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THE IMF's SCARCE CURRENCY CLAUSE

3 December 1982

In your letter of 19 November 1982 to Arthur Cockfield, discussing the problems
caused by Japan's trading performance and stressing the need for international,
rather than unilateral, action if Japan is to modify its macro-economic policies,
you asked whether I thought there would be any merit in using Article VII of the
IMF as a means of bringing pressure to bear on Japan to modify her macro-economic
stance.

As you know I share your view that voluntary restraint agreements and similar
measures constitute no more than short term, and rather ineffective, treatment for
the symptoms of the trade problem: they do little to resolve the fundamental
problem over Japan's macro-economic policies. I have frequently drzwn attention
to the need for the Japanese authorities to take measures that will open up the
Japanese market more rapidly both to imports and to investment; whiech will help
the yen to appreciate; and which will prevent the emergence of large current
account surpluses which jeopardise the free trading system.

I have strong doubts, however, about the possibility of using Article VII, the
scarce currency clause, to put pressure on Japan, not simply because it is
untested, but more especially because I question whether it would in fact achieve
the desired objective.

Article VII deals with two forms of scarcity. One is the general scarcity of a
member's currency outside the Fund and the other is an actual or threatened
scarcity of the Fund's holdings of a currency. If the Fund finds that a scarcity
of the first kind is developing, it can issue a report setting out the cause and
make recommendations designed to bring it to an end. It is not necessary to find
that the Fund's holdings of the currency have been depleted: nor is it necessary
to find that the scarcity is attributable to the policies of a surplus member
country: it can be produced by the extravagant policies of deficit countries.

The Fund's recommendations have no binding force; and there are no sanctions if
they are not followed.

As for the second kind of scarcity, the Fund may, by making a formal declaration
of scarcity, authorise any member to discriminate against the issuer of the
scarce currency by limiting exchange transactions in that currency.

/There is little
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There is little prospect of the Fund finding the yen scarce undex either category.
There is certainly no scarcity of yen within the Fund and no prospect of one. A
more serious weakmess in the idea is that even if the yen could be shown to be
scarce, and the Japanese authorities were to respond by increasing the supply of
yen, this could cause the yen to depreciate further still - quite the opposite

of what we have in mind. Noxr do I think that at this moment it would be apt to
show willingness to favour sanctions of a protectionist kind. In general there
is no guarantee and quite a few doubts as to whether any move on these lines
would produce the desired change in Japan's macro-economic policies.

The short point is that the scarce currency clause was designed for the very
different monetary conditions existing immediately after the Second Vorld Var.

It was adopted mainly in response to UK fears that the US dollar would be in
short supply because of US policies. The possibility of declarimg the US dollar
scarce was discussed in 1947 but the Fund decided against doing so. In practice,
therefore, the clause has been a dead letter for 25 years and it is hard to
imagine circumstances in which it could be revived.

A1l that said, let me add that I entirely agree that we should comtinue to bring
pressure to bear on the Japanese zuthorities through the ITMF. In principle there
can be direct contact between individual countries and the Managing Director -

as happened recently in the case of the excessively large Swedish devaluation -
but the Japanese authorities teke care to avoid any measures which might lead to
a direct confrontation. More realistically it is possible for the IIF to exert
some influence when the Fund Staff prepare special reports which cover subjects
relevant to Japanese experience, However the Article IV consultztions provide
the best opporiunity for exerting international pressure and we :intend to continue
pursuing our arguments in this context. An Article IV comsultation is being
conducted with Japan at the moment.

I am sending a copy of this letter to Arthur Cockfield.

GEQOFFREY HOWD
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The Rt Hon Gordon Richardson MBE
Bank of England
Threadneedle St
London EC2 4 January 1983

Do Lot

INTERNATIONAL FINANCIAL SCENE

Yo

Thank you for your full and helpful letter on this subject
of 3 December.

2. As you would expect, I find it easy t0O agree with almost

all the argument in your letter. For example, I agree with
what you say about the inter-relation of IMF and bank lending,
and about the development of assessment of sovereign risks

by the clearing banks. I agree too that the BIS may be an
appropriate vehicle for short-term bridging liquidity in
appropriate cases where it is necessary to avoid a wider threat
to confidence; but that the central bank role should be confined
to cases where there is either good collateral or a plausible
bridge to an IMF or other official facility (or both).

3. I wonder, however, if I can take a little further the idea

of a statement or declaration from Central Bank Governors, which
could help to buttress an agreement on a resources package

for theIMF. I believe - and see it as a theme of my Chairmanship
of the IMF Interim Committee - that the problems we face require
readiness for action by each of the IMF, creditor governments

and other institutions, the private world banking community, and
the authorities of debtor countries. Confidence by each that

the others are playing their parts will be a most valuable
contribution. It is with this in mind that I am attracted by

the idea of a statement. I quite see, of course, the difficulty
of making any such pronouncement in vacuo, as you put it. But
might it not be appropriate, and indeed natural, for Governors

to issue a statement of welcome and approval for an IMF agreement,
if one were forged in the Interim Committee in the second week of

February, - and to do so, perhaps, at their next Basle meeting?
A number of the matters discussed in your letter could find a
place in a Statement of that.-kind and the opportunity might

be taken to add one or two other components.
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4. Far be it for me to try to draft such a gubernatorial
pronouncement; but the following points might serve
to identify some of the possible raw material:-

(i) the Governors might welcome the IMF agreement as
helpful to the international banking system and to
confidence; -

(ii) in that connection they could recall their own
statement of 10 September 1974 about the working of the
international banking system. That statement referred
to the problem of the lender of last resort in the Euro-

markets and recognised that it would not be practical to lay

down in advance detailed rules and procedures for the
provision of temporary liquidity. But it added that the
Governors were satisfied that means were available for that
purpose and would be used if and when necessary;

(iii) the Governors could then note that in one or two
recent cases, and as a strictly transitional measure,: the
BIS has been able to take action helpful to the Euro-
markets and to the international financial system by
providing short-term liquidity for countries facing debt
problems. To do this the BIS has needed the support and
cooperation of central banks and governments, and its help
has had to be predicated on longer-term programmes of

assistance by the IMF. Thus the principal help to the Euro-

markets by central banks has recently taken the form of
liquidity support to countries rather than to banks:

(iv) the Governors might also welcome the increased cooperation

between the IMF and the commercial banks in organising
programmes of support linked to firm policies of adjustment
for countries with debt problems. Policies which are
genuinely directed to restoring the creditworthiness of
these countries merit such support;

(v) there might conceivably also be a reference to the
work of the Cooke Committee described in paragraph 15
'of your letter; and perhaps also to the desirability of
legislation to give effect to consolidation of accounts

(paragraph 16 of your letter).

5. I have spelt this out in some detail, not, as I have said,
in the expectation that an ultimate statement would follow this
outline at all closely, but in order to explain why I feel that
the material for a substantive Statement is in fact available,
even if it would contain little that was very new. It would to
a large extent be descriptive of the evolution of sSupport and
supervision in the Euromarkets since 1974/5 - and would be none
the worse for that. It would also direct attention to matters
which are at theheart of the concerns of central banks and
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genuinely complementary to the IMF package, but which would
notappear central in a purely IMF context. If the idea
appeals to you at all, then I am sure you could transform my
ballon d'essai into something of more appropriate style.

6. If, as I say, such a statement were made immediately after

a successful Interim Committee meeting on IMF replenishment,

and were related to that success; it would certainly be made in a
suitable context - and another might not arise for some time.
Perhaps there is also some chance that if made in the second

half of February or early March, the statement could mark, without
any indication of complacency, the surmounting of the worst

of the international debt "crisis" which caught the world's
attention when the Mexican problem broke in August/September.

7. I was very interested to read what you said in paragraph

16 of your letter about legislation on consolidation in Germany.

I would be inclined to draw the conclusion, on the facts you describe,
that some German banks do represent a source of potential
weakness in the international banking system. Their exposure

to thedebtproblems of Eastern Europe has in some cases added to
this. In the longer perspective this ought surely to be
remedied. But it may be that the right timing is for the

Germans to begin the process of legislation, application and
transition in 1983. Otherwise, given the time lags, such
legislation could well begin to bite in, or on the eve of, the
next down-turn - if, in today's circumstances, one can venture

to think in such conventional terms. There would have to be
transitional provisions which could I suppose, in their most
extreme form, apply the existing German capital ratios to
consolidated lending only from a forward date. Perhaps the
optimum would be to try to get the confidence effects in the

near future and the restrictive effects on lending (and dividends)
during any upswing that may develop? Perhaps the question whether
we should try to press the Germans to plan legislation on this
subject might be further discussed between the Bank and the
Treasury?

8. I have been reflecting in particular on what you :said in
the last paragraph of your letter. I think we both see these
international problems of over-indebtedness as part of the
general problem of transition to lower rates of inflation in the
world. That transition inevitably raised similar domestic problems
of corporate and personal indebtedness. We are moving from a
world in which inflation could be relied on to erode indebtedness
rapidly, and where interest rates were often negative, to one in
which debt is eroded more slowly and interest rates are positive.
I agree with you that our approach to these debt problems has

to be piecemeal and adapted to the circumstances of the individual
case. There can be no guestion, internationally as well as
domestically, of a guasi-automatic system of debt relief. As I
tried to illustrate with my Kronburg references to an
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"international entitlement programme", that would create all
the wrong incentives and retard adjustment. I think it is also
an essential ingredient of our approach to these debt problems
that recourse to public expenditure, and charges on public
funds more generally, have to be kept to.a minimum. I see no ;
seriousinternational support for going beyond the present basic ;
approach of restoring creditworthiness through IMF action, coupled i
with appropriate debt settlements.

9. Of course, you are right to say that a resumption of growth
in the OECD countries would ease these debt problems, provided H
that it was not associated with the expectation, or the reality,

of a recrudescence of inflation. But, as we have both so often
stressed, if that proviso were not met, we could not count on

@ sustained reduction in interest rates. That is why I continue

to attach importance to the future path of the US budget deficit, |
as I know you do. As I see it, what we are trying to do goes i
well beyond securing an early resumption of growth, though we i
certainly need that. We have to break out of the whole 1970s ;
experience of high inflation, massive cil Price increases, gross ,
imbalances, currency instability, sharply declining profit
margins, growing budget deficits, distorted cost patterns,
irregular growth and rising unemployment.

10. I believe that a number of OECD countries, including the UK,
have made some progress in this direction. But the way in which
the process should work is perhaps not widely enough understood,
internationally as well as nationally. Even in the mind of some-
one as wise-as Shultz I detect at least some disposition to

seek relief in the wrong direction - perhaps because (and one

can hardly blame him) even he is daunted by the scale of the US
budgetary problem. Do you think there is anything more that
either of us can do, in the context of the other matters discussed
in this letter, to foster confidence in the process of non-
inflationary recovery?

GEOFFREY HOWE
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FROM: MISS M O'MARA
PATE: 16 May 1983

MR GROVES- FINANCE DIVISION cc: Mr Beastall
Mr Basi

COMMONWEALTH FINANCE MINISTERS MEETINGS: CONFERENCE OFFICER

I have seen a copy of Mr Basi's minute of 16 May. .

2. The view in the Chancellor's office is that a Conference
Officer certainly is necessary for the CFM meeting. However,
we do not think that an appointment from the British High
Commission would be suitable and believe that Miss Goldsmith
is much to be preferred. She both knows what is required

and does it well.

fonr

MISS M O'MARA
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INTERNATIONAL MONETARY FUND _
WASHINGTON, D.C. 20431 & . —oUmR

" [ i CABLE ADDRESS
INTERFUND

July 8, 1983

Sire

This is to inform you that, in accordance with the votes carried out
under the provisions of Section 13 of the By-Laws, the Resolutions
submitted to the Board of Governors on June 2, 1983 eoncerning (1) Direat
Remuneration of Executive Directors and their Alternates and (2) Home
Leave Allowance for Executive Directors and their Alternates have been

adopted.
Very truly vours,

Joseph W. Laug, JY¥e

Joseph W, Lang, Jr.
Acting Secretary

Mr. Robert Leigh-Pemberton
Governor

Bank of England

London, EC2R 8AH, Englend
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In the year that has elapsed since we last met, we have seen an
easing of inflationary pressures in a number of industrial countries

and signs that an economic recovery 1s becoming more firmly established,
particularly in the United States. This welcome and long-awaited turn
of events must now be consolidated and extended to the rest of the world
economy. Beyond that, the crucial challenge for policy is to ensure
that the recovery 1s a lasting one. This is essential not only to get
growth and development going again on a sustainable basis but also to
ease the strains on the international financial system and stem the
rising tide of protectionism. From these perspectives, I propose, in my
remarks today, to examine certain of the key aspects of policy bearing
on the medium-term outlook for investment and growth both in the industrial
countries and the non-oil developing countries as well as some of the
avenues for strengthening international cooperation.

1. Medium—term outlook and policy issues for the industrial countries

For the industrial countries as a group, there are now better pros-
pects than for some time past of achieving a transition to sustainable
noninflationary growth. Prospects for 1983 are for a further decline
in inflation, a resumption of growth, and a leveling off in unemployment.
Real output is projected to be about 1 1/2 per cent higher than in 1982.
An increase in momentum in the course of the year 1s expected to continue
into 1984, leading to an average annual growth rate of close to 3 per
cent during the period 1984-86.

The recovery in prospect in the industrial world is, by past experi-
ence, a relatively moderate and gradual one. Also, the average rate of
growth through the mid-1980s would be lower than that achieved in the
late 1970s (4 per cent) or in the decade prior to 1972 (4.7 per cent)
and would imply only a modest decline in unemployment from the current
very high levels. Basically, there are two reasons for this: first,
given the need to complete the process of disinflation so as to firm up
the basis for sustainable growth, there is no scope for relaxing financial
policies. Second, the rate of increase of productive potential in the
industrial countries is estimated to be significantly less than in the
1960s and 1970s partly because of the lower rate of capital formation in
recent years and partly because of structural changes reducing productivity

growth.



a. Financial policies

Though a number of major industrial countries have made striking
progress in bringing down inflation, concern about inflation is far from
over. In a large number of industrial countries, high inflation still
persists. Even in those countries where price pressures have eased,
inflationary expectations remain deeply entrenched. This reflects both
the erosion of confidence that follows a long period of rapid price
increases as well as skepticism as to the credibility of anti-inflation
policles given the continued existence of large fiscal deficits,

For the seven major industrial countries, central government borrowing
accounted for 57 per cent of net private savings in 1982: this contrasts
with a ratio of 48 per cent at the time of the 1975 recession. Deficits
of this magnitude as well as the uncertain budgetary outlook in a number
of countries, particularly in the United States, are keeping inflationary
expectations alive. This, in turn, is causing interest rates to remain
at very high levels——particularly for longer—term maturities--in spite
of the weakness of economic activity and the decline in inflation. An
indication of the intensity of inflationary expectations is given by the
unusually wide differential between long-term interest rates and the
current rate of inflation. In the United States, for example, in the
first half of 1983, long-term interest rates were about 8 1/2 percentage
points above the rate of inflation (measured by the increase in the GNP
deflator); during the decade up to 1973, that differential was only
2 1/2 percentage points. The elimination of structural budget deficits
is, thus, of crucial importance for the sustainability of the world
economic recovery; this is a point that cannot be overemphasized.

Monetary policy, in general, remains under control. Although monetary
growth has accelerated in some of the major industrial countries since
the second half of 1982, this appears to reflect, in certain cases, a
variety of financial innovations, which have temporarily increased the
difficulty of gauging monetary growth, rather than any basic shift in
the stance of monetary policy. Nevertheless, it is instructive to keep
in mind that higher rates of monetary growth have not been accompanied
by any marked fall in interest rates. On the contrary, interest rates
have been firm for quite some time., This suggests that an attempt to
force the pace of recovery by means of a deliberate shift to active
monetary expansion would almost certainly be counterproductive; because
of the consequences for inflationary expectations, interest rates would
be more likely to rise than fall.

b. Structural policies

A second reason for expecting the pace of the recovery to be moderate
is to be found in the sluggishness of investment and productivity growth
in the industrial countries.

The sustained weakness of fixed investment is a particular source
of concern. For 1983, much of the impetus to renewed growth is expected



to come from consumer demand and a cyclical rebuilding of stocks. Gross
fixed investment for the industrial countries as a group is expected to

fall in 1983 for the fourth successive year. There are several reasons

for this:

- first, the low rates of capacity utilization that have resulted
from the prolonged recession together with uncertainty as to the prospects
for noninflationary recovery as reflected in the unusually low backlog
of orders in capital goods industries.

- second, persistence of high interest rates, in real as well as
nominal terms, associated with lingering inflationary expectations and
the inappropriate monetary-~fiscal policy mix.

- third, the low and declining profitability of manufacturing industry,
which is partly the result of the recession but also stems from the very
rapid real wage growth during the first half of the 1970s, particularly
in a number of European countries, the effects of which have not yet
been reversed.

- finally, the fiscal and monetary systems of many industrial countries
have been biased against saving and, hence, investment. Although steps
have been taken by some countries to deal with these distortions-—-for
example, through cuts in high marginal income tax rates and deregulation
of the financial system--some of the basic problems still remain.

Lower investment goes some way toward explaining the decline in
productivity growth in the industrial countries in recent years. Other
influences undermining productivity have included government action to
prop up declining industries and various measures that impede labor and
capital mobility as well as restrictive work rules. Figures for the
14 largest industrial countries show productivity growth declining to 3
per cent annually over the period 1973-82, compared with over 5 1/2 per
cent in the preceding decade.

An increase in the productive potential of the industrial countries
will depend upon effective policy action to deal with rigidities. Above
all, a strengthened resolve to tackle structural budget deficits will be
needed to avert the widely recognized danger of crowding out private invest-
ment from financial markets as the recovery gathers strength. In spite
of the current depressed state of investment demand this may not be as far
off as might be assumed. Though capacity utilization rates appear to be
lower than at the start of recent previous recoveries, there are indica-
tions that, as a result of technological advances and the second wave of
energy price increases, much of existing capital equipment is outmoded
or obsolescent; there may, therefore, be a considerable pent—-up demand
for replacement and modernization.

Substantial efforts are also needed in European countries to re—estab-
lish real wage rates at levels consistent with an adequate rate of return
on capacity-—expanding investment. For example, in France, Germany and



Italy, the share of gross profits in total incomes of the manufacturing
sector fell from about 40 per cent to less than 35 per cent during the
1970s. The net profit position of enterprises in the major European
countries reached historically low levels in the early 1980s. Greater
restraint in real wage growth would faclilitate a strengthening of the
financial position of enterprises, thereby providing greater incentive
to invest as well as some of the finance for it. Higher investment
would boost productivity, which together with greater wage restraint,
would be the surest way of achieving a more rapid reduction of structural
unemployment and of providing a secure basis for higher real incomes

in the future.

2, Medium-term aspects of adjustment
and growth in developing countries

The setback in the growth performance of the non-o0il developing
countries over the past few years is attributable both to adverse external
developments as well as lagging domestic adjustment. These events have
culminated for a number of developing countries in the emergence of acute
external indebtedness and financing problems. The potential disruptive
impact of those crises has been averted through swift and decisive action
by all parties——debtor and creditor governments and financial institutions--
acting in close concert. But so far we have only been buying time--the
time needed to launch in-depth solutions that will enable countries to
grow out of their financial problems. A successful resolution of the
problems of indebtedness and a resumption of lasting growth throughout
the developing world will depend upon the implementation of forceful and
comprehensive adjustment programs in these countries supported by adequate
financing flows and a sustained recovery in the industrial world.

a. Adjustment programs

The scope for economic recovery in the developing world will depend
to a very large extent upon the firmness with which the authorities imple-
ment policies aimed at reducing the severe external and internal imbalances
that confront many of these countries. Though the external current account
deficit of the non-oil developing countries as a group has declined
significantly since 1981, much of that improvement represents a response
to extreme financial pressures rather than a comfortable balance between
payments and receipts. In 1982, for example, net inflows of capital to
these countries actually fell by some $35 billion, chiefly because of a
cutback in commercial bank lending, while export receipts fell by some
$14 billion; as a result, imports were reduced by $42 billion, or by 8
per cent in real terms. Nevertheless, domestic demand management has
still not adjusted far enough to external constraints. Indeed, inflation
remains virulent throughout the developing world: the average rate of
increase in consumer prices will exceed 30 per cent in 1983 for the
fourth year in a row. Such high rates of inflation have produced severe

economic distortions.

In these circumstances, demand management has to play a central role
in the adjustment strategy. Fiscal policy is of particular importance



in developing countries where the budget deficit often exceeds 10 per
cent of GDP. Such large deficits cannot easily be financed without
excessive monetary growth and must, therefore, be considerably reduced.
It is also important to ensure that demand management policies are
supported by adequate pricing policlies and other measures aimed at
strengthening the productive base of the economy. To this end, timely
adjustments in key administered prices, including the exchange rate and
interest rates, are of major importance.

There is a widely held view that a revamping of policies along these
lines involves a sacrifice of growth. The facts do not bear this out:
empirical studies that have recently been published by the Fund show
conclusively that those developing countries that have followed prudent
financial policies and a flexible exchange rate policy, aimed at maintain-
ing external competitiveness, have achieved not only a better current
account performance in recent years but higher growth rates as well.

b. External financing flows

Smooth adjustment in the developing countries requires the necessary
financial underpinnings. Adjustment and financing, after a certain point,
are self-reinforcing: improved policies in debtor countries will attract
new financing, which, in turn, facilitates the adjustment process. But
there is a critical intervening period when new financial commitments
must be made on the strength of policy intentions and programs. A number
of countries that have recently entered into arrangements with the Fund
are still at this early stage of adjustment and, for several of them, Fund
financing is not sufficient to bridge their external financing gaps. In
these cases, agreements have been reached with commercial banks to provide
additional financing in tandem with the Fund. The confidence of other
lenders——official entities and the commercial banks-—in the quality and
efficacy of Fund adjustment programs has been the primary factor behind
their willingness to expand their lending at an uncertain, yet critical,
moment. Thus, the policy of the Fund in maintaining the quality of 1its
vonditionality=-in the face of criticism from some quarters—-not only
helps countries to achieve adjustment but also helps to attract the
financial support needed to facilitate the process.

Looking ahead, continued financing by the commercial banks on reason-
able terms will be necessary to support the adjustment now under way in
many developing countries. The prospective growth in bank lending
—--projected at an annual rate of around 7 per cent in 1983 and 1984--
will, nevertheless, be well below the unsustainable rates recorded over
most of the past decade, and it is unlikely that official flows will
rise very significantly. Given thelr large needs for external resources,
the developing countries would be well advised to place greater emphasis
on policies designed to attract foreign direct investment as part of
their development strategy. Direct investment has the advantage that it
is tied to productive capitai formation and forms part of a package that
includes the transfer of technology and skills. More rapid growth of
direct investment, especially in the non-oil developing countries, could



well prove a potentially powerful instrument for carrying out the
structural adjustments that these countries require, as well as for
alleviating the serious problems of unemployment they face.

Ce Impact of the recovery in industrial countries

For many developing countries, the needed adjustments in current
conditions constitute a heavy burden. They can no longer rely omn high
inflation and negative real interest rates--as they could in the 1970s--
to erode the real burden of their external debt and debt service. They
are now crucially dependent upon a recovery in the industrial world to
support their own efforts to tackle their indebtedness problems. And
indeed, their adjustment programs have been formulated on the assumption
of a strengthening of markets in the industrial world and a consequent
expansion of world trade.

Stronger growth and lower interest rates in the industrial countries
would have a powerful impact on the external payments position of the
developing countries. For example, on the basis of historical relation-
ships, an increase of 1 percentage point in the average annual rate of
economic growth of industrial countries over the period 1984~86 could
lead to an increase of about 3 1/2 percentage points in the average
annual rate of growth of the value of exports of non-oil developing
countries. By 1986, this would imply additional export receipts of
close to $35 billion per annum. Similarly, a reduction of 1 percentage
point in market interest rates would, after a year or so, reduce the
annual flow of Iinterest payments of non-oil developing countries by
roughly $4 billion. These yardsticks give an idea of the overwhelming
lmportance of a healthy and durable recovery in the industrial countries
for the working of the entire international financial system.

d. Outlook for growth in developing countries

The outlook for growth in the developing countries is greatly enhanced
by the strengthening of adjustment efforts now under way in many of these
countries as well as the emerging recovery in the industrial countries.

A further consideration, which glves reason to expect growth to pick up
in the developing countries-—-and one that tends to be overlooked--is
that investment in these countries has remalned relatively strong.

World Bank data show, for example, that gross domestic 1nvestment
in the middle-income developing countries during the 1970s rose at a
faster rate (7.8 per cent) than either private consumption (5.2 per
cent) or public consumption (7.1 per cent); the same picture is true for
the low-income countries as well. Further evidence is given by a recent
Fund study, covering the 20 non-o0il developing countries with the largest
debt service payments in 1982. This shows that the increased indebtedness
of these countries over the past decade or so has been primarily reflected
in an increase in investment outlays rather than in spending for consump-
tion. The median investment ratio for these countries rose from about



19 per cent of GNP in 1968-72 to 22 per cent in 1974~77 and further to
nearly 24 per cent in 1978-81.

Of course, higher investment alone does not assure borrowing countries
of immunity from debt service problems: some countries with high invest-
ment propensities have encountered debt service difficulties because of
inappropriate domestic financial policies, poor investment choices, i11-
advised financing, adverse external conditions and so on. But the finding
that expanded borrowing and indebtedness is reflected in investment outlays
rather than in consumption offers greater assurance that debt problems
could be expected to ease progressively, provided that appropriate
policies are pursued.

The Fund's most recent projections envisage a steady improvement in
the external position of the the non-oill developing countries over the
next few years and an increase in their real growth rates. The aggregate
current account deficit for the group could settle in the neighborhood
of 14 per cent of their exports of goods and serviceés—--down from about
22 per cent in 1980-81, and close to the average for the years immediately
preceding the second wave of oil price increases. This improvement in
current account positions would lead to a gradual alleviation of external
debt service burdens. If such conditions materialize, the financing needs
of the non-o0ill developing countries should prove to be manageable over
the medium term. Consistent with the strengthening of thelr external
position and the projected recovery in industrial countries, real GDP
growth in the non-o0il developing countries could be expected to pick
up to 2 1/2 per cent in 1983 (from 1 1/2 per cent last year) and further
to 4 1/2 per cent annually in 1984-86.

3. Strengthening international cooperation

Developments in recent years have put added strains on international
economic relations and have endangered the cooperative process. The
international repercussions of the recession in the industrial world,
the steep increase in oill prices since 1973, the upsurge in interest
rates on world capital markets, and the wide fluctuations in exchange
rates for major currencles have been among the shocks to the world
economy. The spread of protectionist measures has threatened to fragment
the world economy. Yet, this experience has also underlined the economic
interdependence of nations and the fact that stronger growth in the
world economy will depend upon closer international cooperation.

It is, of course, true that political pressures of domestic self-
interest are often strong, and there is a limit--though far from uniform—-—
to which countries are willing to forgo national interest or sovereignty,
as these are frequently perceived, for the sake of international consider-
ations. Nevertheless, the process of integration of the world economy
has gone much too far for countries to turn their backs on their economic
partners or even to weaken their commitment to international cooperation.
Yielding to nationalistic pressures would not only jeopardize the recovery
but would put the world economy at risk of lapsing into a deflationmary



spiral. The United Nations and its specialized agencies provide the
crucial framework for sustaining the cooperative process snd reinforcing
it in the interests of all countries.

Let me conclude by singling out three aspects of international
cooperation that are of particular importance at this time:

First, the open trading system must be preserved and strengthened.
Over the past few years, recession has fanned the flames of protectionism.
Specific trade restrictions adopted by industrial countries have prolifer-
ated, particularly since 1980, and now limit or distort a sizeable
proportion of world trade. It is also disturbing that many developing
countries have reacted to their external financing difficulties by imposing
various kinds of import controls and restrictions. Now, the prospect of
recovery not only opens the way for a strengthening of markets and world
trade but also enhances the atmosphere for trade liberalization. In
this connection, it is essential that the call by the leaders of the seven
major industrial countries at Williamsburg for a halt to protectionism
and a dismantling of trade barriers as the recovery proceeds be followed
up and translated into action.

A second aspect of cooperation concerns the need to expand official
development assistance. ODA constitutes a key element of external financing
for developing countries. And it has a central role in the promotion of
orderly adjustment, which is sometimes forgotten. For some developing
countries, the adjustment burden is hardly manageable in the absence of
higher flows of concessional assistance, more especially now that commercial
flows are being scaled down. Countries that are implementing forceful
adjustment policies both need and deserve the support of larger flows of
financial assistance. At the same time, assistance channeled to such
countries also promises to prove a sound investment. That is why the
efforts by the World Bank and other multilateral development organizations
to muster increased development assistance are so important. Besides
the volume of aid, greater attention also needs to be paid to its quality
and terms so as to ensure that, in each case, aid meets the needs of the
recipient country.

Finally, a word on cooperation within the framework of the Fund.
The recent upheavals in the world economy have underlined the need for
strengthening the Fund's surveillance over members' economic and financial
policies as well as the importance of maintaining the Fund's financial
strength and its liquidity. We have already taken steps to reinforce our
policies for surveillance--particularly in the areas of trade policy and
external debt management. Also, we have been working closely with the
major industrial countries, on the basis of the initiatives launched at
the Versailles summit more than a year ago, in an effort to pave the way
for a closer convergence of their economic and financial policies.
Owing to their nature, these consultations must be conducted in a confi-
dential way. However, I can say that they have yielded positive results
and it is encouraging that, at Williamsburg, the major industrial countries
expressed thelr intention to reinforce their cooperation on a multilateral
basis through the Fund.



Given the uncertainties of the current situation and the large
prospective demands on the Fund in the years to come, it is essential to
preserve the financial strength of the institution by maintaining the
integrity of its assets and a strong liquidity position. As you are
aware, the financial resources of the Fund will be increased under the
recently approved general increase in quotas and the enlarged and expanded
General Arrangements to Borrow. Legislative action is needed in a number
of countries before these new resources become available to the Fund.
With the Fund's commitments under existing programs now close to SDR 25
billion and more requests for assistance under consideration and in
prospect, the Fund's liquidity position is under considerable strain.

