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IMF’s De Larosiere demands:
Slash budgets, raise taxes

by Richard Freeman

Speaking on Aug. 27 in Innsbruck, International Monetary
Fund czar Jacques De Larosi¢re called for an immediate
“consensus” to halt the growth of domestic public debt of
Western countries. De Larosiére put his finger on the major
weakness in the industrial nations, the explosive growth of
public as well as other industrial sector debt, which could
fissure the world monetary system. By presenting a general-
ized debt crisis in the industrial sector, De Larosi¢ére empha-
sized that this crisis is every bit as severe, and perhaps more
s0, than the Third World debt crisis, a point that EIR founding
editor Lyndon LaRouche has stated in these pages more than
once this year.

Holding out the threat of a blow-out of all Western na-
tions’ government debt, De Larosi¢re warned that if they
don’t behave, the leading industrial nations in the Group of
Seven—Canada, United Kingdom, France, Germany, Italy,
Japan, and especially the United States—will be hit with
adverse “psychological reactions” which will bring on a short-
selling of Treasury securities—a breakdown of the Treasury
market which these governments will be hit with anyway.

“Nothing untouchable”

The IMF chieftain said that growth in federal government
debt is unsustainable in the long run. Wamning that later it
would be “politically difficult” for governments to implement
the necessary steps, he urged in substance that all expendi-
tures be cut drastically now; “nothing can be considered
untouchable, including social and welfare payments,” he
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added. “No group should be insulated” from such a policy.
Either the growth of public debt is stopped now through
drastic austerity or “it will be stopped, as in the past, by a
new burst of inflation with all the social, political, economic
disarray that accompanies it. What is at stake here is mone-
tary stability and the soundness of institutions.”

Like some predatory animal closing in on its prey, De
Larosiere senses that the advanced sector has worked itself
into a debt corner that nothing short of a fundamental trans-
formation of monetary relations can get it out of. Therefore,
he is ready to grasp the advanced sector in his “conditionali-
ty” claw.

Few who heard De Larosiére’s speech at the International
Institute of Public Finance in Innsbruck, could fail to miss
the timeliness of his utterances, especially with regard to the
United States. At the end of August, the largest savings and
loan association in America, the Financial Corporation of
America, blew apart, despite its hasty reorganization by the
government over the previous weekend. It had to be stitched
together with a $2 billion infusion of cash from the Federal
Home Loan Bank Board and Freddie Mac.

The fourth largest commercial bank, Manufacturers Han-
over, started doing a credible imitation of the beleaguered
Continental Illinois, and sucked up to $3 or $4 billion from
the Federal Reserve’s emergency discount window (see
Banking). The $5.3 trillion public, corporate, and consumer
debt structure of the United States began rocking to and fro
like an old dried out tree ready to snap in the wind.
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De Larosiere sketched the dilemma the Western govern-
‘ments find themselves in: The mercurial growth of debt ser-

vice, fed by Federal Reserve Board chairman Paul Volcker’s
five-year diet of double-digit interest rates, causes budget
deficits to spiral out of control. Even were revenues and
expenditures to remain the same and be in balance, budgets
would still be in deficit because of swelling interest costs.

Of course, De Larosiére makes scant mention of the Fed-
eral Reserve. Instead, like the dark-souled monetarist that he
is, De Larosiere puts the blame on too much government
spending and “fiscal laxity.”

“Over the past two decades, several factors brought about
an attitude of fiscal laxity on the part of policymakers of
many countries.

“. .. The prevailing mood of the time created high ex-
pectations of the role that governments should play with
respect to income maintenance, job creation, and income
distribution. . . . Increasing subsidization of public services
made them cheap to the users, thus raising the demand for
them. Governments were led to spend progressively more to
prevent a deterioration of their quality.”

De Larosiere has plans to reduce everything to chaos.
“So-called entitlements must be scrutinzed”; “[inflation]-in-
dexation or other mechanisms cannot continue” for social
security or the elderly; taxes and the cost of services must go
up.

This, of course, is the same blast Walter Mondale is
delivering against President Reagan, in conjunction with Swiss
financial interests. One would think that “De Larosiére for
Mondale” bumper stickers will soon appear.

De Larosiere, who would have been happy serving as a

cost-accountant at Auschwitz, archly opines: “People came

to feel that they had almost a natural right to cheap or free
health care, transportation, communications, and so forth.”

What is otherwise most obvious is that the “medicine”
De Larosiére prescribes is in fact the cause of the disease in
the first place: Exhorbitant interest rates and the implemen-
tation in the Western nations of precisely the austerity that
De Larosiére has recommended—the indiscriminate cutting
of infrastructure, and contraction of industry and agricul-
ture—are the twin causes of the budget deficits eviscerating
the advanced sector.

