adjust that as we
go through the process and set sort of intermediate
benchmark targets against Which to begin to work.

You're raised the issue of the training, and
that clearly comes home to Africa with a vengeance. One
of the problems with training in Africa is that in a lot
of these countrigs the terms of employment are so poor
that you can train half a dozen people and not get any of
them to stick where you tried to get them plaéed. I mean
it's not from a dearth of training that the Africans

still have real shortcomings, but it's from terms of
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employment that just aren't satisfactory to someone who
now has a marketable skill that he can sell to the

international community some place, and that's a major
problem, or he can sell in the more informal market in
his own country and not be under government employment.

An awful lot of what we've been doing is
matching in a sense not even being so crystal clear in
what the end product is supposed to be, but refining that
concept over time in the sense of a fairly heavy dose of
studies and short-term consultancies to look at
particular issues and to refine the questions.

In one case, I think in Gambia, we had
actually gotten back toward the concept of the Gus Rannis
or the Harberger model with people from HIID who would
come in on sort of short-term visits, make
recommendations, have communications directly with the
hierarchy in the policy-making levels of the Gambian
Government. Unfortunately, the Finance Minister just
passed away in the last week or two, he was Princeton
trained and very comfortable with it. A lot of very
useful things began happening in a broader context where
things really were beginning to be linked and not jﬁst
taking one isolated policy and changing that and then
watching how the whole rest of the system adjusted to it,

but really trying to look at it in a more systemic way.
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It's easier to do in Gambia with a half a million people

than in Nigeria.

What we've been trying to do is therefore not

to sort of have the typical conditionality, you have to

do this, something you're not prepared to do, but we are

going to grease the skids if you'll do it, but to be more
much in a collaborative mode with these countries, one,
trying to educate them more by hands-on‘participation
and, secondly, by setting more realistic time frames in
which to try and get things accomplished and to ﬁove
ourselves away.

We have a particular problem just because of
the normal size of our own staffs. Because they are
small countries, we dqn't have big staffs and we tend to
get the younger people out of the agency with less
experience because they don't have high-school aged kids
or whatever. So we have a'different kind of a mix thén
one can find in Indonesia or in some of the Latin’
American countries. So it's an awful lot of leafning
experience for our own people as well.

I think working much more closely with the
World Bank has been a help as well. I'm not touting the
World Bank as being an absolutely best source of all
this. I think they have an awful to learn, and having‘

people on the ground is a help, having our people on the
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marysimons 1 ground is a help to them understanding this kind of
2 thing.
3 It's much more in a mode of helping them
4 understand their own issues and taking things at a pace |
5 they can afford to take now that some of the worst of the
6 macro-economic distortions are beginning to get ironed
7 out in some of these places and they have already taken a
8 lot of the most difficult steps and it's now more trying
9 to get on a longer-term process of adjusting to what is
10 going on in the system to get into a situation where in
11 fact they perhaps can start encouraging private sector
12 investment of outsiders or are going to begin to look(at
13 some of them.
14 I think it is a long~-term proposition, it's
15 not a short-term turnaround, and this concept of trying

16 to get the IMF to start looking longer term with its

17 policy framework paper thing is one step in that

18 direction, but I think in fact for most of the important
19 functions going on they are still looking at a very short-
20 term tiqe horizon and in fact are keeping all these

21 countries on a very short leash. I think that's an issue
22 that is going to end up driving a lot of these countries

23 back the other way.
24 MR. LEWIS: Thanks, Larry. Larry has got to

25 leave early. 1It's not out of a lack of interest.
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MR. GILLIS:. You've got this great advantage
of being much more flexible than anybody else on the

scene that's on the helping side.

You know the most effective foreign aid I've
seen in Africa or know about in Africa in the last 10
years is a form of technical assistance where AID brought
a group of people from Oak Ridge National Laboratory to
take a look at the oil sector, and one of the things they
go into was a refinery.

In making the arguments to closing the
refinery and having it done raised Liberian GNP four
percent. That's how much the waste was. You know, you
can't think of aid like that in a month. There are other
things that they did on wood lots that made a hell of a
difference. I would do things a little differently in
Africa than I would in Asja, and you have the flexibility
to do it. The Fund doesn't.

There are other aspects of that Liberia story
that are very interesting, too, and you all probably know
a lot more about it thén I do, some of the longer-term
stuff on certain crops and grains, you know, what to do
with the old river trees.

MR. GHADAR: If we take a look at Afriéa,
Africa I think has got some unique things. I remember

when I went to Africa they would ask me which area are
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you in, and I Africa, and they would say oh, I'm‘sorry to
hear that. One of the reasons is we had a hell of a time
putting a project together in Africa. The project tends
to be very, very small and the transaction costs for the
project is very, very high. |

Now we look at the debt problem, and the debt
problem is 80 percent public sector debt. You have to go
to the Paris Club, and the Paris Club can even go to
infinity I mean in rescheduling, but as long as they
insist on interest payment or what happens, you can't
really do anything for them. So if you can't do‘anything
with them, we're tying our hands dealing with Africﬁ
right now. That's really what's happening now wherg the
transaction costs on the project is very, very sméii.

If we want to be effective without injectiﬂg
to much new money, we need to take the debt that is
already there and use that as a leverage to ihfluepce
either projects or economic conditions.

One idea would be to accept local currency in
lieu of the Paris Club rescheduling. VYou're ndf\getting
paid anyway. So why don't you accept local currency.’
Now once you have that local currency you can then in
effect bring about the equivalent of a debt equity swap
program. You, the U.S. Government, the French program,

et cetera, can take this currency and say either I will
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sell it in the secondary market for projects that you and
the local government agree with, or if you don't want to
sell it at a discount, it doesn't look very good, you can

give it as a grant to projects that you identify as

worthwhiiez.

Now what you're doing is that the debt that
has been constantly rescheduled is being used as a way to
promote projects that you are denying the local
goverrment. Now I'm not sure whether that can be done.

MR. LEWIS: In fact, under the most recent
Foreign Assistance Act there is a specific legislative
mandate for doing precisely what you're talking about,
which to old-timers around here from AID will sound like
the Cooley Loan Program which was in effect precisely the
same thing and was very successful in the terms under
which it was done in places like India and Korea, and it
was also very important in terms of some of the
development of early projects.

But it was ended I guess, and cofrect me if
I'm wrong, I mean, Dick, you know this story, it was
partly over apcounting problems as to who actually owned
the money?