It is, therefore, of overriding importance that members expedite the
procedures for ratifying the quota increase so that the exercise can be
completed before the beginning of 1984.
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CONFIDENT IAL

FROM: A R H BOTTRILL
DATE: 26 JULY 1983

1. MR LﬁEﬁfLE ‘J@$ & cc Mr Littler

Sir T Burns
2. CHANCELLOR Mr Peretz
C (:)w lgusyp- aboJ Mrs Diggle

aun et ? s /
SDR ALLOCATION : . =2 Vi
The IMF Executive Board is to diseuss on 1 August the question of
an SDR allocation for next year. This follows the request from
Finance Ministers at February's Interim Committee meeting that
Executive Directors should review the issue before the next Interim
Committee meeting in September to determine whether there was
broad support for an allocation.

2. The last allocation of SDR 4 billion was in 1981, bringing
the total to SDR 21 billion since the SDR was introduced in 1970.
No allocations were made in 1982 or 1983 largely as a result of
opposition by major countries, including the US, Germany and our-
selves, who argued that there was no global shortage of liquidity
and that an SDR allocation would give the wrong message when coun-
tries were striving to reduce inflation.

Bl G5 Ministers discussed the matter again in the margins of the
April Development Committee meeting. There was concern that world
liquidity had contracted in the past year but also recognition of
the need for continued prudence as long as inflationary expectations
persisted. No-one had made up their minds about an allocation but
the US Treasury Secretary, Mr Regan, said that he expected pressure
at UNCTAD for an SDR allocation and would be prepared to contemplate
a modest allocation largely on political grounds but providing there
were also reasonable liquidity arguments in favour.

L, The former Chancellor publicly welcomed the Interim Committee
b//fdecision to review the SDR issue and this has been interpreted as
a more open-minded UK position compared to our previous opposition.
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5 We have no up-to-date informationon G5 colleagues' thinking. ||
The US position will be crucial, but the Administration may not \
want to take a clear decision while the IMF quota legislation .
is still before Congress. Congress is seeking to add an amend-
ment to the Quota Bill to make US approval of an SDR allocation
subject to Congressional approval. The French may be expected

to be sympathetic to an SDR allocation, the Germans sceptical

and the Japanese equivocal. The LDCs will be in favour of an

allocation, if possible skewed in their favour.

6. The Fund's approach to the SDR is covered by Articles VIII
and XXII. The former says that the SDR allocations shall be
determined by 'the long-term global need' to supplement existing
reserve assets. The latter obliges Members to collaborate to make
the SDR 'the principal reserve asset' of the international mone-
tary system.

7. Arguments about SDR allocations have typically centred on
measurements of global liquidity. Some countries - notably the

LDCs - have also tried to introduce arguments about the distribution
of reserves. The current debate promises to follow this familiar
pattern.

8. The level of official non-gold reserves in the world as a
whole has been broadly flat at around SDR 340 billion since the
end of 1981 following average annual growth of 15 per cent in the
two previous years. This is broadly true for all major groups of
countries, although 0il producers' reserves have been declining
somewhat from their earlier peaks and industrial countries' re-
serves have shown a modest rise recently.

o The Fund Staff in a paper for next week's Board meeting
suggest that the slowdown in industrial countries' reserve growth
can be explained by the slower rise in demand but that for non-oil
developing countries supply factors - notably the slowdown in net
new bank lending - are to blame. O0il producers are perhaps best
considered separately.

CONFIDENTIAL
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CONFIDENTIAL

10. The Fund's analysis is largely in terms of the ratio of
reserves to imports. See Table 1. In the case of industrial
countries, reserves at end-1982 were equivalent to about 17 per
cent of imports, close to the post-1973 average. Non-o0il LICs'
reserves had fallen to 21 per cent of imports, rather below the
post-1973 average. O0il producers' reserves had fallen back from
their peaks, but stillrepresented 55 per cent of imports, well
above the average for other groups.

. P < i
Table 1:{Non-gold\reserves relative to imports (per cent)
\ p

o —

1970-72 1973-82

average average End-1982
Industrial countries 22.8 16.8 17.1
0il producers 56.2 71.6 55.0
Non-o0il producers 24,1 23.0 20.8
Total: 24 .4 21.9 21.7

1. The ratio of reserves to imports is not a perfect measure.
It has probably been affected by structural changes such as the
general move by industrial countries to floating exchange rates
as well as the increase in the importance of the Euromarkets

and in swap arrangements, eg in the EMS,as alternative sources

of finance. Nevertheless, it provides perhaps a broadly sensible
starting point, and it suggests that there is no strong case

for arguing that there is a global shortage of liquidity.

12. Over the period ahead, say to end-1985, it is reasonable to
expect the demand for reserves to rise. In the case of indus-~
trial countries, this will reflect a growing transactions demand
as their imports recover. Inthe case of non-oil LDCs, they will

be seeking probably both to restore their reserves to a more normal

relationship to imports as well as to provide for financing an
increase in trade. They may also consider their current debt-
financing difficulties an additional precautionary reason for
increasing their reserves. 0il producers may be ready to see a
further modest fall in their reserves.

CONFIDENTIAL
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CONFIDENTIAL

13 The Fund's own analysis is woefully lacking in any assess-
ment of the scale of global demand for reserves or how it is
likely to be met. On the above assumptions, we might broadly
guess that the demand for reserves might rise by about SDR 100 bn
between the end of 1982 and the end of 1985 - an annual average
of about 9 per cent.

14, Under the multi-currency reserve system, the creation of
reserves to match this demand will depend heavily on the monetary
policies of the major reserve currency countries - particularly

s A the G5 whose currencies make up the SDR and most of world foreign

{ A X

Ef&f\ﬁbf, exchange reserves. In the past year, monetary conditions in this
Y AN VS

}gﬁg{_'k‘ group have eased with narrow money growth of 10 per cent well

X year ahead we are assuming average monetary growth of around

N 8-9 per cent - more closely in line with nominal GDP. This
should allow for a steady growth in international funds available
for credit-worthy borrowers.

ﬁb%Eﬁ“f\ above the rise in nominal GDP at around 6 per cent. Over the

15. The prospect for the US balance of payments and the dollar
will be particularly important. The cumulative current deficit
is likely to exceed $100 billion over the 3 years 1983-85. The
extent to which this gives other countries an opportunity to

add to their reserves through intervention, however, depends on
the extent of offsetting capital movements. The current re-
latively accommodating stance of US monetary policy suggests
that capital flows into the dollar may not be so strong as in
the recent past. Increased awareness of the scale of the current
deficit may also undermine confidence in the dollar encouraging
capital outflows.

16. Any Jjudgement must be tentative - and a renewed tightening

of US monetary policy could reinforce the dollar - but on balance

it seems likely that a large US current deficit coupled with a

weak dollar will give other countries an opportunity to add to
their dollar reserves through intervention. It is worth remembering
perhaps that in 1977 and 1978 when the US had a cumulative current
deficit of $30 billion, the accompanying relaxed monetary policies

‘\-lw
A bkt

of the Carter Administration helped lead to an increase of
#60 billion in the countries' dollar reserves.

CONFIDENTIAL



TR [ . RN o Pl b i el lj
L B o Rl T T B SR o g p—"

LN VDS, e el e e i
= PR e g T R e ] et o
. L R R . [ S i g S — ,

: e BT T Y |
: ] .

I e N L] T gt

reil=men = e e ek (b Eea s s o !_

. . N _hﬂ
el A S e -I-I||.-'-l—|-|-'r--|-l': C

R e s T [ N M s e =

i . el e B e e (pomee cmwmes Wy o el o F '

_ Tl B EEeh &, W LG ] e i) el "#
tlnhm_yrn S ey

i MO S e - -_-ﬂn'ﬂ £

'"-Fﬁh-ﬂh—rﬁrm—mwﬂ-m- L

Lk R Rt s s L R

- T o e ;___._%’
T I R SR S T T e e .

- o Eesm rE ER Db R L R eR d sk B
N I T N N e L N T =

LR e BT L i R L TR T T "
=t sl ol cxEavrrs LA alser WoEesr mW

R i LI T T T . B e S
B "'-I-'-'I"I'Ir-l-'I'h'-"-l-"'r--r

IS N RS- - e el . . jaafape o i ;
silgefearind = ey nl mkifoie im0 8 g i ol ;

- ol o e

- |

A el e - 0 ELEEEE B NEEE AR g

--. N L] L [ ] N I. H B EE ' I I i N I

& AT Ty LrerE S B il W e el e 5
ol fae ol w Dngseenn g oEepse anSly N DL SRR SO

L e = Lt Sl prwrrulll Tremarm v bl s i .
T = L PP s TR S Sl S

=] PR ™ L T B R gl '

[ -I_ HE ENIETE- III‘II Ill_ ‘

- ull .—lu "H_-h' ml il —— - *
i - il KRN

| B . \



CONFIDENTIAL

17. The prospect of a dollar tglut' in the next 2 years is
perhaps not one that we can view with total equanimity. It
reinforces the case for fiscal prudence by the US to ease the
Fed's task in securing monetary control. It also emphasises the
need for a consistent set of policies among G5 countries so that
the responsibility for providing international liquidity is
shared and exchange rate volatility reduced.

18. It would perhaps be sensible to ask the Managing Director
and the IMF Staff to consider same of these issues in an exam-
jnation of the multi-currency reserve system. This would fit
well with his multilateral surveillance exercise with the G5,
provide some groundwork for any study of international monetary
reform and put the debate about SDR dllocations into its pruper
monetary context.

19. Even if the global case for an SDR allocation is not proved
at present, LDCs are likely to argue for at least a selective
jncrease in their favour. There have been other more ambitious
suggestions that there should be a general SDR allocation but
that industrial countries should 'voluntarily' relend theirs
either directly or alongside IMF programmes to the LDCs. These
are in general open to twa objections. They either make the
stability of the SDR depend on the capacity of the weakest
economies, or they rely on industrial countries being ready to
underpin the creation of international liquidity through the
SDR which they are reluctant to do by providing their own cur-
rencies. Neither looks attractive. We prefer to concentrate
on providing conditional finance through quotas and the GAB.

20. At this stage, we are proposing to instruct our IMF
Executive Director to:

(1) Question the case for an SDR allocation on grounds of
global liquidity needs.

(ii) Urge the IMF Staff to conduct a more thorough appraisal

of the prospects for reserve creation through the multi-currency
reserve system in the period ahead.

CONFIDENTIAL
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CONFIDENTIAL

(ii) Oppose suggestions for a skewed SDR allocation in favour
of LDCs.

2., We would expect him, however, to co-ordinate his approach
with other G5 Directors, and if there is strong support for an
SDR allocation we would wish to reconsider the position. We do
not currently expect that to be the case.

Ao

A BOTTRILL
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CONFIDENTIAL
FROM: J O KERR @
DATE: 28 July 1983

cc Mr Littler
Sir T Burns
Mr Lavelle
Mr Peretz
Mrs Diggle
Mr Hall
Mr Ridley

MR BOTTRILL

SDR ALLOCATION

The Chancellor discussed your minute of 26 July at a meeting yesterday with Mr Littler
and others. He made it clear that he shared your scepticism about the case for an SDR
allocation on grounds of global liquidity. He was however concerned that we should
not get out in front of our G5 partners in expressing such scepticism on the IMF board.
He saw no reason why we, rather than the Germans and the Americans, should take
any flak from the LDCs. He would therefore prefer that the proposed instructions
to Mr Wicks should make it plain that speaking as in your paragraph 20 would be contingent
on having first established - your paragraph 21 - that we would not, by doing so, put

ourselves out in front of the rest of G5.

J O KERR






L IUIAMS
?}pj M2 Mli)bUEW)

77N
MR BONNEY FROM: MISS J C SIMPSON
29 July 1983

MISS LYONS —

\

' C
TRAVEL TO TRINIDAD AND USA\_)

Mrs Lawson has been invited to accompany the Chancellor when

he goes to Trinidad for the Commonwealth Finance Ministers'
Conference, and to Washington for the IMF meeting (20-28 September
inclusive for the two visits combined). He fore seeking the :
Prime Minister's permission, as we are required to do, for
authorising payment from official funds of Mrs Lawson's travel
expenses, I should be grateful to know that Mr Middleton has

no objection.
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FROM: I BASI
DATE: 1 August 1983

1. MR EéL r%/ cc PS/Chief Secretary
7 Sir T Burns
2. MR LL/Eﬂ% 4l Mr Unwin
3. PRINCIPAL PRIVATE SECRETARY Mr Carey
Mr Lavelle
Mr Hall
Mr Bonney
Mrs Diggle
Miss Lyons

COMMONWEALTH FINANCE MINISTERS AND IMF/IBRD MEETINGS 1983

The Chancellor's approval is needed for the size and composition
of the delegation to these meetings.

2. Commonwealth Finance Ministers (Port-of-Spain)

The normal list would be: the Chancellor (and Mrs Lawson),

Mr Kerr, Mr Hall, Mr Littler, Mr Carey, Conference Officer,

- Personal Secretary, Communications Officer/Clerical Officer
plus Sir W Ryrie (ODA), Mr Appleyard (FCO) and an official from
the Bank of England (likely to be Mr Balfour).

Bls In the case of the previous overseas venue, Nassau in

1981, the Bank of England were not represented (but had attended
CFM regularly up until then). They are proposing to send a
senior official to Port-of-Spain. The requirement for a
Conkererice Officer has already been agreed (Miss M O'Mara's

note of 16 May refers). A personal secretary (seconded from
Embassy, Washington) and communications officer (seconded from
High Commission in Ottawa) were considered necessary for Nassau.
Similar arrangements may have to be made for Port-of-Spain if
such services are genuinely needed (eg the communlcatlon offlcer
could man telephones, provide clerical support and do “Safe hand
runs). There is little chance of recruiting someone locally as
staffing in the High Commission in Port-of-Spain is said to be
rather restricted.
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IMF/IBRD (Washington)

4, The delegation for Washington is likely to be the Chancellor
(and Mrs Lawson), Mr Kerr, Mr Hall, Sir T Burns, Mr Lavelle,

Mr Littler, plus Sir W Ryrie (ODA), Mr Appleyard (FCO) and senior
officials from the Bank of England (probably the Governor,

Mr Loehnis and Mr Gilchrist).

Questions for Decision

B I should be grateful to know if the Chancellor agrees with
the lists of delegation described above. In particular does he
need the services of a personal secretary and a communications
officefz If so, does he wish to take his own personal secretary
or is he content for us to negotiate with the FCO to second
someone from Washington (this would save on fares)? Is he also
content that Bank of England should be represented at the CFM

(they pay their own way)!

6. Miss Lyons has produced a note on the travel arrangements
for Treasury members of the delegation (copy attached).

as I also attach a delegate form prepared by the Commonwealth
Secretariat which has to be completed by each member of the
Treasury team going to Port-of-Spain; I should be grateful if
completed forms could be sent to me by Monday 8 August for
forwarding as necessary.

s

I BASIT

AFF1 Division
Rm 82/1

Ext 3700
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L) FROM: R J BONNEY
e ?T WEV DATE: . August 1983
2. PTLER
3. cc PS/BST
Mr Unwin

Mr Carey or
Mr Gilhooly or

1. Mr Basi
2., Mr Smith
3. FMA

CFM 1983 : COMMONWEALTH FUND FOR TECHNICAL CO-OPERATION (CFTC)

Mr Littler's minute of 21 July asked whether we could find
some "lollipop" for the Chancellor's CFM speech in Trinidad.
The Commonwealth Secretary General made a point of praising
the work of the CFTC when he saw the Chancellor on 20 July
and Mr Kerr recalled that the previous Chancellor had scored
an enormous success at the Nassau CFM in 1981 by offering a
modest increase in the UK contribution to the CFTC.

Sir Geoffrey Howe's success at Nassau appears to have been
based on his willingness to maintain the UK's traditional 30%
share in an increasing CFTC budget (producing a tontribution

of £3,9m in 1981-82’some £700,000 more than the previous year)
and our agreement to paying our contributions in the three years
up to 1983-84 in single annual instalments as a means of
building up the CFTC's operational reserve.

The CFTC's management board (on which ODA represent the UK)

met earlier this year to discuss expenditure plans for the

three years 1983-84 to 1985-86. The UK representative argued
against the Secretariat's proposal which included an element

of 5% per annum real growth in addition to an allowance for
inflation. However, he received no real support and the
Secretariat's target figures were approved., ODA are now
recommending that their Minister should approve a 30% eontribution
based on the approved target figures, despite the Government's
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policy of seeking to reduce multilateral aid commitments wherever
possible. The resulting UK contribution of £5.7m, £6,.6m and
£7.6m in the three years is rather higher than the present
provision but the increased cost would be absorbed within the
overall aid programme,

Given the line taken by ODA's representative at the CFTC
management board meeting in May, we believe that the Chancellor
would win some credit at the CFM simply by confirming that

the UK is after all willing to provide its traditional 30%
share of the increased CFTC budget. The incresse in our
contribution in sterling dis of similar order to the one which
Sir Geoffrey Howewas able to announce in Nassau. Many
Commonwealth countries (particularly the smaller ones) make

a point of announcing increases in their CFTC contributions

at the CFM. There is no reason why the Chancellor should not
announce the proposed UK contribution in his speech and at the
same time take credit from the fact that and that under the
traditional formula our CFTC contribution rises proportionately
with increases agreed by other countries.

We would not advise the Chancellor to go further than this.

It would be difficult for Treasury Ministers to be seen to

be encouraging ODA to increase expenditure, at a time when the
Chief Secretary is having to resist Sir Geoffrey Howe's very
considerable additional bids both for aid and for other FCO
expenditure in this year's PES.,

4} A
y

R J BONNEY
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FROM: J G LITTLER
DATE: 21 JULY 1983

MR §§A§EALL

COMMONWEALTH FINANCE MINISTERS

As .you know, the‘Chancellor saw the Commonwealth Secretary-General
yesterday. Towards the end of the meeting, the Secretary-General
mentioned the Commonwealth Fund for technical co-operation,

and left Mr Kerr with the impression that he was looking for

the UK to give renewed support.

2. This led Mr Kerr to raise with me this morning the
question whether we might be able to find some "lollipop"

for the September meeting in Trinidad. He said that we

had contrived to do this previously in the Bahamas meeting
which the previous Chancellor attended, with enormous succCesSs,
and at trivial cost. This being the present Chancellor's first

attendance, it would be nice to make a score of a similar

kind.

P Could you please reflect - have a word with the ODA at
this stage as appropriate - in any case have a word with me
about it when you have reflected and we can consider whether

there is anything available, or anything which could be invented.

r
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(J G LITTLER)
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FROM: J O KERR
2 August 1983

MR BEASTALL 3/57 ' c ¢ Mr Littler

DELEGATION FOR THE CFM AND IMF/IBRD MEETINGS
Please see the attached submission.

2. I foresee no problems with the Chancellor over the proposed
Treasury team. But I am puzzled by the suggestion that an FCO
representative should accampany us in both Port-of-Spain and
Washington. Although there were some FCO staff lurking in the
background at Lancaster House last year, I cannot recall that we
took any to Nassau two years ago. And we certainly have had no
FCO chaperone at any of the IMF/IBRD meetings I have attended.
Are we sure that we want to set a precedent? Good though

Mr Appleyard is, not all his successors might be as helpful.

And I am not clear what precisely he would do.

3. .The submission also swmggests that the Chancellor should decide
whether he needs the serviices in Port-of-Spain of a "communications
officer™. Neither he nox I would have the faintest idea how to
answer this question. The communications officer in Nassau was
imported because the commumications staff in Nassau were unable to
cope with the flow of telegrams which the delegation would generate.
I do not know what communications staff there is in Port-of-Spain.
Could you settle this one with the FCO Conference Officer?

4. If we are all agreed that we need an FCO chaperone - and that we
want to revive the tradition of having someone from the Bank at the
CFM - the note to the Chammellor had better, I suggest, explain why.
For he is likely to ask. And perhaps the unanswerable question about
the communications officemr tould be suypressed and settled separately

with the FCO? %ﬂ
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FROM: J G LITTIER
DATE: 4 AUGUST 1983

MR KERR cc PS/CST
Mr Unwin
Mr Carey
Mr Beastall
Mr Gilhooly

Mr Basi
Mr Smith
FMA

CFM _1983: CFTC

The attached minute from Mr Bonney of 2 August responds to the
point you raised with me, looking forward to the Trinidad

meeting.

2 I have asked Mr Beastall to look again, and have a word
with the ODA, to see whether there is anything that they are
doing or proposing to do, which we could exploit and which,
even if kdown already to the experts, might nevertheless be

in some degree publicly exploited at Trinidad. I have ito
endorse their advice that the Treasury cannot at this juncture
afbrd to press the ODA to look for something new - as you know,
the tone of Treasury/ODA relations at the moment is dominated

by our resistence to their demands for extra resources.

3. The attached minute gives some basis for a good showing
on the CFTC, with 1little doubt that the line we can take will
be modestly welcome. We shall make of it what we can. There
will also of course be the report of the Commonwealth Study
Group. Not having yet seen it, but heard a little of its
outline, I guess that we would be able to give a reasonably
positive reception to that, which will also be helpful.

f
Y (J ¢ LITTILER)






From: MISS E A CLARKE
Date: 4 August 1983

MISS J C SIMPSON —— cc Mr Bonney
\ Miss Lyons
Mr Williams o/r

TRAVEL TO TRINIDAD AND WASHINGTON: SEPTEMBER 1983
Your minute of 1 August.
2. Mr Middleton has given his permission for Mrs Lawson's travel

expenses to be paid from public funds if it is the case as you

say, that Lady Howe's were last year.

=

MISS E A CLARKE
Assistant Private Secretary






FROM: J O KERR
DATE: 5 August 1983

- ? W \ )

MR LITTLER cc PS/Chief Secretary
Mr Unwin
Mr Carey
Mr Beastall
Mr Bonney

CFM 1983: CFTC ETC

The Chancellor has read with interest your minute of 4 August,
and Mr Bonney's of 2 August. He very much agrees with you,
and Mr Bonney, that it would be wrong to press the ODA to do
something new for the Commonwealth, which would incur new
expenditure; and he notes that we can take a trick at the CFM
simply by confirming that we are after all willing to provide
our traditional 30 per cent share of the increased CFTC budgéf.
He agrees that we should announce the proposed contribution in
his CFM speech.

2, The Chancellor however agrees with you that it would be very
useful if Mr Beastall could indeed establish whether there is .
anything which ODA are already engaged on, or have already decided
to do, of a "Commonwealth" nature but not necessarily particular

to the CFTC, which we could also annpunce - or "re-announce" - at
Trinidad. If we can come up with something which would be costless,
in addition to announcing our CFTC contribution, so much the better.

2

J O KERR
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\FROM : P T SHERIDAN
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' 0~ 3 \v~ DATE : 5 August 1983
C. v 2k A
MISS SIMPS%& \'\_;_ ' A W\ /" cc Mr Bottrill
& " N > Mr Bonney
N s o
ill,: ’ IJ ' .\\\\\. .‘ ‘\. .
w4 \OY v - N
A WY L’ N/
IMNF_MEETINGS - SOCIAL EVENTS \ AV Vak U

As usual, the Chancellor has received a lamrge number of
invitations to social functions during the IMF Annual Meetings.

These are set out in an annex.

2 Some will take place after the Chancellor has left

while others clash either with working engagements or officially
sponsored social events which it is traditional to attend. The
Chancellor arrives on Friday 23 September and will be tied up
then and on Saturday with G5/G7 dinners. The timing is still

a little uncertain but this will leave no real time for social

engagements on these days.

3. Sunday 25 September is Interim Committee. There will
probably be a lunch (maybe to discuss the communique). This
means that the other lunch interventions would have to be
declined. Monday 26 September sees the Development Committee and
we already know that Ishaq Khan (the Chairman) has proposed

a lunch.

L, Tuesday 27 September sees the only really firm social engagement -
the lunch for bankers which the Chancellor and Governor traditionally
host. Other social events at this time will clearly have to be
declined. Official events which it would be expected for the
Chancellor to attend are the Spanish Chairman's reception on

Sunday evening and Larosiere's reception on Tuesday evening. This
would entail declining social events held simultaneously.
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5.

In 1982 Mr Clausen arranged a lunch for the Ministers

of the Summit Seven and Saudi Arabia and Kuwait. The Chancellor

was not able to attend because it clashed with his bankers'

Junch. Clausen suggested that the lunch should become an

annual fixbture. This year it has been fixed for Wednesday,

28 September - Clausen seems to have gone to some trouble to

avoid a clash with other engagements. Mr Anson was of the view

‘that it would be helpful if the Chancellor could attend if at

all possible. It would seem: to be a good idea for the
Chancellor to attend.

6.

Clashes with other more important events mean that practically

all unofficial events have to be declined. However, providi

Vho other major events crop up, the Chancellor might like to

. accept the Morgan Guarantee dinner on Menday, 26 September.
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DECLINE

DECLINE

DECLINE

DECLINE
ACCEPT

LoECcLINE] ¥

ACCEPT

DECLINE
ACCEPT

DECLINE
ACCEPT<?

DECLINE

[pEcLIng P

DECLINE
DECLINE
DECLINE
ACCEPT

ACCEPT

DECLINE
DECLINE
DECLINE

DECLINE

Saturday, 24 September

5.00 pm Cocktail Buffet - Goldman Sachs

Sunday, 25 September (INTERIM COMMITTEE)

11.00 am Lunch - American Security Bank
12.00 Buffet Lunch - Continental Illinois
Interim Committee Lunch
5.30 pm Reception - Euro-clear Clearance System
7.00 pm . Reception - Chairman of Annual Meetings
(Miguel Boyer of Spain)
8.00 pm Reception - Morgan Stanley

Jevelopment Gumnitee NRaner

Monday, 26 September (DEVELOPMENT COMMITTEE)

8.00 am Breakfast - American Security Bank
Development Committee Lunch

5.30 pm Reception - Marine Midland

8.00 pm Dinner - Morgan Guarantee:

Tuesday, 27 September

Chancellor's lunch for bankers

12.30 pm  Lunch - Chemical Bank

5.00 pm Reception - Morgan Guarantee™

6.00 pm  Cocktail Reception - First National Bank
6.30 pm Reception - American Express

7.30 pm Reception - Abecor

8.00 pm Reception - Mr Clausen/Mr Larosiere

Wednesday, 28 September (SPEECH/PRESS CONFERENCE)
Lunch with Clausen e et

Reception - Gulf International Baﬂk

7.00 pm
7.30 pm Dinner - Mr and Mrs Allbritton
8.00 pm Dinner - Morgan Bank ™

Thursday, 29 September

12.30 pm Lunch - Goldman Sachs

of Chicago

b e Thd ngt!



e
: B/_IY' w00 X ;‘\/n;/‘ ""9‘11/7»)"-'/;



FROM: R J BONNEY
DATE: 5 August 1983

kit

Y o,
el e ok
2. ﬁygB é;;%ﬁpﬂ cc Mr Iittler
5 Mr Carey o/r
- " Mr Bottrill
57-. 1. Mr Basi
Vu 2. FMA
DELEGATION FOR CFM

You asked for a further note in amplification of Mr Basi's
submission of 2 August.

2. On the question of FCO representation, FCO wish to send

Mr Appleyard in place of the ODA Assistant Secretary who
normally attends the CFM and the IMF/IBRD meetings to support
Sir W Ryrie. Mr Appleyard is head of FCO's Economic Relations
Department (which is a joint Diplomatic Wing/ODA Department) and
it has apparently been past practice for ERD and ODA's UN(B)
'Department to take turns in attending the CFM and Annual
Meetings. We see no reason to object to this arrangement. Any
change would need to be negotiated at a high level with FCO/ODA.

3. As for the Bank of England, I have spoken to Mr Balfour
who was the Bank of England representative who did not go

to Nassau in 1981. He was unaware that he had been prevented
from going - his recollection was that his absence had simply
resulted from the last minute change of venue from New Zealand
to the Bahamas. The reason for Bank of England attendance is

©" (a) tradition and (b) the presence of other central bankers at

CFMs. These are admittedly not very strong reasons. On the
‘other hand the Bank pays its own way and might take it amiss
if it is instructed not to send a representative. Mr Balfour
is reflecting on the position and we would be grateful for
any guidance on the Chancellor's views.

4. We have arranged with FCO for a communications officer
to be drafted into Trinidad, as the local staff is said

to be inadequate. 2
mi‘&) ;
R J BO
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L, bemry | | | FROM: J O KERR
ool
i Lw.l/ / : 2 August 1983

MR BEASTALL ! c ¢ Mr Littler

DELEGATION FOR THE CFM AND IMF/IBRD MEETINGS
Please see the attached submission.

2. I foresee no problems with the Chancellor over the proposed
Treasury team. But I am puzzled by the suggestion that an FCO
representative should accompany us in both Port-of-Spain and
Washington. Although there were some FCO staff lurking in the
background at Lancaster House last year, I cannot recall that we
took any to Nassau two years ago. And we certainly have had no
FCO chaperone at any of the IMF/IBRD meetings I have attended.
Are we sure that we want to set a precedent? Good though

Mr Appleyard is, not all his successors might be as helpful.

And I am not clear what precisely he would do.

3. The submission also suggests that the Chancellor should decide
whether he needs the services in Port-of-Spain of a "communications
officer". Neither he nor I would have the faintest idea how to
answer this question. The communications officer in Nassau was
imported because the communications staff in Nassau were unable to
cope with the flow of telegrams which the delegation would generate.
I do not know what communications staff there is in Port-of-Spain.

Could you settle this one with the FCO Conference Officer?

