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FROM: MISS HIGGINS

041¢YM4“A;_ DATE: 25 March 1987

1. Mr MO FIELD

2 PS/ECONOMIC SECRETARY ccC PS/Chancellor
PS/Sir P Middleton
Mr Lavelle

Mr Evans $
Ve Mrs Case o
Mr Walsh L”
Mr Pitcair://;)
CALL BY MR WOJCIK ON ECONOMIC SECRETARY i Wﬁﬁyv
5

/

The Polish Minister for Foreign Trade will be calling on the
Economic Secretary at 1ll.l5am on Friday 27 March. The call
is primarily a courtesy call and is” the final official meeting

of his three day visit to the UK.

23 Mr Wojcik (pronounced chik) will already have seen
Mrs Chalker on Thursday where he will have discussed EC/Poland
matters, together with general bilateral issues. Financial
questions on the IMF and the economy will be steered towards
the Economic Secretary. This call provides a further opportunity
to get across the message that Poland needs to regularise its
external payments situation by honouring its obligations within
its ability  to pay-: Before any longer term settlement can be
arrived at, Poland will need to implement the necessary adjustment

measures. An IMF programme would provide a framework for this.

32 The Economic Secretary should be aware that Treasury
officials have met the Polish authorities on a number of
occasions, most recently Mr Dorosj (Deputy Minister of Finance)
called on Mr Mountfield on 20 March.

4% The brief includes

(i) Points to make

(ii) Background briefs on Polish Economy, Financial issues

and the internal situation.



5. Details of other Ministers and businessmen that Mr Wojcik
will be seeing will be forwarded to your office tomorrow, when

the details are received from the DTI, who are arranging his

visit,

6. Mr Mountfield and Mr Pitcairn will support the Economic

Secretary at the meeting and will brief him beforehand if

required.
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Points to Make

1. Welcome Poland back into membership of the IMF/IBRD and hope that this
will help Poland get to grips with its economic problems. It is in our

long-term interests to help restore the Polish economy.

2. Has Poland now decided to seek an IMF Standby Arrangement? UK would
support such a request in principle, although we reserve our position on

the terms until we have seen the IMF report.

3 Necessary adjustment policies seem certain to cause temporary hardship
to sections of the population. How can more resources be switched into exports

without causing popular unrest?

L, Aware of efforts made to regularise debt position since negotiations
were resumed in 1984. HMG anxious to play a constructive and helpful part
in this difficult process. We expect Poland to honour its payment obligations

within its ability to pay as a demonstration of its good intentions.

5a Need to regularise position on 1986 and 1987 payments. Longer term
settlement must await IMF staff recommendations. UK will continue to try
to play helpful role in Paris Club. & axxdo L2 elad rfo foalk
buosterally e yorer collagua ﬁdbt.llsvzef/.

6. No UK political bar on new credits. Our policy determined solely by

commercial/prudential criteria.

: & [If pressed on longer term credit/debt relief]. Recognise that a
substantial improvement in Poland's debt repayment capacity will require
long-term assistance (whether debt relief and/or new credits). But until
appropriate IMF-supported programme in place, insufficient assurance that

breathing space thus gained would be used to best advantage.

8. [If pressed that other countries have provided credit]. UK made
conditional offer last June of £20m short-term line of credit. Regret Poland

unable to fulfil conditions but understand that Poland's requirements are

more substantial and long-term.
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FROM: P J CROPPER
DATE: 30 JUNE 1987
PS/CHANCELLOR cc PS/Chief Secretary

PS/Financial Secretary
PS/Paymaster General
PS/Economic Secretary
Sir P Middleton

Sir T Burns

Mr Scholar

Mr Hudson

PS/IR

LA CA \

HUNGARIAN TAX REFORMS

The Chancellor may not have noticed the attached FT article

on 23 June.

28 It would appear that Western civilisation is spreading

to Hungary, in the form of VAT and Income Tax.

3 Might it be worth asking the FCO for a note?

(2

J CROPPER
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Hungarians
braced

for tax
upheaval

By Leslie Colitt in Budapest

HUNGARIANS are bracing
themselves for a fiscal upheaval
as the Communist leadership
prepares to introduce VAT and
other Western-style taxation for
the first time in Eastern
Europe.

The central tax office is to
open its doors on July 1 in
Budapest while hundreds of
tax inspectors are being trained
and a powerful new computer
to process tax forms has been
purchased with the help of
funds from the World Bank.

VAT and personal taxes for
wage carners will be accom-
panied by the lowering of cor-
porate taxes in order to reward
officient companies. Companies
which previously paid a 35 per
cent tax on earnings will pay
some 40 per cent.

