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INTRODUCTION

This report was prepared by Charles Getchell and Grant F. Winthrop, joint
rapporteurs. The various individual interventions summarized in the ‘‘Discussion”’
sections have been grouped according to subject matter, and do not necessarily
follow the exact chronological order of the discussions.
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* * * * *

The thirty-first Bilderberg Meeting was held at the Ch4teau Montebello, Province
of Quebec, Canada, on May 13, 14 and 15, 1983, under the chairmanship of Mr
Walter Scheel.

There were 112 participants from 18 Western European countries, the United
States, Canada, and several international organizations. They represented a variety
of fields: government and politics, industry, trade unions, diplomacy, the press, the
military services, banking, the law, transportation, education, and institutes spec-
ialized in national and international studies.

All participants spoke in a personal capacity, without in any way committing the
organization or government to which they belonged. To enable participants to speak
frankly, the discussions were confidential, with no reporting being allowed.

The agenda was as follows:

1. East-West Relations: Containment, Détente or Confrontation
11. Issues in Medium-Term Prospects for Growth
in the World Economy

In addition to this formal agenda, there was a discussion at the final session of
current events of particular importance to the Atlantic alliance.

In opening the conference, the Chairman alluded to several subjects with which
the participating countries had been concerned during the preceding year, including
the long-anticipated change in the leadership of the Soviet Union, the continuing
arms race, the Madrid conference on the Helsinki accords, and the worsening plight
of the poor countries.

All of these matters touched directly on the problem of maintaining peace in the
world. The fact that there had been no war in Europe since 1945 suggested that
our policy there, under the leadership of the U.S., had been the right one. Over
the years, Europe had regained its strength and self-confidence, and this had raised
the problem of how best to coordinate joint action. An ideal partnership was hard
to achieve - not so much because of faulty communication, which was easily
remedied, but because of a frequent lack of transatlantic understanding. Americans
and Europeans labored under prefabricated notions about one another, and about
themselves, and the Bilderberg Meetings had for many years served the useful
purpose of providing detailed information and insight into interests and motivations,
priorities and assessments, on both sides of the Atlantic.

e
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I. EAST-WEST RELATIONS: CONTAINMENT, DETENTE,
OR CONFRONTATION

* * * *

““The Soviet Union And The West In The 1980’s:
Containment, Détente Or Confrontation’’

Working Paper Prepared by Seweryn Bialer,
Ruggles Professor of Political Science and Director,
Research Institute on International Charige, Columbia University

As background for the discussion of East-West relations in the 1980’s, this paper
(1) will argue that all three types of relations will and should be present; (2) will
summarize the principal dilemmas in Soviet (a) domestic and (b) foreign policy-
making at the point of Andropov’s succession; and (3) will consider the prospects
for constructive influence on Soviet international conduct in this decade.

1.

Taking into consideration the nature and goals of Soviet-Western relations, it is
highly probable that containment, détente end confrontation will all characterize
Soviet-Western and particularly Soviet-American relations in the 1980’s. No one of
these approaches will dominate. Indeed, I would argue that all three should be
present as deliberate and coordinated policies of the Western Alliance.

The need to manage and regulate East-West conflict and cooperation has increased
dramatically with the escalating dangers of increasingly powerful and accurate
nuclear weapons and an unceasing arms race. It is probably the first time in

“history—and the direct result of the nuclear revolution—that two contending alliance

systems separated by such deep divisions and sharp conflicts have exhibited such a
relatively high level of conflict management and cooperation. In conditions of
nuclear revolution, strategic parity, and mutual assured destruction, détente between
West and East in one form or another is simply unavoidable.

The scope, intensity and forms of détente relations between East and West may
differ over time, but détente as a relatively stable and many-sided relation between
East and West is necessary in the remaining decades of the twentieth century if
both the Soviet Union and the Western Alliance wish to avoid a highly dangerous
runaway arms race and the potentially destabilizing and unpredictable consequences
of conflict, as well as to promote cooperation in areas where their interests overlap.

Avoidance of nuclear war, however, does not exhaust the needs and goals of the
Western Alliance. These include as well, for the Western Alliance and especially
for the U.S., the prevention of Soviet global expansion, the survival of independent
and democratic systems in the West, and orderly and evolutionary change in Third
World countries. A major dilemma for the Western Alliance is how to arrest the
multi-directional Soviet expansionism while at the same time minimizing the chances
of nuclear escalation. If the policy of détente renders the competition more stable
and thereby less dangerous, the policy of containing the Soviet Union is no less
necessary and central. Indeed, détente makes sense when it contains the expansion
of Soviet power. The policy of containment, its limitations, scope and central
regional foci are of course subject to various interpretations within the Western
Alliance. The policy itself, however, implemented with determination and skill, is
essential to our survival.
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To contain Soviet power successfully can be done only by increasing substantially

the costs and risks to the Soviets of the kind of international conduct we witnessed
from 1975 to 1979. The Soviet Union, taking advantage of nuclear parity and the
fear of nuclear escalation, will continue to exploit targets of opportunity in the
Third World. We may be certain that in the 1980’s the Soviet Union will be strongly
tempted to make use of direct and indirect military intervention in Third World
turmoil as it seeks to enhance its global power position. The Western Alliance and
particularly the U.S. have no choice but to make known their vital interests outside
Europe and to prepare a credible response to Soviet expansion whenever those vital
interests are threatened. For this response to be credible and therefore effective,
the U.S. and Western Europe must be prepared for political, economic and military
confrontation with the Soviet union or its satellites. The global if selective con-
tainment of Soviet power can be achieved only if the threat of East-West confron-
tation is credible.

Détente, containment and confrontation as policies of the Western Alliance are
not mutually exclusive. Their particular mix will depend as much on agreement
within the Alliance and on differing attitudes within Western countries and partic-
ularly the U.S. as it depends on Soviet international conduct. It is the latter,
however, that is my principal concern.

The Western powers and especially the U.S. tend to regard the Soviet Union as
the principal obstacle to the realization of their foreign policy goals and indeed the
principal threat to their very existence. This evaluation is supported by the unceasing
Soviet military buildup over two decades that in almost every category has moved
far beyond what the West sees as reasonable defense needs. It is supported also
by the pattern of growing Soviet expansionism in the 1970’s and the unrelenting
quest for greater global power and influence. If Western analysts dispute the weight
of single elements in the overall pattern of Soviet expansionism, they do not dispute
its sources.

To begin, the Soviet Union, like many states before it, is in an ascending stage
of its great power ambitions and has only recently acquired capacities that are more
or less congruous with those ambitions. Secondly, Soviet international conduct
reflects the ideology of Soviet elites. This ideology should be understood not as a
set of doctrinal dogmas which directly dictate action, but as a culture, as tendencies
and patterns of thought and belief, that shape the mind-set of policymakers and
proceed from the fusion of the most general doctrinal precepts with Soviet and
Russian historical experience.

These two elements rarely conflict, but rather their mutual reinforcement adds
virulence to Soviet international ambitions and expectations. Soviet military and
foreign policy takes its direction from them and from the capacity to pursue them.
This is so regardless of the specific policies of Western powers. The international
strategic behavior of the Soviets may be unchanging over long periods of time—
this does not mean, incidentally, that it cannot be changed—while their -tactical
behavior in the service of the strategy is quite flexible.

Soviet military and foreign policy exhibits primary and extreme concern with the
security of homeland and empire and only secondarily with the projection of power
abroad for purposes of gaining international influence and power commensurate in
their view with their military might. Soviet military expenditures never suffice to
make Soviet leaders secure. The leaders in fact pursue the unattainable goal of
total security. It is unattainable first because the nuclear age excludes it and second
because it contains an internal contradiction, for Soviet security travels only in
tandem with the insecurity of its adversaries, a sure route to cyclical military buildup.
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The Soviets believe that strategic parity with the U.S. should translate into visible
gains for Soviet influence and power in the Third World. The key term in Soviet
vocabulary and goals is *‘political equality’’ with the U.S. With regard to foreign
policy it is not always clear what the term ‘‘equality’’ connotes. Is the model the .
optimistic and highly active U.S. of the 1950’s and 1960°s, or the sober U.S. of
the late 1970’s and early 1980°s? I do not doubt that the earlier model of American
policies and stature informs the Soviet goal of equality in the 1970’s and 1980’s.

Soviet- foreign policymakers in this respect seek two goals: to reach a position
that in the words of Brezhnev and Gromyko will ““make impossible the solution
of any international problem without Soviet participation’ and to pursue a policy
with regard to regional conflicts and civil wars that will extend Soviet power to
control or influence decisively the policies and internal development of a growing
number of states. Since the only foreign policy resource the Soviets possess in
abundance to achieve these two goals is their military might, their intervention in
regional conflicts and civil wars is a particular threat to the goals of stability and
evolutionary change pursued by most Western powers. The danger is heightened by
the fact that the two super-powers are obviously out of phase with one another at
this stage of their international development and ambitions. American policies are
as clearly defensive as Soviet policies are offensive.

2.

As Western democracies deliberate the direction of their own policies towards
the Soviet Union, they cannot safely avoid thorough evaluation of the prospective
policies and performance of the new Kremlin leadership. For some time now, I
have been developing the proposition that the 1980’s will see the putsuit of external
expansion By an internally declining Soviet power. (‘‘The Harsh Decade: The Soviet
Union in the 1980s,” Foreign Affairs, Summer 1981; ‘‘Reagan and Russia,”’ Foreign
Affairs, Winter 1982/83; ‘““The Andropov Succession,”” The New York Review of
Books, February 3, 1983.) The Western observer whose principal concern is Soviet
foreign policy must evaluate the extent of the actual and anticipated decline and
the likely effect of the internal situation on Soviet international goals and policies.

T (a)

Only a very few times in the past has the Soviet Union faced such critical decisions
primarily in the domestic area but also regarding foreign policy. The situation is
vastly complicated by the coincidence of urgent social and political pressures for
reform of the Soviet system and policies with the particularly vulnerable period of
succession that will inevitably replace within a relatively short time not only the
top leader but a significant number of aged officials at the top and middle echelons
of all functional bureaucracies. To postpone or neglect these pressures by dint of
inertia or political commitments and continue the drift of Brezhnev’s last years will
only accelerate the decay. Experience argues, however, that the new Soviet leaders
.will not willingly undertake any risky internal systemic change or drastic,departures
in foreign policy. Most disturbing to the leadership is the prospect that regardless
of what they choose to do, no policies can achieve rapid improvement in a situation
that in many respects is worse than at any time in the post-Stalin period.

The key to the unhealthy situation is of course the economy. Recent studies have
concluded that the technological gap between Soviet and American industry remains
as large today as it was when Stalin died in 1953. The decline of the Soviet rate
gf growth to about two per cent a year, the exhaustion of available mass new labor
inputs, the lack of cheap raw materials, and the dramatically increased pressures
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on investment resources spell the end of extensive growth, the_only method c:f :
growth known to the Soviets from Stalin’s first five-year plan until Foday. Today’s
problems are qualitatively different from thos_e of the past. Economic p_erformance
can be improved only by means of intensive factors of g.ro»'vth—hlgher labor
productivity, better diffusion of modern technology, and rapid 1r_nprovement of a
chronically neglected infrastructure. Unfor}unapely for the Soviet leaders, .th'elr
system of planning, management and incentives is utterly unprepared and unw_ﬂlmg
to switch to new intensive methods. Their inab1h_t}f to guarant‘ee the population a
respectable level of food consumption and sufficient industrial goods acts as a
barrier to higher productivity of labor and management. ‘ '
The social consequences of economic decline present the new Soviet lea’ders ‘w1‘th
the likelihood that the long industrial peace achieved thanks to Brezhnev s abillity
to increase the workers’ real income from the 1960’s to the late 1970’s w1l! erode.
The leaders cannot predict how workers will respond either to th_e stagnation an.d
decline of real wages that set in late in the 1970’s and must continue through this
decade or to the decline of intergenerational social mob{llty that must accompany
the decrease in industrial growth, reduction ot: expenditures for edgcatlon, and
preferential access of the middle and upper middle class to the main source of
upward mobility, higher education. o . ‘
Finally, Soviet leaders may well face pressures for_ greater polltlca}l, economic an
cultural autonomy from within the non-Russian nations of the Soviet Union, about
half the entire population. If the government under Bre_zhnev §uccessfully mangged
the ““internal empire’’ by a skillful combination of coercion, prlbery and cooptation,
the government of his successor will surely be hampered in th}s regard by thg effects
of economic conditions in the 1980’s, not the least of wh}ch is a demographic trend
which locates the bulk of the available new labqr pool in Mpslem areas. )
Andropov has begun to consolidate his authority more rapidly tlllan. e_1t‘he‘r of his
predecessors. It seems he will have a high degree of autonomy in initiating and
implementing a plan to improve economic performance. Tc_)day his power base rests
mainly in the KGB, but he will come to con'trol. effectively the Soviet political
elite—the professional party apparatus. All ind1cat1_qns suggest that Apdropov can
formulate his political directions and economic dc‘ecmonS ‘vflthout decisive res}ramts
from either the party ‘apparatus or the professional military whose role in key
internal and external policymaking has in the past befsn greatly exaggc?rated by thp
West. The principal question is whether Andropov will undertake major economic
reforms. What we know about the Soviet system, about And'rqpov', anc_i about his
first months in office allows us to speculate that some po!wles in this area are
already certain, some are very likely, and some are very unhkely.. .
It is certain that in the short or intermediate range Andropov will pursue a policy
designed to elicit greater social, political and econoxpic ‘disc1.p11ne from a}ll s.trata of
society. Already underway is a well advertised campaign i1 this rega{d which m_cludes
greater candor in admitting to the public the pgssgmshc economic prognosis and
the expectation of inevitable austerity; greater visibility of an active, concerned new
leadership in contrast to the paralysis of the old; and a fo;c.eful effort bY means
of coercive measures, -inspections, demands for accountability, etc., to improve
dramatically-the discipline of workers and of the bureauqracy at all levels.‘
1t is very likely the new leadership will undertake a major'rpform of agriculture,
the most critical area for ensuring political and social st?blllty. The reform may
follow either the principle of greater privatization as in China or greater managerial
freedom and flexibility as in Hungary. Since peasants have lpng ce‘ased to ‘threaten
the Soviet system, they, along with their managers, can be given without risk more
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extensive economic rights in exchange for higher production. The main difficulty
in agrarian reform will come from lower party bureaucrats whose way of life and
reason for existence it will severely undermine.

It is very unlikely that Andropov will be willing or able to effect a radical
structural change in the economic system. Formidable obstacles preclude its satis-
factory implementation, and Andropov will have to' be content with marginal if
important. structural changes and with advantageous revisions of budgetary allo-
cations. (No Soviet official or economist, it seems, considers the Hungarian economic
model suitable for entirely different Soviet conditions.)

Thus Andropov will pursue in the political area a ‘‘law and order’’ policy and
a higher level of authoritarianism and in the economic area a serious effort to
improve economic performance through reform. The combination may well yield a
marginal improvement without halting the secular trend of economic decline. It will
probably do little to impede the attendant social decline, the most blatant and
alarming manifestations of which include widespread alcoholism, corruption and
lack of a work ethic. Nor will it relieve the pervasive cultural pessimism that
increasingly pierces the curtain of official optimism.

Abundant evidence indicates that in the 1980’s the political and social stability
of the Soviet Union will be severely tried, the Soviet economic situation will be
more critical than at any time since Stalin’s death, and the manifest decline of the
Soviet empire will accelerate. To leap from this evidence to predictions of a
catastrophic systemic crisis (the present fashion in the West and especially in the
Reagan entourage) is profoundly erroneous and opens the way to judgmental errors
that can severely erode the prospects for managing the East-West competition. It
is most unlikely that severe economic stress will provoke either political or economic
collapse. It is unrealistic to act as if drastic escalation of costs in a new arms race
will inhibit Soviet military growth. The Soviet Union is not now, nor will it be
during the next decade, in the throes of a genuine systemic crisis.

Will the general domestic decline, the ‘“muddling down’’ of economic growth,
and the corrosive effects ‘'of social corruption be sufficient to force Soviet leaders
to concentrate on internal over external goals or to impair their effectiveness in the
international arena?®My best estimate is that they will not. The Soviet Union retains
key foreign policy resources that may be sorely undercut but will remain no less
potent ingredients of an activist foreign policy. The Soviet political system boasts
enormous unused reserves of political and social stability that suffice to survive the
deepest difficulties. Unbridled Russian nationalism remains an effective device to
mobilize support for the regime. The Soviet economy has reached a level of
production that even in conditions of declining growth can support an active foreign
policy. The size of the Soviet military machine is so large and its modernization
so advanced that even with lower growth in the 1980’s it will still constitute a
formidable foreign policy resource. :

The Soviet military faces two major, though far from catastrophic, problems in
the 1980’s—one economic, the other demographic. The economic problem is not
guns versus butter but rather investment in the industrial plant versus direct ex-
penditures for guns--that is to say, between the need to develop and modernize
the Soviet industrial plant that provides the backbone of future military strength
versus the growth in weapons production and direct expenditures for the upkeep
of the armed forces. The demographic problem consists in the assured dominance
of non-Russian, non-Slavic draftees into the armed forces in the 1980’s, a likely
cause of social tension and impaired military proficiency. Yet both problems are
far from heralding a substantial decline in the defensive or offensive strength of
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the Soviet military as an instrument of Soviet foreign policy.

The entire direction of Soviet military and foreign policy over the successful
Brezhnev decades also militates against a fundamental reorientation of Soviet pol-
icymakers to internal questions. Indeed, the bleak internal prospects could well
compel Soviet leaders to seek more accessible and durable successes in the inter-
national arena. Moreover, during the next few years, foreign policy will certainly
become more significant as a legitimizing element of Soviet rule in general and of
party rule within the establishment in particular. At the same time, domestic
difficulties can create strong pressures for Soviet leaders to engage in serious arms
limitation and reduction talks with the West. They will certainly make even more
imperative the importation of foreign technology. But even if such considerations
act to limit the range and scale of Soviet adventures abroad, they cannot in the
last analysis alter the basically activist and global Soviet foreign policy, so deeply
rooted, as we have seen, in the domestic environment.

(b)

Andropov inherits a foreign policy characterized by lack of direction or cohesion.
For the last three years, Soviet foreign policy has preferred ‘“‘carrots’ to “‘sticks.”’
One important if not central reason for this retrenchment was the change in
America’s policy line during Mr. Carter’s last year and Mr. Reagan’s first two
years. The Soviets have avoided testing Mr. Reagan as they seek to fathom what
lies behind his rhetoric and the resurgence of radical conservatism in the U.S. Other
reasons include the early onset of the succession struggle together with the decline
of Brezhnev’s ability to rule; the temporary overextension in Ethiopia, Afghanistan
and especially Poland; and the desire to preserve détente with Western Europe and
especially Germany as the détente with the U.S. began to unravel. This last con-
sideration took on special meaning as the Soviet Union worked to prevent the
deployment of intermediate nuclear forces in Europe. Even had these last three
years offered more tempting targets for low-risk Soviet expansion, I believe the
Soviet leaders would still have chosen the low profile in foreign policy.

Following this period of relative passivity, Andropov will surely seek to define a
comprehensive and coherent general line, to establish clear priorities and orderly
relations among the chosen goals and elements of policy. His choices will of course
be affected significantly by Western and American policies; by the state of relations™
between the U.S. and its European allies, especially the Federal Republic of Ger-
many; and by America’s ability to localize the inevitable regional conflicts and civil
wars in the Third World or to render prohibitive the costs of massive Soviet
intervention in them. Putting aside those unpredictable variables, however, one can
identify some tendencies likely to characterize Soviet foreign policy in the near and
middle future.

In the short run, the process of succession itself dictates the basic tendencies of
foreign policy. First, there is the need to insulate the unconsolidated leadership
preoccupied with domestic problems from foreign challenges. The new leader is
thus more open to initiatives for regulating and improving his country’s relations
with its principal adversaries. In relations with the U.S. and the Western Alliance,
the central axis of Soviet foreign policy, peace issues will predominate over threats.

Second, the new leader will try to interrupt the bureaucratic inertia of his
predecessor and dissociate himself from Brezhnev’s failures. He will seek normal-
ization of relations with the Peoples’ Republic of China; he may seek improvement
of relations with Japan; he could conceivably be encouraged by astute Western
efforts to explore ways to extricate Soviet troops from Afghanistan while preserving
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Soviet security interests and face.

Tl'_urd, tt}e new leadership at this vulnerable time will work to preserve what i
considers V1Fal 1pternati0nal positions and ‘interests. The principal position is P la g
w@os; dorpmanon and political stability Andropov will pursue at an costo"al‘"llid
principal interests are the inherited balance of military power——strateyic th t :
EVI‘IIld tconvgntlonal—which will be preserved at almost.any cost and the dgéte’nte e»:iftl;
ofe; ;‘rlinéf fli)rrc;;i)gena.rr:cc)ilif::;..l'tlcularIy Germany which represents today the cornerstone
' With 'regard to the balance of military power, one should stress that this successi
is the first when the Soviet Union operates from a position of strategic parit log
theatfer nuglear and conventional superiority. It is the first time in ngiety and
Russian) history when the Soviet Union is as strong as its key adversaries (and
should, therefore, feel safe). Accumulated military strength gives the new Iegg;
control over an awesome power enjoyed by neither of his two predecessors at thr
start of thplr rule._ The key question of the succession is whether this eno :
military mlght, which the Soviets are determined to maintain, will serve urmous
of blackmail and offense or whether it will make the leadershi, mor: able by
new and drastic arms control and reduction. P ¢ amenable to

Apart from the basic tendencies in Soviet policy dictated by the requirements of
succession, th?re are three specific problem areas which must be addressed l;”tlcl)
new leaders either immediately or directly after the consolidation of ower yA :
dro_pov .cannot long_ avoid substituting for the drift of Brezhnev’s last yerfrs a cént I:Li
policy line concerning the East European situation, relations with the U S. and rh
Western Alliance, and Third World targets of opportunity. = and fhe

The Soviet “‘external empire” has commenced its decline. The bloc already plac
heavy burdens on the Soviet Union in economic, military and political te)rlnrl) Ies
the '1980’5 tl}e economic difficulties of bloc countries must increase: rowths. ﬁ
dec}me drastlcz}l!y; and the unavoidable austerity programs may yet’ aggain s :rlk
f,‘oc1§11 ,?.nd pohnqal unrest. The Soviet Union is already cutting subsidies tg its
allles' (Po!and in particular), and it seems that it has no alternative but to force
them (mcludmg.(‘?uba) to rely more substantially on their own very limited resources

As_for the lmhtp;ry_ situation, Soviet contingency planners probably calculate tha£
the size of Soviet forces needed to keep East Europe subjugated in case of war
already. qxceeds t!’le size of elite units in Warsaw Pact countries that could be trusted
to part1c1pat? .rellably, effectively and offensively in a Soviet strike against Western
EU{ope. Poh.t_lcally, the Soviet Union will monitor the general situation and the
policies of client governments very closely and compel rapid and decisive responses
to any symptoms of the ‘“‘Polish disease.”” Indeed, the situation in Eastern Epuro e
pas become more apd more an embarrassment which costs the Soviets much of tﬁe
m'ﬂuence .they retain among Communist parties abroad while endangering thei
détente with Western Europe. serine et

Thc.e basic qui'et'approa.lch to Eastern Europe will not be abandoned, however
Ensatlsfactory it is in solving the crisis. Soviet security requires the domination of
IIastem _Europe ]US.t as t.h_e {e'tention of these principal Soviet spoils of World War
theccgliigstu;e; a}}aasm legm_mlzmg element for the Soviet party and leadership among
i s nre Ste e population at large. TI"he decisive preoccupation of Soviet leaders
the oot tjr:n 5 rvet a{) any co‘st Fh.e political stability of Eastern Europe without at
of viame 1 Ea;m]]-z ributing s:gx?lflcantly to such stability from the economic point
legitima;:y ot hur(;pefan regimes cannot hope in the 1980’s to strengthen their
) gh satisfactory economic performance, their only alternative is to
pursue it through anti-Soviet, nationalistic policies. The East European stalemate
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will persist in the 1980’s in an ever harsher economic climate. It promises many

dangers for the Soviet Union.

