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Bank provisions for bad debts

Points to make

(1) Obviousiy,banks have to make the provisions they
think proper sgainst individual loans to problem countries,
taking account also of the views of their supervisory

authority (the Bank of England),

(ii) The circumstances may vary from loan to loan,
depending on the details, existence of guarantees (eg from

ECGD) etc.

(iii) It is not a matter of writing a loan off completely
or not at all. And a loan can be written down one yar and

up the next if circumstances change.

(iv) The position on the tax treatment of provisions was
set out in a letter of 17 January from the Revenue to

the British Bankers Association (which has now been
published). [Copy attached. It 1s believed banks are now

generally content with the situation.]
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Draft Speaking Note

Role of the IMF (and central banks) in encouraging new bank
lending to problem countries

I am aware that the IMF has played an intermediary role

in several recent negotiations about sovereign debt

rescheduling or restructuring. This is a natural role for

the Fund, because before giving its approval to an economic
adjustment programme of a member state the Fund needs to

satisfy itself that adequate external financing will be available
in support of the programme. [I am also aware that central banks,
including the Bank of England, have encouraged bankers to cooperate

with the Fundl.

For commercial banks I believe the process is a helpful one
also. They can find (and have found) value in the opportunity
to get a direct explanation and reassurance from the IMF about
the economic programmes borrowers have agreed to implement.
Each bank may also find it valuable to know that its own
new lending will be matched by others as well as

the Fund. In these circumstances new
lending by a bank can help to improve the quality and security

of its existing loans.

I accept that for the Fund to involve itself in negotiations
between sovereign borrowers and commercial banks is something

of a new departure, as I believe the Fund Management would be






the first to acknowledge themselves. My impression for what it
is worth is:that these initiatives have been generally wélcomed
by debtors and creditors alike in difficult circumstences. I
have it in mind that this is a developménf which it might be
useful to have some discussion about in the Fund, with a

view to lending the recognition and support of member Governmeﬁts
fo initiatives by'the‘Manéging Director of the kind which he

has already taken [ip relation to Mexico, Brazil, Argentina

and most recently Yugoslavial; and to encouraging longer term

—— )

arrangements for continuing cooperation.
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The IMF as intermediary between sovereign borrowers and

" private sector lenders

Speaking Note

The Fund has not explicitly explored the idea of long term
borrowing .from institutions - only contingency market
borrowinglwhiChﬁwaﬂd be short or medium term. The Fund
would have to think long and hard before entering into

a greatl& expanded role which, as proposed, would involve
intermediating both maturity and risk simultaneously.

In tﬁe last resort, of course Government's and tax payers
would have to be the ultimate guarantors. [If raised. Any
proposal to use to Fund's gold as collateral would be a
very contentious issue on which agreement could not be

expected].

Doubts about proposals of this kind relate also to the
distortions which any large scheme of official financial
intermediation would introduce in international finance.
It removes the element of commercial judgement that should
properly fall to the private sector lenders. They would
simply look straight through the IMF to the strength of the
ultimate guarantors (member governments and tax payers). The
result could easily be to divert or deter normal
commercial flows. There are also all the difficulties that
a central institution could face in deciding which-
countries could borrow and which specific uses funds should
. be put to in the borrowing countries. These decisions are
\ taken much more efficiently and effectively in the market.

" _Role fon IBRD (for defensive use if raised)

Essentially this would amount to little more than an agreement
to step up the IBRD's normal activities. But these are already
subject to constraints. First there is the constraint of the






IBRD's gearing ratio;” and second there is the IBRD's rule

that any loans.have to be made for specific worthwhile
.projects of reconstruction and development (except in special
circumstances). Any changes to these rules would put the
IBRD's credit standing at risk. [Issues of indexed bonds
_would seem a superfluous inducement to dinvestors, would

not fit alongside other IBRD bonds, and might increase the
difficulty of marketing existing IBRD bonds given the uncertain
impact that indexed borrowing would have on the Bank's future .
ligbilities.

Background Note

Professor Williamson has suggested that the IMF might take
a greatly expanded intermediary role. His idea appears to
be that some organisation like the Fund would tap long-term
money from private institutions in industrial countries,
who in return would receive claims on the Fund denominated
in SDRs, and indexed using an average of prices in the five
major currency countries. On his proposal the collateral
would consist of the Fund's gold, or bonds supplied by
member countries. Dr Bray has suggested the scheme might
be run by the IBRD if not the Fund.

The first paragraph of the spegking note above reflects
Mr Anson's report of the IMF position (telegram No 36 of
21 January).

A






2\ &>

Schemes to guarantee or refinasnce existing bank loans from

official funds

Some time ago the IMF/IBRD Development Committee set up a Task
Force to examine problems related to non-concessional flows to
the less developed countries. The Task Force considered several
ideas for new guarantee facilities, including a French proposal
for a Multilateral Partial Guarantee Framework for extending
partial guarantees to international banks on behalf of countries
on the threshold of creditworthiness.

However, in their report to the Development Committee the Task
Force decided not to recommend that these ideas be pursued,
essentially because their consultations with commercial banks
revealed that there was little prospect that a new mechanism
of this sort would in fact generate additional lending. There may -
be some scope for multilateral institutions, such as the World
Bank and the main Regional Development Banks, to make greater
use of their existing powers to guarantee commercial loans in
addition to lending in their own right but in the past there
has been little demand for them to do so.






lTore recently a number of further schemes have been canvassed
outside Government, . e = F . For
example, a Refunding Facility was suggested 1n a Financial Times
leader on 1% September, which would issue long term bonds with
an IMF guarantee, using these funds to purchase debts at a
discount.

Line to take

One difficulty with some of this family of ideas is that they
tend to cut across IMF conditionality. If conditionality is
decreased there is a danger that guarantees will be called.
More generally schemes of this sort seem liable to give the
wrong signal about the respective roles of international
institutions, banks and adjustment by developed countries.

If a commercial fee were changed, as it should be, there would
seem real questions to do with the extent to which the largest
banks would be interested in some proposals in this field if
(for example) they felt able to look after themselves in
rescheduling operations.

The best way forward is first to tackle individual country
problems on a case by case basis. Secondly insofar as the
problem is a general one we need to make the existing
institutions work better. This means in particular more
resources for the IMF and closer liaison with the commercial
banks in the establishment of programmes for problem countries.
It may mean the Fund getting in earlier and leaving shorter gaps
if a programme breaks down. This approach is not easy but it
seems right in principle, and it avoids the hazards of attempts
to establish major new bureaucracies in short order. The role
the IMF has been taking recently in cooperating more closely
with commercial banks over problem countries is on balance a
helpful development. :
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INTERNATIONAL BANKING SITUATION

Since November the main precccupation of the maiketd has shifted
from Mexico to Brazil, which has been forced by its acute cash
shortage to foliow a rather similar path. The Brazilians, by
protesting too much that their situation was under better control
than the Mexican one and by mishandling their relations with

the conmerclal bankers,initially created some confusion. They have,
however, now put the organisation in place for a fairly speedy
conclusion to negotiationsg. with the banks, and the response to
their package of financing measures bas been encouraging. Larosiere
has swung firmly behind the Brazilians' request and on

Monday 24 January adopted the same tactics towards the banks as he
did for Mewico, telling them that he would only recommend the
Brazilians adjustment programme to the IMF Executive Board if he

.

had confirmation from the banks that theys had fully committed

- L}
rhemselves to the financing package. The negotiations on most
2

narts of the package for Arcgentina have been concluded except

i

for final details of rescheduling of 1983 maturitics.

The Veneztvelans and the Chileans both have payments difficulties,
but the root causes ave rather different From the rest. Venezuela
has a history of incompetent administration of its international
financing, recently compounded by some loss of confidence in the
‘domestic banks. It has sensibly decided to shift frowm a policy

of reliance on short-term debt to funding with longer maturities
but has handled the implementation poorly. Its once ample reserves
are being dissipated in the process and now the prcspects for

the o0il price threaten to woxsen the situation. Chile's

donestic difficulties have ted te a crisis in their domestic banks;
a number of these are either being liquidated or taken over by the
gbvernment in a way which secms to treat foreign creditors rather
badly. Most of Chile's foreign debt has been contracted by

1

private borrowers which makes it harder to find & collective solutiocn.
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There ig some concern lest the domestic crisis spills over and

infects their relations with foreign creditors.

In Eastern Europe, negotiations are in progress on restructuring
1983 maturities of Poland and Romania, although in the case of
Poland, this is restricted to commercial Bank debt until the
conditions for the resumption of talks on official debt are met.
Meanwhile, Poland enjoys de facto a 100% moratorium on official
debt. The Yugoslav situvation is more untidy with Yugoslavia
reluctantly accepting the need to’ restructure its debt within a
package (including new money), largely put together at the
instigation of the IMF and the US authorities and involving
international institutions, governments and commercial banks.
Details for the countries mentioned are given in the attached
table and the country notes; there are also notes on East Germany and
Hungary, which could also run into financing difficulties.

Confidence within the international markets is improving despite

some unhclpful new developmentg, like the Chilean difficulties.

The ability of the system to deal with shocks of this kind,
demonstrated by the experience of the last half year, seems

for the time being at least, to have removed the fear of a widespread
collapse of the system and to encourage confidence that major debt
problems can be dealt with. Swift action by the authorities in

providing inter-government oOx BIS/central bank assistance to Brazil

in conjunction with firm handling by Larosiere of the IMF relationship,

with the borrowers and the private lenders, has shown that
official response to Mexico earlier on was not a flash in the

pan but a demonstration by the authorities not to allow panic to
cause or spread instability. A symptom of the restored resilience

of the market against this background is the way it took in its

" stride this week the announcement that a US bank (Seafirst Corporation

of Seattle) with large loan losses in the energy sector and
coné&&égzgle exposure to Latin America, had been given a $1.5 bn
credit to strengthen it by a consortium of major US banks;

this news last swumer would.have rung alarm bells throughout the

international and US domestic banking markets.
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Nevertheless, there is still some tension which will last until
the agrcements on the financing packages for the problem countries‘
have been signed, probably within the next couple of months.
Whethexr that tension lessens very much thereafter must depend

on a numwber of other factors. The direction of the o0il price

in the wake of the disarray in OPEC is now hanging over some of

the heavily indebted countries. If there is a substantial and
rapid decline it will threaten the revenve of Mexico, Venezuela
and some other countries like Nigeria and Indonesia which could be
vulnerable. It could also have an adverse impact on energy-
related borrowers in Canada and the US with the risk of a knock-on

effect on some of their domestic banks.

Other debtor countries depeihdent on imported energy like Brazil

will benefit from the improvement in their balance of payments

and that prospect ought in principle to improve their creditworthiness.
As well as this direct benefit, théy'coul& also be helped by any

resulting general stimulus to the world economy which could

~

reinforce the recovery expected later this year. However, there is

(

@ deanger that the impact on Mexico and the other heavily indebted
oll producers will lead to a more generalised deterioration in
the financing climate., The banking community in the past hes not
always differentiated adequately between sovereign borrowers and
if this were repeated then other Latin American countries would

also find themselves under the same cloud.

In conclusion,the crisis has so far been successfully contained and
we now have to nurse the recovery to cautious confidence. There are
still risks. The appetite of the banks for international lending is

expected in any event to be reduced. The outcome will be improved

that the adjustment programmes agreed with the IMF can and will stick.
Agreement in the forthcoming Interim Committee meeting on a
substantial increase in Fund gquotas will also do much tc restore

nerves.

BANK OF ENGLAND







ki LATIN A

INTEINATIONAL PINAUCIAL SUPPORT PACKAGES

Estinated cebt
outstandlng

_ {enoZ1982)

Yayments arrecary

Reecheduling
negotiations

Terins

LIBOR + (%)
Prime + (3}
fee ()
grace period

furnsvel
{yearso)

New moncy from banks

oificial assistance

t BIS

o/w UK

: Governments
o/w UK

t IHP

maturity (ycars)

MEXICO

$83 bn

Morateor fom on
public sector
principal

payments (from
hugust 1982)

dur {ng negotlation
of restructuring

$1.3 bn principal
and interest on
private debt

$19.5 bn public
sector maturities
reportedly
falling due
23.8.82-31.12,84
(requested)

+~

1 1/8
+13/4
1

1 -
8

Target §5 bn for
1983 o/w over
$4.7 bn conmitted
by 24.1.83

$925 mn {almost
fully drawn)
($140 mn)

$925 mn parallel
Us facility

$2 bn requested
($150 mn)

SDR 3.4 bn (EFF)
SDR 0.2 bn (ist
credlt Lranche
{both approved
Decenmber 1982)

BRAZTYL

$81 bn

Horatorjum on
public & private
seclor principal
payments (from
January 19983}

dur ing negotiation

of restructuring

t

$4,0 bn public

& private sector
malurities
falling due in

- 1983 (requested)

+21/8 -2 1/2
+ 1 7/8 - 2 1/4
1 1/2
21/2
B

Target $4.4 for

~ 1983 o/w $1.1 bn

committed by
24,1.83

$2 bn hridging lcan
apparently obtained

$1.2 bn (fully
drawn)
{$110 mn)

$250 mn parallel
SAMA facility

$1.5 bn (us
Treasury)

SDR 4.2 bn (EFF)
SDR 0.2 bn {1st
credit treanche
{zapproval of both
end-Fcb?)

