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PART II 

TRANSCRIPT ... Continued 
sonally recommend some balance be
tween the• raising of Social Security. 
taxes and the lowering of benefits, or 
the growth rate of benefits in the fu. 
ture? . 

A. BW, our people have been ln 
touch with the commission, but I have · 
to point out something. Social Security 
was made a polittcal football - and 
not by us and not by me - to the place 
where there was no serious considera• 
tion given to any effort to try and meet 
the flscal problems of Social Security. 
As a matter of fact, those who were 
making It a political football a little 
more than a year ago denied that It 
was facing that kind of problem. 

When we said that it couldn't get by 
July of 1983 without a correction being 
made, they denied that. At least we've 
learned that from tbe commission; 
they have now verified that we were 
right and it Is in that kind of desperate 
strait. ~ the fact that we've already 
bad to borrow some money to send the 
checks ls there, but the appointment 
of the bipartisan commission was to 
get it out of the arena of. politics and 
let a bipartisan group come back with, 
if they could not reach a .comensus, at 
least with some alternatives. And then 
I think Is the time that we join to
gether and seek to work out a compro-

. mtse. . 
· I believe that for me to no,, Impose 
mpelf-1 don't care bow much they 

· uk for it .:... for me to ·lmpGee myiielf 
on the commission and say, bey, fel
lows this is the way I want you to go, I . 
would then stand back, cock my ear 
and wait for the loud outcry from 
capitol Hill and the B&JDe old political 
football would be JMlell aoln8 up in the 
airllke a punt on third down. · ~ 
· Q. s1r; If that's what it takes, If 
that's what it takes to get this thlDg 
going, are you wlllln8 todo It? 

A. I think that the alternative ls 
very simple. If they cannot come to a 
conclusion, then let them submit to us 
the things that they have proposed and 
where there are other differences be
tween them, and then It wiH be up to 
ua. I do know that Chairman Rosten
kowskl of Ways and Means bas made 
it known to me that he Is going to begin 
hearings and be ls ready to cooperate 
with us and 1mowB that we must have 
asolutloa •. 

Attempt on Pope's Life 
Q. Mr. President, there've been 

many allegations · that the Bulgarian 
Intefitgmce service was behind the 
attempt to assassinate the Pope and 
that the Sovi~ Intelllgence Service, 
the K.G.B., may have ordered the 
whole thlna- What do you believe? Do 
you believe the Russians and the Bul
garians were betilnd it? 

A. I know'that the Italians are inves
tigating, and in \1ew of their proce
dures and the handling of the General 
Dozier case, I have great conftdena! 
In their ability. , 

But as long as they're Investigating, 
I don't think it would be proper for me 
to make a comment on this, because I 
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would have no Information ·except the 
same things that all of us know about 
this. · 

Q. If it turned out that the Bulgar
. ians and the Russians were bebtnd it, 
what impact would that have on Savi· 
et-American relations? 

· A. Well,lthlnkthatit- itcertalnly 
would have an effect. I think it would 
have an effect worldwide. And I'd 
meet that problem when we got to it 
but until we do, I'll - well, Bob 
_Tbompsc)n. . . 

Debts of Nations 
Q. Mr. Presidellt, as you know, con

cern has a.risen ln the flnanclal com
munity over the large debts accumu
lated by some developing nations, I 
believe, 300 billion in Latin America 
alone. Do you see any danger to the 
banking system as a result of these 
large debts? And what steps Is your 
Admlnlstratlon taklDg to deal with the 
problem? . 

A. Well, of course there's a risk. I 
think it's a touchy ftnandai situation 
worldwide. Just as this . recession is 
worldwide. 

We have been taking a number of 
steps with regard to the International 

' Monetary Funds that are available for 
bailouts and so forth. Increased the 
contributions to tbo8e. We have taken 
µnilateral action ~th some of our 
hejghbors, as you know, to tide them 
over and help. And the numbers of the 
countries, as a result, are enga"!f m 
austerity programs. I'm lnc1ln to 
believe that we're aoln8 to come 
through this all right • . 
. If there WU widelpread default, 
there would, of coune, be aome very 
NYffl!flnanclal problem,. 

Creation of Jobs Program 
A.Nancy. . 
Q. Mr. Prelident, durln& the lame 

duck ...ion of Coqrea, the Houae 
and Senate each lndlvtdually ap
proved the Jobe proaram. TheylUbae
quently withdrew them at your ~ 
quest and your threatened veto. Yet, 
at the same time, they asked you to in
clude a Jobs pro&ram ln your budget. 
Will you di<> so ln your bqet? Will you 
offer any kind of a detailed job-creat
lng program? .. 

A. Well, we think that we've done 
several thlnga along that line. And 
then I would answer as to why the 
threat of a veto for the customary Job 
type of program. Ftnt of all, we have 
a billion-dollar program that's going 
to train a million people a year~ And 
part of our unemployment, just like 
the deficit, is structural. There are 
Jobs that people have been laid off 
from that will not exist ever again. 
There is a stnu:tural chanp ln our •. ln 
our work force that is going on. 

And, again, you've beard me say It 
before, but on the w6ekend again, I 
was looking at some of th& help
wanted ads and the ads are becoming 
really desperate in companies that 
are advertising for people with cer
tain skills which Indicates that .the 
people, the workers ~•t out there 
with those skill11 . That 11.one . _ . 
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We have twice extended tbe unem
ployment lbsurance payments to help. 
We have passed, and I have signed, 
the Trade Exports BW, which we 
think is going to Increase the number 
of businesses ln this aiuntry that are 
going to get Into the export field and 
each billion clol1ars of export makes 
about 40,000 jobs. 

We also, I think, while it was not for 
Jobe - the program was really de
signed to meet an emqency ln our 
transportation system .:.. that Is also 
going to provide 300 or 350,000 Jobs. 

But let me point out that t&e 'Hous
lng Subsidy BW that I vetoed last sum
mer - vetoed lt because by - that 
program, bad lt been signed, would 
probably just begin, now or ln the near 
future, to be operative. · But suddenly 
In this same period of time, by de
pending on the market forces, bouslni 
starts are up 88 percent; general con-
stnlction Is also up. . · 

The trouble with those ~::Job 
bfils- one of them that was of 
ln the Congress and that I refused and 
said I wouldn't llign wasn't slated to go 
into operation untll 1985; that's a long 
time to wait for some jobs - moat of 
them have the fault that they create 
maybe some employment over here ln 
the public sector, but no one ever 
turns around to see what the spending 
over here did to create some unem
ployment over here in a different aec-
tlon. . 

· SO I just don't think it's the answer. 
I tblnk that most job bills come down 
to being pork barrel. 

a-.1onand crime, 
, •41• . ,- , I.,., 1 , . •,, , 

. . Q. Mr. President, do you share the 
view of elected officials ln Miami that 
the rioting there over the holidays was 
brought on as much by Joblessness 
and economic hardship as by racial 
.OQ!S?.,~ if you don't share that 
vlew, do,~ iiee any danger In people 
with thelt bllob up·agatnst the wail ln 
this recession venting their frustra. 
tlon ln acts of crime and violence? 

A. I would bate to see that happen 
and it certainly would bespeak a dlf. 
ference ln the character of our people. 
Because ln the Great Depression noth
ing like that ever took place. When the 
situation was much worse and there 
was no unemployment insurance and 
there was no, for a time, not even any 
welfare programs of any kind to help 
out. I think, though, that when respon
sible leaders, supposedly, publicly 
voi~ their opinloo that this is going to 
happen, they're encouraging lt. And I 
think they ought to think again before 
they open their mouthS. 

Arms Reduction Plans . 
Q. Mr. President, without getting 

into any detail, which I know you don't 
want to get Into, do you agree with 
Senator La.ult that there are ways to 
stretch out defense buildup - the de
fense buildup - over the next six or 
seven years, let's say, without hurting 
national security? 

A. Well. we have looked at . such 

TRANSCRIPT •.. Pg.4 - F 
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TRANSCRIPT ... Continued 
tbiDgs and we'll continue to look. As I 
say, we're looking at everything. One 
of the problems'ts a stretchout sounds 
as if It m!ght not be too serious. 

But you have to remember, we don't 
bave the military industrial ~mplex 
tbat we once had, when President 
Eisenhower spoke about It. Assembly 
lines had to be put together and 
started up again to meet the demands 
of the weapons systems. 

Now; you can't say to someone who 
bas gone Into business purely to ~ 
vide us with what we've ordered, you 
can't suddenly say to him, well now 
everybody go home and wait awhile, 
we're not going to take these things. 