The gap in revenue is to be
made up by reducing subsidies
to both producers and con-
sumers. As elsewh~re in
Eastern Europe the Hungarian.

Government receives most of its
revenue from company taxes
while individuals pay little or

0 tax.

Understandably ordinary
Hungarians and the nation’s
many inefficient companies are
less than enthusiastic about the
government’s fiscal plans.

Mr Miklos Pulai, Deputy
Chairman of the National
Planning Office, who is in

charge of the tax programme,
| explained that VAT and the
~simultaneous elimination of
. most consumer goods subsidies
would result in a 3 per cent
“ gvernight” price increase.
This plus other price rises
would mean a record consumer

price increase of more than 10 °

per cent next year against an
expected 7 per cent this year.

“We will be crossing the
Hungarian psychological bor-
der,” he noted drily in an
interview.

Some senior party officials
. are concerned that taxation —
i coming on top of declining real
income in recent vears — cculd
! lead to a backlash from the

population. But government
officials say the political
leadership under Mr Janos

Kadar is determined to press
, forward.

Mr Pulai said there has been
no decision yet on income tax
progression but that it would
probably start at 20 per cent
and run up to 60 per cent.

‘

|

Split over
Pentagon
call to ban
Iran trade

From Michael Binyon
Washington

The Reagan Administration is
deeply split on whether the
United States should continue
trading with Iran at a time
when it is seeking mandatory
sanctions in the United Na-
tions to enforce a ceasefire in

_the Gulf War.
Mr Caspar Weinberger, the |
Defence Secretary, is calling '

for a ban on all exports to Iran,
except medicines and human-
itarian goods. But the State
and Commerce Departments
want to continue the present
low level of trade as a way of
keeping open a relationship
with the private economy in
Iran and American-trained |
technocrats there. The issue !
has come to a head because of
the present crisis in the Gulf.

The Pentagon was deeply-
unhappy with the Administ- |
ration’s authorization in
March of export licences for
the sale of $900,000 of
computers to Iran. Mr Wein-
berger appealed to the Nat-
ional Security Council to take
up the question and submit a
report to President Reagan for
a decision.

* members of the Austrian Nat-

Last month the NSC sent
the White House its classified
inter-agency report on Iranian |
trade. This acknowledged the
split in the Administration,
sources said, but was so vague
that it was sent back for
redrafting. The Pentagon is
using the delay to press for a
cut-off in trade.

Since the fall of the Shah,
US trade with Iran has dwin-
dled to a fraction of what it
was.- Last year Iran bought
only $34 million (about £20
million) of US goods, mainly
small machinery and agn-
cultural products. America,
however, spent $600 million
on oil, carpets, caviar, gems,
glassware and nuts.

Meanwhile, the US is said
to have rejected an informal
request by Liberia for protec-
tion for about 80 US-owned
tankers flying the Liberian flag
in the Gulf. Other countries
whose flags of convenience are
flown by US ships, such as
Panama and the Bahamas,
will also be turned down if
they request protection.
® VIENNA: Two Green

-jonal Assembly have de-
manded a parliamentary in-
quiry into allegations that -
Herr Alois Mock, the Foreign
Minister, and Herr Karl
Blecha, the Interior Minister,
were involved in a cover-up
over illegal arms deals with
Iran worth £40 million (Rich-
ard Bassett writes). Both min-
isters have consistently denied
such allegations.
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HUNGARIAN TAX REFORMS 6\\)}“ ‘}"

i i In his minute of 30 June, Mr Cropper drew attention to an
article in the Financial Times about the forthcoming fiscal
reforms in Hungary. We do not have very much direct information

\ about the Hungarian reforms, but one of the members of thf? e

Department has been, 1in a personal capacity, assisting the N

Hungarian authorities on the introduction of a personal income
tax under an IMF technical assistance programme. A member of )(

Customs and Excise has a similar role in relation to the

introduction of VAT. Lo

s The first thing to note is that the tax reforms are an
integral part of the more general economic reforms of wages,
prices and "ownership" , by which is meant ultimately
decentralisation of ownership. A further component is the
banking reform which began in the first half of the 1980's with
the introduction of a two-tier banking system - consisting of a
central bank and commercial banks guided by business
considerations - which should lead to an integrated retail and
wholesale banking system and which will eventually be a primary

source of investment capital for industry.

c PS/Chief Secretary Mr Painter
PS/Financial Secretary Mr Taylor Thompson
PS/Paymaster General Mr Beighton
PS/Economic Secretary Mr Driscoll
Sir P Middleton Mr Bryce
Sir T Burns Mrs Smyth
Mr Cropper PS/IR

Mr Scholar
Mr Hudson
PS/Customs & Excise



3 It is very difficult to make any meaningful comparison with

the UK since Hungary is a "socialist" economy and exceptionally

centralised. There is no real corporate tax system as we know
e Instead, enterprises in the various sectors (agriculture,
industry, trade etc) are subject to a complex regime of

"regulation" which combines 1levies, taxes and subsidies in a
quite bewildering way. It will be a major achievement for the
Hungarians if they can get away from the sectoral approach and
tax enterprises on a uniform basis. Work in this area is at a
fairly early stage. In the meantime, the cut in the rate of
poefits ‘tax .dis . very . difficult to. evaluate; It will mean

different things in different sectors.