SDR 0.5 bn (CFF)

(approved Dec 1982)

RARGERTINA

$39 bn

$2.5 bn princlpal
and interest

on public and
private debt

$5,5 bn public
gector maturities
overdue on
1.12.82 and
falling due

from then to
31.12.83
{rcquested)

+21/8
+ 2
1 1/8
2

L]
Target $1.5 bn
for 198%

$1.1 bn bridaing
loan signed 31.12,82
(606 mn drawn by
10.1.83)

$0.5 bn agrecd

(NIL)

SDR 1.5 bn {standby)
SDR 0.5 bn (CFI)
(both approved
January 1983)

VENEZURLA

§26 bn

$84 mn which
authoritics
have undertaken
to pay off

$5.9 bn public
scctor short-
term debt being
refinanced -~
not strictly
*rescheduled”
{in progress)

1-1 5/8

11/4 -1 12
?

0-21/2

2-7

.

CHILE

$18 bn

$2.9 bn private
conmercial bank
maturities
fallirg due in
1983 and 1984
{request imminent)

N/A
N/A
N/A
N/A
3-5?

not yet known

sl

SDR 0.5 bn (standby}

$DR 0.3 bn (CF¥)
both appraved
January 1903)







B:  EASTERE RUROPR

Estimated debt
vutstanding
‘end-1982)

Payments arrears

Reschedulipg
negotiations

Terms
¢ LIBOR + (%)
Prime + (%)
: fee (%)
¢ grace period
(years)

POMANIA

S11 bn

Principal payments
temporarily suspended
(from January 1983)
during negotiation

of restructuring

$2 bn in 1981 arrears
and 1982 maturities
(signed) £1.1 bn of
1983 maturities
(reguested)

N/A

! maturity (years)
New monev from banks -

Official ascistance

BIS
o/w Bank of England

Governments
o/w UK

¢ IMF SDR 1.1 bn (standby)
approved June 1981
o/w SDR 450 mn
drawn; SDR 368 mn
to be available in
1983; balance in
1984 H1

YUCCSLAVIA

$20 bn

90-day deferral
of principal
payments falling
due to 31.3.83
(from 18 January
1983) during
negotiation cf
restructuring

$1 bn medium/
long-term debt
maturities in
1983 rolled over
(proposed)

$2 bn short-term
maturities rolled
over for 18-24
months (proposed)

N/A

$1 bn proposed

$0.5 bn requested
($2C mn?)

$1.3 bn
£78 mn

SDR 1.7 bn (standby}

approved
o/w SDR 554 mn in
1983 (last year)
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EASTERN EOROPE
East Germany - GDR
1 Total convertiple currency indebtedness has

perhaps $16 ba but is probably now declining,
cost in terms cf economic disfuption.

been as high as
at some considerable

Bxisting undrawn credit

facilities are sizeable but have nevertheless fallen quite sharply.

GDR is unabJle to raise substantial new credits fr

om Western banks.
Figures recently released by the BIS show that

gross debts to BIS
banks (excluding banks in West Germany) have declined fronm

over $10
bn at the end Of December 1981 to $8

1/2 bn at the end of September

1982. The decline has been achieved partly by running down reserves

e

and partly by savage cutbacks 'in imports,

which cannot bpe sSustaineqd
indefinitely. Payments delays

and approaches to suppliers for

longer than normal credit terms have become more frequent, We

understand, in confidence, that an appToach for assistance in

raising a DM financing credit equivalent to some $1.5 bn was made

to the West German government, The French have been rYequested to

accept some deferment of repayment obligations. Sericus debt
scheduling) are still possible,

ECGD hes introduced tighter market limits but is still on cover.

Servicing problems {and perhans re

Hungary

2 Total convertible currency indebtedness was $7.4 bn at the

g
end of June 1982 having fallen fronm $8.7 bn at the eng Oof December

1981. Hungary has been helped over short-tern liquidity problems
this year by several tranches of bridging finance from the BIS in

which the Bank of Englang Participated (without official guarantees) .,

any one time hasg varied but is currently
$300 mn of which the Bank share is 6.7 per cent.

The amount\outstanding at

In response to a
deteriorating convertible currency balance

under the aeqgis of the IMF, the Hungariang
measures, including de

of payments position, and
introduced a number of

valuations and increases in consumer Prices,

and have also raised interest rates. The convertible currency

“urrent account, in ¢onsequence, is now in rough balance. On

\
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§ December the THMP Board approved an economic adjustment programme’
providing $0G.6 bn over 13 ronthgs, However, Hungary still faces a
substantial debt burden over the next few yvears and will need
further Inp Programmes until debt is reduced to more manageable
levels. The country will remain highly vulnerable to the weakness
of banking confidence in Eastern Europe until large enough current

account surpluses are achieved to repay some maturing debt and

rebuild reserves. ECGD commitments are modest and under tight
control.
Poland

3 Total convertible currency indebtedness is about $25 bn.
Bank and official creditors both negotiated reéheduling agreements

in respect of debts due in 1¢81. Following the declaration of

martial law in December 1981 virtually none of the $10 bn convertible
¥

currency obligations falling due in 1982 has been paidg, Cn
3 November this year the banks signed a rescheduling agreement

covering 95 per cent of the $2.4 bn nepayments of pPrincipal due in
1982. Under the agrecient half the interest due in 1982 is tc be
lent back in the form of new three-year credits Western official
creditors zgreed after the imposition of martial law not to resume

talks on official res scheduling for the time being and did not

attempt to neqgotiate a rescheduling agreement for 1882. In practice

the effect of this refusal has been to allow Poland to stop‘all
payments, thereby gaining 100 per cent de facto relief on both
principal and interest. We (and many other Western creditors,'but
excluding the US

-

ha France) would like to have a rescheduling

o]}

agreement in place, so as to receive payment of at least some of the
debt. The Poles are _expected to begin negotiating the rescheduli ng
of 1283 cemmercial bdnk maturities in early February. To some
extent Polish insolvency has been discounted by the banks, many of

which have written off g proportion oi their loans, but total

default would still 1mpose a burde ECGD is off cover.
Romania
4 otal convertible currency debt is about $11 bn. In July the

_Patis Club agreed the general terms of a rescneduling of 80% of

.
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debts due in 1982, Bilateral agreements have now been signed with
most creditor countries (including the UK). The separate
negotiations on the rescheduling of bank debts were completed in
December and the Romanians have now approached the Faris Club ang
commercial banks to propose rescheduling 75% of 1982 maturities,
Governments have already agreed in principle to consider this
provided that access to TIMF resources remains open and banks are
also likely tc reach an agreement beforc too long. A substantial
adjustment in the Romanian economy, and continuing access to IMF
funds, should elininate the need for reschedulings in subsequent

years. ECGL is off cover.
Yugoslavia

5 Total indebtedness is about $20 bn. Notwithstanding an IMF
upper trenche programme, Yugoslavia failed to come to grips with
increasingly severc payments imbalances resulting from high growth
stment rates in the late 1970s. With reserves largely
d; an international prackage is bedng devised under IMF

tc provide Yugoslavia with hew credit whilst restructuring
existing debt. To cope with the Yugoslav insis stence that they will
not reschedule, other euphemisms are being employed, Inmports have
been cut drastically and other recent economic measures jinclude
devaluations and increases in prices and interest rates. The IMP
has now reached agreement on a tight programme, for the third year
of the current standby agreement, This is the key to the proposed
financial package which includes ‘a $500 mn bridging facility by the
BIS (backed part? 'y by gold and partly by central banks) and some
$1.3 bn in government credits as well as further IM7 and IBRD
- monies, HMG's contribution to the government credits will be in
the order of $125 mn (part of which is likely to serve initially as
collateral for the Bank of England participation - expected to be
around $30 mn - in the BIS bridging operation). The commercial banks
are being requested to rocll-over some $3 bn of maturities this year
and to provide a further $1 bn in new meney. Yugoslavia has, at
their suggestion, sought a 90-day deferral of maturities to give
more time for discussions. The incdications are that a financial
package is feasible, t-hough its adequacy will depend on the success
of, the IMF programme . ECGD has a substantial exposure to YugOQlav1a,
but is now virtually off cover except for short-term .business.







LATIN AMERICA
I Argentina

Total indebtedness at end-1982 was an estimated $39 bn. Financial
sanctions between the UK and Argentina were lifted jointly in
September. Following subsequent negotiations, Argentina reached
agreement in early November with the four main UK clearing banks on.

the settlement of debt arrears built up while the sanctions were in

force. Other UK banks also subseqguently began to receive payments
from the Argentines. We understand that these arrears have been more
or less settled. This paved the way for the signing of a $1.1 hn

banks' bridge loan on 31 .December and enabled discussions to continue
on a further $1.5 bn medium-term loan (which bankers expect to be
finalised by end-February) and on the rescheduling of $5.5 bn of

public sector debt maturities overdue on 1.12.82 and falling due from
M

3

- 1
Y

1

.
1 ~
s 1

0]

T
Al

-

that date tc 31.12,83, Official support has come from th 1
form of a 15-month Standby Arrangement worth SDR 1.5 bn and a CF) for
SDR 520 nn. These were approvecd at an &xecutive Board meeting on

24 January. As well as fulfilling'normal performance criteria,
drawings under the procramme after end~July are subiject to the removal

of existing discriminatory restrictions (which in effect means the

remaining restrictions against UK interests). A $500 nmn BIS facility
has been arranged but does not involve UK participation. Despite Lhe

rapid international response to Argentina's financial difficulties,
there are widespread fears that.the unstable domestic political
situation will conspire to make the IMF programme unworkable and thus
*Jeopardise furtner bank loan disbursements which are conditional on

continued access to Fund resgources.
2 Brazil

Total indebtedness at end-1982 was an estimated $81 bn. Following
\difficulties, particplarly in Cctober, in obtaining medium-term finance
in the wake of the Mexican crisis, the authorities turned to official

bodies, international organisations and banks for emergency loans to

see them through the remainder of 1982..

éfficial support has included credits of $1.5 bn from the US Treasury;
$1.2 bn (UK participation of $110 mn) from the'BIS,nsupplemented by a




parallel facility of $250 mn from the Saudi Arabian Monetary Bgency
(SAMA); and an SDR 500 mn CFF from the IWNF. s reaouest for an

SDR 4.2 bn 3-year BFF should be approved by the IMF Executive BOﬁrd by
end-February. International banks, which had provided bridging
finance totalling $2 bn, were approached on 20 December for a
four-project package consisting of: (1) $4.4 bn in new money (for
the whole of 1983); (ii) the rescheduling of $4.0 bn of 1983
maturities (hoth public and private sector); and the restoration of
(iii) trade-related credit lines and (iv) interbank facilities to the
higher of their exposure to Brazil at 30. 6.82 or 31.12.82, Whilst
projects 1 and 2 have received a good response from kanks (commiiments
respectively of $4.1 bn and.$4.3 bn), the restoration of credit lires
has been more difficult. There are also fears that the Brazilian
forecast of a trade surplus of $6 bn is over- optimistic and as a
result bhanks could well be approached for further financing later in
the year.

3 hll@

”

Total indebtedness at end-1982 was am estimated $18 bn (two-thirds

private sector). The eccnomy is deep in recession (real GDP felli by
13% last vear). Recerves bave fallen sharply from $3.3 bn at

end-1821 to §1.9 bn at the end of last year, largely as a result of
the difficult conditions in the euromarkets and speculation against
the peso. A two-year IMF Standby (SDR 500 mn) and a CFF (SDR
297 mn) were approved by the IMF Roard on 10 January. However
confidence in the country is low as a result of Chile's domestic
financial crisis which came to a head on 13 January when the
authorities announced the liquidation of two banks and a finance house
and the "intervention" of a further five banks. After initial doubts
as to their intentions the Chilean authorities have indicated that
they would deal responsibly with the foreign liabilities of these
nstitutions ($3.8 bn) - possibly in the context of the renegotiation
of commercial banking debt which is currently being sought. This is
likely to affect some $2.8 bn in maturities falling due this year and
next, The guestion of new money from banks is also likely to be
raised and initial meetings were being held in the week ending 28
January With debt service amounting to $3.6 bn on medium and

101q term public and private sector debt, and with an additional $4 bn

|
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) short-texrm debt to be rolled over, agreement with the bankers will

need to be reached if Chile is to avert a wider rescheduling.