If there can be a stretcbout that 
does not shut down your - part of 
your l!ldustry- but again, in defense 
the biggest portion of the spending ts 
not weapons systems: 75 percent of 
the defense budget ts payroll for the 
troop&, readiness and maintenance. 
And only a fourth of the budget bas to 
do with weapons systems. 

Q. Mr. President, do you think a 
stretcbout ts posalble, or perhaps you 
prefer the freeze Ideas on both defense 
and nondefense that are now being 
proposed? 

A. Here I thought I explained lt all 
at the very beginning and you keep on 
asking tbOlle questions. All of those 
-thinp we wtll look at. 
.. Al? . 

\ 

Tu to Md Pension Fund 
Q. Mr. President, you were tryinl to 

sell aecurlty. The chairman of your 
com.mialion, Mr. Greenspan, says 
tbat after meeting with your aides and 
with people on the Bill that there was 
a conaensus that the soll,ltion reYOlves 
around a speeding up of payroll taxes 

and a1owlJis dawn future benefit 
IJ'OWth. Doel that mean that the 
White Houae bu Indicated tr, wlllina 
to ■upport some lclnd of payroll · tu 
speedup u put of an overall pack
qe? 

A.. We're going to look at all the 
thiDIS that they present to us. Maybe 
this 1a an opportunity to let the people 
know something that I don't tbink 
very many people understand: that in 
um, when the payroll tu for Social 
Security was increased, the lncraae 
J111t didn't take place then. It goes on 
all the way to 1890. 

There's Just been a payroll, or aQ ~ 
crease in the Social Security tu for 
people above a certain level of income 
becaUN they raised the amount of Ill• 
come tblat ts talQlble. There are three 
more Increases in the .Social Security 
tu rate that are due, and practically 
every year there"s an increase in the 
amount of salaryJ!h&t's subject to the 
tu. Now all of mese things I know 
from our own people having had con
tact with the commlaslcm, are things 
that they're looking at. But I bave to 
point out there ts a lli;nit with regard to 
bow far you can.go on the tu. And the 
limit Is ·caused by the fact that a bla . 
proportion of our working people . 
today are paying a greater tax, ln So- · 

cial Security than they are ln the in
come tax. 

Q. But does Mr. Greens~•s com
ments Indicate that aa part of an over• 
all package you might be wilHns to ac
cept some form of payroll tax speed
up? 

A.. As I said, we will look at that. The 
other tbina I want to Insure, lest there 
be some· misunderstanding, the one 
thing that we would not consider -
and I don't think the commission ls 
suggesting this - those people pres
ently dependent on Social Security are 
going to get their checks and their 
checks are not going to be reduced 
below what they"re presently getting. 
I think those people have been scared 
enough by the demaaoSY that they've 
heard for political purposes through
out this last election year and even b&
fore. And I want to reassure them no 
plaa ls going to reduce their checks or 
take those checks away from them. 

Retraining of Work Force 
A. I'll get you next. 
Q. Mr. President, each year- pick• 

Ing up on sometliing you said earlier 
_:. each year this Government pays 
out millions of dollars to workers who 
lost their Jobs or the firms that JOit . 
part of their markets due to foreign 
competition. Now in light of the pros
pects of future hundred..billion-dollar
plus Federal defidts and the fact that 
many economists said that lndustrles 
like steel, auto, and teztiles must 1111/' . 
dergo permanent and baalc rmtnle
turing to survive, doesn't it make 
sense for this Administration to drop 
the trade adjustment asststance pro
gram and instead use tbe8e funds to 
retrain workers for new jobs; Jobi 
that will exist in the~? 

A. Well, we are going, we. do ha-.e, 
as I say, a program IO tnlll and I 
tbink that them goti,a to ba-vii!t to:-be 
.more of that. I will agree. Becalllil I 
think ID this restructuring of our work 
force we're going to find that there are 
industries that have traditionally been 
at a cei1aln level in our country, and 
we're going .to ftnd that we have 
nitched to other llnell oftnda!ltry; to 
service types of lndulltry rather than 
being a smokestack industry-type; 
things of this kind; these cbangell are 
being made and are taking place all 
the time. We're going to bave to pi. 
pare for them. Sarah. 

Q. Yes sir. Jack Anderson said tlie 
other day on-a program where be was· 
interviewed by the 700 Club that we've 
bad service representatives from de
fense contractors in the field otW 
worldng with' the troope on compli
cated defense weapons. , That the 
troops are too unable-, too Ignorant and 
too unable to operate, and he said that 
the Israelis take our planes and take 
off all that expensive electronic pdg
etry which our military contractors 
put on these planes, which are not nec
essary he said, and which be said add 
to the great cost of theae, of weapons, 
the Israelis take these· off of their 
planes . and learn to fly them effec
tively and better than any planes ever 
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Danish Trawlers Make . 
Contact.With British · 

COPENHAGEN, Jan. 5 (AP)-I>an
lsh ships trawling tor fish In restricted 
North Sea zones reported their first con
tacts with British inspection · ships 
today. They said none of the Danish ves
sels were boarded. 

A trawler captain, Thorvald Boene
mose, said over ship.to-shore radio that 
his trawler and eight others bad bad 
contacts with Britlsh_lnspection ships In 
the restricted area east of the Shetland 

. Islands. captain Boersemose described 
the contacts as "friendly." 

Britain uiftield the territorial limit 
past its expiration date of Jan. 1 after 
Denmark, alone among the 10 members 
of the Common Market, rejected a~ 
posed fishing accord. 

Danish fishermen said the proposal 
violated Common Market regulations 
because the quota system dlscrimJ. 
nated against them. 

flown. What, would you look Into that? 
A. Yes Sarah. First of all, I don't 

think It's tnle but I alao tbink that the 
Israelis have proven that tlloae planes 
must be pretty good. On the other 
hand, with regard to our troops, lt 
would be very strange if we're faced 
with such ignorance because the~ 
of the matter is now that our vohm
tary mllltary that two years ago we 
were being told was a failure and 
could never succeed, I am proud to 
say now bas a level, inteWpnc:e level 
that ls higher than in any army ln our 
past history even including the draft. 
We also have the hJabest number or 
percentage of high sc:&ool graduates in 
that military force than we've bad, 
than we've ever had before. We have 
the highest retention rate and tlie 
highest re-enlistment rate and we've 
got a military that's got an esprit de 
corps that should make everyone of us 
proud of them. 

Q. A lot of those high scllool ~ 
ates; don't forJlet, are women. There 
are more women high scbool ~ 

· ates than men. But I want to point oat 
to you that what he said was not a, not 
denoundng the ~telligence of the 
men; he was Just saying that tmse 
weapons are too complicated for any
one to use ID battlefield condltions and 
therefore they have sent.many·many 
factory representatives who have to 
go to war With the troope. 

A. Sarah I have to 1&y that there's 
Ollly one criteria, and that Is if we're 
going to ask an American young man 
or woman, and I don't think we'll put 
the young women in tboee combat 
front ranka. . 

Sarah-We're ready. 
A.. I'll tell them they got one vobm
~ already. But, ltwe'regolngtoput 
tboae young men out there they're en
titled to have every techDologlcal aid' 
that can insure that they can do the 

. job and that will protect tbelr Lives. 
I never got all the way around, did 

I? 
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V 
By Norman A. Balley 

ck sa etr net for foreign lending 
lundreds of billions of dollan in outstanding 
:,ans to developing countries are at risk t.oday. 
Vorldwide recession, falling commodity prices, 
.iatorically high real interest rates, restraints on 
ommerclal bank exposure, and, more recently, 
tie shrinkage of the Eurocurrency market have 
,pened the possibility of a worsening crisis in the 
11ternational financial system. Neither the will-
11gnesa nor ability of lenders to maintain their 
~ure, much less to risk new money, in any 
ray matches the accumulated legal obligations of 
he bonowers to pay interest and repay principal. 

Efforts to meet this unfolding crisis consist 
ll08tly of stopgap measures, such as debt re
chedulings and emergency bridge loans. These 
ire unlikely to achieve anything more than to 
lelay the onset of a systemic breakdown. What is 
1eeded urgently is a new financial . instrument 
hat • will preserve both the credit standing of 
lebtors and the financial stake of creditors while 
conomic stabilization programs begin to achieve 
esults. The objective should be to create a situa
ion in which the principal repayment claims of 
reditors are related to a real, measurable ability . 
1f debtors to pay. To accomplish that goal, the 
:reation of an instrument that could be called an 
ctchange participation note is needed. Simulta-
1eously, official rescue efforts would concentrate 
1n keeping interest payments current to maintain 
he liquidity of the system. 