The second area where Andropov must formulate a coherent policy line concerns
relations with the U.S. and the Western Alliance. The major questions are whether
the Soviet Union can restore any semblance of détente with the U.S. while Mr.
Reagan holds office, whether the 1984 American presidential election offers any
realistic prospect for restoration of even a modest détente, and, if not, what general
line will replace this policy that had promised them so much in the 1970’s and
delivered so little. Unfortunately for Andropov, there seems to be no substitute for
a U.S.-Soviet détente that would confine competition to areas short of confrontation
and foster some cooperation in areas where interests of the two superpowers overlap.
For it is America and only America that has the resources and the will to alter the
East-West military balance with or without Europe, as it has also the ability and
unilateral capacity to accept the existing balance and negotiate serious arms control
or reduction. It is America and only America that is committed to political and
military globalism and to the erection of barriers against Soviet global expansion.

The Soviet foreign policy establishment, it would seem, attaches central importance
to Soviet-American relations—even more so today, if that is possible, than in the
immediate past. In periods like the present, when relations with the U.S. are unlikely
to improve, it advocates a very active policy towards Western Europe as the second-
best policy, the most promising alternative. The foreign policy establishment tends
to divide, however, on strategic and tactical objectives concerning Western Europe.
However, neither those who would court Europe mainly in order to influence
American policies through European pressure nor those who would improve West
European relations primarily to weaken the Western Alliance have any illusions
about how much is to be gained from the West Europeans and how far differences
between the U.S. and its West European allies can be exploited.

Andropov has not yet decided what can still be achieved with the Reagan
administration, what changes in American conduct can be expected before the 1984
election, and how to relate long-range Soviet goals to détente and relations with
Western Europe, especially Germany. For the rest of 1983, it would appear, the
central issue will remain INF. The issue has enormous long-range implications and
may, depending on the outcome, determiine the formulation of Andropov’s general
line towards the West.

Andropov is developing a maxi-mini strategy concerning INF. His maximum
strategy is to prevent deployment thanks to Germany’s refusal. Should this strategy
succeed—in my opinion it represents a Soviet hope rather than an expectation—the
Atlantic Alliance will experience its greatest crisis, one with unpredictable political,
economic and military consequences in Europe and especially in the U.S. While
marginal in military terms, INF is far from marginal in political terms. Andropov’s
minimum strategy is to use the issue to undermine the alliance; and should the
Soviets see that deployment cannot be stopped by Germany’s rejection, they may
present new proposals for a more equitable balance of intermediate-range missiles
in Europe. Such proposals could lead to postponement of deployment and further
negotiations on this issue and the related START.

Regardless of the outcome with INF, I believe Andropov will pursue his “‘peace
offensive’’ and détente with Western Europe until he sees what emerges from the
1984 presidential election. By then, presumably, he will have consolidated his own
power and thus be in a position to make important decisions on arms control and
reduction as well as to negotiate compromise solutions on issues that engender
conflict with the U.S.. Should President Reagan gain a second term, Andropov will
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again face today’s dilemmas. At such a point the terision-without-danger of today
will become the ‘‘tension-with-danger’’ of tomorrow in a fluid and unpredictable
situation which in my opinion will see the. triumph of Soviet tactics over strategy—
that is, the pursuit of tangible gains in the Third World regardless of the conse-
quences for Soviet-American relations.

The third area that will require a central policy line is the Third World. One
should regard the ambitious Soviet activity of the 1975-79 period neither as the
only possible or likely pattern of Soviet conduct nor as a transitory aberration that
ran a course not to be repeated. Andropov will certainly continue military assistance
and military involvement as opportunities present themselves in the 1980°s. His
success will depend on the extent of his commitments and the determination of his
opponents.

Soviet policies in the Third World vacillate, in Professor Ulam’s apt phrase,
between those of the ‘‘speculator’’ and those of the ‘‘rentier.”” The former accepts
high visibility, high risk and high investment in the expectation of dramatic rewards.
The latter prefers low visibility, low risk and minimal costs for more sure and
modest rewards. In the short run I expect Andropov to be a ‘‘rentier.”’” In the
intermediate range I expect speculation to appeal as irresistibly to him as to his
predecessor. Andropov will succumb more easily to temptation if the West European
powers exhibit disinterest and insensitivity to the consequences of Soviet adventures
in the Third World and if the U.S. proves unable to commit resources to such
change in the Third World as could defuse regional conflicts and civil wars.

Aside from limits on Soviet foreign policy resources that can be expended in the
Third World, Andropov will surely face tough decisions in exploiting Third World
opportunities, especially given the harder line expounded recently by the U.S. The
risk that Soviet actions will produce confrontation with the U.S.—which the Soviets
do not want—will counsel the restraint of a “‘rentier.”” Moreover, foreign adventures
will endanger progress along the central axis of their foreign policy—relations with
the U.S.. As long as relations between the superpowers remain paralyzed, this
consideration makes little difference. But when genuine prospects appear for im-
proved relations and negotiations begin in earnest on key military issues, Soviet
leaders will have serious choices to make.

In sum, Soviet Planning of foreign policy in the intermediate and long range
must confront basic incompatibilities among Soviet interests. An assertive policy of
Soviet expansion in the Third World is incompatible with reduction of tension and
avoidance of confrontation with the U.S.. The insatiable Soviet appetite for larger
weapons programs and greater military strength conflicts with desires to forestall a
new and costly arms spiral, to negotiate arms control measures, and to separate
the question of military balance and arms control from their political and economic
relations with the U.S.

3.

In the nuclear era there is no choice for either the U.S. or Western Europe but
to negotiate with the Soviet Union on a broad range of issues and to strive for the
dependable management of inevitable competition and conflict. Rather the question
@s whether the Western Alliance can influence the policies of the Soviet Union and,
in particular, whether it can influence the choice of options open to the new Soviet
leaders. My answer would be a qualified yes. Since any important action of the
West clearly affects Soviet policy, however, the real question is whether our influence
reflects deliberate effort as distinct from unintended consequence and whether such
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deliberate effort can be elaborated and sustained in the democratic environment of
our own policymaking. In the last analysis our influence Yvill depend in part on
the choice of our objectives with regard to Soviet policy and in part on our strength,
unity, steadfastness and flexibility. _ .

It is utterly utopian to believe that our influence on Soviet p911c1e§ can lead to
fundamental systemic change in the Soviet Union, a durable reorientation of Sov_xet
policymakers from external to internal priorities, or an abandc_mment of ‘any major
arms buildup that Soviet leaders deem essential to the security ‘o_f their country,
their empire and their global stature. We cannot, moreover, significantly influence
cither the overall ambitious direction of Soviet foreign policy or the outcome of
any alleged contest between alleged Soviet “hawks’’ and ‘‘doves.” What we can
and should try to influence with regard to the Soviets are the gontent of }helr
specific military and foreign policies, their readiness to exploit foreign temptations,

and the degree of moderation or extremism in their overall international conduct. -

This may not seem like much; but it is the most we can hope for; fmd, in th_e
dangerous conditions of escalating nuclear armaments and world turmoil, even this
modest influence may be a condition of our survival.

The two central goals of Western policies toward the Soviet Ur}ion are to prevent
Soviet expansion and to achieve an equitable balance of mllltary' power. It is
misleading, therefore, to focus our attention, as is often done when dlsc;ussmg East—
West relations, on the narrow formulation of questions: Can a Soviet-American
détente be restored? Should the West European détente with the Soviet Union
continue given its potential for disrupting the Western Alliance? The bgnd}e of
policies, ideas and expectations we call “‘détente’’ is neither good nor b.ad in 1tse.lf.
The real question is how effectively it serves our two main goals vis-a-vis the Soviet
Union.

On this score, the détente of 1970’s vintage did not pass the test of effectiveness,
at least from the American point of view. Détente became in the U.S. a symbol
of America’s lack of will and of the failure of the Western Alliance to preserve its
unity and to influence constructively the international conduct of the Soviet Union.
The word acquired a negative emotive meaning going well beyond_ the'actual
suppositions and assumptions on which it rested. Let me therefore'a.vmd t?us term
and speak rather about the substance, forms and instruments of pollglf:s which have
as their goals the preservation or restoration of the East-West mllltar_y balance,
prevention of Soviet expansion, and regulation of the East-WesF conflict. Let us
examine the many lessons we have learned from our experience in the 1970’s and
early 1980’s as they bear on our present situation. o

First, the internal strength of the U.S. and West Europear} countries is as
important in formulating and implementing effective policies with regard to t}le
Soviet Union as their external strength. Mr. Kissinger’s policy towards the Soviet
Union during the early and mid-1970’s was not wrong in itself. The expectations
of what it could achieve, at what price, and how quickly were grossly exaggerated,
however. That the policy collapsed was not the fault of either the policy or its
chief architect but of the conditions which at that time prevailed in the United
States and to some extent survive today—the post-Vietnam malaise, the depressed
levels of military spending, the deleterious effects of Watergate on the American
political system, particularly its executive branch. _ .

Second, the unity of the Western Alliance is essential in formulating policy towards
the Soviet Union, especially as regards the policy instruments chosen to influence
Soviet international conduct. For America, the quest for unity is a frustrating
experience. When the U.S. moves closer to the Soviet Union, its European allies
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fear 4 Soviet-American ‘‘deal”’ or Soviet-American ‘‘condominium.’’ When the U.S.
moves away from the Soviet Union, its European allies fear that Europe will be
dragged into confrontation with the Soviet Union or that the risk is heightened
that war will be fought on European soil.

Third, the pendulum of American policies towards the Soviet Union tends to
swing from one extreme to another-and leaves for both the Soviet Union and
Western Europe a disconcerting and accurate impression of unpredictability. Indeed,
the American. political system and national character militate against the pursuit of
a steady and steadfast policy towards the Soviet Union beyond, at best, the four-
year tenure of a president. To formulate and implement a comprehensive, consistent
and well-calibrated policy towards the Soviet Union is especially difficult in the
U.S.. Potent forces work against it: sensationalist media, a greatly weakened party
system and tradition of bipartisan foreign policy, the tendency of the political public
to view the Soviet Union in simplistic either-or terms rather than as an adversary
with whom one both competes and cooperates.

Fourth, the nature and range of instruments that were developed to influence
Soviet foreign policies during the early and mid-1970’s are quite broad. They include
the escalation of the costs and risks of Soviet expansion, the manipulation of the
Soviet fear of confrontation with the U.S., the preservation of a just balance of
military power, the offer of rewards in economic, political and status fields, etc.
No combination of those instruments and the policies they serve will solve mirac-
ulously our conflict with the Soviet Union, however. There are no ‘‘quick fixes.”’
The conflict can be regulated only through flexible and effective use of those
instruments as disincentives and incentives. Here a key lesson of the 1970’s and
early 1980°s is that only when disincentives are credible, strong and continuous can
incentives have any effect. But only when incentives are offered will disincentives
have major effects. The success of the skillful combination of incentives and
disincentives will depend on reasoned agreement among the Allies to coordinate
their use and in the last analysis on the internal political, economic and military
strength of the democracies.

In the 1980’s, the key question is not what the new Soviet leader’s foreign policies
will be. It is rather what those of the Western Alliance will be. What realistic goals
should the Western -Alliance pursue? To the end of this century and probably even
beyond, democratic nations have no choice but to face the conflict with the Soviet
Union while at the same time striving to cooperate in the mutual interest. Let us
hope that this conflict will retreat from the dangerous threshold of nuclear escalation
and confrontation and that a united Western Alliance can wait out the expansionist
stage of Soviet development. Until this stage of Soviet national life passes, the U.S.
and the Western Alliance have no choice but to pursue a policy of ‘“‘Containment,
Détente and Confrontation” towards the Soviet Union.

* Lk
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DISCUSSION

Discussion of this agenda item was introduced by a panel of participants who
commented in some detail on various aspects of the subject and suggested some
lines which the discussion might follow. The panel consisted of Seweryn Bialer,
Henry A. Kissinger, Helmut Schmidt and, for the afternoon sessicn, Pierre Elliott
Trudeau. Walter Scheel and George W. Ball acted as chairmen. The remarks of
the panelists have been incorporated below in the summaries of each sub-topic.

Developments in the Soviet Union and its policies. An American observed that
the Soviet Union faced in the coming years major decisions in its domestic and
international affairs. This was so because of the confluence of several important
events and trends, including the succession of new leadership, a severe economic
crisis, the collapse of détente, the overextension of Soviet foreign policy, and the
volatile situation in Eastern Europe. '

Though the Soviet economy had advanced during the past twenty years, it faced
a set of difficulties that required new, untried solutions. Growth had declined in
every sector of the economy, the technological gap between the Soviet Union and
the West was as great as ever, and Soviet agriculture was in crisis after four
successive bad harvests and the failure of previous regimes to make effective
investments in agriculture.

Soviet society, accustomed to a standard of living that had improved steadily
from the time of Stalin’s death until the mid-1970’s, now faced a stagnating standard
of living. The effects of this could be seen in ‘the widespread corruption and
declining work ethic among the industrial working class. Declining expectations had
also given rise to political apathy.

In the military sphere, the Soviet Union faced a conflict between the demands
of military leaders and the desires of the Communist party leaders. The former
favored continuing high direct expenditures for weapons, while the latter supported
long-term investments in the industrial-military sphere. The rapid growth of non-
Russian ethnic groups also presented the military with a problem. And the growing
role of the military in foreign policy was a potential difficulty for the political
leadership.

The Soviet Union faced a general decline of their Eastern European empire in
economic, political, and military terms. The Eastern European nations faced a harsh
decade, with the prospect of cuts in Soviet subsidies giving rise to economic
hardships, which in turn could be expected to yield social and political unrest.

In the field of foreign policy, the Soviet Union found its resources seriously
overextended. It had little except military aid to offer. In their relations with the
U.S., Soviet leaders had not found a substitute for détente. Their foreign policy
had undergone a ‘“‘general unravelling’’, with an emphasis on short-term goals at
the expense of intermediate and long-term ones.

But, the speaker stressed, in spite of the challenges facing the Soviet Union, it
was unlikely that major systemic change would take place. The price of change in
the industrial area in the form of decentralization was potentially higher than doing
nothing or making only minor adjustments. Military expenditures were unlikely to
decrease in favor of other production because of the military’s central role in foreign
policy and its status as the system’s internal showpiece. Likewise no important
change in the Soviet Union’s policy toward its Eastern European satellites could be
expected, for not only was that empire a security concern, but it was also a
““legitimizing force’’ for Soviet ruling elites, and they could be expected to remain
totally committed to it. In foreign policy, the Soviet Union was still ascending as
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a great power and its amibitions would not decrease with a change in leadership.
With respect to the military challenge from the West, the Soviets would certainly
meet it, regardless of cost.

Though sweeping, systemic changes could thus be discounted, subtle change had
already begun under Andropov. These changes were not apparent to the general
population, but the Soviet elites were well aware of the slow, methodical changes
Andropov was carrying out. These changes included major personnel shifts, with
the new leader removing many of his predecessor’s people from office and replacing
them with his own appointees, many of whom were younger men. Andropov was
also transforming the central party apparatus into the main instrument of long
range planning, rather than the overseer of the affairs of state. With respect to the
military establishment, he had obtained for himself the post of head of the defense
council and was creating an independent defense council staff. In the agricultural
and industrial areas, there was, evidence that Andropov had initiated some reforms,
though not major ones.

As to Eastern Europe, the speaker predicted that Andropov would closely monitor
political and economic events in order to prevent a situation from getting out of
hand. He would insist on a commitment to political orthodoxy in Eastern Europe,
and would attempt to intergrate those countries’ policies with Soviet policy.

In foreign policy, the emphasis would be on the carrot instead of the stick, on
peace offensive rather than military build-up. But at the same time, the Soviets
would be determined to permit no change in the military balance with the West.
In the short term, the Soviet leadership would be awaiting the outcome of the 1984
U.S. elections before settling on longer range foreign policy development.

In summary, the speaker felt that despite its current problems, thé Soviet Union
was not disintegrating nor was it on the verge of bankruptcy. It had major reserves
of stability to draw upon, including the low expectations of citizens who had not
experienced the postwar era of rising expectations; the tool of repression; political
apathy; and Russian control over the internal empire. Finally, they had going for
them traditional Russian nationalism. In short, the Soviets were experiencing a
“‘crisis of effectiveness, not of survival.”

A German speaker agreed that the Soviet Union would meet the Western challenge
no matter what th€ cost. He pointed out that the Soviet leadership had a major
advantage in the capacity of the Russian people to suffer. They could tell their
people that, in order to preserve the peace, they would have to sacrifice some of
their standard of living. In order to meet the threat from the West, they would
have to lower their expectations. The speaker had no doubt the Soviet leaders could
successfully play this card.

But how durable was this capacity to suffer, wondered a Greek participant. It
was a factor for stability among the Slavic peoples, but not among the faster-
growing Asian components of the Soviet population. This demographic problem
would be potentially explosive for the USSR.

Several speakers referred to emerging Sino-Soviet rapprochement. Some felt it
was a matter of concern for the West, but others saw China as a continuing long-
term problem for the Soviet Union, in spite of any short-term thawing of relations.

It was generally agreed that economic difficulties presented the Russians with one
of their greatest challenges. They had all the West’s problems on top of a system
that did not work. An American observed that Soviet leaders were faced with the
necessity of making changes in their system without ‘“losing their Marxist virginity.”’
It was unlikely that Andropov, whom the speaker viewed as an interim leader,
would make fundamental changes, but there was a danger that internal problems
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could affect his foreign policy. Did he want a period of calm on the outside in
order to deal with his internal problems, or did he want foreign policy issues to
draw peoples’ attention from problems at home? The West needed time to see how
events in the USSR would develop.

The other major challenge in the view of many speakers was the situation in
Eastern Europe. A German participant pointed out that what the Soviets used to
see as a ‘‘belt of security’’ had become a “‘belt of insecurity.”” They had a growing
problem of instability in their sphere of influence. A Belgian wondered if the Soviet
Union could count on its Eastern European allies in a conventional war. An
American agreed, saying that Poland, especially, was not only an economic and
political problem, but also a military problem for Soviet contingency planning. The
Polish situation had changed the central front of NATO. Poland was, for all
practical purposes, not a member of the Warsaw Pact. The Soviets, who viewed
earlier events in Hungary and Czechoslovakia as accidents, had good reason to
worry that there was instead a trend developing in East European countries.

But a Turkish speaker warned against any illusions. The Western alliance had to
be aware of the essential stability and coherence of Soviet policies. Their economy,
however weak it might be, was resilient enough to sustain adequate military power
in relation to the West. The Soviets were very clear about priorities. These were,
first, to preserve and maintain their great power status, and, second, to keep their
political and ideological hold over Eastern Europe. Finally, their obsession with
security was not likely to moderate.

What should Western strategy be? While there was little disagreement about the
challenges and difficulties facing the Soviet Union, several speakers warned that we
should look to the state of the NATO alliance. While we could take some comfort
from the weaknesses and difficulties facing the Soviets, we were not without our
own problems. An International participant spoke of the ‘‘weakness, hesitation,
and disarray’’ in NATO, which Moscow no doubt found encouraging. From the
Soviet standpoint, he continued, Western countries were “‘permissive and lacked
discipline.”’

It was true, a Briton argued, that the West had its own set of problems, especially
economic ones, but we were basically strong. Qur problems were more cyclical than
systemic. But another British speaker wondered if a society that had either high
inflation or high interest rates, that could not get them both down simultaneously,
and that relied for economic stability on one of the most unstable regions of the
world did not have a systemic problem, at least as viewed from the Soviet perspective.

Many speakers stressed the need for unity in the alliance. But a Portuguese asked
if that were not a very difficult objective to achieve. It was impossible, he felt, to
view Europe and North America as a whole. Their interests, situations, and views
were vastly different. But, said a Belgian, the Soviets were masters at exploiting
disunity in Europe and within the alliance, so unity had to be a high priority.

Unity in the alliance meant a unified strategy in dealing with the Soviet Union.
An American view held that the alliance faced a complicated situation in which it
was dealing with a nation that was an ““ideological - opponent with whom we
nonetheless were compelled to coexist.”” We had to oppose that nation’s expan-
sionism but also demonstrate that we did not seek confrontation. We had to defend
our interests but realize that our capacity to change domestic institutions in a
totalitarian system was limited.

The task of the alliance, continued the American, was to defend against a common
threat and to achieve common objectives. The alliance faced difficulty in East-West
relations and in global strategy because both of the purposes for which it existed
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were under pressure simultaneously. There was no agreement on the nature of the
threat nor on the common objectives we sought to achieve. .

Another American agreed that, while the policies followed by the West would
surely influence the choices made by Soviet leaders, it would be a mistake for the
alliance to think it could, or should, have as a goal to influence internal developments
in the USSR. We should be clear that our goal was containment of Russian
expansionism by any means necessary, including military force, if our vital interests
were threatened. A reintegration of alliance foreign policy along these lines was
called for.

A French speaker stressed that the Soviet Union should see the alliance as
«‘determined, but also cooperative.”” We.should not seek to frighten the Soviets
with harsh rhetoric, but we should define and follow a global strategy. The Soviet
Union was an expansionary power, and we needed to state clearly that we would
stop any moves to create imbalances in the world. But at the same time we had
to reassure the Soviets that we were not out to threaten their security, or their
economic or social development.