4, On the fiscal side, the reform package includes the
introduction of a value added tax and a personal income tax; both
to be introduced on 1 January 1988 and administered by the new
administration which is being set up. Each tax will replace a
variety of taxes. In the case of the personal income tax, these
include a rudimentary "general income tax" (which is precisely
not that) which applies only to certain incomes outside the
"socialist sector". The innovatory aspect of the tax is that
it seeks essentially to replace a hotchpotch with a single tax

that will apply to the whole population.

5, The Chancellor will not be surprised to 1learn that the

details of the personal income tax are the subject of a lively

political debate throughout Hungarian society. Individnal
pressure groups - agriculturalists, artists, home buyers, savings
institutions - are all fighting their corner. As a result, a lot

of the details remain to be settled.

6. What is not in dispute, however, is that the "tax unit" is
to be the individual - not the family or married couple. Tax
will start at about 20 per cent at about 80-90 per cent of
average wages and rise to perhaps 60 per cent at about 10 times
that figure. We understand that various possible scales have
been published and are under discussion. Tax will be deducted at

source from wages and other taxable income where possible. It is



not yet certain whether a full self-assessment scheme will be

introduced.

y I This is of course no more than an outline of the proposed
reforms, and we would be very happy to try and find further
information on any particular aspect which the Chancellor might

wish to pursue.

Ji P BRBRYCH
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FROM: S P JUDGE
DATE: 17 July 1987

(.

PS/C&E cc: PS/Chancellor
' Mr Scholar

HUNGARIAN TAX REFORMS

The Paymaster General has seen Mr Bryce's submission of 16 July
to the Chancellor, and would be grateful for a brief note on
the VAT aspects of this. The Paymaster does not want anyone

to go to too much trouble on this.

2% The Paymaster found it interesting that people in Hungary

5%

CEANR -

can earn ten times average earnings.

S P JUDGE
Private Secretary
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A W KUCZYS
20 July 1987

MR SCHOLAR
REVENUE DEPARTMENTS

The Chancellor has noted, in Mr Bryce's minute of 16 July on
Hungarian tax reforms, that:

"...one of the members of this Department has been, in a
personal capacity, assisting the Hungarian authorities on the
introduction of a personal income tax under an IMF technical
assistance programme. A member of Customs and Excise has a

similar role in relation to the introduction of NAT "

2. Is this consistent with the manpower problems of the Revenue
Departments? What other Governments are we advising?

d_yw

A W KUCZYS



cc PS/Chancellor
PS/C&E Vi
Mr Knox Vi
Mrs Strachan
5 2 Mr Scholar
\%‘_ Mr Nash
X

\ Mr Russell
Q\ S Mr Jefferson-Smith
I}y Mr Howard
Mr Wilmott
Mr Cockerell
Mr Bryce IR
Mr Driscoll IR

Mr Judge
PS/PMG

HUNGARIAN TAX REFORMS

The Paymaster asked for a brief note on the VAT aspect of tax reforms in Hungary. 1
am replying since I was seconded to the International Monetary Fund to act as

consultant to the Hungarian government on the implementation of VAT.

Background

Mr Bryce's submission of 16 July provides a general background to the tax reforms but
the following additional information may be of interest. Decisions taken by the
Hungarian government in 1968 which permitted a degree of privatisation and
subsequently the setting up of "special groups" in industry and on collective farms
which could work for the personal profit of the groups' members have led to a radical
change in the nature of industrial life in Hungary. The taxation system has not
developed along the same liberal lines as the economy and now constitutes a restraint
on further growth and risks provoking discontent amongst workers because of its

unfairness.

The words "taxation system" are misleading. The present system is an over developed
and extremely complicated machinery for controlling both prices and production. The
turnover tax has some hundred different rates and gives rise to liability problems that
make UK VAT problems seem simple. There also exist a range of production, wage and
profit taxes of breathtaking complexity. Such a regulatory system is at odds with an
economy now much more sensitive to market forces both national and international and
it no longer works. For instance it is common for state enterprises to incur tax bills
they cannot meet because they are not permitted to raise prices even though their
goods are in short supply. When this happens there is a negotiation with the authorities

over what should be paid. The Paymaster found it interesting that people in Hungary



- can earn ten times average earnings. In fact because of the ability of individuals to
participate in one or several profit making groups there is no ceiling to the income
they can earn. The present incapacity of the system to properly tax the incomes of
the new wealthy class had led to social unrest and has been an additional incentive to

adopt a new and more equitable tax structure.

