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I am very grateful to the sponsors of the International Conference 
on the Financial Development of Latin America and the Caribbean for giving me 
an opportunity to address this distinguished group of Latin American 
financiers and economists on the topic of "Methods of Strengthening Capital 
Movements to Developing Countries," which has been a subject of great interest 
to me ever since my work at the Federal Reserve Bank of New York first brought 
me into contact with Latin American financial matters. As your discussions at 
this meeting have documented, we have come a long distance since that time.
The progress that has been made would have seemed unbelievable during the 
early postwar period, and even many years later. Today we are aware that 
further progress is needed. But we should also be aware that a great deal 
has been accomplished that is worth preserving and that will require a strong 

effort to preserve.
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There is much that can and should be done to improve the flow of 
investment capital for Latin American countries, as this conference has 
demonstrated. From among the range of possibilities, I would like to select 
three particular topics for your attention. One is the future role of the 
International Monetary Fund, as I see it; the second is the possibility of 
creating some kind of insurance device for international lending; the third 
is a range of possible techniques that could be employed in international 
lending in order to increase its efficiency, reduce its risk, and enlarge its 
volume. I shall first turn to my view of the role of the International 
Monetary Fund.

The Role of the IMF
Faced with a sharp increase in the current account deficits of 

developing countries, the International Monetary Fund has moved up to a new 
scale of operations. In 1980, total commitments of SDR 7.2 billion were made, 
compared to SDR 2.2 billion in 1979. The volume of gross drawings between 
the two years rose from SDR 1.7 to SDR 3.3, the volume of total drawings 
outstanding from SDR 8.0 to SDR 8.5 billion.

More important than mere numbers, the Fund has responded to the new 
situation by changing both the scale and the orientation of its lending. 
Drawings can now reach 450 percent of the newly increased quotas cumulatively 

over three years which more than doubles what was available under the quotas 
and drawing limits that prevailed a year ago. Repayment schedules have been 
lengthened so that in particular cases repayment may only be completed after 

a period of ten years. These new terms reflect the belief that many countries
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no longer simply face the traditional kind of balance-of-payments disequilibrium 
that can be cured by appropriate policies of demand management over a few 

years. Many countries now face the need for structural readjustment, "supply- 

side measures," as we would now say in the United States, to conserve energy, 
restrain imports, and stimulate exports. Accordingly, as the Managing Director 
has noted, the old conditionality criteria related to the budget, monetary 

policy, and foreign exchange rates now need to be supplemented by more 
structural changes. To help finance the drawings that may be ahead, the 

Managing Director has referred to possible borrowings by the IMF of the order 
of SDR 6-7 billion this year.

These amounts, to be sure, are not large relative to the amounts 
that have been recycled by the private banking system. But we must remember 
that the Fund's lending operations are incidental to its broad task of main
taining the viability of the international payments mechanism. It does that 
not primarily by lending, but through surveillance of exchange-rate policies, 
consultations on national economic policies, and by making its funds available 
on conditions that will help restore payments equilibrium for the borrowing 
countries. These activities are essential if the free flow of international 
payments is to be maintained.

Through its achievements in this area, the Fund has contributed 
a great deal to the ability of the private banking system to meet international 
credit needs. Its continuous success is essential if private credit flows 
are to continue at an adequate level. It is for this reason that acceptance 
of the Fund's conditionality is so important. It is understandable, of course, 
that individual countries sometimes feel the pressure of these conditions
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severely. But in addition to the benefits that they derive from the effective 

execution of their own stand-by agreements, they and the many other countries 
that are not drawing on the Fund in the higher tranches are the beneficiaries 
of a world financial climate conducive to the free flow of capital. The 
history of the interwar and early postwar period tells us that this free 
flow of capital can by no means be taken for granted. A continuing effort 
is needed to preserve it.