MR. GILLIS: It was partly over the
Congressmen coming in and wélking away on junkets with

bid wads of cash.
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marysimons 1 MR. LEWIS: But I mean it's the same sort of
2 thing that gets in the way of any idea that has
3 reasonable flexibility. If somebody can find an instance
4 of abuse somewhere, it will be eliminated, and with an
5 Inspector General function that we spend far more on that
6 than we do on economic policy work, it's not surprise
7 that we do better at finding waste, fraud and abuse than
8 we do at finding the right policies.
9 MR. BREEN: Remember though that in the 50's
10 we had huge amounts of P.L. 480 generating a huge amount
11 of rupees, and that was reversed sometime, and, Bill; ydu

12 know this bettcs than I probably, sometime in the 60's,

13 and we were forced by Congress to start, or I think it

14 was by the early 70's ---

15 MR. GILLIS: The ea;ly 70's.

16 MR. BREEN: --- and we had to start using that
17 in programming, which is a.;idiculous‘concept in ﬁost

18 terms. |

19 MR. GHADAR: = But,.Dick, that is not an unusual
20 worry, and it is handléd;bf/all thevcountries‘wh; are

21 doing debt equity swaps. (Théf‘arefwérfiéd about

22 inflation and they fry fo either‘sﬁgrilize,it or take
23] . steps to do that; So yoﬁ're concérn is very vaiid, but
24 there are ways to deal with it f thiﬂk.

25 MR. BREEN: I have heard some reference
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recently to the fact that the Brazilians losing control
of the debt equity swap process has contributed in major
ways to this recent state of inflation.

MR. SAIERS: On the African side relative to
the size of the economy there are very large sums in
local currencies being generated by P.L. 480. I mean we
were just looking at Mozambique the other day and we have
about $40 million worth of local currency generated, and
that's something like a quarter of their recurrent
budget. We are supposed to program those back into the
count ry one way or the other.

The IMF argues sterilize it basically, you
know, however you have to do that, to literally burn the
currency or whether you just put it all back into
straight budget support and the Fund calculates that as
part of the receipts and accordingly sets new ceilings.

But in fact most donérs, and we ourselves, and
it's not only us that generates these local currencies,
end up trying to program them for development purposes.
That generates mecre projects which, if you ask most
people, they say there are already too many development
projects in Africa as it is. They can't maintain it and
you're diverting resources away from maintaining the
current stock rather than trying to add to it.

But that's the tendency and that's what
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marysimons 1 everyone wants people do to. So, on the one hand, we

2 jump behind the IMF and say we really need these

3 stringencies cn credit and, on the other hand, we take

4 these wads of local currently and we pump them back in in
5 some crazy kinds of ways which undoes all of the IMF's

6 attempts to bring some order on the financial side.

7 MR. GILLIS: They have *o make adjustments

8 that fit within the overall monetary =----

9 MR. SAIERS: Either they have to make the

10 adjustment and then therefore we decide what the

11 government's budget will be, or they don't make the

12 adjustments and the Fund comes in and slaps them on the

13 hand one way or the other, and it has been a very

14 haphazard process. AID tries to program it better than

15 some of the others, but the Bank doesn't program it and

16 it doesn't decide it just as a wad of money which mayAbe

17 on budget and may not be on budget.
18 The EEC has big chunks of dough that come in

19 and they don't pay any attention to what happens, whether

20 it even gets generated or somebody just walks off with it
21 I'm afraid sometimes.

22 But you end up with this massive wad of local

23 currency that sloshes around in these places and

24 undermines real efforts at times to help straighten out a

.25 particular budget thing and we end up coming at things
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marysimons 1 from two very inconsistent ways, and that's certainly one
2|  thing that has to be done.

3 What we have done is by using those things it

4 has allowed us to reduce the cost of projects. Donors

can finance a particular, whether it's constructing

o

6 something or whatever it is, they can finance it cheaper
7 in their foreign currency terms and in their budgetary

8 terms and they can do more in that country because then
9 they take somebody else's local currency and put up the

10 local costs with it. But it's exactly the wrong thing to

11 have happening.

12 We shouldn't be expanding all of thesé kinds
13 of things. It should be in a sense sterilized and it

14 really should be used to reduce the overall deficit,

15 whatever, but we haven't come around to dealing with that
16 issue in any substantive way yet. This Section 572 that
17 allows us to collect in local currency and the local

18 currency is supposed to be programmed back in. So it's

19 going to be another wad of dough that's going to get{

20 pushed. It's a thing that is basically not under:véry

21 good control at this time by anybody.

22 MR. LESSARD: The facetious suggestion is to
23 allow especially the western African countries to give

24 back to the World Bank the projects that were financed at

25 face value financing. That's a realistic way to do it,
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all the puttigé of all projecﬁs for oné,year and then let
them privatize them for whatever éhey are wérth.

(Laughter.) |

MR. GILLIS: That's a form of debt equity
swaps.

(Laughter.)

MR. LEWIS: Weli, what do you say that we go
on, having brought African in a little bit,,ﬁhy don't we
just start collecting some of the things that people
think we ought to be focusing on by way of conclusion
areas. This is wide open and we'll just take notes. So
anything that comes in, particularly on the outsiders,
but for that matter those of us that/worked on this,
areas that we ought to be doing.

Let me ask Bob the first‘question on this.
From the sténdpoint of strict financial fechnique,'ahdee
have touched on that in a couple of instances, and
Malcolm mentioned the thing in Chiﬁa, but from a
regulatory standpoint or even the extent to which some
key players in developing countries understand the most
important regulations that affect the Bazil Committee's
new capital adequacy standards, say the effect that |
that's going to'have on LDC trade finance that I don't
think anybody has been following, but I mean are there so

many people that are doing this kind of work already that
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there is no*markét? And if there is a market, then what
specific things should we be thinking about?

MR. BENCH: Well, actually some of my
recommendations will even be at a lower level of
plumbing. You first of all have a problem of -- you have
several problems. First of all, in many of the
developing countries you have in essence albusted banking
system. You've got banks all frozen up with bad assets

or frozen assets or maybe assets of farmer groups, et

cetera.

New money goes into the countries from the
Bank or the Fund or from wherever and where does it go?
It goes into those banks and what do those banks do?
They lend it on to thgse frozen borrowers who turn around
and pay it back to the bank for interest, but there is no
real catalytic efféct for a lot of this new money going
into these countfies'because it's going tﬁrough a
bankrupt banking system. ’ 2

One of tﬁe ﬁhiqgs that really needs to be done
in a number of countries is to jo through that bapking
system and staft éaréingxout all these frozen assets or
create one big'bad bank. Basically you do a fundamental
bank reorganization program not unlike what is going on
in this country, and there is plenty of technical

assistance there that would be useful I think for a
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number of countries.

For instance, jus£ take Argentina. I mean
Argentina has a bunch of stéte-owned provincial banks
that probably could use a real house cleaning. Argentina
has got 20,000-odd bank employees, and it has got the
most expensive place to make a deposit in the world. One
could emsily argue that a reform of that system would
have tremendous benefits on the Argentine economy, on the
fiscal problems of Argentina, and all it requires is a
bunch of accountants. I mean it doesn't have to be Price
Waterhouse ---

(Laughter.)

