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INTER-AMERICAN DEVELOPMENT BANK
. REFRESENTATION IN THE UNITED KINGDOM

MORGAN HOUSE. | ANGEL COURT
LOMDON BECHH TH)

REPRESENTATIVE

19 May 1989

Deoe T ?wtﬂ,

Just to thank you very much indeed for being
instrumental in arranging the meeting between the
Prime Minister and the President of the Bank yves-
tecday.

Mr. Iglesias was delighted to have met Mrs.
Thatcher and was very pleased to have had the op-
pﬂrtunlty to exchange views with her on Latin
America.

1 thought the meeting went extremely well
and I know that Mr. Iglesias was most =atisfied
with, it.

Once again, many thanks.

?thi Ewnttrig?

hdps

Heoctor E. Luisi

Mr. Charles Powell
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FRESIDENT

The Rt. Hon. Margaret Thatcher, MNP CW"‘? r
Prime Minister and First Lord of the Treasury

10 Downing Street
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1 was very pleased to meet you earlier today and I
welcomed the opportunity to exchange views with you on Latin
America's current situatlon and its outlook for the future.
The problems facing the region are certainly serious, but
not unsurmountable. However, I feel that the efforts which
will be required to overcome the difficulties will be even
greater than the considerable ones made so far. I greatly
appreciated your thoughtful remarks and your many insights.

I am grateful for the continued support given by Her
Majesty's Government to the Bank's activitie=z. The role
played by British officials in the recent negotiations
leading to the successful agreement of the IDB's seventh
capital increase was most constructive and deserves to be
highlighted.

[ look forward to another opportunity of meeting with
you.

wWwith all good wigshes.
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10 DOWNING STREET

Fram rthe Private Secrerary 18 May, 1989.

-‘i“} 2l ¢ ..I'\”‘-.

FRIME MINISTER'S MEETING WITH THE PHESIDENT OF THE INTER-AMERICAMN BANK

The Prime Minister had a good talk this morning with Senor
Iglezias, whom she thought rather good news.

S5r. Iglesias was chearfully pessimistic about the prospects
in Latin America. The past dacade had been very difficult:
the outlock was not much better. Thera were some bright spots:
Chile, his own country Uruguay, and Boliwvia - not long ago
a2 joke country but now applying Thatcherite policies. He alsc
mentioned with approval nsw legislation on private investment
in Mexico, which represented an important breakthrough. The
problems of Latin America were poor public administration,
tegecther with economic and social fatigua. 5r. Iglesias and
the Prime Minister wyed with 2ach other in gloomy predictions
abour Argentina.

Turning to the affairs of the Inter-American Development
Bank, 58r. Iglesias said that he was not so much running a
bank as a hospital. He saw his role as helping countries to
change their policies and modernise thelr ideas. Ee was also
keen bto develop lending to support environmental policies.
The Prime Minister sxpressed sympathy for S5r. Iglesias' problems.
Ha nad to deal with countries who wanted to borrow money but
did not want to repay it or pay interest on it.

The Prime Minister asked 5r. Iglesias"' views on the debt
situation. &r. Iglesias said that he was trying to discourage
Latin American governments from being fixated on debt. There
was a tendency tg believe that selving the debt preblem would
salve all problems, which was simply neot true, Look at Peru,
which had failed to pay anything on its debt for five years,
but was in worse shape than ever. The essential step towards
overcoming debt preblems was the adoption of sound domestic
economic policies: Among other things; this would help attract
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capital back into the country, a crucial factor in a country
like Venezusla, where capital held by Venezuelans cutside the
country was twice the amount of overseas debt. He was also

a believer in the step by step approach. The Prime Minister
cautlioned against trying to transfer the burden of commercial
debt onto the taxpavers' shoulders.

I am copying of this letter to Alex Allan (HM Treasury),
Nell Thornton (Department of Trade and Industry) and Myles
Wickstead (Overseas Development Administration).

C-D.

'miree, ESg..
Foreign and Commonwealth Office.
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From :J L F bBulst {j:! |
.)a)

Date : 15 May 1589
¢ PS/Minister \w/out enos)
Frivate Secretary to the FPrime Minister

FRIME MINISTER'S MEETING WITH PRESIDENT OF THE INTER-AMERICAN DEVELOPMENT BANE,
18 MAY 1989

I ettech briefing Tor the mesting at 12.30. The briefing has been seen by Mr

Petien who observed that Mr Iglesizas i8 & good interlecutor and he hoped that
the Frims Minister would draw him out emn reglonal fs2ues = debi, eovironment,
[

politice — and not conceptrate on the TADHE.

= Az the relevant Under-Eecretary and UK Alternate Governor Tor the Dank 1

chall attend az reguired.