4. 1If.we are all agreed that we need an FCO chaperone - and that we
want to revive the tradition of having someone from the Bank at the
CFM - the note to the Chancellor had better, I suggest, explain why.
For he is likely to ask. And perhaps the unanswerable question about

the communications officer could be suppressed and settled separately

with the FCO?
- Q‘ 2 /t-l.-/,
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FROM: R J BONNEY
DATE: 5 August 1983

MISS SHIPSON »&J”“‘ cc Mr Bottrill
Mr Sheridan

IMF MEETINGS - SOCIAL EVENTS

Further to Mr Sheridan's note of today. You may have seen

from the 2 August telex from Ghulam Ishaq Khan to the Chancellor
that he proposes to hold a Development Committee dinner on
Sunday 25 September in addition to the traditional lunch on

Monday 26 September. I think this should probably take
X l precedence over the Morgan Guarantee dinner. (EF agree).

Ly Gy

R J BONNEY

[Ns/\po‘ld.a — N aeers Lo ba w’zé&f“-



SoMEVE (LATO0R - NPRITEME NI

ooeg ovell oo ¥ oxsbod Tp #2004 2'asubiaadl M od qatidan
Aaiimonad) add of wwll peifnl gelomi novt xofed Soupd £ srd sead

nE. Torlh AT tussgoleved 8 NioH o FAUOUDLG Wil #aud
ae #pnwl foe§rloewy feds ol welslsbe ol dsdedidond (7 wnirks
el gidangny Bfunns ping Xeisd § veemanaged 35 gabnol

JLmviss WL Jvonnll st seprol] add mve aotsbasaTy , I

: TaRuoe v E
"1"'? S5 - A—-us-a-' T = fJ.J“lv\v g
f,,.n-‘s.-.l':-—-—m



FROM: MISS J C SIMPSON
DATE: 8 August 1983

MR SHERIDAN cc Mr Bottrill
Mr Bonney

@

5034

IMF MEETINGS =~ SOCIAL EVENTS

The Chancellor has seen your minute of 5 August. He agrees
that we should accept the following invitation:-

Sunday, 25 September 7pm Reception = Chairman of

Annual Meetings
?8pm Development Committee Dinner

Monday 26 September - Development Committee Lunch

Tuesday 27 September - Bankers Lunch (Chancellor to host)

8pm Reception - Mr Clausen/Mr Larosiere

Wednesday 28 September Lunch with Mr Clausen

2. He would like to reserve his decision, for the time being,
on the question of the Morgan Guaranty Dinner on Monday 26 September.

7.

MISS J C SIMPSON
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INTERNATIONAL DEBT AND IMF FUNDING: KEY DATES

15 August
20 August
24 August
10 September

(10/11 Sept
15 September
(21/22 Sept
(23 September
(24 September
25 September
(26 September
(27-30 Sept
15 November -
20 November

Country notes

Yugoslavia

Nigeria

Venezuela

Brazil

Mexican drawing under IMF programme.

Due date for drawing under Argentine IMF programme.

Possible IMF Board discussion of Argentina.

BIS - opportunity to discuss Brazil and financing
arrangements for IMF.

ECOFIN.)

Informal rollover of BIS loan for Brazil expires.

Commonwealth Finance Ministers, Trinidad.)

G5 Ministers, Washington, IMF issues.)

G10 Ministers, Washington, IMF issues.)

IMF Interim Committee, Washington, IMF issues.

Development Committee, Washington.)

IMF/IBRD annual meetings, Washington.)

Mexican drawing under IMF programme.

Argentine drawing under IMF programme (subject to
renegotiation if necessary).

. IMF mission to review‘programme in September.

IMF programme likely after election - perhaps
in September.

IMF mission to return in mid-August, agreement
on programme hoped by early September.

Renegotiated IMF programme still to be discussed
in Board - possibly in September (or later).
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ARGENTINA

Yesterday, 8 August, the Argentine authorilties reported both

to the IMF and to the representatives of commercial banks in

New York that they had removed discriminatory restrictions

(and, we understand, met certain other requirements demanded

by the commercial banks}). Full details are awalted, but the
IMF understanding is that a new Law has been or is being intro-
duced which cancels those parts of the Law under which discrimin-
ation was imposed against various kinds of payments by UK banks
and other companies in Argentina. The IMF are inclined to read
this, subject to confirmation, as satisfactorily eliminating
existing restrictions and removing the legal basis for future
restrictions.

2. In itself, this is satisfactory news. It can be regarded

as the result of firmness of the IMF itself and of other leading
countries in response to our pressure, fortified by the tough
message which the international commercial banks sent to Argentina
late last week, as a result of representations by British partici-
pants prompted by the Bank of England.

3. Argentina is now pressing for very rapid action both on the -
IMF standby and on the commercial bank loan:

-~ On the former, subject to confirmation the IMF

staff are proposing to circulate a paper for discussion
and decision in the Executive Board on Wednesday 24 August;
we have no ground for objecting to that procedure, but
shall want to be sure that our conditions are met before

approval is given.

- On the commercial bank loan, Argentina has asked for
a meeting for signature on ‘Friday, 12 August; this seems

to us to be rushing matters far too quickly.

1
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4, The Bank of England will be urging British banks to seek

a deferment of the proposed signature meeting, on the reasonable
ground that so serious a step should not be taken until the
Argentine position with the IMF is further clarified. Indeed,
our view. is that the commercial banks should not sign ahead of

a positive Executive Board decision which cannot occur before

24 August. The Bank of England will hope to persuade British
banks to take this view, and persuade their international
colleagues, in their own commercial interest. If necessary,
however, they will indicate that the Govefnment would consider

premature signature ill-advised and be prepared to say so publicly.

5. An element in the commercial bank loan is the requirement
for a certificate by the IMF, to the effect that the standby
agreement with Argentina is still in operation, before money

can be drawn under the loan. Separately, we are asking our
-Executive Director in Washington to urge the Acting Managing
Director not to give any such certificate until the situation is
genuinely clear, again probably meaning after the Executive Board
discussion on 24 August.

CONFIDENTIAL
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i FROM: J G LITTLER
Qugpe A4 he oMt bo i1, o AUGUST 1983

add @ Stfeace gMuﬂ

MR ]@'éR M Ut Bealer Mch‘c‘c Mr Unwin o.r.

ho TAa 3«{]»[5“’{-0 Mrs Case
an & Mr Bottrill
MM“"‘ - P - Mr Perfect

INTERNATIONAL DEBT QUESTIONS AA’-[‘\Q)

Following your note of yesterday, I attach a short draft
letter for you to send to No.10, covering a list of meetings
and dates. I have also thought it right to include a short
note on the latest developments on Argentina. I have
dictated this before the meeting of the Bank of England and
the commercial banks this afternoon. You might think it
sensible to wait until this evening. I shall try to get

an account of the meeting from the Bank of England. If
what emerges is a clear position of the British Banks,

we could incorporate that news - for the better, I hope -
in the attached note.

',ﬁG LITTLER)
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FROM: MISS J C SIMPSON
DATE: 9 August 1983

MR NEEDLE cc PS/Mr Middleton
Mr Bonney
Eelo Miss Lyons

FINANCE MINISTERS' MEETINGS IN TRINIDAD AND WASHINGTON,
SEPTEMBER 1983

The Chancellor will be attending the Commonwealth Finance Ministers'
Conference in Trinidad, from 20 to 23 September, and the International
Monetary Fund Annual Conference in Washington from 23 to 28 September.
Mrs Lawson has been invited to accompany him, and I am in the

process of obtaining the Prime Minister's permission for her to be .
regarded as an official member of the party. Hospitality in
Trinidad will be provided by the Trinidad Government, and in
Washington by the British Embassy. I should be grateful for your
advice on what level of subsistence will be payable to the Chancellor,

and, assuming the Prime Minister gives her consent, to Mrs Lawson.

K.

MISS J C SIMPSON






Mr Needle

Mr Bonney

Miss Lyond
PS/Mr Middleton

Treasury Chambers, Parliament Street, SWIP 3AG
O1-233 3000

9 August 1983

W F S Rickett Esqg
10 Downing Street
Deas Uithie,

The Chancellor is proposing to attend the Commonwealth
Finance Ministers' Conference in Trinidad from 20 to

23 September, and the International Monetary Fund
Annual Meeting in Washington from 23 to 28 September.
As in previous years, his wife has been invited to
accompany him on both occasions. Hospitality in
Trinidad will be provided by the Trinidad Government,
and in Washington the Lawsons have been invited to stay
with Sir Oliver Wright at the British Embassy.

T should be grateful if you could ascertain whether the
Prime Minister is content that Mrs Lawson should be
regarded as a member of the official party. Lady Howe
has in previous years accompanied the former Chancellor
to both these meetings as a member of the official party.

Mr Middleton, as the Accounting Officer for the Treasury,

has confirmed that he has no objection to this.
Yorss

/J‘%

MISS J C SIMPSON
Private Secretary
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From: A J C EDWARDS
10 August 1983

cc Mr Littler

QMW Mf@dﬁv Mr Unwin o/r

- Mr Fitchew o/r

3 _ie b rejed e gpec, Miss Court .
(agoe e by bt 1€ S50 IRTY O ey

JZ’M e genaadl .
Jutr : = Mr Peet o

BELGIAN ROYAL INSTITUTE OF INTERNATIONAL RELATIONS :

PROPOSAL FOR SPFEECH BY CHANCELLOR ON EUROPEAN TOPICS

The Belgian Royal Institute of International Relations in Brussels have asked
whether a senior British Minister could give an address there at a time to be
determined.

2. Our Ambassador to Belgium has asked in turn whether the Chancellor ox the
Minister of Agriculture might be persuaded to accept this invitation. His idea
is that the Minister concerned might give an address on European matters when
visiting Brussels anyway for a Council meeting (flag A below),

3. The Ambassador says that the address should attract good coverage outside

Brussels.,

4. The Ambassador's suggested date of 12 October is in fact a non-starter.
The Chancellor is due to address the Conservative Party Conference on that day,
and there is to be a meeting of the the Special Council, probably in Greece, as
well,

5. The question is, therefore, whether the Chancellor might offer another date
in the autum for giving such an address. The Chancellor himself may have
particular reasons for wanting or not wanting to undertake such a commitment now.
Subject to those, I would advise ggainst offering the Institute a date now, for

the following reasons:

i. The naturel subject for such an address to a Buropean audience would be
the UK's ideas on the safety-net and an agricultural expenditure
guideline. We haw however already circulated papers on these subjects
to the Council, and Sir Geoffrey Howe is expected to make a major speech

P
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in Burope, probably in early October, covering this ground. We
would not normally advise the Chancellor to devote the considerable
amounts of time which such engagements take unless there is a new
and important message which needs to be put across to. the wider
European audience and/or some compelling negotiating reason (eg
vis a vis the European Parliament) for giving a public speech at

a particular time,

ii, There could be a time later in the year or early next year - eg
shortly before the Athens European Council or the critical
European Parliament session in December, or alternatively in
January of next year - when a major speech by the Chancellor
would be especially valuable and timely.

iii, We would also like to check further how good a forum the Belgian
Institute would be for reaching the European audience.

6. MAFF officials will be consulting Mr Jopling on his return from holiday
about whether he would like to take up the Institute's invitation.

7. SubjJect to the Chancellor's own views, and Mr Jopling's reaction, we would
suggest that the Embassy in Brussels might be asked to tell the Institute that
British Ministers do not immediately see the occasion for an address but much
appreciate the invitation and would like to bear it in mind against some possible

future occasion.

8., We should be grateful to know whether the Chancellor would be content
with this.

AQeE™

A J C EDWARDS
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o 4 L;Z"‘WJ’ DATE: 11 AUGUST 1983
- Tnneded 11 Au ZLM

#Jhﬂ s "
MR KERR 5 4 ek Lgs ok He cc Mr Carey o.r.
£ ofhew Mr Beastall
Ras whrccdy Leen s A Mr Bottrill
. Mr Bonney
Mr Basi

DELEGATIONS FOR CFM AND IMF/IBRD MEETINGS

I have had some difficulty trying to sort this out, because
of people being away on leave. The position is still not
absolutely clear, but I hope the following will do for

the time being.

Treasury

2. What is proposed is normal and, I think, uncontentious:

For Trinidad: The Chancellor ( and Mrs Lawson),
Mr Kerr, Mr Littler, MrVCarey, Mr Hall and (see
below) a Personal Secretary and a‘Communications
Officer/Clerical Officer.

For Washington: The Chancellor (and Mrs Lawson),
Mr qur, Sir T Burns, Mr Littler, Mr Lavelle,
Mr Hall.

3. I think the only question here is whether the Chancellor
will want a Personal Secretary and a Communications Officer;
and if so, does he wish to take his own Personal Secretary,
or should we negotiate for the FCO to send somebody from
Washington, which would be cheaper?

Bank of England

b, I think there is now no problem here either:

For Trinidad: Nobody (I have agreed this with Mr Balfour,
who would simply like - as I have agreed - to reserve

the position for future occasions: what they tend to

do, very reasonably, is to suggest inclusion of a

Bank of England delegate if the location is such that
useful business can be done in the margins or immediately
before or after, which %s not the case on this occasion).






For Washington: The usual delegation of Governor,
Mr Loehnis and Mr Gilchrist.

FCO/ODA

Bt Sir William Ryrie will join us in both Trinidad and
Washington - normal and necessary because of the substantial
ODA business involved in both. On some past occasions

he or his predecessor has had support from his own staff

or the FCO. On this occasion, it was suggested that

Mr Appleyard (FCO should join the party.) I do not think

we should object, although my latest information is that
there is some doubt whether in fact he will go to Trinidad.
Perhaps we could keep him on the list for bookings, etc,

but be ready to cancel.

For Washington: Like you, I raised an eyebrow

at the suggestion that Mr Appleyard should be

among the delegation for Washington also, particularly
when I heard that there would be a team from ODA

in Washington at the same time for special IDA
meetings. However, I have now confirmed with

the ODA that their team for the IDA negotiations

is proposed to be Sir William Ryrie and Mr Appleyard.
I have made it clear to Mr Thomas at the FCO (who
entirely accepted what I said) that there would
really be no place for Mr Appleyard as part of

our IMF (and G5, G10, etc) team. But on the basis
that he will be required by Sir William Ryrie to
help on the IDA front, I think we can tolerate

his presence this time, and it would be a matter

of convenience, to Sir William Ryrie, to include him
in the IMF/IBRD delegation.

7 A
L1 -
_ '/J G LITTLER)
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From the Private Secretary 11 August 1983

Ps( i Moddliale..
D&zu j«.ddv\.

Thank you for your letter of 9 August
seeking the Prime Minister's permission for
Mrs. Lawson to accompany the Chancellor
when he attends the Commonwealth Finance
Ministers' Conference in Trinidad and the
International Monetary Fund Annual Meeting
in Washington in September,

Mrs. Thatcher is content for Mrs.

Lawson to be regarded as a member of the official
party on both occasions.

A~

e
b

Tim Flesher

Miss Judith Simpson,
H.M. Treasury.
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FROM: MISS J C SIMPSON
DATE: 15 August 1983

MR EDWARDS (259 cc Mr Littler (or)

Mr Unwin (or)

Mrs Hedley-Miller
Mr Fitchew (or)
Miss Court

Mr M A Hall

Mr Peet

BELGIAN ROYAL INSTITUTE OF INTERNATIONAL RELATIONS:
PROPOSAL FOR SPEECH BY CHANCELLOR ON EUROPEAN TOPICS

The Chancellor has seen your minute of 10 August. He agrees

with the suggestion in your paragraph 7, that for his part we
should suggest to the British Embassy in Brussels that they

tell the Institute that British Ministers do not immediately -

see the occasion for an address, but much appreciate the invitation
and would like to bear it in mind against some possible future

occasion.

1.

MISS J C SIMPSON
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FROM: MISS J C SIMPSON
DATE: 15 August 1983

Littler (ox)
Carey (or)
Beastall
Bottrill
Bonney

MR BASI cc

5
FERRR

DELEGATION FOR CFM AND IMF/IBRD MEETINGS

Mr Littler minuted Mr Kerr on 11 August, with a suggested delegation
for both Trinidad and Washington. He particularly drew our
attention to the question of whether the Chancellor wanted to take

a Personal Secretary and a Communications Officer; and you were kind
enough to find out for us the respective costs of providing a

Personal Secretary from Washington and from London.

2, The Chancellor's Senior Personal Secretary will in fact be on
leave that week, and will not therefore be available. We should
therefore be grateful if you could open negotiations to get the
Chancellor a Secretary from Washington. On the gqguestion of a
Communications Officer, I understand from Mr Bonney's minute of

5 August that arrangements have already been made for one to be
drafted in.

3. We think that the rest of what was proposed in Mr Littler's

minute is quite acceptable.

73 .

MISS J C SIMPSON

|






FROM : J S BEASTALL
DATE : 14 SEPTEMBER 1983

mé
CHANCELIOR OFlEXCHEQUER C.Ce Mr Littler
Mr Unwin
$fu/ Mr Carey
Mr Lavelle
Mr Bonney

COMMONWEALTH FINANCE MINISTERS' MEETING : LEAD SPEA'KERS

The Commonwealth Secretariat have asked if you would be one of the two lead
speakers on WOrﬁ.Bank affairs at the CEM. They are hoping that the lead

speakers will be as follows :-

World Economic Situation : New Zealand (Mr Muldoon)
(including Study Group report) India
IMF affairs : Canada

Ghana

World Bank affairs ¢ Yourself
(including IDA) Bangladesh

(plus Secretary-General
Commonwealth Technical Co-operation : Uganda )

Wi
2. It is the custom to have an introductory speech on each[topic from one
developed country and one LDC. It is suggested that these speeches last 15 minutes
each. The floor is then thrown open to other contributors. World Bank affairs

are likely to be discussed on the second morning (Thursday).

3. We would recommend you to accept this invitation. It is certainly
appropriate for the UK to make one of the lead speeches and although you will
be under pressure from the LDC's on IDA, World Bank affairs are probably the
least embarrassing of the three main topics for the UK to speak on.

4., The Commonwealth Secretariat will be writing to you formally about this.

However in,.view of the shortage of time it would be most helpful if you would
say now:you are content.

: NG
ot clpent of i

J S "BEASTALL
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- —FROM: J O KERR
DATE: 15 September 1983

cc Mr Littler
Mr Unwin
Mr Carey
Mr Lavelle
Mr Bonney

MR BEASTALL

CFMM: ORDER OF SPEAKERS

The Chancellor was grateful for your minute of 14 September. He agrees that we should
accept the Commonwealth Secretariat's proposal that he should be the lead speaker
on the IBRD/IDA item in Trinidad next week.

J O KERR
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O1-233 3000 M Nonotl
M C Scholar Esq gfg o )
10 Downing Street Ne i
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INTERNATIONAL FINANCIAL SCENE

I enclose the latest assessment of the international financial scene by the Dank of
England, which the Treasury have discussed with the Bank and other Departments. The
Prime Minister may find it useful background for her forthc oming visit to Canada and
the United States.

2. The general tone of this latest assessment is little changed from the last
assessment in July. The Chancellor has however asked me to draw attention to the
following particular points which arise from our consideration of the assessment.

3. On the positive side, the Bank's note points to the improvement in economic
activity in the major industrial countries, particularly in the US, which is of direct
help to many of the major debtors. This more optimistic tone, as regards the US
economy at least, has been reflected in the recent IMF World Economic Outlook paper.

L, The outcome of the conference on debt held by the Organisation of American States
in Caracas from 5-9 September was better than anticipated. Speeches by the delegates
were on the whole moderate, and there was no call for a debtors' cartel. Ministerial
sessions at the end of the meeting endorsed a factual paper analysing the present
position on international debt. Attempts to agree a draft resolution on policy were
abandoned. It is encouraging that the Brazilians and Mexicans took a particularly
moderate line in the discussions.

5. On the debit side, it is still not clear how the wrangle in Congress over the IMF
quota legislation will be resolved. Sittings of the Conference Committee of both
Houses have now begun but are not expected to be completed for some weeks. The

odds still are that the legislation will go through, subject to a number of
restrictive provisions. But meanwhile the uncertainty also casts a shadow over
operational decisions on such issues as IMF access limits, and hence over the
forthcoming IMF/IBRD Annual Meetings.

6. On individual countries Brazil remains the mein focus of concern. The
assessment does not on this occasion include a detailed section on Brazil, in view
of the Prime Minister's discussion with the Chancellor and the Governor earlier this
week. It is, however, worth reporting that at a meeting of @5 deputies in Paris this

week our representative, with strong support from his French and German colleagues, made

it clear to Beryl Sprinkel that we were not prepared to go further than support
through the Fund and official (Paris Club) rescheduling. Sprinkel will report this
back to the Fund Managing Director. We shall let the Prime Minister have up to date
briefing on Brazil before her visit to the US.

/7.
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7. Of the other countries, the Philippines are becoming a bit worrying, given
the political tensions. A JIC assessment is in preparation and the Fund have
promised an assessment for the informal group of G5 officials.

8. I am sending copies of this letter to Brian Fall (FCO), John Rhodes (DJ)
and John Bartlett (Bank of England).

CONF IDENTTIAL
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INTERNATIONAL FINANCIAL SCENE
General Situation

1 There seems, in so far as one can generalise, to have been
marginally encouraging progress on the international debt scene over
the past two months, evident most noticeably in Mexico and Chile,
helped by - on balance - more favourable developments in the world
economy, Fund programmes and domestic retrenchment. However, the
Brazilian situation remains on a knife edge. The problems of the
Philippines have been rendered more acute by political uncertainties
and differences with the IMF over the standby arrangement; and a
few more countries have applied for debt relief (eg Morocco) or are
preparing to do so (Liberia). Although their problems add little
to the size of the global debt problem they do contribute to the

cumulative impact on banks' reluctance to lend more to ldcs.
Economic background and interest rates

2 The pick up in economic growth in the major industrial countries
overall is proceeding a little faster than seemed likely earlier
this year. Certainly this is true in the United States where GNP
grew at an annual rate of more than 9% in the second quarter. This
exceptional pace may now be slackening but growth of 5-6% in the
year to 1983 Q4 now seems likely compared to the US Administration's
January forecast of 3%. Renewed growth is also evident in Canada
and Japan, both of which are benefitting from the US upturn. In
Europe the recovery is less impressive: the positive growth of
around 1/2% now forecast in Germany for 1983 as a whole is an
improvement on the earlier forecast GNP decline, but France and
Italy have yet to show much sign of a sustained revival. The
improvement in the industrial world generally is directly helping a
number of major LDC debtors, particularly in Latin America, where
one-third of exports go to the United States. The impact is likely
to be felt not only in improving export volumes terms but also in
their terms of trade: the Economist index of dollar commodity
prices, for example, has risen by 25% since its October 1982
trough.
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3 Against this, however, US short-term interest rates touched a
peak for 1983 in August, although they have since eased somewhat;
and high US interest rates and the strength of the dollar remain,
for countries whose debt is largely dollar-denominated, a major
impediment to any more significant improvement in the general debt

situation.
Lending attitudes

4 Another adverse factor for ldcs is the continuing slowdown in
international lending. The interbank market has shared in this
slowdown but major difficulties in it have been avoided.

Nevertheless there is evidence that some as yet credit-worthy
developing countries are finding it more difficult to obtain financing

needed for imports.
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Problem countries (other than Brazil)

(i) Latin Americe

5. The atmosphere surrounding Venezuela's negotiations with

creditor banks has worsened significantly. The talks continue
to be hampered by substantial interest arrears (some 600 mn)
leading to a growing gulf between the Venezuelan authorities
and creditor banks, and some banks are taking legal action.
The authorities have ruled out an approach to the IMF prior

to December's elections and although this will Jjeopardise the
Venezuelan's chances of reaching an outline agreement with the
banks by end-September, a further 90-day extension of the
existing moratorium appears inevitable. Final agreement on

a rescheduling is thus unlikely to be reached until next year.

6. In contrast, Mexico's position continues to improve. IMF
tergets are being met and the first three rescheduling agreements
were signed on 26 August. Mexico's liquidity is underlined by a
surplus on current account in the first half of the year which
has notably led to a punctual repayment of the outstanding
balance of the BIS facility. There are signs of improvement

also in Chile where access to IMF resources is restored,
agreements have been reached with the banks for new medium- and
short-term credits and reserves seem to have stabilised after

earlier dramatic losses.

7. In Argentina, the IMF's approval of the steps taken by the
authorities to remove discriminatory restrictions against the

UK, has paved the way for the release of the final tranche of

the banks' bridging loan and agreement over the $1.5 bn new

nmoney loan. The Department of Trade continues to monitor
Argentina's fulfilment of her commitments to ensure that
restrictions are not reimposed. The banks, meanwhile, have
delayed disbursement of the new loan because of the discriminatory
interpretation of the Bankruptcy Law by an Argentine judge.

More seriously, the IMF fears that the standby agreement programme
for Argentina may be under strain because of increasing pressure
on the Government to ease wage restraint, accelerating inflation

and an increase in the public sector deficit.
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8. Elsewhert refinancing agreements have been signed ftor Peru

(Paris Club) and Uruguay (commercial banks) whilst the rescue
package for Ecuador has been effectively finalised apart from a few
relatively minor difficulties. This should be completed in the

near future.
(ii) Eastern Europe

9; Recent developments in Eastern Europe suggest slow and patchy
progress. Official creditors have agreed in principle to resume
rescheduling negotiations with Poland in October and the commercial
banks have agreed in principle to reschedule 1983 maturities, but

the underlying situation offers little ground for optimism. The
1983 international support package for Yugoslavia is nearly complete.

Signature of the commercial bank element is proceeding and
disbursement is now expected before the end of October. As soon as
the IMF have been advised of the availability date for the first
advance of the commercial bank agreement the Fund will be able to
release the blocked drawing of $110 mn originally scheduled for

15 August. Disbursement of the $200 mn gbld—backed tranche from
the BIS (which had as an interim measure postponed the repayment due
in August) now seems imminent following the waiver of a negative
pledge clause by a Kuwaiti-led syndicate. The Bank of England's
participation has been eliminated by the second instalment of HMG's
loan. With the assistance of international agencies Hungary
appears to be having success in raising sufficient new funds to meet
1983 debt maturities but there is concern for 1984 when commitments
are set to rise. Timar, President of the National Bank of Hungary,
who met the clearers on his visit to London, looked for their
support in the smaller syndicated loans which the Hungarians hoped
to raise towards the end of this year or in early 1984. There has
been no confirmation of earlier reports that the GDR has opened
bilateral negotiations with a number of (unnamed) creditors to

reschedule some of its maturing debt.
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(iii) Southern Europe

10. Several countries in this area are faced with uncomfortably
large borrowing programmes to refinance their continuing external
deficits and although none seems likely to run into debt difficulties
in the foreseeable future their position needs watching. Portugal
has recently concluded talks with the IMF on terms for an 18-month
$480 mn standby arrangement which should assist market sentiment
towards an expected approach in the autumn. In the meantime there
are reports of an approach to the BIS for a $300 mn gold-linked loan
in addition to the facilities arranged in March and June. Growing
concern is being expressed about Greece as poor export performance
and reduced invisible earnings have led to a widening of the current
account deficit and placed increased strain on already sharply
reduced foreign exchange reserves. Although Spain seems potentially
a larger problem because external earnings have been growing more-
slowly than the rising service on external. indebtedness and progress
in improving the current account is slow, the recently concluded
$750 mn loan suggests continued market confidence. Although
sheltered by financial support from the United States, increasing
awareness of the weakness of the Israel economy has prompted
introduction of a number of measures including a 7.5% devaluation
and public sector expenditure cuts. If a period of political
instability follows Begin's resignation the external situation could

deteriorate further.
(iv) Far East

11. There have been no major developments in the economies of the

Far Eastern problem countries. In the Philippines, however, the

assassination of the prominent opposition politician Aquino, and
renewed speculation about the health of President Marcos, by raising
concern about the prospects for political stability, may further
weaken international banking confidence. The Philippines' chances
of avoiding rescheduling, in the short-term, remain delicately

balanced, but Indonesia and South Korea look reasonably placed at

least for the remainder of the year.
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CONFIDENTIAL 1

ARGENTINA
Total external indebtedness at end-1982 was estimated at $39 bn.

An exceptional IMF Executive Board meeting on 15 August gave early
approval of Argentina's exchange system, following her bel ated

. compliance with the Fund requirement to remove discriminatory financial
restrictions against UK companies. The Argentines had introduced a
new Law 22820 on 6 June giving the National Vigilance Committee power
to 1ift the discriminatory effects of Law 22591 introduced in May 1982
but initially the authorities were only prepared to make Law 22820
effective for British banks in the hope that signature of the $1.5 bn
commercial loan would follow. When it became evident that only the
full removal of discriminatory exchange restrictions against all UK
companies would satisfy both the Fund and the banks the Argentines
informed the Fund on 8 August that restrictions on current international
payments by British non-financial firms were being lifted. A

prel iminary check of the British companies concerned satisfied HMT
that this was the case and the new situation enabled the Executive
Board to complete the review of the Argentine exchange system. In

the review the Board decided that any reintroduction of discriminatory
exchange restrictions or any liberalisation of payments on a discri-

minatory basis would make Argentina ineligible for further drawings.

However, British companies have so far generally proved reluctant to
test the effectiveness of the Argentine assurances after 15 August.
They apparently have no wish to be singled out as "trouble makers"

in the interest of future commercial relations. Of the six companies
that have obtained permission to remit via BONEX, only IBI, BBI and
RTZ have done so.

Moreover, before the second conditional tranche of the fifteen—-month
standby can be drawn (it has been theoretically available since

20 August) the Argentines must still ensure that all payments
arrears, except those subject to rescheduling agreements with the
commercial banks, are eliminated and that they had met all
quantitative performance criteria at end-June. An IMF technical

mission arrived in Buenos Aires in mid-August and is expected to
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confirm Argentina's compl iance with the performance criteria

but a further Board meeting will probably be necessary when all
commercial and other arrears are cleared to approve release of the
second conditional tranche. This is unlikely before end-September.