--=- but it just requires a decision to go ouf
and go into those places and carve out the problems, or
identify the problems, make decisions what to do about
them and reinvigorate your basic banking system. ‘

But if you go that far, there is only 20 more
yards to go, and that is you go in and put‘in‘just a very
simple, modern reporting system, basically a
microcomputer reporting system where you have all the
banks report regularly and accurately and uniform;y to
the central bank on a wide range of things that the
central bank need to know geﬁerally under the guise of
bank supervision, but you can get a lot of economic

information through that system as well. So that then
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the authorities, at least they would be able to respond
to the Fund and the Bank in a lot better way as to what
is going on in their systems.

I don't see it as a very expensive kind of-
thing to‘do. It's a very "techy" thing.to do énd; |
requires some big decisions by,politiéiahs to go ahead
and start carving out problem assets in the‘banﬁihg
system, but wherever that has been done it hqs really led
to tremendous results. |

I mean basically one of the biggestxproblems
in Spain was a corrupt banking system, and a polit;cal
decision was made to go in after those groups that owned
those banks and carve out all the bad assets. And
fundamental to Spain's whole economic recovery has been
blowing up the old banking system and starting all over
again. I think it's like the developing countries where
the banking systems have bee well maintained, and there
has to be a reason why some of these countries have
performed so well. ‘

MR. UNGER: If I could, I would just like to
mention a case in point. Right now with AID, and I know
Larry is very much aware of this, the work is gbing on in
Senegal. AID is really kind of at the threshold of doing
its most comprehensive work in the financial system of

that country, and it could be as much as $100 million
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program, $50 million from the World Bank, about $20

million from the French and abott $30 million from the

U.S. |

MR. LEWIS: . Who is going to-do the technical
assistance?

MR. SAIERS: We just got the first paper in
and we're half way through looking at the first round of
paper. Who is going to do the technical assistance?

MR. LEWIS: VYes. Is that part of the pie that
we're working on?

MR. SAIERS: Well, I think so. We're looking
to both FDIC and the Bank to work with the West African
Monetary Authority and not just the Senegalese end of it,
but also the Senegalese banking system itself in terms of
the oversight and cleaning out the banking system, the
French, the Bank and ourselves.

MR. LEWIS: Where do you go for the kind‘of
plumbing or the kind of plumbers that you describe to do
this sort of work?

MR. BENCH: Well, he just said ‘the FDIC and
the Bank of France has pfovided people forYFrench-
speaking developing countries, but there are U.S.
Government officials and officials in some other
countries, career people that are very well diseiplined

and trained in that area.
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marysimons 1 ’ MR. GILLIS: There are lawyers in this town
2 with a billing rate of $250 an héur who are sblbofed they”’
3 are happy as hell to get away and work on an interesting
4 problem. I've used a lot of them. ‘
5 MR. LEWIS: At $250 an hour? So that explains
6 what is going on these countries.
7 (Laughter.)
8 MR. BENCH: 1In this country there is a cadre
9 of Federal bank examiners that are available, either
10 retired or active, and there there are the accounting
11 firms. In some other countries, the Italians and the
12 French, they have career civil servants that are bank
13 inspectors that go out on these assignments. The biggest
14 problem is just getting the country to say we'll do it.
15 It doesn't require an awful lot of people. It just

16 requires the seasoned people.
17 The World Bank is trying to do this in some
18 countries, but they are not going out and hiring seasoned

19 people, and that's the problem.

20 MR. WELLONS: I think as‘a part of’this‘you
21 want continuity among the suppliers of ;pis. |

22 MR. BENCH: That's true. |

23 MR. WELLONS: And if you can get people who
24 will be in and out of a period of years I think ybu'ré
25 stronger.
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MR. BENCH: The best of all worlds would be
some regional systems.

MR. GILLIS: There is a fundamental cheat
though in the pattern of World Bank technical
assistance. Ynu guys arc fortunate now, you don't hgve
all that much money behind you. Sc¢ when you make your
arguments you have the hone them very carefully. The
Bank's different. They've got all that money behind them
and people are brought in who aren't very seasoned, a
couple of young professionals on every team, and they do
have all this money behind them and they don't hone their
arguments, but they are using the leverage of the Bank's
finances behind thenm. (

MR. SAIERS: Carried to an extreme, don't let
Mr. Gillis talk to Congressman Obey, that you do a bgtter
job if you don't have any money behind you. /

(Laughter.)

MR. LEWIS: What about more specific, and
we've talked about this before on the central banking
question. Are people working systematically to raise the
level of skills by say the guys running the domestic or
foreign debt desks at central banks in developing
countries, the kind of thing that we had described for us
for Indﬁnesié, or is that done catch as catcﬁ can?

MR. LESSARD: We've got an effort at the World
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marysimons 1 Bank, right; I mean some.
2 MR. WELLONS: The IMF provides people with
3 central banking experience from various countries who go
4 and work for a period of time. We don't necessarily have
5 the continuity.
6 MR. LESSARD: Then how do you get into the
7 gray area between a business sector, corporate finance,
8 deepening of capital markets, this whole area, and‘let's

9 go back to debt equity swaps, which my sense is they}afe

10 a double edged sword. You certainly would like to

11 transform the obligations and you may be able to use

12 those mechanisms that are subject to all sorts#of abuses
13 and usually the arguments are not very clearly

14 articulated. To do those right one needs a fairly

15 sophisticated technical superstructures that is

16 sophisticated and is not now just a banking side thing.
17 It's linking the business and the finance. 1It's §1most’a
18 | government merchant pension function.

19 I mean Chile has got a set of people in the

20| " central bank who know how to do if, but who else does?

21 The answer is probably no one of the other debt equity

22|, swappers, and there you are talking about‘some very bﬁsic
23 skills formation and track records and a very different

24 set of incentive problems because you have people who are
25 always interested parties, and they have to be interested
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parties because they are getting involved in activities
where you want them to be interested partieé.

I don't know the answers, but it seems to me
that if one says debt equity makes sense, then one ought
to say, okay, what is the infrastructure that is required
to make that successful and not just to be another lever
for government bureaucratic power, but also not to be
another place for bicycles. I mean how do you éet in(
between the two extremes? |

I mean you're working on writing something
along those lines for the World Bank, but we don't have
basic materials or manuals or background in terms of how
one should think about these things. Are they useful in
the aggregate or not and how do you decide when their
done, how do you set up the option systems and how do
you set up systems to do this relatively efficiently.
There are a whole set of things that strikes me we're
just beginning. . ,

MR. WELLONS: I fhink there are a variety of
financial iﬁstrgﬁents and instructions that are necessary
for this,‘but that sort of gets me to a broader question
that several of us have talked about before, and a '
question for you in your experience with HIID, I'm a
relative newcomer to it, but I'm going from the

assumption that AID lacks vast human resources. AID has,
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marysimons 1 let's say, is not liquid in terms of finances, and I

2 don't know, is not\liqﬁid in terﬁé of people as well

3 maybe. )”{ ( | |

4 MR. GILLIS: -There dré 2,100 people overseas.
5 MR.‘wﬁL£ONS: That maybe a lot or not, but my
6 sense is that more and more AID has been counting on

7 outside, on economists and otﬁef experts from outside.