Concern has sometimes been expressed that, because of the mounting 
financial demands upon it, the Fund might deviate from maintaining a just 

balance between its role as a lending institution and as the custodian of 
good monetary and financial practices in international relations. Put in its 
most pejorative form, concern has been voiced that the Fund might be becoming 
an "aid institution." The concern has been expressed that the Fund would 
become more like the World Bank, with a group of borrowers permanently and 
probably increasingly in debt to the Fund. It might then lose its ability 
to help maintain balance in international payments and forego the opportunity 
which it now has of evolving, over time, into a world central bank.

In my view, this would indeed be a most unwelcome consequence of 
the Fund's presently enlarged role in international lending. That enlarged 
role is needed at this time, because the deficits of both developing and 
industrial countries cannot be removed quickly. Structural adjustments 
clearly are required. But at the same time, the fundamental purpose of the 

Fund needs to be preserved. If that is not done, the mechanism which permits 

a large part of the deficits to be financed today by the banking system may 

increasingly run into difficulties.
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It is essential, therefore, that the Fund's enlarged lending operations 
remain consistent with a continuing turnover among its borrowers. The time 
during which countries may be in debt to the Fund is likely to become longer.
But during that time their economic structure and their balance of payments 
should return to viability, so that they can finance themselves through the 
ordinary mechanisms of the market. The Fund should not have permanent borrowers. 
That does not mean, of course, it should not have a large and quite likely 
secularly growing stock of credit outstanding. But the borrowers should change 
as old borrowers return to financial viability while new ones feel the need for 
support.

For a member country, repaying the IMF does not mean, of course, to 
become a net repayer of debt overall, i.e., an exporter of capital. A country 
that is growing rapidly can bear a growing debt. It should be able to borrow 
to finance growing investment. But these borrowings should for the most part 
be from sources other than the Fund. Recourse to Fund credit must remain 
temporary, even if today we are compelled to stretch the meaning of "temporary" 
to the rather long limit of ten years.

An environment of greater balance-of-payments stability throughout 
the world will also help international financing and economic growth by bringing 
down the worldwide rate of inflation. Inflation in many countries, including 
my own, has reached levels where its cure must take top priority over other 
objectives. To let it continue would threaten the growth of investment, of 

productivity, and of income, and would undermine the freedom of international 

financial flows upon which developmental financing rests. One consequence 
of high inflation that has already become clearly visible is high nominal
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interest rates. These high interest rates come about because, in conditions 
of inflation, both lenders and borrowers correctly believe that they must 
charge and can afford to pay a premium in the interest rate at least equal 
to the rate of inflation. Lenders and borrowers for whom interest is tax 
deductible can, under some circumstances, afford to pay a good deal more.

Monetary restraint —  which can lead to high interest rates —  is 
part of the effort to bring down inflation. There is no way of reducing interest 
rates, other than very temporarily, by an "easy-money" policy. Very soon this 
would lead to more inflation and then still higher interest rates. The only 
way durably to lower interest rates is to curb inflation.

This economic analysis from time to time has been reflected in the 
agreements between the International Monetary Fund and its members. It also 
underlies the monetary policy thinking of major industrial countries in the 
world, including my own. Nobody likes high interest rates for their own sake.
The high rates that we see are both a warning that we have allowed inflation 
to go too far, and a consequence of a determined effort to bring that inflation 
down. As we succeed in that endeavor, interest rates will also come down.

Insurance of International Lending
As the volume of international debt held by the major banking systems 

rises, so does the number of proposals for insurance schemes to make this lending 
safer. The authors of some of these plans are familiar names in international 
finance —  Xenophon Zolotas, Wilfried Guth, Tom Clausen, Rinaldo Ossola -- are 
among the most prominent originators. Long antedating any of these is the 
charter of the World Bank, which allows the Bank to guarantee certain loans 

for sale to the private market.
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The principle is intuitively appealing, and it has demonstrable 
successes to its credit. In the United States, the Federal Deposit Insurance 
Corporation (FDIC) has insured bank deposits, up to gradually increasing 
levels, since 1934. It has also acted to prevent the failure of banks in 

particular situations, so that depositors at all levels remained protected.