The time for the anti-communism of the 1950’s had long since passed, one
American said. We had to make clear we were not fighting the Soviet system, even
though we did not like it, but rather the expansion of that system. An International
speaker agreed, urging that we not appear to be on an anti-communist crusade,
but simply determined to protect our way of life and our institutions. The proper
prescription, said a German, was a ‘‘cooperative kind of security rather than an
antagonistic kind.”’ i

Another German argued that the realistic goals of the alliance should be to defend
itself by adequate political and military means and to deter the adversary from
waging war and aggression; and at the same time to instigate the adversary’s interest
in partial political, military, and economic cooperation, especially in arms limitation
and reduction. It was predictable that the Soviets would achieve nuclear parity with
the West. The need now was to seek stabilization of peace through a stabilized
military balance. Beginning in 1967, the alliance had pursued this kind of dual
strategy, combining elements of cooperation, competition, containment, and conflict-
readiness. This concept, which had taken 20 years to develop, was still valid but
had been overshadowed and all but shattered by the most recent two U.S. admin-
istrations.

The speaker proceeded to trace the evolution of ‘“Western grand strategy.”’

(1) After World War II, there had been a brief period defined essentially by the
U.S. in terms of the Marshall Plan and a renunciation of nuclear weapons. The
Soviets did not participate in the Marshall Plan and rejected nuclear renunciation.
Stalin instead consolidated Russian rule over the states of Eastern Europe, threatened
Berlin, and laid the foundation for the Soviet nuclear arsenal.

(2) The Russians had thereby provoked the second phase of grand strategy, that
of the doctrine of massive nuclear retaliation and the concept of a global system
of anti-Soviet alliances. |

(3) The third phase was already in development during the second phase, going
back to 1956 when the so-called ‘‘three wise men’’ asked for political consolidation
of ‘thg alliance beyond the military field and demanded consultation among the
allies in decision-making. President Kennedy had acknowledged those demands five
years later in his ‘“‘two-pillar’’ speech. During the 1960’s the foreseeable Soviet
nuclear parity had led to the 1967 abandonment of the strategy of massive retaliation
am_i the adoption of the current strategy of flexible response and forward defense.
This third phase was the most fruitful, yielding the test-ban, non-proliferation,

27



ABM, and strategic arms limitation treaties. These stabilized the balance in Europe
and the equilibrium in the area of intercontinental missiles. They signified a partial
security partnership between the two strategic nuclear powers.

Since 1976, Western grand strategy had gradually been withering away, with the
East-West relationship on the decline. Both superpowers had lost their ‘‘mutual
confidence in the calculability of the other side,”” which had existed within limits
until the end of the Nixon-Ford-Kissinger era. Starting with the Carter administra-
tion, the consistency and continuity of Western grand strategy had been lost. The
attempt by the current U.S. administration to apply economic sanctions against
America’s closest allies was indicative of the state of decay. There had been a
whole succession of unilateral actions by the U.S., from the Olympic boycott to
the grain embargo to the space warfare speech.

It was true that Soviet mistakes and violations had contributed to these devel-
opments. The Soviet ““‘double complex of inferiority and security’’ with regard to
global relations and world peace was dangerous and had caused a speeding up of
the arms race. The Russians had involved themselves in the Middle East, Africa,
Central America, had invaded Afghanistan, encouraged Vietnamese imperialism,
and had taken advantage of the omission of Euro-strategic missiles from SALT by
devising and deploying the SS-20, a weapon designed to divide Europe and the
U.S. in time of crisis. Soviet actions had thus made the military component of
Western' grand strategy crucial.

NATO’s military strategy. An International speaker reviewed the specific objec-
tives of the current military strategy of the alliance. The two basic objectives of
Western security arrangements were (1) to have a credible deterrent to overt aggres-
sion as well as political intimidation, which could result from the Soviet perception
that we were unable to defend ourselves; and (2) to negotiate arms reduction accords
and control measures for all categories of forces and arms.

We needed to give the Soviets incentives to negotiate seriously, and this required
that, politically, we be viewed as cohesive and united, and, militarily, as able and
willing to implement our deterrent strategy of flexible response. This was a valid
strategy, but only if adequate forces existed for each leg of the triad. At the time
of the adoption of the flexible response strategy, the West had had nuclear supe-
riority in both the strategic and theatre fields and was confident that qualitative
improvements could overcome Soviet numerical conventional superiority. But we
had been surpassed in all three categories. Our forces improved each year, but the
gap between them and the Warsaw Pact continued to widen.

The speaker was satisfied that we were on the right path toward redressing the
nuclear imbalance, but, on the conventional side, the nations of the West had been
derelict in meeting their commitments to force improvements. As a result, we had
“mortgaged our defense to the nuclear response.”” Under present conditions, the
commander of Western forces in Europe would have to request use of nuclear
weapons fairly soon after an attack by the Soviet forces. We had ‘‘bought ourselves
a short conventional war’’ because we lacked the manpower, ammunition, and pre-
positioned material to sustain ourselves conventionally.

But, the International participant continued, the situation could be restored. As
a defensive alliance, we did not need to match Warsaw Pact forces one for one.
The alternative to the ‘‘short nuclear fuse’’ was to provide the alliance with the
capacity to frustrate a conventional attack without resorting to nuclear weapons.
We needed to motivate and train our soldiers, modernize our ships and aircraft,
and make use of the emerging technology which would enable us to hit targets
deep behind enemy lines, such as choke points, bridgeheads, command and control
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headquarters, etc. We required not just new manned aircraft, which were becoining
increasingly vulnerable to air defense, but surface-to-surface and air-to-surface
missiles. To reach these goals, the Western nations would have to meet the targeted
four per cent real increase in military- spending from 1983 to 1988.

With a modern and strong conventional capacity, the speaker concluded, we
would raise the nuclear threshold and force upon the Soviets the option of either
withdrawing or being the first to escalate to nuclear weapons. Yet NATO strategy
should not give up the first-use option, nor nuclear weapons themselves. It was
crucial that we retain a “‘full spectrum” of nuclear weapons with the option to be
the first to use them, This did not mean that we should not pursue a program of
reducing the number of nuclear weapons on European soil, as we had been doing.

A German participant felt that military strategy could be boiled down to six basic
principles: deterrence; credibility of deterrence in the adversary’s eyes; adequacy of
defense if conflict should break out; continuous revaluation of adequacy to meet
changing conditions; equilibrium, or balance of power so that both sides might
have confidence; and acceptability at home. This last principle was perhaps our
greatest challenge, as the NATO nations faced an increasing deficit in credibility
with their politics.

The speaker agreed that it was necessary for the West to be able roughly to
match the Soviet forces in the conventional field. This was true to a large extent
because, under the principle of acceptability, the first use of nuclear weapons in
response to a conventional attack would, as the decade went on, become increasingly
unacceptable to Western public opinion. But, he felt, conventional equilibrium could
not be achieved merely by spending money. The key ingredient needed was soldiers,
properly motivated, trained, and educated. Only secondarily did we need to spend
money on material, aircraft, weapons, etc. Those countries that believed they could
build a strong conventional defense without conscription were deluding themselves.
In West Germany, the Chancellor had the ability to call up 1.3 million men in a
matter of days. Western strategists tended to forget this formidable force, whose
existence rendered Warsaw Pact ground forces not greatly superior to NATO’s.
Indeed, while there were certain shortcomings in the alliance’s conventional capa-
bility, Soviet superiority was much exaggerated. The Soviets had concentrated most
of their build-up at sea, and still their fleet was inferior. They enjoyed some
advantage in air power, largely because the West had put too much emphasis on
the nuclear side of its air defense.

Soviet nuclear superiority was similarly exaggerated. Both sides still had adequate
armaments to assure mutual destruction. In the strategic area, both sides still had
assured destruction by second strike, with many windows of vulnerability. Only in
the field of Euro-strategic missiles had the Soviets gained clear advantage, and this
was an imbalance that had to be “‘put right”’ at the INF talks in Geneva.

An American agreed that reliance on nuclear weapons would eventually lead to
a “‘political, military, and psychological dead end.”” But renunciation of first use
of them, whether tacit or explicit, would lead to a ‘“‘psychological disarmament’’
of the West. No level of conventional build-up could insure against the Soviet
t;mptation to use nuclear blackmail. The West should not use nuclear weapons
lightly, but' it would be dangerous to adopt no first use as an operating principle.

Conveptlonal build-up was appropriate, but it had to be viewed in perspective.
Rar‘ely, if ever, in history had a deterrent balance of conventional forces been
achieved. Wars had been occurring for hundreds of years between countries who
fisses_sed their military balance as equal. And countries which turned out to have
inferior numbers, as Germany did in two world wars, were able to achieve great
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successes. The speaker warned that a stated policy of no first use would make war,
even nuclear war, more likely. All wars had occurred where there were no nuclear
weapons. It would be a mistake for the West to imply it would rather be defeated
in a conventional war than start a nuclear one. No matter what we had declared,
it was not likely we would ever accept a conventional defeat without resorting to
nuclear weapons.

An International participant pointed out that the nuclear arsenal had preserved
the peace for 30 years. The credibility of that deterrent would be weakened if the
element of uncertainty were removed. It was important to remember that the alliance
was defensive, and would not use any weapon first; it would only respond to an
attack.-

In the event of an attack by conventional means, wondered a Canadian, was not
the presence of tactical nuclear weapons on the battlefield a temptation to use
them? An International speaker responded that use of any nuclear weapon, whether
initially or otherwise, required political authority. There was no predelegation on
the use of nuclear weapons to the military commanders.

Another perspective was offered by a Swede, who said that it made little difference
from the neutral point of view who used nuclear weapons first. It would be as
deadly for all concerned. While the superpowers could shape the world, the neutrals
had to try to live with the situation.

The age of nuclear weapons, said an American, confronted Western leaders with
two contradictory tasks. First, we had to not talk recklessly about using them.
Second, we had to elaborate ‘‘some scheme for their use that was not automatically

destructive of all civilization.”’ No one in high office with some control over nuclear.

weapons could accept that the only strategy was mass destruction. Other options
had to be put forward. Conventional build-up was fine, but it had to stop short
of renunciation of the nuclear arsenal. We had to relate our build-up to our mission,
to define the purpose of our strategy. A bipartisan statement defining objectives
and missions was needed in order to take the subject of defense out of the ‘‘endless
debate between those who argued that we should have any weapon technologically
possible and those who opposed any build-up on the grounds that we already had
enough.”

A Canadian agreed that it was possible to consider using nuclear weapons which
would do less than wipe out humanity, as an exchange of ICBM’s probably would,
and which could be targeted to hit non-civilian targets. But this would be a tough
sell to our publics. There was ‘‘a delicate balance between deterrence and reassur-
ance,” argued an American, It appeared that NATO’s chief concern had shifted
from crisis stability to war fighting, and this scared people. The implication that
there could be victory in a protracted nuclear conflict or that there were alternatives
to massive destruction did not make sense to many people.

The role of public opinion. A German emphasized that public opinion would be
decisive in carrying out alliance strategy. Democracies would not be able to maintain
military strategies that were not accepted by their people. More people today
questioned the credibility of the alliance than defended it, as the debates over
nuclear freeze, no first use, and MX and INF deployment suggested. If we lacked
credibility at home, we might not be given the means to implement strategy by our
parliaments.

An American agreed, saying it was wrong to look at domestic realities as a
nuisance or constraint; they were rather a vital ingredient in any intelligent strategy.

To set intelligent objectives, we first had to read the realities correctly, starting.

with the domestic ones.
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It was a Portuguese speaker’s opinion that we had to be mindful of the successor
generation. Without taking it into consideration, we could not plan future defense
strategies. Peace movements represented a significant segment of the population in
most NATO countries, and they had great influence. Would they disappear ulti-
mately, as such movements had in.the past, or would their influence grow?

A Canadian found it frustrating that peace movements had begun to flourish at
a time when the alliance was striving to meet the threat to peace posed by the
build-up of Soviet armaments. Leaders found that their policies were often put
forward to a populace that did not understand them, and often in a demagogic
environment where peace movement spokesmen escaped the real issues by ‘‘invoking
moral values.”” We were living in an immoral world, and we could not make
decisions based on individual moral principles. We had to consider our adversary’s
morals. It was hard to get people to understand this, and that, perhaps, was a
failure of political leadership.

But leaders had to meet the challenge, said a German. We had to pursue arms
control and disarmament in a serious and credible way, but not as ends in themselves.
For we had ‘‘overmilitarized the problem of peace.”” We needed to explain the
political threat from the Soviet Union, which people in Europe, and in West
Germany especially, had forgotten. States were not in conflict because they were
armed, but because they had different interests and political concerns. There was
a political influence race going on, which the Soviets were determined to win. There
was the danger not just of war, but of an ‘‘overwhelming political hegemony’’ over
Europe by the Soviets, who were working to create a climate of ‘‘preventive good
behavior’” in the Federal Republic. People who had not lived through the two
Berlin crises did not realize this. The political threat had to be explained to the
younger generation.

An American acknowledged that it was one of the roles of political leaders to
lead public opinion, but how far was debatable. It was possible for leaders to dwell
too much on public opinion. A Briton agreed, arguing that the military consider-
ations of Western security should be the determining factor of whatever ‘strategy
we adopted. But we had to properly assess those considerations and present them
to our publics “‘with clarity and calmness and an understanding of their nervousness
about nuclear weapons.”’

Another American saw a danger that too much worry about public opinion
allowed the most extreme, least reasonable forces to have a sort of veto over policies
that would otherwise be properly pursued. A compatriot agreed, arguing that on
too many matters of vital importance, the first assessment made was what could
be sold domestically rather than what was necessary. There was a real risk for
leaders in following public opinion. If in following public opinion, a leader’s policy
led to disaster, he would not be forgiven by his public, even though he sought to
carry out its wishes. In the late 1930’s Neville Chamberlain had taken the most
popular course and, as a consequence, had been politically ruined. One could not
ignore public opinion completely, nor should one be driven by it completely.

The INF negotiations. There was general agreement that educating and informing
public opinion was vital to the ongoing INF talks. We needed to stick to the
double-track decision, a German insisted, and to make an intense effort to come
to a mutually satisfactory compromise. If some deployment of Euro-missiles was
necessary in the end, the public would have to be convinced that the ‘‘utmost,
sincere, and sustained effort to reach a compromise’’ had been made, and that it
Lvag ?ue to the Soviet Union’s intransigence that negotiations to obviate deployment

ad failed.
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The need to be perceived by our publics as taking the negotiations seriously was
agreed on by all speakers. That perception so far was not widespread. A Dutch
participant said that while his government would have preferred negotiation on the
threat of deployment rather than a decision to deploy if negotiations failed, it was
prepared for some deployment to take place. Nevertheless, a very large proportion
of the Dutch people did not think the negotiations were being taken seriously.

Similarly, in West Germany, pointed out a speaker from that country, a significant
segment of the people would always oppose deployment. A 56 per cent vote for
the Kohl government did not mean that 56 per cent of the population favored
deployment. There would be riots and demonstrations at the time of deployment,
he warned, which would present a major challenge to the West German government.
A fellow German agreed, saying that Europe was in for a ‘““hot autumn,”” and that
the countries hosting the new weapons would have to be prepared for civil diso-
bedience. It would not help much to try to educate people, as the ‘‘arcana of
strategic thinkers’’ was far beyond most people’s comprehension, especially the
young. The more we tried to educate them, the more scared they would get.

It was true, said an American, that domestic considerations complicated the INF
negotiations. The best course for the West to follow would be to define a ‘‘generous,
reasonable position’’ and stick to it. Our problem was that we ran the risk of being
accused of inflexibility. But if the Russians viewed the U.S. as feeling obliged to
break every deadlock with a new proposal, they would never have an incentive to
accept any proposal.

The INF problem, continued the speaker, was not so difficult intellectually, but
it was very difficult politically. The challenge was to determine if there was any
number of Soviet weapons for which the West should accept zero deployment. If
there was not, what number could we treat as equivalent? Equivalence did not have
to be defined in exact numerical terms, but we needed to come forward with a
number and stick to it.

A German speaker traced the historical development of the INF negotiations—
the failure of the Carter administration to include Euro-strategic weapons in the
SALT talks, the basis of the December 1979 double-track decision, and the eventual
agreement of Brezhnev to negotiate. What would ultimately be deployed would be
decided on the basis of the negotiations. The zero option had never been a realistic
proposal. A compromise had to be found between the Russians’ position of zero
for the West and 350 for themselves, and the Western position of zero for both
sides.

An American viewed the deployment of Euro-missiles with alarm, suggesting that
it would be followed by a new round of Soviet deployment. Where would the cycle
stop? Another American believed the Soviets would deploy new SS-20 missiles in
East Germany, aimed at West Germany, and in the northeast corner of the Soviet
Union, aimed at the northern tier of U.S. cities.

Challenges outside the NATQO area. It was an American concern that NATO
lacked a framework to deal with challenges in the Third World. We had a ‘*‘con-
ceptual matrix for discussion of arms control and military strategy,”” but we had
“neither mechanisms nor concepts for issues outside the NATO area.”” It was true
that the alliance had no legal obligation to operate outside of its area, but countries
did not defend each other because of legal obligations but because their perceptions
of national and international interests compelled them to act.

As in our military strategy, we had to define our goals and objectives. Were we
resisting the fact or the method of change? Was there something in the world we
would never permit to happen? What would we resist in the name of security? If
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we could not answer these questions, we could not state positive goals.

The next war was more likely to result from a crisis not sought by either the
West or the Soviet Union, and which they could not or did not wish to control
than it was likely to result from an attack in Europe. Such a crisis in the Arabiar,l
Gulf area was a good possibility before the end of the decade. The reaction of the
Middle Eastern countries to the Western capacity to protect its interests around the
world would be curcial. (In the same way, it was not a trivial matter how Mexico
Colombia, and Venezuela perceived America’s ability to define and protect it;
interests in Central America.) When the Gulf countries came to their moment of
crisis, their perception of how the U.S. and its allies had performed elsewhere and
our ability to achieve stated objectives would be vitally important. The NATO
nations had to have some means of defining their goals and dealing with each other
in a long-range manner and not simply in the framework of the. exigencies of
domestic politics. ,

A British participant endorsed this view, saying that the ‘‘irresolution of the
West”” was a matter of grave concern. If the West looked irresolute in Central
America or the Middle East, its problems would be that much worse. Moderate
men could not survive if they did not get understanding and help from the West
in military, political, and economic terms. The danger was not just from the Soviet
Union, but from the more extreme elements in their own countries who would seek
to persuade the electorates that moderation would not pay.

Soviet achievements in the Third World, in a Turk’s view, were not so much the

result of successful Russian policies as of ‘‘erroneous policies’’ of the West. The
Soviets had made many miscalculations,“as Afghanistan showed. The West should
take advantage of Soviet mistakes, an Austrian said, and formulate a credible Third
World strategy. There was a large window of opportunity for the West in view of
the. disarray in non-aligned countries. But more than an imitation of Soviet strategy
which was based on military assistance, was required. A concerted economic strateg}"
was called for. At the same time, said a Frenchman, we should be mindful that
the “Marxist explanation of history’’ was quite attractive to many Third World
cguntrles, and we should try to get over our tendency to forget the ideological
dimension. ,
) A part_icipant from the Netherlands was less inclined to favor any sort of Western
intervention, arguing that it often pushed a Third World country into open Com-
munist arms. Other speakers were critical of the U.S. tendency to view all Communist
governments as in the Soviet camp. The response of one American was that once
a country had gone Communist, it was difficult to prevent a Soviet orientation, or
even Soviet bases in that country. It was a legitimate aim of the U.S. to tr}; to
prevent thfe rise of Communism in certain countries. o

Our policy with respect to Third World areas, advised another American, should
be to reach an agreement with the Soviets as to what were the rules of th’e game
rc/; should .drayv the }ine at military intervention by the Soviets, a line they coulci
not rcerocsrsiszvsltgi émr{);n;t;. e?(lil;t_we had to learn to take preventive measures in areas

Another area of potential trouble for the West was the financial crisis in the
Third Wor'ld. This particularly troubled an American who did not share the view
gf many financial experts that the crisis had been overcome. The problem of debt
in Third World countr.les could lead to radicalization, with countries renouncing
the dept problem as simply a financial matter. We had to prevent Third World

countrle’s’ fro_m imposing debt settlements on us ‘““by means of radical domestic
change.”” This would have the dangerous result of rewarding domestic radicalization
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untries to think the way to deal with the West was
blackmail. The debt problem had to I_Je solv?s as a
ibility of every country int the alliance.
elopment problem, and that was tl'.le_r_espon51 :
‘ije ‘;ve gid notplive up’to that responsibility, we wc;uld face a balance of power shift
ignifi itional concerns. )
ficant as any of NATO’s more t.radl . : o
* ét)gr‘zléhl;sions A Gz,rman participant pointed out that, m1 spite ’otfl tall ;hthu;:tcltor&r;gt
inati hould not lose sight o e
elf-examination, the NATO partners $ .
?I?gr S‘alliance had preserved peace for three and a half decades foy all its mem:ers
and territories. It continued to be “‘one of the most sugcessfuldallagnc;est in }rlml?l g:errlx;
i ' i its ability to adapt and adjust to changl
times.”’ It had demonstrated many times 1 ¢ pt and a 0 changing
iti i i the alliance ‘‘shrinking to its knees.
conditions and situations. By no means was allt . o its knees. |
i i otiations with the Soviet Union
An American speaker urged that in our neg _ n e
initi t the purpose of the exercisc was.
to them a *‘sober definition”’ of wh_a P |
ch);le‘;e)v’vas persistence. They ststuck to their positions and harvested the fruits- of

our impatience.” ]
Our need was to define for ourselves our

structure less driven by domestic consider
our tasks, there was no reason why we sho
the emerging world order. Our course wou

and would encourage those co
to impose conditions on us by

objectives and to create an inte{n.ational
ations. In view of our capabilities a_nd
uld not be the group of nations creating
1d be determined by our effectiveness.

* *
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II. ISSUES IN MEDIUM-TERM PROSPECTS FOR
GROWTH IN THE WORLD ECONOMY

* * E *

A. PROTECTIONISM AND EMPLOYMENT
““The Futuré of World.- Trade’’

Working Paper Prepared by Raymond Barre,
Former Prime Minister of France, Member of the National Assembly

) L

Over the past 30 years, world trade has been a major factor in the growth of
the international economy. Its steady expansion has contributed towards the pros-
perity of the nations, whereas the drop in world trade made the Great Slump of
the thirties even worse. Between 1948 and 1973, world trade grew at an annual
rate of 8 per cent, while world production was rising at the rate of 5 per cent.

At the present time, world trade is passing through a very difficult period.

— A recent survey by GATT shows that the volume of trade fell by 2 per cent
in 1982. In dollar terms, international trade declined by 6 per cent compared with
1981 under the combined impact of this fall in volume and the rise in the value
of the dollar. An increase of 1 per cent in the volume of trade in agricultural
products, although well below the 4 per cent increase recorded in 1981, was the
only positive feature of the world trade picture last year.