8 So my question was whether AID can and should continue td
9 build that, build on that using those people in ways that
10 are useful and helpful on the debt restructuring and the
11 debt problem and how it would work. Can you tap the

12 people, can you get them and can we get the continuity

13 that we were talking about a little while ago?

14 MR. FULLER: That's a very important point.

15 When I look at the staff in our Bureau, for example, we
16 don't have staff that even, I'm going to ove#étretch it,
17 that don't even have the lingo yet in this area. Tﬁere
18 are a few, but it's not institutionalized. 1It's going to
19 take a long time to get people to a point, if we were to
20 really focus on training, to get a few people to have
21 some understanding of the frameworké and somelof the
22 instruments that could be used.
23 I have wondered whether there aren't
24 possibilities of arrangements with organizations like
25 HIF, financial housing in the U.S. or insurance companies
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marysimons 1 in the areas of health flnénce, to get some of these .
2 people in to work with us in the field elbow to elbow |
3 like staff because we are never going to get our own
4 staff up to a level of technical confidence to really

5 provide the kind of advice both to us and to field

6 programs that we need. You know, we don't want to say

7 it, but we're basically managers even though all of us"

8 claim expertise in something.

9 MR. LESSARD: We also don't have the,‘py sense
10 is the educational infrastructure. You look at kind of
11 macro-economics and government planning and let's say thé
12 policy conditions. There are lots of universities in

13 both the United States and developing countries that

14 focus on those issues. You and lots of other people have
15 spent money on management schools.

16 We're talking about an in between worl@ here.
17 We're talking about déveldpment finance in a vefy'

18 different way, and you can't point to a single

19 institution, in my judgment, that really is in depth on

20 that either in the developing world or here.

21 Where would you send someone to a one or two-
22 year program to really master the financiéi éspécté of
23 development? I would be hard prgssed to make“sﬁch a

24 recommendation.

25 . MR. WEINSTEIN: AID has done a little of
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this. For example, in the case of some of the banks,
Citicorp has some of the courses that it does and we have

sent some people there, on debt swaps for example, and I

agree with you that we have to know what we're doing. We

have had some seminars and workshops with follow-up that

have been pretty extensive and intensive to start getting .

at this.

And I think it doesn't have to be just one
instrument. I think there are several that are available
to us. Inifact, Price Waterhouse should be mentioned
because they are a key, the contract that we now have
through the Private Enterprise Bureau precisely to get at
a variety of practitioners as well as thinkers. So I
think something can be put together that can work and
that AID can use and that has a certain continuity, at

i

least a continuity for about five years.

MR. LESSARD: Let's say that the Chileansﬂare
relatively good at financial engineering in their économy
and why doesn't AID fund the program at\Catailica(siq) or
something that draws in Latin Americans?

MR. WEINSTEIN: We're starting to.

VOICE: We started two days ago.-

MR. LESSARD: All right, fine.

(Laughter.) '

MR. WEINSTEIN: We are‘org&nizipg é thingywith
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marysimons 1 Chile and there is'alsé a possibiiity with the Moroccans
2 and others. The Chileans, we spoke with them about a
3 week ago, and they are putting together a program. So I

4 think these things are happening.

5 MR. RAUSSER: My question is how serious are..
6 the impediments? |
7 MR. WELLONS: They are plenty serious unless.
8 we can do what Malcolm does and touch on people who are

9 williry to work for $250 bucks a day.

10 MR. RAUSSER: Can you do it?

11 MR. FOX: I think there are more probiems for
12 economists in this economic policy and these kinds of

13 issues than it is for AID in its traditional sectors.

14 It was suggested that AID are managers. Well,
15 the fact is that economists tend not to be managers, and
16 we don't have a bureaucracy that negotiates through an
17 extremely complicated, arcane contracting system. We

18 don't get nearly as much as we ought to in the economic
19 services simply because we the economists don't have the
20 administrative structure that some of the other parts of

21 the agency have. The agricultural people and the

22 educational pecple have got armies of bureaucrats who can
23 negotiate this mine field.
24 My own feeling is that the agency has got to

25]  deal with that problem. It's not a question of funding,
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but it's a question of mechanisms that allow us fo do
what we want to do and get people aboard.

'MR. GHADAR: If I can break this down. We are
talking about educating the guys, for example, to do a
debt equity swap program. Now we were in the Ivory Coast
and the Nigerians based on the Chilean example put
together what I thought was an excellent debt equity swap
program. “

I don't think we need to influence that many
people to be able tokimplemént -= let me backtrack -- to
get a debt equity swap program and o sell that within
the organization and to have continuity, which again
there is a whole series of studies that looked at debt
equity swap programs and said that continuity, building
on what Malcolm said and others, was the most important
thing. If continuity is the mpst important thing, and
it's not difficult to have them educated to know what a
debt equity swap program is, I think that's doable.

MR. LEWIS: Just a second. How in the world
or what process was it in Germany in a scarce resource
period that it was educating the officials at |
Kestéhn(sic) and Codiwar(sic)'on debt equity swaps was
where we were going to’deploy our resources, because
whoever tpought about that was out of his mind clearly.

MR. GHADAR: The ADV and the Ivory Coast was
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one of the countries involved. .

MR. LEWIS: Well, that's great, but what in
the world are we talking about with a set of issues where
we can even exercise quality control over how we deploy
our resources to start with because nobody has got the
expertise to make a judgement on what in fact is the No.
1l or 2 or 3 or 4 and we could make mistakes. It's a menu
driven thing, sure, but Codiwar has got a set of problems
and debt equity swaps is not high on the list of things
that I would identify for their workout. You talk about
a country with things like commodity index securities and
risk sharing, and there are a lot of things that would bé
high on the list for Codiwar and this ain't one oftthem.

It's consistent with the problem‘that ;'mﬁ
trying to see how we answer, which ig 6ﬁé of the thinés
we've got to do I guess is upstream is how do we briné to
bear first-class outside expertise on the project
identification phase of things. In other words, may‘be
can get good plumbers in when we realize we need a
plumber and not a refrigerator technician, but how do’we

make that first determination, because pretty clearly we

‘need people of broad experience with a certain amount of

technical experience and also frankly, guys, with some

credibility to the customers. So it's not the sort of

things you can use kids for.
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MR. WEINSTEIN: Let me go back to some of the
mechanisms that I think the Private Enterprise Bureau
has. You can tap some very good people, and one of the
first components of the workshop or rather the project is
to tap credible individuals who would go into a country
and in fact do an assessment and try and figure out what
is the agenda, what should you tacklé first and what.
things should you look at. | \ |

I think if one wants to, for example, go élong
with the agenda that you're safing how, should it be
working with commodities, should it be tapping into debt
with commodity prices, should it be swaps or should it be
some other form of securitization, it would seem to me
that we have a mechanism that exists now where we could
do it. The question is can we identify the people who
are capable of going in and helping us walk through that
and helping the country walk throughyit. But I think the
mechanism is there. .