In the private sector, the principle has been emulated, for instance, through 

the development of mortgage credit insurance. In the international area, 

the United States also has in operation, since 1971, the Overseas Private 

Investment Corporation (OPIC), which insures direct investments against 
noncommercial risks, and the Private Export Funding Corporation (PEFCO), 
which collaborates with the Export-Import Bank in insuring some components 
of private export loans. Nevertheless, it is evident that for broader 

international purposes the principle of insurance is not easy to apply.
My purpose here is not to argue in favor of one type of insurance 

or another, but to examine some of the basic issues involved in creating and 
operating a scheme and the obstacles that seem to have kept any such scheme 

from materializing.
What all plans would have in common is a tendency to enlarge the 

flow and probably reduce the cost of international lending. This, at any rate, 
can be said in relation to a situation, such as now, where insurance does not 
exist. Other events, of course, could take a turn such that introduction of 
an insurance scheme would not increase lending over and above what it had oeen. 

But in that case lending in the absence of a scheme would probably have tended 

to diminish.
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The basic difficulty in getting any insurance plan underway is
the need to begin with an insurance fund adequate to inspire confidence.
This makes it difficult to establish a fund out of insurance premia collected 
concurrently with the interest payments on a loan. Considerable time would 
have to elapse before such a fund had reached a magnitude at which it could 
adequately take care of sizable losses. In the United States, the FDIC was 
created with an original pipeline into the.U.S. Treasury, in case the fund 
accumulated from annual assessments should prove inadequate. This outside 
resource, however, never has had to be drawn upon.

Conceivably, this could be a group of countries, including OPEC, and perhaps 

including developing countries as well as primarily, of course, the industrial 
countries. Conceivably, the IMF and the World Bank could play a role, although 
one might question the advisability of involving these institutions in a new 
activity that would distract from their financial and managerial resources.
Such contributions presumably could be in large part on a callable basis, with 
only a small part paid in. Nevertheless, arrangements would have to be 
sufficiently solid to inspire confidence in the market. Insurance or guarantee 
schemes supported by collective or otherwise limited responsibility of the 
participants do not have an encouraging history.

One essential question is who or what is to be insured —  a particular 

loan, a bank, or a depositor. Each technique has its pros and cons.
Insuring a loan makes the loan a very attractive property for a bank 

or other lender. It removes, however, the discipline of the market upon the 
borrower, except if coinsurance, i.e., participation in the ri^k by the lender,

Probably some outside contributor would be needed at least initially.

were required or if the insuranc ¡re graduated in relW;iCR to tb
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quality of the credit. In a sense, the market already sets a graduated risk 
premium by determining a spread over LIBOR (London Interbank Offering Rate) 
that differs among borrowers. But if the degree of coinsurance or the 
graduated premium had to be determined by some official agency created for 
the purpose, that agency would have to go through a process of credit evaluation 
analogous to that performed by the market. In other words, it would have to be a 
very elaborate operation which might encounter political obstacles to the 
businesslike execution of its functions. It is not even clear that a high 
insurance premium would be an effective device for discouraging weak and 
irresponsible borrowers. The insurance might simply give rise to moral hazard.
On the other hand, if the insurance is to be rationed other than through price, 
the need to set quotas or else to make decisions concerning access to insurance 
on some ad hoc basis would arise.