These equity-like exchange participation notes 
vould constitute claims on some prudent level of 
:urrent and future foreign exchange earnings of 
ielected debtor nations. The central banks of 
hese debtor countries would issue the notes to 
heir private and official lenders on a pro rata 
,asis to replace the existing amortization sched
lles. The central banks of the debtor countries 
vould aceept final responsibility for repaying all 
!Xternal debts, public and private, and would act 
is colleetion and paying agents. Creditors might 
'orm coordinating committees for each debtor 
:ountry that would be given the authority to act 
is receiving and paying agent on the lender's 
1ide. To reduce complexity, small creditors could 
,e paid off in advance. 

>empening protectlonilt trend&. This solution would 
►ffer both debtors and creditors significant incen
ives, which would work to sustain and increase 
nt.emational trade and investment and to dampen 
he trend toward protectionist measures. 

Consider the proposition from the debtors' 
>0int of view. A reasonable share of current and 
:uture export earnings would be freed from prin
:ipal repayment obligations. In the lengthening 
ist of countries where debt service now approach
!&, equals, or exceeds total export earnings, this 
vould provide immediate relief. Exports could be 
:hanneled into productive investment again, and 
iot just dedicated to debt service requirements. 
ls exports increased, with only part of foreign 
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exchange earnings pledged to redeem the ex
change participation not.es, the country's ability to 
borrow for self-financing trade and investment 
would also increase. Debtors would be offered an 
attractive alternative to default, repudiation, or 
ineffective debt reschedulinga. 

From the creditor's point of view, acceptance of 
exchange participation not.es would be an alterna
tive to additional provisions for loan losses or 
repeated reschedulings. Bank regulators might 
regard the notes as a higher quality asset than 
existing loans. Finally, the notes could be negotia
ble on the secondary ~et to an extent to be 
determined, providing an incentive to trade and 
spreading risk exposure. The exchange participa
tion not.es would reduce the likelihood of defawts, 
debt moratoriums, or repeated reschedulings. 

This instrument would not substitute for in
creasing quotas at the International Monetary 
Fund or creating an emergency fund under the 
General Agreement to Borrow. It would consti
tute a complementary measure to these steps, 
which, along with other actions, would still be 
needed. to assure that debtor countries continue 
to pay interest wlule the complexities of the new 
arrangements are worked out. The creation of the · 
notes would provide a much-needed way to de
flate the present debt bubble in an orderly fash
ion. The absence of such constructive alternatives 
accounts to some extent for the growing lack of 
confidence in the international banking ~tem. 

Rallying point. This proposed innovation has politi-
cal advantages, too. It would say to C,ongress 
that the Administration will not be coming hat in 
hand for budgetary funds to bail out banks or 
countries. Few will accept the international bank-
ing system as sound or manageable if its survival 
is maintained on the backs of the taxpayers. 

Even more important, this initiative could be a 
positive rallYing point for the trade and financial 
managers in the West.em alliance--one that coun
tries of the North and South could agree on. The 
South has for years been calling for a "new inter
national economic order," and the North has been 
resisting. The initiative suggested here could cut 
through all of that and provide a more realistic 
basis for future negotiations. 

Voices are heard, of course, that want to bring 
the old order down in favor of a system of coll~ 
tive authoritarian rule in which all financial rela
tions among nations will be rigidly controlled. The 
audience for these voices grows proportionately 
as the health of the international trade and bank
ing system worsens. Failing to take effective 
measures may create a political risk that in more 

., ·~~\·~ t 
~i\i:.,I'-.~ "~l\:isn 
..;,J \I;,•~· 

What is. needed is 
a new fin~ncial . -1 
instrument that , 
ties repayment 
to a debtor · 
nation's future · 
export earnings 
and thus to 
its ability to pay 

l . 

and more countries these voices will come to dom- "· 
inat.e. If this should happen, we will have sue- Norman A. Balley • •nior clrectar °' naliorMII NCUltly plannil'III for the N• 
cumbed to the notion that credit is only a com- tionat Sec:urtty Council anc1 a tom. ~ 
modity. We will have forgotten the principle of ~~ =.::: ~ 
fiduciary responsibility. None of us should wish lhoN o1 the Reagan Adminislralion. 

to confront the consequences of that. ■ ~i,yM1v1t_. 
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After a decade of go-go lending, second thoughts about the risks 

ever in history have so many na
tions owed so much money with 
so little promise of repayment. At 
stake is a gargantuan debt, a $706 

billion lien held by banks, governments 
and international financial institutions 
around the world against a group of deep
ly troubled developing and East bloc 
countries. It is a sum nearly the siz,e of the 
annual U.S. budget and more than three 
times that of Japan's; it is $154 for every 
man, woman and child on earth. It has 
mushroomed from about $100 billion only 
twelve years ago, keeping borrowers in . 
bondage and lendCJJI in growing suspense. 
Much of it may never be paid off, and a 
major default somewhere, somehow, 
could trigger far-reaching political and 

IJ 
economic reactions everywhere. The 
global economy is sitting on a debt bomb. 

The risks, according to U.S. Federal 
Reserve Chairman Paul Volcker, are 
"without precedent in the postwar 
world." Says British Financier Lord le
ver: "The banking system of the Western 
world is now dangerously overexposed. If 
lending abruptly contracts, there will be 
an avalanche of large-scale defaults that 
will inflict damage on world trade and on 
the political and economic stability of 
both borrowing and lending countries." 
The financial community, says Rimmer 
de Vries, chief international economist of 

II 
New York's Morgan Guaranty Trust Co., 
is '.'in a historic period. There is a lot of 
worry that thin8s could get out of hand." 

In their calmer moments, those in-
volved insist that no such grim scenario 
will ever come to pass, that the unthink
able will not be allowed to happen, that 
the debt bomb cannot explode. But it is a 
fact that for the past 21 months, particu
larly through a nerve-racking autumn 
and winter, the bomb's fuse has been sput
tering, forcing almost overnight major 
changes in international lending. Ever 
since March 1981, when Poland, with a 
debt ofS27 billion, declared that it simply 
did not have the $2.5 billion due its credi
tors that year, the danaer signals have 
been flying. Last August, Mexico an
nounced that it could not come up with 
the interest on its debt of $80 billion; soon 
thereafter Brazil declared that it was un
able to meet payments on its $87 billion 
borrowings. Last week Brazil told its for
eign creditors that it would not make $446/ 
million in payments on principal due in 
January, but denied that this amounted to 
a moratorium. Argentina, too, was in the 
headlines: about five months behind in in-

42 

terest payments on its debt of more than 
$40 billion, it encountered a delay in se
curing a crucial Sl.l billion bailout loan 
from international banlcs. 

The shock of such big borrowers' fall- 1 
ing on hard times over so brief a period 
has been sobering. Though Western 
banks and governments are rallying with 
patchwork rescues for Poland, Mexico 
and Brazil, their efforts are merely short
term answers to long-term problems. 
More important, each crisis has made it 
more difficult for other borrowers to raise 

Illustrations tor TIME bf David Sutar 

funds and keep up with payments, hardly 
a reassuring prospect for a parade of more 
than two dozen debtor countries in Latin 
America, Asia, Africa and the Soviet bloc. 

· The International Monetary Fund 
(IMF) reports that 32 countries were in ar
rears on their debts in 198 I, compared 
with IS in 1975. Yugoslavia ($19 billion) 
is meeting its obligations, but is seeking 
more generous terms on future loans. Ru
mania late last year rescheduled $2.8 bil
lion of its S 11 billion debt and interest 
payments. Costa Rica ($3.1 billion) has 
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told its ~itors that it cannot produce 
$270 milJjon in back interest South Ko
rea ($36 billion), ~pite its generally 
strong cccmomy, is being closely watched. 
And there are others. 

Although developing countries bor
rowed prudently to maintain growth in 
the face of higher energy costs after the 
1973 oil shock, they were beginning to 
slide into deep debt by the time the second 
major oil-price hike came in 1978-79. 
Now they find themselves pinned down 
by a combination of events, each of 
which, by itself, would be troublesome 

Ntmldns~ 
In bllllons of .,.i.: 

astemBloc 

o-lopinc 
cauntnes 

tina. These banks have set aside a total of 
$3.6 billion in loan-loss reserves, but that 
amounts to only 12% of their exposure in 
the three countries. 