I don't think we should make cg;tain problems
more than they gre; I thin™ tﬁe mechanism already exists
and has been established. I éhink the reél issue is can
we find the kinds of people‘whd ééuld walk us through,
and then perhaps you want to ask the next question, how
easy would it be for us to put together the project or

the activity that does the follow-up analysis.
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marysimons 1 MR. FULLER: Actﬁélly I would like to get off
2 the mechanism. I think we have a staffing problém here
3 and there are a number of ways of getting at it, and I
4 don't mean to sort of cut it off.
5 There is a bigger question ‘that has really
6 troubled me in the Bureau, and that is we have two
7 monster institutions out here‘aealing with this problem,

8 the Fund and the Bank, and ﬁhey have got a monopolykon

9 action in the area.

10 The question I want to ask is, and it's‘really)
11 coming back to something, Cliff, that you had raised, and
12 that is are there things that we should be looking at

13 that we can use in our discussions with Treasury, with

14 the Bank and with the Fund. Is there more than simply

15 the boiler room pipeline stuff, or not pipeline, that's

16 the problem we have in Egypt, but the piping system that

17 we should be working on.

18 (Laughter.)

19 That's sort of the highest order question.
20 Then we can come down and we can talk about improving
21 economic institutions and policieé,'and we do that alit

22 the time. Then the next question about that is this debt
23 management question, whether we're really got something
24 to offer that's specific and that AID would have a

25; comparative advantage in. I think we shouldn't escape
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marysimons 1 from those broader questions, and then let's talk about

2 mechanisms and staffing, because in ﬁj own mind I'm not

3 sure we've got a lot to offer, although I think we do’ in
4 some areas.

5 I would like to-hear some discussion on those
6 points. That takes care of point one.[

7 (Laughter.)

8 MR. RAUSSER: We're in the business of policy
9 reform at least in terms of our work on trying to promoﬁe
10 economic growth, and if you look at reform in the context
11 of economics, there is a market for reform. One of the
12 demands in that market for reform comes from us greasing
13 the skids, and maybe greasing the skids comes in the form
14 of the performance measures that Don had up earlier, debt
15 relief, debt reduction overhand and reduction in debt,

16 and the question is how to design those instruments in

17 such a way that the reform happens.

18 Now obviously there are obstacles to

19 implementing the reform and that requires a lond-term

20 view, bﬁt we're supposed to be in the game of policy

2] dialogues, providing technical assistance gnd helbing

22 these host governments design new policies, policies that
21 are more effective in promoting economic growth, which in
24 part solves the investment climate and hopefully solves
2? the investment climate down the road and also provides
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the right set of incentives and signals for effective |
managemenf. |

That's what we're in. So the question is how
to link these things, how to link the new instruments for
working out way out of this current ert problem, and
using that, I hate the word, as levgrage for getting the
policy reform, the right set 6f‘pdiicies, because we'ré~
not going to solve any prob;em unless we get the right
policies. | |

MR. LEW;SQX That'sjriéhf;(beéause the point is
it's not 1evera§e in the way it's usually used by the
Bank or Fund. The fact of the maﬁtéf ié this is the
positive feedback you get, and it's not by withholding
resources that give us change, but it's by providing
incentives.

MR. RAUSSER: It's using these new debt
instruments as the incehtiyes to do fhe reformé. Ccoming
back to the‘Indonesian exémblé,‘the external stimulus
there was the changg in the price of their major export.
Well, maybe the external stimulus here is a change in the
price of that debt and thgt'é what will motivate this
reform. 6bviously there is a question on the
implementation side that some of these couptries,
Honduras, for example, doesn't have the wherewithél to

implement a policy. The Pakistanis talk about a whole
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bunch of different reforms and;announce,thém,(bug they
are never implemented.’ Costa Rica has the ébility to
implement them aﬁd so does Egypt.

MR. BENCH: I want to pick up on that, and I'm
sorry, I begin to regret that I started thié}plﬁmbiné
story.

(Laughter.)

But above the technical things, for instance,
you know, the Bank and the Fund will say well we reaily
think the central bank should do "X", "y", "X",6 but they
really don't seem to exercise any real conditionality in
a lot of these policy areas. I mean the Fund sends
somebody out from a Central Banking Division to set in
the central bank for two years, but if that person opens
his mouth somebody barks at him and he goes back to his
room and sits there until his time is up. They don't
really exercise the clout one would think that AID might
be able to exercise in a discreet way to carry out sﬁme
kind of policy reform. If it was married to a package
with the Fund or the Bank, would you guys be the heavf(or
would they have more clout to do that? -

I really do think this whole area ofjfin&ncial
intermediation in these countries, and we're essentially
talking about banking reform, needs to be looked at.

There are a number of institutions in the marketplace,
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marysimons 1 the dominance of one institufion and the dominance of‘

2 groups, the passivity of the central bank, the quality of
3 the information that these places send in for economic

4 management, and there is a whole stream from policy down
5 into the technical lines that could be looked at.

6 The Fund just‘kind of wants to look at some

7 monetary things, and the Bank would like to get into that
8 longer list that‘I‘mentioned, but then they send out

9 somebody who doesn't have the experience to really Qeal
10 with it, but at the Bank somebody checks it off that we
11 did it, you know, it was on the mission team, but it

12 really doesn't get to the heart of what needs to be done.

13 MR. WELLONS: See, to me that gets back into

14 the staff question and I don't think they are complete

15 independent. That's why it seemed to me your flexibility

16 in tapping people who‘werejmuch more knowledgeable

17 | outside of your own¢agency‘gives:§oq3a competitive
18 advantage versus the Bank. >

19 The Bank people told me they had something

20 like, what was it, 19 or 21 diffefgnt units inléhépBank
21 that were’dealing with finance in one way ofvénbther; and
22 we Kknow finance~is:important‘toythemlﬁécaﬁse of the world
23| development report that they've putting together.

24 \‘ L ' So you're big question has been how do we

25 compete with the levithon, and my assumption is to the
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extent you compete you compete by being to draw on
resources that they can't drawn on and skills that they
are not going to be able to pull tégether. That seems to
me is your advantage.

Then having said that,’you want to -focus, and
you don't have that many reéoh;ces fhat you caﬁ do
everything, so you want to focus there. |

MR. LEWIS: Freeze there. Now obviously we
are not going to do that today, but let me ask a more
specific question, and I'll go around to our guests and
ask them what is the right process in reasonably quick
order. We obviously all agree on fundamentals and we
agree on the link between we need to focus on country-
specific growth policies, and this is not an end in
itself that we've been talking about in terms of
financial engineering or what a former Red Skins' cgach
would refer as silver bullets or gimmicks, 'say. Giﬁmiéks
don't win ball games. All right, fine.

How do we identify those areas that gre’worth
building some capital in because, ‘frankly, like Fuller,
I'm more skeptical than Warren is aBout how great our
resources are and how great is our ability té tap the
greatest people. I think that isfjus; nonsenég,Vbut
that's a different question because there is no

demonstration that we've been able to do that any time
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lately.