Value Added Tax

A principal worry in advising the Hungarian government was that it would not relinquish
control over consumer prices and would adopt a VAT system with a multiplicity of
rates to control production. Fortunately the authorities decided to allow prices to float

and this opened the door to an orthodox VAT system.

There will be three rates - 20%, 10% and zero. The tax population is estimated to be
around 150,000. There will be the standard exemptions for financial services, health,
education, rented accommodation and cultural activities etc. Zero rating will apply to
some foods (dairy products), construction materials, pharmaceuticals and household

energy. Childrens clothes will not be zero rated.

Many changes to Hungarian law are made necessary by the introduction of VAT and
PIT. Provision for bad debts has to be introduced. The concept of joint and several
responsibility has to be clarified in relation to profit earning "special groups" otherwise
there will be problems with tax enforcement. Similarly the procedures for bankruptcy

and liquidation have to be changed, especially in the light of recent banking reforms.

Conclusion

The Hungarian authorities are committed to the introduction of VAT and PIT by

1 1 88. There are doubts as to their capacity to meet this deadline and a postponement
is not unlikely. In any event there will be considerable social and administrative
turmoil when the changes are introduced. Other eastern bloc countries are studying the
Hungarian experiment closely and if it is successful are likely to follow suit.

If the Paymaster requires further information I shall be happy to provide it.

I SAVINS

29 July 1987
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FROM: S P JUDGE \
DATE: 31 July 1987

MR SAVINS - C&E cc PS/Chancellor
Mr Scholar
Mr . tBryces "'TR
Mr Driscoll: IR
PS/C&E

HUNGARIAN TAX REFORMS

The Paymaster General found your minute of 29 July to me
fascinating. He would be grateful for a further report in,

say, March next year on progress in implementing the reforms.

NS

— -

S P JUDGE

Private Secretary
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'/‘ WASHINGTON
\(\ ‘ August 25, 1987 r’/
Dear Mr. Lawson:

On November 24-26, 1986, a unique gathering took place in Paris, France.
For the first time in history, cabinet-level ministers and leading business
executives from seven countries gathered for the purpose of promoting
private sector initiatives.

This unique International Conference on Private Sector Initiatives explored
ways that government and the private sector can work together to promote:

Charitable Giving;

Voluntarism;

Public/Private Partnerships; and
Corporate Social Responsibility.

C 0.0 O

President Reagan has encouraged this program in America and has recently
worked with other world leaders to promote it in their countries.

Enclosed is a copy of the Report of the International Conference on Private
Sector Initiatives. I hope you find it interesting and informative.

If you would like additional information about organizing a private sector
initiatives program or have any questions about this Conference, please feel
free to contact us at:

Office of Private Sector Initiatives
The White House

Washington, D.C. 20500

(202) 456-6676

Sincerely,

Pt Fogan

FREDERICK J. RYAN, JR.

Director of Private Sector Initiatives

Director of Presidential Appointments
and Scheduling

The Right Honorable

Nigel Lawson, M.P.
Chancellor of the Exchequer
Parliament Street

London SW1P 3AG

England

Enclosure
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FROM: P D P BARNES
DATE: ’L September 1987

!

MEETING HELD IN ROOM 51/2, PARLIAMENT STREET AT 10.30 am ON FRIDAY
10 SEPTEMBER 1987

Present: Economic Secretary /
Mrs Case
Mr Jaggers - Bank of England
Dr Timar — President of the National Bank of Hungary

|

Dr Karczag Managing Director, National Bank of Hungary
Dr Domokos Hungarian Ambassador
Mr Simor — Senior Manager, National Bank of Hungary.

ECONOMIC SECRETARY'S MEETING WITH PRESIDENT OF NATIONAL BANK OF HUNGARY

Dr Timar thanked the Economic Secretary for seeing him. He said
that he had also visited the Bank, the Foreign and Commonwealth Office,

and the National Westminster Bank.