— Despite all the efforts over the past 20 years to promote freer international
trade — efforts that have been kept up since the first oil shock in 1974 — and to
prevent any resort to protectionism, there is now growing pressure for restrictions
on freedom of trade as a result of the economic recession and the rise in unem-
ployment. The weekly review ‘“The Economist’ pointed out on 3 April 1982 that
25 per cent of world-trade is now carried on through barter agreements, 25 per
cent is the result of internal transactions within multinational corporations, and a
further quarter is subject to quotas or agreements for the ““voluntary’’ limitation
of exports; which means that trade carried on through the machinery of the market
only accounts for 25 per cent of the whole. This quarter of world trade is exercising
a growing attraction as its share shrinks.

— The disintegration of the international monetary system and the introduction
of floating exchange rates have, in recent years, stimulated protectionist pressures
because the instability of exchange rates and their over-reaction to the forces at
work in the currency markets have set off defensive reactions among producers and
consumers alike, curtailed incentives to long-term investment, placed a premium on
speculative short-term investments and had a depressing effect on international
business.

The overvaluation of the pound sterling and the dollar, together with the un-
dervaluation of the yen, are probably more important factors in the evolution of
world trade patterns than tariff or non-tariff barriers, however inadvisable those
may be.

— The problem of the indebtedness of the developing countries also hampers the
growth of world trade. Yawning balance-of-payments gaps and the cost of servicing
their debts may force these countries to cut down their imports and protect their
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an artificial stimulus to their exports. The

stability of the international economy may be seriously threatened by the trend of
all countries to import less and export more. The whole world would thereby be

caught up in a vicious circle of deflation and depression.

domestic markets, while trying to give

1I.

When beset by problems such as these, is it possible to maintain free trade policies
in the industrialized countries and to encourage them in the developing countries?

A negative reply is provided by the ««Cambridge school’”’, which argues that the
liberalization of international trade since the end of the Second World War has led
to unemployment and prevented the efficient use of the economic resources of all
the countries concerned. The economists of this school propose their own formula
of “‘controlled trade’ on a world-wide scale. They contend that protectionism is
necessary both to industrialize the developing countries and to safeguard the aging
industries of the declining economies. They also take the line that free trade
nowadays is a myth: OPEC controls the price of oil, Japanese industry is heavily
subsidized, and the U.S. obstructs imports of steel and cars. They accordingly urge
that states should impose uniform tariffs sufficiently high to prevent any rise in
imports and to enable substantial resources to be allocated to the development of
national industries. Lastly, they recommend the conclusion of an international
agreement on & new set of tariffs and ‘‘voluntary export restrictions.”’

These arguments find a ready audience, in both the industrialized and the de-
veloping countries, among politicians and trade union leaders who are worried by
the level of unemployment and hope to lower it by restricting imports.
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ws that all periods of economic stagnation or recession
ionism; it also shows that protectionism has
never been a cure for recession, but a force for economic contraction, a fall in
overall economic productivity, the misallocation of economic resources and a re-
duction in living standards. In today’s world, where trade liberalization has provided
a powerful stimulus to economic development and industrial growth, the raising of
trade barriers would be a step backwards. It is essential, therefore that the indus-
trialized countries and the developing countries alike should strive, in their own
interest, to maintain a world free-trade system. But such an objective can only be
achieved through a joint effort by all the countries concerned.

(1) 1t is plain that a world economic upturn would be the best way of ensuring
that many countries do not resort to protectionist measures, because it would lead
to trade expansion.

The upturn that has been apparent in the U.S. since the beginning of the year
is an encouraging sign. But it is essential that it should develop into sustained
expansion, which will depend in the main on lower real interest rates in the U.S.
and, as a result, throughout the world. Only a fall in real interest rates can provide
the necessary impetus to investment and the resumption of growth. The spread of
the American recovery throughout the world will depend on the proper management
of the other leading economies, especially the Federal Republic of Germany and
Japan.

ctionism and expand international trade will be

(2) The best way to avert prote
through a return to greater international monetary stability. Nobody nowadays will

Historical experience sho
have given renewed impetus to protect
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fjispute the adverse effects of the floating exchange rate system. Obviousl)'/ the tim
is ngt yet ripe for a return to a fixed but adjustable system, akin tc; the on:
provided fqr in the Bretton Woods agreements. But two major steps forward could
be taken without delay: S o
— The leading‘countries in international monetary relations could adopt an
exchange rate policy as part of their general economic policy. Recent experience
has showg,,,that gxchange rates cannot simply be left to market forces, and that of
any effective policy of growth and stability requires action to be taken, to influence
the exchange rate through monetary policy, bud i i
. , getary policy and i
tervention by the central bank. Y poney appropriate -
— The main 'central b;u}ks could co-ordinate their currency operations, not in
order t.o malr}tam unrealistic exchange rates, but to prevent excessive ﬂuct’uations
Th§re is nophmg, except dogmatic theory, to prevent intervention along these lines.
which the central baqks should carry out pragmatically. The de facto stabilizatior;
pf exchange1 rates might pave the way for a more ambitious regulation of the
international monetary system once differences between r i i
1o ates of in
narrowed sufficiently. inflacion have been
.(3) As lor}g as the recovery does not gather momentum and make itself felt more
»\tldely, I thml.( it would be dgngerous to contemplate fresh world-wide negotiations
aimed at freeing trade. The important thing is to maintain the current degree of
free trade. Looked at from this standpoint, the ministerial conference of GATT in
Noveml_)er 1982 should ‘not be regarded as a failure. The results certainly fell short
pf the.lllusory expectations that had been raised, but they are important even so
if set in the' contexF of the current world economic situation. It is important thaé'
the con'trafztmg parties should have undertaken ‘‘to reduce trade frictions, to control
Ii)gotefctlomst pressure, to avoid the use of export subsidies incompatible »’vith Atrticle
Tc; tge GATT anq to promote the liberalization and expansion of trade.”
‘ e onferer.lce laid down an even more ambitious program than was announced:
1mpéover.nents in thg sgfeguard system; specific problems in trade in agriculturai
prcli uclts, and the ehmmatlon. or liberalization of quantitative restrictions.
Ser{/?cs;y, t;e; %onf;re;cel ;18ec1ded to review the problems arising out of trade in
and to decide by 4 whether an international a i
: s greement on services would
i)veo lf)lgportune. .Thls forest}adows a new stage in world trading relations. If the whole
éan desz?n:xgllc _pagtern. is t}? be changed so that the countries of the Third World
op the industries they need for their industrializati
the markets. of the industrializ i tces sactor e e
ed countries, the services sector, which i i
: . . _ ; , , ch is playing an
1nc_reasmgly‘pr.om1nent role in the industrialized countries, must be able tpo ylag
active part in international trade. ’ e
cm(:;)t;[i‘:e lsﬁlg-term solution to the problem of the indebtedness of the developing
Sountri sf wi depend on th.e latter’s ability to export more to the creditor countries
AR ilced with 2 cl.assm example of the problem of ‘‘international transfers.”’
o cc:mi/c?;tee rl'tht 1t,l the short-term loans granted to the developing countries
into long-term loans, the interest rat h
reduced and the debtor countri ’ e o
es must i
dobrs e the C¢ be able, over the long term, to repay their
5 . . )
ob(v i)oi? :ltllgt t;?igft rglllzuéo?s betwcelen the developed and developing countries, it is
rolled free trade is no more the answer th ionist
v n ! _ : an protectionism. If
g erguti?egvicﬁdbsottrsms and brfeakdowns during the process of adjustment that will
groups of countries, there must be machi i
an ‘“‘orderly growth of trade’’, in other words: chinery for producing
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— multilateral agreements enabling the developing countries to expand their
exports regularly without causing sudden, intolerable harm to the industries or
economies of the developed countries, and giving the industrialized countries time
to carry out the necessary structural adjustments;

— the progressive relinquishment by the developing countries, as they industrialize,
of the protective devices shielding their domestic markets and of the subsidies they
grant to their exports; this is essential to ensure that the industrialized countries
are not saddled with a lasting, unilateral handicap.

(6) The case of Japan should not be underestimated because of the small share
of its domestic market acquired by foreign manufactured goods. Leaving aside the
“syoluntary’’ limitation of exports, which can only be a passing phase, growing
participation by Japan in the international trade system will depend on the opening
up of its domestic market and proper management of the yen within an orderly
system of international monetary relationships.

* *

“The Prospects for Full Employment”’

Working Paper Prepared by Thomas R. Donahue, Secretary-Treasurer,
American Federation of Labor & Congress of Industrial Organizations

I wish I could share in the optimism that some pundits' and politicians have been
expressing about the prospects for world economic recovery. But to the extent that
much of that optimism is based on the notion that the ‘finvisible hand”’ is about
to perform magic while we and our governments sit and watch, I think it is badly
misplaced. In the view of the AFL-CIO, the signs of economic recovery are sparse,
tentative and fragile. For the working people of all of our countries, recovery is
all but invisible. Unemployment remains the most urgent threat to social stability
throughout the world, as it has been for three years.

In the U.S., by the most conservative count, 11 1/2 million people are looking
for jobs that do not exist. More than double that number in other OECD countries
raises the total to 34 million in the advanced industrialized nations. The Trade
Union Advisory Committee to the OECD estimates that unemployment in the OECD
countries will rise to 40 million in early 1984. That is not just one number in a
set of economic indicators that will be automatically adjusted or offset by changes

" in other numbers, such as the Dow Jones averages or the closing figures on stock
exchanges anywhere. In fact, however, a good portion of the current problems in
our economies was caused by treating the unemployment figure as if it were just
one more economic indicator — a ‘‘lagging indicator,”’ at that. '

The monetarists who prescribed a stiff dose of unemployment as a cure for
inflation, and the politicians who took their advice, have infected the Western
nations and the world at large with a virulent social disease, which affects working
people first and most seriously, but then spreads its disease-effects throughout
society.

In the U.S., the fact that April’s unemployment figures were, at first glance, no
worse than those of March, brought a great deal of self-congratulation from
administration spokesmen. And yet those figures showed that unemployment is
growing among adult males, the heads of families. In all countries, mass unem-
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ployment falls, like war, most heavily on the young. In March, the latest figures
showed at least one out of four persons under the age of 25 in the European
Common Market was without work, without any economic or social function to
perform. It ranged from 15 per cent in West Germany to 35 per cent in the
Netherlands. In my country, unemployment among the young is no less catastrophic.
Overall, it is 21 per cent. For young blacks, it stands above 50 per cent, and that
figure is matched or exceeded among whole populations in less developed countries.

To disinherit. the young, to deny them the opportunity to start families and
establish a secure and respected role in the life of the community and the nation,
is not the way to ensure the future of civilization. If we are ever going to have a
world of stable, productive, self-reliant citizens who value order and respect the
rights of others, full employment has to become the primary economic goal of
every society. The prospects for that full ‘employment seem dim and distant even
in the long term. In the medium term, we see no hope for full employment, if
current policies are maintained. ’

In the U.S., the rate of work force growth will slow in the 1980’s, and will
about match the growth of the work force in the European nations. In the U.S.,
that growth will raise our 1980 work force of 106 million workers to 122 million
in 1990. As that total work force grows, all of the industrial nations see their
industrial base shrinking with the shift of some goods-producing employment to
the less developed countries and the continuing automation and robotization of
what will remain. At the same time, we see some growth in employment in the
service industries or information industries. In-the U.S., there has been an overall
shift in employment of seven per cent from goods-producing to service industries.
In 1970, 34 per cent total employment was in goods-producing industries and 66
per cent in services. By 1990, we will have only 27 per cent of our work force in
goods-producing industries and 73 per cent in services.

Job shrinkage continues, so far unabated, in our manufacturing industries, with
no prospect for returns to pre-recession levels. American and multi/national em-
ployers continue to move manufacturing processes from the U.S. in search of the
lower wages of the less developed countries. Robotization, only in its infancy in
the U.S_., will claim about 300,000 jobs by 1990, with a potential for replacing
three million workers isthe U.S. metal working industry in the following 10 to 20
years. No one has yet accurately estimated the impact of automation on the growing
offlqe-clerical employment, though one French study estimates a 30 per cent re-
duction in white-collar employment flowing from office automation — with the use
of word-processors and mini-computers.

The so-called high-tech industries do not hold promise for mass employment in

"the industrial nations. Indeed, the movement of production jobs in high-tech in-

dustri.es to low-wage countries is already developing. High-tech does hold some
promise for employment of scientists and engineers and computer. analysts and
programmers, but not for less-skilled employment.

C(?nsc?quently, Vyhat we see ahead in the U.S. in the short and medium term is
continuing high unemployment into 1990, even if one assumes a general economic
recovery by that time. Further, as lower-paid service industry employment grows

. anq the‘ higher-paid _manufacturing employment shrinks, the entire wage base of a
,nation is lowered with consequent effects on standard of living, on consumption

patterns and on tax revenues to the government.

These conditions are, in varying degrees, being played out in most of the industrial
nations. If they are .to be addressed, we will need not only a general economic
recovery and restoration of employment, but as soon as our economy can accept
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it, there will be the need to reduce working hours without loss of income, and to
create and maintain government employment programs to take up the slack.

We all recognize that it is no longer possible or desirable, if it ever was, for any
one nation or group of nations to force their way to economic growth or full
employment at the expense of other nations. World recovery depends on world
cooperation. Any recovery program has to flow from negotiations among all coun-
tries (regardless of their economic position) within existing frameworks, such as the
OECD, and be extended as rapidly as possible to every country willing to join in
the effort. Instead of maneuvering for immediate individual advantage, these coun-
tries must strive for common progress and attack directly the sources, rather than
the symptoms, of economic imbalance.

Banks and international credit agencies, including the International Monetary
Fund, have to stop disrupting world trade by treating each client country as if it
existed in a vacuum and could solve all of its problems by promoting exports,
excluding imports and disregarding the interests of other nations. There must be
immediate negotiations to reduce real interest rates in order to reduce their role in
determining currency values and the flow of capital. The international monetary
system must be stabilized to create a climate for open multilateral trade and
productive long-term investment. The IMF must reclaim and regain from private
banks its powers of surveillance over exchange rates and exchange markets.

There must be an end to unchecked beggar-thy-neighbor mercantilism on the part
of nations that use trade as a weapon to capture the markets and destroy the
industries and jobs of other nations. On all sides, we have to learn to look at and

talk about the world as it is, without cloaking our intentions in dishonest slogans

and pious catch-phrases. Calling exclusionary export enclaves ‘‘free-trade zones,”’
instead of protectionist zones, and subsidizing business at the taxpayer’s expense in
‘‘free enterprise zones’’ shows nothing but contempt for the intelligence of the
people, The. pretense that governments subsidize exports purely as a generous
kindness to the consumers of other lands will not continue to arouse gratitude once
those consumers find that the result is unemployment. A persistent national tradition
of manipulating currency exchange rates to advantage exports ought not be allowed
to masquerade as a ‘‘free market response.”’ The voice which calls for protection
of workers’ employment ought not be scorned as ‘‘neo-protectionism’ while the
voice which dictates an export penetration strategy designed to wipe out the last
five per cent of a nation’s domestic production in a particular product is allowed
to pass as ‘‘good business.”

For our part, as American trade unionists, we intend to persist down two related
roads. We will call for and be fully prepared to practice fair trade among nations.
For so long as there is no fair trade, we will struggle to protect our jobs and our
interests against those who seek to take advantage of us. Nonetheless, we believe
that trade among nations, developed and developing alike, has to be made into an
engine of mutual growth. There must be recognition that nations must include both
producers and consumers, and that producers and consumers are the same people.
In this world, consumers are, and must be, producers as well, or there will be no
consumers, no markets and no production at all. That’s the fundamental economic
reason why full employment should be the paramount goal of all our countries,
separately and collectively, but there are other reasons that transcend economics.

In a series of social encyclicals over the last century, four great Popes have
argued for recognition of man’s position at the center of the economic order —
with that order serving man, not vice versa. In the latest of these encyclicals, ‘“On
Human Work,”” Pope John Paul II has developed the thought of the earlier Popes
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to its logical and theological conclusion by declaring that human work is a key —
ssprobably the essential key’’ — to the whole social question, and by establishing
the principle of the priority of labor over capital as a postulate of the order of
social morality. ‘“There is dignity in work,”” Pope John Paul says, ‘‘and work must
provide fulfillment as a human being. It must be arranged so that it is not only
worthy of man, but also so that it corresponds to man’s dignity, expresses this
dignity, and increases it.”

In that ay, the Pope formulated a plain fact of which I think working people
have been conscious through the ages: the fact that work, in and of itself, is much
more than an economic function. It is the central human activity through which
each person shapes, develops and defines himself as an individual and as a member
of the human community. In the section on unemployment, Pope John Paul flatly
declares that the role of national governments and international agencies “‘“is to act
against unemployment, which in all cases is an evil and which, when it reaches a
certain level, can become a real social disaster.”” Such a disaster has plagued this
world of ours for too many years, and it is time that our governments awakened
to their duty, as Pope John Paul spells out that duty.

““The state,”” he notes, ‘“‘must conduct a just labor policy,”” in which ‘‘the objective
rights of the workers are fully respected. The attainment of the worker’s rights
cannot however be doomed to be merely a result of economic systems which on a
larger or smaller scale are guided chiefly by the criterion of maximum profit. On
the contrary, it is respect for the objective rights of the worker that must constitute
the adequate and fundamental criterion for shaping the whole economy, both on
the level of the individual society and state and within the whole of the world
economic policy and of the systems of international relationships that derive from
it.”

In the human enterprise with work as its center, Pope John Paul declares, trade
unions are not only legitimate and necessary, they are “indispensable.”” Over the
last century, some of the goals of a just labor policy have been realized and achieved
through collective bargaining and legislative activity, with our unions, always, at
the center of the struggle. That struggle is far from finished, but the nature of that
struggle — the struggle to establish and continually reaffirm man’s dignity — is
visible throughout the world, most clearly, perhaps, in Poland.

Who would dare to say that the struggle that unites the Catholic Church and
the trade unionists of Solidarity in common cause against the monolithic, totalitarian
power of the state is more economic or more political than moral? The immediate
human goals of Solidarity and the universal values of the Church blend into a
seamless pattern from which neither element can be separated without doing violence
to both. Both act to affirm human dignity. In that spirit, the AFL-CIO and the
international trade union movement call upon the decision makers of banking,
industry and government to reconsider what their responsibilities really are. Their
roles need to be re-examined in terms of what contributions they can make to the
advancement of human life and human dignity in the world — what they can do
in.pursuance of a full employment economy structured to serve man as its first
priority.

If the economic structure is to be revised to give priority to human life and work
over capital, how many and far-reaching are the changes required of national policy
and corporate policy? Is it not required that the corporate balance sheet give at
least as much attention to the number and quality of jobs it has provided as it
does to the profits it has provided? If the worker is to be the center of corporate
planning and thought, is it not a moral wrong to allow particular facilities to
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deteriorate through inadequate reinvestment, and to close those facilities and throw
hundreds or thousands out of work? Is it not necessary to give greater attention
to safety and health than to increased production, where that increase is achieved
by diluting those measures? Is it not necessary for the transnational corporation to
be a force for social improvement in Third World nations, recognizing and enhancing
the human dignity of its employees, rather than exploiting and perpetuating an
underdeveloped wage system?

In national policy, is it not necessary for government, once and for all, to enforce
social policies that acknowledge the legitimacy and the necessity of worker organ-
izations, and occupational safety and health policies that acknowledge the worker’s
right to life, liberty and the pursuit of happiness, in the most fundamental terms?
Is it not necessary, if the human potential is to be developed to its highest level,
for all nations to establish, maintain and continually improve minimum standards
of education, health care, nutrition and housing, and to provide the training,
encouragement and opportunity that every human being needs to realize his humanity
through productive work? Is it not necessary for government to take counsel, in
concert with industry and labor, on ways to maximize opportunity, -productivity
and social and economic stability, rather than manipulating the tax structure to
reward the one and punish the other? Is it not necessary to agree that government
is the employer of last resort and that national government must develop and use
international mechanisms which will guarantee full employment? Is it not necessary
to measure trade effects not alone in trade balances but in job placement or
displacement balances?

We have so long talked in the short-hand of economic symbols that we have not
only made man and employment secondary to monetary values, but we are now
speaking of a recovery in which the restoration of workers to jobs becomes the
last measure, and to the extent that unemployment persists, we will redefine it so
as to make our economic symbolism more acceptable. The goal of all nations must
be a full employment society in which each person has the opportunity for education,
training and decent employment which will create the possibility not just to have
more but to be more. That is a goal for our time; a goal to be sought by all who
feel the obligation to foster human dignity, with or without theological imperatives.
That is the goal and the program of workers and their unions in my country and
throughout the world. I am most grateful for the opportunity to set it before you.

* *

DISCUSSION

The discussion of this part of this agenda item was led by Donald S. Macdonald
as chairman and Raymond Barre and Thomas R. Donahue, authors of working
documents, as panelists.

A French participant began by referring to the close links between unemployment
and trade policies, and the difficulty of fighting unemployment and resisting pro-
tectionism at the same time. The problem of unemployment was now so great that
many people were trying to solve it at any cost, including resort to artificial
stimulants. Fortunately, though, our governments had so far avoided damaging
protectionist measures. The situation was now better than in the early *70s, after
the first oil shock, with the useful QECD trade pledge having been renewed every
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year since 1974. People recognized that protectionism was a short-term remedy with
high long-term financial and structural costs in distorting the allocation of resources.
««Textbook’" free trade was admittedly non-existent, but protectionismm had histor-
ically had an inverse relation to economic activity, prosperity and rising standards
of living. Examples of protectionism could be found in every part of the world,
but the speaker would not give in to ‘‘catastrophic views.”” We had to recognize
the advantages of specialization over autarky, and to resist the artificial creation
or mainfenance of jobs by protectionist devices.

Until the economic recovery had accelerated, though, and unemployment declined,
it would be dangerous to move too fast toward dismantling existing trade restrictions.
A more realistic goal would be to try to maintain the present level of free trade
while allowing time for necessary structural adaptation. The underlying problem of
American steel, for example, was not dumping, but an antiquated industry faced
with Japanese competition that was more efficiently managed. As such industries
adapted, subsidies could be phased out progressively, and we had to make clear
our intention to do so. But in Europe and the U.S. the rigidity of wages and the
relative immobility of resources made quick adaptation impossible. To ‘‘abandon
ourselves to market forces and uncontrolled free trade” in a time of recession and
high unemployment would be té invite serious political problems and reactive
breakdowns. For these reasons, the author advocated the collective management of
orderly growth in world trade, and the ‘“‘adoption of mutually acceptable rules of
the game’’ — not to counter fundamental economic trends but to allow time for
the sustainable adaptation of structures. .