So my question is, putfiﬁg that aéide, how do
we identify the list of things thét are worth build%ng
capital on?

MR. LESSARD: Again} I would go back po maybe
some regionally focused education and/or research |
programs in large part. I meén you have the ability to
stick with an institution for a fairly long time and you
are providing AID funds rather than credit. I mean the
whole notion of the World Bank providing credit to build
institution is fraudulent because that's not a credit
problem, that's a transfer prqblem.

So you pick a coupfe of key places and you
work with thgm and you learn by dding and by being /'
involved with the bureaucracies, but you wouid’aiso pe
either a free-standing institute or avﬁieceiof the
university ---

MR. RAUSSER: You brovide‘a grant for an
institute.

MR; LESSARD: You fund a gfant for an:

institute which is tied in with some :eql‘ongoiné work.

' Pick Senegal for Western Africa, and I don't know if it's

the right place or not, and you do take advantage of some
people who are on the street who happen to be Senegale$e

that you can get back there for a few months at least
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,ﬁé}ysimons 1l that you can't‘afford. You can attract thoée people to
2 go in and work in that kind of an environment for short
3 periods of time. It's a fun thing to do and you create a

4 setting that people will cycle through, and they're not
5 just sitting in the office in a Ministry looking through

6 reports. So you create a focal point and a center of

7 action.

8 Go back to, you know, UN programs in the

9 economic development in the 50's in setting up centers.
10 Here you're talking about a new set of linkages and
11 insights, téchniques, technologies and building cadres of

12 people. I would think that AID has a strong comparative

0N advantage there because you can have a relatively long-
14 term focus and you can decide to forus on six places
15 instead of on 30, you don't have to solve that year's

16 budget problem like the World Bank does. So you don't

17 have a different time cycle.

18 It sééms to me fhaf woﬁ;d 5e{bne place, and

19 maybe it's done with a major policy component and having
20 a minor training component, or maybé it's done with a

21 primary training component and a miﬁéé policy component.
22 I mean I don't know enough about the particular settings.
23 MR. WELLONS: The assumption is that you can}t
24 use your missions in any activé’ﬁay. I don't know, is
25 that assumption correct? | | |
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MR. RAUSSER: ' That's correct.

ﬁR. WELLONS: They can't say, listen we've got
a set of financial problems that are important in this
country, we don't even know who we need or exactly what
we need. Can they take you that far? Can your missions
help you that much?

MR.\LEWIéz I think there are veryvfew
instances.

Dick, you would know.

MR. BREEN: A coﬁple of the oneéjthat I've
visited recently, I can say thétithe old d%ys of very
competent staffing with peoble that were really grounded
in all of these areas, there are a few places where there
is a little bit left. In Bolivia there are one or two
people that have been around a long time and have
certainly been through all these issugs. I wouldn't make
any comparisons about them, but I think,théy've got some
talent there. 1In Hondufas,’I doﬁ't‘see aﬁything there,
and the other countries I'm not really up to date on.

But I think, as yéﬁ say, over the years you've
just basically moved that whole skill bank. Thére uged
to be a lot of peoble'around here called ecohomists.

Mﬁ. RAUéSER:' Well, therélére’a lot of people
who are called economists, but ho& ﬁany ére doind

research.
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MR. WELLONS: Well, I wasn't thinking only of
researéh.

MR. GHADAR: If you're going to argue for debt
equity swap, which is -- and hear me out, you're not
going to agree with it.

(Laughter.)

MR. LESSARD: If you want to argue, argue for
equity and not for debt equity swaps. Argue for the
asset linked financing and not for it's link to the
conversion process. Once you get into debt equity swgps,
everybody sees water running up hill because of discognts
and they act as if it's free.

MR. GHADAR: You've got to pick your niche;
and if you disagree with my niche, that's fine, but pick
your niche and what do you need. You need a group of
people to implement it, and that's educating 5, 10 or 15
people, and you need to change the attitude towards that
niche, which is a lot more massive education. That's
what you need.

MR. LESSARD: We've made a serigus mistake
linking equity to swaps. There is an agendauto"change
the financial intermediation structure. That agenda is
orthogonal to the agendé of restructuring existing debt
and it may or may not coinéide with it. When yéu mix

them, then we are back in the world of it's either debt
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marysimons 1 reduction, Jeff Saches, or 1t's debt equity swaps, John
2 Reed. Now it's kind of as if we have no choice.J
3 (Laughter.)
4 It's one side, it's let's protect the Bank's
5 claims through debt equity swéps*aﬁd(let!s pfiva%ize them:
6 or, on the other hand, let's ﬁqt transform anything, - |
7 let's just write it off. My sense is that it's not at:
8 either extrehe. So do ourselves a disservice by linking
9 those two in the debate.
10 MR. LEWIS: Under the,existing‘contract one

11 thing that might be very useful on the technical

12 financial engineering side and superviéion side, I would
13 think it would be good to have as a starting point a-

14 little paper saying who is doing what and where the pool
15 of technical resources are and actually inventorying the
16 sorts of overseas technical assistance programs that the

17 Fed or FDIC or others are doing both with the regulators

18 as well as with the central baﬁk operators.

19 The the other thing you might do is inventory
20 where, because there are a couple of places like the;

21 Indonesia effort where we're doiné‘it as we;l,'it would
22 just be nice to have a sense of what is gbing on, and it

23 wuuld even be nice to go back to, what was the guy that

24 used to do this in the 20's, Kemmer =--=-

25 MR. BENCH: He was the one)tﬁgt went through
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Latin America and ---

" MR. LEWIS: He set up these things.

MR. BENCH: Well, he put in a whole new
accounting scheme across Latin America, a regulatory
scheme, and it's all outdated now. He was a missionary.
He just went through the whole continent putting in a
whole new scheme of regulations and supervision of banks.

MR. LESSARD: We could identify the
interesting things, not necessarily that even you're
doing, but we look at Chile and we talk about Chapter,
whatever it is; 18 and 19, but the pension fund reform is
far more basic in terms of treating the demand for assets
and the banking reform. So we from the outside, the self-
serving U.S. perspective is chile is working because they
are honoring their bank claims and exchanging those for
equity. Chile is working to reform fundamentally their
financial system.

.MR. GILLIS: Eut'it:s going to vary so much.
In Madagascar if ypu're not in the‘businessrof ﬁrying‘to
show rural dwellers what'é‘léft of the,foresfs and how
the forests can be valuabie left intact, well, yoﬁ're not
doing your job, and in the northern Philippines, too, and
that's something that nobody elsé is doing. Nobody'is
trying to pull this together.

Now there's evidence, unless destruction has
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gone so far, that theknet present value of leavin§ the
forests intaét, providing there has been a stream of non-
wood products, like oil, fibers and so forth, and say
that stream is 13 percent the value of wood exports, at a
discount rate of 6 percent that perpetual stream of
income from the forests in present value is 2.1 times
greater than the value of wood that you can get from it.