IMF

2. Dr Timar explained the background to Hungary's current negioeétions
with the IMF. Since 1968, the Hungarians had been attempting to
steer their economy away from centralised direction towards more
market disciplines. Czechoslovakian developments had slowed the
progress of reform in the early 1970s but the momentum had now revived.
Recent developments included the introduction of a two tier banking
system in which two departments of the National Bank had been split
off and established as independent commercial banks, leaving the
National Bank to concentrate on its central banking functions. The
Hungarian Government was now attempting to reform the tax system
by introducing VAT and personal income tax. These reforms were giving
rise to unprecedented opposition, since a quarter of companies were
predicted to be losers from the change. The Government was nonetheless
hopeful of securing the passage of the Bill. The Government wanted
the IMF's support for these reforms and were negotiating for a Stand
By Arrangement of $1% billion over three years, although they hoped
that they would not need to make use of this facility. Dr Timar

said that he hoped he could count on UK support for these reforms,
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which were the most radical in Eastern Europe and in which a number

CONFIDENTIAL

of other Socialist countries had expressed interest.

3. The Economic Secretary thanked Dr Timar for his clear exposition.
He said that the experience of the UK Government enabled him to
understand the difficulties that lay in the path of radical reforms.
He was sympathetic to Hungary's attemplL to gain an SBA and expressed

a hope for a successful conclusion to their negotiations.

Exports to the EEC

4. Dr Timar said that he would like to try to end the discrimination
suffered by Hungarian export. to the EEC, which was inappropriate
to a participating member of the GATT. Negotiations on this had
been dragging on for some time. The Hungarian terms of trade had
been poor for the 1last 12 years, in respect of manufactures as well
as commodities, although the Hungarians had been particularly badly
affected by the fall in the prices of meat, grain, and aluminium
which were amongst their main exports. Hungary currently had a trade
surplus: “with ~the  Socialist . Bloc ' but  this  'could @ ‘not  continue
indefinitely and they hoped negotiations could be concluded quickly
to boost their exports to the West. Such a development would clearly

also help their financial position.

5. The Economic Secretary said that primary responsibility on this
subject fell to Mr Mellor. He hoped that, subject to satisfactory
agreement on the details, the negotiations would be successful, since
it was in everybody's interest for Hungary to balance its trade account

by boosting exports.

International Debt

6. Dr Timar said that he thought that it was important to find an
organised solution to the problems of international debt before the
purchasing power of the world economy shrank further. Hungary had
been affected by international debt problems through the contraction

of exporting opportunities in Brazil, Argentina, and Africa.

7" "Phe Economic Secretary drew attention to the Chancellor's

initiative on Sub-Saharan Africa, for which the UK thought that

FLECCANIRE SHPMECS. DR LIS R Sl CLA00 5 A VS L R B P AR ST IIPA O e AR T O S L T TR ISy
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specific debt relief would be necessary. For the rest of the world,
where debts were mainly to commercial banks, the Economic Secretary
said that the UK would want to see a solution along commeriéél lines,
perhaps involving debt/equity swaps, and would always subject to
the agreement of the IMF to any of the the proposed programmes of

reform. He thanked Dr Timar for coming.

fu

P D P BARNES

Private Secretary

ce PS/Chancellor
PS/Paymaster General
SiraG Littler
Mr Lavelle
Mr Evans
Mr Mountfield
Mrs Case
Miss Higgins
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Treasury Chambers, Parliament Street, SWIP 3AG
Ol=270 3000

16 September 1987

Frederick J Ryan Jr
Director of Private Sector Initiatives
Director of Presidential Appointments
and Scheduling ?
Office of Private Secretary Initiatives Ov
The White House
Washington DC 10500
USA

Deacr Mr Q@*CLH J

The Chancellor of the Exchequer has asked me to thank you for
your letter of 25 August and the attached report of the
International Conference on Private Sector Initiatives. The
Chancellor read the report with interest.

Yo Suncorely |
Costhy Kigdng

CATHY RYDING

Assistant Private Secretary
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'"My Dear Colleague,

As you are no doubt aware, the Portuguese Government approved on 31st March,
1987, a programme of macroeconomic policies for the next 4 + 4 years,
regarding the correction of structural problems of the Portuguese economy. It
is called the PCEDED - Programme for Structural Correction of the External
Deficit and Unemployment.

The July elections of 1987 did not affect the implementation of this strategy
of controlled progress and the Government did not only maintain the PCEDED

but it also included it in its programme, already approved by Parliament.

I have therefore much pleasure in offering you a copy of the english version

of the PCEDED, which I am sure will be of interest to you.
\\

AN <

e \ J fac] :
With my very best regards. N 4‘f[ 4’,/,3“ f/[fixw, EAD

U 4 /
, U R

Miguel Cadilhe Ky /J
Minister of Finance of Portugal"



MINISTERIO DAS FINANCAS

GABINETE DO MINISTRO

Sua Excel&éncia o Chanceler do

Tesouro

LONDRES
Lisboa, /¢ de Outubro de 1987

Meu Caro Colega

Como certamente é do seu conhecimento, o Governo Portugués
aprovou, em 31 de Margo passado, um programa de politica macro-
econdmica para os prdéximos 4 + 4 anos, atinente a correcgio
dos problemas estruturais da economia Portuguesa. E o chamado
PCEDED - Programa de Correcgdo Estrutural do Défice Externo e

do Desemprego.