3. The Forsipgn Seeretary ha C EE e Benor Iglesdas ot 3pm on 19 May

and has been given similar

rnaticonal Divieion
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STEERING DRIEF FOR FPRIME MINISTER'S MEETING WITH PRESIDENT OF THE INTER-AMERICAN
DEVELOPMENT BANK (IADB] SENOR ENRIQUE IGLESIAS - LONDON - 12,30 PM, 18 MAY 1989

We joined IADB for commercial, political and development reasons., It iz not an
ideal institution: il has been regularly bedevilled by disputes between the
main Latin shareholders and the US, and by 17 years' poor management by the
provious Fresident. Bul under Iglesias' forceful and informal style it has a
chance of becoming an important economic instrument in the 19908, topether with

the World Bank, to help get Latin America back to growth and deal with ite debt

provlems. IL is also very well placed to set the Latin eountries thinking mare
r—— L - e e
pogllively sbout environmentsl lssues. We have led the 17 non-regional members

-

(all very smell sharehoclders), in workinmg to evercome cbstacles to agressant
just before Easter on & $26bn (77%) Increase in the Bank's pEsOUrces, and in
BUpporting the President's drive te overbaul the Bank and malks it more

gfficient.

2. Iglesias is good wvalue, and we want o encourage him to continue to push for
sengible economic policies, open markets, and bBetter ecvirormentsal management.
Unlike some non-regional eountries (eg Japan, Germany, Frence) we hove no wish
o lnerease the non-dAmerican stake in thes Bank, an idea with which ke has toyed

bBut which would reqguire difficult Charter amendsents
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PERSONALITY NOTE
S5ENCH ENHIQUE ¥V IGLESTIAS

Horn: 1930 in Spain but grew up in Uruguay, Graduate in economic: and

T

buginess administration. Studied in the Qﬁj:Pd Statee and France. He has

= —
hald distinguished postse in Urogusyvan Government amd various agenecies wikthin

the inter-American system,; but ie debarred by his birthplace Troa standing

for Pregidency of his country,

From 1272 ta 1985 he was Execcutive Secretary of the UN Ecenemlc Commission
for Latin America and the Caribbean. He aleso accupied lesding UN poasts an

rencgakle sogrces of ENETEY .

From 1885 to 1 April 1088 he was Minister of Forelpn Affalra far Uruguay.

He chaired the meeling of Ministers which launched the Urvupuay Round af GATT
negotiatiens. He has alse been genorally helpful to Britain over the

Falklande, a# Tar az the opportunity arose.

On 1 April 13988 he became President of IADB for a five-year term.

RESTRICTED
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BRIEFING FOR FRIME MINISTER'S MEETING WITH PHESIDENT OF THE INTER-AMERTCAN
DEVELOPMENT BANK [(IADB)} — SENDH ENRIQUE TGLESTAS,
LONDON - 12.30 PM, 18 MAY 1539

Sur ' Objectives

To underline our interest in the region and our support for the Bank's role in
relieving poverty and helping its borrowing countriss to cope with

envirormental and debt problems.

aenor Iplegiant® bhjectives

To bring the Bank and the problems of the region to the sttention of the Prime

Minister.

Pointe to -Malke

(a) Bank's role
i Congratulations on alt last getting your capital replenishment agreed,

though 1 undergtend it was a cliffhenper. Gled Britein was sble to help.

=1 Undergtand you will work slongside World Bank in giving Tast—spending
———————————y

loans to debbtor countries following sound adjustment plans. Can your Bank also
dZo ¥ o improve the @nvironment for private investment, and get more

commercial bank co-financing?

3. Are you thinkling of & role [or your Bank in debt reduction? We belisve
debt reduclion by comerdial banks will help return to long term growth. But

the Brady Plan ceusés some problens = we are opposed to transfer of commercial
oy
risk to taxpavers - apd lts impact won't be =0 great as debtors seem to expect.
— ]

4. What more can your Bank do to get Latin Americe more interegted in
protecting ita own enviromoment? Brezil in particular: we have recelyed over

Ul lettera on proposed World Bank loan for power (now shelwyed)

RESTRICTED
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b} Hegional issues

5 Argenting: Your views on ouvtcome of elections on 14 May s We leome
continuation o demooratic process. Hops Transitlon period w111 be peacetul .
Wetye tried crepeatedly to move towsrds moere noepmal relations.  Hut Arpentinn
response dil gsappointing:; persist in pointless trade disorimination ilg:_1f.r|'_=l UK,
and insist on linking any normalisation of relations to discussion of

sover=ignty.

. Brazil: Economic and political prospects? Likely outcome of Brazilian

election?

-

i Central America: Peace process an essential firet step towards

ecgonomic development. But countries must look at theldr own economic policies
toc. HNicaragua the worst example of economic mismsnsgement. Others {(Honduras,
Coata Rica) could also improve performances with more realistic policies — asz
has Maxlco. Panasa: a specinl case. No prospects for mormalisation of

US/Panama ecocnoaic pelations while Noriegs remains.

RESTRICTED
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BRIEFING FOR PRIME MINISTER'S MEETING WITH FRESIDENT OF THE INTER-AMERICAN
DEVELOPMENT BANK (1ADE) — SENCE ENRIQUE IGLESIAS, LONDON - 12.30 PM,
18 HaY 19849

Essfntial Facts

15 The Bank: Set up in 1959, it lends, and givea technical
e et

oooperation, to all Letin &merican countries except Cuba end to five
e e
Commonwealth Caribhean countries |[(Bahamag, Barbanos, uyans. Jamaica and

Trinidad) . The and other non-regional countries joined in d9F6. No

nen=regional has more than about 1% of the voting power: the IS has over

e s ]

A% and Canada over 4%. Total capital at 31 December 196BE waa US$34
o

—— el

billion. There i a small Speecial Fund providing lew cost losns to the

e — -

E——
poorest countries, including Guyana.
==

-1

2 The last President resigned in early 1988 after two yeara' wrangling
over a new capital dncresse and the acooapanying institutlionsl and policy
changes demanded chiefly by the US. Iglesias has worked wvery hard since he
took over 8 year ago amd in March 1989 -a capital inmcrease of USHE26 billion
and an increase in the Fupd of USHE230 million were finally sgreed. A5 &

result the Bank will lend about US322X bn owver the nexi Tour years.