An American speaker began by quoting the following statement which Lane
Kirkland, president of the AFL-CIO, had recently given to a press conference:

I think I may use this occasion to announce my conversion to the principles
of Adam Smith and David Ricardo and John Stuart Mill. I think the arguments
for free trade are so convincing that it would be nice if we had some, and we
ought to really do something about it. So I am thinking of drafting a bill that
would be introduced in the next Congress — it will be called the “Free Trade,
Anti-Protectionism and Anti-Hypocrisy Act of 1983.” And it will go something
like this: = L

Whereas, certain practices distort the free flow of commerce and diminish the
wealth of nations, deprive consumers of the benefits of comparative advantage,
and are otherwise contrary to national policy, now;

Therefore, first, it shall henceforth be illegal for any American corporation or
person to engage in a transaction involving a product of which any portion is
required to be manufactured abroad because of the existence in another country
of a domestic content statute;

Secondly, it shall henceforth be illegal to engage in a barter transaction with
a state-trading monopoly — that will be kngwn as the Donald Kendall and
Armand Hammer clause;

Third, it shall henceforth be illegal to engage in a transaction involving any
product or commodity for which any part of the price or terms is subsidized,
directly or indirectly, by the state;

Fourth, it shall be illegal to engage in any transaction involving a commodity
the price or supply of which is controlled by an international cartel.

Fifth, it shall be illegal to engage in any transaction involving the use of a
currency of which the exchange rate is managed or manipulated by a state.

We'll have some definitions. We’ll say, inasmuch as discussion of this subject
has been poisoned by word pollution, certain terminology must be made standard.
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For example, those entities now known as “free trade zones,”’ that is to say
locations in certain territories where goods are produced under a restriction that
none of them can be imported into the domestic market of the country where
they are produced shall hereinafter be known as ““protectionist zones.’’

On the enforcement part, the bill will say — and this may require a Consi-
titutional amendment; Inasmuch as it is commonly understood by those well
versed in these matters, that considerations of human values and human rights
and human standards ought not to be treated as relevant in determining the flow
of commerce or a criteria affecting economic transactions between nations —
this is to say, that all values are fungible — now, therefore: as means of
enforcement, any punitive measures: practiced by any trading nation in the world,
shall be available for the enforcement of this statute.

Therefore, for the first offense, the perpetrator shall have his right hand
severed at the wrist. For the second offense, five years at hard labor at the
prevailing wage in a Mexican asbestos plant. And for the third offense, as soon
as any necessary treaty arrangements can be contrived; the offender shall be
sentenced to ten years in the Gulag.

One added proviso: any person who, after the enactment of this statute,
advocates, condones, engages in, or conspires to engage in the violation of any
of these provisions, who is thereafter apprehended in the act of making a free
trade speech to the Council on Foreign Relations, to the Aspen Insitute, to
Bilderberg, to Ditchley, or to any other such forum, national or international,
shall have his tongue extracted by heated tongs.

The speaker went on to challenge anyone to find “‘free trade’’ anywhere in the
world today. The doctrine of comparative advantage was all well and good, but
Ricardo’s definition of it was far from the present system of subsidized loans and
state capitalism. ‘“‘Comparative advantage’’ now meant that advantage which accrued
to the country whose work force would work for the lowest wage. ‘“‘Free trade”’
had come to mean *‘access to Yyour markets,” and license to pursue mercantilist
policies. The action of the Japanese in taking the last five per cent of the U.S.
motorcycle industry was an ‘‘absolutely outlandish piece of mercantilism,” unworthy
of any responsible business community. As for the automobile industry, Japanese
cars accounted for 22 per cent of U.S. domestic car sales, compared with 2.6 per
cent in France, 10 in Germany, 11 in the U.X., and one-tenth of one per cent in
Italy. The American economy was the most open in the world, and this had had
a heavy impact on employment in the U.S. We had to develop a sensible way to
manage international trade collectively, while avoiding clichés and shibboleths. The
U.S., in particular, needed an industrial policy aimed at growth in employment. If
there was indeed no free trade, we should at least seek orderly growth through fair
trade. Despite all our complaints, we had nevertheless achieved a level of civility
between Europe and North America — and within the OECD in general, except
for Japan — in our attempts to manage trade. Our aim should be to bring the
Japanese up to that level of civility; for the past decade there had been no reality
in our discussions with them. They simply did not understand the negotiating process
and what our relations with each other ought to be. )

A French participant intervened to suggest that the relatively limited success of
Japanese autos in Europe, compared to America, was due not so much to govern-
ment intervention — of which there had admittedly been some — as to the fact
that the European cars were already fuel efficient when gasoline prices rose. Good
products would always sell well, he said, if the public were left free to make the
choices.
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An Italian participant commented that the J_apanese had relsponded .well to the
necessities of industrial society. They had c_o.mmltted themse}ve,s, to.]arge investments
and had a productive labor force. But .thelr “‘good behavpr L:ild ngt carry 1c-we_crl
into the trade field, where they were taking advantage of l?elpg highly mdust‘rla ize
but not highly socialized. A Belgian added that thg ur_lreahstlc currency relationship
between the yen and the dollar served the protectlon.lst purposes of the Japanlesei.

A German participant alluded to two broad complamts: One — hea.rd particularly
from Américans — was that the European Common Agrlcultur.al Policy (CAP)' was
protectionist; the other, that the French were all for st{'e.ngth_enmg‘ free trade w1th1-n
the European Community (EC), while u51_r}g.the po{ltlc.:al identity angi econorrblllc
development of the EC to enhance protec.tlonlsrp_ vis-a-vis other countrles., nczita }tf
Japan and the U.S. Responding to the fu:st crlt.1c1sm, a French.man pomteIf 0}111
that the U.S. enjoyed a $7 billion surp‘lus' in agricultural trade with the EC. 1 the
effect of the CAP were indeed protectionist, the re_sqlt woulq be an EC su;ppus or
equilibrium in agricultural trade, n_ot a large deficit. Ad.mlttedl.y, the C tv.va.s
costly, but it was not more protectionist t.han other policies. If it »)/as a q_tllaest}on
of cutting the Community’s budget -— for instance to reduce the UK S co'm:lrlb u 1cf>p
— then one should look at the country which enjoyed the greatest financial benefit

: Netherlands.
fr%l:l tthhee Csi:fc’)nc;h;oint, the speaker said that i.n the international trade rounds,
France had never acted to raise trade barriers against the U.S. gnd J apan. In.rettlllrr},
his country had urged the Japanese to fix targets for progressive increases in their
imports of foreign goods, but they I_lad always refused. . e

A Dutch speaker intervened here with three comments. First, there was nﬁ se]ralst ¢
reason why the CAP had to grow more expensive each year. Second, tbet tl;l ¢
problem with the Japanese was not their exports to the Nstherlands,” ut K ;u
reluctance to open their market to Dutch prodgcts. Why not “‘play hgrd_ “ﬁt the
Japanese the same way we did with the Russians in the arms t:alks.. Finally, t cte
speaker did not agree that we could not do bePt.er now than maintain the presenh
level of free trade. There were special opportl.lmtles for more and freer trade, suc
as between the Atlantic countries and the Third Wo_rld. . N

An International participant questioned the credlblhty_of new rules of the gamfe :

negotiated during a time of crisis. None of our countries h'fld been very success lilf
at managing industrial adjustments. We _needed still more time for that — e\llgn
we were not sure just what to do with it. But what sort of _counterpart cou v:ils
offer in terms of a discipline to be Collectively_agreed, sanc.tloned and momt.mc'ie ?
High technology developments were likely to increase tensmr_ls among thef indus-
trialized countries (e.g., the proposed U.S. legislation integrating notions oh et;r?—
territoriality into the control of sensitive technology transfers). It wquld be 1 ard to
monitor such controls, and in this and other areas we need‘e‘d an mforme}, group
to deal with the inapplicability of outmoded rules = not. a “‘super-GATT”’ or in
“inner-GATT,”” but at least a forum where industrial ngt{ons could tglk about the
fundamental new elements for which we had not yet codified or conceived of rules.
“muddle around”’ much longer. o '
chlggelgcﬁrcr)ltan agreed that the high technology revolution brought VYlth it atr{sk
of the rebirth of protectionism, despite our bgst efforts to prevent it. Countl.'les
which were hard put to improve efficiency -— as in Europ; — would §eek protec ion
from the more efficient — the Americans and the Asians. .Vast 1nvestm.ents in
training would be needed to close that efficiency g’a,lp, and in the meantime we
would have to guard against a ‘‘protectionist reflex.
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An Austrian speaker feared that a rebirth of protectionism would threaten the -

very survival of the economies of the smaller industrial countries such as his own,
which exported some 40 per cent of its GNP. Prosperity there was achieved only
by a constant search for new customers and markets abroad.

Germany faced the same challenge, according to a speaker from the Federal
Republic. ““If we don’t export, we starve.”” Competition was essential to whet
international competitiveness, which was why the speaker was so opposed to trade
restrictions and import barriers. He was rather dubious about the claim that the
U.S. was the most ‘“‘open economy,” and he wondered if the comparative quality
of German and Japanese motorcycles, for instance, did not explain why the last
five per cent of the U.S. market in the hands of domestic producers was threatened.
Apropos of the proposal of the French author, the speaker did not see how we
could envisage the ‘‘collective management of trade,” ‘‘organized liberalism,’’ or
any such notion of ‘‘avoiding uncontrolled free trade”’ and still adhere to the
GATT. That would be the route to bilateralism and the undermining of our whole
multilateral framework. It was up to the politicians to explain to public opinion
the need to avoid protectionism.

An American participant said that he, too, was uneasy about phrases like ‘‘orderly
growth’’ and ‘‘managed trade,”’ especially if that implied new organizations to do
the managing. The purpose of existing international organizations in the financial
field had been to oversee free capital and exchange markets; the trend in recent
years had been toward removing deviations. The burden of proof should lie on any
proponent of a deviation from free markets. After all, what standards could one
substitute? ‘‘Fair?”’ “Just?’’ ‘‘Organized?’’ Those were not really standards; no
one knew what they meant. The American author had seemed to read Lane
Kirkland’s “‘anti-hypocrisy’’ proposals as justifying further deviations from free
markets because some already existed. The speaker sensed an unhelpful ‘‘theolog-
ical” overtone in the discussion of this subject.

A Danish participant argued that we should not wait for the economic recovery .

to gather further momentum before taking concerted action to dismantle existing
protectionist measures, such as subsidies and manipulated exchange rates. The
experience of the 1950s and ’60s had shown a close link between the liberalization
imposed on Europe by the U.S. and strong economic growth. The dismantling of
barriers had fostered structural change, investment, technical innovation and com-
petitiveness. We had got rid of the traditional barriers like tariffs and quotas, but
had added new subsidies to preserve old-fashioned industries for the wrong purposes.
On the subject of so-called ‘‘temporary subsidies,”” a German intervention quoted
the maxim ‘‘C’est le provisoire qui dure.”’

A number of interventions mentioned the effect of exchange rates on trade
patterns. An American said that foreign exchange misalignments had a major
distorting effect on trade, and gave rise to protectionism. A Belgian felt that
unrealistic exchange relationships — notably the dollar/yen — would not be righted
until the U.S. adopted a sounder fiscal policy. A French speaker alluded to the
consequences for the world trading system of very unstable floating rates. We were
not yet ready to return to fixed parities, he said, but cooperation would be beneficial
to reduce the scope of fluctuation. The over-reacting, or over-shooting, was very
destabilizing for trade.

A Spaniard, on the other hand, thought that floating rates were not, in and of
themselves, a source of instability. It was the shortcomings of economic policy that
caused the distortions in world trade. Given those distortions, the maintenance of
fixed parities might have made things worse. We had recently seen in Argentina,
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Mexico and Chile the damaging consequences of an absence of exchange rate
flexibility.

An Italian speaker wondered whether the proposed ‘“‘collective management” of
trade could not be handled informally but-effectively by the relatively small number
of multinational companies who accounted for an estimated 25-30 per cent of
international trade. There was a strong anti-protectionist sentiment among those
companies, and it would be easier to mobilize them than to start a new international
institution mvolvmg 150 to 175 countries. An American speaker, though, pointed
to the lack of national identity of the multinationals. Their responsibility was simply
to their various host countries. How did they reconcile conflicting responsibilities?

A French man agreed that it would be sensible to use the multinationals, which
were indeed non-protectionist and which worked to optimize trade relations between
countries. But as far as international institutions were concerned it was not necessary
to start from scratch, as we already had devices and organizations such as the
GATT and the multifibre agreement. He went on to reiterate that he did not favor
bilateralism, and that his proposal for the orderly management of international
trade was a pragmatic one based on doubts about the efficacy of our technical
mechanisms. If we could maintain the target of free trade and phase out protectionist
measures, while finding technical devices for solving for a limited period our
problems with the less-developed countries, then we would contribute more to the
health of the international economy than would be achieved by attending conferences
and paying lip service to free trade. He was supported in this by an Austrian
speaker, who called for much closer cooperation in international economic and
monetary affairs to better manage our global interdependence.

An American participant discussed the background of protectionist forces in his
country, where pressure to subsidize exports had grown out of interest and exchange
rate levels attributable to the federal budget deficits. Another factor was that the
role of government and the importance of foreign trade — both as a percentage
of GNP — had grown dramatically in the U.S. over the past decade. One result
was that politicians had acquired the inclination, as well as the power, to keep
international trade developments from undercutting their domestic objectives. This
was doubly important since the focus of government intervention had shifted from
tariffs and quotas in the *60s to the support of selected industrial sectors in the
'80s. We needed a more sophisticated approach, a modus vivendi among the
industrial democracies to ease economic transition. It would be unfortunate, for
example, if too many of our industries were to switch into the same new specialties.

A Greek participant started his intervention by observing that there were still
sectors characterized by free trade and the operation of supply and demand. Non-
liner shipping was one of these. To be sure, there were protectionist pressures, as
for cargo reservations, but no company or group had anything like monopoly
power. The speaker went on to argue that the American authors’s case had dem-
onstrated that protectionism did not in fact help employment. The protectionism
of recent years had not only increased unemployment, but it had also aggravated
inflation by leading to dampening anti-inflationary measures earlier in the business
cycle than would otherwise have been the case. Thus it was in the interest of trade
unions to oppose protectionism.

How to deal with this relationship between protectionism and unemployment was
the subject of numerous interventions. An American speaker said that there was
no way to persuade an unemployed textile worker, for instance, that a reduction
of trade barriers was to his advantage. On the issue of “‘jobs vs. no jobs,”” workers
were for jobs, regardless of terminology. Some thirty million workers were unem-
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ployed in the OECD countries, a figure that was projected to rise to 40 million.
In the U.S., workers and their employers were beginning to join forces to stem the
rising tide of imports. The issue of job creation ought to be at the top of our
agenda, and we needed the combined action of industry, labor and government for
retraining, technological innovation and transitional adjustment. Government had
to play a more direct role on a sectoral basis. If central banks were lenders of last
resort, why should not governments be employers of last resort? We could not look
indefinitely to the dole to prevent social disorder engendered by joblessness.

Two compatriots lent their support to this view. One said that the projected U.S.
unemployment rate of seven per cent into 1987 was intolerable. Not enough new
high technology jobs could be counted on, so a massive program of public works
was required. Another cited the example of middle-aged white men unemployed in
the U.S. for the first time in their lives. Their anger, fear and frustration were
sure to be registered at the ballot box in future elections.

Another American participant said that if free trade were the right course, and
if the resulting structural unemployment threatened to reach socially unacceptable
levels, then our governments would be bound to intervene — not to create ‘‘make-
work’’ jobs, but to insure that needed work was done, such as retraining workers,
rebuilding transportation systems, and improving other public services.

A Belgian speaker called for concerted measures among the industrial countries
to combat unemployment, which was particularly devastating to young people on
the threshold of their careers. He hoped that the sacrifices now being made by
young workers would lead to tangible results.

Acknowledging that unemployment was a central problem today was easier than
agreeing on the right solution, as the discussion showed. A German speaker em-
phasized the importance of capital investment in industry, and said that the decisive
question was how to encourage it. Just as workers expected to be paid, so did the
other productive factor, capital. When profits declined, new capital expenditures
did too. But profitable companies were inclined to invest and to create and maintain
jobs. So the essential prerequisite for job creation was a sufficient financial reward
for invested capital. Had our industrial partners — including labor and governments
— taken account of this basic condition of the free market in our highly competitive
environment?

Apparently not, according to an American intervention. The speaker said that if
unemployment were to be solved on a sustainable basis, it would have to be
accomplished in a reasonably stable, non-inflationary way. The U.S. had been doing
fairly well with inflation, but satisfaction had to be tempered by the fact that this
had been accomplished in the trough of the biggest postwar recession. But what
would happen in the labor markets if the recovery proceeded? In the past 18
months, real wages for the employed had risen for the first time in five years.
There were recent indications, though, of restiveness among the auto workers —
not about jobs, but about wages. Their slogan was ‘‘Let’s get it back, and more.”
There was substantial unemployment in the industry, but the average hourly com-
pensation of auto workers was still some 60 per cent above the national average.
To cite a specific case, the recent Chrysler settlement had been forced to a higher
level by the Canadian strike. Airline machinists had secured wage increases of 32
per cent over the next three years, in a ‘‘contract straight out of the ’70s.”” In the
speaker’s opinion, these tendencies were counterproductive in terms of jobs. Many
union leaders seemed to understand this, but were the rank and file aware of the
inconsistency of their demands with the goal of full employment? Were their minds
open to such alternatives as profit-sharing and corporate board membership, and
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to the need to reconsider the appropriateness of industry-wide bargaining?

An American responded that the restiveness of U.S. workers was attributable to
their perceptions as expressed through the democratic structure of their unions. The
burdens of the recession had not been equally borne in the U.S., and people could
not be persuaded indefinitely to accept inequitable sacrifices. Real wages were still
below the level of a decade ago, and labor hoped to recoup at least some of its
losses through future increases. Recent settlements might be seen by some as too
generous, but they were after all the fruit of a generation of collective bargaining
experience. Labor was incapable of bludgeoning employers, and in fact it could be
said that union concessions had saved companies like Chrysler and Eastern Airlines.
There was a fundamentally hostile attitude of U.S. employers toward unions that
had to be changed. Labor was open to solutions such as profit-sharing and pro-
ductivity improvement, but probably not corporate board membership. The sug-
gestions, though, that industry-wide bargaining was the culprit were not constructive.

Giving people jobs by expanding public works was not the answer, according to
a German participant. That would mean increased government deficits and higher
interest rates. Nor could we successfully reduce working hours without loss of
income, as had been suggested. That was bound to ‘‘catapult people out of jobs.”
It was hard to say it, but labor had become too expensive. Minimum-wage un-
employment was a well-known phenomenon in the U.S., and the Federal Republic
was beginning to share that experience. Our economies would all benefit from more
deregulation, innovation and capital expenditure. But promoting private investment
in industry was difficult when government bonds yielded more than job-creating
investments. That anomaly needed to be corrected.

A Spaniard shared the concern about unemployment, but he objected to the
absence of practical, concrete proposals in the American paper. Reducing working
hours while maintaining income was surely ‘‘the quickest way to go broke.” (It
was acknowledged in the discussion that weekly working hours had been substantially
reduced over the years, but speakers pointed out that incomes had been maintained
by increases in productivity.)

Unemployment in Belgium had been alleviated recently by a combination of
measures. A speaker from that country described the program of their National
Employers’ Associatioit; which involved extensive part-time work and special atten-
tion to jobs for the young — one out of four people under 25 being out of work.
This required close coordination between schools and business. Beyond such par-
ticular measures, more fundamental steps had to be taken to restore economic
health and full employment. The speaker mentioned lowering inflation and budget
deficits, correcting balance of payments disequilibria, and opposing protectionism.
The considerations were not merely financial, but human and moral as well.

A French participant remarked that one’s prescription for unemployment depended
on one’s analysis. An optimistic view was that it was basically a problem of
adjustment, of structural adaptation. But a more detached analysis might lead to
the rather pessimistic conclusion that 20th century technological developments had
inevitably reduced the place of humans in industry, as had happened to horses in
the last century. Another French speaker did not think that comparison apt. He
found himself somewhere between optimism and pessimism: unemployment would
eventually be resolved by the necessary adaptation, but it would take a long time.

A British participant agreed that the unemployment problem was structural in
nature, but he thought that technological developments could not have been the
major cause of our unprecedented level of 34 million unemployed. The deflationary
measures of the last few years had been more to blame — essential though they

49



‘

may have been. We had learned that the classic methods of re-expanding the
economy ran a big risk of fueling inflation, especially in an economy like Britain’s.
New thinking was badly needed in this area. To paraphrase Lincoln: ‘““The Western
world will not long endure half employed and half on the dole.”

A Frenchman commented on some of the statistics cited in the American working
paper. First of all, the prediction in the French report that the office work force
would decline by 30 per cent assumed a static volume of transactions. The more
reasonable interpretation, then, was that office productivity was likely to increase
by that 30 per cent. The speaker referred to two British banks which were the most
automated in the world. Their total employment had risen steadily over five recent
years because the volume of transactions had grown faster than productivity gains.
There was no obvious correlation, he said, between automation and unemployment.
Japan, with 50,000 robots, had an unemployment rate of 2.5 per cent, while the
U.S., with only 7,000 robots, had an unemployment rate of over 10 per cent. It
was fashionable to speak of high technology, but the ‘‘smokestack industries’” would
still be with us, if only for strategic reasons. One could not imagine the U.S.
without automobile or steel industries, although they would of course be applying
new technologies. The Japanese steel industry had become the most automated in
the world. In 1981, it had the same number of workers as in 1968 — 260,000 —
but was producing three times as many tons per man as any other nation. Successful
structural adaptation required training for many years hence, so that workers would
never find themselves out of jobs for economic reasons. The educational system
had an important role to play in this, along with companies. Twenty per cent of
Japanese postgraduate students were in scientific and engineering fields, compared
to 5.9 per cent in the U.S. On the other hand, America produced more new lawyers
every year than there were practicing in all of Japan. A French speaker endorsed
the need for large investments in training to meet the high technology revolution.

Opposing robotization, according to an American, meant resisting the kind of
change which would lead to a reduced work week and a higher standard of living.
Shorter hours had historically been achieved by productivity gains. Labor had the
choice of taking those gains in the form of more leisure or higher wages. The
speaker could not see why shifts from manufacturing into service industries presented
a major problem — except for trade union organizers. If Americans had accepted
their former structure as frozen, they would have remained largely an agricultural
economy indefinitely.

An American participant felt that, even if many new jobs were created in high
technology fields, the adjustment would be painful to many workers. He went on
to say that the problems of unemployment, growth and trade were closely inter-
related, and that solution of the first two was a precondition for resolving most
trade issues. He was supported in this by Belgian, German and American speakers.
A number of participants then intervened to discuss the prospects for economic
recovery, structural change and growth.