As eleigdes de Julho de 1987 em nada afectaram a prossecugio
desta estratégica de progresso controlado e o Governo n3o sb
manteve o PCEDED como o0 consagrou no seu Programa, aprovado

oportunamente pelo Parlamento.

Tenho, pois, o prazer de lhe oferecer um exemplar da tradugdo
em lingua inglesa da Sumula do PCEDED, certo que estou do seu

interesse.

Com os melhores cumprimentos

Miguel Cadilhe S

Ministro das Finangas de Portugal
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FROM: P MOUNTFIELD
DATE: 22 October 1987

CHANCELLOR OF THE EXCHEQUER cc Chief Secretary
Economic Secretary
(L, Sir P Middleton
";’" 1M Sir G Littler o/r
' s I Mr H P Evans
M Mo tbeld s fine Mrs Case

. Mr J Halligan
POLISH DEBT @/L o L

The Paris Club plans a two-day negotiation with Poland next
week. This note brings you up to date on recent developments,

and seeks your agreement to the line we should take.
Polish Economy

2. The trend this year has been disappointing. The current
account deficit for the first half (in convertible currencies
only) was about $0.4 bn, compared with last years deficit of
$0.7 bn (0.9 per cent of GDP). Imports are rising faster than
exports and the trade surplus was down to $450m but the weaker
position on the trade account has been offset by an improvement
in net private transfer receipts. Poland is running an increasing
trade surplus with the other Eastern-Bloc countries, allowing
it to unwind the accumulated deficits built up in earlier years.
Domestically, although industrial production is up, bad weather
hit harvests, so that agricultural imports may be higher than

they were last year.
Overall Debt Position

3. Poland has an external convertible currency debt of about
$35 bn (45 per cent of GDP). This compares with foreign exchange
reserves of §$1.3 bn. Of this $21.5 bn is owed to Paris Club
creditors and $11.5 bn to the commercial banks. ECGD has about
$1.4 bn at risk and British-owned banks about $0.6 bn, making
a total UK exposure of $2 bn.



New Economic Measures

4. Against this unpromising background, the government is
pressing ahead with the next stage of its 'economic reforms'.
These are on the pattern which is also appearing in USSR, Hungary,
and to some extent Yugoslavia: a much more market-oriented system.

However, the inevitable first cost will be a steep increase

in consumer prices, as past distortions are eliminated and
subsidies removed. Jaruzelski intends to secure popular support
for his package by a referendum at the end of November. Tt

successful, this will give the regime a degree of legitimacy
which it 1lacks at present, and secure public acquiescence in
(if not support for) the necessary measures. But, given the
failure of the 1981 reforms which had similar objectives the

prospects of these new reforms working cannot be high.

Prospects for a Fund Programme

5. It is not clear how far these measures have been discussed
informally with the Fund. They involve a return to current
account surplus only by 1991 (rather than 1992, as previously)
and seem unlikely to be acceptable to the Fund, who believe
a much earlier return is possible. In any case, there is no
immediate question of a Fund Programme, though the FCO have

received some private indications from the US that they have

now removed their absolute veto. We suspect that the timetable
will postpone a final decision until the end of 1988 - ie after
the US Presidential elections. Mr Whittome of the IMF will

be in Warsaw next week, and has promised to keep Mr Lankester

in touch with developments.

Bank Negotiations

6. This has not held up the banks, who have pressed ahead
with a long-term debt restructuring exercise covering all $9
billion of maturities due out to 1992 (though there is a break-
clause which requires an IMF programme to be in place by 1989).

This rescheduling uses up most of the Polish payments capacity,



certainly in 1987 and 1988, and probably in later years unless
there is an unexpected improvement in the trade position. British

banks went along with this enthusiastically.

Paris Club

7 s That left very 1little for the Paris Club, who are once
again at the back of the queue. For this we have only the
Americans to blame: their Dblock on a longer-term rescheduling
agreement last year allowed the banks to get ahead of us again.
The Paris Club has so far rescheduled Poland four times and
all their maturities over the period 1981-86 have been rescheduled
at least once. The total value of debt rescheduled to date
is $15.5 bn, and ECGD's share of this is $0.9 bn. Poland, of
course, has accumulated arrears on these reschedulings of about
Si3: = bn The Paris Club has more or less agreed on its offer
to the Poles: to reschedule 100% of all debt falling due in
1987 and 1988, both new maturities and sums falling due under
earlier rescheduling agreements. This totals about $2.4 bn,
of which about $1.4 bn is previously rescheduled debt and $1
bn is unrescheduled debt. Our price for this would be a
substantial down payment on the accumulated arrears. We
originally asked for §$500m, but Poland has protested strongly
at this, and indeed this may be hard to attain, short of re-

opening the negotiations with the banks.