But ideology aside, De Larosiére does pinpoint the dy-
namic of the danger inherent in the leapfrog of government
debt. Two tables of the several De Larosiere presents in his
speech were most revealing. One of them showed that in
most countries, the ratio of central government debt to GNP/
GDP is 200 to 400% higher than it was a decade ago. For
example, in 1972, West Germany’s central government debt
to GNP/GDP ratio was 6.6%, Italy’s was 44.3%, Japan’s
was 12.5%, Denmark’s was negative 1.6% and America’s
was 28.0%. By 1983, West Germany’s ratio was 20.4%,
Italy’s 78.9%, Japan’s 52.5%, Denmark’s 68.7%, and
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America’s 35.5%. Since both government debt and GNP are
increasing, this means that public debt is growing many times
as fast.

The United States alone has $1.4 trillion of the approxi-
mately $3 trillion treasury debt obligations of the advanced
sector. (These figures exclude state and local government
debt, which is at least another $1 trillion.) The U.S. Treasury
debt outstanding was $600 billion, or less that half its current
amount, only five years ago. Think back and recall what
happened then: Paul Volcker was appointed Federal Reserve
Board chairman.

A second table presented by the International Monetary
Fund chief showed the interest on the public debt as a percent
of total federal government debt. In 1972, the interest pay-
ments as a percent of federal government expenditures for
West Germany, Japan, Italy, and the United States, were
2.5%,4.2%,4.8%, and 7.1%, respectively. In 1983, for the
same countries, the ratios were 10.8%, 18.0%, 17.3%, and
14.6%.

Interest on federal government debt has taken on a life of
its own, enlarging both itself and the budget deficit. As De
Larosiere put it:

“We are at a juncture where fiscal deficits are feeding
upon themselves through the interest component of govern-
ment expenditure. As the relative size of the debt increases,
interest expenditure also grows. Furthermore, that growth
can be accelerated by a rise in real interest rates or by a
reduction in the rate of growth of the economy.”

In the United States, the interest on the public debt for
fiscal year 1985 will be roughly $115 billion. To put this
interest payment in perspective: The entire cost of one Space
Shuttle mission, which many budget-cutters would elimi-
nate, is $150 million, which amounts to less than a half-day
of U.S. government debt-service costs.

De Larosiere acknowledges that he has pinioned the United
States and other advanced sector countries under the weight
of interest rates, from which position they cannot extricate
themselves. He then applies the bone-cruncher in his neat
formulation:

“These are sobering results because they indicate that if
taxes remain at the same share of GNP, and expenditures
other than interest payments also remain at the same share of
GNP, fiscal deficits and the financing requirements of gov-
ernments would grow [because of rising interest on the public
debt—ed.] Only if taxes can be increased and/or noninterest
expenditures can be cut by amounts that exceed the increase
in interest expenditures, can the debt explosion be contained
and the fiscal deficit reduced.”

Further, he says:

“The larger the increase in interest payments, the larger
must be the cuts in other expenditures, by a magnitude large
enough to accommodate the interest payments.”

What remain uniquely sacred are interest payments. Cut

Economics 5



anything and everything to pay the interest.

It’s called usury, and will make Credit Suisse and other
bondholders of U.S. government debt happy. The United
States would have to close a $175 billion budget deficit plus
run a $20 billion budget surplus, through sharp tax increases
and budget-cutting, to effect a balanced budget.

To do this would require dictatorship conditions.

De Larosiére warns of financial panic. He speaks of “psy-
chological reactions,” wherein, “if those who hold public
debt came to feel that the monetary authorities might give in
to pressures to expand the money supply [bail out government
debt and the banks—ed.] . . . the holders of bonds might
attempt to unload them.” De Larosiére is sardonically aware
of his power and quotability as head of the International
Monetary Fund, that his public waming may instigate the
markets to panic in that direction.

The moment the U.S. government debt market even ap-
pears to be going under, the viability of the U.S. banking and
credit system has ceased to function. All the benefit of such
a collapse accrues to the Soviets, the Swiss, and the IMF
itself. The tip of the iceberg

Yet, the rash of bank failures this year, which has put
more than 200 institutions on the government “watch” list,
attests to the rotten nature of corporate, consumer, and farm
loans. The U.S. economy has built a credit bubble over the
past 15 months that resembles the 1929 stock market bubble.

Consider some of the stunning rates of growth of debt
taken from the Federal Reserve Board of Governors’ Flow of
Funds for the first quarter of 1984 (second quarter figures are
yet to be released). Short-term corporate borrowing occurred
in the first quarter at a $161.7 billion annual rate. This is
more than $100 billion greater than the level of such credit
for all of 1983.

Consumer credit grew at a $78.5 billion rate in the first
quarter, more than two and one half times its average rate for
the last five years.