A Dutchman pointed out that for many years growth had enabled business to
live with low margins, but that time was past. Our societies were now in what he
called a ‘‘regressive state,”” in which entrepreneurial activity did not happen so
easily. We reasoned backward, saying that economic activity had declined because
of high interest rates and slow growth, but the truth was that business hesitated to
make new investments when risks were high and profits low. It was essential to
““fight back,”” and the key was the training of young people, particularly in high
technology.
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We should confess that we had not yet found the right way to solve our problems,
urged an Austrian. As the previous speaker had suggested, the postwar expansionist
period was over and we had lost the momentum for future growth. I seemed
unlikely that we would regain it in the near future, but would the necessary
adjustment take five, 10 or 15 years? Our economic policies had to be thoroughly
re-thought, because if we did not solve the unemployment problem we would face
momentous political consequences. And what was the ‘incentive to make new in-
vestments if-otir industries were running at 60-65 per cent of capacity? In many
medium-sized companies, expansion plans had been shelved, and in larger companies
it took two to four years to develop new investment programs. .

An American speaker discussed the momentum of the economic recovery in his
country, which he said was livelier than might have been expected. Industrial
production had risen five to six per cent over the last four months, with inventories
still being liquidated at a rapid sate. Involuntary liquidation would have to reverse
itself with the maintenance of demand. Moreover, sizable tax reductions were likely
to fuel consumer spending. But as the recovery accelerated, chances grew of a
major collision in the U.S. financial markets, and much turned on the budgetary
problem (which would be discussed at length in the next section).

A Belgian speaker shared this apprehension about a clash between the needs of
the public and private sectors which could stifle the recovery. Renewed economic
growth was essential, not only for employment and free trade, but also to enable
us to pay for our defense. .

Signs of recovery were emerging less clearly in Europe, according to a participant
from the Netherlands, and it looked as if might be at best a cyclical recovery. The
recession would have achieved very little, at a high cost in unemployment and
damaged aspirations among the young. Deep-rooted systemic problems remained,
linked to the effects of the dramatic rise in the public sector in the 1970’s. In many
countries it had reached unsustainably high levels, in the form of public expenditures,
taxes, transfer payments, social security and various entitlement programs. Despite
a decade of attempts at reform with the backing of a ‘‘public consensus,”” govern-
ment spending remained high and the market sector was shrivelling. Europeans were
witnessing the erosion of profits and the private capital base, bigger public budgets
and higher real interést rates. It seemed as if there was a crisis in our political
decision-making process, with the limited room for maneuver offered as an excuse
for doing nothing. The speaker was optimistic in the short rum, but ‘‘deeply
pessimistic’’ about the longer term prospects for our economies.

An International participant reported on the political agreements reached at a
recent OECD ministerial meeting to help sustain the recovery which was now
undoubtedly underway. Action had to be taken on government budgets, especially
in the U.S., with its key link to world interest and exchange rates. This would ease
protectionist pressures. A climate had to be fostered to encourage private investment
and favor the growth of employment and demand. Distortions created over the last
few years had to be.relaxed or dismantled. Subsidies and other arrangements to
protect employment had been understandable at the time, but would prove damaging
if retained. :

A Greek participant endorsed the prescription of reducing structural budget deficits
and real interest rates, and encouraging the flow of resources to areas where
productivity could be improved. But he also suggested that a major push for trade
and investment in the developing world would do much to revitalize our Western
economies. We should pay special attention to that part of the Third World which
was capable of applying existing technology and soon joining the developed world.
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The speaker was joined by another Greek and a German in suggesting a kind of
“Marshall Plan” for the underdeveloped countries, involving a greater flow of
credit at lower interest rates, the encouragement of private investment, and de-
emphasis of military build-ups (which would promote the rule of law). .In return,
the Third World countries would be in a better position to buy our capital goods
and to repay their debts. A Dutch speaker also saw the less-dev_eloped world as a
source of useful new activity for the depressed Western economies.

Another German, however, argued that Third World conditions were so different
from those in postwar Europe that proposals for a “‘Marshall Plan”. were ‘‘totally
misleading’’ and bound to raise expectations that we could' not f.ullflll. .

A Portuguese participant saw the seeds of a major economic crisis In the f:ontmued
transfer of finance and technology to the LDCs. If the recipients explmted these
transfers successfully, they would export products in competition with Western
industry (as the Asians had done) and displace even more of our worker.s. If on
the other hand they failed, we would be stuck with more bad debts (?.s with some
of the Latin American countries). So trouble would be averted only if future '
technology transfers were made within the framework of programs for the creation
of new technological industries in our own countries to absorb redundant workers.

Finally, this part of the discussion touched on the guestion of Eagt-West .tradf:,
which a French participant said was important not only for Europe, with its historic
Eastern trade links, but also for the grain trade of the Americang. Mc?reover,.the
subject had to be considered from a political as well as an economic point of view.

As an International speaker pointed out, the East Europeans had not really
proved themselves capable of competing in our industrial markets, but a Dutchman
commented that there was no good reason not to promote trade between Eas‘; aqd
West. An Austrian participant alluded to the fact that the drying up of .credlts in
the West was intensifying the dependence of the Eastern European countries on the

Soviet Union.

B. RISKS IN BANKING AND FINANCE

“The Western Banking System and the International Debt
Situation: Facts, History, Prospects and Issues”

Working Paper Prepared by Alexandre Lamfalussy,
Assistant General Manager, Bank for International Settlements

Facts and figures .
1. As can be seen from the attached table, the most striking feature of the

international financial scene between the first oil shock and mid-1982 was the active
participation of the industrial countries’ commercial banks in balance-of—pa}_/ments
financing. This was a new development: at the end of 1973, the gross claims of
the BIS reporting banks* on outside-area countries totalled no more than $7§.5
billion; moreover, their net creditor positions vis-a-vis groups of borrowing countries
were quite small: $4.5 billion vis-a-vis the group of non-oil LDCs and $5 billion

*Up to 1977, the reporting area covers the G-10 countries, Switzerland and the branches of U.S. banks
in the offshore centers. From that year it covers also Austria, Denmark and Ireland.
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vis-a-vis eastern Europe. Conversely, OPEC’s net deposits with the banks amounted
to only $9.5 billion. ‘

" 2. In strong contrast to developments up to 1973, between end-1973 and mid-
1982 banks’ gross claims on outside-area countries rose from the initial $75.5 billion
to $513 billion. Of this total, gross claims on non-oil LDCs expanded from 3$32 to
3242 billion, those on eastern Europe from $9.5 to $54 billion, and those on the
group of smaller industrial countries from $23 to $104 billion. In even stronger
contrast, by mid-1982 all three groups of countries had become very large-scale net
borrowers from the banks: non-oil LDCs for $142 billion, eastern Europe for $42
billion, and the outside-area industrial countries for $56 billion.

These net borrowings provided balance-of-payments financing for all three deficit
areas. The aggregate estimated current-account deficit of the non-oil LDCs during
this period ($294 billion) was covered to the extent of 45 per cent by net banking
capital inflows ($132 billion). A similar percentage of the aggregate deficit of the
smaller industrial countries was covered by bank credits, and an even higher one
of that of the socialist countries.

And this is not the whole story. There was also a substantial amount of balance-
of-payments financing within the reporting area (France, Italy, Belgium, Denmark,
Sweden), something which the table does not reveal.

3. On the resources side, the banks benefited from large OPEC deposits during
this period, although it should be emphasized (a) that for the period as a whole
the net deposits were relatively small ih relation to OPEC’s accumulated current-
account surplus, and (b) that net banking capital outflows from the reporting area
(mainly from the U.S.) played a much bigger rble in providing funds for international
financing than the direct recycling of OPEC surpluses.

4. As a result of these developments, western banking systems are now having
to confront the large-scale external debt-servicing problems that started emerging
in 1981-82 with an international exposure substantially higher than it had been ten
years earlier. Such exposure may be measured in different ways. External claims
have by now reached 30, 40, and in some cases even 50 per cent of total assets.
In the case of non-U.S. banks, assets and liabilities denominated in foreign currencies
(mainly in dollars) frequently account for between 20 and 40 per cent of the total
balance sheet. Last but not least, claims on ““problem countries’’ have become very
high in relation to equity, and indeed in many instances substantially exceed it.

The origins and current state of the international debt situation

5. There is now a fairly general consensus about the origins of the debt-servicing
problems, although views may differ as to the relative weights that should be
attributed to the various factors.

The story began with the first oil shock, which introduced in 1974-75 a new type
of major imbalance in the world payments system. There was a sharp increase in
the external financing need of the oil-importing countries, together with an equally
dramatic rise in the financial surplus of OPEC. At this stage, much to the relief
of almost everybody, banks stepped in as intermediaries: thus ‘‘recycling’’ began.

International bank lending, however, continued even after the digestion of the
first oil shock. While debt service ratios remained quite manageable until around
1976, a number of countries began to ‘‘overborrow’’, especially from 1977-78
onwards—and by this I mean that their external debt was beginning to reach levels,
or at least was expanding at rates, that would have become unsustainable even
under favorable international economic and interest rate conditions. Depending on
one’s particular viewpoint, this may be called mismanagement by the borrowing
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i . ly has to meet
r overlending by the banks. In fact, 9f course, supp
o ’ ere to be a transaction. At any rate, the IMF was
ditional lending by the borrowers’ market

country,
demand, or vice versa, for th
<icrowded out’ from its business of con

for bank credits, and thus lost its clout. _
Who bears the ‘‘responsibility” for this development? The relatively lax U.S.

monetary policy pursued until 19797 Negative real dollar interest ralt)es ]tulltlldzge
same year? Lack of control of international (and not only Eurgmarket) aln grel 'ti
by the authorities? Banks’ unwillingness to assess country rlsk§ p.roper1 g;;{) \SXI;).lth
the availability of country bank debt figures on a quarterly basis since ‘ibillit
hindsight, we now know that probably all these influences bear somle resli.or;s:’ Hazil
for the emergence of overlending. But what would_ have been the alternative! 1d
banks failed to enter the balance-of-payments bysmes_s, the world economy w}cl)u
have started to stagnate immediately after the first oil shock_, or m}llght iveél avz
spiralled into a full-blown depression. It would have be:en nice to c:;we a:h slc?nme
deficit financing, but no so much. Who coyld have said whgre to 'rawll ed.l ;
and who could have enforced a decision limitlng the grovs:th of mtanatloxlla 61}11 ing?
But ultimately stagnation did hit the indu§tr1a1 countries, hax:jd 1:11.}1an w1trn ov;iiy
high nominal and real interest rates, declining world ‘trade an i dlgtg com odl Sy
prices. As a result, debt service ratios worsened dramatically for. all de tor coun ;
and reached unsustainable levels even where there was no .obv1ous mlsmanagement
of the borrowing country’s domestic economy—where, for 1'nstancc.:, the cou:ne;]ta}?;r
of the current-account deficit was investment, even export-oriented investment, T
nsumption. .
th%?n(;cl)lyi popljitical shocks—Poland, the Falklands war.—suddenly b‘foug‘ht 11t_ t;?irgg
to the banks that sovereign debt was not risk-free, and this led to Fhe fr.eglotna 1%& ation
syndrome’’. Banks stopped lending to whole. groups of cc.)untrles—a l;rstk o heemwer
Europe, then to Latin America—and even tried to get thelr_ mgney ; 3Cb werViCin
this was feasible, thereby giving added impetus to the generalization of debt-§ g
prgl.jler"?}sl;ere is also fairly general agreement that an inte{n?tional debt cr;lsxs ha\; SO
far been averted, by which I mean that the dgbt-servmmg prol?ler?_s gvgueiig
_sufficiently contained to prevent Elhem frorild }iavg;g ge\%é?ablalgchorll‘sphlanvge 1§pe;ated
world financial system and on world trade.
:)cl)l b[r};flg t(})ﬁs about: the emergency loans. extended l?y the cent_ral ;aﬁks t}iﬁ%gﬂ);};z
BIS to pre-finance conditional IMF lending; the sw1ft1.y .nego'tlate . ugde MF loan
themselves; the change of attitude of the U.S. admmlstranon. towar 1s in : t'ong)
IMF quotas; the acceptance (and in sorrée cases albr‘s:raldoyf fi::g\:?nlgmfoiﬁ?eglme
i mestic adjustment policies by a num . ;
ZicS;?SESedlfy the banlj<s of de facto defaullts, gnilateral morau;lna andt_ﬁro;rfaclzlt:s
rescheduling negotiations—and, in S,OISC rr;lajolr Nlllgta?:z:’ ;annto te li;a;l 1t}gle R
admittedly under ‘‘suasion’’ by the ; : ,
lrc;?i?lscti(on of nor}rllinal interest rates, which, thanks to ﬂoa'tmg ;ate: ?rraxtgebrl?re;;rs;,
are working themselves quickly through the system to alleviate thie Interes .

Prospects and policy issues o
7.p Prospects and the corresponding policy issues can be grouped under three

headings: (a) the short-term outlook, or how to keep the situation.unc}er Ctofltrilc;l
(b) medium-term prospects, or how to improve the world economic climate; a

<) the longer-term ¢‘systemic’” problems. '
( )8. Our gability to keep the situation under control depends to a large extent on:

54

— the IMF’s ability to pursue its lending policy, which, in turn, is conditional
upon the swift implementation of the quota increases and (probably) also on other
resources being made available to the Fund, in addition to those that might be
forthcoming under the extended GAB. Specifically, this raises the question of market
borrowing by the Fund;

— the banks’ continuing to keep steady nerves, despite the spread of standstills,
moratoria, restructurings and reschedulings. This means not only that they refrain
from triggering defaults, or from activating cross-default clauses, but also that they
do not withdraw from new international lending on a worldwide scale, since such
action could easily lengthen the list of ‘‘problem countries’’;

— the debtor countries’ scrupulously adhering to the IMF’s policy prescriptions
so as to avoid becoming ineligible for further Fund disbursements.

9. Most of these actions are, however, simply in the nature of a ‘‘holding
operation’’. More fundamental relief can only come from developments in the world
economy such as to validate the adjustment efforts undertaken by the debtor
countries by helping them to improve their current-account positions. What is clearly
needed is an increase in the volume of LDC exports, an improvement in their terms
of trade, and a further decline in short-term dollar interest rates, since, despite the
sharp fall in nominal terms, real dollar rates have so far remained appallingly high.

Should no such favorable developments materialize, there is a serious risk that
financing packages put together under-the auspices of the Fund will fall short of
actual financing needs. Additional finance will not be easy to find—in other words,
deficit countries may be forced to undertake further adjustment measures. In the
absence of an improvement in the world economic climate, the only avenue open
to the LDCs to acheive the necessary balance-of-payments adjustment would be a
drastic cutback in imports. This would obviously have a depressive effect on the
industrial countries themselves (as the U.S. has learnt over the last ten months); at
the same time it could not be achieved without a substantial decline in real incomes
within the developing countries, at the risk of triggering serious domestic upheavals
as well as unforeseeable political reactions—also in the field of external debt
management.

Given the worldwide~pattern of current-account imbalances and of inflationary
constraints on growth, the revival of the world economy cannot take place other
than through the expansion of domestic demand in those large industrial countries
that (a) could afford to run a current-account deficit for some time (the U.S.) or
are in a comfortable balance-of-payments position (Japan, Germany, United King-
dom) arid (b) have achieved considerable success in their fight against inflation (all
four of these countries). Is this expansion going to take place spontaneously, and
sufficiently quickly to alleviate the current-account position of the debtor countries?
Maybe; but if not, what could be done about it? And if it does take place, how
can it, with large structural U.S. budget deficits looming on the horizon, be prevented
from leading at best to a stabilization of U.S. real interest rates at their current

high level or, at worst, to an increase in these rates?

10. Even on the somewhat optimistic assumption that skillful financial man-
agement will keep the situation under control until such time as the business upswing
in the western industrial world brings more fundamental relief to the debtor coun-
tries, we still have to face a number of longer-term ‘‘systemic’’ problems, of which
I mention only two.

Firstly, there remains the ‘“‘stock’” problem of the maturity profile of the out-
standing bank debt. At end-June 1982, of the total external bank debt ($390 billion)
of the 24 most important debtor countries outside the BIS reporting area, 44 per

55



n, was due to mature during the following twelve months.
ale reschedulings, my guess fis t:hat}(th(;e -sh%re oé’ ihort-tetrm
; ; i en. A maturity profile of this kind is bound to exert a
fjlalgts;ﬂlil;i; rl?irflluselrr:z: grll the world economy by magni_fying whatever “‘external’’
gs k £ in the future. A number of consolidation schemes, some of them
shocks may aser! of burden-sharing between debtors, creditors and western gov-
comprising elefer 2 aired at present. We should be careful not to promote those
s, be“ff make it even more difficult to solve the ‘“‘flow’’ problem.
schemes that. wou dly, the “flow’’ problem, i.e., that of financing future current-
For there ls, secAon exI;ansion of domestic demand in industrial countries may for
account deflcﬁs. relxternal deficits in the rest of the world; with luck and good
sorrrxle t;ﬁzniewuecemay avoid a third oil shock and hence the re-emergence c?f .oil
fim;. gg. but the world economy cannot function on the assumption of negllgl‘ble
ehicks; out Uie. balances. Such imbalances are bound to reappear as a reflection
current-account 1mo% ion, policy differences or ‘‘real’” shocks, or simply because

i ronizatl . . .
?ﬁeizcgzil g:sﬁfhtransfer of real resources to developing countries without these

i i - deficits.
i ersistent current-account . . . .
Co%rﬁfg;:sailén; lrr;ﬁn?ber of tricky questions that come to mind in this context. Will

i articipate on a sufficiently large scale in future balance-
thfe banks tb efxiﬁgigngtg })f 50, l:;10w and on what terms? Should they participate?
:)N ilpaiy:all:?t; flows could conceivably rep}ace t:fll"lk fin.anfing? Is there not a .dang?r
that the banks’ reluctance to grant genumely f1panC1al mgdlum-term fredlff w.111
lead to bilateral, exclusively trade-related financing deals w1th.all the re’al qls-
tortions that such deals may imply? Or would this be a lesser evil than no financing

cent, i.e., $171 billio
Despite some large-s¢

at all?
Position of banks reporting to the BIS vis-a-vis groups of
countries outside the reporting area*
(in billions of U.S. dollars)
Outstanding credits and deposits Changes between
end-1973 end-June 1982  the two dates**
OPEC
Deposits with banks 12(5) 1‘7“553 lzgg
Iiridlts from banks o' 3 o8
e
Accumulated current-
account position 1974- 07
1982 (first half)
Non-oil LDCs
Deposits with banks g;g zz?g 235(9)
;ridlts from banks i laoa 1379
e
Accumulated current-
account position 1974 2940

1982 (first half)
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Developéd countries outside
the reporting area :
Deposits with banks - 27.0 48.7

21.2
Credits from banks - 23.0 104.3 81.3
Net 4.0 - 556 - 60.1
Accumulated current-
account position 1974-
1982 (first half) - 153.0
Eastern Europe
Deposits with banks 4.5 11.8 73
Credits from banks . 9.5 54.1 44.6
Net -5.0 - 42.3 - 373
Accumulated current-
account position 1974- !
1982 (first half) - 74.0
Unallocated
Deposits with banks 7.5 53.1 45.6
Credits from banks 4.5 37.8 33.3
Net 3.0 15.3 12.3
Total
(position of the reporting .
area with inverted signs) -
Deposits with banks 82.5 359.4 276.4
Credits from banks 75.5 513.1 437.6
Net 7.0 - 1537 - 161.2

*Estimates by the BIS.

**(.) in the net position vis-a-vis banks equals net borrowings from banks during the period.

* *

‘‘International Banking Problems And
Medium-Term Growth Prospects’

Working Paper Prepared by Hans H. Angermueller,
Vice Chairman, Citibank, N.A.

Since World War 11 the standard of living in virtually every nation of the world
has risen from year to year. Progress and growth became the normal expectation.
There remained, of course, substantial differences in standards of living from country
to country and, within larger countries, even from area to area; however, the
direction was toward constant improvement.

This trend of uninterrupted progress toward ultimate prosperity began to erode
in the early seventies. There were many causes: the welfare state grew faster than
productivity; high taxes reduced incentives; large governmental budget deficits per-
sisted and grew; interest rates, both nominal and ‘‘real,”’ increased; and monetary
expansion and inflation rates began to escalate. But what transformed these mount-
ing structural problems into a crisis were the two oil shocks of 1974 and 1979.
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The first shock (which increased the price of basic energy—oil at first, then gas—
by 300 per cent from its 1973 level) within a few years transferred about $200
billion from the Third World and industrialized nations to the OPEC countries.
Much of these funds found their way from the OPEC oil exporters back into the
world’s commercial banking system, and that system, as was its function, channeled
them back to creditworthy borrowers in the Third World and industrialized countries.
This first ““petrodollar recycling’’ process worked until, by 1978, spending initiatives
in the oil producing countries had returned the relative current account status of
the Third World and industrialized countries back to their pre-1974 levels. However,
a five-fold increase in a commodity as fundamental as energy added to world
inflation pressures.

During 1979-80, the second oil shock (which hiked the energy price up to 900
per cent of its 1973 level) transferred another $200 billion from the Third World
and industrialized countries to OPEC. Again, the commercial banking system un-
dertook a petrodollar recycling process, but by now several major industrialized
country governments (including Germany, Japan, Britain and the U.S.) had instituted
stringent policies to control the increasingly rampant inflation in their countries
while other industrialized countries (such as France, Italy and Denmark), as well
as a number of Third World countries, chose to defer corrective action and live
with relatively high inflation.

But for seven years, from the end of 1973 to the end of 1980, the Third World
countries, despite the higher cost of energy and rising internal rates of inflation,
managed to grow their export earnings at a compound annual rate of 20.6 per
cent! This rate of growth just about matched the 21.3 per cent compounded annual
growth rate of the long-term external debt incurred as a result of the petrodollar
recycling process. In other words, the Third World had, for the most part, put the
borrowed monies to good use. .

However, as the anti-inflationary policies following the.second oil shock took
hold, interest rates and unemployment rates in the industrialized countries rose to
unprecedented levels. The dilemma in pursuing decisive inflation control appears to
be that costs and benefits are not distributed equally over time. Costs are much
more immediate than benefits, and therefore have given rise to claims that policies
to increase unemployment are the mechanism to reduce inflation. But, of course,
such claims mistake the cause and effect. No policymaker ever sets out to increase
unemployment deliberately. However, policies to reduce inflation have invariably
resulted in involuntary unemployment, especially early in the inflation-fighting cycle.
On the other side of the coin, the benefits from low inflation have typically been
much slower to materialize.- A quantum permanent reduction in inflation appears
to involve an approximate four-year cycle as we saw in Germany and Switzerland
in the early 1970°s and in Britain more recently. As the Nobel Laureate Friedrich
von Hayek has said, the only time to fight inflation and recession is during the
prior expansion—in other words, patience and moderation in economic policies
during a recovery will go far toward reducing the probability of future inflation
and recessions. Unfortunately, however, the four-year curative cycle seldom seems
to coincide with the periods of political incumbencies, perhaps accounting for
frequent premature abandonment of anti-inflation measures.