Some of the smaller regional U.S. 
banks that have ventured into the foreign 
market are also vulnerable, particularly 
those in Southwestern states that have ex
tensive dealings across the border. The 
Valley National Bank of Arirona, for ex
ample, has Mexican loans totaling 60% of 

. its equity; at Texas Commerce Bank in 
. Houston the figure is 36%. 

enough: a lingering world recession; high uch of the U.S. loan money has 
interest rates; slumping exports and gen- gone not to governments but to 
erally ftat trade; increasing protectionism private borrowers-in Mexico, 
in the industrialized countries; and low 47% of the total-and the debt-
commodity pricm. Interest payments fall on include many companies in financial 
due, and national treasuries must strain to difficulty. Last year Mexican companies 
the limits to pay. Everywhere the cost of missed $600 million in interest payments 
servicing debt is swallowing an increasing to American banks. 
percen(aBe of export earnings. Though That shortfall is hitting the bottom 
some of the biggest borrowers have owned line. Robert Albertson, an analyst with 
up to their problems, other surprises could the Smith Barney investment firm, esti-
lic ahead A combination of three or four mates that delinquent loans to foreign I 
medium-size countries' getting into diffi- firms may have lowered fourth-quarter 
culty at the same time could prove more profits of major banks by some 5%. Con-
troublesome than one large default. $370 million to Argentina, a sum amount- cem about an earnings drain from bad 

The debt threat has raised fears in ing to 92% of its shareholders' equity. loans has already helped depress bank 
Western Europe for some time, but was Chase Manhattan has loans totaling $2.S stocks. While the stock market has been 
initially dismissed as Cassandra talk in billion to the two countries, 77% of stock- reaching new highs, shares of Citicorp 
Washington. Only in recent months has holders' equity, and New York's Citicorp, have fallen 14% since November. Chase 
the Reagan Administration come around which refuses to confirm the exact figures, Manhattan has dropped l l %, and Valley 
to the view that the crisis is potentially has a reported S4 billion, or 85%. On top National is down 26%. 
dangerous and unlikely to blow over of that, Citicorp is a very big lender to To help cautious investors, the U.S. 
quickly. As a consequence, the U.S. · Brazil, with an estimated SS billion in Securities and Exchange Commission 
Government became involved in both the I total lOBns. Altogether, the nine largest has asked the banks to disclose publicly 
Mexico and Brazil rescues. Last month U.S. banks have loaned out about 130% of their potential foreign loan problems. 
1reasury Secretary Donald Regan ap. their equity to Mexico, Brazil and Argen- As a result, in their third-quarter re-
pealed for concerted intema- A W'"..,CH UST FOR 1983 ports to the commission, the 
tional action to devise a new ,. ■ banks with large loans to 
"apparatus" to handle curren- Estimated debt in billions of dollars Mexico and Argentina were, 
cy and debt problems, al- in effect, forced to reveal 
though he admitted that he ;=, ~-,_.J Debt snC9 ._.:~~ . ':~ their total exposure for the 

::0 s:.;•~~ ~~- ~J , -· -/ ~ :ri;r .,, £,.~ ".1 ~t ~e·u!3c'::m~~t~U: 
Regan: "There must be a bet- Brull -- $30JI --- un? d the SEC did not ask the banks 
terway." 43.1 !k.~ • - ~ to tell what portion of their 

U.S. banks would no doubt Mexico ~ loans is to private borrowers 
agree. Of all the world's finan- Atpntlna l&A ..,. 1113 1 as opposed to governments. 

... ... .. 
I 

4&0t 
cial institutions, none are more s. Kof9a IS.7 49 • Clearly, many regional 36.0 
deeply mired in the interna- Venezuela banks arc growing restless 
tional debt dilemma than they. 19•9 lot about maintaining their loans, 
Their loans to developing na- Israel Ui.2 121 ,;1 much less issuing new ones. 
tiona and the East bloc now Poland 7,a ,_ M -=4 Says the president of a small 
amount to about $130 billion, U'., "'R. 12.2 

25 
, bank in upstate New York, 

including $68 billion to Latin - which has a $3 million loan out 

28.0 
· &7 ... 
23.0 

lU American and Caribbean EaYPt U 48 to the Mexican state-owned oil 
countries. At midyear $52 bil- Yugoslavia e.o 41· company: "When that loan 
lion had been loaned to Mexi- matures. it will not be renewed. 

I 
co, Argentina and Brazil alone. PhlUpplna 7A 79 We had no business getting in 

As the~. nkers point £.Germany U a there in the first place." 
out. less thap 10~ ftheir total Peru 19 79 There is ample apprehen-
asscts are at · to foreign bor- sion elsewhere. Many West : 
rowers in trouble. But the Rumania 5.5 81 European banks are seeking , 
figures loom large when com- Nipria 4Jt a permission to make loans to 
pared with shareholders' equi- countries that are questionable 
ty, which, coupled with loan- Hungary 15 59 credit risks tax deductible. 
los&reserves, can be thought of Zaire 1.2 i.3 British banks ar..: ·,.orricd I\ 
as what a bank would have left lambio u 2.0 IN , enough to have incre.ised pro-
if it paid off its depositors and :::a;:;;: visions for losses to the largest 
creditors. New York's Cherni- Bollvil ~ -..;,a U ~ gi:;@j levela in memory. In West 

IU , ... 
M.O 
u.s 
u 
u 
7.0 

5.1 

cal Bank. forexamrle, hasSl.4 ....._...,.. ......... _llaalk...duelll'P tTIME....._ Germany, the national bank-
billion on loan in Mexico and Saurce:MotpnG_.,,,,1Yrrust~ inr>; ,urervisory agency is un-
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dcrstood to have informally recommend
ed that banks ~ •. down." or 
unofficially write o , 40% f their sover
eign risk loans. Matte less critical in 
Japan, where the Ministry of Finance 
makes certain that banks do not lend 
more than 30.% of their capital overseas. 
But even Japanese banks, which had a 
total of $81 billion in international 
Joans outstandirlg in 1981, suffer formida
ble exposure. 

Since U.S. banks have the biggest 
overseas commitment and more than 
three-quarters of international loans are 
made in dollars, there is little doubt in fi-' 
nancial circles that should it ever become 
necessary, sa~ th: fiorJd's financial 
Sn\Sm) will tCn £ s Federal ~ e-
~ is the only central bank• capa Te';" 
in the words of H. Johannes Witteveen, 
the former managing director of the IMF, 
"of creating the necessary liquidity." In 
eff'ec:t, the Federal Reserve would have to 
pump in the dollars that a troubled U.S. 
creditor bank needed to survive, even to 
the point where it could fuel inflation in 
the U.S. Says Salomon Brothers' Bruce 
Brittain: "The international debt crisis 
can be boiled down to a problem of four 
countries, ten U.S. banks and the Federal 
Reserve." H things got out of hand, ex
plains a U.S. Administration official, and 
inflation grew as the result of Federal Re
serve action, everyone in effect would be 
paying a share. "It would be a tax to save 
the system." 

Even if there is no default crunch, the 

"The c:enlnl bank of a country ii the bankers' bank. 
llS powers vary from nation to nation. But whether it 
be the U.S. Federal Reserve system, the Bank of 
EnsJand or the West German Bundesbank, its offi
cial duties usually include issuins banknotes, con
trolling the money system, supervising the banlcin& 
industry and acting u a lender of last rmon. 
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debt dilemma could prove costly. Major 
U.S. banks no longer get favored short
term interest rates in international money 
markets, and with the exec ·on f Mor-

Guaran . ve ost 
t ratings in the U.S. 

bond market, in part because of higher 
lending risks. Moreover, if the large inter
national banks are saddled with too many 
near bad debts, they might have less mon
ey available for borrowers at home; thus 
new car loans, personal financing and 
mortgages will remain expensive. And al
though the risk of bank bankruptcies is 
thousht to be sliglit, the industry's pro.fits 
couJd be diminished for years to come, 
and some smaller institutions may have to 
be guided into mergers. 

ut there is a larger fear: a surge of' 
defaults could turn the world re-
cession into depression. More 
than 40% of U.S. exports of com

modities and services and one American 
manufacturing job in 20 hinge on sales to 
developing countries; similar export .fig
ures apply to Western Europe and Japan. 
The nations that buy many of the indus
trialized world's goods are the same ones 
that have borrowed so heavily. Any eco
nomic contraction on their part would 
boomerang back in the form of less de
mand by them for imports. The resulting 
deepening recession, so the theory goes, 
would further hurt the poorer countries, 
and so on and on. Once started, the pro
cess could be difficult to stop. The devel
opment dreams of the Third World would 
come to a halt, stock markets wouJd tum
ble, unemployment would soar, and world 
economic conditions could rival those of 
the 1930s. 