2. The 17 non—regional members are divided into two Groups
:!l.-.-rrr'!'.rll::-nrl'lr!g ko who holds their two Directors® ohairs. Aritain -Eul:‘r"FI‘lL‘l._',.'
cheire one Group, but offecctively led all 17 in the laot phaae of the

rlrlgr}tiilti:}rtt‘: in a4 songtructive role a9 honest hrokeps,

4, Sa far the IADE has not mooted plans to lend far cemmercslal debt

reduction, but part of the agresment negotiated will allow the Bank +ao Eivo

o

last-spending policy-based loans to countries following adiustaeni

programmes. The JADE, with no previous experlence, will werk anly in tandem
]

with the World Bank for at least two yearp, But the 1ADB may also be able

to gsocure more privete commercial bank finaneing, which hes almoat dried up

since the debt erisis began, by rewvising its arrangements for co—financing.

Its wvoice In favour of economic liberalisation may also be very important as

the tide of Latin American populism returns.
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B On- appointment Igleslas declded of & major programme of renewal and
recrganieation for the Bank which had become inefficient, overstaffed and

inflexible through many years of atrophy. This iz atill under way.

3 Debt: ‘Since 1982 Latin America's serious debi—servicing difficulties
have been deslt with almoat entirely by creditors deferring paysents due and
praviding new money conditianal on debtors undertaking adjustment programmes £o
imprave their long-term deht-servicing capacity. This siralegy was confirmed in
the Baker Plan in 1985. Howewver, by 1988 thia spproach was encountering

increasing difficulties.

14 Leat March, the new 115 Treasury Secretary, Brady, proposed a new

approach. This iovalved financing from the INF and IBRD, {(most, but not all, of

which would have been lent to the affected countries snywsy], conditiensl on

debtors abserving adjustment programmes agreed by the IMF. Urder the plan,

IMF/IBRO would lend

a). Tor debtors to buy back their debt for cash at a discount:

b te provide collateral or puaranteess on bords whish could be

exchanged Tor exlsting debt, again at a discount; arnd

o) to provide partial intereat support for restructuring existing

debte at face walue, but with a reduced interest rate,

B The Brady Initiative has pgenerated very high expectations among
debtors, which could not be satisflied even if it were i mplemented 1o full. The
benke have besn peneral ly lukewarm, and atrongly opposed o general waivers. We

oursalves oppose the transfer of rishk from commercial banks to povermments, and

have concerne about ite impact on IMF end IBRD finances, end sbout some specific

proposals [eg guarantees). However, the general putlimes of the proposals were
brosdly approved at the IMF and World Bank's Spring Meetings in April, and

discumsicns are now proceeding in their Execotive Boards.

RESTRICTED




RESTRICTED

. Environment. While ocur bilateral ald goss mostly to the poorest
countries, public copcern over destruction of the fmezonien forezts has foocussed
orl mistaken past projects by the World Bank and 1ADE. Iglesiss is doing his
best to reéepair Tences with envircneental critice, but hes to cope with strong

rasistance By Brazil (a major shareholder) apd cthers. Brazdl opposes debt forp

nature sSwaps.

— —y]

16 The "Deglaration of HBrasilia", issued by Latin fAmerican and Caribboan
Envircoment Ministers on 31 Merch, reeffirmed the pricciples "that esach state

hes the scvereign right to freely mensge itse natural resources"” but emphasised
the need for international cooperation &t gll lewvels. The Braziliane pot into
Lher Dealaralblon & :»."Ir-:’lr'lg emphasis on the resgtrictive & Tect of Torelgn deat on

el fTective environment planning and management.

fa The beat way forward - which we are trying guraslves an & amell scale =
mist hé o persiade horrowers to ask or dirent Ir'nr!1h-g far Ayl ronmeEntal
improvement. This ecoculd include help te attack the CFPO peobhlem as well as to
oongerve forest diverai oy - TADR enviranmenktal procedures have Improved,

p;p+.'i|:||'|_r4r|_',.' ainge lplesiag’? appnin‘:men:,

12 Argenting. In tha Ppesidential eleactions on 14 May Mr Carlos Mensm of
the Peronist Party obtained a majority sufficient to ensure his nomination as
Pregident of the electoral college. The new President ie scheduled to take
office on 10 December. Wa are soneerned By his threata te sxpropriate British
propesrtyl  we haps they will remain pre-nlectian phataris. We have noted

etateamente on the Falklands that blaaod might need to be shed to pngan'r,_ tEhii

Ialande. Mr Menem hag alse stated that he wouold advance r'|rgr'1'| tina's "elaim" :.'j:.'