The anti-inflationary measures initiated by the major industrialized countries in
the late 1970’s resulted in a general recession which translated itself for the Third
World into (i) higher interest rates which increased the debt burden of the Third
World borrowers, and (ii) a 33 per cent drop in major commodity prices, the
backbone of many non-industrialized economies. Not surprisingly, the increased
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glollar outflow of Third World countries and their reduced dollar inflows resulted
In a number of liquidity crises. :

Today a major concern in the global marketplace relates to these liquidity crises
and their potential for retarding a world economic. recovery. As austerity programs—
IMF—iI}duced or otherwise—are implemented, one sees Third World import restraints
operating concurrently with their own export promotion, But clearly the world
economy, as a “(hole, cannot export more and, at the same time, import less. So
the present fedr ‘is that the world economy will become fragmented into insular
individual national economies threatening the economic progress of all.

Thqugh such a fear at this time is quite valid, the focus on Third World country
austerlty programs is misplaced. These programs are an effort to put individual
developing countries on a viable medium-term policy track, so they can rejoin the
rest of the world on a path of sustainable economic growth. So the import restraint
programs presently in effect will pave the way for faster expansion of these markets
in the future.

Yet, all pressure and incentives of the modern state, whether it is industrialized
or developing, work against the passive acceptance of cutthroat ““foreign’’ com-
petition. In recent years, subtle barriers to imports and manipulation of exchange
rates have become the accepted way to protect local markets. Today the difficult
problem, at this rather sensitive point in the world’s recovery, will be to have the
industrialized countries (who constitute, by far, the largest markets in the world)
keep their borders open for Third World imports, both manufactured and com-
modity, while the Third World countries temporarily close their borders to certain
industrialized country imports.

But the magnitude and near-term costs of such Third World import control
programs should not be overstated. Even after two decades of broadening economic
and financial linkages between the North and the South, the Third World remains
a relatively minor player in international trade (see Tables 1 and 2). The over-

Table 1: Matrix of World Trade, 1980
(3 billions)

- Oil Total
. o North Exporting Non-Oil All
Origin/Destination America EEC Japan LDCs LDCs Exports
North America 72.6 60.3 243 19.1 67.2 276.0
IJEEC 42.0 355.2 6.4 51.6 65.1 662.4
apan 34.1 17.1 - 18.5 .
Oil exporting LDCs 612 90.9 510 3.8 390 ggé
Non-oil LDCs 64.1 57.1 24.9 17.4 53.8 253:6

Table 2: Matrix of World Trade in Manufactures, 1980
(3 billions)

Oil Total
. o North Exporting Non-Oil All
Origin/Destination America EEC Japan LDCs LDCs - Exports
North America 48.5 35.8 8.4 14.5 44.7 169.9
EEC 33.8 2440 5.2 42.1 53.1 487.7
Ja:pan . 32.8 16.2 - 17.7 35.2 122.7
Oil exporting LDCs 02 18 01 NA  NA, 6.0
Non-oil LDCs 312 235 57 NA  NA 99.2
Source: GATT, International Trade 1981/82.
59



whelming proportion of world trade continues to take place among the industrialized
countries. And the proportions are further skewed in manufactures trade. A quick
economic upturn in the Third World is not a critical prerequisite for the upward
march of the rest of the world’s economic activity.

However, the converse is not true. The industrial country markets remain very
important indeed to the Third World. Some 60 per cent of Third World manufac-
tured exports and a similar proportion of their total exports are destined for the
industrialized countries. And it is here that there is cause for pessimism.

Over the last 12 months, there has been a growing trend toward protectionism
and market closure. I am sure we each have a favorite story to tell. Among recently

" publicized protectionist measures are sugar import quotas, and more recently, tariffs
on motorcycle imports into the U.S., barriers erected against video-tape recorders
by France and innumerable other non-tariff actions. Such interventions into specific
markets always appear eminently reasonable and are invariably billed as short-term.
But, collectively, such protectionist measures threaten to fragment the world econ-
omy. In an increasingly integrated international system, trade disruptions will have
pervasive and adverse economic growth consequences.

In other words, the rate at which world trade expands is a good indicator of the
rate at which the world’s economies, and the well-being of its people, grow.
Therefore, to promote world trade—particularly Third World trade—it is important

. that the major industrial country governments hold a tight rein on the prevailing
trend toward protectionism.

Doing so will ultimately help them as a group to maintain healthy growth rates,
perhaps averaging 4-5 per cent in inflation-adjusted terms, during 1983-84. Such
growth rates are not unusual for short periods following a recession; however, they
are higher than has been sustained over longer periods of time, even in the so-
called ‘“‘steady growth’’ periods of the late 1950°s and early 1560’s.

But, beyond the 1983-84 time period, say looking out over a five- to ten-year
horizon, controlling protectionist trends will not alone maintain a high level of
steady growth. Another aspect of government policy threatens to slow industrial
country growth, and that is the increasing appropriation of economic resources by
governments. Almost without exception, total government spending, as a proportion
of the national output of goods and services in industrial nations, has risen dra-
matically in just the last decade (Table 3). Higher rates of taxation and deficit
spending hinder the private sector’s willingness and ability to fuel our economic
engines. As a result, net investment rates have been decelerating in the industrial
countries since the late 1960’s (Table 4). This phenomenon has not gone unnoticed
in the political arena. President Reagan’s ‘‘supply side’’ economics and Prime
Minister Thatcher’s efforts to cut the British public sector are only the most visible.
In a number of Western European nations, including Holland and Belgium, policies
such as public sector wage limitations and cuts in indexation schemes are being put
into effect. Such policies would have been unthinkable as recently as in 1980.

The political resolve in industrial countries to combat both burdensome taxation
and high levels of government spending should not be allowed to melt away at the
first sign of economic recovery. As indicated earlier, the time to fight recession

" and inflation is during an earlier expansion.

Naturally, political realism would suggest that neither the battle against protec-
tionism nor increased government spending will be easy.

The OECD has 32 million unemployed, some of them reduced to this state by
Third World competition and virtually all of them seeking assistance and support
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frogl their‘respective governments, including both financial support and job pro-
tection against imports. :

I-'Iow.ever, persistent efforts to resist these politically tempting measures must be
maintained. If such efforts are reasonably successful, it is quite possible that the
industrial countries will resume a path of sustained growth.

But we will not resume this path as individual countries, for most of us have
become s0 depgndent on the world economy that we cannot achjeve satisfactory
and sustainablé ‘economic growth on our own. No country will alone be able to
spend itself out of recession. We can only grow out of it together. Our aspirations
to return to the cooperative world order—of the kind that did so much for so
many since World War II—will depend on the overall economic growth and stability
of the industrialized world and the preservation of a global free trading system.,

! * *

Table 3
Government Outlays as a Percentage of GDP

Peaks in Business Activity

1969 197.
United States 30.8 31 -2? 13927§
Japan 215 2.1 316
Ge_rmany 37.6 40.5 46.4
I]?rltaun 41.5 41.1 43.5

rance 39.6 .
Netherlands 43.9 ig; ggg
Sweden 42.8 44.9 65.1

Table 4
Net Investment as a Percentage of GDP

Peaks in Business Activity

4 1969 19
United States 9.2 97-; 19772
Japan 24.1 13.8 19.7
Ge_rn}any 16.2 14.9 13.0
I]i:lrltam 11.4 11.9 7.6

rance 16.8 16.
Netherlands 18.4 12.3 Bﬁ
Sweden 15.0 11.8 9:1

Source: OECD
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DISCUSSION

This part of the discussion was led by Willem F. Duisenberg, chairrrtllan, W}t};ha
panel composed of Hans Angermueller and Alexandre Lamfalussy, authors ot the
working papers, and Paul A. Volcker. . o .,

An Igntl;rnational speaker outlined what he described as the tfcz)rlrlﬁacllet}r:;izelvzg

i i i i tries now
the international financial world. Som‘e 25 to 30 countri nsel
obliged to reschedule or restructure their external debt. Tl:ll's amount:d mtgc;lwgsttégr(c)lg
i i t outstanding, or a

to three-quarters of the total international deb .

billion. /gn open crisis had been averted by the concerted action of central' ba1_1kts,

the IMF, lending banks, and the borrowing governments, but we were rum.nnlg l’i‘lhc;

difficulty maintaining these ‘‘holding operations’’ for a number of reasons: 4] The

process of putting together rescue packages h‘ac} bec;ome muc{lhrsno:g r::g:; :gnviirﬁnrtlgé
i i r months,

the Yugoslavian case had been dragging on for ou :

few days that had been required for Mexico. (2) The ‘IMF had used u3p %Lacn?lg

all its facilities and could not increase its loans to .m.aJor borrowers. (3) The plig

icipati i training.

of the participating commercial banks was cons o .

WhatF:aver the short-term resolution, long-term .problems rqmam;d. 1) ’ll;he m?rgl
suasion’’ issue was a delicate one; the wrong kind ‘of relationship h;./;lF eex: esfa.t-
lished in 1977-80, when the commercial banks had crowded the 1 out o (125;
conditional lending. We had to be careful not to allow that to pappen aga;n.Th
The “‘stock problem’ concerning the consolidation of outstanding debt. (3) The
long-term financing needs of the LDCs. '

/fn American participant remarked that a large num}?er 02 ﬁzlirtles co;ii nstt;acr;

ibili “ » i EC, the banks, an e gover
responsibility for the ‘‘mess, including OPEC, ments of
thepborrowing countries. The events of the past year hac.l shattered sognedllluflggs;:
that governments were necessarily involved as par_tles in bilateral cross- olr ber ko a;
that the interbank loan market was essentially riskless; and that centrah an s.,t .
lenders of last resort, would always have hard curlrency res:rves.drgsll tth: 15%%1:3\;§

i j i ther last year to a
side, the major parties had managed to get toge . ¢
ina iti i i But, as the International speaker
in a traditional but uniquely cooperative fashlor}. , as | :
had said, the result was fundamentally a holding operation. To makf; it duraple
would require the recovery of the world economy_and the adheren:l:e o borrfo;vg:lg_
countries to their agreed adjustment progra.msl,3 including ;hees Ortzriléctt(t)lz s(i)tuaﬁon

ial i i me mor s
essential imports. As the restructuring packages beca :
would be npl’ore difficult to manage, but so far no debtor country .gad hmteil :11;
any action inconsistent with traditional restn}cturmg. The speaker Sdl .not exlclz uto
the possibility of a default, but he thought it was npt prol?g.ble. 0 lftf wtas fpthe

all of us to deal with current liquidity problem; while .awaltu}g thc? effects o

economic recovery. Growth was the key to the international financial situation, as

.it was to unemployment.

An International speaker ‘referreh o
cooperation with the financial aut OI'lFleS, ‘
imrrrl’ediately clamped down on their imports, SO 85 ;lo restorlo.:1 thilrbeb:i?tl:ii eca)f

d for money. But this phase could 1o d.
payments and reduce the deman N nee,
inance to allow them to rebul
Over the next year or two they would need enoug : .
an adequate level of imports. In the longer run, cor;ltlilueél lcclendllng wr;)lt;lrcll( estei)\;?eﬁ?;g
i i elped develop -
borrower and lender if the external borrowing ket-oriened
i ing i developed world (as, for example, the Eas
economies capable of competing 1n the ; :
1d not only be capable of competing,
Europeans were not able to do). They shou ' .
but al;lowed to do so. So the medium-term task was to nurture a market orientation

d to the steps which the debtor countries, in
had taken to avert a crisis. They had
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among the leaders of the Third World, while further opening up our own markets
to their exports. There was a direct relationship between the maintenance of the
financial and trading system and the debt-servicing possibilities of the LDCs. The
heads of the OECD, IMF and GATT had met to discuss means of dismantling
trade barriers and restoring confidence in the financial system over the next two
to three years, and they hoped to have some practical proposals to make public
this autumn. The debt issue was not just a banking matter, but a problem of world
economic codperation, he concluded.

Another American said that he felt relatively optimistic about the ‘‘mess,”’ in-
asmuch as we had so far kept it from becoming a crisis. It was easy to put
restructuring plans on paper, but their practicality was another matter. Most of the
plans the speaker had seen suggested public money to one degree or another, and
he was not sure where it would come from. (In reply to a Swiss question on this
point, the speaker said he had not' meant to imply that the U.S. government would
not supply export financing, but that it was not likely to subsidize interest rates
on the renewal of old debt. One of the problems with subsidized finance was
deciding who was entitled to it.) Getting an increase for the U.S. IMF quota was
proving difficult, and additional outlays from industry for LDC financing were
unlikely in the near future. As for the adjustment programs of debtor countries,
some looked promising and others less so. Despite the calm surface, the:situation
was eroding, and our best hope was that the momentum of the recovery would
accelerate and restore economic growth around the world. In the meantime, the
maturing debt would be rolled over, as the lenders had no alternative. A Belgian
participant was heard to ask what the scenario for the debtor countries would be
if in fact there was no economic upturn.

A Spaniard intervened to say that, at none of the IMF/World Bank meetings he
had attended, had he ever heard the private banks criticized for ‘‘crowding out”
conditional lending. Nor was he aware that ‘‘suasion’” had been used to limit private
lending.

An International speaker replied to two questions from Italian participants. To
one, he said that the major packages, such as for Mexico and Brazil, had assumed
no sizable improvement._in the terms of trade for those countries. If such improve-
ment occurred, that would be a major help. The other questioner asked why the
“‘stock problem”’ of outstanding LDC debt was placed in the ‘‘long-term systemic’’
category when roughly half of that debt was due within the next 12 months. The
reply was that the short-term maturities had been ‘‘frozen’’ as part of the restruc-
turing/rescheduling process, and would not be repaid within the year.

A fundamental problem with the rescheduling process, in the opinion of an
American, was the uncertainty involved in renewing loans from year to year, and
the loss of valuable time spent in renegotiations by officials of debtor countries,
who would be better occupied dealing with substantive matters at home. Resched-
uling also involved costs — fees, risk spreads — which would in time grate on the
feelings of the debtors and risk producing extreme political reactions. If the burden
were eventually felt to be too heavy, radical forces might be brought to power in
the Third World. As others had said, the debt problem had to be seen as a
development issue and not simply a financial one. The speaker endorsed the idea
of increased support for the IMF, the IBRD and regional banks, but individual
industrial countries might have to consider what role they should play in emergencies,
as lender of last resort or otherwise. The U.S., for example, sold 8.7 per cent of
its exports to Mexico, which made that country a sort of integral part of the U.S.
economy.
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An International participant said that, while we could all agree in a general way
on short- and medium-term strategies for the less-developed coluntrles,. there was
for the longer run the tough challenge of how to get new money in t.he right places.
This was the special province of the World Banlf, whose activities the speaker
discussed at some length. As a development institution, the IBRD had a I5- 10 20-
year focus, compared with the three- to seven-year time frgme of agencies like the
IMF and BIS. The Bank was emphasizing several mechanisms and procec.iures.for
helping Third World countries, among them: (1) new techniques of go-fmanmng,
which appealed to commercial banks who were w1111ng‘ to extend their term lo?.n
maturities a year or two beyond the usual seven or eight years; (2) quicker d.IS—
bursements, especially for structural adjustment 10an.s; ;nd (3) more consultative
groups, chaired by the IBRD, for pledging and coordmatmg. :I‘he World Bank‘ was
one of the underutilized factors in the international community’s quest for solutions.
With appropriate increases in the member countries’ quotas, the‘ Bank c_ould borrow
and lend more and derive greater leverage from '1ts expertise. Thls. would be
particularly valuable at a time when private and official d_evelopment as§1§tz'1nce was
not growing. Raising the Bank’s lending strength above its present art1f1c1ally low
levels would cost its shareholders nothing in the shqrt rmt and little in the long

national quotas had negligible budgetary impact. ]
ru?\’sa: glr?ton put it(,1 not only had the stable parity qf the Bretton Woods fixed
exchange rates disappeared, but so had the assumption that the IMF was the
institution for solving temporary liquidity problems resultmg.' f.rom balance of pay-
ments disequilibria. IMF lending now came to about $18 billion, only a tenth of
what the Eurocurrency market combined. The balance? had completely shifted, and
IMF was struggling to get its quotas raised. Two things were needc‘:c‘i: 1 t'he as
hoc process which had produced the Mexican package pught to be ‘‘systemized,
so it could be relied on in future; and (2) official agencies such as the IMF,. IBRD
and IDA ought to be endowed with larger resources if they were to provide the
basis on which money could be raised in other forums. These proposals were
Dutch participant. .
eniorssvi?ssb;a?ticipant I<)iescri§ed the recent creation of t.he Institute of Inter'natlonal
Finance (IIF), whose purpose was two-fold: (1) to improve the _collectlon and
dissemination of statistics on the debtor countries and their economic development
for the -benefit of borrowers and lenders, and (2) to prov1d.e a plaFform f.or a
continuous dialogue between the major groups of players in the 1nterr}at19nal
financial arena. It would not be a lender itself, nor a focal point (?f synd1cat1qns
or credit ratings. The IIF had been founded earlier in 1983 by 36 major commercial
banks from Europe, Japan, Canada and the U.S, and would eventually have close
to 1,000 members. It was located in Washington, D.C.,' to be near the IMF apd
IBRD, and indeed its success would depend largely on Its close cooperation with
ies and the BIS. '

th(’);l?eaizrgéis gf the international banking and finapcial sys.tems was obvxou51}r
important in both the short and long run, and many interventions touched on tl_ns
subject throughout the day’s discussion. With respegt to the .role of the commercial
banks in the restructuring process, a Swiss participant said tha.t they. wou_ld .o.f
course make a contribution, but that they could not ingrease their lending s1gn1f{-
cantly because of a ‘‘blatant lack of capital”” and worrisome balance sheet deteri-
oration. Consequently, international agencies and regional investment ban}qs would
be called upon to play a major role. Governmerits of the developed.c.ountrles wogld
also have to step in, but this was not illogical, 1nasmu<?h as the original borrowing
had served to aid industrial exports from those countries.
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Whether finance followed trade or vice versa, a German speaker pointed out that
probably 90~per cent of-the international lending of Western banks had been to
finance trade. Those banks were now being c¢riticized for having lent too much or
imprudently to Third World or ‘‘threshold’ countries, but if they had not done
so there would have been a crash some years ago. Avoiding that crash incidentally
enabled the industrialized countries to export, which was tantamount to fighting
unemployment in the large trading economies. The loans made by the private banking
sector to the £EDCs over the past decade should be viewed in that light, as a service
to domestic industries. Did the bankers now expect to be repaid? They ‘‘hoped
s0.”” This suggested less than certitude, which is why they were setting up large
loss reserves — probably larger in Europe than in the U.S. But the bankers were
also hoping for cooperation — among banks, official institutions, and the debtor
countries themselves — to ease the problem. That was not equivalent to solving it,
which would require a sustained recovery, the opening of our markets to the LDCs,
and indeed doing whatever was needed to help them reach a more advanced economic
level.

Strong support for these remarks was heard from an Austrian participant, who
recalled that the official institutions had not been prepared to handle the recycling
of funds toward the LDCs at the time of the first oil shock. But the resulting
plight of the commercial banking system could not now be solved by setting up
reserves, no matter how prudent that might be. What would bad debt charges of
$400 billion do to bank balance sheets? Governments were applying restrictive
measures through their regulatory agencies, but this ran counter to the apparent
expectation that banks would continue to extend credit to poor countries despite
the absence of any general framework.

But, asked a Dutchman, how could banks be expected to go on extending these
questionable loans against which they had to establish loss reserves? He put the
problem in dramatic relief by observing that to write off the presumably bad LDC
loans would require all of the gross profits of the 25 largest banks in the world
for a period of 13 to 15 years. Much of the new lending would be export financing,
which now entailed a large component of political risk. That was rightly the province
of governments, not-the private banking sector.

An International speaker intervened to say that more export credit lines were not
what was needed by the LDCs just now, as most of them were committed to cutting
their imports. So it was not surprising that those facilities had been oversubscribed;
they would never be used. The Dutch speaker argued that it made no difference
whether the credits were labeled “‘export’’ or ‘‘balance of payment,”” but a German
thought it was unwise all the same to expose governments to the political pressure
to grant balance of payment credits — a responsibility which was best left to the
international institutions.

A British participant described the banking business as in a ‘‘very sick situation,”’
which would not be cured by the economic recovery. The capital crisis of the banks
was extremely urgent, and it had been brought about by the accounting principles
of certain institutions in certain countries regarding bad loans. The patient was in
a ‘“‘sorry state,”’ and governments might have to step in.

An American speaker referred to legislation pending in the U.S. Congress which
had been characterized as ‘‘penalizing bank earnings.”” He asked if there were not
some way to sanction new reserves for banks who were prepared to grant new
credits to questionable countries, i.e., an opportunity to share costs with the
government, which would not after all be collecting taxes on the reserves set aside.
It was unfortunate, by the way, that the banking industry had taken ‘‘the wrong
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position” on the withholding tax issue, thus alienating many Congressman at a
time when that was not needed.

A compatriot responded that the large U.S. banks, having initially opposed the
withholding tax, had withdrawn their opposition after enactment and geared up to
comply. The main resistance after that point had come from the smaller banks who
were not eager to take on the expense of the necessary computer programming. As
for the Senate version of the IMF bill, the U.S. banking industry had no fundamental
problem with that, but there was a bill circulating in the House which, if literally
applied, would wipe out the earnings of virtually all the major banks.

Another American said that he was not as pessimistic as the previous British
speaker about the condition of the banking industry. He looked to the prospective
economic recovery, combined with the calm skillfulness of banks and international
institutions, and the cooperation of borrowers, to insure that the debts would
eventually be repaid. It might not be on schedule, but neither would there be a
calamitous crisis.

While the discussion of this part of this agenda item dealt mainly with the LDC
debts and the condition of the banks, it touched also on fiscal and budgetary
policies and interest rates, A Canadian participant had noticed running throughout
the papers and the discussion the theme of high real interest rates. Unfortunately,
the public seemed to have the impression that it was simply up to central banks
and governments to lower them. This overlooked the fact that central banks were
governed mainly by the marketplace. Interest rates remained high because the market
was not convinced that we had wrestled inflation to the ground; in fact, there were
expectations of a return to inflation. We had to resist the temptation to pump
more money into the system; the only way to bring interest rates down was by
attacking high national budget deficits. Our dilemma was that those deficits con-
tained a high component of social welfare and job creation.

A Belgian pointed out that the effect of the U.S. federal budget deficit was felt
around the world through the high level of interest rates it caused. Outsiders should
not presume to suggest where that budget should be cut (‘No representation without
taxation’’), but it was to be hoped that America would find the courage to adopt
a sounder, more politically difficult fiscal policy.

A German participant argued that investors in the European and Japanese capital
markets were partially financing the U.S. federal budget deficit. So long as they
— as well as Americans — could get a better yield on U.S. government securities,
there was little incentive to make direct, job-creating investments in the private
sector. The economic upswing would be flat and short so long as the federal deficit
went far beyond the savings quota of American society. Responsible leaders could
not get away with just putting the blame on a few senators; it was up to them to
speak out to the public. To those who would assign the highest priority to military
spending, the speaker replied that nothing was more important to defense than the
health and growth of the economy. A worldwide depression would destabilize many
more countries than those in Central America. British and Dutch participants lent
their support to this intervention, and one of them wondered whether a political
trade-off between deficits and interest rates could not be accomplished.