Once the IMF had formally approved the exchange system, signature of
‘the $1.5 bn commercial loan began in New York and it was expected
that all banks would have signed the loan book by the first week in
September. However, there are two outstanding issues affecting the
drawdown of this loan. Firstly, drawings under the loan are
subject to a model public sector reschedul ing agreement for Aerolineas
Argentinas being concluded. There is still thought to be some
dissatisfaction with the draft reschedul ing agreement and it is
unlikely that final agreement will be reached before mid-September.
Secondly, the intention of an Argentine judge to invoke Article IV
of the Bankruptcy Law (which discriminates against foreign bank
creditors) in resolving the affairs of the private company Celulosa
Argentina could well cause further delays in releasing the new
money. Although disbursements are not conditional on the promised
amendment to Article IV, there is increasing evidence that banks may
delay disbursements if Article IV is enforced. A further condition
for releasing the new money will however have been satisfied with
the el imination of interest arrears incurred in May, made possible
by the release on 24 August of the $300 mn final tranche of
Argentina's $1.1 bn bridging loan. Interest payments from May

onwards have been met on time.

Looking ahead, recent economic indicators suggest that compl iance with
future Fund targets could be difficult to achieve particularly given
the uncertainties generated by the forthcoming presidential elections

to be held on 30 October.

At end-1982, ECGD had an estimated total of $370 mn at risk.
Argentina remains off cover. At that date, UK-registered banks'
consol idated external claims on Argentina totalled $3.3 bn; of which
unguaranteed claims by British-owned banks totalled $2.3 bn.
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BRAZIL

Total external indebtedness at end-1982 was put at $83 bn by the
Central Bank.

Amongst debtor countries, Brazil's situation remains the most
.serious. Although the IMF Managing Director's approval of a
revised EFF programme is expected shortly, the banks have been
taking a tough attitude. During recent Advisory group discussions
in New York, they made it clear that they would not be willing to
put up more than $6 bn out of the $7.6/8.4 bn required to see Brazil
through the remainder of 1983 and 1984. The residual, which
already assumes the rescheduling of Paris Club maturities, would
have to come from governments and official bodies, and the banks
insist, should be on terms comparable to their own lending (ie an

8 year maturity) The urgency with which the official sector will
have to react is highl ighted by the country's severe cash liquidity
position with the accumul ation of some $2.0 bn in gross arrears:
and by the banks' insistence that they will not launch their new
package without an assurance that adequate official support will be

forthcoming.

The present position on the various elements of the financial

package is as follows:-

1 IMF. Brazil's revised letter of intent to the IMF is still
being refined according to the new Central Bank President Affonso
Pastore. However, it is understood that agreement with the Fund on
major issues was reached towards the end of August; inter alia, the
target for the rate of inflation is to be 2.5% per month by the end
of 1984 compared with some 13% now, the operational budget is to
show a small surplus (O.2/0.3% of GDP) in 1984 compared with a
deficit forecast for 1983 of 2.7%, and the current account deficit
of the balance of payments is to be $6 bn in 1984 ($7.7 bn in 1983).
The IMF Managing Director will wish to be assured that all elements
of the financial package are agreed in principle before bringing the
revised EFF to the Executive Board. The board discussion may take
place towards the end of October. The undrawn end-May and end-August

tranches (each for SDR 374 mn) are then expected to be made available.
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CONFIDENTIAL 4

2 Commercial banks, Discussion of Phase II of the banks' assistance
continues. The banks are considering "acceleration" of disbursement
of tranches 2, 3 and 4 (totalling $1.9 bn) of the Phase I jumbo loan
of $4.4 bn ($2.5 bn having been disbursed). Acceleration would
permit repayment of the balance of an earlier bridge loan ($1.3 bn
~outstanding, including interest, fees etc) and some reduction of
Brazilian arrears. Be fore taking action, however, the banks

require the IMF Managing Director to signal his approval of the
Brazilian EFF programme and his confidence that all necessary
official financial support will be forthcoming.” The banks are also
considering raising $6 bn in new money for Brazil, disbursement of
which would be linked to disbursement from the EFF; refinancing

1984 maturities of principal on their medium-term lending to Brazil
on more generous terms (longer maturity and grace period and? lower
fees) than the 1983 refinancing; and maintaining trade and money
market lines on a committed 360 day basis. The new money would not
be available before late November/December; even this assumes no

problems on the IMF timetable.

The commercial banks have indicated that they might not insist on
full repayment of their bridge loan if the official sector (= BIS)
left in some of its present lending. This would ease the liquidity
pressure on Brazil. The Brazilians have suggested that liquidity
relief could be provided by the banks agreeing to the capitalisation
of interest falling due from now until end-1984. This would be
tantamount to a loan of $8.4 bn and would relieve Brazil of the need
to seek finance from the official sector (governments). This
proposal is strongly opposed by de Larosiere and by most banks on
the Advisory Committee; Deutsche Bank, however, and possibly the

Bank of Tokyo tend to favour the idea.

3 Official sector. There is some prospect of the IBRD and IDB
providing "several hundred" million dollars more than is at present

forecast. Ex imbank has recently offered a $1.5 bn guarantee

¥ Later indications are that the banks may not "accelerate" until
the revised EFF has been approved by the Executive Board.
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CONFIDENTIAL 5

facility which the Advisory Committee may now consider an acceptable
official contribution provided disbursement is rapid ie reduces the
cash gap. The facility still faces opposition in the US and may
not be approved. It is in any case conditional on other governments
making “"comparable facilities" available, which may be made difficult

by Brazil's approach to the Paris Club. 2

4 Paris Club. On 17 August Brazil formally applied for the Paris
Club reschedul ing of loans from or guaranteed by governments and
their agencies together with officially guaranteed suppl ier credits.
It is not yet clear whether, in addition to arrears accumul ated

since March ($109 mn) and maturities of principal and interest
falling due between 1 August 1983 and end-1984 (around $2.1 bn) the
reschedul ing of 1985 and 1986 maturities will also be reque sted.

The Paris Club is to have a first meeting on 15 September; meanwhile
the authorities are reported to have suspended payments of principal

and interest on official debt.

5 The BIS have meanwhile decided to put the end-August $400 mn
repayment on the same footing as the three-times postponed end-May
repayment. Fur ther discussion of this will take place at the Basle

meeting on 12/13 September.

At end-1982, ECGD had an estimated $2.5 bn at risk. Brazil still
remains on cover but ECGD is about to propose making no new cover
available until the Paris Club negotiations are complete. At
end-1982 UK-registered banks' consolidated external claims on Brazil
totalled $7.9 bn of which unguaranteed claims by British-owned banks
totalled $4.4 bn.

# At official level it has been proposed and broadly agreed that
HMG's policy should be to offer additional but unspecified
insured export credit facilities.
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CONFIDENTIAL 6

CHILE

Total indebtedness at end-1982 was $18 bn (two-thirds private sector).

Chile remains on course to return to the original path of its IMF
standby arrangement by end-September following Fund approval of its
request for a waiver of end-June performance criteria on 27 July and
signature of a $1.3 bn new money facility. The first tranche

($500 mn) of the latter, however, has reportedly not yet been drawn,
presumably because Chile is trying to demonstrate that her position is
improving: after a dramatic loss in reserves in the first quarter the
level seems to have stabilised in the second. The second and third
disbur sements of $570 mn and $230 mn respectively are linked to
Chile's scheduled purchases from the Fund in mid-August (SDR 108 mn -
including the suspended May drawing of SDR 54 mn) and mid-November
(SDR 54 mn) .

The existing moratorium on principal payments in respect of medium-term
lending by commercial banks was extended for a further 90 days from
end-July to enable a rescheduling agreement to be finalised: reportedly
this has now been done, but it is not yet officially confirmed.

Although a separate short-term trade-related facility was over-
subscribed by some $0.5 bn, indications are that the full amount will

not be used.

With unemployment around 30% and violence in the streets, social and
political pressures on the government are considerable. Since the
IMF programme leaves little room for any expansion of the domestic
economy, the authorities may seek some relaxation of next year's
targets to alleviate the effects of the recession. Such a move seems
unlikely, however, until Chile has drawn down the final tranche of its
1983 new money facility.

At end-1982, ECGD had an estimated total of $0.06 bn at risk.

Chile remains on cover. At that date UK-registered banks' consolidated
external claims on Chile totalled $1.8 bn; of which unguaranteed
claims by British-owned banks totalled $1.1 bn.
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CONFIDENTIAL 7

ECUADOR
Total external indebtedness at end-1982 was $6.3 bn.

Ecuador's commercial bank financing package is in the process of being
finalised. Signature of the new money loan has still not taken place
- although full commitments to the targetted $431 mn have apparently
been obtained from the banks. Various difficulties remain over the
mechanics of how private sector obligations will be transformed into
central bank obligations prior to rescheduling/refinancing by the
banks. However, with bankers' commitment to the package now having
been secured, the IMF are satisfied that drawings under the SDR 157.5 mn
IMF standby (approved in principle on 1 June) may proceed. The
government has already taken a number of austerity measures and faces
considerable difficulties in implementing the programme in the run up
to next year's elections. Although not confirmed, it is assumed
that, after an initial first tranche, subsequent disbursements under

the new money facility will be contingent on disbursements under the

standby.

Agreement was reached on the rescheduling of official debt at a
meeting of the Paris Club on 27-28 July; principal and interest
payments on such debt had been suspended from 1 June whilst negotiations
took place. The rescheduling will be over 8 years, including 3 1/2
years' grace, and will cover 85% of principal and interest falling
due from 1.6.83 to 31.5.84. Of the remaining 15%, 10% will be
payable according to the original schedule (not later than 30.11.83
where maturities are already overdue); and 5% will be paid on
31.12.84. The Ecuadorians had originally sought to reschedule

$268 mn principal (some $30 mn relating to ECGD) and $104 mn interest
falling due up to 31.5.85. At the meeting there was agreement 1in
principle to hold a further meeting after 31.5.84 to consider

maturities falling due up to 31.5.85.

At end-1982, ECGD had an estimated total of $0.1 bn at risk. In
early August HMT agreed to suspend all cover outside the short-term.
At end-1982, UK-registered banks' consolidated external claims on
Ecuador totalled $0.75 bn; of which unguaranteed claims by British-
owned banks totalled $0.5 bn
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CONFIDENTIAL 8

MEXICO
Total indebtedness at end-1982 was an estimated $83 bn.

A healthier than expected trade balance and prudent husbandry of
resources have produced an improvement in Mexico's external financial
situation. In the first seven months of this year the trade

surplus totalled $7.4 bn, equivalent to 90% of the originally

" forecast outturn for the whole of 1983 and largely attributable to a
58% reduction in imports over the same period last year. Mexico's
liquidity position has improved; international reserves at end-August
were $3.55 bn compared with $1.7 bn at end-November 1982. The
authorities are confident that they will not need additional new
money from banks in 1983. However, new money requirements from
banks for 1984 are still put at the originally forecast amount of

$4 bn.

Disbursements under the the $5 bn medium-term commercial bank loan,
signed in March, and linked to EFF purchases, were used on 23 August
to repay the parallel BIS and US bridging facilities totalling
$1,850 mn (UK share of $140 mn), put into place at the height of the
crisis last year. After two advance repayments at end-May and 1n
mid-August, the outstanding balance of $1.2 bn was repaid on the due
date.

Attention in recent months has largely centred on negotiations to
restructure public and private debt. Reschedul ing agreements for
three of 24 public sector entities accounting for over half of some
$19 1/2 bn of public sector principal payments due to banks between
23 August 1982 and end-1984, were signed on 26 August. Agreements
for other state agencies are expected to be signed in due course.

The debt is being rephased over eight years.

However two Mexican schemes to reschedule some $3-5 bn of supplier
crg@its and some $10-14 bn in non-guaranteed private sector debt owed
to banks (in this case over a minimum of 6 years) have been less
successful: $900 mn had been rephased by end-June. Both schemes
involve the provision of forward foreign exchange cover to debtors who

establish dollar-denominated deposits by making peso payments equivalent
to the amount of debt owed. On 3 August the Bank of Mexico announced
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CONFIDENTIAL

an extension of the supplier debt scheme following failure of a large
number of debtors to meet the original 15 July deadline. The bank
debt scheme stays open to 25 October but may also have to be extended
or refined. Many companies do not have sufficient liquidity to join,
even where peso loans are made available, or are still working out
their cash-flow projections for the various complex repayment options
afforded by the scheme. Indeed, the ten largest Mexican industrial
groups, reportedly accounting for half of total outstanding private
sector debt, have yet to agree. Those who have joined the scheme are

mainly the subsidiaries of foreign companies.

Following multilateral agreement on the restructuring of some

$1 1/2 bn of officially-guaranteed private sector debt, signed on
20-22 June, the Mexicans are currently negotiating implementation on a
bilateral basis. There have however been reports of difficulties
with certain creditors (eg Canada) over the extent of Mex ican

responsibility for commercial risk.

The improvement in Mexico's liquidity position is expected to enable
the authorities to accelerate repayment of private sector interest
arrears which have been paid off in instalments under a special scheme

devised last December.

At end-1982, ECGD had a total of $1.8 bn at risk. At that date
UK-registered banks' consolidated external claims on Mexico totalled

$8.3 bn, of which unguaranteed claims by British banks were
$5.2 bn.
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CONFIDENTIAL 10

PERU
Total external indebtedness at end-1982 was an estimated $12 bn.

Despite the encouraging progress with the country's various
refinancing packages (see below), there are worrying indications
that future adherence to the IMF programme (whose targets were being
met at end-July) will be threatened by measures introduced towards
the end of August. These included a slowdown in the removal of
subsidies, a halving of the pre-announced rate of devaluation and a

credit injection by the Central Bank.

The $450 mn new money loan was finalised in the third week of July.
Rebates to the banks in respect of over-subscription has meant that
the increase in their exposure had been scaled back to around 10 1/2%
from the 12% originally requested. The first $250 mn tranche

was disbursed on 3 August.

A final figure for the refinancing loan had still not emerged, but
the amount is likely to be around $410 mn.

Progress on the rollover of $2 bn short-term debt has been slower
than expected. Although the value of commitments to the rollover
had been sufficient (66/67%) to trigger disbursement of the first
tranche of new money, there are still a host of very small lines,
mainly out to Peruvian private sector banks, in respect of which
amounts need to be reconciled, documentation drawn up and agreements
signed. Such lines, which are also trade and not just wor king
capital related (as originally advertised by the Peruvians), have to

be dealt with since there has been no agreed cut-off point.

On 26 July, Peru reached agreement with Paris Club creditors to
reschedule, over 8 years, including 3 1/2 years' grace, 90% of
principal and interest on medium-term debt due from 1 May 1983 to
30 April 1984.

Around October the banks will be turning their attention to the need

next year for a further restructuring of Peruvian debt maturities.

At end-1982, ECGD had a total of $0.2 bn at risk. At that date,
UK-registered banks' consolidated external claims on Peru totalled
$0.8 bn of which unguaranteed claims by British banks were $0.4 bn.
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URUGUA Y

Total external indebtedness at end-1982 was an estimated $4 bn, of
which $2.7 bn was public and publicly-guaranteed.

On 23 August the Fund waived breaches in balance of payments and net
domestic assets performance criteria under the SDR 378 mn standby
negotiated last April on the grounds that these were small and fully
explained by delays in reaching agreement on refinancing external debt
and securing new medium-term foreign bank credit. However, recent
indications suggest there will be difficulty in complying with end-year
targets. According to a Central Bank spokesman public expenditure
targets will be adhered to but revenue targets may not be met owing to

a fall in export volumes and high levels of tax evasion.

Negotiations on the commercial bank package were finally completed on
29 July, four months after agreement to the Uruguayan proposals by
the Advisory Committee. The agreement covers the refinancing of 90%
($629 mn) of public sector principal payments falling due in 1983 /84,
and the extension of a new medium-term loan of US$240 mn. The first
disbur sement of this loan for US$120 mn took place on 17 August and
the second and final instalment is to be released in early December.
Repayment is over six years, including two years' grace, but with
near-end loading to ease the effect of the short grace period;
interest is at LIBOR +2 1/4% or at US prime +2 1/88%.

In addition banks have agreed to roll-over, for up to one year, $75 mn
trade-rel ated credit lines to the public sector and $7 mn in

lines to private Uruguayan banks.

At end-1982, ECGD had an estimated total of $10 mn at risk. At that
date UK~registered banks' consolidated external claims on Uruguay
totalled $350 mn of which unguaranteed claims by Bfitish—owned banks
totalled $300 mn.
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CONFIDENTIAL 12

VENEZ UELA
Total external indebtedness at end-1982 was estimated at $34 bn.

Following consultations with the IMF in August, Finance Minister
Sosa has announced that Venezuela will not be seeking conditional
IMF assistance this year but he hoped that a one-year facil ity could
be agreed early in 1984. This move has been prompted by the
proximity of Presidential elections (due to be held on 4 December)
and some improvement in the external position. Underscored by a
moderate pick-up in the world oil market and a reduction in imports,
a current account surplus of $2 1/2 bn is forecast as against a
previously expected deficit. No new money will be sought from the
banks this year and financing needs will be met instead by drawing

down reserves by $1 1/2-2 bn from their present level of $10 bn.

As a result, the Advisory group of banks has been left with little
leverage, although the Advisory Committee announced last week that
no agreement can be reached on the reschedul ing of public sector
maturities ($18.4 bn due in 1983/84) until Venezuela has made
satisfactory progress on negotiating an IMF programme. The
Venezuel ans still hope to reach agreement with the banks by the year
end and officials are next expected to meet the 13 Bank Advisory
Committee in New York in the week beginning 12 September. The
banks look as though they will have no option but to agree to an

extension of the present moratorium which expires at end-September.

Rel ations between the Venezuelans and the banks continue to be hampered
by the prevalence of interest arrears now totalling around $600 mn
($200 mn public sector and $400 mn pr ivate sector). Several default
suits are reported to be in the pipeline, with particul ar concern
surrounding the position of Banco Industrial de Venezuela which has
external debts of $3.7 bn. Although Sosa has repeatedly assured the
banks that arrears will be el iminated, little positive action has been
evident. However, in response to bankers' demands, specific measures
to streamline the administrative procedures were outlined at a meeting
with the Advisory Committee on 11-12 August. Public sector interest
payments are to be central ised within the Ministry of Finance and a

mechanism is to be established for guaranteeing the current preferential
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exchange rate on private sector debt contracted before 18. 2.83. The
private sector has been virtually unable to service its foreign debt
since controls were imposed in February as the central bank has
objected to disbursing the necessary dollars because of the lack of
an official registry. A telex sent to the Government from the
banks stating that, unless certain interest payments are made, legal
action may be taken has forced official awareness of the potential
dangers of the continuation of private sector interest arrears. It
is now hoped to overcome this problem through the exchange guarantee
mechanism and by making foreign exchange available even if the
paperwork on each request has not been completed by the Differential
Exchange Controls Office, RECADI. Neverthel ess differences between
the Central Bank and the Ministry of Finance on this and on the way
negotiations with the IMF have been conducted have been brought into
sharp focus by recent public statements by the President of the
Central Bank which will further affect confidence.

At end-1982, ECGD had an estimated total of $0.08 bn at risk.

Al though not officially off cover, new medium-term business is
unlikely to be approved until it is clear that a Paris Club approach
is not envisaged. At end-1982, UK-registered banks' consolidated
external claims on Venezuela totalled $3.05 bn; of which unguaranteed
claims by British-owned banks totalled $2.4 bn.
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CONFIDENTIAL 14

EAST GERMANY (GDR)

Total convertible-currency indebtedness (perhaps as much as $15 bn
at end-1981) probably declined in 1982,

Gross debts to BIS area banks (excluding banks in West Germany) fell
from over $10 bn at end-1981 to $8.9 bn at end-1982. The GDR gives
‘considerable publicity to the improvement in its BIS position but the
$0.5 bn increase in deposits with BIS area banks to $2 bn at end-1982
probably owed much to window-dressing. Existing undrawn credit
facilities remain considerable but inability to raise substantial new
medium and long-term credit from Western banks has largely confined
the GDR to short-term borrowing. Gross debt maturities (including
short-term), which probably exceeded $5 bn in 1982, are unlikely to
fall much below that in 1983 and 1984. GDR importing agencies in
general have been obliged by the government to seek longer credit
terms. ECGD is still on limited cover but has introduced tighter
market limits which, if other agencies are acting similarly, will not
help. A substantial improvement in the trade account in 1982

was achieved primarily by drastic import cuts (other than from the
FRG, with which there was an increase in bilateral indebtedness

after the decline in the earlier part of 1982). The liquidity
position remains tight and amid reports that the GDR is negotiating
bilateral rescheduling agreements with a number of (unnamed) creditor
countries there is some evidence that the DM 1 bn balance of payments
loan from the FRG in June may not have provided much relief.

Although the initial reaction of banks was to take comfort from the
availability of new credit it has begun to reinforce existing

doubts about longer term prospects.

At end-December 1982 UK-registered banks' consolidated external
claims totalled $1,498 mn, of which $1,393 mn was unguaranteed

(cf $1,543 mn and $1,463 mn respectively at end-June 1982). Claims
by British-owned banks totalled $906 mn, of which $811 mn was
unguaranteed (cf $941 mn and $863 mn respectively). ECGD has

£113 mn at risk.
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CONFIDENTIAL 15

HUNGARY

Convertible currency debt at end-1982 totalled $7.5 bn.

The performance criteria under the one-year IMF standby arrangement
are being met and the mid-term review passed smoothly. The formal
target for the surplus on the convertible-currency current account
has been reduced from $600 mn to $500 mn following Hungarian pessimism
about the prospects for exports and particularly prices for
agricultural exports. However, in view of recent and prospective
measures (including further depreciation of the exchange rate, price
increases and a wage freeze in the government sector) the IMF staff
remain confident that a surplus of $600 mn can be achieved, though
this will depend on continuing Soviet willingness to pay convertible
currency for Hungarian exports while allowing Hungary to pay non-
convertible currency for a number of essential imports, including
oil.

The capital account is weak - there was an outflow of $400 mn in the
first quarter partly as a result of a reversal of end-year window—
dressing - and the financing gap is proving difficult to cover
despite IMF drawings and a club loan for $200 mn earlier this year.
More recently two IBRD loans totalling $239 mn have been agreed, a
$200 mn eurodollar loan with IBRD participation has been fully
underwritten (although there are reports that the selling down is
meeting resistance) and discussions are continuing with commercial
banks on a $72 mn yen loan with IBRD co-financing. The liquidity
position is likely to remain tight next year when medium and long-term
capital outflows are set to rise from $1 bn to $1.6 bn. Timar,
President of the National Bank of Hungary, who met the clearers on
his recent visit to London looked for support for the smaller
syndicated loans which the Hungarians hope to raise towards the end

of the year or early 1984.

UK-registered banks' consoiidated external claims, largely unguaranteed,
fell from $833 mn at end-June 1982 to $802 mn at end-December 1982.
Claims by British-owned banks rose from $488 mn to $527 mn during

the same period. ECGD commitments are modest and under tight

control with £17 mn at risk.






CONFIDENTIAL 16

POLAND

Total convertible-currency indebtedness is now about $27 bn.

Official creditors met in Paris on 29 July, agreeing in principle
to resume rescheduling negotiations with Poland which were suspended
following the imposition of martial law in December 1981. The US
wished implementation to be deferred, however, until it was known
that the Poles had released the vast majority of political detainees
by 22 August. Negotiations with the Poles (initially covering
arrears under the suspended rescheduling agreement for 1981 before
considering the restructuring of debt due in 1982 and 1983) will
provisionally start in Paris on 13 and 14 October. Meanwhile the
creditors' group will meet on 15 and 16 September to examine
technical issues and a small team will visit Warsaw at the end of

September to clarify outstanding technical points with the Poles.

Last year the commercial banks signed rescheduling agreements for
1981 (95% of $2.3 bn principal over 7 years) and 1982 (95% of

$2.3 bn over 7 1/2 years). Poland has met interest repayments
under both agreements; but, under the second, 50% of interest due
in 1982 was lent back in the form of new three-year credits. For
1983 maturities the banks' working party have agreed in principle to
reschedule 95% of medium-term debt over 10 years, including five
years' grace and to recycle 65% of interest in the form of revolving

short-term credits over five years.

Much of the net hard currency earnings of Poland in 1983 will be
absorbed by meeting commitments to the banks under their rescheduling
agreements; and it is hard to see how the remainder can be stretched
to cover arrears due to governments from 1981, together with any
partial payment on the restructuring of official debt for 1982 and
1983, without exceptionally generous governmental treatment. The
prospect is for the progressive increase in the stock of debt to
continue during the rest of the decade as a substantial element of

interest due is capitalised.
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CONFIDENTIAL 17

At end-December 1982 UK-registered banks' consolidated external
claims totalled $1,749 mn, of which $811 mn was unguaranteed

(cf $1,839 mn and $791 mn in June 1982 respectively). Claims by
British-owned banks totalled $1,449 mn, of which $543 mn was
unguaranteed (cf $1,553 mn and $542 mn respectively). ECGD is off
cover: the amount at their risk is £821 mn.
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YUGOSLAVIA

Total external indebtedness is about $18 bn. Early this year an
extensive support operation was mounted involving governments, banks

and international institutions.

A memorandum of understanding signed by representatives of 15
creditor countries in Berne in January envisaged governmental
funds of about $1.3 bn being made available in medium-term
credits (mostly export credits), though the Yugoslavs do not
expect to be able to utilise some of the tied credits. The
second half of a £€38 mn financial loan from HMG was disbursed on
15 August; the £40 mn loan guaranteed by ECGD to refinance
payments due to UK exporters is expected to be signed shortly.

The agreement with the commercial banks, involving refinancing

$1.4 bn medium-term maturities and the banks' share of an estimated
$1.8 bn short-term debt due in 1983 together with the provision

of up to $0.6 bn new money, is now in the process of being signed

by the participating banks. A Kuwaiti-led Arab syndicate has
waived its negative pledge clause which precluded use of Yugoslav
gold as collateral and thereby frustrated access to $200 mn of

the $500 mn BIS facility. The BIS, which had as an interim measure
extended the maturity of the instalment due on 15 August, will now be
in a position to release the gold-backed tranche. The $25 mn Bank
of England participation in the BIS facility was taken out by the
disbursement of the second half of the HMG loan.

Funds totalling $0.5 bn net should be available this year from
the IMF/IBRD. Although a number of creditor governments are
unhappy about the nature and pace of adjustment in Yugoslavia,
the mid-term review of the IMF standby was approved on 29 July
with further waivers of performance criteria; the blocked SDR
100 mn drawing originally due on 15 August will be released as
soon as the IMF have been advised of the availability date for
the first advance of the commercial bank agreement which is
unlikely to be disbursed until end-October. The Yugoslavs have
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expressed interest in a further standby following completion of
the current programme, but several major governments have

misgivings.

At end-December 1982 UK-registered banks' consolidated external
claims totalled $1,660 mn, of which $1,301 mn was unguaranteed (cf
$1,745 mn and $1,395 mn respectively at end-June 1982), Claims

by British banks totalled $1,226 mn of which $899 mn was unguaranteed
(cf $1,271 mn and $941 mn respectively). ECGD remains on cover for

short-term business, their total amount at risk is £839.3 mn.
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CONFIDENTIAL 20

ISRAEL
Total external indebtedness was $21 bn at end-1982 (98% of GDP).

In response to both a deteriorating external position, exacerbated
by an insufficient depreciation of the shekel over the last eight
months, and continuing high levels of inflation (126% year-on-year
in July) the Government has introduced a number of measures aimed at
dampening demand and restoring the competitiveness of exports.

These have included a 7.5% devaluation of the shekel (in addition to
the policy of continuous adjustment of the shekel in relation to a
basket of trade-weighted currencies), the imposition of a 15%
interest-free shekel deposit on a range of consumer imports and the
introduction of an insurance scheme for exporters to cover exchange
loss. The Government is also to implement a $700 mn programme of

public expenditure cuts.

The trade deficit for the year is forecast to reach $3.8 bn (1982:
$3.7 bn). The current account deficit is set to rise from $1.9 bn
(9% of GDP) to $2.4 bn (11% of GDP) this year. Despite the
concessional nature of much of its debt Israel has an external
financing requirement this year of $7 bn (including the rolling-over
of $3.3 bn of short-term debt) which, unless there is a sharp
turnabout in the current account, is unlikely to diminish over the
next two to three years and could well increase. With continuing
US aid and the support of World Jewry, Israel is currently
experiencing no financing difficulty. However, it is already
having to turn increasingly to commercial borrowing and, should such
high external deficits persist and its present position as a net
creditor to the BIS reporting banks be reversed, Israel could begin
to meet difficulty in funding its borrowing requirement. Foreign
exchange reserves at end-April totalled $4 bn, equivalent to five

month's imports.

At end-December 1982 UK registered banks' consolidated external

claims totalled $603 mn, of which $554 mn was unguaranteed (cf $498 mn
and $456 mn respectively at end-June 1982). Claims by British-owned
banks totalled $480 mn, of which $431 mn was unguaranteed (cf $347 mn
and $309 mn respectively). At end March ECGD had £126.9 mn at risk
under Section I and £11.5 mn under Section II.
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PORTUGAL

Total external indebtedness was $14.2 bn at end-April (58% of GDP).

The Portuguese external balance deteriorated further during 1982
with the current-account deficit increasing to $3.2 bn. Al though
there was a sharp improvement during the first quarter of 1983
Portugal continues to experience severe liquidity difficulties:
whilst gold reserves at current market prices are in the order of
$9 bn, foreign exchange holdings ($486 mn at end-May) amounted to

only about three weeks' merchandise imports.

Austerity measures were taken by the outgoing government in March

(an interim budget aimed at reducing the government deficit to 7.5%
of GDP, a 2% step reduction in the Escudo effective rate, a widening
of the monthly exchange-rate depreciation to 1% and a tightening of
monetary policy). These were supplemented by a 12% step devaluation
in June and a review of public sector expenditure. Agreement has
been reached with the IMF on a $480 mn 18-month standby programme,
which may be supplemented by a CFF of up to $280 mn. It is understood
that the programme will involve a further cut in public spending and
aims at a sharp reduction in the current account deficit to $2.2 bn
in 1983 and $1.5 bn in 1984 with strict limits on the growth in
external debt.