Insurance might have the undesirable consequence of making the less 
good credit more attractive to the lender. Under any such scheme, there 
probably would have to be loans that would be included and others that would 
not participate. These latter might remain apart because they were good enough 
to stand on their own credit, or because they were too weak to be insurable. 
Either condition would create distinctions that might be troublesome. On 
the other hand, a compulsory scheme would not be desirable, because the 
discipline of the market would be lost while the strong borrowers would in 
effect be subsidizing the weak. Nor could one easily imagine how a compulsory 

plan could be implemented in an international market.
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Insurance of some part of the assets of the banks, as contrasted 
with insurance of particular loans, would be a second possibility. For 
instance, the insurance might protect a bank against the loss of, say, 5 per
cent of its portfolio of LDC loans, after allowance for some deductible that 
would cause small losses to fall entirely on the bank and would help to keep 
the bank on its toes. This arrangement is similar, in an economic sense, to the 

guarantees for passthrough mortgage pools issued by some U.S. financial institu
tions. Questions would have to be resolved concerning possible differences in the 
qualities of banks' portfolios, but in general the advantage of the scheme 
would be that detailed examination of the quality of individual credits would 
not be necessary. Arrangements would have to be made for banks to remain in 
the plan for some time, to avoid movement into and out of the plan as the 
danger of defaults increased or decreased. Banks might resist inclusion 
in the plan as possibly casting an adverse reflection on their credit standing.
The need for the creation of some initial insurance fund from outside sources, 
subsequently to be nourished by contributions from the insured, remains 
apparent. With LDC loans of the banks reporting to the BIS now close to $200 
billion, a fund credibly to insure 5 percent thereof would have to have a 
callable capital of very considerable size.

Insurance of the depositor, or of particular deposits, would be a 
third approach. Here the protection offered could take the form of insurance 

to the bank against illiquidity, or to the depositor against loss. The 

former, insurance against illiquidity, would perform a function similar to 

a lender-of-last-resort operation. It already is in existence, therefore, 

although interjecting some privately organized safety net between the bank and
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the official lender of last resort might have certain merits. There would 
he a question »'’hat banks could be included in such a scheme, what would be 
the effect on banks that were not regarded as strong enough to be included, 
and what might be the consequence if use of the facility should lead to 
losses for the other participating banks. On the other hand, because 
ordinarily the facility would be addressed to liquidity rather than solvency 
problems, the risk of loss should be small, and there would probably be no need 
for the creation of an insurance fund, the assistance being provided by the 
participating banks from their ordinary resources.

The question of solvency nevertheless would have to be addressed 
even if the risk to be dealt with is illiquidity. Presumably no support 
would be given to an insolvent institution. But a reliable and timely 
determination of solvency would have to be made. Much would depend on whether 
or not any aid extended to an illiquid bank would be collateralized, as it 
normally would be for a lender of last resort.

Alternatively, the insurance could be against loss rather than 
illiquidity, i.e., of the type provided by the FDIC rather than by a lender 
of last resort. Here the problem is that most deposits in the Euromarket are 
large deposits which would make impracticable the FDIC's technique of limiting 
insurance to "small" deposits. Full insurance of all depositors might create 
considerable moral hazard in the form of excessively liberal bank management. 
Partial insurance, even up to a very high percent of each individual deposit, 

might not provide strong assurance against ? run. In any event, since the 

possibility of losses must be envisaged, there would hav'i to be an insurance 

fund of some magnitude.
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Cofinaneing and Brokering of Loans
Cofinancing between the World Bank and commercial banks has been 

a growing practice in recent years. On projects developed chiefly by the 
World Bank, commercial banks have come in and taken part of the segment of 
the loan that is not financed from domestic sources. Private bank cofinancing 
of World Bank loans rose to $1.8 billion in fiscal year 1980 from $500 billion 
in fiscal year 1979. Total outstanding is now slightly above $3 billion.

For the World Bank, this has the attraction of increasing the Bank's 
leverage. A given volume of developmental lending is financed with a smaller 
input of the Bank's scarce funds.

For the commercial banks, one attraction of cofinancing is that a 
well-studied project is supplied by the World Bank. A project loan usually 
is regarded as somewhat safer than a general purpose loan. In addition, 
there is the advantage of a cross-default clause which protects the commercial 
bank. Borrowers are extremely reluctant to confront the World Bank with some
thing that could be called a default. Such clauses do not necessarily suggest, 
however, that cofinanced loans of commercial banks will be exempt from private 
creditor rescheduling, although World Bank loans have been exempt from 
reschedulings arranged by official creditors.