An American participant conceded that interest rates were too high for a long
sustained recovery, but not too high at the moment, given the large U.S. budgetary
deficit and the purchasing power it was throwing out. As the recovery accelerated
there was a chance of a major collision in the financial markets because of the
needs of the government. Probably nine-tenths of the Congress condemned budgetary
deficits, but reform was everyone’s second priority, the first being defense or social
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spending. One problem with the trade-off suggested by a previous speaker was the
time lag involved in feeling the effect of a reduced budget, which took a couple
of years. ‘

In closing this session, the chairman recalled that, some years ago, a group of
Amsterdam bankers had negotiated with the ambassador of a newly developing
country a consortium loan for five years. It could not be repaid at maturity and
had to be rescheduled. It was finally repaid after 30 years. The year of the loan
was 1782. The-ambassador was John Adams.

* *
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III. DISCUSSION OF CURRENT EVENTS

The current events session focused on the formulation and conduct of U.S.
foreign policy. The discussion covered America’s relations with its allies, arms
control negotiations and weapons programs, economic affairs, and policies in the
Middle East and Central America. An American speaker provided detailed reviews
of U.S. policies in those last two areas.

x* * * *

The U.S. and its allies. Speakers from a number of countries expressed concern
about what they saw as ‘‘unpredictable swings of the pendulum’ of U.S. foreign
policy. Unpredictability and inconsistency had characterized the Carter administra-
tion’s policies, and the situation had not much improved under President Reagan.

A Canadian argued that a shift of power from the President to Congress was to
blame. There had been a traditional rivalry between the two branches of government,
but now Congress was more powerful and assertive. The speaker was worried by
a ‘““/decline in internationalism and a growing nationalistic mood’’ in Congress; there
were trends toward unilateralism and protectionism which could be expected to be
troublesome. Congress was competing with the President as an initiator of policy
and was becoming increasingly undisciplined and unrestrained by the executive
branch. N

A Turkish participant offered an example of how this dichotomy in America’s
policy formulation troubled its allies. The administration had proposed a high level
of military aid to Turkey only to have an initiative raised in Congress a few weeks
later to cut off all military aid to that country.

The Canadian speaker sought to provide a perspective on the U.S. from its closest
neighbor. He said that the U.S. and Canada were at odds on a surprising number
of issues. Canada found it a challenge to ‘‘develop its own distinct society, project
its own identity, and fulfill its own domestic and international aspirations while
living next door to the most creative and dynamic society’’ in the world. The U.S.

tended to lean on Canada from time to time, and to criticize many of its policies. .

But the U.S. was, in the words of one Canadian, ‘‘Canada’s best friend, whether
we like it or not.”

A fellow Canadian was more critical of the U.S., saying that too often the U.S
attacked Canada’s interests and still expected Canadian support for its policies. The
U.S. had to learn to respect the essential concerns of its allies.

An American urged that his country’s policies be viewed in light of the problems

the U.S. had faced in recent years. There had been a breakdown in the domestic ‘

consensus about the nature, goals, and purposes of U.S. foreign policy that had
begun even before the Carter years. During the Nixon and Ford administrations,
the U.S. had been faced with the difficult task of having to conduct a foreign
policy of limited means in a climate of ambiguous dangers, at a time when national
cohesion was disintegrating due to Vietnam and Watergate. The U.S. had been slow
to' recover from this period. The problem had been exacerbated, too, by the
sometimes reckess and- cynical manner in which the domestic debate had been
conducted.

Another American saw the problem not as a breakdown in the consensus of the
elite, but as a movement of the public away from support of an internationalist
position as the result of economic problems. People were simply more concerned
with jobs and the economy. But, added another speaker, the effects of Vietnam
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were still very much alive, as the debate on Central America illustrated.

A widely expressed criticism was that the rhetoric coming out of Washington had
been excessive and confusing. This promipted an exchange of views among several
American participants. One argued that there was more strategy and continuity in
U.S. policy than had been suggested and that the problem had been one of rhetoric.
A fellow countryman agreed, saying that the administration’s policies were better
than the rhetorlc by which they were defended. Other speakers felt that the admin-
istratiori”s rhetoric had been considerably toned down from its early days. Perhaps,
suggested yet another American, there was a danger in toning down rhetoric too
much. Policies, in order to be effective, had sometimes to be put forth in strong
terms.

A final American intervention on the subJect sided with those Europeans who
still found U.S. rhetoric confusing, and argued that rhetoric and policy could not
really be separated; rhetoric ‘was policy. The problem, in the speaker’s view, was
a “‘divided administration’’. There were internal fights among the President’s staff,
the National Security Council, the State Department and the Defense Department,
all of whom were trying to make policy.

Another American acknowledged that mistakes had been made in the past, that
there had been problems in “‘settling down’’. But it was important to remember
that the administration had been voted into office with a mandate to change the
old way of doing business.

It was a Canadian speaker’s view that, while the aberrations of Vietnam and
Watergate had caused some ‘‘lurching around’’ of U.S. policy, these episodes were
well in the past. Indeed, the U.S. had some justification to view its allies as being
somewhat erratic themselves, complaining alternately about American strength and
American weakness.

Putting the past aside, a German found it encouraging that the U.S. was reas-
serting itself as the leader of the Western alliance. That leadership had been badly
missed. Europeans had criticized the U.S. for not providing leadership, now they
should not criticize too harshly its reacceptance of it. It was not easy to assume
the role of leader of a group of democratic nations. In doing so, the U.S. should
remember that-its_relationship with Europe had changed. Europe had become
stronger, and the alliance was now one of equal partners, with the small nations
playing an important role. Leadership, the speaker continued, meant consultation
before taking action, not information about actions already taken. The alliance
could ill afford any more ‘‘unhappy surprises’ like the grain embargo or the
pipeline decision. But he expressed satisfaction that the U.S. was once again striving
to lead.

Economic policies. A Greek participant summed up the feeling of many when
he said that the unpredictability of U.S. economic policies, especially with regard
to interest rates, was more harmful to the cohesion of the alliance than the
unpredictability of U.S. foreign policy.

A Briton asserted that economic and trade policies presented a great challenge
to alliance unity. Some NATO countries were ‘‘all but bribing’’ the Soviets to trade
with them, while others supported sanctions against the Soviet Union. A German
wondered why the U.S. seemed to view trade as a defensive rather than an offensive
element in foreign policy. Sanctions against Poland, for example, did not really
work against Soviet global aspirations. It was wrong to view trade as a ‘‘big stick’’.
Another German voiced concern that new demands by the U.S. to impose sanctions
or trade limitations on the East at the expense of domestic jobs in the West would
put great pressure on European governments, and likely make deployment of the
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Pershing missiles more difficult for the German government to carry out.

A speaker from Canada predicted growing protectionism in the U.S. There could
be no reduction of the U.S. trade deficit without ‘‘far-reaching structural change.’’
The U.S. could only buy time for its uncompetitive industry. Congress would
increasingly respond to the popular American feeling that the U.S. had been unfairly
treated in the world.

We ought to be glad that the U.S. was striving for economic stability and to
bring down inflation, said a German. But the means by which those goals were
being accomplished were open to criticism. The policy mix was not correct, with
too much emphasis on monetary over fiscal policy. High interest rates would choke
off economic recovery, and the reason for those high rates was the huge U.S.
budget deficit.

An International speaker viewed that deficit with great alarm. He had the impres-
sion that U.S. officials were not inclined to take immediate action to lower the
deficit. The speaker was not reassured by the comments of some Americans in
government that the problem would be ‘‘taken care of later.”” Without immediate
action, the U.S. would probably have only a short recovery, and Europe would
have none.

Arms control and weapons programs. A Norwegian speaker, while acknowledging
that there was a remarkable consensus among all participants on the need to pursue
both tracks of the two-track decision with regard to INF, expressed doubts about
the sincerity and seriousness with which the U.S. was negotiating in Geneva. There
was a widespread feeling in Europe that the determination to deploy Pershing II
and Cruise missiles had been amply demonstrated, but that the negotiations had
been slow and unproductive. It appeared to the speaker that the U.S. had essentially
made the decision to deploy, regardless of the outcome of the negotiations.

The U.S., in the speaker’s view, was spreading fear about Soviet power, and
using ‘‘scare tactics’’ which gave a misleading impression of the military balance.
It was hard for European leaders to ‘‘defend facts which we do not believe are
correct.” The speaker referred to a recent poll in the U.S. in which 60 per cent
of those surveyed believed the Soviet Union was a threat to peace, but 75 per cent
felt new U.S. weapons programs would lead to a parallel build-up of Soviet
weaponry. The anti-nuclear sentiment was strong not just in Europe, but in the
U.S. as well, as the freeze movement showed.

A German agreed that many in Europe felt President Reagan had abandoned the
negotiation side of the two-track decision. That decision had been made on the
assumption that détente would continue. Now, if the U.S. administration wanted
to dispel the growing doubts about its sincerity, it had to ‘‘tone down its rhetoric,
not impose economic warfare on Europe, not engage in a geopolitical crusade
against the Soviet Union, and be serious and be seen to be serious in Geneva.”’
The speaker felt that the proposals that arose during the Nitze-Kvitsinsky ‘‘walk in
the woods’’ would have formed a sound basis for a negotiated settlement, and he
regretted that the U.S. had not accepted them.

An American responded that the U.S. had been prepared to pursue the Nitze-
Kvitsinsky channel, but that the proposals themselves were not considered acceptable
because they called for the deployment of Pershing missiles. The speaker sought to
clarify his country’s policy with respect to the INF negotiations and to dispel the
notion that it was not taking them seriously. It was often overlooked that one of
the adminstration’s earliest decisions had been to adhere to the two-track decision
and to return to the negotiating table to seek an agreement. The zero-option proposal
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was a serious attempt to formulate an INF negotiating strategy, and was thought
to be sound both politically and militarily. The only proposal made by the Soviets
was to abandon the NATO deployment entirely. The U.S. had made a new proposal
that forces on both sides be equal at a.number chosen by the Soviets. Now it was
becoming apparent the U.S. would come up with yet another proposal to break
the deadlock. The U.S. found itself in the position of being expected to meet every
instance of Soviet intransigence.

But the administration was committed to searching for a solution. It was not a
foregone conclusion that we would have to deploy in order to get an agreement,
but it was imperative that the Soviets realize there was no third alternative. Failure
of the alliance to carry through with the .deployment would have ‘‘politically
dangerous consequences.’’ Further, no agreement could be reached if doubts per-
sisted in the alliance as to the sincerity of the U.S. negotiators.

Various speakers felt sure of American sincerity, but stressed the need to convey
that impression to the public. An American worried that we were getting to a point
where the only thing that would be accepted as proof of U.S. sincerity would be
to do what the Russians wanted.

A Turk agreed, warning that questioning U.S. sincerity only played into the
hands of Soviet propagandists, whose strategy was to isolate Europe from the U.S.
They had gone to great lengths to portray President Reagan as a warmonger. We
had to be careful not to give credence to the Soviet view that whatever they did
was right and whatever we did was wrong.

Responding to other points raised by the Norwegian speaker, an International
participant stressed that all of the NATO nations had studied the military balance
and reached a consensus view that imblance in favor of the Soviets was real and
not distorted by the U.S. And an American said it would be wrong to put too
much emphasis on the freeze resolution passed by Congress; it was an ‘‘abstract
document incorporating a wide spectrum of points of view,’”’ or, in the words of
a Congressman, a ‘‘letter to Santa Claus.”

With regard to concerns that the U.S. had embarked on a major arms build-up,
an American stressed that his country’s aim was not to restore strategic superiority,
but to replace and modernize weapons that were nearing obsolesence, as compared
with much newer Soviet armaments. The West had to maintain the credibility of
deterrence in the face of Soviet forces that were essentially brand new. This
modernization could be, and was being, carried out in phase with a general arms
reduction. The U.S. had 8,000 fewer nuclear weapons deployed around the world
than in 1967, with less megatonnage than in 1960. It had phased out roughly two
weapons for each new one introduced since 1967. It was the desire of the U.S. to
modernize its armaments while searching for stabilizing arms agreements. It was
hoped that the modernization could be achieved at vastly reduced levels of forces
on both sides.

U.S. policy in the Middle East. The major objective of U.S. policy in that region
was, according to an American speaker, to achieve a just and lasting peace between
Israel and its Arab neighbors.

With respect to the current situation in Lebanon, the U.S. had three goals: (1)
the withdrawal of all external forces, (2) the restoration of Lebanese sovereignty
over all its territories, and (3) effective security arrangements to safeguard Israel’s
northern border. The broader goal of U.S. policy in the region was to show the
parties concerned that negotiations could be effective and were the only way to
achieve peace. :

From the Israeli point of view, the Lebanese withdrawal accord was a positive
achievement because Lebanon became the second Arab country to negotiate and

71



reach agreement directly with Israel. The agreement called for an end to hostilities
and specified both parties’ right and obligation to live at peace with each other
within secure, recognized national boundaries. It also provided for security arrange-
ments designed to prevent the return of outside forces to the security area.

From Lebanon’s viewpoint, the agreement was the first step toward the withdrawal
of foreign forces, and would allow Lebanon to establish a strong central government.
But the agreement was not a peace treaty and thus allowed Lebanon to maintain
its relations with other Arab nations.

Though Syria had denounced the agreement, the U.S. believed there was a
reasonable chance that Syrian forces would withdraw once the Lebanese parliament
endorsed it. Syria itself had stated that its forces were in Lebanon by invitation.
Part of the diplomatic strategy was to encourage moderate Arab states to urge
Syria to withdraw. There was considerable risk of war with Syrian and Israeli forces
‘‘cheek-by~jowl’’, and Syria would probably be on the losing end of any conflict.
Finally, the speaker suggested, Syria would not want to be the country responsible
for Israel’s staying in Lebanon. ,

As for the broader peace process, the U.S. was concerned about the Palestinians
in the West Bank and Gaza. The U.S. approach was to handle the problem by
getting all parties concerned to the negotiating table. The PLO had done nothing
for these people, and by delaying the start of negotiations it had given Israel more
time to continue its settlements policy. The European proposal that negotiations
start with the U.S. endorsing Palestinian self-determination was a ‘‘non-starter,”’
b;cause that was a ‘‘code word”’ for an independent Palestinian state. Under such
circumstances, Israel would never negotiate. Nor was it productive to suggest that
the U.S. deal directly with the PLO. The U.S. insisted that, as a precondition to
joining any negotiation, the PLO recognize the right of Israel to exist.

A Turkish speaker praised the U.S. achievements in the Middle East, but ques-
tioned how there could be a serious negotiation without the PLO, which, in spite
of its setbacks and disunity, was still a force to be reckoned with, and from which
no Arab state could afford to disassociate itself. The speaker did not share the
American confidence that the Syrians could be induced to withdraw from Lebanon.
If Syria withdrew, the Soviets would lose their cards in the region.

An American argued that while the U.S. was perhaps in the best position to
bring peace to Lebanon, it was not necessarily in the best position to bring peace
to the Middle East. It was being blackmailed, or at least victimized, by its client.
Israel had been obstructing negotiations, even rejecting something less than self-
determination as a basis to get them going. The U.S. had been able to do nothing
about the settlements policy. Failure to involve all the parties, including the PLO,
would ultimately reintroduce the Russians into the equation.

An Austrian agreed that the central problem was how to bring the PLO into the
negotiations. The Middle East was an area of vital concern to the interests and
security of Europe, and it was appropriate for European leaders to put forward
proposals for a negotiated political settlement. The PLO now seemed willing to
negotiate, but ironically, it was the other side that was unwilling.

Conflicting views within the alliance about the role of the PLO worried one
American participant. These conflicts had slowed down progress toward a settlement,
he warned, and ‘‘enormous political difficulties’’ were now developing. We had
given the Soviets and the Syrians an incentive to continue the Lebanese crisis to
see what would happen.

One speaker wondered why the U.S. did not exert pressure on Israel to give up
its settlements policy. An American replied that a policy of pressure would not
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succeed. The U.S. had been successful not because it had been able to force Israel
to “knuckle under,’”’ but because it had been able to get both sides to negotiate.
The way to bring the PLO into the negotiations was to get them to take the first
step of recognizing the right of the other party to exist.

U.S. policy in Central America. The Reagan administration, said an American
speaker, recognized that the conflict in the region had its sources in poverty,
economic underdevelopment, and failure of the social, économic and political in-
stitutions. These conditions had to be changed, but external intervention from Cuba
and the Soviet Union only made matters worse. This intervention had led to the
“betrayal” of the Sandinista revolution and the success of the paramilitary forces
opposed to the government of El Salvador. In that country, the guerillas were
destroying the national economy by wrecking its infrastructure.

U.S. policy with regard to El Salvador had four goals: (1) reform of the political
and social institutions to promote democratic government and respect for human
rights, (2) support for economic development, (3) provision of military assistance
in order to shield the democratic process and protect institutional reform, and (4)
support for negotiation to achieve a political solution.

The U.S. sought to promote free elections in El Salvador, open to all, with
guarantees against intimidation. It favored a continuation of the progress already
made in agrarian reform, as well as judicial reform to protect human rights. It
would aim to provide economic assistance necessary to rebuild the economy, to
provide military assistance to shield these processes, and to support negotiations,
especially regional ones. The U.S. did not support power-sharing negotiations be-
tween the government and the guerillas, but rather negotiations on conditions of
elections and on the democratic process.

In Nicaragua, the speaker continued, the U.S. had not sought conflict. It had
provided support initially to the Sandinistas, but policies of repression and support
for the insurgents in El Salvador had led to deteriorating relations and a cut-off
of aid. The U.S. had since sought a diplomatic accommodation, but had been
rebuffed by the Sandinistas in its efforts to promote bilateral and regional nego-
tiations. At present the U.S. supported the Contadora initiative.

Specifically, the U.S~.would be in favor of the withdrawal of all foreign military
advisors and troops, renunciation of support for insurgencies in neighboring coun-
tries, and non-importation of offensive weapons into the area. All these objectives
would have to be achieved on the basis of a reciprocal and verifiable agreement
binding on all parties.

There were no ‘‘quick answers,”’ the American observed, but we nevertheless
were running out of time. The democracy that the U.S. saw emerging in El Salvador
could not survive if the economy were being wrecked. The fledgling institutions
needed protection. :

A Spaniard offered a different perspective on the problems in Central America.
He had ‘‘full understanding and respect’ for the U.S. position with respect to an
area that had ‘‘undeniable strategic importance’” to it. But the situation had to be
viewed from the perspective of the historic difficulties in the inter-American rela-
tionship. U.S. policies in the region had ranged from neglect to full-scale interven-
tion.

One had to realize that we were seeing a group of different conflicts, each with
indigenous causes—economic and social imbalances and oligarchical domination.
Only secondarily was it an East-West issue, only lately had external forces become

involved.
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It was easy to support the basic goals of American policy, but the U.S. tendency
was to emphasize ‘‘negative aims,”’ namely to halt the spread of Communism.
Other countries stressed positive goals such as human rights, economic development,
and social justice. The U.S. method tended to be military, while other countries
favored dialogue and negotiation. The problem of Central America was complex
and required a complex solution. It was imperative to prevent enlargement of the
conflict.

Spain felt the initiative had to come from the Latin American countries, and
therefore it supported the Contadora group. A multilateral framework was needed
to consider the overall problems in the area, and within that framework there had
to be bilateral talks between governments, and between opposition forces and
governments.

There were in Central America moderate groups seeking a peaceful solution. Not
all of the opposition in El Salvador were armed Marxists. The moderates needed
support. The U.S. faced a credibility problem if it was seen to be siding with the
old, corrupt, tyrannical governments. A vast social change was taking place, and
the causes, not the effects, had to be fought.

A Canadian agreed, saying that while it was true the U.S. had important strategic
interests in Central America, the revolution ‘‘could not be turned off”’, nothing
would stop the process of change which was the result of years of oppression.
Military aid was a “‘losing game,’’ and the U.S. would be better regarded by future
generations of Central Americans if it offered political and economic support only.

An American supported this view, saying that the younger generation of Latin
Americans was fed up with repressive, unjust regimes. The U.S. had a sorry record
of intervening in the Central American, Caribbean, and Latin American regions,
and it ‘‘never seemed to learn the lessons of its own history.’”’ The U.S. was badly
prejudicing its future with the younger generation in these areas.

A Spanish participant thought the U.S. had already lost its credibility in Latin
America as the result of its support of Britain in the Falklands conflict. Latin
American countries were suspicious of U.S. goals in Central America.

Other speakers expressed doubts about the wisdom and effectiveness of U.S.
policy in Central America. An American questioned whether the governments being
shielded with military assistance had any intention of carrying out political and
economic reform. The U.S. might have, at most, some short-term success with its
current policies. But it would have to redefine its interests in the region and figure
out how to deal with the inevitable revolutions. U.S. support for the regime in El
Salvador, in the speaker’s view, ‘‘fed the causes by which the war began.”

Another American supported military assistance to the government of El Salvador
because it was clear that the guerillas were ‘‘hardcore Marxists, not agrarian
reformers.”” But the question was how far to go in supporting the government. If
they could not survive even with U.S. weapons, instruction, and training, then there
was not much more to be done. But, in one participant’s view, the U.S. had so
far used only ‘‘moderate, if not to say negligible, means in Central America.”

Europeans, said an International speaker, should be more discreet when criticizing
the U.S. about its Central America policies. The choice in that region was not
between a good government and a bad government, but between a relatively corrupt,
undemocratic regime that was.pro-Western and a more corrupt, tyrannical regime
that was pro-Soviet. :

Queried why the U.S. supported new elections in El Salvador, an American
wondered what else his country was to support. Usually the U.S. was criticized for
supporting authoritarian regimes. In Central America it was supporting the alter-
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native of electoral government. As to the possibility raisgd by several speakers of
including Cuba in negotiations, the American quaker said his government would
be open-minded about including Cuba in a multilateral approach if Cuba would
first renounce the exportation of its revolution. . _

The whole Central American issue, argued another_ American, was cor_npllcated
by an ill-informed debate between conservatives and liberals, whp romant1c1z§d the
rebels and failed to realize there could be no reform or economic program without

the shield’ 6f military assistance.
* *

CLOSING REMARKS

nce, the Chairman expressed the gratitude of all those
under the leadership of Donald Macdonald, with
llaye; to the various agencies of the Canadian
provincial and national government; to the authors of the working papers; to the
interpreters and the Bilderberg secretariat; and to the hotel staff,. all of whom had
contributed generously and efficiently to the success of the meeting.

In closing the Confere
present to the Canadian hosts, uI
the assistance of Bernard C. Thi
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