To ease its tight liquidity position Portugal arranged facilities
with the BIS for $400 mn in March and $300 mn in June, while gold
holdings were being mobilised. A further $300 mn bridging loan was
arranged with the BIS in August.

Agreement with the IMF may help restore banking confidence (a

request for a $400 mn eurocredit earlier this year was scaled down

to $300 mn partly because of unappealing terms and inept timing
during the political interregnum) but there is increasing concern
that, even with the Fund programme, Portugal may have a $1 bn to

$1.5 bn financing gap in 1983. An approach to the markets for a
further $300 mn is apparently contemplated in the autumn but, even

if it is more successful than last time, Portugal's external financing
position could remain difficult unless the current account improves

further than foreseen.
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CONFIDENTIAL 22

At end-December 1982 UK registered banks' consolidated external
claims totalled $1,178 mn, of which $1,001 mn was unguaranteed

(cf $1,089 mn and $941 mn respectively at end-June 1982). Claims
by British-owned banks totalled $945 mn, of which $770 mn was
unguaranteed (cf $807 mn and $659 mn respectively). At end March
ECGD had £145.6 mn at risk under Section I and £115.5 mn under
Section II.
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INDONESIA

Total external indebtedness is estimated at $26 bn at end-March 1983,
excluding short-term debt of the public sector.

Further details on the Government's policy of retrenchment on
investment spending are now available. To date a total of 47 major
industrial projects have been rephased with estimated savings in
1983/84 of $3.5 bn and a further $6.5 bn in the next few years.
Reflecting the cuts in capital expenditure, this year's budget is
now expected to be in balance, or a small surplus, even after some
increase in labour-intensive projects to contain the contractionary
impact of the investment cuts. In a further effort to stimulate
the domestic economy, substantial changes in banking regulations
have been introduced, including the lifting of credit ceilings on
domestic lending and the freeing of most state bank interest rates.
The fourth Five Year Plan (April 1984-1989), recently announced,
projects a growth rate of 5% per annum: emphasis is placed on
boosting revenue from outside the o0il and LNG sectors by means of a

series of major tax reforms - long urged by the IMF.

There has been some market speculation that Indonesia may well come
to the market again, possibly before the end of the year, for an
amount of $500 mn but no firm proposals have yet been made. A
Compensatory Finance Facility of SDR360 mn, based on a shortfall in
non-0il exports, was approved in July by the IMF. The Fund have
indicated to the Indonesian authorities that their present policies
would be adequate to support a request for a standby facility:
however, for political reasons the Indonesians are unlikely to seek

an SBA at this stage.

Reserves at end-May stood at $7.2 bn [of which $3.7 bn ($3.4 bn in
March) was held by the state commercial banks].

As at end-March 1983,ECGD had an estimated £209.1 mn at risk under
Section 1, and £802.4 mn under Section 2. At end-December 1982
UK-registered banks' consolidated external claims in Indonesia
totalled $1,159 mn; claims by British-owned banks totalled

$1,014 mn, of which $598 mn was unguaranteed.
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CONFIDENTIAL 24

THE PHILIPPINES

Total external indebtedness at mid-1983 is estimated at up to $25 bn

(including short term banking debt).

The position of the Philippines remains under considerable strain.
Although the central bank claim, in confidence, that the large
international banks are continuing to roll-over credits, they admit
concern at a pattern of shortening maturities. Moreover, the
recent assassination of the prominent opposition politician Aquino,
and speculation about the health of President Marcos, by raising
concern about the prospects for political stability, may further
weaken international banking confidence. The overall balance of
payments deficit for the first half of 1983 is officially put at
$562 mn (compared with a target under the SBA with the Fund of $600 mn
for the whole year) with the current account deficit at $1.64 bn.
Exports were 8% down on the comparable period of 1982 while imports
fell only 2 1/2%: a sharp increase in workers remittances -
attributed to the introduction of a raffle system to encourage
workers overseas to remit more of their earnings through official
channels - brought a modest improvement in the non merchandise
deficit.

The report of the IMF's mid-term review under the standby arrangement,
conducted in June, may not now be available before October. We

have been informed in confidence that the delay reflects in part
disagreements over the definition of external debt (probably the
short-term element): some of the performance criteria at mid-year
had also been breached. Drawings are now suspended (SDR 215 mn of
the total SDR 315 mn remains undrawn) and although negotiations are
continuing it may prove necessary to replace the present programme

with a new arrangement.

The Philippine authorities have over the past few weeks introduced

a number of measures to restrict bank lending on certain categories
of imports and to extend deferred credit terms for others: they have
also announced tighter rules on foreign borrowings by public and
private sector bodies. Manufacturers Hanover have been appointed

to advise on debt management - and have reportedly concluded that

the authorities will face debt service difficulties.
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As at end-March 1983, ECGD had an estimated £217.5 mn at risk under
Section 1, and £7.4 mn under Section 2. At end-December 1982
UK-registered banks' consolidated external claims in the Philippines
totalled $1,777 mn; claims by British-owned banks totalled $1,609 mn,
of which $1,162 mn was unguaranteed.
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SOUTH KOREA

Total external indebtedness at end-June 1983 was $38.2 bn.

Trends in output and prices remain favourable. GNP growth for the
current year is now estimated to reach 8% (5.3% in 1982), which would
be the highest level since 1978; inflation, however, still remains
under control, the year-on-year increase in consumer prices for July
being just 2.8%. A further encouraging feature is that wholesale
prices have fallen 1% during the first half of 1983 with the outturn
for the full year likely to see an overall increase of only 1%.

Against this, however, the performance of the current account has
been less encouraging; the deficit for the first half of 1983 was
$1.32 bn ($722 mn for the same period in 1982), In particular, the
loss of earnings from Middle East construction work - revenues down
30% in the first six months of the year - is having a marked impact.
The government is still predicting a reduction in the current account
deficit to $2 bn ($2.6 bn in 1982): the target under the SBA agreed
with the Fund in July is $2.3 bn for 1983, with $2 bn for 1984,
Export growth (8% in the first seven months of the year, from a year
earlier) shows signs of picking up but, even so, the government's

forecast looks difficult to achieve.

The Korean authorities have initiated a revision of their current
five-year plan (1981/86) to take account of the changed outlook for
0il prices: the country's external debt is now forecast at $45 bn by
the end of the plan period (compared with an original forecast of
$64.5 bn).

Market confidence in Korea remains firm.

As at end-March 1983,ECGD had an estimated £209.1 mn at risk under
Section 1, and £503.4 mn under Section 2. At end-December 1982
UK-registered banks' consolidated external claims in South Korea
totalled $3,060 mn; claims by British-owned banks totalled

$2,596 mn, of which $1,995 mn was unguaranteed.
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MOROCCO

Total external indebtedness (excluding military debt and private
non-guaranteed debt) was about $11 bn (72% of GDP) at end-1982.
Medium and long~term debt totalled $10 bn, of which about

. $3.5 bn was owed to commercial banks and about $4 bn in the form

of‘bilateral loans.

As a result of increased balance of payments pressure, Morocco has
reached agreement with the IMF over a SDR 300 mn Standby programme
expected to be formally approved in September. Major creditor
banks have been invited to debt rescheduling talks in Rabat on

9 September: short-term debt is specifically excluded. Morocco
has also applied to the Paris Club for a rescheduling of officially
guaranteed debt maturing between August 1983 and December 1984.
This request is to be discussed at a creditors-only meeting

of the Paris Club on 15 September; a full meeting will probably

be called for October.

At end-December 1982 UK registered banks' consolidated external
claims totalled $357 mn, of which $289 mn was unguaranteed

(cf $303 mn and $263 mn respectively at end-June 1982). Claims
by British-owned banks totalled $207 mn, of which $157 mn was
unguaranteed. ECGD remains on cover, though a market review
us shortly expected to reduce limits: total amount at risk is
£191.2 mn.
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INDEBTEDNESS AND BRITISH EXPOSURE

$ billion
Total British banks ECGD
external unguaranteed amounts
debt claims at risk
(end-December 1982) (end-March
1983)
Latin America
Argentina 39 2.3 0.4
Brazil 83 4.4 2.3
Chile 18 1.1 0.05
Ecuador 6 0.5 0.1
Mexico 83 5.2 1.6
Peru 12 0.4 0.2
Uruguay 4 0.3 0.01
Venezuela 34 234 0.08
Eastern Europe
(convertible Currency)
East Germany 15 0.8 0.2
Hungary 7 0.5 0.08
Poland 27 0.5 1.2
Romania 10 0.4 0.6
Yugoslavia 18 0.9 1.2
Southern Europe
Portugal 14 0.8 0.4
Greece 11 0.7 0.4
Spain 28 2.4 0.2
Israel 21 0.4 0.2
Far East
Indonesia 264 0.6 1.5
Philippines 25%* 1.2 0.3
South Korea 38%* 2.0 1.0
Other
Morocco 11 0.2 0.2

Because of differences in definition the ECGD Exposure figures in
the final column are not directly comparable with the figures in
other two columns.

# End-March 1983 * End-June 1983
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SOUTH AFRICA
Summary

South Africa's economy is in recession, partly because of external
factors but also of severe drought. GDP fell by 1% last year and a
larger fall is forecast for this year. Following current account
-deficits of US$4.5 bn and USS$2.8 bn in 1981 and 1982 respectively, a
surplus (US$1-2 bn) is forecast for this year as a result of an
improvement in the gold price and lower imports. South Africa has
borrowed on the international capital markets, resorted to gold swaps

and drawn on the IMF.

The volume of South Africa's indebtedness gives no cause for concern,
but there are latent worries about the risks associated with the
mismatch by banks in borrowing short-term abroad for longer-term
domestic lending and the exchange risk associated with uncovered
borrowing by individual firms where funds are converted into local
currency. The South African authorities, however, are alive to this
point and our contacts with them give us reassurance tha£ the

situation will be monitored in South Africa (as it will be here).

External Debt

South Africa's public sector external debt remains low by the
international standards - amounting to US$5.87 bn at end-September
1982; the debt service ratio is modest - around 7% in both 1982 and
1983.

At end-March 1983, figures show gross and net claims of banks in the
BIS reporting area on South Africa of US$13.7 bn and US$11.5 bn
respectively - approximately double the end-1980 figures.

At end-May, ECGD had £973 mn at risk under Section 1 and £1,153 mn
under Section 2 - South Africa represents ECGD's second largest
exposure after Hong Kong. At end-1982, UK-registered banks'
consolidated external claims amounted to US$5,234 mn; claims by
British-owned banks totalled US$4,961 mn, of which US$4,257 mn is

net of outward risk transfer.
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Economic situation

The South African economy continued its cyclical downturn in 1982
when real GDP declined by 1%, after growth of 8% and 5% in 1980 and
1981 respectively; a further decline - of 2 to 3% - is forecast
for this year with the recovery picking up from mid-1984. The
downturn principally reflects the large fall in the gold price from
“its 1980 levels; recession in the Republic's export markets; and,
more recently, serious drought in some parts of the country.
Inflation remains high at 12.1% in the year to end-July and, though
significantly lower than the peak of 16.5% recorded in the year
ended April 1982, is now regarded as the country's major economic
problem. Externally the current account, which swung from a
surplus of US$3.5 bn in 1980 to a deficit of USS$S4.5 bn in 1981
almost returned to equilibrium by Q4 1982, although a US$2.8 bn
deficit was recorded for calendar 1982. In addition to falling
imports, the current account was strengthened towards the latter
half of 1982 by some recovery in the gold price, while the capital
account benefited from inflows encouraged by high domestic interest
rates and by expectations of an appreciating rand. As a result, by
end-February 1983, gross reserves had risen sharply to US$4.3 bn but
they have since fallen to US$3.5 bn at end-July (equivalent to 2 1/2
months' imports). This decline is largely attributable to capital
outflows as a result of the abolition of non-resident exchange

control in February this year.

Recent borrowing policy

During much of 1981/82, the South African authorities encouraged
borrowing abroad by both public and private sectors for balance of
payments financing (by providing forward cover on favourable terms).
In addition, a series of gold swaps were concluded by the SARB
while, in November 1982, South Africa secured IMF assistance (a CFF
and Standby Arrangement) totalling SDR 1 billion. However, following
a sharp improvement in the balance of payments current account from
mid-1982, most outstanding official foreign short-term liabilities -
which totalled US$1.64 bn at mid-1982 - were repaid prior to end-
February 1983; meanwhile the South Africans have indicated that
they will not fully utilise the available IMF assistance (only

SDR 0.8 bn has been drawn down) and, indeed, that they are
contemplating early repurchases.
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Since late last year the authorities have endeavoured, in providing
forward cover for external borrowing, to pursue a neutral policy
which takes account of interest rate differentials, so that no net
incentive for increased borrowing is given but there is no incentive
to reduce borrowing. The amount of outstanding borrowing abroad is
not, itself, so large as to give cause for concern. There are,
however, two risks in relation to private borrowing which should not
- be overlooked: first, where it is on an uncovered basis and,
second, where there is a risk of mismatch in on-lending borrowed
funds. Most uncovered borrowing is concentrated on a few major
groups (e.g. de Beers and Anglo American) which are very experienced
in international borrowing operations and financially very strong
and therefore able to take the risk inherent in uncovered borrowing.
The risk of mismatching where short term funds are borrowed for
on-lending for longer-term operations carries greater dangers, but
the banks, which act as agent in these operations are, we have

been assured, very alive to the risks, and the position is being

closely monitored by the central bank.

Beyond these risks there is the political risk inherent in all
lending to South Africa. When there were moves in the UN Security
Council in 1977-79 to secure mandatory economic sanctions,
international banks, particularly British banks were, because of
their traditionally large exposure to the Republic, considered to be
vulnerable to counter-measures which South Africa might take in
response to UN sanctions. The anti-South African lobby in the
Third World has, however, more recently been more concerned with its
own economic difficulties so that subsequent UN action has been
limited to more routine non-binding General Assembly resolutions and
unsuccessful attempts to induce the IMF to expel, or at least not
lend to, South Africa. On the other hand, the anti-South Africa
lobby in the United States has achieved amendments to the draft IMF
quota increase legislation which, if they become law, could result
in the withdrawal of US support for South Africa in the IMF Board,
and this could give rise to difficulties in the future if South

Africa wished to increase her recourse to IMF facilities.

8(12)Aa22



b
m—



THE WORLD BANK
Washington, D. C. 20433
U.S.A.

A.W. CLAUSEN
President

September 24, 1983

Dear Mr. Lawson:

My colleagues and I are looking forward
to seeing you at luncheon on Wednesday, September 28,
in the Kennedy Room of the Sheraton Washington Hotel
at 1:00 p.m.

While there are many issues for possible
discussion, we in senior management at The World
Bank would like your counsel on the role of the Bank
in these difficult times. Are there new directions
which we should be exploring? Are there new programs
that we should be emphasizing? Are there additional
ways for us to be a catalyst in marshaling additional
funds for development purposes? 1 realize these are
difficult questions but your thoughts and advice can
help us in our efforts to make the Bank more responsive
to the needs of its shareholders.

Moeen Qureshi, Ernest Stern, Munir Benjenk
and I are pleased that you can join us.

Sincerely,
The Right Honourable

' (’\_jm_v
Nigel Lawson, P.C., M.P.

Chancellor of the Exchequer
London, England
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cc: Chancellor/Mr. Kerr
BOE Governor
Mr. Littler
Mr. Loehnis
Mr. Lavelle
Mr. Wicks
. Mr. Appleyard
whde Dexuveil Mr. Hall
Mr. Bottrill (HMT)

CORRECTED NOTE FOR RECORD

RECORD OF A DISCUSSION BETWEEN
THE CHANCELLOR AND THE IMF MANAGING DIRECTOR
840 AM, SEPTEMBER 24, 1983

Present: Chancellor Mr. de Larosiere
Governor Mr, Whittome
Mr. Littler Mr. Carter
Mr. Loehnis
Mr. Wicks
Mr. Kerr
1. It was clear that Larosiere's principal concern was over access limits,

and the US proposal as leaked to the press: this was the only subject discussed.

2, Larosiere said that the effect of the US proposals,.if agreed, would be
that, given repayments, the Fund would in practice effect a major withdrawal.
This would be absurd and illogical at a time of continuing financial crisis.
There would be no possibility of any new drawings by Brazil or Mexico before
1990. Of course, the principle of phasing down enlarged access must be restated;
and it might be right for the phase-down to be seen to start. But to conmit the
Fund to a brutal phase-out, and precise figures several years ahead, would be
quite wrong. Quite apart from the direct effects on countries now or potenti-
ally in difficulty, agreement to the Regan proposal would mean that the Fund
lost all credibility visw-a-vis the commercial banks, and would no longer be

able to persuade them not to withdraw from countries in difficulty.

3. Larosiére added that the discussion of the effects of agreement to the
US proposal was, however, a little academic; given that there was no chance
that it would secure an 85 per cent majority at the forthcoming meetings. He
hoped, however, that British pragmatism would help to secure agreement on a
more reasonable plan. The essence of it might be the two-tier proposal which
the UK had tabled, and which he had all along supported. Normal access would
be 102 per cent; but 125 per cent would not be excluded in extremis. The
arrangement might be given a two-year life, and one could look again at year
three in due course.

4. The Chancellor said that the US argument clearly was that a very tough
line on access was needed to secure Congressional approval of the IMF quota

increase. He was a little sceptical--and Larosiére warmly agreed—as to the

/degree of

RESTRICTED
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degree of Congressional understanding of the access question. But, if Regan
had a point, he had scored an own goal by publishing his proposal on access;
for any retreat from it would now be seen by Congress as weakening. It
might, therefore, be best not to force a showdown on access now; and instead
to postpone agreement until Congress had approved the quota increase.

5. The Chancellor added that he suspected that, if one could secure an
agreement now, it might be best to make it apply to 1984 only, perhaps
adopting the two-tier idea; and certainly reaffirming the principle of
phasing-out, but without attaching a precise timetable. Best of all might
be a firm steer along these lines from the Interim Committee to the Executive
Board, but no final decision on access now.

6. Larosiére agreed. The choice was between going for a reasonable
deal on access, which might perhaps be finalised in the Executive Board in
a month's time, or waiting until the next Interim Committee meeting in
Spring 1984. He was delighted that the Chancellor agreed that the option
of agreement to the Regan proposal was not a runner.

J.0. Kerr
September 25, 1983
Washington DC
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CHANECELLORY (Mhl"[/' cc: The Governor
/f/ -3 Mr Littler
e Mr Wicks
Mr Smith

WORLD BANK ISSUES

Mr Clausen's letter of 24 September asks for your
views on a number of questions about the future of the World
Bank for tomorrow's lunch. It is a little difficult to offer
helpful advice on this: in these times when shortage of
resources makes it so difficult to pursue new initiatives.

We think the main directions being pursued by the Bank are
right:-

- a continuing expansion in the lending of the IBRD
(and an SCI to help support this in the short-term) ;

- a major effort to maintain concessional aid through
IDA combined with exploring ideas for shortening
the length of IDA lending so that money can revolve
more rapidly;

- serious efforts on co-financing with the private
sector, so as to maximise the flow of resources
going into development by tapping the private sector
and at the same time using the skill and expertise
of the Bank to make sure that those resources go
into good projects.

2, At the same time, discussion continues on a number of
issues about the manner in which the Bank operates. We are eager

to persuade the Bank to play a larger part in co-ordinating the
efforts on donors in some countries. This is something which

has to be done country by country, depending on the local
circumstances, and also something which is best done in a low key
and informal manner so as to minimise the risk of raising the
hackles of the recipient government. But if it is done in the right
way, it can help to make all our aid efforts more effective.

/..
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3. In the same connection, we have been moving in the
ODA in the direction of applying aid in some countries to
sectors of the economy (e.g. railways, power, irrigation) which
can have the advantage that a smallish input of aid can help

to influence policies over a wider area than if we simply
operate through ordinary projects. The Bank has influenced
policies in sectors usefully in a number of countries. We think
that a lot of the benefits of the Bank's activities comes

in this way. We would 1ike them to keep this up and perhaps to
consider sector aid of the kind which we have promoted.

4. This is all, in short, part of the business

of conditionality. The Bank's conditionality (in contrast to

that of the Fund which is concerned with macro economic policies)
is concerned with development policies, but this is often
interpreted in a very wide sense. We think the Bank is

influencing a number of countries in a very constructive way in the
management of their development effort and we would like to
encourage and co-operate with the Bank management in this kind

of activity.

5. One particular aspect of this which we are

emphasising more in our own aid effort is the efficient
functioning of institutions and the supply of skilled manpower

for this purpose. We would 1ike to have more discussions with the
Bank about ways in which we can co—-operate on this, especially

in Africa.

L8 K

William Ryrie
27 September 1983
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cc:L;Eﬁg;;ellor/Mr Kerr /7
Governor H /i/

Mr Littler

Mr Loehnis

Mr Lavelle

Mr Wicks

Mr Appleyard

Mr Hull

Mr Bottrill (HMT)

NOTE FOR THE RECORD BOE
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RECORD OF A DISCUSSION BETWEEN
THE CHANCELLOR AND THE CHILEAN FINANCE MINISTER
5.30 PM, SEPTEMBER 27, 1983

Present: Chancellor Senor Caceres
Governor Mr Errazuriz
Mr Loehnis Chilean Ambassador to Washington
Mr Lavelle

Mr Appleyard

1. Senor Caceres began by expressing his appreciation for the support
given by the British government and British banks to Chile's rescheduling
programme. The Midland Bank had taken the lead on the private banking side.
The overall economic situation in 1983 was now under control. He would
welcome the Chancellor's views on the economic situation in Europe since

a recovery in the industrialised nations would have considerable

importance for Chile's export performance.

2. The Chancellor said that he was hopeful that recovery in Europe
would be sustained. So far the European economies had been much less

buoyant than North America. The outlook for 1984seemed considerably better.
The UK economy had gone into recession sooner but had emerged sooner.

The low point had been Spring 1981: since then the economy had been recovering at
the pace of about 2} - 37% per year. His expectation was that this pace of
recovery would be continued through 1984. The German economy had gone into
recession later and had consequently emerged later. The signs were that the
German economy would move ahead fairly strongly in 1984, This would have

a helpful effect on the Dutch and other European economies. The French
situation was very different since France had begun the necessary measures
later. There was little prospect of growth in France in 1984. The prospects
for Britain's exports to Europe looked better in 1984,

3. Senor Caceres asked about unemployment. The Chancellor said

that unemployment was still very high in the United Kingdom at about 13%.
However, the growth in the rate of unemployment had been reduced and job
vacancies had increased sharply over the past year. His guess was that the
employment level in 1984 would be at substantially the same as this year.

CONFIBENTIAL .
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4. Senor Caceres asked about interest rates in 1984. The Chancellor
replied that this would depend very largely on developments in the US economy.
Given UK fiscal and monetary policies he expected the trend in UK interest
rates to be downwards. But there was a limit to the extent to which

this progess could continue independently of US interest rates, which in turn
derivqﬂ?%%om Uus fisca%adeficit. There did not seem to be much chance of a
positive reduction in, § fiscal deficit before the Presidential elections
next year, though he hoped that action would be taken thereafter. The US

authorities forecast a fall in interest rates but this remained to be confirmed.

European economies were trying to decouple themselves from US interest rates.
His view was that on balance, in 1984 interest rates probably would go down
but not by much. Diminished inflationary expectations on both sides of the
Atlantic would be a helpful factor.

5. Senor Caceres gave an account of the Chilean economy. He said that
in 1984, a difficult year, Chilean GNP had fallen 15%, unemployment had
reached 27% and the balance of payments had been in severe difficulty.

In 1983 both the balance cf payments and unemployment had posed problems.
Nevertheless, in consultation with the Advisory Committee, Chile had signed

an agreement with the banks in July. An IMF Facility of $1.3 billion had
been agreed. o ?E%ic works programmes within Chile should help to reduce
unemployment, _/ should be down to 18% by the year end. The central banks
had opened credit lines for the major corporations which had re-financed 50%
of their debts this year. He expected Q4 1983 to show a growth rate of

7-8% compared with Q4 1982, with an overall annual growth in 1983 of about
0.5%. This showed a major shift in the pattern of the economy. There should
be a$l.2 billion surplus on the trade account. Reserves should be up to

$2.5 billion. Thel984 forecast growth rate was 5-6%, with inflation at

15-18% and the level of unemployment down to 10%Z by year end 1984. Chile
would still need a new financing facility from the private banks of between
$800m - $1 billion in 1984. The Chilean government would negotiate this
with the Advisory Committee. An IMF mission would travel to Chile in October
to discuss the 1984 programme. The Chilean government hoped to have
everything in place by March 1984.

6. There had been a significant decline in real interest rates in
Chile. 1In 1982 real interest rates had been 35-40%. He expected real
interest rates to be down to 12% by the end of 1984. In short, the economy
is now back under control but the cost of adjustment had been severe.

Chile hoped now to benefit from the effects of recovery in Western economies.

7. The Chancellor asked about the political gsituation. Senor Caceres
said that there had been a lot of problems recently with riots in some
cities. However, the new Minister of the Interior had opened up a dialogue
with the leader of the Opposition and was preparing a law on the electoral
process which would result eventually in a return to democracy in 1989.
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A referendum would be held in late 1986/early 1987 which would bring about
Congressional elections in 1987. Economic recovery would help to shore up
the .return to democracy. Important decisions will be needed on the
capitalisation of the five major banks, with whom the government had
intervened, by the end of the year. Discussions were already in train.

1. V Appleyard
27 September 1983

CONTIDENTIAL
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RECORD OF A DISCUSSION BETWEEN
THE CHANCELLOR AND THE CHILEAN FINANCE MINISTER
EPTEMBER 27 1983

5.30 PM, S »

Present: Chancellor Senor Caceres
Governor Mr Errazuriz
Mr Loehmnis Chilean Ambassador to Washington
Mr Lavelle

Mr Appleyard

1. Senor Caceres began by expressing his appreciation far the support
given by the British government and British banks to Chile's rescheduling
programme. The Midland Bank had taken the lead on the private banking side.
The overall economic situation in 1983 was now under control. He would
welcome the Chancellor's views on the economic situation in Europe since

a recovery in the industrialised nations would have considerable

importance for Chile's export performance.

2. The Chancellor said that he was hopeful that recovery in Europe
would be sustained. 5o far the European economies had been much less
buoyant than North America. The outlook for 1984 seemed considerably better.
The UK economy had gone into recession sooner but had emerged sooner.

The low point had been Spring 1981: since then the economy had been recovering at
the pace of about 2% - 3% per year. His expectation was that this pace of
recovery would be continued through 1984. The German economy had gone into
recession later and had consequently emerged later. The signs weré that the
Cerman economy would move ahead fairly strongly in 1984. This would have

a helpful effect on the Dutch and other European economies. The French
gituation was very different since France had begun the necessary measures
later. There was 1ittle prospect of growth in France in 1984. The prospects
for Britain's exports to Europeé looked better in 1984.

3. Senor Caceres asked about unemployment. The Chancellor sald

that unemployment was still very high in the United Kingdom at about 13%.
However, the growth in the rate of unemployment had been reduced and job
vacancles had increased sharply over the past year. His guess was that the
employment jevel in 1984 would be at substantially the same as this year.
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4. genor Caceres asked about i{nterest rates in 1984. The Chancellor
replied that this would depend very largely on developments in the US economy.
Given UK fiscal and monetary policies he expected the trend in UK interest
rates to be downwards. But there was a 1imit to the extent to which

this progess could continue independently of US interest rates, which in turn
derivggyﬁ%om Us fisca deficit. There did not seem to be much chance of a
positive reduction 1in 8 fiscal deficlt before the Presidential elections
next year, though he hoped that action would be taken thereafter. The US
authorities forecast a fall in interest rates but this remained to be confirmed.
European economles were trying to decouple themselves from US interest rates.
His view was that on balance, in 1984 interest rates probably would go down
but not by much. Diminished inflationary expectations on both sides of the

Atlantic would be a helpful factor.

5. Sgenor Caceres gave an account of the Chilean economy- He said that
in 1984, a difficult year, Chilean GNP had fallen 15%, unemployment had
reached 27% and the balance of payments had been in severe difficulty.

In 1983 both the balance of payments and unemployment had posed problems.
Nevertheless, in consultation with the Advisory Committee, Chile had signed
an agreement with the banks in July. An IMF Facility of $1.3 billion had
been agreed. wE#E%iC works programmes within Chile should help to reduce
unemployment, __ ghould be down to 18% by the year end. The central banks
had opened credit lines for the major corporations which had re-financed 50%
of their debts this year. He expected Q4 1983 to show a growth rate of

7-8% compared with Q4 1982, with an overall annual growth in 1983 of about
0.5%. This showed a major shift in the pattern of the economy. There should
be a$l.2 billion surplus on the trade account. Reserves should be up to

$2.5 billiom. Thel984 forecast growth rate was 5-6%, with i{nflation at

15-18% and the level of unenployment down to 10% by year end 1984. Chile
would still need a nevw financing facility from the private banks of between
$800m - $1 billion in 1984. The Chilean government would negotiate this
with the Advisory Committee. An IMF mission would travel to Chile in October
to discuss the 1984 programme. The Chilean government hoped to have
everything in place by March 1984.

6. There had been 2 significant decline in real interest rates in
Chile. In 1982 real interest rates had been 35-40%. He expected real
interest rates to be down to 12% by the end of 1984. 1In short, the economy
is now back under control but the cost of adjustment had been severe.

Chile hoped now to benefit from the effects of recovery in Western economies.

oenor vae-—-—=

said that there had been a lot of problems recently with riots in some
cities. However, the new Minister of the Interior had opened up 2 dialogue
with the leader of the Opposition and was preparing a law on the electoral
process which would result eventually in a returnh to democracy in 1989.

/.-

7. The Chancellor asked about the political situation. Senor Caceres
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A referendum would be held in late 1986/early 1987 which would bring about
Congressional elections in 1987. Economic recovery would help to shore up
the return to democracy. Important decisions will be needed on the
capitalisation of the five major banks, with whom the government had
intervened, by the end of the year. Discussions were already in train.