In Madagascar and in the Philippines and the
Ivory Coast -- well, it's too late on the Ivory Coast, if
you haven't identified that opportunity for you or for
those countries, please come see me and I'll help you
identify it in those cases and desertification in others.

Marrying people, marrying the Australians and
the Israelis and you in those places where you have the
Israelis on desertification work, and more and more you
can now in Africa, and pulling these people together who
are doing all this good wo;k on the desertification, I
would like to see more in these environmental areas .
that's too small for the Bank to worry about or too
complicated or too intensive in human resources, and the
Bank is not interested in marrying people, eithér, and
you can be just like the Ford Foundation a few yearslégo
was in a mgde of marrying donors and they got away from
it because it wasn't fashionable.

MR. RAUSSER: Well, there is an example of the
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%pafysimons 1 debt environmental swap, Boliﬁia, and maybe fhat{é
N 2 another opportunity in terms of reform.
3 MR. GILLIS: It's not being done right.
4 anywhere and you can help, and for that you néedlﬁgdp;é
5 who have legal training, you need:ecohoﬁists, you néeg
6 climatologists and bo;anists.
7 MR. .LESSARD: And that's a w;y to make ;hég
8 Paris Club feel good éb6u£ forgiving the money andlu
9 sterilizing it. |
10 MR. GILLIS: But debt swaps argn't,fof‘eéery
11 country. They'fé(not going to work for every country.
12 There are other areas of the environment where you can
13 also score, by the way, heavy points with some people in
14 Congress and a hell of a lot of environmental groups and
15 do good at the same time. What more could you ask.
16 ‘None of the big land grant universities are
17 coming fo you to help support our people who do
18] desertification. They want to, you know, here are our
19 people and we want to show you how to grow oqts;
20 MR. LEWIS: Now the land grant universities
" 21 come to us for support full stép. ‘
22 MR. WELLONS: Could we come back to an
23 entirely different function, unless we haven't exhausted
24 this one, and that is the question of whether you have
25 any role at all within the U.S. Government, and you may
AcCEe-FEDERAL REPORTERS, INC. ‘ | ’
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2 MR. LEWIS: Phil, we've got two more things to
3 talk about abéut and let's just close on this last one.
4 Are there any other points that people want to
5 add to the list? I think I understand where we stand on
6 that. ,
7 Let's talk about two thinés then by way of
8 conclusion.
9 The first is let's pick up on the
10 interagency. We haQe talked about comparing the
11 advantage of what people aren't doing. Are there some

12 things that you all think that are just not being done

13 currently within the government that we might be thinking

14 of investing, not on some false assumption that we've got
15 a lot of clout and not because anybody is going to pay

16 any attention to us necessarily, but because it's juét

17 some work that is very‘impértant to be done. | “

18 MR. WELLONS:‘ My question is simply who is

19 doing the work on rescheduling in Treasury? Who is
20 articulating to Treasury or any of the other people with
21 clout development concerns? Should they be doing that or
122 is there any way to doing it, or is there any wéy to

23 start doing it? Maybe it's impossible, but, if it isn't,
24 I would be curious to hear some discussion on that. I

25 don't know about Washington, I don't know how you do it,
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marysimons 1 but it seems to me that‘that concern”nee@ed to be
2 articulated before with earlier piansqfor solviné<the
3 problem that didn't work and dontinues7to néed to be
4 articulated. |
5 MR. LEWIS: 1Is this one that is worth
6 revisiting or is it really”just pie in tﬂe sk& like some
7 Congressmen referfed to about our rewrite of the Féféign
8 Assistance Act, that what you want is a Constitutional
9 amendment against Congressional meddling. He said, come
10 to think of it, what you want is a Constitutional
11 amendment abolishing Congress is really what you would
12 like. So I mean is this unrealistic or could something
13 useful come out of a further discussion?
14 MR. WELLONS: It's quite possibly unrealistic,
15 but if it's true that we are much more concerned with
16 stability, political stability in borrowing countries
17 than before and relatively less concerned with the
18 stability of the U.s. financial system, it seems to me

19 somebody has to be saying these things.

20 MR. RAUSSER: That's being said. Treasury is

21 saying that.
22 MR. BREEN: Well, there is another aspect I

23 think, and I hate to draw an unfounded analogy, but you
24 know what happened in Venezuela, and it scared the Hell

25 out of a lot of people in policy around here.,
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MR. RAUSSER:. It's didn't scale Chéstin(éic),

(Laughter.)

MR. BREEN: Nixon's visit stimulaté the
Alliance for Progress and a concern for growth. I don'tl
think this country has had a concern for gFowth in Latin
America as a country since somewhere I think in '69 or
170, something like that, and I'm not sure whether or not
this is the beginning of another resurgence in that
interest or whether the debt is just going come down tq a
financial tradeoff analysis or something like that. |

But I think it's at least possible that growth
and development may become as important as the financial
tradeoff calculations going on in Treasury now.

MR. RAUSSER: There are some signs that there
will be a working group that will be formed and it wili
include Treasury and State that will point to the summit,
that there will be a serious attempt to put on the table
before the Group of Seven some proposal that they can all
sign off on, and there will be a working group that will
be established by the Economic Policy Council within a
month and they will have to reach some conclusion by the
end of May.

MR. LESSARD: My sense is the themes you
articulated in your report are fairly small steps played

out well, and what does, let's say, economic pluralism
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marysimons 1 mean and what are some of the support programs, just like
2 Malcolm said, on the environmental side, and if you said ‘
3 thase are not guick fixes, but we have some long-term
4 programs on these dimensions and we're building capital
5 to deal with these problems, and these human capital and
6 institutions that will generate human capital and we're
7 doing it in terms of picking a few places where there is
8 high leverage to see how they do it and hope to diffuse
9 it, maybe not in those words, but there are a couple of
10 critical themes and we've focused on those themes.
11 I mean you're trying to purchase legitimacy at
12 the table on those four themes, and if you're credible in
13 saying we've got the best two or three environmental
14 programs going, then you will be listened to on that

15 fact. 1It's the niche play, it's differentiating and it's

16 narrowing on a few themes.

17 MR. RAUSSER: Summarize those four themes

18 again.

19 MR. LESSARD: Well, you have them here. You

20 have growth and it's the stability and pluralism that I

21 think go together in a very nice way.ﬂ There is a certain
22 kind of mix of what you want to sée in political and

23 economic development. You‘want growth, but you want,

24f * pluralistic institutions, et cetera. That's not jusﬁ

25 privatization. 1It's not just primérily the privatization
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of everything; -It's a more effective melding and»sﬁgying ,
of responsibiiities for‘things, but whatever. ‘
~\(My‘sense is those were fairly well staféd, aﬁdvl
then you want to put some reality behind them .in terﬁs of
projects. |

MR. WELLONS: But within the government it's
not going to be enough just to pass that pampﬁléf'arouﬁd.