—— el

di E‘J] l:'&||||::1.J o Medans & ] QN

e

1 Brazil. Inflption in 1988 was almost 1000%. The government's efforts
+ o oy ittt

il =} br'it:E thie undar cantpral [the "Summer J:'1_=|I|":I have not really worked; prices

roge by only 3.6% in February but inflation iz now increasing again,

Pregident Sarney appears content to let the economy muddle through until

Pregldential elections In Novembtr. The sain right—cf—centre candidate for the

Pregldepey=Ulygsee Guimaraes - Le no matech Tor either of the two left—wing

e e,
candidates; Leonel Brizels {ex—pgovernor of Bio de Janeiro) and the radical trade
——— et

Urionist Lula. The bast candidate ia probably Fernando Collor de Mello, who is
e

comal tted to reforming the public service.

— ]
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14d. Lentrali America. We ars Ccomlng under 1NOreASINE pregsure to back -our

meral support for the Central American Peace Process with Cinpncial suppori.

But we have Little or no leesway for increased aid to the r'r-girln, and in any case
have reservaticne sbout some aspects of the sid sought. Apart from our
urwillingness to suppart the Sandinista regime in MNicarsgua, we should alsoc not
wigh to mgasiat in the sort of debt relief schemes being sought by the Central

Arericans.

15. Panama. Situation remaing Tluid following annulment of 7 May Prosidential

elections. I'-En:'E-r.g.;l shows no sipgn of standing down. Diplomatic initiatives by

Latin Aserican "Bic" Group and the Organigation of American States appear to

effer the best hope of rescolving the problems.

International Financial Institutions Department

¥ay 1883
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FRIME MINISTER

MEETING WITH THE PRESIDENT OF INTER-AMERICAN DEVELOPMENT BANK

You have agreed to see the President of the Inter-American
Development Bank briefly on Thursday. Senor Igleaias iz a

former Foreign Minister of Uruguay and highly regarded. Hfe

chairad the meatings which led to the Council of the Uruguay
Round of GATT negotiations. He was also helpful to us owver
the Falklands.

I don't see any need for yvou to spend time discussing the
Inter-Amarican Development Bank. Rather, you might use the
opportunity to talk about some ganaral Latin Amarican LleEsues,

i —

notablys

- Argentina. The implicaticns of Menem's wictory and tha
gconomic prospects.

- Brazil. Prospects for the Brazilian economy, whare there

are elections in Wovember.
- [

Central America. Developmenta in Micaragua and Panama.

- Latin American Debt, in particular his wiews on the Brady

plan for debt reduction.

- Environmental issues. The Brazilians remain strongly

opposed to debt for nature swaps. The best way to proceed is

__-_—-_ i
probably to persuade borcowers to seek loans for epgvironmental

improvement = =.g., Measures to conserve forests as well as

tackle CFCs.

Thare iz a fuller background note about the Inter-American
Development Bank in the folder. S8r. Iglesias has been in
charge since last year, and has started to spruce up its
operations and has reached agreement on a capital
replenishment.

- h:'ll

CDP

15 May, 1989.
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THE_INTERNATIONAL DEBT PROBLEM s Ja‘f
Y

The attached "Internatiomal Briefing” froem the Heritage

Foundation in Washington offers a fascinating insight inte

o —

Lhe problems of Peru.

-

Forty per cent of Peru's GDP 1s generated in a Black Market

created by all embracing State regulation and corruption;

more than half of the people live off this "informal sector™.

The Briefing givee some very interesting éiamples of its

vigour and ingenuity (more than half of the electricity
— . : _—
produced 1in Peru i1s uanaccounted forl)

e ———

—

Peru is deep in debt; as the price of their assistance,

the IMF and World Bank want to bring about structural change
which would ¥frea the markets and remove the distortions

] . - . -H_-_'-— "
and 1inefficiencies which have stunted economic growth.
— —————

¥Yet their aid is channelled through a regime which shows
-?-ﬁ!--t- - A , —
that it has no interest whatever in giving i1ts people real

lgéal rights to own property and trade freely.

—

The conclusion 1is that only when the creative energies of

people like the Peruvian Black Marketeers are "legitimised®
T ——

in a free market society will the problems of poverty be

vackled. s EEH
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‘& International Briefing

“Heritage “Foundation

Nﬂ_lH J Tha Heritage Foundation = 214 Massachusetis Ave.. ME. ¢ Washington, D.C. 20002 = (202] S46-4400

March 1, 1959

THE LESSONS FOR U.S. POLICY MAKERS
OF PERU’S GRASS ROOTS FREE MARKET REVOLUTION

by
Hernando De Soto®

INTRODUCTION

The debt erisis and continuing economie stagnation in Latin America raise
major concerns for United States policy makers, Millions of Latin American
families suffer declining living standards or abject poverty, disturbing most
Americans and undermining political stability. Some radical politicians in
Latin American countries threaten to pursue anti-Western policies. Debt
defaults threaten many U.S. creditor banks. And U.S. exporters find their
traditional customers in the region unable to purchase their products, adding
to the ULS. trade deficit.

The Reagan Administration, the International Monetary Fund, and the
World Bank, among others, over many years have tried to deal with the crisis
through new loans and economic assistance, accompanied by advice on
econnmic reforms. In most cases, reforms have not come and countries have
been left even poorer.