1L V Appleyard
27 September 1983
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PERSONAL AND CONFIDENTIAL

PRIME MINISTER

You may find it useful, before you see the Americans tomorrow,
to glance at the attached notes updating your brief on the IMF/IBRD
issues, and Brazil; and a revised brief on unitary taxation.

The Administration ought to be fairly happy with the outcome of
the IMF/IBRD meetings. The proposal which we put forward on access,
and which was eventually agreed, is one which should help, rather than
hinder, their efforts to get the IMF Bill, ratifying Geoffrey Howe's
February IMF agreement on increased quotas, through Congress. (And
it is of course very important that it should go through.)

On Brazil, the heat was on us early on, as I mentioned to you on
the telephone on Sunday. But our position seems,at least for the
present, to have been accepted. Regan and Larosiére know that we
shall not be contributing any new government money, in addition to
the Paris Club arrangements; and Larosiére has told the bankers, in
Volcker's hearing, that the financial gap is filled. Regan's final
request to me was only that we should not come out against the
"package'": that creates no problem. I had an hour with him in his
office yesterday, and the word Brazil was not mentioned. The
President may, I suppose, still decide to press the matter with you,
perhaps as much in order to reduce the bill for the Americans as to
reduce the risk of the "package" collapsing. But I am sure you will
wish to hold the line.

I pressed Regan hard on unitary taxation. He is Chairman of the

Working Group which the President has set up, and 1 think it would be
helpful if you would make some of the points in the new brief, which

reflects our meeting.

s
N.L.

28th September, 1983

cc: Sir Oliver Wright

Attachments
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>ANK/FUND I1SSUES

The key issue overhanging discussions at the IMF/IBRD Annual Meetings was

the IMF Bill's fate in Congress. In meetings over the week-end, Secretary Regan
expressed confidence that it would go through; and discussions on IMF financing
proceeded on this assumption., In his speech on 27 September the President firmly

restated the Administration's commitment to the Bill.

The main item for decision at these meetings was the limit on access by any

borrower to Fund resources,

Developing countries sought an annual limit of 150% (the old ratio) applied to
the ne; increased quotas. The ﬁs argued for 102% of new quotas, giving the

same average cash access as 150% of old quotas. The Fund staff had suggested
125%. Agreement was eventually reached (over objections from India, China,
Zimbabwe and Algeria) on a British proposal to combine a normal limit gf 1027
with a very exceptional second tier up to 125%. This will apply'for one year,
and be reviewed annually with the intention of further phasing dowvmn in future.
Mr. de Larosiére is clear that it should be possible to finance borrowings within

the new limits from resources likely to be available.

The decision is tough but has a sensible margin of flexibility. The US are
13
pleased with the outcome. Secretary Regan believes that it, and the fact of
some developing country disappointment with it, will ease the US Administration's

task of getting the IMF quota legislation through Congress.

No significant progress was made on the issue of the IDA Seventh replenishment.
The US maintained that its maximum annual contribution would be $750 mn, which
implies a substantial reduction in the total replenishment compared with IDA 6.

CC \:r:'_\.--,.-:-\{'\\L /Officials
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CONFIDENTIAL

BRAZIL

As the Prime Minister knows the Administration and the IMF have
during September tried to mobilise new government support as part of a
package to fil1l a "financing gap" for Brazil up to the end of 1984, which

the IMF forecast at some $11 billion. The full package was to be as follows:

(a) Commercial banks $6-7 bn
(b) Rescheduling $2 bn
(c) New government money $2}% bn

In G5 on 23 September and G10 on 24 September Regan and Voléker confirmed
that the US would contribute $1.25 bn under category (c) and pressed other
industrial countries to "subscribe'. The Chancellor pointed out that the UK
were already contributing through their agreepent to Paris Club reschfduling. He
firmly resisted pressure for an additional contribution in category (c)..France,
Germany, Italy and Japan refused to commit themselves to particular amounts
under category (c), but indicated some scope for continuing export credit (in
some cases possibly not mucK more than running off existing uncompleted
contracts and related supplies ).

On 26 September Volcker and Larosiere - accompanied by Leutwiler - met
representatives of the commercial banks, informed them that the funds required
under categories (b) and (c) had been secured, and obtained thelr agreement to help
mobilise $6% hillion under category (a). The Bankers issued the f&ilowing
statement:

"The commercial bank component of the IMF finaﬁcing package for
Brazil is $6% billion. The Bank Advisory Committee has agreed

to present that figure to the commercial banking community around

the world and recommend its acceptance. Details of the proposed
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financing arrangements will be worked out in committee
meetings this week and next."

Larosiére then jssued the following statement, also on 26 September:
"aAfter consultations between the International Monetary Fund,
Governments, multilateral agencies and the Advisory Committee
of Commercial Banks on Brazil, an agreement in principle
has been reached on the financing of the Brazilian adjustment
programme for the period covering the remainder of 1983 and

1984."

Since 25 September, the UK has not been pressed for a contribution

under category (¢), and Secretary Regan did not raise the matter during

his meeting with the Chancellor on 27 September. But the President‘may

still raise the matter with the Prime Minister, for contribution from

us, while apparently no longer needed to save the package, would still

N t
the US part of their share. At present Larosiere is confident that

the US will raise their contribution to offset any shortfall.
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UNITARY TAX
Secretary Regan has now announced the Administration's disappointing

decision to refrain from submitting an amicus curiae brief in support of

Container Corporation's petition to the Supreme Court for a rehearing of
its case, (copy of press release at Annex A) and also announced the setting
up of a tripartite working group to study unitary taxation further. The
Chancellor spoke to Secretary Regan about this issue yesterday. A new
suggested line,which takes account of that discussion, is set out below.

Line to Take

The Administration's Decision

Surprised that you did not wait to hear my views personally before making
a decision not to submit an amicus brief in the Container case, particularly
since it was not necessary to make a decision before 7 October (the Supreme
Court would have accepted an amicus brief from the Administration up to that
date). I should have liked to have had the chaqce to influence the finql
outcome.
2. I understand the political difficulties,but the submission of an
amicus brief would surely have been useful even if it did not secure a
rehearing for the Container Corporation. It would have been a legal and
political statement of the Administration's view, which would influence
forthcoming Supreme Court cases involving foreign parent multinationals,and
discourage the spread of worldwide combined reporting. As it is, the decision
may well be interpreted as meaning that the Administration's Chicago Bridge
and Iron brief no longer stands (i.e. the decision is a step backward) and
will give encouragement to those States at present using unitary taxation,

and encourage others to follow suit.

/3. It will
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. it will also encourage the spread of unitary tax to LDCs. No country
has more to lose from this process than does the United States. I hope the
decision can be reversed.

4, But if Administration i{ntervention in a case involving a domestic

parent 1is politically impossible, I hope that amicus curiae briefs will be

submitted in forthcoming Supreme Court cases involving foreign parents, e.g.
Alcan, Shell and EMI. 1 understand that Secretary Regan told the Chancellor
yesterday that this was a strong possibility. But the hearings to decide

the substance of these cases are still some way off (at least a year and probably
more) and I would feel more justified in resisting pressure for retaliation in
the UK, and the Community, if I had an early assurance that the Administration
will intervene in a suitable foreign parent case when it arises. In the mean-
time, a first step would be Administration support for Alcan's and Shell's
procedural request to the Supreme Court for Federal jurisidiction over their
cases. : t

5. Working Group

(1) We hope that the tripartite Working Group will include
objective representation, including representation from States
which have a heavy concentration of foreign multinationals
such as Illinois (where there is a helpful reporting system)
as well as other States which have worldwide combined reporting.

(1i) Industry representatives on the Group should include foreign
nultinationals, especially since the 1argestprob1ems of
worldwide combined reporting are those caused to these
multinationals.

(iii) The Working Group (as suggested in the press release) should
also receive advice from a panel, separate from the Working

Group itself, including representatives of the US's trading

fY“7r’r'r““"* ") /partners
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partners, since unitary tax is clearly an international issue of

concern to governments. The UK would like to be represented

on this.
1 understand that Secretary Regan gave positive assurances on all these points
to the Chancellor yesterday. I shall be watching the Working Group's progress
and hope that it can report speedily.
5. Defensive

Secretary Regan mentioned tothe Chancellor yesterday that he had never

seen the accounts of a single foreign corporation which showed how much extra
tax it paid because of worldwide combined reporting. He argued that it was
necessary to have a Working Group to establish the facts.
6. Thé US estimate the cost for all companiesconcerned at $600-900 million
a year for all profits earned beyond the water's edge. But the burden of
unitary taxation on companies is not simply the extra tax, but also the immense
administrative burden of preparing accounts of worldwide profits accorAing to
US accounting standards in each State with worldwide combined reporting, together
with the uncertainty about whether a corporation will be declared "ynitary"
when it makes an initial investment. Unitary taxation conflicts with the
working principle that companies should not be taxed twice on the same
profits. Above all there is the risk of the practice spreading to other States

and abroad, with the cost escalating correspondingly.
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Sl T ATTACHMENT

In brief this suggests you explain your disappointment about the
timing of the Administration's Container Corporation decision so as to

lead the way to a firm request, first, for amicus curiae briefs to be

submitted in forthcoming cases involving foreign parents and, second,

for balanced arrangements for representation in the working group.

oyt lagid et e "
per e TR
(hJ:E& ;ua_:%lZWEL



.

4B



FROM: J O KERR
DATE: 30 September 1983

MR BATTISHILL cc Chief Secretary
Financial Secretary
Economic Secretary
Minister of State
PCC
Mr A Ridley
Mr Lord
Dr Rouse
Mr Makeham

IMF/IBRD ANNUAL MEETINGS: CHANCELLOR'S SPEECH: 28 SEPTEMBER

I attach the full text of the Chancellor's speech in Washington
on Wednesday.

J O KERR







IMF SPEECH

[t is 22 years since I first had the privilege
of attending the Annual Meetings of the Bank and Fund--
although on that occasion, in Vienna, I held the very
different responsibility of a financial. Journalist.

Last year’s Annual Meetings in Toronto, when the
UK was represented by my distinguished predecessor,
Sir Geoffrey Howe, coincided with the low point of
the recession for the world economy as @ whole., Deep
concern was then expressed cbout the prospects of
recovery, and there was some hesitation over the riaht
strategies for national economies. And the first
major outbreak Gf the debt problem had Just occurred.

/Sifice then we have







Since then we have experienced on eventful aond -
troublesome year, for governments and, peoples alike,
and for the institutions in which we meet today. - Debt
problems have multiplied, and we are still far from
seeing a clear way through all of them. The course
of exchange rates and interest rates has been unsettled,
and present levels, particularly interest rate levels,
cannot be regarded as sotisfoctéry. The economic and
political strains of adjustment have inevitaobly proved
painful, Impbtient voices are heard demonding new
approaches, new systems, new institutions,

But despite all that there has been undoubted pProgressy
particularly on the all-important struggle cgainst inflation;
and recovery is'now clearly under way. We are not yet out
of the wood, but we are moving forward again., It is a
good time to take stock. of how best to make further
progress, ond tackle the problems which remain.

Thot is our common purpose at these meetinas. An
occasion such as this is one on which the Finance Ministers
who bear mony of the political burdens of painful
adjustments can share their experiences and

/perhaps even







perhaps even fortify each other thereby. So ‘it may be helnful

if 1 spend a few minutes describing our recent experience 1n

the United Kingdam, where a clear adjustment strateqay was odooted
four vears ogo, has since been steodily pursued, and is showind
goad results,

UK _Econamy

In the United Kinodom we have, during these nast
four vears, folloved a three-part strateay, We have
exercised steady dowrviord pressure on monetary conditions.
Despite the recession, we have reduced our budget deficit
significantly as a percentace of @GP, And we have
introduced reforms to remove structural rigidities in the
econamy, aolishing a whole raft of controls, on pay,
prices and dividends, on industriol develomment and
consumer credit, and perhans most i.ITDOrtht of all, on
foreign excharge transactions.

Wnat results has the strategy browht? First,
inflotion has been reduced dramtically, . It has fallen
from a rate of around 15 per cent for much of the
1970s to around 5 per cent now, The long uoward trend of
rising iﬁfldtion rates from one cycle to another has
been decisively broken, Secondly, we have secured

/renewed economic growth
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renewed economic growth, Despite unfavourable world
trade conditions which impact portiCuldrly sharply-

on the UK, our economy has been growing at an average
annual rate of around ZZ - 3 per cent since the

trouah of the recession in the first half of 1981,

This compares favourably with our long-run pre-recession
trend. And unemployment, clthdugh stlll-trogicalli
high, is starting to level off.

Some observers in the UK used to argue that such
a recovery was impossible without government stimulus,
So far from that being the case, economic recovery in
the UK can now been seen to have started in the immedihte
wake of my predecessor’s courageously touah budget of 198l.

Now the critics argue that the recovery is not
sustainable; that it is unbalanced; and that inflation
is bound to rise again. I shall briefly explain why |
I believe they are wrong on all counts.

It is true that the recovery so far has been
primarily based on increased personal spending and
the end of destocking{ But that is not a cause for
concern,'for all recoveries have that characteristic
in the early stages. That is a well-established cyclical patte

/What is sianificant







vhot is sicnificant is that on this occasion the familiar

first stages of an end to destocking, d rise in spending
on consumer durables, and an acceleration of house-
bullding, come about without any Government stimulus 1
to demand: they resulted instead from lower interest |
rates, increased confidence and obove all low inflotl @, |
which in turn have been the result of responsible
monetary and fiscal policy,

It would now be normal for the emphasis of
“the recovery to switch from the personal sector

to the company sector, in the form of increased capital
investment ond positive stockbuilding,  The pattern -
in no way unusual or surprisine - thot investment '
follows consumption increases should be encouraged by
the very substantial fncredse in .comoany sector
profitability which we have seen over the past vear.
Certainly, there are no sians, in the forward
indicators, that the UK recovery is coming to an end,
Quite the contrary.

Provided that monetary control is maintained -
and it wil: be - and thaot inflationary expectations
continde to improve, and providina we can continue to
hold down our budget deficit ond avoid unnecessary
pressure on interest rates, which are still too high,
we will see the recovery spread more widely throughout
“the ‘economv, i i

/As for






6l

As for the critics’ concern that UK inflation
would rise with economic recovery, the fact is that there
is no sion so far of re-emercing infiationary opressure
even though, as I have explained, the recovery has
already been under way for two yeors. Of course,
there will be temporary variations caused by snecial
factors, but there is no sign in the inflation fiaures,
when we strip out the volatile impact of changes-in
housino costs (themselves the result of changing
interest rates) ond seasonal food prices, of any change
in the underlving trend. The growth of labour costs
per unit of output continues to be low, helped
by substantial increases in productivity.

THE WIDER STRATEGY

I thihk it worthwhile to set out these facts
from this rostrum, for there is on important conclusion to
be drawn from all this, and it applies,-I believe, not
only to the United Kingdom.

It was one of the characteristics of the cvcles
of .the 1860s and 1970s that mony observers underestimated

the continuina strength of recovery. Indeed, one of

/ the reasons for







the reasons for accelerating world inflation during
the 60s and 70s was that, at the stage of thé'cycle
which the UK has now reached, aovernments worried

about the strenath of recovery and were persuaded to
stimulate the level of demond, Becaouse that stimulus |
was in addition to the already powerful forces of recovery
the result was excessive inflationary pressure,

The lesson of that experience is one which we
should all heed, It is important that we all
recoanise that powerful forces arising from lower
inflation, lower interest rates ond lower lobour'costs'

can both start and sustain recovery; and that the‘foctors
which are most likely to damage recovery would be an

!
|
|
excessive expansion of demand by mistaken monetary and |
fiscal policies, bringing about their own inevitable ‘
reverse, and in particular an unsustainable structural |
budget deficit that puts damaging pressure on interest '

rates.

Let us also remember that high interest rates
bear particularly heavily on developing and debtor
countries; and that protectionist forces are inevitably
strengthened when exchange rotes are determined more
by capital flows than by trade flows,

_780 let me






So let me now draw some specific conclusions

from our UK experience -

First, the strategy works: our experiénce
demonstrates that it is possible for covernments to
reduce ond control inflation throunh appropriate monetary
ond fiscal policies; and that financial discipline does
not stifle growth - on the contrary, it helps to creote
the conditions for healthy and sustainable aqrowth,

Secondlv, perseverance is necessary, and it is
important for the covernment to convey Its determination
to persevere; this is not easy, because It takes time
before benefits are seen, and it may toke odditidnol
time to see the benefits convincinoly, even after they
have begun to take effect, But is-is crucial to
demonstrate to the markets thot there is, and will remoin
in place, a firm medium-term finoncial strateay.

Thirdly, althouah conditions in different
countries may vary, I am convinced of the need to have
monetary and fiscal policy operating in harmony,
Otherwise, there will be risk of severe strain,

/especially if public







especially if public sector borrowing so pre-gmts flows of savirgs
that monetary restraint can be achieved only atthe cost of very

hich real interest rates.

Fourthlv, while no country can insulate itself against
the rest of the world econamy, the more firmly engoged any -
country is on a sound financial strategy, the better it will be
able to withstand external shocks or wedknesses.,

Fifthly, liberalising industrv, cultivating
carmpetition, and givina free rein to morket forces helps
recovery, This applies ocross as well as within national
frontiers: liberalisation of trade ond pavments contribute
importantly to the develomment of world trade and econamic
activity,

Sixth, our general election result earlier this year
has demonstrated that, despite all the inescapdble pains of
odjustment, a Goverrment which steadfostly pursues this strateay,
and which clearly explains to the peonle the need for the policies
it is carrying out, has no cause to fear that it Is exceeding
the bounds of the politically possible.

/1 make no apology
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I moke no apology for hoving dwelt ot some .
length on the U.K. experience. At repeated international
meetinas Finance Ministers have aareed that the
successful pursuit of a firm onti-inflationary
strategy 1s the only sound basis for recovery., The
Manaaine Director of the Fund'has consistently and help-
fully uroed this on us all, not just those who are
immediate clients in drowing on IMF resources. He did
so aaain, most eloguently, froﬁ this rostrum |
yesterday. What is happening in my country is, I believe,

both relevant and encouraging.

DEBT

The Fund’s main concern over the paost year -
and that of the World Bank too - has been with
countries focing debt problems. The orowth of such
problems in the last 18 months has been dramatic
because a number- of- factors:came together at.the same
time. A combination of world recession and sharply
reduced commodity prices has limited export earningas by
debtors. Very high dollar interest rates, applying
to borrowina of which an increasing amount had become

short-term, have maanified their problems.

‘Both elements in this squeeze have already
eased a little, and should ease still further os world
economic recovery continues, and particulerly ~if the

relative
. / burden of dollar
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burden of dollar interest rates can be reduced,
Because of this, it is important not to overstate the
problem, -while remainina mindful of the risks.

On the other hand, it is obundantly plain with
hindsight thot the scale of reliance on borrowing by
some countries had by 1981 become greatly excessive,
reflecting the over-ambitious quest to maintain unsustain-
able growth rates in a deteriorating world environment.

Balancing these various factors, the IMF have
produced, in their latest survev of the World Economic
Outlook, a careful assessment of the risks and n0ssibili-
ties in both directions, I do not dissent from It.

My own view is that our joint efforts to sustain world
recovery and maintain the attack on inflation will
help, but that there is an unavoidable, urgent and
-continuing need for adjustment by the major debtors,

There can be no escaping the need for adjustment,
and the IMF hos served us all well in holding firmly
to this basic requirement., 1 should also like to add
a word;of'oDDreciotion, indeed conaratulation, to those
of our colleagues who have displayed the determination
and political will to move aquickly and decisively in the
right direction.

/1f adjustment is crucial
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If adjustment is crucial, so also is the
provision of some time for its effects to be ochie?ed.
I believe we have developed a sensible emeroency
strategy, with the IMF playing a central role in working
out necessary programmes of adjustment, which unlock IMF
assistance, and in turn some mobilisation of new commercicl
lending. But I suggest we should now begin thinking
further into the future. ' ’

Three issues miaht be worth pursuing.

First, many of the arrangements which are beina
made create the prospect of a very considerable hump of
debt moturities a few years chead, If - ond I emphasise
this basic reauirement vet again - if the course of
adjustment is satisfactory, it seems to me that it would
be right for the borrowers and lenders concerned to think
in terms of trying to reshobe maturities for a further
period ahead, on a longer time-scale. Much will depend on
the dearee of confidence in the borrower, and on world
prospects generally; much may also depend on the evolution
of interest rates and international flows of funds generally
In the main, however, we are dealing with countries |
which have considerable potential resources, if they
can bé effectively mobilised.

/Second, it is very
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Second, it is very likely that the pattern of
international flows of funds in the hex% decade will
differ sharply from what we have seen in the last decade.
We are already well pastthe peak period of occumulation
of surplus wealth by the major oll-Dfoducing countries,

We may well be moving into a period in which the current
deficits which are the natural condition of most of

those countries in the developing stage will have as

their counterpart the more traditional surpluses of
industrial countries, whose copital formation and
distribution are very different. There Is food for
reflection here for commercial banks, but particularly
also for the borrowing countries themselves. I suggest

in particular that many of them ought to look again

ot their attitudes towards private investment, and to
reflect on the advantages they could draw from encourading
long-term flows in that form, rather than the short-term
borrowing of which they have had such uncomfortable recent
- experience,-and which-may " in-any case be less freely
gvailable.

Finally, as the world economy.recovers strength,
we need to give increasing attention to wavs of strengthening
the role ‘of the World Bank, and to means of association between
it and private investment., No country should delude itself
that massive increases of official assistance are likely--or
indeed would be helpful in securing sustainable arowth, But
there is some scope for dstronger role here. )

/IME Finance







IMF_FINANCE
I have already spoken of the key role of the IMF

in helpina to encourage and support adjustment .policies,
Recognising that the Fund must be equipped with sufficient
resourceé to discharge this task, the Interim Committee,
under the Choirhonship of my predecessor, reached
important decisions in February on the 8th Quotao Review.
The effect of this, together with that of the decisions
reached in advonce on the enlargement of the GAB, should
be to doublg;the useable resources available to the Fund,

It is clearly essential that these decisions are

implemented as soon as possible by all Fund members., .1 a
glad to say that the United Kingdom has already passed
the necessary legislation, It would be difficult to

overstote the importance of the US Congress doing so too,
and on time,

Provided that they do, the decisions reached,at
the end of the dav, at the latest meeting of the Interim
Committee, in which the United Kingdom was glad to have
been able agoin to offer some assistance, will provide
a firm but flexible basis for carrying forward the ‘
Fung’s,work.

/Given uncertainties
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Given uncertainties about future developments
it would not have been sensible to seek to reach a view
on the level of members’ access to the Fund more than
a year ahead: nor was that necessary, The Committee,
rightly in my view, envisage a gradual phasina out of
the enlarged access arrangements. But it is eVident
that their extension {nto 1984 was necessary and fully
justified, | '

I believe the Committee was also rioht not to
conclude that a case has yet been established for a
further SDR allocation, There clearly is imbalance
in the distribution of world liguidity: but I am not
convinced that there is an overall world liquidityf—
shortage. At the same time I welcome the fact that
further studies in this field are being put In train,
and that the issue remains on the table.

IBRD/IDA FINANCING
The World Bank, too, cannot perform its role

without adequate funds, and a selective capital increase
is now required in order to help raise the level of
lending which the Bank can sustain, I have accordingly
suggested that an increase of around $8 billion miaht be
GDDrodriote, provided that the details were settled in a
satisfactory way, taking account of adjustments in the
relative positions

/ of shareholders
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of shareholders,

But We must recognise that an increase in World Bank
lending will hot help the poorer countries whose credit-
worthiness precludes substantial borrowing from commercial
banks.  For them, IDA is crucial, The UK has always
been a strong supporter of IDA, which we regard as a
highly efficient means of channelling resources to the poorest
countries. We are prepared to play our part, with due
regard to our relative economic capacity, in securina a
Seventh Replenishment of odequate size, I hope that all
countries wi]l be willing similorly to play their part and
I would particularly like to appeal to our United Stptes
colleagues, as.IDA’s oriaingtors and generous Supporters,
to consider whether there is more they can do to contribute
to g sotisfactory agreement, Their role in the final
settlement will be crucial.

/INTERNATIONAL MONETARY SYSTEM







INTERNATIONAL MONETARY SYSTEM
I would like, in conclusion, Mr Chairman, to add

a word on the perennial question'of the overall .working
of the international monetary system, The International
Financial Institutions represented here have served us well
over the years, developing to match changing circumstances
and meet new needs, Provided that we continue to equip
thém with adequate resources, I am convinced that this
will remain the case.

They h ¢e shown resilience ond adaptability in
confronting the difficult issues arising in g period
of transition from one of high inflation, The past
few years have in a very practical sense been g berfoﬁ
of evolution in which all our countries have shored{
in porticular through participation in the operational
decisions of the Fund.

In the wake of the second oil price increases,
the: internaotional community has reached a general
agreement on the stance of policy which-can best provide
the basis for sustainable non-inflationary growth,  This
strategic consensus provides a framework in which we can
consiger.whot further improvements to the operation of
the monetary system might be sensible,

/1t is right that there
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1t is right that there should be continuing
exploration and debate about specific aspects of the
system, The recent Commonwealth Study Group report
represents a thoughtful contribution to that debote,
and 1 welcome the decision of the Group of Ten to carry
out further work to identify areas vhere progressive

improvements might be souaht,

But 1 would Just odd this. Let us remember thot
it was inflationary domestic policies that precipitated
the breackdown of the original Bretton Woods arrangements,
not the other way about. Vhen things go wrong, there is
o temptation to blome the system. This is @ temptation
to assume thot all problems that are not cvclical must
be systemic, and can be solved only by changes to the
international system, But none of us can in fact duck
responsibility for the way we conduct our domestic
economic and financial policies. Thot'in the end Is
still what this discussion is really all about,

/Conclusion







CONCLUSION _ ,
It was for that reason, Mr., Chairman, that 1

begon my remarks today with on account of our recent
experience in the United Kingdom, and sugoested some
conclusions about the roots of our current recovery
which might have wider relevance and apnlicability,

It was for that reason too that, in discussing current
debt problems, and putting forward some suggestions for
their handling in the medium and longer term, I have
stressed the cardinal importonce of approoriate adjustment
orogrammes. And it is precisely because both the Fund
and the Bank play a key role in encouraging the odoption
of such policies, and helping countries see them throdgh,
thot 1 have toddy emphasised the Imbortonce of ensuring
that both institutions continue to have the resources
they need to do their job, sUDobrting ond sustaining a
soundly-based recovery in national economies, and hence
in the world economy. If we do not foil them, 1 am
confident that thev will not faoil us,

Thank vou, Mr. Chairman.
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NOTE OF A MEETING BETWEEN HERR LANC, AUSTRIAN FOREIGN MINISTER,
AND THE CHANCELLOR OF THE EXCHEQUER, AT 11 DOWNING STREET ON
WEDNESDAY 2 NOVEMBER

Present: - Chancellor of the Exchequer
Mr Ingham —
Herr Lanc PHﬂ
Dr Seyffertity
Dr Bauer
Dr Knitel
Dr Diezinger
Dr Thomas
Dr Alexander

Herr Lanc said that he would be interested to hear the
Chancellor's views about international debt management, and
state guaranteed loans to countries like Poland and Central
and South America. He was also interested in the difficulties
faced by developing countries, and the whole of the north-south

question. The Chancellor acknowledged that this was a very

difficult question. He felt, however, that with the passing

of the o0il price shocks, and signs of a real fall in oil
prices, the situation had eased. As other commodity prices had
generally begun to rise, the position of the developing
countries in particular should improve. He felt that there
were two quite separate problems that needed different treatment.
One concerned the very pcor countries, who were dependent upon
international aid for their survival. He thought that the UK's
views had been clearly shown by the efforts he had made in
Washington to persuade the US to increase its contribution to
the IDAF replenishment. Separately from this, there was a
problem of the international debt crisis. These countries had
no problem in earning foreign exchange, but they had over the
past years accumulated enormous indebtedness, which because of
their domestic high inflation, high dollar interest rates and
the general world recession they could not now pay off. The
Chancellor felt there were two ways out of this problem. The
first depended on a fall in the dollar interest rates, which

in turn depended on reducing the size of the US budget deficit
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and he felt there was no realistic prospect of this before the
Presidential election. The second was to depend on IMF-organised
adjustment programmes, which could form the basis for more sub-
stantial bank lending. This type of approach had worked well

in the case of Mexico, and the signs were hopeful that it would
do the same for Brazil. The results of the recent Argentine
General Election were also very encouraging. Obviously, there
would continue to be a delicate and difficult debt problem for

many years.

2, Herr Lanc thanked the Chancellor for his explanation. It
was generally in line with his own understanding, but there

were two particular points on which he would like to express

a slightly different view. He accepted the need for IDA and
grant finance to the poorest countries, but he thought it im-
portant to have other development programmes that did not depend
entirely on subsidies but which would enable the countries in
question to do more to help themselves. These countries had
never been particularly hit by the o0il price shocks, because
they did not make a large use of o0il in their economies. They
were, however, very dependent on the price of other commodities
and the basic trend in these prices was downwards throughout the
1970s to 1982, while other prices were rising and the gap there-
fore widening. He thought therefore that a structural solution
must be found in the development of a system of balanced prices
for commodities and industrial goods. He saw otherwise the
danger of similar cartels to OPEC developing for other commodities,
with potentially damaging political consequences. On the gquestion
of the more developed countries, he stressed the importance of
seeing what was politically possible without hindering the move-
ment towards democracy and humanitarianism. On this basis, he
was doubtful if the IMF programme would eventually prove ac-—

ceptable to Brazil.
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3. The Chancellor said he agreed with the need to balance

political and economic considerations, but he was hopeful that

an acceptable solution could be reached in Brazil., He also
pointed out that it would totally undermine the IMF's credibility
if it lent without conditionality. On encouraging the economies
of the poorest countries, he felt the most important thing was

to avoid any form of protectionism in the developed world. He
did not, however, share Herr Lanc's fear of the development of
OPEC~1like cartels. There had been a number of special factors

in the development of OPEC which were most unlikely to be

repzated.
4. Herr Lanc then turned to consideration of the Polish situ-

ation. He reported the latest news that the US had now agreed
to permit negotiations with the Paris Club to go ahead. He
asked ifi the Chancellor expected the negotiations scheduled for
mid-November to proceed guickly or whether he saw the likelihood

of additional problems. The Chancellor said he was not aware of

the latest American development, but the UK's traditional
position had always been to consider these two questions of
debt management and political influence separately, so to that
extent he would agree with the Austrian and Swiss views that
political sanctions on the opening of further talks were not

acceptable.