For the borrowing country, cofinancing may create contacts with new 

banks and may increase the total volume of available credit, or possibly 

improve the terms of credit.
On the other hand, cofinancing poses many problems. For the World 

Bank, there is the need to adjust in some degree to the needs of the commercial 
bank. Moreover, the cross-default clause so prized by the private sector has
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!:oon viewed as a potential source of problems because of t:he Bank's aversion 
to get involved in a situation in which the clause would be activated.

For the commercial bank, in turn, adjustment to World Bank terms 
and procedures presents complications. Loan negotiations may take a long 
time, and meanwhile the commercial bank may find its hands tied. The interest 
rate on the loan may be a problem. Commercial banks usually cannot lend at 
the World Bank's rate which much of the time is well below prevailing rates 
on dollar loans and is fixed instead of floating. Commercial banks must 
negotiate their own rates, which the borrowing country frequently finds 
burdensome. The commercial bank also may find that it does not get all 
the collateral advantages that often go with a purely private loan. For 
the borrowing country, finally, cofinancing involves complexities and possible 
delays, as well as interest rate problems, that may make it less than 
enthusiastic.

One innovation in cofinancing that could be considered is a 

strengthening of cross-default commitments by the World Bank. Bankers 
have sometimes proposed a more sweeping automatic or mandatory cross-default 
clause by the World Bank to protect their cofinancing loans. In that way, 
the commercial bank might also be able to obtain the benefits of exemption 
from reschedulings that the World Bank enjoys. However, automatic cross
default clauses are unlikely to be accepted by the Bank's borrower.

An additional approach, suggested by similar techniques available 

in U.S. domestic financial markets, would be passthrough certificates based 

on pools of loans that might be sold by the World Bank to commercial banks

-13-

Digitized for FRASER 
http://fraser.stlouisfed.org/ 
Federal Reserve Bank of St. Louis



-14-

and other private lenders. This technique would resemble the mortgage pass
through certificates sales initiated by a few U.S. financial institutions 
as I have already mentioned. Partial guarantees for such a pool of loans 
would follow the pattern established in the United States for such operations.

An LDC lending technique that I have advocated from time to time 
is the "brokerage" of loans by commercial banks. Banks would study and 
arrange projects as they have been doing. But, instead of syndicating them 
among banks, they would place them with nonbank lenders. A procedure of 
private placements of this sort would utilize the expertise that banks have 
developed over a number of years but would not further burden their portfolios 
accumulated also over a number of years. The arranging bank would probably 
have to maintain a moderate position in the loans that it had organized, in 
order to create confidence. But, the bulk of the loan would be laid off 

without recourse.
This approach would enable banks to continue to play their usual 

role in arranging LDC loans. It would reduce the prospect that this role 
might be constrained by insufficient capitalization or a gradual approach 
to the banks' loan limits for individual countries. The approach would be 
particularly effective if OPEC investors could be interested in accepting 
private placements of this sort. If the principle is acceptable, the 
potentially higher risk, compared to investment in bank CDs, could be 

compensated by appropriate risk premia in the spreads. The lender's concern 

for safety will, of course, be an important consideration in assessing the 

feasibility of this technique.
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There is, then, no lack of new ideas for additional financing.
Given the enormous demands of developing countries, innovative techniques 
are needed. What must not be lost sight of, however, is that the ultimate 
restraint on LDC lending is the debt capacity of the borrower. Our lending 
techniques should be adequate to make full use of that debt capacity. They 
should not have the tendency, however, of overloading the borrower and allowing 
him to get into a position in which debt service may be jeopardized. From an 
international point of view, what most matters is to preserve the good functioning 
of the system. What we have most to fear is a return to a condition such as 
the 1930's, when the world froze over financially. In the long run, borrowers 
and lenders both stand to gain from wise moderation.

#
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