The scope of the current difficulties 

has causht many in the financial commu
nity by surprise, mainly because few ex
pected interest rates to remain so hi&h 
for so long or commodity prices to drop so 
steeply. There has been little warning of 
many debt problems, and the.speed with 
which rescue operations have to be 
mounted does not leave much time for re
flection. EndllJl8ered borrowers put off 
admitting their problems until the last 
moment for fear of shattering lender con
fidence and making matters worse. Once 
the bad news is revealed and digested, the 
banks with the largest stake have only 
weeks, sometimes days, to act Working 
apinst default deadlines, they must agree 
on the terms of a rescheduling package 
that gives the borrower more time to re
pay and is often linked to quick cash in~ 
jections from governments and the IMF. 

Under such circumstances, bankers 
do not worry about getting their original 
loan money back on time-something 
that may come as a surprise to the general 
public, which, as a rule, is expected to pay 
back its debts to banks. The bankers' pre
occupation with loans to nations is with 
avoiding default. This keeps interest pay
ments coming, even if at a slower pace. In 
any case, rescheduling is aometimcs good 
business, because higher rates can be 
charged as the price for delayed repay
ment. The difference is important. H the 
debtor defaults and payments stop alto
gether, the banks have no choice but to 
write off the loan as a bad debt, and too 
many of those threaten a bank's solvency. 

The rescheduling process generally is 
not easy. The debtors need more than a 
delay in repayment to survive. Most re
quire new loans, frequently large ones, 
and the biggest banks are in too deep to 
refuse. "The major banks," says John Ma-

TIME, JANUARY 10, 1983 ,., 



Economy & Business 
this, the chief international economist for major source of lendable dollars was a London. Between 1975 and 1982. more 
Chkago's Continental Illinois National persistent U.S. balance of payments defi- than 60 banks entered the game each 
Ban1c and Trust Co., "are in for the long cit that left dollars overseas. . year. 
baul. l)ey cannot walk away." The new business was a bonanz.a for Not surprisingly, the young &unsling-

Tbc same is not necessarily true for banks. From Wall Street to the financial crs, the loan-marketing officers working 
smaller lenders. Loans to countries uwat- centers of Western Europe, bankers for such syndicate leaders as Citicorp, 
ly involve hundreds of banks: 500 have awoke to the delights of international France's Societe Generale and Swiu.cr
varying-size shares in Poland, 1,400 in lending. Eager to win their spurs, young land's Credit Suisse, often paid little at
Mexico and more than 1,000 in Brazil. loan officers fell over one another knock- tention to whether the borrower could re
Originally attracted to the international ing on the doors of finance ministers from pay. The fact that Mexico sat on an ocean 
lending game by the lure of quick profits, Warsaw to Kinshasa. "The international of oil, that Zaire had mountains of copper 
the smaller institutions nu,.y be willing to side looked glamorous," recalls David was thought to be collateral enough. An
cut their losses and, in the midst of re- Ashby, chief economist at London's nual bonuses and career prospects were at 
scheduling talks, balk at throwing good Grindlays Bank. "Bankers like travel and stake; if one bank did not get the business, 
money after bad. Reports a Hamburg exotic locations. It was certainly more ex- another would. "They had to meet specif
banker: "I come into these sessions, and I citing than Cleveland or Pittsburgh, and ic profit targets, sometimes even monthly 
find all these hillbillies. The big American an easier way to make money than nurs- targets," recalls a senior British financier 
banks have made the loans and sold parts ing along a $100,000 loan to some scrap- in discussing U.S. banks in particular. 
of them to the little ones. And these fel- metal smelter." "Money was just a raw material to be fed 
Iowa, who don't know the Baltic from the into the sausage machine. They did not 
Barents Sea, were all crying, 'I want my ■ ~ It, ascd largely in London, the net- want to bear about the risks. By the time 
money back!'" · ■ l works oflcading U.S., West Euro- the country couldn't repay, the people 

It is not just that the smaller banks' •J t pean and, later, Japanese, Arab who had made the loan were off and away 
money will be mis.'led-although it ccr- 111 and Latin American banks ar- to some other bank." 
tainly will be. In some credit packages, ranged syndicates of hundreds of smaller Not that there were no warnings. As 
there exists the risk that one bank might banks to put together billion-dollar deals early as 1974, Lever, then an economic 
call the borrower in default. Under the in days. This was often done simply by adviser to the Labor government, suggest
terms of many loans, that move could telephoning around and persuading lend- ed to British Prime Minister Harold Wu
trigger what are called cross-default ers to take $10 million here and $15 mil- son that the banks could not handle the 
clauses among other creditors, big and lion there. Profits were large, because the massive flow of funds. Two years later, 
small. As negotiators realized during the typical developing country, a higher-risk Arthur Burns, at that point chairman of 
Polish talks, it would have been theoreti- borrower, paid a higher interest rate than the Federal Reserve, cautioned U.S. 
cally PfJSSible for a small institution that a domestic blue-chip corporation. Fur- bankers about the dangers inherent in the 
loaned $100,000 or so to bring down that thermore, the bank arranging the deal booming international loan business. The 
country's $27 billion house of cards. In the normally received a fee of one-eighth of bankers told him that they knew more 
case of Mexico and Brazil, the danger was 1 %, a cut that produced an instant profit about it than he did. 

-not so acute. Unlike loans to Poland, of $1.25 million on a St billion loan. So As iryudicious as the lenders may 
which were all made to the government, attractive was the business that smaller have been, they provided a much appreci
their debts were scattered among thou- U.S. regional and West European banks ated resource. Oil-rich developing na
sands of borrowers. A default on one loan rushed to open representative offices in tiona, such as Mexico, Nigeria, Venezuela 
would not necessarily spark a de- and Indonesia, wanted to borrow 
fault on others. Still, it could in- for their development plans, in cf-
spire other small creditors to con- MEXICAN CONNECTION feet cashing in early on as yet un-
sider calling in their loans. One . pumped crude reserves. Develop-
important resource for the big _End_ 0_1_th_'_rd_q_ua_rte_,_1_9_8_2 ____________ ing •countries without oil wealth,. 
banks in preventing a cross-de- Loans to Mexico As• "of · the majority, needed the money to 
fault catastrophe is politely de- in millions ot ~ offset higher energy prices that 
scribed as "peer ptessure," the dollars equity were squeezing their fledgling in-
threat that anyone taking such a Manufacturers dustries and threatening them 
step would be ostracized forever. $1,900 78.5% with recession. Economic growth 

The origins of the debt crisis Hanover was in jeopardy-and with that 
date back to the first major in- Chemical l,400 710 . the survival of some fragile re-
crease in oil prices by the Organi- gimcs. The solution: borrow, bor-
:zation of Petroleum Exporting row, and then borrow more. 
Countries (OPEC) a decade ago. Bankers Trust 926 61.2 Some countries, convinced 
Suddenly, a number of oil-rich na- that they had discovered El Dora-
tions began earning billions of do, which in a sense they had, 
dollars, far too much for them to Citicorp 2,800 59.8 simply grabbed loans while the 
spend on even the most grandiose going was good, even ror the va-
of development projects. On the Bank of 2,500 59 1 guest of schemes. Togo, which has 
other hand, developing nations America • no crude, built an oil refinery; to-
that had no oil found themselves Arst day it stands unused. Liberia ran 
sorely pressed to pay for higher Chicago 750 56.0 up debts to host a meeting of the 
energy costs. The answer to the Organi7.ation of African Unity . . 
problems of both groups lay in a Chase Other countries constructed inter-
magic word: recycling. The pctro- Manhattan 1,600 49.6 national airports and posh hotel 
powers deposited much of thei r complex.es. Corruption was rife: 
excess wealth with the world's J.P.Morgan 1,100 ~2.3 in ~fire f..ree box), politicians 
major banks, which in tum loaned poured funds into secret Swiss 
the money to those who nQCded it Conti-+-' bank accounts; the Central Afri. 
to buy oil or, in the case of East- mrnors· -=-~ 650 38.5 can Republic spent $50 million. 
bloc nations, were eager to mod- · ·,i! • - · ·•L- · · ' ,, roughly half the country's annual 
ernize their economies. Another S.-:C.-•Sa1em.PNolnlW-a.,. s.:u,,- budget, on the 1977 coronation of 
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the since deposed Emperor Bokas.,a. 
E~n ftnancially prudent countries· 

believed that going into debt made eco
nomic sense. they borrowed fi\'.e-year 
money on the al1Sump1 ion that their econ
omics would grow faster than oil prices. 
Since the Joans were mainly in dollars and 
inflation in the U.S. was depressing the 
value of the dollar, the borrowers believc:,d 
that they could repay loans taken today 
with cheaper dollars tomorrow. Every
where, .going into debt was seen as the 
means to put off painful, belt-tightening 
decisions. . 