4 Mexico

Total indebtedness at end~1982 was an estimated $83 bn. Concerted
international co-operation in helping to resolve the country's
external financiel difficulties and carly indications of the
willingness of the new administration, which took office on 1 December
1982, to adopt sound economic adjustment measures facilitated IMF
approval of a 3-year E¥F and a first credit tranche drawing, totalling
SDR 3.6 bn, on 23 December. With the aim of closing Mexico's
financing gap in 1983, the IMF's Managing Director had earlier asked
commercial banks to lend $5 bn in new money (over $4.7 bn had been
committed by late January) and had also reguested a total of $2 bn
(over $1.8 bn committed) in bfficial export credits from various
governments {including the UK). Under the $925 mn BIS bridging
facility (UK participation of $140 mn), which had been linked, inter
alia, to progress on an IMF arrangement, all but $70 mn of the third
(and finel) trancne had been drawn byr20 January. Following arn
agreed extension for four months to 23 March 1982 of an original
80~day moratorium on public sector capital repayments due to banks,
the authorities submitted formal rescheduling proposals to the
Advisory Group of banks in early December. Under the proposals,
principal payments on public sector debt outstanding at 23 Angust 1982
and falling due between then and end-1984 would be rescheduled over up
to 8 years. Plans to reschedule private sector debt are expected to
be announced shortly. Looking to the future, major uncertainties

over the Mexican's ability to adhere to the IMPI's tough programme

' targets are reinforced by the likelihood of a further reduction in the

price of o0il, which accounts for some 75% of the country's exports.

Any serious under-performance in relation to the IMF programme would

risk unwinding the current international financial rescue operation.
N

5 'Venezuela

Potal indebtedness at end-1982 was an estimated $28 bn.  With oil

accounting for 95% of exports and 60% of fiscal income the weakness

in the o0il market led to severe strains in Treasury finances last



year. Together with the country's difficulties in the euromarkets’
this has led to sustained speculative pressure on the Bolivar and a
sharp fall in reserves., Confidence in the country has also been
badly shaken by the collapse of the Banco de los Trabajadores (the
Trade Unions' bank) which was brought under the control of the
government in late November. Venezuela is currently attenpting to
refinance $2.4 bn of short-term debt maturing by end-March and intends
to refinance a further $3.5 bn by the end of this year (out of a total
of $8.7 bn). The programme started quite successfully in October but
has run into difficulties following a series of late payments by some
state agencies, in particular the development agency CVF (which has
been declared in default). In view of the danger that the
refinancing programme could collapse as & result the authorities have
said they will ensure that the $84 mn of CVF arrears will be settled.
International reserves totalled around $171 bn at end-1982, but foreign

exchange reserves in the hands of the Central Bank were only some
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WORLD ECONCHMIC PROSFECTS

Points to notr

B

ii.

1ii.

iv.

vi.

o]

World activity has yet to pick up. Depressed activity
is part of cost of eliminating rapid inflation. But
inflation has come down fasteir than expected - from

12 per.cent in 1780 to 6 per cent (latest annual
figure) for the major countries.

. .- A

Latest OECD/IMF forecasts have been revised down but still
expect modest recovery throughout 198% with US growing at

or below 2 per cent. Japan's growth of 33 per cent is based
largely on domestic demand. Output in FEurope remains
broadly flat with no strong recovery.

Elusive recovery demands a careful analysis of economic
developments and the impact of policies but essential to
maintain firm medium term economic policies and to resist

calls for excessive reflation.

Menetary policy should talke account Ofa% wide range of
[}

factors when assessing targets. But/economy recovers

monetary growth should not allow any renewed upsurge in

inflation.

On fiscal policy, recession inevitably pushes up

cyclical component but firm action is necessary to reduce
structural deficit and put budget deficits on a convincing
declining medium term path. All countries have responsibllity

here but especially the US.

Despite modest recovery the US budget deficit, which nay
exeaed  $200 bn this year, is unlikely to f£all markedly
without fiscal retrenchment given the desire

to pedice taxes and maintain prospective spending plans for
defence and social programnes. Encouraging signs here but |

proposals have yet to be implemented.

FalVlit inmmit o etk bose e e



viii.

ix.

CONFIDENTTATL,

Agree with view of Institute of International Economics
(Williamson) that policy co-ordination is necessary to

ensure stabiliby and recovery. As world trade prospects

are poor low inflation countries with sound (internal and)
external positions should explore short term flexibility,

to encoursge domestic recovery, but essential to maintain
counter-inflationary thrust of medium term policies. Sich
policies should ensure convergence to durable non-inflationary
growth. ’

Dollar's fall and yen appreciation since November hasrecently
reversed somewhat. Gradual realignment needed so as not to
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imbalences, growing US deficit and Japanese surplus, may
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usher in further exchange rate volatility. Important major
countries take account of the international repercussions of
their policies,.

International financial system calmer now but remains
delicate and requires adherence to firm policies by major
SDR countries. Developing countries are adjusting, eg
progranmes adopted by Mexico, Brazil and Argentina while
IMF expects NODCS current account deficit to fall to gP0bn
in 198% against g90bn in 1982 and around g100bn in 1981.
Adjustment must continue together with the provision of
adequate finance by IMF and other ¥nders. Lower interest
rates should ease debtors difficulties.
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Backgroggg

1. Real GNP growth in the industrial countries is estimated to
have fallen slightly in 1982. The protracted nature of the
recession reflects poor real income growth, higher savings ratios,
sluggish investment and continued stock adjustment to depressed
levels of activity. The industrial world has also been affected in
the past year by reduced demand from developing countries who have

faced increasingly tight financial constraints.

2. The latest IMF and OECD forecasts see output picking up during
this year and growing by 1-2 per cent. The US, Germany and Canada
all experienced a sharp fall in output last year while Japan
achieved reasonable growbth and output in Europe as a whole stagnated.
Growth prospects for 198% have béen revised down with the US

growing by perhaps 13-2 per cent, Japan by 5% per cent but little
revival in Furope. World trade fell last year for the first time
since 1975. Both IMF and the OECD predict a mild recovery in world

trade this year,

%, Early but tentstive signs of the recovery in prospect are

slowly beginning to appear now that inflation and interest rates

have come down. Higher consumers' expenditure, positive stockbuilding
and construction investment are the likely sources of growth this
vear. In the US housing starts, usually a good forward indicator,
and retail sales picked up at the end of last year, and the leading
indicators have continued rising. The fall in business confidence

in Europe may have bottomed out as expected production levels
increased while in Germany orders improved in the last two months

of 1982.

4, Unemvloyment has continued to rise throughout the industrial

vworld except Jspan but may begin to level oub this vear. .The major
economies now face an unemployment rate of around Q per cent by

" end-1983, with no early prospects of any reduction.

CAT,
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5. Inflation has come down much faster than expected as wage
costs have moderated and import prices have remained weak.

Consumer price inflation for the major countries has been halved,
falling from 12 per cent on average in 1980 to 6 per cent for the
12 months to November 1982, A wide range however still exists with
inflation in Italy at 16% per cent compared to the 9-10 per cent in
Canada and France, with the UK at 5% per cent, Germany and the US

at 4} per cent and Japan with 2% per cent.

6. The fall in inflation together with weak private credit demand

has allowed some reduction in interest rates. TFrom their earlier

peak of 15-16 per cent 3-month money market rates in the US have
fallen to around 8 per cent now. Elsewhere interest rates have

b

]
)

o]

also fallen but toc & leooscn cgbont TIn Ttzly nominagl rates remain

-

re

near 20 per cent, agsinst 123 per cent in France, 6} per cent in
Japan and 5% per cent in Germany. Realinterest rates have eased

hut remain high compared to past experience.

-

7. The narrowing of the interest rate differential in favour of

the US and large prospective US current deficits contributed to

the depreciation of the dollar's effective rate from November to
mid-January. This fall was matched by a stronger yen (up 18 per cent
against the dollar)and DM. Since then the dollar has partly
recovered -~ as expectations of lower US interest rates faded -~ and
some of the earlier appreciation of the yen and the DM, in particular,

have been reversed.

8. After moving towards rough current balance in 1981 forecasts

show a growing aggregate deficit for the major countries dominated
by:the prospective US deficit. The US deficit is expected to be
around %70 billion for this yean In contrast, despite a
minor deficit last November, the Japanese current account surplus is
forecast to grow steadily and reach over Z11 'billion for 1983 while

Germany is expected to have a small current account surplus.

9. Current accounts of NODCs are expected to fall agsin this year

to 270 bn (eguivalent to 14 per cent of total exports) compared to
290 bn in 1982 (20 per cent) and around $100 bn in 198] (22 per cent).
This represents consideragble asdjustment given their adverse terms of

CONFTOENTTAL
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trade and depressed export markets. TFinancial constraints have been )

much tighter than expected. According to IMF estimates net bank f
lending to NODCs fell from %534 bn in 1981 to only #25 bn in D82, a
fall of some %0 bn, and this year it could be lower. Most major f
debtors, Brazil, Argentina, Mexico are adopting adjustment-programmés.
The possibilities for major international defaults have receded but
adjustment must continue together with adequate finance from the INF
and other financial institutions. _ |
Policies

10. The task for policy is to ensure that a durable recovery is
established without rekindling inflation. This implies probably

some short-term flexibility in the operation of policies, particularly
by those countries which though low inflation have achieved some room
for maneouvre, but also a commitment to prudent mediumn-term strategy,
particulxrly for those countries where structural budget problems could
undermine the recovery. Important that policies of major countries
are co-ordinatéd and seek to conver8e towards sustainable non-
inflationary growth. Williamson's call for policy co-ordination is
welcone but a general ﬁiﬁéépread relakxation of policy would

inevitably mean higher inflation and thereby prejudice the recovery.

11. The appropriate stance of monetary policy is proving difficult

to assess, particularly in the US at a time of institutional change
and changing liguidity demands. The Federal Reserve Board has
suspended its M1 target and adopted a more flexible approach but

some have argued its stance is now too lax. M2 growth in the last
four months of 1982 was broadly in line with revised higher targets of
9} per cent. The Fed is considering returning to the original targets
for this year though no final decision has been announced.

12. Monetary growth in Germany for 1982 remained within the 4-7

per cent target and this target is to be continued this year.

In France monetary growbth after being well above the 121-13} per

cent target early last year has decelerated recently and the out-turn
for 1982 may have been close to target. TFor this year France has
adopted a tighter single figure target ol 10 per cent. Canada has
réééntly abandoned monetary targets but aims to keep its exchange rafe
closely in line with the US.dollar.

CONFIDENTIAL
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152. The reduction of budgel deficits has been hampered by the

o]

recesgion. The industrial econonies' deficits have risen fro:
2 per cent of GDP in 1979 to 4 per cent last year and ray remain at
that level during 1983. Only Japan and the UK have reduced their
deficits although Germauy has nanaged to offset much of the

effects of recession by tight discretionary policies. The Japanese
announced a Yen 2 trillionreflationamypackage in October, but the
budget for fiscal 1983 (starting in April) still projects a reduction
in tﬁe central government deficit compared to the likely fiscal 1982
out-turn. Expansionary policies in France and particularly the US
have contributed along the depressed activity to the oversll increase
in fiscal deficits. '

14, Since 1979 the US Federal deficit as a proportion of GNP has

increased froa % per cent to 4 per cent. Much of this increase is
duc to the effects of the recession. However even with some recovery

existing policy isunlikely to reduce the deficit which cculd exceed

#8200 bn this fiscal year (FY83). The basic dilemna facing the U3
Adainistration remains the sane one of reconciling rising axpenditure

on defence and social prograzues with the desire to cut taves.

15. President Reagén's State of the Union speech, delivered on

<5 January, proposed major steps to reduce the budget deficit. They
included a freeze on federal expenditure, a structural refora of the
social security system (following the report of the Greensopan
Commission which proposed savings of $169 bn over the next seven
years), cubs of £45 bn  in the growth of defence expenditure and

tax increases coubingent on progress in reducing the deficit, The

US Administration has put the fiscal deficit at over 2200 bn this fiscal
year. TFor FY84 the freeze would reduce the likely deficit from

%250 bn to %188 bn but the plans would still leave the deficit higher
thaQ expected in the longdr term. The final 10 per cent tax cut in
Julythis year is still to be implemented. The precise details &f
thispackage and its feasibility can be assessed when the budget
forecast ispublished at the end of January but it provides encouraging
gignsof the Administration’s desire to Tackle budget problens.

CONFIDENTIAL



QUOZAG AND GAB - INCREASING THE FUND'S RESOURCES ¥f%
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roints

1. ° The Fund's key role in adjustment means that it must have

adequate resources. In Toronto I advocated an increase in quotas

of at least 50%. Events since then have suggested a need to increase
thé quotes as quickly as possible. The UK hes taken thé lead in
trying to accelerate the negotiation and ratification of the review.

In view of the progress made in the Executive Board on increasing
quotas and the priority attached to strengthening the Fund's-resources,
I have proposed bringing forward the date of the Interim Committee
from ALpril to 10-11 February. |

2. There is widespread agreement that the quota increase should
be substantial. Now that there is agreement on Increasing the
resources of GAB, my own view of an increase of about 50% in quotas
would provide the Fund with adequate resources to help prospective
borrowers. I would not expect the finally agreed quota increase

to be too far from that figure.