UK Line

Bie On previous occasions, you have agreed that we should accept
any deal which secures some cash return to the UK, the bigger
the better, and that we should press for greater parity of
treatment with the banks. I suggest we follow the same 1line
on this occasion. If you agree, I propose to try to redress
the balance with the banks a bit. The method would be to insist
on such 1large down payments of arrears that Poland would be

forced to renegotiate the deal with the banks next year. (The



Bank of England warned me that the reaction from the commercial
banks would be very hostile: they argue, that in addition to
rescheduling, they are continuing to make trade lines available,
whereas governments have cut off export credit facilities.)
I do not expect much support for this line, but I think we should
try, and fall back gracefully on consensus if we fail. I also
propose to make it clear that the UK will not participate in
any rescheduling for maturities beyond the end of 1988 without
an IMF programme in place. (This is also the position of France,
FRG and, I believe, Japan (though the latter has not yet shown
its hand).

Longer—term

9. If we can get a Paris Club agreement settled, which will
take us through to the end of 1988 and to a Fund programme,
we shall shortly have to consider what might follow. I believe
the right answer 1is probably a package, combining a longer-
term debt restructuring arrangement with a limited IBRD loan
programme (concentrating on expanding Polish export capacity)
with some co-financing by commercial banks and export credit
institutions. It may be possible, under an earlier and abortive
plan, to regard this as a form of 'project finance' with the
proceeds segregated into a special account and insulated from
future rescheduling requests. We are a long way from the need
for decisions on such an approach, but you should know that

this is the way things are moving.
Recommendation

10. I suggest you confirm that I should continue to negotiate

along the lines set out above.

b1

P MOUNTFIELD
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FROM: J M G TAYLOR
DATE: 23 October 1987

MR MOUNTFIELD cc Chief Secretary
Economic Secretary
Sir P Middleton
Sir G Littler
Mr H P Evans
Mrs Case
Mr J Halligan

POLISH DEBT

The Chancellor has seen your minute of 22 October, and is content

with the line you propose to take.

=3

J M G TAYLOR
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26th October, 1987

\B-O.QA Chrant ce\lon \

I have pleasure in enclosing a letter addressed to you from
the Portuguese Minister of Finance, Mr. Miguel Cadilhe, together with
Volume I of ''Strategy of Controlled Progress' that accompanied the
letter. A free translation of the enclosed lettcr is attached.

"tw«J\ ﬁww\\-!

pae

\W*Q \*124_¢.§-1~1~L#4-“(/q

(Joao Hall Themido)
Ambassador of Portugal

The Rt. Hon. Nigel Lawson, MP,
The Chancellor of the Exchequer,
The Treasury,

Parliament Street,

London, SW1P 3AG



FROM: P MOUNTFIELD
fL DATE: 2 November 1987
“

'
,
CHANCELLOR OF THE EXCHEQUER VJQ) cc Chief Secretary

\ Economic Secretary
Sir P Middleton
N Sir G Littler
Mr H P Evans
V Mrs Case

Mr J Halligan

POLISH DEBT

The Paris Club reached a successful agrecment with Peoland last

week.

It was well within the terms you agreed. I attach the

reporting telegram.

2

Two points are worth stressing.

a. The new Polish economic team seems determined to press
ahead with the reform package (a more market-orientated
approach; a strong adjustment programme, involving elimination
of subsidies, reduction of budgetary deficits, etc and an
increased hard-currency export surplus). IEs- abilitys = sto
carry this through will depend on public support, and the

referendum due at the end of this month will be an important

marker. But this time, wunlike 1981, I think they mean
business.
b. US opposition has eased a bit, but is still a problem.

The deal we have reached, covering all debt maturing up
the end of 1988, gives Poland a reasonable breathing space.
But the US will not allow it to be described as an interim
settlement pending an IMF programme - which is what it is.
US representatives tell me, and Mr Whittome of the Fund
confirms, that despite the reform programme, and the
accompanying political reforms, the US is not committed
to an IMF programme for Poland next vyear. This veto is

the result of Secretary Baker's personal intervention: Schulz



would have no objection. If it is maintained, we may need
to ask you, in concert with Balladur and Stoltenberg, to
intervene with Baker early next year. Without an IMF
programme, the Polish recovery effort will falter and fail

\ - and the UK won't get its money back.