Ignoring the “Informal Sector.” Some critics blame the problem on Latin
American culture. They argue that Latins simply are “not suited” for a free
market system or that they have a “slower” lifestyle — in other words, that
they are lazy. Yet most Western policy makers concerned with the less
developed world ignore the most important and revealing economic
phenomenon in the Third World today: a vibrant grass roots free market
revolution against oppressive state control of economic activities.

*Hernando De Soto, the President of the fstituto Libertad ¥ Democracia (ILDY), was asked by The Heritage
Foundation for his ohservations aboul the Peruvian economic situation and its relevance (o development policy,
De Soto responded with the following comments.

Nore: Northing wrifen bere s fo be oonsfirad as mecessardy reflaching the weas af The Hariags _l'|::-'_.l1r_|:.';r.;'..l1 oF a5 an
aitenTid fer &l ov imdar tha passage of any b bafore Congrass.




The Instituto Libertad y Democracia (ILD) in Lima, Peru, has conducted an
extensive empirical study of the “black market” or “informal sector” activities
in that country. These economic activities consist of the pursuit of legal ends,
such as manufacturing, housing construction and retailing. The only thing that
makes them “black™ is that they evade government regulations and taxes. The
results of the ILD study are startling. Among them:

+ + Informal sector activity equals nearly 40 percent of Peru's Gross
Domestic Product.

¢ ¢ Over haif of Peruvians survive through informal sector activities.
+ + Almost seven out of every ten new dwellings are constructed “illegally.”

# # Of the large retail markets in Lima, 274 were built by so-called
“informals,” while only 57 were constructed by the state.

¢ # Nearly 95 percent of Lima’s public transportation is run by informals,

Peruvians are driven into the black market by their government's harsh
control of the economy. Example: the ILD has found that securing a license
to open a small manufacturing operation in Lima takes 289 days and costs 32
times the monthly minimum wage. To obtain legally a tract of abandoned
government land and permission to construct a house would take 6 years, 11
months.

Limiting Economic Growth. Most Peruvians find informal sector activities
necessary for their survival. The system, moreover, is all that keeps the
country economically afloat. The trouble is that this system is extremely
wasteful and limits economic growth. The informals, for instance, receive no
protection of law. Therefore the risk of entering long-term business
agreements with firms or individuals other than friends and family members
is too great for most informal entrepreneurs. Thus they often are forced to
agree to less efficient arrangements.

Similarly, the lack of legal titles means that entrepreneurs cannot use their
businesses or land as collateral to secure credit; they must rely on expensive
forms of credit or else their businesses grow only as fast as their own savings
permit. In addition, it is usually impossible for informals to secure insurance,
adding to the risks of doing business. And because authorities can act against
informals at any time, there is a great disincentive to invest in business
expansion.

Hamstrung by the Elites. The cbstacles facing informal entrepreneurs
stem from the fact that Peru has never had a true free market tradition.
Various political factions and interest groups always have sought economic
advantage through redistribution of wealth achieved by political power and
influence, Interest groups use laws not to protect legitimate activity, but
simply as a means to gain wealth from others. Ruling elites of the left and
right never have favored economic freedom — the right of each individual 1o
earn a living through free economic transactions and to be secure in his
property against infringements by the state.




What is missing in Peru and many other less developed countries is

| economic freedom, including the protection of the private property of every
individual by the laws and governments. There 15, moreover, virtually no way
for the people to influence the enactment of laws and regulations that
adversely affect them. The political system is closed. Yet the existence of vast
informal sectors proves that the Peruvian people are hardworking and

- entrepreneurial. Black markets also demonstrate that government control is

the major cause of poverty and destitution.

THE KEY ROLE OF THE INFORMAL SECTOR

World history since the Middle Ages is dominated by the spectacular
| economic rise of Western Europe, North America, and Japan to remarkable
levels of prosperity. Since the end of World War 1, a number of Asian
countries have joined the ranks of the prosperous. By contrast, Latin
American countries have progressed only in fits and starts. Indeed, since the
debt crisis began in 1982, most Latin American countries have suffered
serious economic sethacks.

Some policy makers have suggested that more money for these countries is
the answer. Others, including several prominent Latin American politicians,
advocate debt forgiveness. Peruvian President Alan Gareia, for example, in
1945 unilaterally announced that his country would devote only 10 percent of
foreign currency earnings to debt payments; this, in effect, is a debt default.
Despite the popularity of that move in his nation, Peru’s economic decline
has since accelerated, with inflation now reaching 1500 percent.

Myths About Latins. Some observers contend that the economic situation
in the region is bad because Latin Americans are not suited for the sort of
activities demanded by a modern free market system. Business and
entrepreneurial skill are said to be lacking in Lafin peoples, Others blame the
problem on the Roman Catholic religion, maintaining that it makes its
adherents “passive” and “docile.” 5till others suggest that the lifestyle of
Latin Americans is simply “slower” than in rich, industrialized countries, This
15 a tactful way of saying that Latins are lazy.

Hun: of these s¢ explanations holds up under study.

Thﬂ fumum: Libertad y Democracia (ILD), a Peruvian research
organization, has conducted an extensive empirical investigation of the
problems of Peru's economy. The results reveal a vast underground economy
or informal sector in Peru. Activities include the construction of houses and
commercial buildings, manufacturing of clothing, shoes and furniture, and
retailing of all kinds. None of these ventures meets government requirements
and regulations or pays most taxes or other legal costs. The ends are
legitimate, while the means are not. This distinguishes informal sector
activities from activities that are illegal under any circumstances, such as
embezzlement, robbery, and drug dealing.