LR On distribution, I attach grecat importance to a method that is
uniform, fair and systematic and which allows quota shares to change
in an orderly way over time to reflect more clearly member's positions
in the world economy. These issues are under review and we hope to
reach agreement in the Interim Committee. It is difficult to go in”
detail at this stage of the negotiations, particularly since

importent questions of national interest are at stake. However,

if members displey a willingness to compromise, I am hepeful that the

outstanding problems cemr be resolved.

4, Ministers of the Group of Ten have agreed that the General
Arrangements to Borrow should be increased from SDR 6.4 bn to SDR 17 bn.
Moreover in future the GAB will be available not only to participants
but to any member with a conditional programme at times when the Fund
is faced with an inadequacy of resources associated with balance of
payments problems of a size threatening the international monetary

system.



The enlarged GAB represents the special contribution of -~ -
G10 to the solution of current difficult international finaricial
problems. It is a useful step towards restoring confidence within
the international financial community. It underlines the fact that
our existing institutions are showing theméelves capable of adepting
and that ~ the yway forward is by building on this process of adaptation,
There has been much talk of a new Bretton Woods but now is not the
time to uproot the eylstlng insitutions.

6. At present our contribution towards.the GAB is denominated in
sterling. The new GAB commitment will be denominated in SDRs. This
will require legislation and accordingly I will be asking the House
for authority to make some amendments to the 1979 International
Monetary Fund Act.

Background

= On size the Executive Board's report to the Interim Committee
will indicate that almost all (ie all except the US) could support
an increase in quotas to SDR 100 bn. Ldc directors have stated that
SDR 100 bn must be a minimum. G10 directors support the range

SDR 85 ~ 100 bn, with 211 except the US seeins a 50% in these

as the practical minimum. The US have shown & marked reluctance to
go over SDR 85 bn, usually citing Congressional difficulities. The
US may simply be adopting a negotiating posture but agreement

in the Interim Committee will presuppose a willingness for the US

to go above SDR 90 bn.

8. On distribution, there is general agréement that the Australian
method of distribution should be spplied as the basis ie in order

to reflect better the relative economic positions of member countries,
the increase should be distributed in proportion to each member's
share in the total of calculated quotas. There is equally general

" .agreement that this purestmethod of distributior should be diluted

by some degree of equiproportionally. The precise size of the
equirroportional . element is still to be decidedthatmany directors



. 10-15) favour the range of 20-50%. The UK could accept an
point. In this range but the needs of the Japanese (vho want the
minimum equiproporfional element) will have to be borne in mind.

9. 00“" ~0UK The various capital transaction involved in pa&ing
the increased subscription (whether in SDRs or sterling) do not score
either as public expenditure or as increasing the borrowing requirement.
The initial effect of paying in SDRs or having sterling used is to
increase the reserves since our reserve position with the Fund rises.
These transactions do, however, have small second round interest

rate consequences which indirectly affect the borrewing requiremeht

via debt interest.

10. The UK share in the GAB will be 10% of SDR 1.7 bn. If the UK
accepted'a GAB call, as with use of sterling, our reserve position
with the Fund would rise (ie we would become larger creditors of the
Fund). This would be treated as any other increase in reserves

je it would not affect the PSBR or public expenditure. However second
round interest rate effects would mean & rise in debt interest payments
and éonsequent possible rise in the PSBR. If, however, GAB

commitments carried a market rate of interest, there would not be.

a PSBR effect.

Lepislation

14. The 1979 IMF Act appears to be defective in meking no provision
for subscription payments other than in own currency: the relevant
cection refers to subscriptions being paid out of the NLF. In relation
to the forthcoming quota increase wve will want to <ake powers to make
payments not only in sterling but in-SDRs held by +he Exchange
Equalisation Account. This would seem to involve emendment of Section 1
of the Act followed by recepituletion of the powers to make future

increases by statutory instrument.

12. Section 5 of the 1979 Act is widely drawn to rermit loans "1n
accordance with the Fund's borrowing arranoements" However on present
form it looks as if we chall need (as with quotas) to take provision
for subscription in foreign currencies.or SDRs as vell as in own
currency. In eny event it is evident that new lerding obilcation will
be denominated in SDR and this alone would require new primary povers.

W



13. In addition to the agréemént'on the GAB, G10 ministers agreed to
continue discussions with the Saudis on what form of assoclation with
the GAB the Saudis were seeking. In particular they would discuss
whether the{Saudis were preparcd to set up a credit arrangement with
the Fund on‘comparable terms to the GAB participants. Discussions
were held on 2 January in London with Habermeler, Diniand the Saudis.
14, The question of access is still being looked at. A decision
will not be required at the Interim Committee but it is already
beginning to lock as if the outcome will be that no member loses
access in cash terms. For ldcs this will be a decisive element

in the Review. This should provide a satisfactory outcome for them

since the 1dCIiES§R as a whole will after the Review have a
1igher
considerably/ share of quotas than their relative economic position in

+the world entitles them to.

Iy
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AN
CONDITIONALITY - Fuli'S ROLE IN ADJUSTMENT

>

Points

1. Fact that deficit caused by external factors beyond a country's control does not
remove need for appropriate policy changes. Deficits cannot be allowed to
grovw wnsustainably. Therefore need in the current circumstances for strong

adjustment measures to achieve viable balance of payments.

2. Fund conditionality has been applied fairly rigorously in last iwo years
but we judge that present degree of conditionality is ebout right. Fund does
show sensitivity to specific national social and political priorities so &as

not to discourage early resort to the Fund.

2 Donor governments and banks, as well as the Fund, must recognize their
mitual responsibilities in meeting lde external financing needs. Fund lending is not
intended to displace commercial bank loans but to be a catslyst  for their

continuation,

4. At Verssilles we acknowledged special responsibility of major countriez to iake
account of international consequences of their national policies. Fund surveillance
under Article IV procedures have also been evolving in this direction. Ve

believe these principles of surveillance are broadly right but its implementation
might be made more effective eg by locating more clearly where burden of

adjustment should be,.

Background

5. . The Fund's conditionality guidelines were reviewed in 1975 to pay the

regard to the domestic social and political objectives of members. However,
following pressure from major countries (including the UK) the Fund staff tightened
conditionality during 1981-82 e.g. by more frequent use of prior actions (ie exchange

rate changes) as preconditions and mid term reviews. Developing countries, in

Cod qbﬁir&ét,-afguq that" the present degree of conditionality is too barsh sl

particularly in the failure automatically to modify prograrmes in the case of
adverse developments beyond a member's control. We have argued that appropriate

conditionality is necessary to promote effective adjustment and to ensure that use

of Fund resouvrces is only temporaxy.



B. 3 Following the 50% quota increase in 1980 and the enlarged sccess finance of

SDR 9,3 bn, Fund 1ending rose to record levels in 1981 of net commitments of SDR

12.1 bn. The Fund was both supporting conslderable adjustment efforts by non-oil
developing countries and was doing so in a way Whlch efficiently recycled substantial
resources from the structurally purplus countries to deficit countries. But many
countries (especially in Latin America and in East Europe) were still putting off
necessary adjustment, and continuing to borrow heavily from the Euromarkets to
finance growth. So too were many of the non gulf oil exporters whose ambitious
development plans were expected to be financed from growing oil revenues. It is these
two groups that are now coming to the Fund. Their quotas and debts are large and

the support they need from the Fund is substantial, often over an extended period.

7. There are currently 25 SBAs in place for a total of SDR 6.9 bn; of these
4 are jpoperative, There are 7 EFFs for a total of SDR 17.8 bn; all are
operative (see Annex).
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USE OF FUND RESOURCES

Net gommitments
(ie SBA/EFF)

CFF, First Credit
Tranche, Buffer
stock purchases

12.

1981

1

A%

ANNEX

SDR bn
1082

2.4*

3.0¢

* Gross commitments were SDR 6.5 bn of which: Mexico 3.4 bn.

@ includes SDR 0.5 bn for Brazil

1082 as a whole saw a marked slowdown in the rate of commitment lending

compared to 1981.

However, following the approach by Mexico to the

Fund in the autumn, it became clear that the rate of lending would
speed up again although the bulk of lernding will fall in 1983.

Current Fund Programmes

SBA
Barbados - Somalia
Chile S Africa
Costa Rica - Sudan®
E1l Salvador Thailand
The Gambiea Togo+
Guinea Turkey
Haiti Uganda
Hondureas Yugoslavia
Hungary
Liberia
Madagascar_
Malawi T
Mali
Morocco
Panama”
Romania
Senegal+

+ inoperative

EFF
Dominica
Indisa
Ivory Coast
Jamaica
Mexico
Pakistan_
Peru
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SDR ALLOCATION (including method of paysent)

E * .

Points to Make -

1. Widespread agreement that the quota subscription should be in reserve assets

(ie SDR or hard currencies).

2.b Recognise that meny countries are interested in further SDR allocations but
this should be looked at in the context of IMF studies of the adequacy of global

. liquidity. We ourselves have an open mind on the merits of a further SDR allocation.
We would welcome a review of the latest trends in world inflation and liquidity to

see whether a new allocation would command support.

3. [If necessary] The risk of reigniting inflation is probably less than it was.
The slowdown in bank recycling will need to be carefully monitored. But the primary
need is for conditional rather than unconditional liquidity, and we should not be

deflected from recognising this.

Background

L, Under the Articles, members are required to subscribe 25 per cent of a quota
increase in SDRs; except that the Board of Governors may prescribe, by & 70 per cent
_majority, that the payment may be made, on the same basis for all members, in whole
or in part in the currencies of other members specified, with their concurrence, by
the Fund or in the member's own currency. Virtually a1l Executive Directors have
agreed in principle that 25% of the increase in quotas should be paid in wreserve

assetes.
5. However, many of those who in the last couple of years advocatedfurther SDR
allocations (ie most of the membership except for the G5) have taken this opportunity
to press for & further discussion on the merits of an SDR allocation. The agreement
to subscribe either SDRs or hard currencies is therefore being given on {wo

- uﬁderstandings. The first is that members in difficulties ean _promptly draw the
reserve tranche thus created. The second is that the next Interim Comaittee will ask
the Executive Board to review latest trends in world inflation and liquidity and report

back to the Governors ss a matter of urgency so that they could consider et the

next Annual Meeting whether a new allocation of SDRe was called for at that time.

CONFIDENT TAL
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6. ?his'seems a sensible compromise. It should avoid the Interim Committee being
distracted from the prime concern of securing an appropriate increase in the Fundis
resources. '

7e it is not known whetﬁer the views towards an SDR allocaéion of the US (whoese
support is crucial for achieving the necessary 85 per cent majority) or of other
‘G5 members have changed.‘-if.allocations are to be resumed, the likely starting date
would be January 1984. We could expect arguments that the first allocation should
roll up the allocations.which might have been made in 1982 and 1983. If this is
conceded the first allocation would be unlikely to be less than SDR 12 bn with
further allocations of SDR L4 bn in later years, ie the same annual rate as in the
period 1979-1981.

CONFIDENTIAL
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FUND LIQUIDTCY
. US\\\%

Points

1. Although the Fund has both unused crdinary resources and credit lines for the very
immediate futurs, more will be needed in the pericd before the Eighth Quota Review is

implemented (and the new GAB borrowing srrangements put in place).
2. The Fund should finalise arrangements soon for a third SAMA tranche of SDR 4 billion.

3.  The Fund should continue to explore similar medium term borrowing from others who
have not so far lent enlarged Access resources although we recognise that prospects here
are not good. We would support market borrowing only if borrowing from official sources

were inadequate.

Backeround

4. '.Since Torcnto concern has grown about the Fund's immediately available resources
before the Eighth Quota Review is put in place. The Fund currently has just over
SDR 10.1 billion of uncommitted orciinary resources which should be just adequate for the
next 18 months. However it has now only SDR 1.7 billion of uncommitted borrowed
rescurces to finance Enlarged Access progx;ammes. Brazil (3DR 2.8 billion) will more than
absorb this. Without the third SAMA tranche a commitment gap of SDR 3.5 hillion
therefore, will emerge by April. For 1983-84 the staff's estimates of commitments of
borrowed resources for members with quotas of less than SDR 800 million iz SDR 3.4 billion
(including, for example, Egypt, Pakistan, Zaire, Philippines, Portugal and Turkey)., This
would raise the commitment gap to SDR 7 billion. Some of these commitments may not
materialise but a number of the OPEC high absorbers (Nigeria, Indonesia) are potential
borrowers as well. Further commitments to membet.*s with quotas over SDR §00 million

cannot be precludad,



LA

b t

LR This makes it particularly urgent to secura the third SAMA tranche of SDR 4 billion,
{In 1981 the Saudis indicated their intenticn to consider a further commitment for ¢ third
year it their balance of payments and recerve position permitied), During his visit to Saudi
Arabia with the Chancellor (7~9 January) the MD intended to discuss the third tranche with
the Saudis. No definite conclusion was reached - the Saudis gave the impression that for
them the main question was enhanced resources for the Fund (whether by the third tranche
or parallel Saudi lending alongside the new GAB appeared a secondary qtlestion).
Habermeier (Fund Treasurer) with Dini met the Saudis in London on 28 January to continue
the contacts on GAB matters and will no doubt have sounded then cut further on the third

tranche. There seems a reasonably good chance of securing the third tranche in the coming

months.