5. The Chancellor then asked Herr Lanc about the prospects

for the Austrian economy. Herr Lanc reported that the budget
deficit had been cut back 30 per cent, two-thirds by increased
taxation and one-third by reduced spending. They had been
careful, however, not to reduce expenditure that went to support
investment, especially that in the infrastructure. It would be
necessary next year to discuss a new form of financing the
social security programme because of the speed with which +

Government contribution was increasing. He hoped to comr
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this next year, and therefore lay the ground for a real con-
solidation of the budget by the end of the 1980s. There

were several hopeful signs in the economic field, such as

the balance of payment surplus and further improvement was in
prospect. The Austrian economy was in any case in much better
shape than many developed countries, and the Government intended

to do what was necessary to keep up the progress.

yif

MISS J C SIMPSON

Distribution: -

PS/EST

Mr Unwin

M Fitchew

M Edwards

Miss Court

Mr Ingham

Miss J A Edwards

CONFIDENTIAL



CONFIDENTIAL cc CST
FST

MST

EST

Mr Middleton
Mr Littler

Mr Cassell

Mr Unwin

Mr Lankeste
Treasury Chambers, Parliament Street, SWIP 3AG Mr Lavelle ¥

01-233 3000 Mr Mountfield
Mr Bottrill

7 November 1983 Mr Monck
Mr Peretz

Andrew Turnbull Esqg ﬁi gal;
enison

10 Downing Street
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dous Ardiess

INTERNATIONAL FINANCIAL SCENE

T enclose the latest assessment of the international financial
scene by the Bank of England, which the Treasury have discussed
with the Bank and other Departments. The Prime Minister may
find it useful background reading befgre the Anglo-German Summit.

On Brazil, our approach remains as agreed between the Prime
Minister and the Chancellor in September. Problems over the
introduction of the wage de—indexation law have however caused
fresh uncertainties about the IMF package, and the Fund are
currently assessing the impact of the revised law. Our Execu-
tive Director and other GlO colleagues saw the Managing Director
on 3 November. There is no sign so far that the Fund staff are
taking a less stringent view of Brazil's adjustment requirements.
The Executive Board discussion is still planned for 18 November.
At the 2 November meeting the Managing Director's main concern

was to try to firm up an official package in order to be able by
14 November to indicate its approximate size to the commercial
banks, who have been asked to make their commitments by then.

The Americans confirmed that they were prepared to f£ill up to half
of the $2.5 billion "financing gap" but that they looked to other
official creditors "in the aggregate to make a matching commitment”.
So far only the Canadians ("an appropriate share") and the Dutch
("if the US contribution were more than 50 per cent") have made any
commitment. The Japanese and the Germans remain unforthcoming:
both see problems in providing new export credit to a country
rescheduling its debtsg¢but neither has finally ruled out making

a contribution. We propose (and this is understood by the Fund
and our GlO colleagues) to stick on our participation in the
Paris Club rescheduling. The Chancellor is confident that the
American contribution will in the end be above $1.25 billion.

/As for Argentina,
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As for Argentina, it is too early to say exactly how the election

results will affect debt repayment. Sir Alfonsin has said that
Argentina will honour its international debt obligations, and his
policy line is more moderate than that of the Peronists. But

the transitional period, before he and his government assume

power, will inevitably be one of further risk to the implementation
of the IMF programme. We shall be monitoring the situation
closely, and work has of course started on the remit from last
week's Cabinet on arms sales and the commercial bank loan.

Our next overall assessment will come forward in mid December.
As usual, I am sending copies of this letter to Brian Fall at the

FCO, Callum McCarthy at DTI, and John Bartlett at the Bank of
England.

Nowns wa

DS M(ON

J O KERR
Principal Private Secretary
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From: J WILLIAMS
Date: 5 December 1983
NOTE OF A MEETING cc PS/Chancellor —

PS/Financial Secretary

Mr Littler Mr Bailey

Sir T Burns : ,
Mr Unwin Mr Battishill
Mr Lavelle
Mr Wicks

Mr Bottrill
Mrs Diggle

UK ARTICLE IV CONSULTATION

On 2 December, Monsieur de Fontenay and Mr Vittas of the
IMF Article IV consultation team paid a courtesy call on

Mr Middleton. Mr Wicks and Mr Lavelle were also present.

2. Monsieur de Fontenay said that the Fund team intended

to focus their analysis for this consultation on the medium

term and how policy and the economy were likely to evolve

over the second term of this Administration. Their analysis
would need to consider the achievements made so far under

the MTFS and how the economy had performed against expectations.
Particular medium term issues which the team would wish

to address included:

(i) the likely consequences of the slow down in
0il production and revenues towards the end
of the 1980s and the ways in which the UK authorities

proposed to react to this situation;

(ii) long term trends in public expenditure in the

UK and how the Government was preparing to finance
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the continuing substantial expenditure on social
programmes. This tYﬁe of issue was being faced
in all major industrialised countries but the
long term solutions. to.the difficulties created
by the need to finance expanding expenditure
programmes in a non-inflationary way were far
from clear. The team would like to discuss

this issue in particular with the Chancellor;

(1ii) the measures being taken to improve the functioning
of the supply side of the economy and how the
remaining structural problems of the economy
could be tackled in a medium term perspective.

The team would wish to consider the privatisation
programme under-this heading and hoped to be

able to discuss privatisation with the Financial
Secretaryrduring their visit in the light of

his recent speeches.

3. In reply, Mr Middleton welcomed this medium term orientation.
The basic stance of macro-economic policy had changed little,
with the emphasis being on applying downward pressure

on the monetary aggregates and continuing to reduce the

PSBR as a proportion of GDP, and was set to continue.

The Treasury had been analysing the long term trends in
public expenditure and although there was at this stage
little numerical work, officials would be pleased to discuss
the analysis which was underway. The Government's approach
to the problem of long term public expenditure had been
initially to identify and to focus public attention on

the difficulties and then to develop prescriptions. Tackling
the growth in public expenditure would be a gradual and
phased process. Similarly, now that the rate of inflation
had been markedly reduced, the Government would be paying
increasing attention to supply side issues, although this

was an area in which results took a particularly long time

Ja

J WILLIAMS

to come through.






FROM: J GRAHAM
DATE: 17 November 1983

CHANCELLOR cce: Mr ILittler
Mr Unwin
Mr Mountfield
Mr Beastall
Mr Sheridan
COMMONWEALTH HEADS OF GOVERNMENT MEETING, NEW DELHI
2%-29 NOVEMBER 1983

The Prime Minister's briefing meeting for the Commonwealth Heads
of Government conference is to be held at 9.00 on Friday
18 November in No 10.

2. The main briefs for CHOGM have already been circulated as
>{Ehel€§X§£§§) series. In all there are 89 briefs though the bulk
are on individual Commonwealth countries. The briefs have been

split into three categories:

A - prepared statemmnts (7)

B _ Ministerial briefs for use in formal sessions (28)

C - background briefs (54) ‘ﬁ;FCijﬁE%

GE The major Treasury interest will be in the follow up to Pﬁe rastld
Commonwealth Study Group report "Towards a New Bretton Woods". mdh-i
It is probably the most important of the three Commonwealth Studies,
all of which are, rather unhelpfully, covered in one brief,
PMVE(83%)B17; the other two concern protectionism and the North-

South dialogue. Other important briefs for the Treasury are; the
world recovery and IMF issues, PMVE(8%)B15; IDA? PMVE(8%)C3; and
relations with developing countries, PMVE(8%)Bl6, which is

something of a rag bag including debt, UK aid policy and the

World Bank together with other topics such as UNCTAD etc. There

is some overlap amongst these briefs. There is also a brief on

the UK economy, rather lost in the list, PMVE(83)C11.






Towards a New Bretton Woods

4. The Commonwealth Study Group report was presented and
discussed at the September CFIM. The background and our approach
are dealt with fully in PMVE(83)Bl17. Mr Muldoon, who was mainly
responsible for initiating the idea has recently written to

Mrs Ghandi implying that the Williamsburg declaration was intended
to lead to a reform conference. A copy was sent to the Prime
Minister. A reply before CHOGIM is unnecessary. The main points
to note are: i

- we together with the Canadians are opposed to a new
conference and will have to resist Mr Muldoon and most
other Commonwealth countries who will be pressing
vigorously for one;

- +the Prime Minister has endorsed the Foreign Secretary's
view that the best way forward is to pursue the proposals
you put forward at the CF!M. These envisaged a Commonwealth
group discussing with representatives of the major
international institutions what changes within the
existing institutions would be generally acceptable.
The Trinidadian Prime Minister is expected to refer to
this at CHOGI;

- we should recommend the meeting agrees to further work
on these lines. But we shall need to ensure it does not
duplicate work being undertaken by the G10 Deputies.
They had their first meeting today. lr Littler will be
able to provide an oral report.

World Economic Prospects

5. The main brief, prepared by the Treasury, is at PMVE(83)B15,
while a short prepared statement is given in PMVE(83)A4. The
latest OECD forecasts, which are being discussed today and
tomorrow by the OECD Economic Policy Committee in Paris, sees
recovery in the industrial countries continuing next year with

inflation levelling out at around 5% per cent. US growth may






cslow from now on and inflation pick up a little. The dollar is
expected to depreciate given the large US current account deficit.

6. In the US Ml growth has declined in recent weeks and has now
slipped below its 5-9 per cent target range for the second half
of the year, leading to calls for some relaxation of the monetary
stance. With the economy still growing strongly and expected to
do so next year the Fed is unlikely to respond.

7o On the US IMF Quota Bill, there is the possibility that new
proposals, which avoid the conference procedure between both

Houses of Congress, could allow the Bill to be passed before the
recess on 18 November 198%. Ratification by the US is seen._as a
precondition to the BIS loan to the IMF and ultimately.that from

Saudi Arabia as well.

Protectionism and Rollback

8. The main brief on the Commonwealth study om protection at
PMVE(83)B17 deals with this fully. The UK should take a positive
stance on this at New Delhi. We should make it clear we accept
the commitment from the OECD Ministerial meeting and the
Williamsburg Summit, to halt and reverse protectionism as recovery
proceeds. We support the (rather modest) proposals currently
being considered in the EC which are listed in the brief. But

we do not think that the acceleration of the Tokyo round tariff
cuts should wait until EC growth reaches 2 per cent; it should be
done straight away.

Go We should accept that action to tackle non-tariff barriers
is even more important and while some import restrictions may be
necessary to allow time for restructuring, these restrictions
should only be temporary. The DTL tend to be more hesitant than
this. But movement among the developed countries will be fairly
slow anyway; so it costs us nothing to adopt a positive tone in
our public pronouncements. (The UK line is to be considered
collectively by Ministers shortly on the basis of a paper by DII,
but this will not happen until after CHOGIM,)

- 5 -






1DA 7

10. This is covered in brief PMVE(83)C3%. Negotiations on IDA 7,
effective from July 1984, are stalled because the US refuses to

go beyond a contribution based on a #9bh replenishment (IDA 6 was
$12bn and the LDCs are pressing for a significant increase). The
UK position is that we could support a replenishment of up to
$12bn, but must reduce our own share more in line with our relative
economic strength. The line to take in New Delhi is that progress
depends on the US and that at the appropriate time - which should
be after Congress has passed the legislation for the IMF quota
increase — we would be ready to join others in pressing the US to
improve their offer.

Relations with Developing Countries

11. The most important items covered in this brief PMVE(83)B16 are
international debt, the World Bank and UK aid policy.

(a) International Debt. Nigeria is the ma jor problem

among Commonwealth countries. Most other members have

avoided the extreme financial difficulties associated with

the major Latin American debtors. The attached note considers
the more difficult Commonwealth IMF programmes.

(b) World Bank. The UK is ready to support a selective
capital increase but at a compromise figure of 28bn not
#20bn as some have suggested.

(¢) Aid Policy. For defensive purposes, we should point out
that the best contribution the developed countries can make
towards the prosperity of the Third World is to create the
conditions for a sustained recovery; we are doing this and

it inevitably involves restraint in public expenditure,
including official aid programmes; nevertheless UK is
determined to maintain a substantial aid programme within

the limits of what we can afford; we concentrate it on the
poorest countries; and it is mainly grants rather than loans.
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North/South Negotiating Procedures

12. The-other Commonwealth study, also covered in PMVE(83)B17,

has been produced as a result of an Australian initiative at

CHOGM two years ago. The report has turned out better than
expected. The G77 are urged to show greater flexibility and
realism, concentrating on practical measures. We can support a
number of the proposals in the report. However the G77 have not
accepted it despite being urged to do so at UNCTAD VI. Commonwealth
G77 members, and the Commonwealth Secretary General, should be

urged to adopt a more positive attitude to SRER

< Gele—
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L. In preparation for your CHOGM Briefing Meeting on .
/ 18 November, I attach a short paper covering the major

issues likely to arise at CHOGM, including Grenada and

/ Cyprus. I also attach a copy of the draft déenda (to be
finalised by Senior Officials in New Delhi om the eve of
the Conference). The paper follows the order and heading
of the draft agenda.

2. It would be helpful if on Friday we could consider in
particular the following points which arise from the paper:
Style and Format: Will you wish to use the Restricted

Session following the opening ceremony to press for a
shorter and more readable communiqué?

_Grenada: _Are you content, w;thv$be 1}n§ Jdn.vmaragranh_2 of |

the paper?

et . S — s AT e i S . SEF P LA : ~r o e - =il e e

Security of Small States: Paragraph 3 of-the paper

‘suggests that we should not initiate in plenary sessions

any discussion of the security problems of smalllstates.

This might prove counter-productive and open up divisions
(eg within CARICOM). Do you agreeé

Southern Africa/Namibia: Are you contemt with the approach
in paragraph 5 of the paper?

World Economic Issues: Are you content with the line in
paragraph 6 of the paper?

Functional-Cooperationi Do you agree that, with the
exception of the Commonwealth Foundation, we should resist

anything that would increase the Secretawxriat's expenditure
in real terms? (An agreement to participate in any
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Commonwealth help for Grenada would of course also

have financial implications).

3. Additionally, there is likely at CHOGM to be a fairly
full discussion on the general question of disarmament and
arms control. Such a discussion would give you an opportunity
to emphasise your commitment to arms control and to an
improvement in East-West relations, and to stress that the ’
Americans individually and NATO collectively continue to make
genuine efforts for progress. . We wuld wish to discourage any
specifically Commonwealth initiative on global security or
disarmament. (We thought at one time that the Indians and

Mr Ramphal might intend some Commonwealth statement on the
subject, but have had no recent indication of this).

4, I am copying this minute to Sir Robert Armstrong.
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‘GEQFFREY_HOWE
Foreign and Commonwealth Office

17 November, 19283
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COMMONWEALTH HEADS OF GOVERNMENT MEETING (CHOGM),
NEW DELHI: PRIME MINISTER'S BRIEFING MEETING,
18 NOVEMBER

Style and Format.

1. Mr Ramphal has already adopted some of the Prime Minister's
proposals for securing improvements in the conduct of CHOGMs. A
major further improvement would be to revert to the shorter and more
readable communigués of the early '70s, where related subjects were

‘ grouped'together by paragraph, without itemising the various. views
expressed. Sir Geoffrey Howe has spoken about this to Mr Ramphal,
who suggested that the Prime Minister might raise the matter at the
Restricted Session following the opening ceremony. We have already
canvassed our thoughts fairly widely at official level, and can
expect support from a range of countries, including Canada, New

Zealand, Singapore and Fiji.

World Political Scene: Global Trends and Prospects

2. Grenada is bound to be discussed. There 1s likely to be & e o
widespread wish that it should ﬁoi_become a‘majof ﬁ££t2£‘;£ﬁégh— -
_troversy.. Our.aim_should.be.fo.look. to.the futvre rather than.to.
the past and respond to requests from érenada once the interim
“administration has had time-to assess needs in the light &f the-
timetable for US withdrawal and the security situation in Grenada-
The Advisory Council has been appointed and its rdle and powers
defined. Mr McIntyre will arrive on 21 November and take charge-.
The Governor-General will then step back from Government and will
only act and legislate on the advice of the Council. It seems
unlikély that Grenada will have been able to formulate detailed
requests for Commonwealth help in time for consideration at CHOGM.
We therefore hope Commonwealth Heads of Government will keep options
open and indicate willingness to respond individually or

collectively to requests when received. The Prime Minister might
rehearse what we are prepared to do on a bilateral basis

particularly with helping with poiice advisers and training. If we
wére asked at New Delhi whether we would contribute to a Common-

wealth security presence in Grenada, we could repeat that we would

AANETTRENTTAT. Jconelder






consider sympathetically reguests for help in restoring conditions
of peace and security but would want to look closely at the details.
A main objective at CHOGM will be to encourage healing of breaches
in CARICOM. One way of achieving this would be participation from
Caribbean non-intervening countries in supplementing the OECS police
contingent if this were acceptable to Grenada. A more likely rdle
for the Commonwealth could be assistance with the orgamisation and
supervision of elections which under the Governor-Generxal®s time-
table would be held in six to twelve months. Monitoring of
elections is something that the Commonwealth has done fregquently and
successfully, most recently in Zimbabwe and Uganda. It will be much
too early to take firm decisions about this in New Delhi. If the
subject comes up, the Prime Minister might say that we would
naturally be glad to contribute to a team if asked and provided the
finances were worked out satisfactorily in advance. (Costs incurred
by the Secretariat for the Uganda exercise totalled £229,000 and not
all the countries which indicated that they would pay in the event
did so.)

3. Security of small states. When he called on the Prime Minister

on 10 November, Ramphal mentioned the question of the security of
small states which he thougiht Ehourd“ce-I00Kked™ Lite— whels” ch&™d@ast
has settled". It would probably not be sensible for us to raise it

e e BT 5 L T . Ve . 2

“in CHOGM, at least in plenary. If others did so, the Prime Minister

would want to signal British interest, and might propose that _the .
Commonwealth Secretariat consider what should be done. It might
also be useful to take the opportunity to discuss the question in
the corridors with eg, the Canadians, Australians and Hew
Zealanders. . )

4. The Turkish Cypriot declaration of independence om 15 November
makes it certain that.the Greek Cypriots will press for more
extensive discussion of Cyprus than they would otherwise have
wanted. We must obviously try to limit the damage caused@ by UDI.
Intensive diplomatic activity is already under way, much of it
initiated by the Government. We have called for a meeting of the
Security Council which, as a result, met informally on 15 November
to consider a British draft Resolution. We have also proposed a
meeting of the Guarantor Powers (Greece and Turkey) in accordance
with the 1960 Treaty of Guarantee and are in close consultation with

our main Allies. Current action is therefore focussed on New York.
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We see no immediate rdle for the Commonwealth at this stage.
Members of the Commonwealth can be united however in the communigué
in calling for non-recognition of the Turkish Cypriot state.

5. World Political Scene: Southern Africa/Namibia. Our @bject}.ve

should be to encourage the Africans to be realistic. We have done
what we can to prepare the ground. Ramphal has told Sir Geoffrey .
Howe that he has encouraged Nyerere to work for a practical, .
well-focussed discussion; and Sir Geoffrey hopes to have private
meetings in New Delhi with the Foreign Ministers of Tanzamia,
Botswana and Lesotho. The Canadians should be encouraged to share
with us some of the burden of defending the Contact Group®s )
position. But we are likely to come under strong pressure co use
our influence with the Americans to drop their insistence on Cuban
withdrawal. We should urge the Meeting to accept that there is a
practical problem about this which has to be overcome. In any

case, we must expect a difficult discussion. .

World Economic Issues.

6. Our line is now clear; we support many of the detailed poi;';ts in
"Towards a New Bretton Woods", but cannot accept the propc:;sal

T LT e —— e T

that work should now be set in hand for ‘an 1nternatlona1 monetary

conference. Instead, as the Chancellor proposed at Port of Spain.

e
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we should work for a Commonwealth Group to discuss the issues with
. international financial institutions.. -The Prime Minister-might
additionally offer to bring Commonwealth views to the-attention of

next year's Economic Summit in London.

Functional Cooperation.

7. The Commonwealth Foundation's present budget of £1.1 million was
agreed in 1979. It will -ask at CHOGM for an increase to £1.6
million. Many countries will consider that an increase is due.

but will balk at one of this size. We plan to urge a compromise of
£1.3 million next year, with further increases in future wyears-.
Apart from the Foundation, our main concern must be to resist
anything that would increase the Secretariat's expenditure(of which
/ we contribute 30%) in real terms.” Any other real increases would
place an intolerable strain on the planned FCO Vote. We meed@ not be
apologetic about this, and can take legitimate credit for the

substantial financial contribution we make to the Commonwealth.

-
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8. Mr Ramphal may also ask the Prime Minister to say something

about the future of Marlborough House, whose maintenance has been

the responsibility of successive British Governments since 1959.
The work which the PSA consider necessary will take about 3% years,
will cost at least £4 million, and will entail rehousing the
Secretariat while work is in progress (at a probable cost of a
further £3 million). PSA Ministers have (reluctantly) accepted
these costs as a charge on their Vote, and the PSA are discussing
alternative accommodation with the Secretariat with a view to
starting work during the second half of next year. The Prime
Minister could tell CHOGM that the Government will bear the ‘Ifull
costs of repairing Marlborough House, and will do their ntmost to
minimise inconvenience to the Secretariat while repairs are taking
place. (She should be aware that the Secretariat still hope to
persuade the PSA to let them use some rooms in Marlborough House
while work is in progress: or, failing that, to let them use part of
Lancaster House. But the PSA consider that neither of these ideas

is practicable.)
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COMPREHENSIVE MASTER PROGRAMME AS AT 15.11.83

Monday, 21 November

Prime Minister, Secretary of State Cabinet Secretary, PUS

and others depart for New Delhi.

Tuesday, 22 November, 08:00

0800 Prime Minister etc arrive..
[}

0930 ? Prime Minister attends opening of
Textile Exhibition. v

21200 Prime Minister and Secretary of State

S Y U
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to meet HC staff (spbuses).

R N SR T e e, e e T T

1300 - “5™funch for OECS leaders (Prime
_ -Minister,. > Secretary of state,_. ..

CaBinet Secretary, PUS).

1430 Senior Officials Meeting (Cabinet )
Secretary and PUS)..

21700 Delegation Meeting (Cabinet Secretary,

| PUS)
21800 Prime Minister's briefing meeting

(Secretary of State, Cabinet

Secretary, PUS).






1845 Queen's Reception for British community
(?Prime Minister, Secretary of State,
Cabinet Secretary, PUS) (spouses)

2000 The High Commissioner's private dinner

for Queen and Duke of Edinburgh (Prime

Minister and Secretary of State)

-

(spouses)

Wednesday, 23 November

207.30 Prime Minister's working breakfast for
Mr Hawke (? Secretary of State, Cabinet
Secrgtary, PUS).

0845 Most Delegates in place at Vigyan
Bhavan (Secretary of State, Cabinet

Secretarv, PUS),_(sppuses).

T e e e e e e i A D= ;;-li':f“—w ol 30
0920 Prime Minister in place at Vigyan
T e IRt vt
T Y e ’ i : -

Bhavaﬂ. (spouses).
0945 '~ “Formal Spening of CHOGM at Vigyan
Bhavan. (spouses).
1100 - Executive Session (Order of Agenda,
Style, Format - Restricted session
~ Prime Minister only).
1230 Reception by Commonwealth

Secretary-General (Prime Minister,

Secretary of State, Cabinet Secretary,
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PUS). (? spouses).
1500 Executive session (Prime Minister, .
Secretary of State, Cabinet Secretaryl.
1730 Reception by the President of India for\
| Heads of Delegation (Prime Minister}.

2000 Queen's Banguet for Heads of Delegation

(Prime Minister,)

| Thursday, 24 November

20745 Delegation Meeting. (Cabinet
Secretary, PUS).I .

0845 Prime Minister's briefing m—e.eting
(Secretary of State, Cabinet Secretafy,
PUS). -

0930 ~ ~eeremm v DReTHGE v @S s STons- SR TR MLiiniCe e

Secretary of State, Cabinet Secretazv). ... ...

1215 Visit to International Tr::.td‘e
F:air fo]:lov;eé ‘by J_.unch' for Héadé of-
Delegation given by the I.ﬁ&ian -
Vice-President (Prime Minister).

21300 HC's lunch for Secretary of State.
(spouse).

1500 Executive Session. (Prime Minister,
Secretary of State, Cabinet Secretary).

2030 Dinner by the Prime Ministex of India






for Heads of Delegation (Prime
Minister).
2030 Indian Foreign Minister's dinner

(Secretary of State).

Friday, 25 November

0745 Delegation meeting. (Cabinet Secretary,
PUS).
0845 Prime Minister's briefing meeting-

(Secretary of State, Cabinet Secretary,
PUS).

o 0930 Executive Session. (Prime Minister,
Secr;tary of State, Cabinet Secretary).

1230 Departure of Heads of Government for

retreat in GOA (Prime Minister).

e B e TR WM >SS NPE LY R LE = R LI Se Lo Wt P e e e e
1315 for 1330 ‘Lunch for fellow Foreign Ministers by
e g STerE ATy o Std e Tand T restaents I FuUS,y T

_? Cabinet Secretary).
1800 Queen's reception (Secretary of State,
Cabinet Secretary, PUS). -

»

Saturday, 26 November

0930 ?PUS to Foreign Ministers' retreat in
Jodhpur.

an Secretary of State and Lady Howe to
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_ Monday, 28 November

Agra.

1500 Foreign Ministers fly to Jaipur (2PUS).

Sunday, 27 November

0830 Senior Officials to Agra (Cabinet

-

Secretary, ?PUS).

am Secretary of State dep;rts for
Brusselg.

1530 Foreign Ministers return from Jodhpur
to New Delhi (?PUS).

1800 Senior Officials return to New Delhi.

1830 am or 1930 Primq Minister returns from GOA to

or 2000 Delhi.

bt S P P S l, MW PR R st S (L
20745 Delegation meeting (Cabinet Secretary.,
L0l R T RS s o Saiin o = e RTIEER . o 3 = . 1 o e T
PUS ) L ]
0845 ~  -Prime Ministér‘s briefing meeting -

(Cabinet Secretary, PUS}.’
0930 Executive Session.. (Prime .
Minister, Cabinet Secretary, ?PUS}).
1300 for 1315 Prime Minister's first lunch for fellow
‘ Heads of Delegation (Cabinet Secretary,
PUS).

1500 Executive Session. (Prime






Minister, Cabinet Secretary, ?PUS).
1730 to 1915 Prime Minister's presents Jnanapith

Literary Award Siri, Fort Building,

Asian Games Village.

Tuesday, 29 November

0745 Delegation Meeting. (Cabinet Secretary,
PUS) 3
0845 Prime Minister's meeting (Cabinet.

Secretary, PUS).
0930 Executive Session. (Prime
Minister, Cabinet-Secretary, ?PUS) .
1300 for 1315 Primé Minister's second lunéh for
fellow Heads of Delegation. (Cabinet
Secretary, PUS).

. T S R R A e o LI L T N P PR
L500: o arder oo T Dy SR et e T e e T e ST

- gmamat -— B 2 "V o o ot

1700 : Press Conference: Prime Minister of

ihdia agd Commonwealth -

Secretary-General.
2230 Prime Minister departs New Delhi for UK

(Cabinet Secretary, PUS).

Wednesday, 30 November

0710 Prime Minister's party arrives in UK.
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CONFIDENTIAL

INTERNATIONAL FINANCIAL SCENE

General situation

Two major developments since the last Report have created much
uncertainty on the international debt front. First, Congress has
not yet endorsed the USA's higher contribution to the Fund which,
together with the related delay in the BIS' credit facility to the
Fund, threatens to restrict the IMF's ability to lend at a critical
stage. Second, prospects for the Brazilian package - on which much
else hinges - now depend essentially on the Fund's reaction to the
recent decree on wage indexation. With the Philippines having
entered the emergency ward and the long anticipated Argentine
elections imminent (30 October), the general atmosphere is highly
tense, and confidence in current case-by-case techniques of debt
management will be severely tested in the months ahead. The run-up
to the IMF Board discussion of Brazil on 18 November will be a

crucial period.
Economic background

Economic recovery is continuing in the major industrial countries.
In particular, there have been encouraging signs during the third
quarter of further non-inflationary growth in the United States.
This industrial revival should benefit indebted countries in terms
of export demand and has already given some impetus to commodity
prices, thus improving the terms of trade for some ldcs - although a
number of others continue to suffer from weak prices for their main
exports. Recent declines in US short-term interest rates from
their peak in August should also bring some relief, but they still
remain well above the level obtaining for much of the past year.
Moreover, the future course of US interest rates remains highly
uncertain., While these developments are on the whole encouraging,
there is no general confidence that the recovery in industrial

countries is yet broadly or firmly based.

International lending

Recent figures confirm the marked slowdown in international bank

lending. The latest BIS statistics show that international banks'
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total net lending rose by $15 bn in the second quarter, compared
with $30 bn in the corresponding period of 1982, and a quarterly
average of $24 bn last year. Data for the third quarter from the
London market suggest that the downward trend has continued.

Within the total rise in the second quarter, net lending to non-oil
developing countries increased by $4 1/4 bn, bringing the rise in
the first half-year to some $6 bn. So new bank borrowing by ldcs
in 1983 is likely to be much less than was expected at the beginning
of the year; and the IMF, for example, have reduced their projection
from $20 bn to $15 bn. Managed borrowing will predominate,

and could "crowd out" other borrowers, who might then face severe
balance of payments financing problems. For the most part, only

prime borrowers are at present able to raise funds in the market.