The ILD study finds that 48 percent of the ecopomically active population
in Peru and 61.2 percent of total hours worked are in the informal sector.
Informal sector activities are equal to about 38.9 percent of the Gross
Domestic Product of Peru. The ILD estimates that if current trends continue,
the black market will be valued at reent of legal economy. Most
Peruvians operate in part in the informal sector and in part in the formal
sector, which is in compliance with government regulations. Thus operators
of informal bus lines usually agree to charge fares mandated by the
government in exchange for government acquiescence to their informal
activities. But the informals still might avoid taxes, licenses, and safety and
insurance requiréments.

The ILD studied in detail the extent of informal sector activities in several
major sectors.

Housing

The influx of peasants from the Peruvian countryside, combined with
government policies, has led to serious housing shortages, especially in the
capital city of Lima. The result has been an explosion of informal housing
constructed without proper government authorization, usually after what are
called “invasions,” the illegal occupation of government land. The [LD
estimates that by 1982, some 42.6 percent of the housing in Lima was the
result of informal sector activities. In 1985, the research group estimates, 69
percent of all new houses built were in the informal sector. The value of all
informal housing investments between around 1960 and 1984 was some 38.3
billion, compared with state-sponsored housing valued at only $176.6 million,
a mere L1 percent of the informal amount.

Some informal sector housing results from gradual encroachments on
private land. Farm workers with the right to live on the owner’s property, for
example, are joined by relatives and friends. The result is small settlements or
even towns. The property owner with no plans to utilize such land might not
consider it worthwhile to evict these squatters; then it becomes physically
impaossible to do so.

Holiday Invasions. Far more common are large-scale invasions, usually of
unoccupied government land. Such invasions typically are not violent, but
they are organized, swiftly executed, and carefully prepared o meet
counter-moves by authorities. Usually a deserted piece of land is chosen for

| its proximity to other settlements, and easy access to electrical wires that can

| be tapped for power, and for its defensibility against authorities. Planners
enlist enough invaders for a critical mass, making organization and

| development possible while making it difficult for authorities to evict the

| squatters.

The invasion usually occurs on a national holiday, when government forces
are less prepared to respond, and squatters erect straw mat huts on assigned
lots, only gradually replacing them with more permanent structures.
Committees are established to supervise construction, defense, provision of




food, and care for children. Agents are even employed to begin negotiations
with the government for legal recognition of the setilement. Later,
settlement leaders might negotiate with informal bus lines for service.

Ovwer the years, as squatters become more affluent, usually through
informal economic activities, straw mat roofs and walls are replaced by tin or
bricks. Building is gradual, as savings are accumulated, and roads and other
facilities are financed by neighboring “homeowners.” The result is
communities in a permanent state of construction,

Infarmal Trade

Most retail sales in Peru are conducted by roaming vendors, in informal
street stands or “pitches,” or in large, permanent, yet still informal markets.
The ILD study finds that in Lima in 1986 there were 91,455 vendors in the
streets, occupying some 79,020 pitches. The city in 1985 had 274 large,
informal markets, distinct from street vendors. These were located away from
public thoroughfares and consist of buildings with permanent stalls,
refrigerated storage, and electricity. A favorite location for vendor pitches is
‘on the outskirts of informal markets. Only 57 markets existed that had been
built by the state, a mere 20 percent of the informal amount. In the 239
informal markets surveyed there were 38 897 Peruvians working in 29,693
stalls, [LD estimates that 125,000 individuals were directly dependent on
these markets for employment.

Informal merchants often begin as street vendors. Such vendors usually aim
at establishing a more permanent stand or pitch on the street, so that they can
keep larger supplies, sell more products, and develop a regular clientele.
When a number of vendors congregate on a street, a minimarket can
develop. Some 6l) percent of pitches sell, and sometimes prepare, foodstufis.
Around 17.5 percent sell personal accessories and 13.7 percent provide
services. In some pitches small scale manufacturing of such goods as shoes,
clothing, and furniture occurs.

Vendors’ Rights. Since the rights of street vendors are not fully protected
by the state, an extra-legal system has arisen to regulate such retail activity. A
vendor who remains in one location develops an informal “special right of
ownership” recognized by fellow vendors and conferring certain privileges.
Thus another vendor attempting to occupy an established pitch would meet
strong opposition from the informal right holder as well as from other
vendors. A vendor with a special right in many cases can even “sell” his pitch
or place on the street to another vendor. The ILD has found that pitches cost
an average of about $700. Yet because it is a place on a public thoroughfare,
the informal special right sometimes is tenuous. Increased traffic congestion
or complaints from neighbors can lead to the eviction of vendors by
authorities.

In an attempt to secure some legal protection, many vendors
conscientiously pay an excise tax, averaging about five cents per day, which
the municipal authorities require for the right to sell anything in the city.




Though this tax could be evaded, and though it does not confer state
recognition of the right to sell from a particular pitch, both residents and
authorities see it as a gesture to comply with the legal system, and officials
are apt to look with greater favor on such tax-paying vendors.