(Laughter.) \

MR. GILLIS: 1I'll tell you what though, this
emphasis on building capital is something that thé cher
agencies or agents in the process aren't talking about.
You take the problem'bf deforestation and basically we
have until the end of the century to do something about
it. In the Bank you already know what's happening to the
big hydro projects, and just for an illustration, the
silting up of the reservoirs that is occurring not in 70
years but in 6 or 7. You've got until the end of the
century.

Now that's a development problem, too, because
if something is not done on these economies who aré s0
resource dependent on their soils now, not their energy
and their tin and copper, but their soils, then you're
talking about a state of perpetual dependence of about 40
economies on the rest of the world, the solutiqn to which

could only be approached by a complete abolition of all
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emigration. laws in7thé developed WO;ld. So thé§}s pow
long you've got. &oq've got pnﬁil 1999, and that's né
joke. |

MR. FULLER: Can I follow‘up‘on a point that
Phil made. It-was a poihf I réisea eari}er{and n’obde~
responded to it, so theretmay be no reai good answer, and
that is softening the adjustment process. I know this is
difficult ground, but you're a politician and you're
faced with a fund that says austerity, tight ceilings on
borrowing and you've got the Bank that says okay, we're
going to have a little growth on the supply side
economics here, but, hell, it's only going to take 15 to
20 years. 1Is there anything that we can offer that
politician to make it easier on constituent groups that
he has got to deal with?

MR. LEWIS: Bill, it's a bit like the
environmental thing, I don't think was to cover thé)whole
front.

MR. FULLER: I understand, but think of hqw‘we
deal with Treasury and some of these othef institutions

2

that onto this particular problem.

'MR. LEWIS: The problem is, and it would be
nice to pick this issue up again, but I mean people have
been saying this, and they were saying that in the 60's

the last time we had policy reform. We have food aid and
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we've been doing studies of the nutritional impact of
this and that, and the only nutritional impact is the
people that do the studies eat well.

(Laughter.)

And we continue to spends tens of millions of
dollars on this sort of stuff‘with\nothing to show for
it. Now at some point I would be prepared to bet the
solution may not be so nice, that in fact the notion of
soft lending in a sense, and this is part of the East
Asian story is that a consensus about where the country
is very important to having people being able to absorb
cuts in standards of living without going to the streets,
but it's as much a political thing I think as a
technocratic fix, but clearly that's one of the other
ones that ought to be worked more systematically rather
than just talked about. |

I mean it's got to be acﬁion‘oriented because
they are always going to say the right things, adjustment
with a human face or let's buffér the effects on poor
people, but the fact thaf nobody has figured out what
makes sense on that score, and that's'ah overstatement,
but that's go to be worked, but I don't think that's what
we do at this group.

MR. GHADAR: Let me ask a more fundamental

question. Do you think we are in a position with this
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diverse a group to pick a niche? I mean when you sit in
a company and you decide to pick a niche, 90u dash.it
out, you pick the niche and go after it. If you're not
in a position to go after a niche ---

MR. GILLIS: I think what you're interested in
deciding is how you pick a niche and not pickipg a
niche. You know, countries are so varied and what are
the things we want to be looking at when we're deciding

what our possible niches are here.

MR. LESSARD: Things that have decade-long
horizons that require human capital and inst;fhtional’
building and policy reform that will make major
structural changes in those economies. It's nofrsolying
the adjustment problem next year.

MR. RAUSSER: The focus is quite :ight?}it}s
policy reform and it's a question of’moVindﬁaway‘ffoﬁ;the
myopic player. We're a player who caﬁ iook”at the long
term and there are a lot of players who can't.

MR. LEWIS: And‘ironically enbﬁgh we have‘to
have a modeét amount 6f resources. In fact; if were the
World Bank and wé were tryiﬁg tO‘mové*$25 billion a yéar,
we couldn't afford to do this.

MR. GILLIS: You wouidn't be able to to.

MR. LEWIS: That's right, you can't do it.

You're just too important to get the money moving to be
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able to do‘that. So people ground here, it seems to me,
have to‘ge£ used to the idea fhét Being the poof‘felation
is not necéssarily an all bad‘thing. (

Malcolm, do ycu wanf\to‘say anything more
about the process of how you idéntifytthoéézneedsior not?"

MR. GILLIS: VYou've have 90 percent of it in
that one sentence as far as I'm concerned. »

MR. RAUSSER: Well, let's hear the other 10.

MR. GILLIS: Well, that takes longer.

(Laughter.)

Well, I would just add with a premium to be
placed on those areas in which you have built up(éome
past relationships other things being equal. 1In Liberia
in the energy sector, for example, noboay but AID should
be doing work in the energy sector in Liberia. Why?
Because AID has got a good track record, there.

MR. RAUSSER® They have crgdibility.

MR. GILLIS: Yes.

MR. GHADAR: But, you know, you can cu@ it
three ways. You can cut it by country, you can cﬁ% ip by
sector, you can cut it by instrgment, et cetera, et
cetera. | |

MR. LEWIS: )By way of(summing up, and I
wouldn't try to do}that, but I might just say that I

appreciate every much everyone taking the time to come
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and do this.

We started out this morning basically trying
to get some of the background information straight on
what was an issue and wasn't wasn't an issue about
international debt, and I think that we did a good job at
that because I think we got back to the conclusion that
we're most interested in, which is trying to see how that
phenomenon liixs into the causes of it which basicaliy,
relate to development problems.

And out of that comes the discussion this
afternoon, which is in effect linking back to the
development agenda and more specifically to what AID3s
comparative advantages in that broader set of issues aré.
In a sense, it's inevitable that any discussion about
that would be a bit frustrating because, as Dick said,
you get into an awfully big picture, or to put if
somewhat differently, I think as Gordon and I know Alan
emphasized, it's a lot smaller than tha;, too, it's.
country-specific in every 1nstance. So‘it's not cléar
what utility there is to broad—brush dlscu551ons out51de
the setting of specific countries.

We won't\Belabor this discussion because Qe
are now to the point where to be usaful, it seems to me,
we've got to get on to talking much more specifically. I

think that what we will do is use some of these good
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marysimons 1 flexible vehibles we've got to continue the discussion,
2 and it's incumbent upon us I think to put some things on
3 paper, perhaps a little bit more narrowly, about some of
4 the gimmicks or tools that are worth looking at, some of
5 the products, let's say, that may be applicable to
6 particular countries and run that by you all.
7 The otﬁer thing that I would also add ié that
8 to the extent that other suggestions comes up in your
9 mind as we go forward, and not tomorrow afternoon, but in
10 the coming weeks, if you see market opportunities that
11 aren't being exploited right now either in a specific
12 country setting more more generically, you know, this is
13 designed to start a process of talking about that. So
14 don't view the discussion now as having ended.
15 Thanks.
16 . + « The "AID and the Debt Crisis" Seming:

17 concluded at 2:20 p.m. . . .

18 - - -
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