Problems of this kind have already arisen for the Philippines, which
has been forced to call a 90-day moratorium on its debts (estimated
at $25 bn), pending a rescheduling. For the present,

the market is responding calmly to this development, with no signs
yet of any tendency to link the Philippines with other Far Eastern
borrowers such as South Korea, Thailand and Indonesia, since these
countries are considered to have managed their economies, and their
external debt, extremely well. Indeed, some of them have already
reacted swiftly to the situation in the Philippines by cutting back
borrowing programmes and making the necessary adjustment to their
economic policies. Nevertheless, there is still a risk that a
further general cutback in lending would produce cash flow problems,

even for these previously relatively creditworthy borrowers.

In contrast, minor OECD countries, over some of which question marks
have been raised in the past, continue successfully to be able to
raise funds. Moreover, the market is still prepared to lend,
though modestly and at a price, to Latin American borrowers such as
Panama, Paraguay and Colombia, which have not experienced debt

servicing problems.

Current problems

The whole process of international rescues for problem countries is

currently being severely tested on a number of fronts simultaneously.
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In the key country, Brazil, rejection by Congress of law 2045 on

wage determination, and two subsequent replacement decrees - the
latest of which reduces its severity - has created renewed uncertain-
ties, after the encouraging response to the "roadshow". It remains
to be seen how the IMF and the banks will react to the latest

decree. Meanwhile, efforts are being made to assemble the components
of a financial package within the next three weeks. De Larosiere
has asked for written assurances by 14 November that $6 1/2 bn will
be available from banks, and $2 1/2 bn from governments, to enable
him to recommend the Brazilian programme to the IMF Executive Board
on 18 November. The sheer size of the bank credit, its softer

terms and the need to muster a quorum of committed banks to make the
syndication viable, make selling the loan package to the banks a
formidably difficult task. In particular, the banks will watch
closely for assurances that the official contribution is fully
subscribed and represents genuine new money. Such contributions
will be seen not only as a signal of confidence in the recovery
programme, but may also influence the degree of bank commitment to

the present and prospective packages for Brazil (and other countries).

In many ways, Argentina is even more worrying than Brazil, because
domestic political uncertainties make breakdown more likely. The
political will to tackle the debt problem seems to be lacking, and
the IMF programme could be on the verge of collapse, while the
central bank's liquid assets are dangerously low. By itself, the
uniquely difficult domestic political situation in Argentina, combined
with its essentially favourable balance of trade, should make it an
isolable problem; but a breakdown in Argentina at this rather
delicate stage elsewhere could lead to a damaging deterioration of
confidence. Developments in Mexico, on the other hand, remain
encouraging, with a government willing and able to undertake appro-
priate adjustment; and there is unlikely to be much difficulty in
securing the requisite new funds for next year, even though the
authorities seem certain to demand, and might well be thought to

deserve, better terms.






CONFIDENTIAL

Role of the IMF and BIS

The effectiveness of the IMF in providing leadership, as well as
credible adjustment programmes, could be impaired by apparent lack

of official support. Latest expectations are that the IMF bill,
which is crucial to the Fund's ability to take part in rescues,
should ultimately be passed by the US Congress before the Thanksgiving
recess beginning 19 November. In the meantime, agreement on a
special BIS credit facility of SDR 3 bn to the IMF (which will next
be discussed on 7 November in Basle) has been delayed, because some
central banks - notably the Bundesbank - will not give their approval
until it becomes clear that the American quota increase will be
forthcoming, and partly because some central banks have still to
swallow more fundamental reservations about the tenor of the loan

and the USA's non-participation in it. This has already obliged

the IMF to restrain the granting of new commitments.

Conclusion

The next few weeks will severely test the informal coalition between
borrowers, banks, creditor governments and the IMF, which has so far
managed to contain the debt crisis. A successful outcome, especially
on Brazil, will be vital if considerable knock-on effects are to be
avoided, and if confidence in present case-by-case techniques of

crisis management is not to be seriously weakened. Without such
confidence, the outlook for next year will be bleak.

The following sections assess the current position in major debtor

countries in rather more detail.

Brazil

Brazil is still the largest single problem country on the
international debt scene, and prospects are now even more uncertain
after the Brazilian Congress' rejection of the crucial wage
de-indexation Decree (No 2045) on 19 October. Al though the
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government lost little time in issuing a new substitute Decree

(No 2064), this in turn has now been replaced by a further, and less
severe, decree (No 2065): it is not yet clear whether the IMF will
consider this adequate. The provisions of Decree 2045 were at the
heart of the revised IMF programme, for which the Brazilians signed
a letter of intent on 15 September. Indeed, the IMF Managing
Director not only required sufficient finance to be committed in
support of the programme, but was also not prepared to recommend the
programme to the Executive Board until the Decree had passed into
law. A financing gap of $11 bn has been identified for the remainder
of 1983 and 1984, which it is proposed to fill through a $6.5 bn new
commercial bank loan, a $2 bn Paris Club rescheduling, and $2.5 bn
from export credit and other official sources. The bankers'
Advisory Group has agreed to market the new money loan on significantly
better terms than for earlier funds, which is likely to set a
precedent for other Latin American countries to follow. (Indeed,
the Argentines have already sought similar concessions, both for the
1983 debt currently being discussed and for 1984 debt to be
rescheduled). Initial reaction from banks, who have been asked to
commit themselves to the new money loan by 14/15 November, has been
one of philosophical resignation. Although political uncertainties
within Brazil may create nervousness abroad, bankers' general
attitude to the defeat of Decree 2045 and its subsequent amendments,

will doubtless be determined by the IMF's reaction.

Prospects for raising $2.5 bn from official sources also remain
uncertain. The USA, through the Eximbank, has indicated a willingness
to provide $1 1/2 bn export credit facilities, on condition that

other countries also contribute. But we are not aware that any

other firm commitments have yet been received, while HMG remains
opposed to putting up further official money for Brazil (over and

above rescheduling of Paris Club maturities).

The latest wage decree improves prospects of early Congressional
approval; but if this were not forthcoming before mid-November, the
IMF Executive Board meeting (scheduled for 18 November) would be

delayed, and further increases in arrears (already nearing $3 bn)
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would result. Such a development would be of concern to many US
banks, in view of the regulatory requirement to classify loans as

non-performing when interest arrears reach 90 days.

Other problem countries

(1) Latin America

Foreign banks' debt negotiations with Argentina have been bedevilled
in the last month by increasing political interference ahead of the
Presidential elections on 30 October, and by continuing build-up of
payments arrears. However, having overcome an attempt by an
Argentine federal judge to freeze the rescheduling talks, the
Government has now reaffirmed its intention of finalising all
rescheduling agreements by 30 November. Disbursement of the
long-delayed first tranche of the $1.5 bn medium-term credit is now
unlikely before 30 November at the earliest. The further delay
reflects continuing payments arrears and a decision by banks to

await the outcome of the elections in order to test the authorities'
commitment to the refinancing package. The banks' Working Committee
is currently seeking to reach final agreement with the Argentines

on revised conditions attaching to the disbursement, which will
primarily be used to make a repayment under the $1.1 bn bridging
facility. Meanwhile, the IMF programme appears to be on the verge
of collapsing, and the central bank's liquid assets are now dangerously

low.

Relations between the Venezuelans and the banks continue to be

soured by the steady accumulation of interest arrears, now totalling
around $600 mn. Several default suits are reported to be in the
pipeline. Meanwhile, the banks have had no option but to agree to
a further extension of the 90-day moratorium which expired at
end-September. The Government had sought a 120-day extension, but
the banks, conscious of the need to adopt a hard line if progress in

rescheduling negotiations was to be made, have granted only 30 days.

If, in the Advisory Committee's view, the Venezuelans have made
significant headway towards paying off interest arrears and negotiating

an IMF economic adjustment programme, it will recommend a further
90-day extension until the end of January.
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In sharp contrast to the other major problem countries, Mexico's
position continues to provide grounds for optimism. Agreements to
reschedule virtually all public sector maturities up to end-1984
have now been signed, and commitments to Mexico's private sector
debt rescheduling scheme have risen rapidly in recent weeks. The
authorities are soon to begin negotiations on new money requirements
for next year, which are reckoned to be $4 bn from banks and $1.5 bn

from official sources.

Elsewhere, Peru has been obliged to approach the IMF for a conditional
waiver of the EFF performance targets for September and December.

The breakdown of the programme will delay the next scheduled drawing
from the Fund in November, and hold up the remaining $200 mn to be

disbursed under the $450 mn new money loan from banks.

More encouragingly, the Chileans have reported that their standby
arrangement returned to its original path by the end-September
deadline, although the authorities are now seeking easier terms
under the second year of the programme; and Ecuador's commercial

bank refinancing package was signed on 12 October.
(ii) Far East

The liquidity crisis in the Philippines has now obliged the authorities

to seek a 90-day moratorium on repayments of debt principal to

banks. During this period, a new SBA is to be negotiated with the
Fund and a financing plan agreed for the remainder of 1983 and 1984,
which will no doubt include a formal rescheduling package. Continuing
concern about political stability makes the situation even more
delicate. However, there has been no evidence that the problems in
the Philippines have weakened confidence elsewhere in South East

Asia, although one report indicates that Indonesia may wait for more
settled conditions before coming to the market again. Otherwise,

both that country and South Korea appear to be making further

progress in adjusting their economies in the light of lower oil

prices.
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(iii) Eastern Europe

Official contact with Poland (albeit still on a conditional and
technical basis) has been renewed: the creditors' group sent a
fact-finding team to Warsaw in early October and will meet on

26 October to review its report and decide whether to invite the
Poles to Paris in November to resume rescheduling negotiations.

The US position remains unclear. Meanwhile, the commercial banks
are expected to sign their agreement in Luxembourg on 3 November to
reschedule 1983 maturities. Al though the 1983 support programme

for Yugoslavia has for the most part still to be implemented,

preliminary soundings are being taken by the IMF on the possible
format for 1984.

(iv) Southern Europe

Although the external positions of Portugal, Spain and Greece are
likely to remain under strain for some time, no debt servicing
difficulties are expected in the short term. Indeed, there are
positive signs of improvement from both Portugal and Spain. In
Portugal, the fairly rigorous programme recently agreed with the IMF
for a standby facility worth $475 mn over 18 months - approved in
conjunction with a compensatory financing facility worth $275 mn -
lays the basis for a staged return to a more sustainable external
position, while the current account showed a strong improvement in
the first half of 1983. The announcement of the IMF programme also
seems to have improved market sentiment: the reception for Portugal's
request for a seven-year $300 mn euro-credit was so favourable that
it was raised to $350 mn. Meanwhile, Portugal repaid $300 mn of

the $700 mn BIS facility arranged in two tranches earlier this year,
and a further credit of $300 mn was advanced in August. The
Spanish current account deficit has also improved somewhat this

year, and faster progress seems likely in 1984. Foreign exchange
reserves, however, have been severely depleted, and it will be some
time yet before Spain is able to stabilise its external indebtedness,
let alone reduce it. Even so, there are no signs of serious

resistance to Spain's very considerable financing demands from the
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market. In Greece, on the other hand, with foreign exchange
reserves already low (less than 1 1/2 months' imports at end-June),
the current account deficit is expected to worsen slightly this year,
reflecting a poor export performance and reduced invisible earnings.
Nevertheless, the debt service ratio (including short-term debt) was
only 24% in 1982 and should not be much higher this year. Borrowing
on the international markets still appears to be well received, and
$1 bn was raised in the first eight months of this year, compared
with $1.7 bn in the whole of 1982.






APPENDIX

INTERNATIONAL BANK LENDING: PROSPECTS TO THE END OF 1984

The IMF has shaded down its 1983 forecast for commercial bank net
lending to non-o0il ldcs as the year has progressed, and by mid-year
had reduced it to a rise of only 5% on end-1982, or some $15 bn.
The Bank of England has done likewise, with our latest October
forecast coming out at 4%. On the other hand, the BIS, in its
press release on the 1983 second quarter figures, sounds a more
optimistic note. These forecasts include unspontaneous lending as
part of rescue packages, and are based mainly on estimates of the
supply of bank credit (ie the willingness of banks to lend), rather
than on ex ante demand from borrowers. This slowdown in bank
lending has made the borrowers more dependent than usual on official
sources of financing: thus, in the first half of the year, the IMF

and commercial banks each lent some $6 bn net.

In the next fifteen months, the attitude of the banks is likely to
be strongly influenced by the contribution of the IMF, not only
financially, but also in designing adjustment programmes which are
seen to be effective. In this light, the outcome of the Annual
Meetings is hard to interpret. The Fund still lacks the certainty
of adequate resources and, without them, the Managing Director is
less likely to succeed in persuading banks to extend sufficient new
loans. However, the compromise on access limits still gives the
Fund some flexibility. On balance, we believe that IMF finance in
1984 will be broadly the same in absolute terms as this year,

subject to a number of provisos.

The first, and most important proviso, is that the informal coalition
of borrowers and official and private creditors, holds together to
make the rescue packages work. This is still assumed to be the

case in our central forecast and, if it materialises, 1984 will in
many ways resemble this year. But it will not be easy to sustain
this coalition: it is subject to a number of risks which vary in
their capacity to affect the international financial system. The
worst outcome would probably arise from a breakdown of the Brazil
package, which might coincide with a breakdown in Argentina and

threaten the solvency of some major banks. Each new round of
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negotiations puts a further strain on the cohesion of the coalition,
as the banks are becoming increasingly aware, in a mood of resignation,
that they will be faced with requests for more managed lending over

the next couple of years.

Another proviso is that banks' appetite for international lending

does not become so dulled by unspontaneous lending that it crowds

out lending to other 1ldcs. There is some anecdotal evidence that
banks are undershooting their aggregate lending capacity; and any
further reduction in lending could begin to create cash flow

difficulties, even for creditworthy borrowers.

The current round of fund-raising for Brazil is a major test of the
structure of rescue packages which has emerged over the last year or
SO. Success will strengthen it, failure probably destroy it.

This structure reflects two principles which seem to be the key to
success - leadership and burden-sharing. De Larosiere has already
assumed the leadership role in this round, in relation to both
commercial and official contributions. The Brazilian outcome has
been made more difficult to assess by the recent rejection of
legislation on wage indexation and its replacement by new - and less
severe - legislation, to which the Fund's reaction is not yet known.
The banks for their part will certainly be influenced by the amount
of official assistance offered. In any case, there is likely to be
some shortfall on the commercial bank target of $6.5 bn, as some
banks with relatively small exposures refuse to take part. If, in
addition, there were to be a shortfall on official funds, this might
deter those contributors who have made their share in previous
rounds conditional on a general response of close to 100% ie a
strong demonstration of burden-sharing. In those circumstances,
the package could well collapse and jeopardise other forms of
financing, such as maintenance of exposure to Brazilian banks in the

inter-bank market.

The reports are that de Larosiere wants commitments for a "critical
mass" of 90% of the full amount of the new money from banks by

15 November to justify his recommending the programme to the IMF Board.
Brazil does not require the full amount immediately, but it is

debatable whether the banks would be ready to disburse the first
instalment out of the initial commitments, unless and until these
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cover the whole $6.5 bn required. This target represents an
average increase for all creditor banks of 10 1/2% of their exposure
at the end of 1982. After allowing for their commitment to round
1, the total increase would be over 17% for 1983 and 1984 combined -
considerably faster than the average net lending by banks to non-oil

ldcs forecast over this period.

The outcome on Brazil will have an important bearing on banks'

attitudes towards some of the other major borrowers.

Argentina has managed to survive so far without recourse to most of
the 1983 rescue package. A complete breakdown now seems a distinct
possibility, because of domestic political factors rather

than because of the way in which the package has been assembled.
Whether the impact of such an outcome could be insulated from the
rest of the market would depend on timing and official reaction.

For example, it would be easier to handle if the breakdown came
after, rather than during, the formation of the Brazilian package.
Other threats to the present policy of a case-by-case approach could
be posed by the chaotic management of Venezuela's finances and by
the Philippines. There is no sign yet that the effects will spread
to the rest of the Pacific basin, but banks will be keeping a

careful eye on South Korea after the assassinations.

By comparison, the outlook for Mexico is encouraging. The authorities
are shortly to open discussions on financing for 1984: these are

likely to proceed relatively smoothly, firstly in view of the track
record so far, and secondly because negotiations will not be complicated
by rescheduling of public sector debt, virtually all of which has

now been completed. In the circumstances, the bankers may be

ready to sign up for the $3.5 - 4 bn fairly quickly, although the

Mexicans will certainly be demanding better terms.

By now, the East Bloc debts almost seem a problem of a separate
kind. Poland apart, the other Bloc countries have in aggregate
adjusted hard and have even been able to accommodate some (essentially

involuntary) reduction in their net indebtedness to the West.
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However, several of them (notably the GDR and Hungary) are almost
certainly still under severe financial strain. The banks will
continue to watch them with wariness. Yugoslavia remains in a very
difficult position and will continue to need a managed approach for

some time ahead.

Given the number of uncertainties, it would be surprising if there
were not at least one breakdown in the relationship between borrowers
and commercial banks. Nor does success in one round guarantee it

in the following. For example, Brazil's programme may come to lack
credibility because of a hardening belief that a financing gap will
open up again in 1984. Moreover, performance under some of the

other country programmes could be disappointing and give rise to a
financing gap, which would make further - premature - rounds inevitable.
If these factors were to be a prelude to a breakdown in the present
case-by-case approach, their impact on other countries would depend
essentially on speed and presentation: slow disintegration might
provide an opportunity to patch up the coalition, while outright
repudiation by a borrower could have very damaging consequences for
the international financial system. Either would materially increase

the clamour for a "long-term" solution.

The risks so far described concern structural areas in the international
banking system. But a breakdown of IMF programmes for technical
reasons is also a possibility: these are based in the final
analysis on assumptions about the behaviour of the international
economy, which may not be validated. One such assumption, which
has quite wide acceptance, is that real growth of some 2 1/2% - 3%
in the OECD countries would be sufficient to "float off" the debt
problem. Even if this were to materialise, however, the present
round of rescheduling has built up heavy capital repayments for the
future: even with an appreciable improvement in world growth,
combined with much lower interest rates, further rescheduling

of such debt - which will almost certainly be necessary towards the
end of the decade - may prove to be difficult to negotiate satisfac-
torily. But that is not a problem for 1984 - for which our central
forecast, notwithstanding the downside risks that this overview,
perhaps over—-pessimistically, has emphasised, is still that the

system should somehow scrape through.
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INDEBTEDNESS AND BRITISH EXPOSURE

$ billion

Latin America

Argentina
Brazil
Chile
Ecuador
Mexico
Peru
Uruguay
Venezuela

Eastern Europe
(convertible currency)

East Germany
Hungary
Poland
Romania
Yugoslavia

Southern Europe

Portugal
Greece
Spain
Israel

Far East
Indonesia
Philippines
South Korea

Other

Morocco

Total
external
debt

End-Dec
1982

39
83
18

83
12

34

15

27
10
18

14
11
28
21

24
24
37

11

British bank
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claims
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Because of differences in definition, the ECGD exposure figures in

the final column are not directly comparable with the figures in

other columns.
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NOTE OF A MEETING BETWEEN THE CHANCELLOR OF THE EXCHEQUER
AND M. DE FONTENAY, HELD IN H.M. TREASURY
ON FRIDAY 9th DECEMBER
Present: Chancellor of the Exchequer
Mr Lavelle
Mr Wicks

M. de Fontenay
Mr Vittas

M. de Fontenay said he was grateful to the Chancellor for giving him this opportunity to

comment on his first impression of the results of the IMF article IV consultations. The IMF
had broadly endorsed HMG policies in the past, and certainly saw no reason to change them
now that they were beginning to pay off. He had tried this time to take a longer view,
examining where the UK wanted to find herself in 1988, and how it was proposed to achieve
this. They had concluded that it was essential to pursue the medium term financial
strategy, and important to make room for tax cuts. It was equally important to allow the
PSPR to decline, so that interest rates would also fall. It was essential, too, to avoid
upward pressure on the exchange rate: the UK could not afford to find herself in the US
position. He had been pleased to hear that the latest public expenditure plan proposed to
keep spending constant in real terms for the next 3 years, but he wondered whether this was
ambitious enough as a programme. Public spending had an inexorable tendency to creep up
unless actively kept down, and the UK should therefore be pursuing vigorously a plan to
reduce the size of the public sector. Increased investment was essential to encourage the
necessary faster growth to catch up with percapita income in other European countries, and
steps should therefore be taken to prevent private savings being absorbed by the public

sector. M. de Fontenay said that his team had also looked at the supply side. They very

much endorsed the policy of privatisation, and hoped that more tax reform would also be
possible. They welcomed the Government's present approach to labour legislation, which
they thought should encourage the increased possibility of labour mobility, and they also
endorsed the conclusions of the NEDO paper. In conclusion, therefore, he thought that the
fund report would support present policies while urging firmer and earlier action on some
supply side measures and encouraging the Government to do more on the public spending

side.
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2. The Chancellor thanked M. de Fontenay for his analysis. It was clear that the

Government and the fund were very close in their views on the policies needed to revive the
UK economy. He wanted to take up a point M. de Fontenay had made about whether the
recently-announced public expenditure plan was sufficiently ambitious. He thought one
strong indication that it was, was the difficulty there had been in achieving it for 1984/85.
Original new departmental bids had amounted to £6 billion, and these had been reduced to
£2.5 billion which were regarded as inescapable, mostly because they related to demand-
determined programmes. It had then been necessary to find cuts in existing programmes to
accommodate these, and this had been the real object of the recent public expenditure
round. The success of the latter could be judged by the fact that the contingency reserve
had been maintained intact. He believed that it would in the next 3 years be possible to get
public expenditure reduced as a percentage of GDP, as the latter rose, and there would then
be room to cut taxes. The only point in M. de Fontenay's analysis with which he slightly
disagreed was on the extent to which the Government needed to intervene to increase the
flexibility of, and investment in, the economy. He felt that both would come naturally as
the economy became healthier, especially with the improvement of profitability. It would
be the prospect of a good return on capital which would really encourage investment. What
the Government needed to do was to remove the restrictions and controls that had
previously bound the economy, so that it could demonstrate increased flexibility and

adjustibility.

3. M. de Fontenay asked the Chancellor if he could see any way of avoiding creeping

public expenditure growth. The Chancellor said that he could see two possible approaches.
The first was to take a long-term view at the big areas of public spending, such as health
and wealthfare services, and decide how far these had to be met by the state. They would
obviously always be a core role for the state eg. in the NHS, but he would like to see an
increase in the percentage of discretionary expenditure being provided by the private sector.
The same shifting balance could also be applied to pension provisions. Within the state
sector, the better allocation of resources was necessary; for example it would be better to
charge for somethings rather than maintain the fiction that they were free. The second
approach was to encourage public feeling that lower public expenditure was as desirable as

lower taxation.

4. M. de Fontenay said that he had not intended to imply that the Government should be

~ directly encouraging investment. He was more concerned with the question of interest
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rates, which affected not only capital investment but also the exchange rate and inter-
national competitiveness. The Chancellor said that he would certainly like to see interest
rates fall in nominal terms, although they were now at their lowest level for 5 years. The
UK interest rates could not, however, be looked at entirely in isolation from the impact of

US interest rates.

5. Finally, M. de Fontenay asked the Chancellor what the Government's reaction would

be if the recovery were weaker than expected. The Chancellor said that they would
certainly stick to the medium term financial strategy. He did not, in any case, think the
question would arise; the Treasury forecast had a very good track record, and over recent
months the outside forecasts had come much closer into line with the IAF. The only fine-
tuning in which he intended to indulge was on the lines of his 7 July exercise ie. to pull the
economy back onto the path set out in the MTFS: and make it clear to the market that no

change in policy was inteded. M. de Fontenay said that the IMF's own forecasting exercise,

which was at present taking place, was likely to be revised upward on present indications.

6. The meeting closed at 10.30 a.m.

AT

MISS J C SIMPSON
12 December 1983

Circulation

Those Present
PS/Financial Secretary
Mr Middleton

Sir T Burns

Mr Littler

Mr Cassell

Mr Bottrill






CONFIDENTIAL

FROM: R G LAVELLE
DATE: 8 December 1983%

CHANCELLOR cc: Financial Secretary
Mr Middleton
Sir T Burns
Mr Littler
Mr Cassell
Mr Bottrill

Mr Wicks

IMF 198% ARTICLE IV CONSULTATIONS

Patrick de Fontenay, who is leading the Fund Mission this year,
is calling on you at 10 am on Friday, 9 December. He will be
accompanied by second in command, Harilaos Vittas. The Financial
Secretary will talk to them about privatisation later in the day.

2. Your meeting will take place after the bulk of the detailed
discussions with officials have taken place but before a concluding
session scheduled for next Monday. At the latter session the
Fund traditionally provide a trailer to the assessnent to be

given to the IMF Executive Board.

Background: the 1982 Consultations

Pl Last year's appraisal was sympathetic and positive. It said
the mtfs had been broadly adhered to and its credibility generally
established. It commended the reductions achieved in inflation
levels and interest rates, judged monetary policy to be broadly

on track, and endorsed the PSBR objective. There was just a
twinge of anxiety about the rate of deceleration of earnings and
the trade prospect.

4, The tone of subsequent discussion in the Board was also in
general approving and markedly more so than the previous year.:
A few directors spoke of employment costs of the strategy and
suggested more stimulating policies and a more flexible exchange
rate policy. But the majority thought the stance of policies
right: and there was also widespread support for the measure

being taken on the supply side.
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198% Consultations so far

5. The Fund were given a good deal of background material on
arrival. The number of general written questions put to us has
been reduced but (a deliberate change applying to all consultations)
a supplementary batch on detailed trade issues has been added this
year.

6. We have broadly been following the usual pattern of meetings.
After a call on Mr Middleton the formal sessions of the consul-
tations (which last in all just over a week), began with an overview
given by Sir T Burns (copy attached). This preliminary session,
which takes place on the Friday afternoon after the team arrive,
provides a framework for subsequent discussions. It also gives
the Mission a chance to indicate the broad themes they would like
to explore. There are then a string of detailed discussions with
officials on the forecasts, monetary policy, public expenditure,
the labour market and so on. The team spend a day with the Bank
of England.

7. De Fontenay, whose first UK mission this is, has decided,

as you may have gathered, to try to give the consultations a
medium-term orientation this time. De Larosiere usually, as we
understand it, goes over their marching orders with the more
important Missions, so this may more accurately be regarded as
his idea. UK policies in general march so well with Fund beliefs
that UK performance is a matter of some concern to the MD.

8. In his discussion with Mr Middleton and the opening plenary
session de Fontenay indicated that he would like to examine four
theses (characterised by Sir T Burns as "working fallacies") in

relation to the UK economy:

- recovery is impossible without a reflationary stimulus

by Government;

- reduction of inflation is a necessary but not a sufficient

basis for recovery;

-2 -
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- recovery always leads to renewed inflation;

— the laws of supply and demand do not work in the labour

market.

In essence he wished to explore the nature of the economy the
Government was aiming for in the medium term; the policy stance
it believed appropriate to achieve it; what was actually being
done: and in similar vein, what had been achieved over the past
four years. This seemed to him an appropriate framework for
discussion at the start of the second term of the Administration.
It might require examination of a range of issues such as: the
measures being taken to improve the functioning of the supply
side of the economy (including tax reform); medium term trends in
public expenditure and how expenditure is to be financed; and
whether the balance of payments might operate as a constraint as
0il production slows down.

9. My impression is that the Mission came away from the

initial sessions reasonably happy with the basis of the/ orEEE%
There was a degree of anxiety about export performance and earnings
levels but in general they seemed to have formed the view that the
immediate prospects looked quite good.

10. So the question became one of sustainability. Here it is
possible that de Fontenay (as a Frenchman) may have expected to

find more quantified targetry. But the discussion of the medium
term strategy did not suggest any dissent from the general direction
of policies, or about their coherence. Fund concerns have seemed
rather to be whether public expenditure objectives are sufficiently
tough to release private investment; whether earnings deceleration
will be sufficient to secure the needed improvement in competitivity
and corporate profitability; whether the supply side measures will
indeed achieve greater flexibility and restructuring of the

economy. At the same time they recognise that in a

number of important respects we are now in a new world: since

past relationships are no longer operating, future patterns can

also not be a matter for demonstration.
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11. The session on monetary policy was primarily treated as an
educational one to clarify: how targets were set; the approach
to interpretation of current conditions, of movements in the
aggregates and questions of control; and the characteristics

of different aggregates. They appeared content with what they
learnt.

12. In the sessions on the balance of payments and fiscal policy,
the broad concerns mentioned earlier tended to inform the trend of
questions. For example in the public expenditure area they were
interested in the implications, in terms of objectives and control,
of a more rapid reduction than planned for in inflation.’ They
appear to retain some concern about the extent to which it will

be possible in the medium term both to achieve a reduction in
interest rates aml taxation levels. In the balance of payments
context they wanted inter alia to clarify views about the exchange
rate level. The response they were given in brief was that this
was not a focus for policy: in a floating exchange rate regime
preoccupation with the balance of payments had been replaced by
determination to get down inflation; that we were not entirely
happy with the present constellation of rates but not unhappy
with its effective level; our response to shifts depended on the
reasons for them.

1%3. The final sessions will be mostly on supply side questions,
There has been some discussion in this context of tax reform

but they may touch on this again with the Financial Secretary.

Conclusion

14. On the evidence so far I would expect the assessment will
reflect continuing approval for achievements to date, broad
endorsement of the direction of policies, plus indications of
one or two areas where the Fund will watch future performance
with a degree of anxiety:. A medium term orientation to this
examination seems almost inevitably to have some of that flavour.
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15. De Fontenay strikes one as lucid, well-disposed, a professional:
with, in a quiet way, some of the style of his master. It seems
worth giving him a sense of the political commitment behind the
strategy. The Fund assessment is not published but discussion

of the UK in the Board - given that the UK is coming to be taken

as something of an object lesson by the Fund - is quite important to
the climate of Board discussions.

Mo

R G LAVELLE
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