6. We have also heen encouraging the Managing Director {o approach other non-G10
potential leaders, such as Kuwait (SOR 2 billion) and ihe Emirates (315K 1 billion) neither of
which contributed under the Enlarged Access policy. The Kuwaitis have given a definite 'no'

(their domestic financial system and stock market are in come disarray). The Fund are 'not

optimistic' about the UAE either.

1. Therefore we cannot rule out a further approach to the G10 countries (i.e Germany,
Japan and oursclves) for loans to tide the Fund over until the proposed new implementaticn
date of mid-1984 for the Eighth Quota Review although the Fund may be reluctant to do
this given the recent GAB decision. But we do not want tc ease {he pressure on the Saudis
or other non-G10 lenders at this stage. Therefore the less said about this the better. We

want to avoid giving the impression that the UK would agreed to lend more than the

forecast SDR 150mn already committed.

8.  Programmes breakdowns will reduce the need for borrowed funds. We may be able to
wait and see which programmes fail and live with an uncovered commitments gap during
late 83 - eavly 84 provided that the Fund is fully ready to ¢o to the market of the

GAB/quote increase in delayed. In the event that the Fund had inadequate resources
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because of a shortfall from official sources, we would support direct market borrowing. If
e Fund does go to the markets, it should do so from a position of strength well ahead of

any immediate financing need.

9. The Fund may also explore the idea of selling sterling on an ad hoc basis in the
operational budget. There has been a grater than expected use of ordinary resources in

recent months and usable currencies have been substantially reduced (by SDR 1 billién) over

the period.






Forana) | ’5@\6&2;

Points

e

1. Gold #till haz gomething of a role in the international monetary system

ag a store of value, even though it is no longer convertible at a fixed price.

Tt still has a plece in national reserves. However there is no official -price

for gold and currencies are not measured in terms of it.

2. Tt would not serve any useful purpose to fix the price of gold rather than let
it find its own level now that it does not play sny formal part in the international
monetary esystem. In any case, in present circumstances there {15 no prospect that

this could be achieved by co-ordinated official action.
Background
3., There are number of ressons why we would not want to remonetize gold:

(a) The supply of gold might not provide sufficient world liquidity to
finance the growth of world trade. If there were not enough gold it would
be necessary to ralse its price, which is potentially just as inflationary

a5 providing additional liquidity in any other way (eg SDR allocations).

(b) Gold ownership is concentrated in the hands of a few developed countries,
Compared with our major partners (other than Japan) the UK has little of it

(about 25% of our reserves).

(¢) The lion's share of gold production is in South Africa (60 per cent)

and the USSR {25 per cent).
(d) Tt would be very difficult to fix the price of gold.

L, There was some revival of interest in gold in the US in 41981 as a result of

the US Gold Commiszsion. In particular, supply side advocates (such as Laffer),
fearing that high interest rates would frustrate the economnic expansion promised as
a result of tax cuis, arpued that there could be no seriouns anti=inflation policy
antil gold convertibility was restored. However, the Coummiesion (which includod
Sprinkel, Wallich and Keuss) was weighted against gold proponents and certainly

orthodox fisecsl conservatives are much more sceptical about gold than ‘supply



siders®. The Commission's report could not conceal these deep divisions and

the mejority

tions came down firmly egainst convertibility. The

report in effect made any positive move on gold a non-starter,



IMF: SOUTH AFRICA - zg\\\ci;é
Points

1. I regret the leaking of the confidential Executive Board
minutes. Confidentielity is important if potential borrowers
are to be frank with the Fund and if Executive Directors are to
be able to offer their best Jjudgement in the Board.

2. I am sure that we were right to treat the applicetion on its
technical merits. Indeed on the substance of the requests all
but one of the Executive Directors who spoke addressed themselves
only to the technical merits of the proposals. For us, to have
acted otherwise would have uﬁdermined the underlying principle

of the Fund that all mewbers are treated in a uniform way.

3. The Fund is effectively prevented under its guidelines from
setting conditions of a political sort. Moreover many Fund
nembers, from Africa and elsewhere, realise that if overtly
political conditions are set for South Africa today, they nay
themselves face political conditions tomorrow.

Background

4, "he Fund approved SBA and CFF totalling SDR 1bn on 3 November,
the UK supporting. The confidential minutes of the Board meeting
have been leaked and were published in the 'F.T.' on 25 January.
The minutes elso fOT® the basis of a letter to the Chancellor

from the Anti Apartheid Movement, to which we are preparing a

reply.

5. The minutes inevitably reflect the sensitivity of the South
African request but do not bear out the allegation that the

Fund's rules were bent to help S. Africa.- We supported the

South African requests in a low key and balanced -way since we were
satisfied that they met the Fund's criteria. There was a brief
but unsuccessful attempt at the beginning of the meeting to get
the request postponed. The US, Germany, France and Netherlands
supported (Japan did not speak). The Canadian and Belgian
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constituencies supported and the Italians did so with reservations.
The opposition was led by Saudi Arabia, Libya and Iran - oil
producing members who are unlikely to need Fund money and have

" therefore less to lose if Fund conditionality is politiciseéd -
while the African constituencies seem to have shown some
embarrassmept at being dragged along.
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QEEAKING NOTE ON 2,
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OPTIMAL CONTROL

State of Play et the Treasury

Officials are currently gaining experience using optimal control
methods with the Treasury model. Understand that there is to be &
discussion on this with the Academic Panel next month. ‘

© Too early to say how this work will fit into the business of policy
advice within the Treasury. But, like all technical questions
associated with the Treasury model, it is a matter for the professional
judgement of the officials concerned.

Optimal control and Internationél Financial Policy

The type of experiments that I understand Dr Bray advocates might

be of some interest, but I would not wish to give work of this type
any priority within the Treasury. Neither would I want to attach
significance to the results that they might produce. An important
reason for my scepticism is that it is generally agreed that economic
models are a very imperfect guide to explaining movements in

exchange rates and capital flows. This would be especially true 1f the
experiments incorporated hypothetical changes in the way governments
behaved or the way in which the international financial system was

organized.
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BACKGROUND ‘NOTE

In June 1982 Dr Bray wrote to the Chancellor suggesting Tressury
participation in an exercise using an interlinking of national
economic models *o specify any policy modifications needed to secure
improvements from international harmonization'.

L ’
The Chancellor replied to Dr Bray onLguly, copy attached,stating our
misgivings about the proposal. These seem to have been shared by
others, and nothing further came of it. -
More recently the Clerk of the TCSC wrote to officials asking the
Treasur& to co-operate in an exercise using optimal control methods
on the Treasury model to investigate the efficacy of exchange rate
targets. We suspect that this proposal was inspired by Dr Bray. The
response was negative on the grounds that 'Treasury model runs cannot
be understaken for the Committee!. s
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Sir D Wass
Sir K Couzens
Mr Burns
Mr Middleton
. ) Mr Littler
; . Mr Britton
Treasury Chambers, Parliament Street, SWIP 3AG M- Lavelle
~01-233 3000 Mr Cessell
s ' Mr Kemp
' Mr Ridley
Iy July 1882 |
{

Dr. Jeremy Bray, .MP
House of Commons

b g

You wrote to me on 21 June inviting views on the possible
establishment of a technical working party to pursue the scope
for securing convergence of national economic policies by the
five SDR countries through the application of policy optimisation
methods.

The procedure you outline on page 4 of your paper involves the
selection by international agreement of exchange rates to

maximise the wellbeing of the group of countries as a whole.

This approach places a reliance on Governments' ability to control
exchange rates which I do not entirely share. It also seems to
carry the implication, which agein seems to be debatable, that
exchange rates are the only way by which policy decisions in one
country affect welfare in others. More generally, although
officials are seeking to keep abreast of developments in this area,
my understanding is that formal policy optimisation has yet to
prove itself at the national level: this reflects some general
scepticism about formel methods of decision-taking and the
re-liability of the aveilable macro-economic models.

As you mention in your letter of 8 July, Deputies met in Washington
last week to consider the follow-up to this aspect of the Versailles
Summit: you asked if you might be given a first-hand account of

how things went. I am not sure that there is in fact anything of
substance which could be added at this stage to what officials said
at the TCSC hearing on 12 July. These are very early days, but I
recognise, .and will "bear in mind, the particular interest® you have
in this area.

//7

GEOFFREY HOWE
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CONFIDENTIAL

e FROM: R G LAVELLE
_j_b_’u ,  DATE: 28 January 1983
W
NGB [« — .
CHANCELLOR A 00 cc: Economic Secretary
. AV Apaa W Sir D Wass
T s s * g ljé¢1m Mr Burns
}A}13 ) el pt MNr Littler
v fyr(?g&& R L s ¥ Ul . Mr Iliddleton
> . E v fr¢v [+ \ lMr Carey
quhﬂﬁr) L }/[ o/t Mr Kemp

NA A _ Mr Odling-Smee
. y—/\/( AA P ,SV’ Lo ¢ ' w\) “ Mr Bottrill o/r
U\ Vi ; o ¥

Joi? . N &#LV s Mr Peretz

" S o M Hall

Q’\:] L ~ ALA MI‘ : i*/},;!
=k RAY ) po Vv T ad teMlir Ridley far ;
il Sl P S L
TCSC %1 JANUARY: OPENING STATEMENT A ;{m.;x i
é" P o’ -~

T attach a revised draft for your opening remarks on Monday.

2. The opening section has been redrafted by Mr Littler in the
light of your comments on the earlier version. We have sacrificed
much of the factual material in paras 8-13 of the 0ld draft in the
interests of a crisper statement. The effect 1s to give more
prominence to the strategy you wish to adopt as Chairman of the

Interim Committee.

5. Much of the essential message of the latter is an updating
of Toronto (relevant passage attached). But as 'management of
recovery' becomes the dominant theme, some reordering seems
nelpful. The main reason that this time we have a four-point
rather than a five-point plan is that the need for adjustment and
the role of the Fund were treated as separate points in Toronto
(points 1 and 5) but .we amalgamated here (point 3, paras 12-14).

4, I have toned down, incidentally, the dismissive quality of
the reference to intervention (now in para 9). This is not because
the work of the Jurgensen Group makes me doubt that intervention is
'a very minor side issue' (to quote Dr Emminger in full). But at
the Group's last meetings the US participants seemed a little
more forthcoming than usual in this area. It is Jjust possible
that the US could, partly under the influence of host responsibilities
at Williamsburg, also decide to say a kinder word for it there.
This might be on the basis that as inflation and destabilising
-1 =
CONFIDENTIAL



. L




CONFIDENTIAL

interest rates come down, and as there are moves towards more
internationally oriented policies (including monetary policies
taking account of exchange rates), intervention could perform
an enhanced if modest smoothing role. If so, this could be
another little confidence-builder.

R G LAVELLE
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Mr Chairman, it may be helpful to the Committee if I were tct,ﬂf
e Shfk o Relungy Mooy,
Z_Fay something about the way in which I see the problems of

the international financial system at the present time.

"y b Jon W

- . {,v(_)’:; -
= .
A new Bretton Woods? (m,t;b}f % f_fr\.y'_{,; Kot (r} {YM:{
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2. There have been suggestions that there is a need for "

a
new Bretton Woods". I share the concern which prompts this

a.
suggestion - #@ge concern for greater stability and order in

|
|
|
i |

international financial relationships as a basis for renewed
fors O MYty Su £ fm&\ wioedld
economic progresiz? But ¥ have-bo~say-that I think the suggestion

(

™.