T 
he strategy paid off, for a while. 
Between 1973 and 1980, the 
World Bank estimates, the econo
mics of low- and middle-income • 

dcvcloping countries grew at an annual 
rate of 4.6%, nearly double the 2.5% 
growth experienced in the induslrialized 
world. Then came the reckoning. · 

In late 1978 OPEC announced its sec
ond major price increase, and less than a 
year later the U.S. Federal · Reserve 
moved to dampen U.S. inflation by re
stricting the money supply. Tighter credit 
in the U.S. boosted world interest rates 
to new postwar highs, while declining 
inflation in the U.S. and a rush or 
foreign money into the country strength
ened the dollar. No longer could Joans be 
paid off with ever Jess expensive green
backs. Quite the contrary. Moreover, ' 
since the biggest borrowers-Argentina, 
Brazil, Mexico and South Korea-carried 
floating interest-rate tags (which change 
with prevailing rates) on most of their 
Joans, servicing costs climbed out of sight. . 
Between 1976 and early 1982, the London 
Interbank Offered Rate (LIBOll), against 
which most international borrowing is 
set, womed from 6% to 15%. Each 
I-point rise ~ an estimated 
$2 billion to the'developing COI.Dltries' 
annual debt bill. 

At the same time, the oil shock 
and tighter credit sent the industrial-
ized economies into a. recession that 
sparked industrial production cuts, 
ballooned unemployment and set off 
a chorus of calls for protectionism to 
stem the flow of imports from the 
Third World <see ~A Y). Demand 
for the developing nations' product&, 
mainly raw materials, slumped. As a 
consequence, between 1980 and to-
day, world commodity prices, ex
cluding oil, have fallen by 35% to the 
lowest real JeveJs in three decades. 
Sugar, a principal Brazilian export, 
dropped from S495 to S 120 per ton; -Zam
bia's copper price plunged from 95e per 
lb. to 69e. Tam.ania's President Julius 
Nyerere put it plainly: to buy a seven-ton 
truck in 1981, his country had to produce 
four times as much cotton, or three times 
as much coffee, or ten times as much to
bacco, u it took to purchase the same ve
hicle five years earlier. · 

The deveJ~ countries found them-
selves in a c · c . squca.e: rising debt 
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costs eating up ever larger chunks of de
clining export earnings. In 1981, Third 
World economics grew by an average or 
only 2.2%, a sharp decline from the halcy
on days of the J970s. Says Robert Solo
mon, a former U.S. Federal Reserve econ
omist who is now at the Brookings 
Institution in Washington: "It cannot be 

lion), that created a sense of urgency. Po
land had used its loans from the West to 
buy Western machinery in the hope of 
exporting new products and thus rcpay-

~

ng its debts. Spurred by the spirit of 
etente and profits, international banks 

eagerly cooperated; if it ever came to a 
runch, they convinced themselves, Mos

cow would extend a financial umbrella to 
prevent the economic collapse of one ofits 
satellites. Unfortunately, many of Po
land's investment schemes were ill con
ceived. The country was in financial trou-
ble as early as 1977, and by 1981 found 
itself severely short of money. The Mos
cow umbrella proved to be fuU of holes, 
and Warsaw fell into arrears on. its debt 
repayments. 

Poland's rescue was initially compli
cated by reluctance on the part of some 
members of the U.S. Administration to 
assist an East-bloc nation only months 
after the Soviet Union had invaded Af
ghanistan. Since the exposure of U.S. 
banks was not quite J 0% of the total 
debt, opponents of a bailout both in and 
outside the Administration argued in fa
vor of declaring Warsaw in default. No 
such sentiment existed in West Germa
ny, where the banks had Jent heavily 
because the Bonn government was com
mitted to keeping political and econom
ic channels open to the East. "What the 
Americans did was poison the atmo
sphere," says a Frankfurt banker. "We 
were constantly in fear that some small 
U.S. bank was going to play patriot and 
show those Communists a thing or two 
by calling in their debt. That could have 
started an avalanche." 

In the end, the default hawks in the .-........... __ • ________ _... ___ , U.S. lost out, mainly because such a dras-

-.~· 

overemphasized that the recession and 
high interest rates in the industrial coun
tries arc at the heart of debt-servicing 
difficulties." 

The debtors' worsening woes prompt
ed a munber of countries to ask for partial 
debt rescheduling in the )ate 1970s. But 
such events were isolated, the amounts 
small. It was only the cry for help from 
Poland, the most indebted of all the East
bloc nations (the bloc's total debt: $80 bil-

tic step would have taken the Polish re-
gime off the hook and erased all 
Western leverage. But the fuse on the 
debt bomb had been lit, and in ensu
ing months the vast dimensions of 
the global problem became ever 
more apparent. Facts were hard to 
come by. A recurrent, although total
ly unfounded, report had it that the 
bprrowing nations were planning to 
form an OPEC-like cartel to repudiate 
their debts en masse. Just before the 
annual joint meeting of the IMF and 
the World Bank in Toronto last ~ 
tembcr, former British Chancdlor of 
the Exchequer Denis Healey warned 
that "the risk of a major default tri.l· 
gering a chain reaction is growing ev
ery day." 

Mounting uncertainty quickly 

I 
shrank the lending markets. In general, 
creditors began to cast a more critical eye 
on applications for rescheduling and new 
loans. The result was a sharp cut in the 
amount of money available to Mexico, 
Brazil and a host of other borrowers. 

Mexico was the first to show signs or 
distres.1. Just as the West European banks 
dominated the Joan businCM to Poland, 
U.S. banks had taken the )cad in Mexico. 
Last August, Mexico's Finance Secretary, 
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, .... SiJ,a Honog, summoned ,.,,.....-1,.,, SwiuerllUld, I.be so-called central 
tatives or international banks to the for- banks' central bank and the keeper of in
trcss-Jike Federal Reserve Bank or New temational lending statistics. This was 
York to ask fot a postponement or loan closely followed by an fMt announcement 
repaymen t~. "l n,. n.:qu~sl came as a par- I LJ1;,n ll haJ a1,proved u M(!:\ican o.djust-· 
ticularly shocking blow to the U.S. finan- mmt plan and would extend a new ~redit 
cial community. Only two months earlier, of $3.9 billion. But the commercial banks 
after all, the Bank or America had happi- were not happy over the JMf"'s conditions 
Jy put together a syndicate to provide that they increase their lending by 7%, or 
Mexico with S2.5 billion. Recalls Morgan $5 billion. Before agreement could be 
Guaranty's De Vries: "It was like an atom reached, increasingly worried bankers be
bomb being dropped on the world finan- gan to realize that Brazil. long regarded as 
cial system." most creditworthy, was also in deep trou-

· rescue Brazil's largC$t commercial bank, 
the government-controlled Banco do Bra
sil, from a severe cash shortage. This sup- . 
port operation is still continuing. 

For days on end. the financial world 
~·ailed in suspense a:. bankers tried to I 
patch together the two rescue packages. 
In the case of Mexico, J 3 leading U.S., · 
Japanese, British and West German 
bankers worked around the clock for 
nearly two weeks in the 29th-floor dining 
room of Citicorp headquarters in New 
York City to keep the country from de
faulting. "It was handled like a money
raising telethon," one observer recounted 
later. Just the process of sending out the 
27-page rescheduling proposal to some 
1,400 banks involved in Mexico's loam 
gobbled up 600 hours of telex time . 

Tbe Reagan Administration moved ble. Meanwhile, in December, shortly af
in with immediate aid: $1 billion in oil ter the U.S. Government came up with a 
purchase prepayments, another Sl billion $1.2 billion short-term bailout loan for 
in agricultural credits, and half of a SJ .85 Brazil (where U.S. institutions carry $18.9 
billion short-term loan put up by the Bank billion of a total debt of $87 billion), sever
for International Settlements (BIS) in Ba- aJ large U.S. banks combined forces to 

. "Great opes ~re G(!ne" 
-

B encath an asthmatic fan, the .pianist eases from ,1l. tired 
collcc:tion of pop tunes to EJ&at's I.And qf &pe and Glo

ry. It is a curious switch because th.cu is haraly any glory in 
the seedy Kinshasa bar near the banks of th~slusgish Zaire 
.River .and little hope for the cowitq that-beats the river's 
name. Though its debts are small on an~mtemational scale
only$5.l billion-.2aire is a financial basket case, a country 
10 broke, so 'mismanaged, so beset by the global recession 
and, ultimately, so corrupt that lt should be a perfect warn
.ins to lenders. Since 19761 ~•s debt has been rescheduled 
at least live times; last year only -.n estimated $250 million of 
S946 million due in debt service was paid, and the chances of 
full repayment are nil.·· 

The picture was not always so gloomy. In the early 
19708. after nearly a decade of civil strife, the Conner Belgian 
O>ngo bad achieved a measure or political stability under 
the diaatoJshi.P of President Mobutu Sese Seko. More im
portant, the country wq recognii,ed as A treasure ·trove of 
Sold, diamonds, oil. copper and cobalt. Banks ru.med.to ex
tend credit They were to rue- the day. Notes one foreign 
banker in ~nsbasa· ''We did not do our SW115 properly." 