[

P MOUNTFIELD
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first payment due on 30 June 1993 and final payment due
on 31 December 1997.
C-/.50iper cent of+the-arrears. incurred by 31 March 1987
on the 1981 agreement totalling $290 million to be paid
in four equal amounts on 30 November 1987, 31 December
1987, 31 January 1988 and 29 February 1988.
B As a result Poland will pay dollars 145 million by 31
March 1989. It was made clear in a side-letter that the
delayed payment of moratorium interest on the 1988 maturities
would incur Llate interest and that those payments will not
be rescheduled further.
4. An dinitial creditor request for payments to be made
into a Special Account was dropped in the face of strong
Polish opposition. There is no goodwill clause about creditor
preparedness to reschedule future maturities. The Poles
did noi gq:igiufiquiifqdfiiuyiﬁrlfﬂjﬁ?ted that this would
give them difficuLtiesK Bilaterals are to be concluded
by 3L May 1988.
Comment
5. weltiiwais. clliearstrom -the: outset ‘that  Doro'sz ‘had come. to
the Paris Club with the serijous intention of concluding
an agreement. In a presentation, notable for being much
more open and constructive than his previous appearances,
he said that the aim of the recent economic reform was to
increase the influence of market forces in the economy.

Restoration of realistic prices was particularly important

but this would depend upon approval in the forthcoming referendum.

Poland hoped to conclude a Standby Agreement with the IMF

as soon as possible and achieve balance of payment equilibrium

by 199L. 1In response to comments that this date wags unambitious

Dorosz argued that balance by 1991 would require export
volumes to grow by 6 to 7 per cent per year from now on,
which was twice the expected growth of world exports over

that period. Meanwhile Poland would need to ask Paris Club

s —— S —— e e e Ao ————— ot S T e e |

|
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Eféd{fdfé for a.furtherbrescheduling.
6% The creditors agreed at the outset to offer a rescheduling
consolidating all maturities falling due until the end of
L988, as the Poles had demanded from the start of this round
of negotiations. This was possible because the US had dropped
its previous opposition to rescheduling beyond the first
quarter of L988. The question for the creditors was the
amount of the downpayment to be demanded on the present
arrears and the date up to which the remaining arrears should
be capitalised. Several creditors expressed annoyance that,
following the commercial bank rescheduling, the Paris Club
were owed the most were again at the back of the queue for
repayment. However, although no one said so in iiiﬁ%ié?“mJ
was realised that this had happened because the US had prevented

an earlier agreement between Poland and the Paris Club and

that the agreement with the banks could not be unwound, et least behe 198§

7. The IMF estimated that Polish payments capacity to the
Paris Club creditors in 1987 and 1988 combined was between
dol'tars 0.8 billion and dollars 1.5 billionais This was after
payments to the commercial banks and other, mainly socialist
country, creditors. These estimates assumed a trade surplus
at dollar 0.25 billion greater than the Poles had told the
Paris Club would be generated. The wide range in the IMF
estimates arose because of uncertainty about the Likely
extent of private transfers and short term capital inflows.
8. The creditors agreed to open with a demand for dollars
{55 billion "and ‘settlie for: dolbtars-1 biltion and.a 10 year
repayment period. This compared with the demand at the

end of the previous negotiations for dollars 1.9 billion,
which was made before the commercial banks rescheduling.

The Poles opening offer was dollars 750 million compared
with the previous offer of dollars 400 million and a 12

year repayment period. After four rounds of talks agreement

was reached on the final package. This was not achieved

remart st s e e s e . St 1 it st vt e
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7

smoothly however. At one stage the Poles after having apparently
agreed to pay dollars 1 billion appeared to retract their
agreement, and reduced their offer to dollars 880 million

and refused to pay anything in 1987.

9. The final agreement reflected the insistence of the
creditors on receiving a substantial downpayment quickly

and at least some money in 1987 with the Poles insistence

on postponing at least some of the moratorium interest into
1989. Generally an acceptable outcome in all the circumstances
but the resentment expressed at the inequality of treatment
between the commercial banks and Socialist Country Creditors
(who have received all amounts due to them from previous
reschedulings on time) and the Paris Club (who have received
very Little of that due to them and that late) will be a

factor -ilp “futuwre discussionss
oY XiY
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FROM: J M G TAYLOR
DATE: 3 NOVEMBER 1987
MR MOUNTFIELD cc Chief Secretary

Economic Secretary
Sir P Middleton
Sir G Littler

Mr H P Evans

Mrs Case

Mr J Halligan

POLISH DEBT

The Chancellor has seen your minute of 2 November, and has
commented: 'géddi.“ He hopes that the new Polish economic team
do mean business. He also notes that he may need to intervene

with Baker, in concert with Balladur and Stoltenberg,’ early next

year.

26

J M G TAYLOR