(fe Q”“me s misconceived. It implies a need for new objectives, new
sy i f leifia ;
f@oa )i, )e |methods, new international financial institutions. It pays
WL\O-.' ff@ﬁf'i}
CtM?WO too little attention to the reasons why international financial
gwdfné markets, and exchange rates in particular, have Beeﬁ S?Svolatile
.‘,\fg;"’ o . ‘ vt o flbf'.'. .
intesvel g of [in recent years. Bud o 1o cobtnhe, o what Ao Podppcon B8
leduyed  |Desetmiasd hchon o Mantdy tat
b‘*"f"'i‘é’\&ﬁag‘“ . .
D The Bretton Woods system provided a basis for stability

*”F‘—_J through the discipline it imposed. As long as the United States
dollar remained dominant and the economy on which it was based
set a pattern of reasonably well maintained currency value, the
system was effective. But those conditions were eroded in the
1960s. And as too many countries sought to maintain ambitious
growth rates without sufficient discipline, the world(ﬁaéjlived

a AN, '

for[ﬁhe'pasﬁﬁdecade on”t?e insecure foundations of inflation and

rising indebtedness.
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A new framework

Q C"‘{l [NFRNR Y] ('UU“D"/{ "r' i ‘ we my‘e
4, The world will not achieve stability again until/a satis-
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Z_no“longer conceivable that such a framework should be built upon

one currency. ' 18 montﬁs ago, at the annual IMF meeting, 1
suggested that we must in future seek stability through the
cooperation of the major countries whose currencies make up the
SDR: the United States, Japan, France, Germany and the United
Kingdom. We still have a long way to go0, but the notion that
these five countries bear a special responsibility to the rest of
the world is increasingly recognised. And it is also increasingly
recognised that they must exercise that responsibility by seeking
parallel or convergent economic and financial policies within
their own boundaries which will serve to maintain the values of

their currencies, absolutely and in relation to each other.
NM.. L{L i:-g'.n.‘;‘\.«"’ '\.l.v"‘ A\f"“n h-in-' :1rr1~_'l"f\_j

There is no suggestion ofa rigid strait-jacket. Nor is it
da~t Lo 'L'u-“#i-n..i e

p\,\
reasonable—to-hoepe that complete arrangements will be settled \\
quickly, or made ?ffeqtive without difficulty. Kﬂ" ) ton

{

A i 4 ey r{"”“" rae.

o

Problems of transition o - N .
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~%n last year's annual IMF meeting in Toronto}\l said that the

world was passing through a difficult transitional phase as
economies adjusted to lower inflation. It is true of the world
economy, as of our own, that a price has to be paid forzghe
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necessity and pay tne'pricaf the less onerous it will be and
the sooner we shall have the chance of restoring sustainable

growth.

6. There are now growing signs of recovery, earlier in some
countries than in others, but its pace will not - and should

not - be too rapid. As different countries successively begin
to overcome their own problems of imbalance and inflation,

world recovery as a whole should gain strength. But there are
important dangers against which we need to guard, and in respect

of which some important practical steps need to be taken.

A strategy for the recovery

%= Let me now try to summarise the broad strategy which,
speaking now as Chairman of the IMF Interim Committee, I believe

we will need to follow over the meimg°month5¢b_,4;}{¢,w aAtad) .

)
_|I v g j / B

, | G
~&L__Ji§_ggﬁﬁ.ﬁh15ltimetyanage.the recoverytgo that it is sustained
without rekindling inflation and so jeopardising the stability

of the international financial system. ﬁ&% the same time we must [
ensure that those countries with particﬁ%gyly severe debt

A . .
problems are restored to economic health. I will pick out four

N

elements of the strategy for recovery that seem to me particularly
important.

9. First, major countries need to continue collectively to
pursue prudent monetary and fiscal policies. This is the key
to stability. It was underlined by the undertakings made at
last year's Versailles Summit on the pursuit of convergent

policies. This, rather than artificial capital controls oT
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massive intervention, is the way to reduce exchange rate
volatility. Intervention has a role to play)but essentially
I think Dr Emminger was right to refer to it as a side issue,
and to say that we should concentrate on promoting better
underlying conditions. This is the way to make the multi-

currency reserve system work.

10. Second, within the overall framework of prudent policies,
countries need to ensure that the balance of their individual
1 policies is right. In some countries where inflation has been

brought down, where the budget deficit is under control ang
I

1 the external position strong, there may be scope é;fﬂ;ﬁeseﬁhu ot{SQeu
s

thet domestic activity fuigg.sustalnd the recovery. In others

continued firm policies may be needed L\&ﬁﬂ%}bjkhm rﬂ)dhfkhx
{
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11. A particular responsibility rests with the United States.
e, Buccess in reducing inflation has been impressivegﬁut the rising
budget deficit - if unchecked - could risk a renewed surge in
prices and interest rateJt§;4recovery ggzﬁi;;j -QZ:”LU ==
Mr Martin Feldstein, Chairman of the Council of Economic
Advisers, has said: 'I don't see how we can have a healthy
economic recovery unless we have deficits coming down and coming
down substantially'. (Wall Street Journal, 30 November 1982.)

3 H’rL'l'l J'} | o \"m_

I welcome tho—moves—that Pre81dent Reagan® a
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= task ys’formldable and He will need the full co- operatlon of
/\ e, W Masds mavdn G
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o

path. < | _'ﬁ
- \ T (i\‘}}_llbi,,.; f,/ J’I( (,r‘».,«v ,\\\4(&4\
ok wale | of M wwd o ratvie )
\w_gwwuh m«'\Jriqu:ufciﬁfee )
[






12. [Third, there is the need for adjustment by major debtors,
the éi%é of whose Qfggléﬁs1%§s at times threatened to overwhelm
the international financial and banking system. Here, the IMF
has a crucial role. As Chairman of the Interim Committee 1

intend to do my utmost to see that the Fund has the resources

to play its role effectively.

1%. We made a welcome start earlier this month when the Group
of Ten industrial countries agreed to increase the General
Arrangements to Borrow from SDR 6.4 billion to SDR 17 billion
and in addition to make credits available to the Fund for
lending to non-participants if major payments imbalances
threaten the stablllty of the international monetary system.
bortede s . W ibangln. )
Next men%ﬁ we shall be seeking to put in place a further
element in the package by agreeing to a substantial increase

in Fund quotas at the Interim Committee meeting which I have

asked to be brought forward from April.

14. Active adjustment policies supported by IIMF finance

should help substantially to restore confidence and encourage
continued private banking flows which are essential to many
developing countries'bhcﬂgﬁifﬂﬁunrﬁfitadd ~#h-¢/9dequate
supervision and prudent individual risk assessments are also
essentlal components of a stable system umdof'z tLﬂ~44 pod &l oW
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155 ’)y’fourth pnaa%-nan the strategy for the TecOVeIy.y is
the need to avoid protectionism. I do not believe that the

way to solve payments problems and exchange rate fluctuations
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is through increased restrictions omn trade which can only

impoverish us all.

Conclusion

16. Mr Chairman, I am grateful to you for allowing me to

set out briefly to the Committee how I see the major inter-
national issues that confront us. My main conclusion is that
we cannot look at the system in the abstract or seek remedies

for real difficulties in artificial mechanisms. There is no

substitute for collective agreement among countries on sound Fdﬁﬁ?gi

policies and their translation into 1nd1v1dual practlce. L?here

) '72«\.0 \apvn fre tfulh‘uu f,-i.'
is atese no realistic alternative toLPull ing on the existing

international institutions and ensuring they are effectlve.
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THE INTERNATIONAL FINANCIAL SYSTEM: CURRENT TASKS (5\\\\%’6

[Statement by the Chancellor of the Exchequer to the Treasury and Civil Service

Select Committee of the House of Commons on 31 January.]

Mr Chairman, it may be helpful to the Committee if I were, at the start of

today's hearing, to say something about the way in which I see the problems of

the international financial system at the present time.

A new Bretton Woods?

2. There have been suggestions that there is a need for "a new Bre.tton
Woods". I share the concern which prompts this suggestion - a concern for
greater stability and order in international financial relationships as a basis for
renewed economic progress. We all want lower inflation, less volatile exchange
rates, a more orderly system of international lending and borrowing. But I think

the suggestion for a new Bretton Woods does not give the right kind of signal as

to what is in practice needed. It implies a need for new objectives, new







methods, new international financial institutions. It pays too little attention to
the reasons why international financial markets, and exchange rates in
particular, have been so volatile in recent years. And too little attention to

what practical steps can be taken to remedy that.

3. The Bretton Woods system provided a basis for stability through the
discipline it imposed. As long as the United States dollar remained dominant and
the economy on which it was based set a pattern of reasonably well maintained
currency value, the system was effective. But those conditions were eroded in
.the 1960s. And as too many countries sought to maintain ambitious growth rates
without sufficient discipline, the world lived for a decade on increasingly

insecure foundations of inflation and rising indebtedness.

A new frampwork

4. I of course accept that the world will not achieve stability again until we

create a satisfactory framework and disciplines which ensure more consistent

policies and restore confidence in currencies. But it is no longer conceivable

that such a framework should be built upon one currency, on Bretton Woods lines,

18 months ago, at the annual IMF meeting, I suggested that we must in future






seek stability through the cooperafion of the major countries whose currencies
make up the SDR: the United States, Japan, France, Germany and the United
Kingdom. We still have a long way to go, but the notion that these §ive
countries bear a special responsibility to the rest of the world is increasingly
recognised. And it is also increasingly recognised that they must exercise that
responsibility by seeking parallel or convergent economic and financial policies
within their own boundaries which will serve to maintain the values of their
currencies, absolutely and in relation to each other. Now, of course, that does
not imply a rigid strait-jacket. Nor is it meant to imply that complete
arrangements will be settled quickly, or made effective without difficulty. But I

am sure this is the practical way forward.

Problems of transition

5. Our immediate priority, in the short term, is to nurture the process of
recovery in a very difficult period. At last year's annual IMF meeting in Toronto
identified several of the goals we should be seeking now. I said that the world
was passing through a difficult transitional phase as economies adjusted to lower

inflation. It is true of the world economy, as of our own, that a price has to be

paid for errors spread over more than a decade. It has long seemed to me that
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the more ready and willing we are to accept that conclusion, the less onerous it

will be and the sooner we shall have the chance of restoring sustainable growth.

6. There are now growing signs of recovery, earlier in some countries than in

others, but its pace will not - and should not - be too rapid. As different

countries successively begin to overcome their own problems of imbalance and

inflation, world recovery as a whole should gain strength. But there are

important dangers against which we need to guard, and in respect of which some

important practical steps need to be taken.

A strategy for the recovery

7. Let me now try to summarise the broad strategy which, speaking now as

Chairman of the IMF Interim Committee, I believe we will need to follow over

the months and years ahead. It is essentially pragmatic - and I make no apology

for that. The dual aim, which is now pretty widely shared, is so to manage the

recovery that it is sustained without rekindling inflation and so jeopardising the

stability of the international financial system; and at the same time to ensure

that those countries with particularly severe debt problems are restored to

economic health.







8. I will pick out four elements of the strategy for recovery that seem to me

particularly important.

9. First, major countries need to continue collectively to pursue prudent
monetary and fiscal policies. This is the key to stability. It was underlined by
the undertakings made at last year's Versailles Summit on the pursuit of
convergent policies. This, rather than artificial capital controls or massive
intervention, is the way to reduce exchange rate volatility. Intervention has a
role to play, but essentially I think Dr Emminger was right to refer to it as a side
issue, and to say that we should concentrate on promoting better underlying

conditions. This is the way to make the multi-currency reserve system work.

10. Second, within the overall framework of prudent policies, countries need to
ensure that the balance of their individual pold;'des is right. In some countries
where inflation has been brought down, where the budget deficit is under control
and 'the external position strong, there may be scope for a rise in domestic

activity to sustain the recovery. In others continued firm policies may be needed

rather longer. Nowhere would it be wise to let up in the fight against inflation.






11. A particular responsibility rests with the United States.  Their success in
reducing inflation has been impressive. But the rising budget deficit -if
unchecked - could risk a renewed surge in prices and interest rates just as
recovery is getting under way. Mr Martin Feldstein, Chairman of the Council of
Economic Advisers, has said: 'T don't see how we can have a healthy economic
recovery unless we have deficits coming down and coming down substantially’.
(Wall Street Journal, 30 November 1982.) I welcome President Reagan's
recognition)in his State of the Union Address last week, of the need to restrain
the growth in the federal deficit. But the future figures are strikingly large, and
the task formidable. He will need the full co-operation of Congress if the deficit
is to be put, as it plainly must be for the health of the world economy, on a

convincing declining path.

12. Third, there is the need for adjustment by major debtors, the scale of
whose difficulties has at times threatened to overwhelm the international
financial and banking system. Here, the IMF has a crucial role. As Chairman of
the Interim Committee I intend to do my utmost to see that the Fund has the

resources to play its role effectively.






13. We made a welcome start earlier this month when the Group of Ten

industrial countries agreed to increase the General Arrangements to Borrow

from SDR 6.4 billion to SDR 17 billion and in additional to make credits available

to the Fund for lending to non-participants if major payments imbalances

threaten the stability of the international monetary system. Next week in

Washington, we shall be seeking to put in place a further element in the package

by agreeing to a substantial increase in Fund quotas at the Interim Committee

meeting which I have asked to be brought forward from April.

14. Active adjustment policies supported by IMF finance should help .

substantially to restore confidence and encourage continued private banking
flows which are essential to many developing countries. Adequate super'vision
and prudent individual risk assessments are also essential components of a stable
system, and it is clearly part of our present task to build - at this stage often by
working more or less informally and from case to case - on the important
progress made in this area in recent years.

15. The fourth element of the strategy for the recovery is the need to avoid
protectionism. I do not believe that the way to solve payments problems and

exchange rate fluctuations is through increased restrictions on trade which can

only impoverish us all.