The vendors have organized themselves into self-defense groups.
Associations or alliances of small businessmen, usually operate in one area or
neighborhood. A federation of these groups covers a number of
neighborhoods. At each level of organization, these groups attempt to protect
vendors against attacks by state authorities, formal businesses, or other
vendors.

Public Transportation

Public transportation is another major sector in Peru dominated by
informal activity. The ILD has found that 91 percent of the 16,228 vehicles,
from station wagons to large buses, providing transport services in Lima are
informal. If taxis are included, the informal portion rises to 95 percent. The
replacement value of vehicles in 1984 is estimated at $620) million, with an

‘additional $400 million invested in such infrastructure as informal gas pumps,
repair shops, and storage facilities. Since these carriers operate in part or
entirely outside the law, they cannot obtain insurance, credit, or legal
protection of contracts.

An individual with a vehicle might simply run his vehicle along a certain
route, stopping at different locations to pick up customers. But individual
owner-operators usually join a group, so that interconnecting, potentially
more profitable routes might be established and coordinated, with designated
stops. Drivers and vehicle owners, moreover, tend to establish committees to
advance their interests. The leaders of committzes are elected democratically
by the members. Funds contributed to the committee are used to purchase
such items as fuel in larger, less expensive quantities, provide credit to
members, and buy limited self-insurance against damage to vehicles, Even
more important, committees deal with the authorities — or bribe officials —
to protect their routes. These committees oftzn ally with larger unions or
federations to deal with the central government authorities. Transport
operators, for instance, often charge fares mandated by government in return
for low official gasoline prices or other benefits,

THE COSTS OF FORMALITY

The massive informal sector activity in Peru raises the obvious question:
why do entrepreneurs choose to bypass the legal system, sacrificing the
protection of the law and possibly incurring penalties or direct physical
assaults by government officials? The main reason, according to ILD
research, is that official regulations, red tape, and corruption are 50
oppressive that it is extremely costly to gain access to the legal, formal sector,
or to remain there once established.




Examples:

Retailing. ILD researchers in 1983 tested the system by taking all the steps
needed to open a street kiosk. This required 43 days of dealing with
bureaucrats and 55%0 in costs and lost wages, an amount equal to 15 times the
monthly minimum wage in Pern at that time. In the U.S., such permission can
be secured in a few hours.

Manufacturing. An attempt to meet all legal requirements for establishing
a small textile manufacturing facility was even more costly and time
consuming, [LD researchers decided that bribes, which are usually solicited
by government officials, would not be paid unless absolutely necessary to
continue the process, because poor Peruvians seeking to establish a legal
business normally cannot afford such payments. Ten bribes were solicited but
only two had to be paid, The results: 289 days of full-time effort were
requirad to secure eleven permits, at a cost of $1,231, or 32 times the monthly
minimum living wage.

Housing. The time necessary for a group of prospective settlers legally to
secure an abandoned tract of government land and win approval for plans to
construct a dwelling was too long for a direct test. Thus ILD investigators
instead consulted records of actual cases to determine the average
requirements for each step. The figure: 6 years and 11 months.

THE ECONOMIC COSTS OF INFORMALITY

While the costs of entering and remaining in the formal sector is high,
remaining in the informal sector also is costly. The most direct and obvious
burdens are borne by the entrepreneurs themselves. But this also translates
into an enormous and avoidable drag on the economy.

Costs Borne by Entrepreneurs

Informality means freedom from red tape, but it also imposes costs on the
informals.

First, informal sector participants pay a high cost to avoid punishment or
state action against their operations, Much time and energy must be
expended to organize self-defense with other informals. The ILD estimates
that informals must pay 10 percent to 15 percent of their gross incomes in
bribes to public officials for what limited and uncertain protection they can
secure.

Second, informals transfer a great deal of funds to the government without
receiving in exchange the protection of the law. For example, informals do
not pay or collect sales taxes in their dealings with the public or with one
another. Yet when informals purchase supplies from the formal sector they
do pay such taxes. The ILD estimates that in 1985 informals paid $813 million
in cash taxes, equal to 5.7 percent of the official Gross Domestic Product.




Third, inflation of the currency is a means by which governments extract
purchasing power from people. Because they do not have access to credit,
advanced techniques for transactions, and interest-bearing accounts,
informals tend to hold more currency. The ILD estimates that inflation cost
Peruvians $554 million in purchasing power in 1985, an amount equal to 3.8
percent of GDP. This loss falls disproportionately on informal sector

participants.
The Costs to the Economy

The need of citizens to engage in black market activities is not just costly 1o
the informals themselves. The whole economy suffers. In particular, the
absence of good laws to protect private property undermines economic
growth and helps keep Peru impoverished. For instance, the lack of clear,
legally protected titles to property, whether to a piece of land or to a retail
outlet, reduces incentives and opportunities for productive enterprise. The
less secure that property is, the more reluctant informals are to expand
business operations or to invest in better housing. Thus informal businesses
tend to be under-capitalized and not as productive as they could be, slowing
down economic growth.