The extent of short-term lending was extraordinary. Many
car loans had four-year maturities, and one New York bank
began offering five-year car loans. More than half the car
owners hold cars for less than three years, so the loan is
longer than the time the car is held. The ratio of cash sales of
cars is now no more than 15-20% of all such sales, an all-
time low. On trade-in sales, many dealerships are giving
inflated values for the trade-in car, which is in effect giving
a discount on the price of the new car. Plus, car finance
companies are paying low double-digit interest rates on the
commercial paper market to then lend the credit to customers
at sometimes below 10%. The finance companies take the
loss to move the cars. This has led the commercial paper
market to grow at an explosive 20%-plus rate for the first six
months of 1984.

Home mortgages were lent at a spectacular per annum
rate of $145.7 billion in the first quarter, versus an $86.2
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billion rate in the first quarter of 1983. But this is just the first
level of hypothecation. Home-owners have once again start-
ed using their homes as speculative entities. Borrowing against
home equity, which totaled less than $8 billion in 1982, rose
at a rate of $40 billion per year in the second half of 1983 and
continued to rise at that rate in the beginning of the year. This
practice is what added to the speculative blow-out in housing
in late 1980.

Shelter wars

But the gross figures can only convey half of the true
picture of the level of credit expansion, and sheer bubble
activities now ongoing in the United States. For example,
during the first half of 1984, corporations used $75 billion in
borrowings to simply buy back their own stocks. They then
promptly declared higher dividends per share, by virtue of
having fewer shares outstanding, and engaged in various
games to increase profits through selling divisions, leasing
them back, and counting the capital gains from the division’s
sale as profits.

Thus, the stock-market rise was based on inflated profits,
which rose higher as a result of the stock market bubble. The
reverse-leverage on this process will be devastating.

On top of this, a good percentage of all real-estate deals
concluded this year were tax-shelters, in which the individual
investor put up a minimal amount of, say, $25,000 and real-
ized two to six times that amount in tax benefits. This, of
course, spurred the multi-family housing market boom, but
cut perhaps $25 to $50 billion from corporate and individual
tax payments.

So, the U.S. economy and profit structure in 1984 became
in reality a “paper tiger”—most of the gains were registered
on paper only. But farming, many basic industries, and infra-
structure continued their collapse. Corporations, which bor-
rowed so much short-term, never corrected their balance
sheets to fund out into long-term debt. This is a most unusual
act of neglect during a “recovery.” According to the Farm
Home Administration, 40% of its mortgages, worth $150
billion, could default this year.

The reams of credit extended during the first half of this
year, on top of an already-bloated consumer and corporate
debt load in the United States—exceeding $3 trillion—has
put the banking system at the straining point, especially since
so little of the money went for sound investments.

The end result can be seen in the current fate of the
Financial Corporation of America, the Continental Illinois
Bank, Manufacturers Hanover, and many other institutions.
The recent two-month downturn in housing, the downturn in
retail sales and other critical parameters, indicate not a long-
sought cooling off period. Rather, they represent the end of
credit-generated speculative “boomlets,” which will leave
banks with even more worthless and vulnerable paper on their
hands.
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The Second International Conference
(f the

SCHILLER INSTITUTE

Wiesbaden, West Germany

Rescue the Western Alliance!

September 21-23, 1984

Conference Program

Culture and history - The values of the free West
which must be defended * Friedrich Schiller, the poet of
freedom * Benjamin Franklin’s network in Europe * Europe’s
participation in the American Revolution ¢ The Cincinnatus
Society * The campaign against German culture in Ameri-
ca—cui bono?

Military strategy « Western Europe’s security interests
* Tendencies in Soviet military strategy from Sokolovskii
to maneuvers in July ¢ The doctrine of “Mutually Assured
Survival” » The danger of the new Soviet “Sputnik shock”

Economics ¢ The World Food Crisis of 1985, and how
it can be prevented * The American System of economics

versus the British System ¢ “Operation Juarez’—The so-
lution to the debt crisis and the strategic importance of Latin
America

Science * C. F. Gauss and the history of the effects of his
discoveries * The scientific tradition of G6ttingen * European-
American collaboration in space ¢ Scientific priorities for
the 21st century

Friday, Sept. 21 8:00 p.m.—Concert

Saturday, Sept. 22 9:00-6:00 p.m.—Presentations and
Discussion
8:00 p.m.—“Schiller Evening”

Sunday, Sept. 23 9:00-5:00—Presentation and Discussion

For registration information, contact:

In the U.S.A.:

Schiller Institute, Inc.,

1010 16th St., N.W., Room 300
Washington, D.C. 20036 (202) 955-5938

In Western Europe:

Edith Vitali or Rainer Apel

c/o EIR, Postfach 2308, 6200 Wiesbaden, F.R.G.
Tel. 06121-44-90-31