Conclusion

16. Mr Chairman, I am grateful to you for allowing me to set out briefly to the
Committee how I see the major international issues that confront us. My main
conclusion is that we cannot look at the system in the abstract or seek remedies
for real difficulties in artificial mechanisms. There is no substitute for
collective agreement among countries on sound policies, and their translation
into individual practice. And there is no realistic alternative to the pragmatic
approach of building on the existing international institutions and ensuring they
gre effective. But that is a task to which the world's financial authorities must
be seen to apply themselves with all diligence and a proper semnse of urgency.

That certainly is the approach of ‘:kd Majesty's Government.
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BIS SUPPORT OPERATIONS s\ e

1. Why was a Treasury indemnity required when the BIS arranged
credit facilities for Mexico and Brazil?

The BIS financed these loans from its own resources but with a
right of recourse to participating member central banks, including
the Bank of England. The Bank of England's contingent liability
under this arrangement is 140 million for lMexico and $£110 million
in respect of Brazil. These sums are too large for the Bank to
meet from its own resources so the Treasury has provided the Bank
with indemnities in respect of these commitments.

2. Under what statutory power have the indemnities been ziven?

The %@wggékﬁave been given under the Treasury's common law powers

to give guarantees and Parliament has been informed Dby White Papers
(Cmnd 8651 and Cmnd 8779 covering lMexico and Brazil respectively).

If it were necessary for the Bank of England to invoke the

indemnity, the Treasury would need to present an Estimate or a
Supplementary Estimate seeking provision to cover the payments.
Authority would rest on the Estimate and the confirming Appropriation
Act.

3. Does the Treasury intend to seek specific legislation to give
indemnities in respect of similar BIS facilities? [HAFMAL 0; fnzudi]

It is an important principle of Parliamentary control of
expenditure that authority for expenditure on a continuing function
should not rest solely on the Appropriation Act, but should be
covered by specific statutory authority setting out the powers
and duties involved. The Treasury has undertaken to observe this
principle where the amounts are significant and the liabilities
are likely to continue for several years. The Treasury is
accordingly considering the need to seek statutory powers to give
indemnities of this kind in future.






FROM: DAVID PERETZ
31 January 1983%

CHANGCELLQ cc Mr Littler
Mr Middleton
Mr Odling-Smee
Mr Monck
Mr Bailey § without attachments
Mr Graham

TCSC THIS AFTERNOON: SUPPLEMENTARY BRIEFING
I attach the following additional material for this afternoon:-

(1) A note by Mr Monck on the relationship between

the Treasury and Bank generally, and in banking
supervision (attaching a copy of the 1946 Act). The
relationship on the EEA and exchange market intervention
is covered in Brief A(viii) (viii).

(ii) A table of the largest (trough to peak) currency
appreciations since 1975 (for the major currencies).
Sterling comes fourth.

(iii) A revised version of briefing A(iv) (the role of
the exchange rate in macro economic policy).

(iv) A note of recent forecasts for World inflation.

(v) A note on the US balance of payments, and
relationship with the budget deficit.

(vi) A copy of Mr Anson's telegram 36 of 21 January
(about the Williamson ideas for the IMF to intermediate
more in international financial flows).

(vii) A defensive note about the Mexico and Brazil BIS
operations, and the Treasury indemnities to the Bank of
England.
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Comess ~ (viii) Copies of references to exchange rate policy

V)
L“*iﬂﬁE in TCSC reports over the last 2 years.

2. Mr Carey has sent you separately a note on Argentine loans.
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RELATIONS WITH THE BANK: BRIEFING

Relations in General

The relationship is close and works well. There is frequent
consultation at all levels, not only between the Governor and me but
between our officials.

Disagreements?

2. There is of course agreement en overall objectives. But if there
are any disagreements about specific policies we meet and resolve them.

Who Prevails?

3, We do not look at it in that way, or have an adversary relationship.
The outcome on particular issues depends mainly on the quality of the
arguments. But if a particular issue is not resolved on this basis,

it is clearly understood that economic policies are determined by
Ministers. That comes out clearly from the memorandum which the Bank
prepared for the Committee in April 1980.

Banking Supervision

4. The Treasury is responsible for the BanKEﬁct 1979 and hence %or
general issues of policy relating to banking supervision, though of
course the Treasury would take very close account of the Bank of
England's advice. However, the responsibility for supervising
institutions in the UK under the Act rests on the Bank of England
(subject to a right of appeal to the Chancellor against the Bank's
refusal to recognise or license an applicant for authorisation). This
means that the detailed operation of the Act isa matter for the Bank,
not the Treasury. The Bank is in general required to maintain strict
confidentiality on information provided for supervisory purposes. But
it is empowered to disclose information to the Treasury where in the
Bank's view disclosure would be in the public interest or the interest
of depositors.
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REIATIONS BETWEEN THE TREASURY AND THE BANK
%awiung»q(

The relationship was described in a memorandum prepared by the Bank
for the TCSC in April 1980. It was published and a copy is annexed.

4
The Bank of England Act (1946)

2. Paragraphs 2-4 describe the 1946 Bank of England Act which brought
the Bank "under public control" and empowered the Treasury to give the
Bank directionsafter consultation with the Governor. The power has
not been used but its existence makes it clear that the Treasury has
the last word in any disagreement and implies that Treasury Ministers
have a responsibility for the Bank's actions.

3. Paragraph 12 of the memorandum recognises that

"Economic policy is the responsibility of the Government and
is determined by Ministers."

But the following paragraph outlines the Bank's role as a source of
advice on policy as well as an executor in the monetary and financial

field.

4, The main duties. of the Bank, apart from banking supervision, are
not well defined in the statutes.

The Bank's Executive Role

5. Its main functions are:

~ managing the money and gilts markets;

- managing the Exchange Equalisation Account;

- acting as banker to the Government;

- the note issue;

- prudential supervision of the banking system under
the 1979 Banking Act.

1979 Banking Act

6. Paragraphs 9-11 of the annex set out the position.

* Cipy ke (utenre SOt )
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Reports

7. The Bank is required to report annually to the Chancellor on its
supervisory operations under the Banking Act. The report, which is
not very informative, is presented to Parliament.

8. The Bank produce an annual report and Accounts.

9. The Bank's Quarterly Bulletin contains a mass of detail about the
Bank's operations in the money and gilts markets, as well as texts
of documents and speeches on a wide range of practical and policy
subjects.
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Memorandum by the Bank of England

THE RELATIONSHIP BETWEEN THE BANK OF ENGLAND AND THE
TREASURY

1. The relationship between the Bank of England and the Treasury (in practice close
and effective) owes little to specific legislative provisions. It may nevertheless be helpful to
refer at the outset to the principal legal instrument governing their formal relations, which
is the Bank of England Act 1946, and to certain other legislation which governs specific
areas of the Bank’s activities.

The Legal Position
THE BANK OF ENGLAND ACT 1946

2. This formalised the Bank’s position as a public institution by vesting the Bank’s stock
in the ownership of the Treasury. The Bank had, however, for many years prior to the
1946 Act seen it as its duty to direct its operations to the service of the public interest and
to subject itself to the ultimate authority of Government in matters of monetary and
economic policy. The 1946 Act gave a statutory basis to this established position in two
ways—

(i) the power to appoint the Court of Directors—including the Governor and Deputy

Governor—was vested in the Crown. These appointments are made on the
recommendation of the Prime Minister, after consultation with the Chancellor of

the Exchequer; but the appointees dre given a degree of independence by the fact
that they serve for a fixed term.

(i) the Treasury was empowered to give such directions to the Bank as, after
consultation with the Governor, it thinks necessary in the public interest. Subject to
any such directions it was provided that the affairs of the Bank were to be managed
by the Court in accordance with the Bank’s Charter.

3. The purpose of the power of direction was explained by the then Chancellor (Dr
Dalton) in the Second Reading Debate on the Bill. [t was not designed to permit “any
day-to-day interference by the Government or the Treasury with the ordinary work of the
Bank ...” but to make “plain that in the last resort, as between the Treasury and the
Bank of England, the Treasury has got to have the last word, after due consultation with
the Governor of the Bank, in any case of disagreement”.

4. The power to give directions was expected to be used only in “exceptional and
unusual cases”. No occasion for the use of the power has yet arisen.

5. Though this is not explicitly covered by the Act, Dr Dalton also undertook that the
Bank would publish an Annual Report.

6. The most important part of the Bank’s work lies in the execution of domestic and
external monetary policy, and in the formulation, together with the Treasury, of the future
lines of policy. This responsibility, which is described in paragraphs 12-19 below, finds no
reflection in the Act, apart from the reference to the general power of direction noted
above.

Other Legislation

7. Certain of the Bank’s more specific activities, however, some of which are performed
on behalf of the Treasury, are governed in whole or in part by specific statutes, the main
Acts in question being listed in the attachment to this note. These activities include the
management of the note issue and of the Exchange Equalisation Account, and the Bank’s
functions as banker to the Government, as issuer and registrar of Government stocks and
issuer of Treasury bills. The Exchange Control Act, 1947, under which the Treasury
delegated to the Bank responsibility for the central administration of exchange control,
remains in existence, although the apparatus of controls was abolished last year by a
General Exemption Order made under the Act.

8. Following recommendations by the Select Committee on Nationalised Industries, the
full costs of some of the activities which are carried out for Government are recovered
from Government and these recoveries are currently subject to cash limits negotiated with
the Treasury.
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178 APPENDICES TO THE MINUTES OF EVIDENCE TAKEN BEFORE THE

9. The Bank’s role in supervising the banking system is also now governed by specific
statute. Prior to the Banking Act 1979, this role derived essentially from the customary
authority of the Bank as the Central Bank. (Formal powers were given by the Bank of
England Act 1946 to the Bank to ™. .. request information from and make recommenda-
tions to bankers ... and, if so authorised by the Treasury, 1o *. .. issue directions 10 any
banker for the purpose of sccuring that effect is given to any such request or
recommendation .. ."; but these powers have never been invoked.)

10. The Banking Act 1979, marks a decisive change in giving the Bank clearly defined
statutory pawers and duties in relation 10 the supervision of deposit-taking institutions in
the UK authorised under the Act. In particular, the Act provides for authorisation, as a
licensed deposit-taker recognised bank, to be operated by the Bank as the appointed
authority. There is a right of appeal to the Chancellor of the Exchequer against any
decision by the Bank to refuse or revoke a licence or a recognition, or to grant an authority
different from that for which the institution applied, or to give directions.

11. The Bank is required to preparc an annual report on the exercise of its powers of
supervision under the 1979 Act. The report will be published by the Bank and laid before
Parliament by the Chancellor.

The de facto position
THE PROVISION OF POLICY ADVICE

12, Economic policy is the responsibility of the Government and is determined by
Ministers. Policy decisions are, however, the end product of the assimilation and discussion
of studics, forecasts, advice and proposals available to Ministers from a wide range of
sources, in which processes the Bank of England has a role to play which can be
distinguished from that of Government departments.

13. The Bank provides Ministers with a separate and independent source of advice not
only on domestic and external monetary policy, which are areas of particular concern to
the Bank, but on financial and related economic policy generally. This advice is made
available to Ministers in a number of ways. There are close day-to-day contacts between
the Bank and the Treasury at official level and these are supplemented by the Bank's
participation in official inter-departmental committees. In addition, a particular feature of
the Bank’s position is the ability of the Governor to put forward directly points to which
the Bank attaches importance, primarily in his regular contacts with the Chancellor but
also on occasion to the Prime Minister and other Ministers.

14. The Bank’s distinctive contribution to the formulation of policy derives from its
operational involvement in the financial markets, and its consequential close relationships
with and knowledge of the financial institutions, and from its specialisation in monetary
cconomics and statistics. The Treasury’s distinctive contribution stems from its responsi-
bility for overall coordination of macro-economic policy and the relationship of that policy
to the Government’s wider objectives.

I5. The top management structure of the Bank has recently been reorganised. One of
the objectives of the reorganisation was to reinforce the Bank's capacity to discharge its
responsibility for implementing domestic and external monetary policy on behalf of the
Government and to give financial and economic advice over the wide spectrum of issues
with which contemporary economic policy has to deal.

The execution of policy

16. Once decisions on economic policy have been taken, the Bank is primarily
responsible for executing the monetary aspects of that policy through its operations in the
financial markets, and through the administration of direct credit controls when these are
in operation.

17. The Government’s domestic monetary policy objective is currently, and has since
1976 been publicly defined in terms of a target rate of growth for the money supply (now
Sterling M3). The achievement of that objective is closely linked with fiscal policy, on
which the Bank accordingly offers advice, and for the rest depends largely on the use of
monetary instruments. The Bank seeks to affect the trend of the money supply by
operations in the money markets, which in turn influence short-term interest rates, and in
the gilt-edged market where the aim is to finance the Government’s borrowing necds as far
as possible outside the banking system. Day-to-day operations in these markets, within the
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overall policy framework agreed with the Government, are very much a matter for the
Bank .itself, although the Treasury is kept in close touch with developments. The more
important changes of direction, however, arc discussed in advance with the Treasury and
by the Governor with the Chancellor. This would be true, for example, of changes in the
Bank's Minimum Lending Rate, when the Bank’s decisions require the approval of the
Chancellor.