Aside b'om export setbacks-prices 'for.(:Oj)pec and co
balt dropped sharply-:-~uch of the loan ,m.oney that flowed 
in was-~ spent wisely. Among Mobutu•s development 
projecu was a hUBC und~ to dam the Zaire River 
and 1o build a 1,100-mile-Song power line 10 the Shaba 
copper-producing region al a total estimated cost of about st 
billion. Eight months after the~ WQ ~ turned ~ 
in 1981, lhe b.urent wu switched off. ~~ province hap
pens to be selT-suffici~ in eJectricity. ~ . one Westeni 
djplomat '1f .ever lb~ was a white elepbalit, thjs ie 
lt Zaire needs the schepie as :9WCh as it needs a nuclear-: 
powered submarine." · · . 

Wone still, corruption percolates through the repme. "It 
:is wid.ely accepted, .. a U.S. Senate Forei~ Relations Com
mittee staff' report completed in March noted,~ ;he lMo
butuJ has managed to amass a legendary pc;nooal fortune at 

~the nation's expense." Kickbacks are the onier ot the day. 
with the President's ',ronles comrolling significant llices of 
theeconomy. "lt'sthegreedofahandfulat tfle top that keeps 
this country in an economic mess." says one Belgian business
man. Complains one of Zaire'$ former finaJtCial advisers: 
"Wehadgreat hopes, buttfu?y~alJgone. ldsacountry that 
makes people dream and then makes them ,io«azy.H 
. Businessmen are not 'the OiJJY j,cople to dcipu,;. In 1978. 
1he International Monetary Fund sent Erwiii lJlwnenthal. 

Mining Z..lre'amowrtaln of copper and, Inset. President Mollutu 

formet1Ya top'.ofticial of West Germa11,y's Bundesbank, to 
take over a the director of ZaYre's central bank. TIME bas 
oJ>talned 1l copy of the secret a:port he wrote to IMF 'Manas
in& Dirdetot Jacques de larosiere earty,last year. In it, Blu
menthal describes refusing high officials' requests for bun
dles of cash of up Ut $50,000, finding a government payment 
of $4 million'\(> a BeJgian professor who was the guardian or 
Mobutu·s SOl1t and uncovering a discrepancy of$326 million 
between wbatwas supposed to be iJ:i the governmenfs bank 
accounts Ubraad and the money that was actually theR!. 

Blwnenthal left Zaire in -1979. But he continued his in
vestiaationdn Western Europe, obtaining from former ZAlr
ian Prime MiJlislcr NBUlJI Kitrl-1-Bond, now living in exile, 
the estimale that Mobuiu'.a private fortune exceeds $4 bil
lion: Most ofit was said tobe held in Swissbarik~a 
point that may ilxplain w]ay the Swiss have been recclvins 
fairly r~ar payments on loans owed them~ ZaJre. 
... , lllt only ~etor um, ha$ kept Western bankers from call
ing a default is that Ja1-ae Ioans would 1tave to be wri~en oft'.. 
"ff Zaire were serious about sorting out its debt, if could be 
done in a matter or tears," sa.ys ~ creditqr. Explains a 
Western (tipJomat: ."The Zalrians we not worried about lbe· 
lf\8 a ~ -M, 'llie'elite alwa,s .do.weU Q ;... 
is putting ui,'-tbi .... ~:--·,~· · 2 ""r~\ - '. ~ •· ~ 
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At one atage, during discussions fo 

Washington over oil prepaymenll, the 
Mexican delegation came close to walk
ing out. Recalls a U.S. diplomat: "They 
balked at payrn, - , 1 · 1.:e ft.:c on the ino.n_, 
ey. They said tht:) v.ere seeing imperial 
ism in action and threatened to take the 
next plane home. That would have meant 
default." In the end, the U.S. conceded. 
During the Bra~il operation, a New York 
banker roused 'Volcker out of his sleep one 
night to plead for a $500 million Federal 
Reserve contribution to that salvage at
tempt. Volcker came up with the money. 
In either ~. there was no margin for 
failure. 

At year's end, responses from Mexi
co's creditor tanks to the IMF's earlier 
request for new loans were reported to 

be coming in at a fast clip, with about 
S4 billion of the needed extra $5 billion 
already pledged. The biggest banks, 
which have been masterminding the 
complex operation, were said to be con
fident that everything could be pulled 
together successfully, even though some 
unaller lenders in the U.S. and Western 
Europe were still seeking further assur
ances. Brazil's request for a new jumbo 
loan of $4.4 billion remained under con
sideration at New Year's Eve. 

The large U.S. and West European 
banks are right to be concerned about the 
drift of events. even if governments are 
not likely to permit big bank failures. The 
blow to public confidence would be so 
great that the \J.S. Federal Reserve or any 
other central bank would step in first to 
support a trou~led major institution. "No 
central bank would allow its prime com
mercial bank to go bust," says Grindlays' 
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Ashby. Says a West European central 
banker: "We cannot say what they al
ready know, that the big banks will not be 
a 1km cd to go under." · 

· _ .;.:.i.:, with that in mim:! , 
lenJ1.1" lI.> hard to play down the p1\i'b
lems and insist that talk of default, let 
alone bankruptcies, is ill founded. "For
eigners have been borrowing our money 
since 1902, when we opened our fint 
(overseas) branch in Shanghai," Citicorp 
Chairman Walter Wriston told nME. 
"Our loan losses overseas are not a third 
of what they are from those good people 
who borrow our money and s~ our 
language. There are few recorded in
stances in history of governments, any 
government, actually getting out of debt. 
Countries do not fail to exist." The re-

O(I 

scheduling of Mexico and Brazil's debts, 
Wriston suggests, is not unlike the U.S. 
Government's weekly Treasury bill auc
tion: both raise new loans to replace old 
borrowinp. 

Countries may indeed last fo;c..,,cr, ;.is 
Wriston says, but aovernments do come I 
and go. More to the point, even if they do 
not go. they can stop payments. whatever 
thl' , L ... 1- rn•J:;t h ►;d:, n .,, m0rc :'l'C _, • 
lhc ,, ur kl's ~rcun m::n .. .:L. Jn t. • 
1800s, when the U.S. was a developing m1-
tion, four American states (Pennsylvania, 
Maryland, Louisiana and Mississippi) de
faulted on British loans. Though three 
subsequently paid up. Mississippi is still 
listed in London as a bad debtor; it owes 
$5 million for a bond issue, excluding in
terest. More recently, whole countries 
have repudiated their foreign loans, 
among them have been Cuba in 1961 and 
North Korea in 1974. 

"The possibility of a country default- I 
ing rather than accepting the IMF's aus
terity demands cannot be dismissed out 
of hand," says New York Financier Fe-
lix Rohatyn. Notes Stuart Greenbaum, 
professor of ban.king and finance at 
Northwestern University: "Imagine you 
are a Latin dictator deep in debt. If you 
[accept IMF terms and] cut back on im-
ports, you get riots in the streets. If you 
default, you are ostracized by the world 
capital markets. Now if the fint ap
proach leaves you swinging from a tree 
branch, you know you are going to go 
the default route." 

Under the circumstances, small 
banks may be frightened enough to stop 
lending internationally. Geoffrey Bell, a 
former British Treasury official, believes 
that of the 1,200 banks active in inter
national loan syndicates in 1981 "only 
half are likely to remain.'' Morgan 
Guaranty Trust Co. estimates that loans 
to developing nations, before the rescue 
operations at year's end, dropped by 
about 20%, from $33 billion to $27 bil
lion, in contrast to a 40% increase in 
1981. That kind of severe retrenchment 
could precipitate the very troubles the 
banks fear most. 

Not surprisingly, those advocating 
renewed lending have become more vo
ciferous, among them Regan, Volcker 
and IMF Managing Director Jacques de 
La.rosiere. Former U.S. Secretary of 
State Henry Kissinger told a bankers' 
convention in Atlanta last October that 
"new loans must be in excess of [the 
borrowing cowitries' existing] interest 
payments to allow these countries to 
keep growing.'' In Western Europe, the 
central banks are doing more than tallc: 
many arc pressing smaller lenders to 
produce the new loans. In the U.S., 
Volcker is trying to do the same thing 
in a different way. He wants new loans 
made to support the economies of trou
bled debtors to be exempted from the 
normal "supervisory criticism" of banJc 
regulators. 

One aspect that will help in general 
is a frank discussion of the dilemma; all 

"Cotton candy," retorts Robert 
Roosa, a former U.S. Treasury Under 
Secretary and now a Wall Street bank
er. Salomon Brothers' Henry Kaufman 
agrees with Roosa. He contends that the 
U.S.'s public debt cannot be compared 
with that of a developing nation: the 
U.S. has an infinitely more powerful 
economy and a more stable political 
process. Others, echoing that view, note 
that banks can hardly send gunboats to 
seize Poland's steel plants, Mexico's oil
fields or Indonesia's rice mills if debt 
repayments are halted. Says Britain's 
Lever: "I call [Wriston) the Peter Pan 
of bankers because he still believes 
in fairies.'' I 

along the crisis was worsened by denials 
that it existed. Stephen Marris, an econ
omist at the Organization for Economic 
Cooperation and Development in Paris, 
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explains that only recently has it be
come "respectable" to admit that the 
debt problem will not go away in a hur
ry. That sentiment, thanks partly to the 
Mexico and Brazil rescues and Regan's 
call for new solutions, has now been 
reinforced. 

o one has yet prodyced tbe soJl. 
o1 w1de-rangmg answers needed, 
Wfiat is acknowledged is that 
there arc no quic~ fixes. The only 

lasting solution would be an upturn in the 
world economy, setting the industrialized 
world's plants hwnming with new busi
ness, lessening calls for protectionism, 
and increasing demand for the borrowing 
nations' commodities. That would sharp
ly improve the economies of the Third 
World and the East bloc as well and in 
turn make it easier for them to repay bor
rowings on time and in full. Says Nicholas 
Hope, chief of the World .$ank's external
debt division: "Trying to solve the debt 
problem without solvina the economic 
problem is much the same as putting out 
the fire in the ashtray when the living 
room is alight." 

The decline in interest rates is already 
taking some of the heat off. In what has 
been described in finan¢ial circles as a 
"kiss of life," the U.S. Federal Reserve re
laxed its tight-credit policies last 
summer, and the prime rate has since 
dropped from 15% to 11 %. Lower 
rates will aid the debtor nations in 
another way as well: they help spark 
recovery in the industriatized world, 
which in turn lifts demand for devel
oping nations' products. That will 
lower interest payments on floating
rate borrowings by the debtor na
tions and reduce the cost of new 
loans. Morgan Guaranty Trust Co. 
estimates that each single-point drop 
in international interest rates saves 
Mexico $600 million 
a year, the develop
ing nations as a 
whole as much as $3 
billion. -• 

But a global up
turn lies months, pos
sibly even years, 
away. In the mean
time, ex.perts are try
ing to move beyond 
the Band-Aid mea
sures applied in .re
cent weeks. Few ideas are completely 
worked out or indeed ac¢eptablc and ap
pealing to all. Among the proposals: 

An Early-Warning System. Top interna
tional bankers recognize that they need 
more up-to-date information on the state 
of debtor nations. At the moment, banks 
ha.ft lo rely on their own estimates of how 

, much a· L~Y has h,1~ro~cd, until the 
ors publi.she$ worldwide lending statistics 
after a six-month lag. One approach has 
been proposed by William Ogden, vice 
chairman of Chase Manhattan, who has 
persuaded 31 of the world's largest com
mercial banks to set up a "private IMF." 
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Li.Ice the fund, which collects information 
on debtors (but releases only limited ma
terial), Ogden's group, to begin working in 
Washington some time next spring, would 
keep tabs on who has borrowed what 
from whom and how the funds are being 
used. Such details should help the banks 
prepare for impending crises, even if they 
would not entirely prevent the crises. 

A Debt Ta!<eover. Som.: bank.:rs hope 
that the World Bank or some other inter
national institution could be persuaded to 
take over troubled loans from commercial 
banks. perhaps by buying them at a dis
count. From the banks' narrow viewpoint, 

this would solve the problem. It is unlilcely 
to happen, however. Not only might the 
World Bank resist being saddled with 
such burdens, but most parliaments 
would balk at letting the banks off scot 
free. Says one international financial offi
cial: "The people who must get help now 
are the most irresponsible borrowers and 
the most irresponsible lenders. If govern
ments decide that they must take over, 
they will certainly try to extract their 
pound of flesh." 

New International Institutions. Some ex
perts believe that the world needs a new 
agency to help debtor countries. but to es
tablish one could inflame North-South 
political tensions that would endanger the 
present rescue measures. Discussions cen
ter on how the world's largest economies 
can expand short-term lending to devel
oping economies and how the IMF can 
step in with added scope and power. Up 
until now, the IMF, which is funded by 146 
countries, has concentrated on aiding its 
member nations in weathering balance of 
payments difficulties, often with loans, 
and always with recommendations for 
tough economic-adjustment measures. 

The IMF's main shortcoming is lack of 
money. Though its resources, which were 
seriously depleted by the Mexico and Bra

zil operations, are likely to be in
creased by 50%, to more than $90 
billion, through greater member 
contributions, that might not be 
enough to contain a worsening rate of 
near defaults. While a richer and 
stronger IMF might boost banks' con
fidence to a degree that they would 
continue lending, objections focus on 
fears that a strengthened IMF could 
worsen the situation by demanding 
of borrowers austerity measures so 
harsh that the moves would spark 
political unrest. 

Even if some of these suggestio1'5 
arc implemented, they will not douse 
the debt-bomb fuse. But they will 

help defer new crises and buy 
time until an economic up
turn does occur. For the mo-
ment, all that can be done 
is to encourage the debtor 
countries to practice as much 
austerity as is feasible and to 
exhort the banks to continue 
debt rescheduling and new 
lending, even if that perpetu

ates the illusion that the debtors are not 
yet bankrupt and leaves them owing ever 
more money. Says Chairman Volcker: 
''What is especially important is that all 
the participants achieve a high degree of 
common understanding, recogni.ting the 
potentialities and the limitations of ea«.:h 
for action. On the basis of that under
standing, we can then deal for«.:efully and 
effectively with th,: r>rohlems at hand." 
Ii ,l ccrrnrw i~ · 1 .,;,ti,ch lht: \l<otld'ii 
bankers are staking Lhe future. Crossing 
their fingers all the way. -By Jay Palmer. 

-• 'fetlJ,y<JIMlatwt./W~on,uwrw• 
Malltln/Ewa,,e and Frwderkk llnge/NH#r/fNr, 
Yori( 
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/~ NATIONAL SECURITY COUNCIL 

January 

MEMORANDUM FOR ROBERT SIMS / 

FROM: 

SUBJECT: 

ROGER W. ROBINSON 

First Monday Article 

Dennis Blair has separately sent over our proposed response 
to question 9 on allied cooperation in East-West economics 
and defending Middle East oil ·fields. Below is Q & A for 
number 11. 

11. There are those who believe -that the current international 
banking system is fragile and seriously threatend by 
potential Third World and communist default. What ca·n 
be done about this problem? 

Several .factors have contributed to the present strains 
on the international .banking system including the worldwide 
recession, falling commodity prices, historically high 
interest rates, and restraints on the international 
exposure of coIIDilercial banks. The world's financially 
troubled countries have, in most cases, already implemented 
am■ be!!'e economic stabil.ization programs and are · cl.osely 
coordinating with the IMF. During this period of economic 
adjustment, we are working with our allies and the 
relevant international institutions, to assist in "bridging" 
these temporary liquidity short-falls and/or engaging 
ip orderly debuestructpring-l efforts. /JQ .;.~ d11:1 '"1!f'D"~1' IJ11 l/l()V~ 

11' IMF I\.UtnAA~ 1'0A.Cz1ti< t 1'1-t. '/la.» <,"l~~r<.c. Of)f:_opr~ ~.p ~ 
Internally, the Senior Interdepartmental Group on - ·cr-· 
International · Ecomonic Policy chaired by Don Regan~'tt,r ~a:J ,,I} 

~ is coordinating US policy in- this area. While we ~t 7 
..e~ MC..O.Uie t;g be a aiffiel:lli: peried, . we are confident that 

effective communication between debtor countries and 
multilateral financial organizations, and public and 

\ private creditors will greatly assist in maintaining 
the stability of the international banking system 
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