18. The Bank also initiates proposals, for considération by Treasury Ministers, on the
amount, timing and terms of new issues of Government stocks and then conducts the issue
operations. Similarly it decides on the appropriate size for the weekly issue of Treasury
bills and conducts the tender for them.

19. As the Treasury's agent in managing the Exchange Equalisation Account, the Bank
intervenes in the foreign exchange market, buying or selling sterling against other
currencies, and is responsible for investing the assets of the Account. The nature of these
operations varies according to the exchange rate policy adopted by Government after
advice from the Treasury and the Bank. With floating exchange rates and the Government’s
commitment to a domestic money supply target, the Bank’s intervention role is currently
confined to smoothing out what appear to be excessive fluctuations in the value of the
pound, rather than attempting to maintain it at any specific level. As in the domestic
financial markets, day-to-day tactics in the foreign exchange market are a matter for the
Bank, although close liaison is maintained with Treasury officials. The strategic decisions
in respect of intervention policy are discussed more closely with the Treasury and by the
Governor with the Chancellor.

21 April 1980
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1946.°%" ¥l . ‘Bank of{England CH. 27. 4T
ity Act, 1946. :
S W AnvvEx D
W e ) : (with Bank of England
RIS Charter) .

i 4r .ot GHAPTER 27,

v An Act to bring the capital stock of the Bank of England
into public ownership,and bring the Bank under public
' ./cohtrol{“to make provision with respect- to the
i relationd between the Treasury, the Bank of England
':: . and'other banks and for purposes connected ‘with the

© . matters aforesaid. | _ [14th-February 1946.]

R BE ‘it enacted by the King’s most’ Excellent Majesty, by and
with the advice and consent of ‘the Lords Spiritual and
i+ . Temporal, and Commons, in, this present Parliament assembled,
¢%. . and by the authority of the same, as follows :— e

T M W
(@) the ‘whole of the existing capital stock of the Bank aa'%]:;ﬁ:; %
- B UL (hereinafter referred to as “ Bank stock ™) shall, by A
. .virtue of this‘section, be transferred, free of all: trusts,
. "w %% liabilities 'and' incumbrances, to~such’ person as the
7«0 Treasary- may by order nominate;to be held -by that
/' person on behalf of the Treasury Ko Rl K
j(b) ‘the Treasury shall issue, 'to the personi who immediately
¢ “before thé appointed day is registered in the books of

the Bank as the holder of any Bank stock, the equivalent
sy amount of stock created by the Treasury for the purpose
¢ dwe (hereinafter referred:to as the * Government stock ”’).
% A L U RSN e T E Lt R B VI A e L AR e el

L) Thia Government stock shall bear’ inferest at the rate of
4+ three’ per.Cent. per annum;’ a.nd the ‘equivalent amount of
s s Government stock shall, in relation to any person, be taken to be
fii:.  such that the sum payable annually by way of interest ‘thereon is
5 " ‘equal'fo the dverage annual gross dividend declared during the
By period of twenty years immediately preceding the thirty-first
" duay of Marchi nineteen hundred and forty-five, upon thé‘amount
k< of "Bank stéck ‘of' which that person was thc‘-iregigteréd'- holder

immediately before the appointed day.'"" = *'¢

“4:(3) The Government stock may be redeemed at'par by the 7
Treasury on or at any time after the fifth day of April, nineteen
hundred and sixty-six, after giving not less than three months’
__notice in the Londom Gazette of their intention to do so.

" (4) After the appointed day, no dividends on Bank stock shall
be declared but in lieu of any such dividends the Bank shall pay
i tothe Treasury, on every fifth day of April and of October, the

© . sum of eight hundred and seventy-three thousand, one hundred
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Court of

" directors of

the Bank.

- employment of members of the court. of directors and -meetings -
_ P 2l U SER f e e

Consequential
provisions

as to
constitution
and powers
of the Bank.

Treasury

- directions to

the Bank and

. relations of
" the Bank with

other banks.

Cr. 27. Bank. of Enghnd | 9& 10 ng.e' g,r, i)
Act, 1946. e . kg
and eighty pounds, or such less or greater sum as may from time’ ;- §
to time be agreed upon between the Treasury and thgi:'Bank. St
(5) The incidental and supplemental provisions set out in the W
First Schedule to this Act shall have effect with respect to the .
Government stock and to the sums payable ‘to the Treasury «
under. the last foregoing subsection:s; S g S
i Hosdy i b R loldag el L

'. 2&--(!) O;:-the ai;i;oin ted day.allperso :
before that day, holding office as Governor,.Deputy Govemor. or;

director-of the Bank shall vacate. their offics, and op:and after. - _-'-;"

that day there shall be a Governor; ‘a Deputy Govérner and
sixteen directors of the Bank, who shall be the court of directdrs...

--(2). The Governor, Deputy Governor and.other . membersof . -/

the court of directors shall be appointed by:His Majesty, ¥ ;'
~/(3): The provisions of the Second Sche'dule;“t'o;this_;hct shall

ugiwho are, immediately

have effect as respects the -tenure of office, ‘qualif cations' and -

of the court.

o LT
to - lagly 1

v R

the Bank as a body corporate shall cease to have effect. -

a

R
e

LR

3.—1) So much of any éﬂéct:ﬁén_t— as limits the duration of . '

(2) As from the appointed day every member. of.the court of

notwithstanding that he holds no Bank stock;and a.ccordingly. the - it

members of the, said body. shall e, the members for, the time -
being of that court together with.the person’ who for. the time = /"1

being holds the Bank stock on behalf of the Treasury,

(3) As from the appointed day His Majesty. may revoke all -

or any of the provisions of the charters of the Bank except in -,
so far as they incorporate the Bank, and thereafter, subject to kg o
the provisions of this Act, the Bank'shhu‘jbé_‘boﬁgtitﬁ'i;{;gl_-ﬁag& A
regulated in accordance with so much of fhe said" charfers ‘as "

remains unrevoked and such other charters ,as ‘may from’ time
to time be granted by His Majesty and ‘accepted on behalf of
the Bank by the sourt of directors, s e e R

(4) The enactments set out in the Third- Schedule to.this Act
are’ hereby repealed as from the appointed day to the extent

specified in the third column of that Schedule...

4—(1) The Treasury may. from . time"to: itime give such
directions to the Bank ‘as, after consultation-with the Governcr
of the Bank, they think necessary in the ﬁub{ic: interest." .-

(2) Subject to any such directions, the 'affairs’ of the Ranl:
shall be managed by the court of directors in accordance w#ith
such provisions (if any) in that behalf as may be contained in any

charter of the Bank for the time being in.force and any byelaws * .

made thereunder.,

(28
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1946. 1+ Bank of England CH. 27.
. Act, 1946. :

(3) The Bank, if they think it necessary in the public interest,
, may request information from and make recommendations
g to bankers, and may, if so authorised by the Treasury, issue ?
diréctions to any banker for the purpose of securing that effect -»
is given to any such request or recommendation : e

SRy &

Provided that i—
o © (a) no such request or recommendations shall be made with -’
e " respect to the affairs of any particular customer of a
2 __ banker; and .
g (b) before authorising the issue of any such directions -

the Treasury shall give the banker concerned, or such
person ‘as appears to them to represent him, an
~opportunity of making representations’ with respect
.. . thereto. _ . o '
(4) If, at any time before any recommendations or directions
_are made or given in writing to a banker under the last foregoing
subsection, the Treasury certify that it is necessary. in the public
interest that the recommendations or directions should be kept
secret, and the certificate.is transmitted to the banker together
with the recommendations or directions, the recommendations or
directions shall be deemed, for the purpose of section two of the

% ment, to be a document entrusted in confidence to the banker ¢ 28-
- by a person holding office under His Majesty ; and the provisions
ke of the Official Secrets Acts, 1911 to 1939, shall apply accordingly.

T30 o (5) Save as‘provided in the last foregoing subsection, nothing
£, in the Official Secrets Acts, 1911 to 1939, shall apply to any

.~ request, recommendations or directions made or given to a banker
“ under subsection (3) of this section. . oy g

© (6) Ir{f..this:fsecti'bn the expression *‘ banker  means any such

B, Pem_on'carrying on ‘a banking undertaking as may be declared by
order of the Treasury to be a banker for the purposes of this

¢ section, *F 77 i y

= %) Any order made under the last foregoing subsection may

" be varied or revoked by a subsequent order.

" (8) This section shall come into operation on the appointed day.

(a) the_e:_cpressié'n “ the Bank " means the Bank of England ;

(b) the appointed day shall be such day as the Treasury may
. by order appoint, not being later than three mont
. from the _date of the passing of this Act. ~ :

' 6. This Act may be cited as the Bank of England Act, 1946. Short title.

43

Official Secrets Act, 1911, as amended by any subsequent enact- 1 & 2 Geo. 5.

6. For the purposes of this Act— ‘ . Interpretation.




e

—




1. Sterling

2. Deutschemark

5. Yen

4, Dollar

(ii)

Major Currency Appreciation$ 35%\‘\é§

Effective rate (1975 average = 100)

: November 1976 average 775
January 1981 average 103.2
% change +3%.2%

Effective rate (December 1971= 100)

: End-September 1975 116.2
End-November 1979 159.6
% change +37.%%

Effective rate (December 1971= 100)

- End-December 1975 98.5
End-October 1978 158.9
% change 61.3%

Effective rate (1975 average = 100)

' 1978 quarter iv average 91.8

November 1982 average 125.0
% change +36.2%
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(iv) QA\\Ygé

WORLD INFLATION OUTLOCK

i Since 1980 inflation, as measured by the GDP deflator has
decelerated throughout most of the industrial world falling from

9 per cent for the major economies in 1980 to under 7 per cent

in 1982. Estimates of inflation in the developing countries

are affected by the wide divergence of inflation rates. Median
estimates indicate price increases have fallen from around 15 per
cent in 1980 to about 12 per cent. in 1982. Amongst 6il exporters
it has declined from around 13 per cent in 1980 and 1981 to 10 per
cent in 1982.

GDP DEFLATORS
(per centage change from previous year)

1980 1981 1982 1983

Industrial 9.1 8.6 7.2 6.0
o/w major seven 9.1 8.5 6.8 B.5
NODCs (median) 15.1 13.4 11.8 10.0
0il exporters 12.7 12.9 10.0 9.5

2, Forecasts point to a further fall in inflation for 1983

on average with the rate in the major economies falling to 5%
per cent. Then inflation may start to rise again as earnings
pick-up, import prices start to rise and as profit margins are
restored. OECD's latest projection envisages some pick-up in
inflation 6n average in the industrial world in the first half
of 1984 though in Europe inflation would be about the same as at
the end of 1983.
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US FISCAL DEFICITS AND THE CAPITAL ACCOUNT

Large prospective fiscal deficits in the US of around #200bn over the foreseeable
future have inevitably been reflected in higher real interest rates. In turn higher
real interest rates and a favourable US differential have, inter alia, increased

the demand fbr dollars -and pushed up the exchange rate, As a result conpetitiveness
and the trade deficit have deteriorated, and the current account moved into a deficit
of around $9billion in 1982 following a 4% bn surplus in 1981,

After showing a gradual trend towards greater outflows net foreign direct investment
turned round sharply in 1981 and registered a net inflow of around $12 bn. Some

of those factors fesponsible for this (which include a favourable US differential
and the flight to quality). may Treverse and net foreign direct investment may return
to rough balance in 1983, However in order to balance the external sector the large
prospective current account deficits of around 830 bn for this year will inevitably
mean the US is a capital importer once one has also taken account of e.g. indirect
investment and banking flows. These capital inflows will help finance the fiscal
deficit.

Summary Balance of Payments (#bn)

1979 1980 1981 1?85 1983

Current Account - 1% 4% 6%  -30 2
Foreign direct investment -13 5% 12% 12 na
Official capital -4 4% -5 ~4% na
Other capital flows (net)/balancing items 18 9 -12 -14 na

1. At annual rate

24 Forecast

Source: OECD December 1982.
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FROM: M E CORCORAN
1 February 1983

ARY cc stghief Secretary
. PS/Economic Secretary
iZ, PQ-"Q.{'Z, M PS/Financial Secretary
Sir Douglas Wass
Mr Burns
Mr Littler
Mr Middleton
Unwin
Kemp
Odling-Smee
Lavelle
Peretz
Allen
Hall
Norgrove

PRINCIPAL PRIVATE SEC

FEFFEFER

TCSC: HEARING ON 31 JANUARY

I attach a transcript of yesterday's hearing which we have just received.
I should be grateful if you could arrange to let me have any amendments to
the evidence which the Chancellor would like to see made. I should be
grateful also if other witnesses would let me have any amendments which
they feel should be made. They should be restricted to the correction

of inaccuracies in the reporting and of matters of fact.

2. A copy will be placed in the House of Commons Library tonight. I am
therefore sending it to Mr Hall as well as to you and other witnesses, in
case there are further questions. We are having further copies made, should

any other recipients want one.

W €oe

M E CORCORAN
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