The lack of a property title also makes it extremely difficult for informal
firms to secure insurance or to borrow money. An illegal enterprise or
occupied piece of land cannot be used as collateral for a loan. Thus Peruvian
capital formation is well below the level possible if all entrepreneurs had
access to an evenhanded system of laws,

Staggering Property Values. The aggregate impact of the lack of property
rights cannot be determined, but the enormous cost to the country i$ hinted
at in differences in the value of formal and informal land holdings. To
investigate this, the ILD examined two settlements, built adjacent to one
another, at approximately the same time, by individuals from the same
socio-economic group and region of the country. One settlement was
classified by the government as permanent, giving it the benefits of legal
property rights, while the other as temporary and lacked these rights.
Property values in the permanent settlement were a staggering 41 times
higher than those in the temporary settlement. Using a sample of 37
settlements around Lima, the [LD has found property values averaged nine
times higher in settlements where occupants possessed land titles than in less
secure settlements,

Because the state drives Peruvians to resort to informal sector activities,
state tax coffers suffer. Since informals do not pay all the taxes to which they
are subject, the country’s tax base shrinks. This means that the state must
invest more time and effort to collect taxes. It also means higher taxes on
those who remain in the formal sector, further eroding productivity and
discouraging growth.,

Informality pushes up the costs of formal businesses in other ways. For
example, nearly half the electricity and water used in Peru is unaccounted for,




as informals regularly tap into state electrical lines and water supplies. The
result is higher rates for legal consumers of utilities. In turn, formal
businesses and other users demand government subsidies vo offset high utility
costs and this requires greater government expenditure and higher taxes,

discouraging economic activity.
WHY PERU PERSISTS IN SUFFOCATING ENTERPRISE

Peru pursues policies that stunt economic growth because, as in many other
Latin American countries, it has not had a pelitical tradition of fostering free
markets. Policy makers in these countries tend to view laws as 2 means by
which to redistribute wealth from one interest group to another rather than
as a way to create a secure environment for the production of wealth.

This means that laws in Peru command the respect of few if any citizens;
they are seen simply as vehicles by which interest groups — usually elite
businessmen, union leaders, landholders, government employees, and other
powerful individuals — can redistribute wealth from one faction to another.
‘The result is that the society has become so completely politicized that
short-term political and economic advantages are the only concern of most
individuals and groups.

Closing Out Citizens. The outcome is political and legal anarchy, Laws
and legal procedures are contradictory and make little sense, and the sheer

volume of laws, rules and regulations make the system incomprehensible. In
1985, for example, the government of Peru issued 17,498 new laws and
decrees. The system is anything but democratic; only 420 of these laws were
issued by the Peruvian legislature, the body elected by the people. The other
17,078, or 98.6 percent of the total, were issued by the executive branch with
no accoumtahility to the people and little if any coordination between the
issuing bureaucrats. The rule-making process goes on behind closed doors.
The government is not required to publish proposed new rules and hold
public hearings. Information on such matters is legally forbidden to the
public. Thus there is little chance for citizens (o oppose adverse new
government dictates,

The situation in Peru is strikingly like Europe's mercantilist system of the
16th, 17th, and 18th centuries. With mercantilism, the state controlled
economic activities in the interest of “national” power and at the expense of
other nations. The government would distribute monopoly rights to produce
certain products, import and export certain goods, and distribute products
and goods in the domestic market. The elite prospered through the
manipulation of political power and police actions against those who did not
respect their monopolies. There were few opportunities for new
entrepreneurs to profit through their own efforts and abilities to provide
goods and services to customers at competitive prices.

This is Peru today. As in mercantilist Europe, intervention by Peru's
government on the side of one private interest against another is considered




justified, while the sale of government favors for personal gain is widespread.
And just as in the Europe of the past, black markets, smuggling and the
informal sector in Peru have arisen to make up for the deficiencies of the

system.

Consider the example of the informal sector public transport carriers,
which provide 95 percent of the service in Peru. To obtain some acquiescence
from the government, operators have tended to charge government-
mandated fares. But because of an annual inflation rate of over 1000 percent,
these fares do not cover the costs of carriers. Because of this, 350,000
Peruvian transport workers went on strike last September. But rather than
demanding higher fares, at the suggestion of the ILD, which acted as a
mediator, the workers demanded instead that the government allow them to
cut their costs through trade liberalization. At that time, import restrictions
and the absence of foreign currency meant it was nearly impossible to secure
spare parts for existing buses, much less new vehicles, and most of the public
transportation fleet was falling apart.

Threatening Manufacturers’ Rights. The government agreed to liberalize
trade in auto parts and vehicles to reduce the operating costs of vehicle
owners. In effect, free market principles were being forced on the state by the
informal sector emrepreneurs. Efforts to carry out this agreement are still
under way. One explicit effort, however, was made to derail the pact. It came
from tire manufacturers in Peru, who maintained that liberal trade would
reduce tire prices and endanger jobs. Tire companies in Peru employ 1,254
workers, These manufacturers also argued that their own costs were high due
to government regulations, The ILD suggested that the settlement include
deregulation of this manufacturing sector. The manufacturers have so far
refused the offer. With special privileges removed, tire companies in Pern no
longer would enjoy a mercantilist monopoly, captive customers, and
guaranteed profits. They would be subject to free market competition.

CONCLUSION

In Europe, mercantilism’s economic inefficiencies led to mercantilism's
demise. Countries such as Britain, which moved in the 18th century to an
economic system based on private property rights, free enterprise, limited
government power and rule of law, prospered as a result. The growth of
political democracy, and the consequent increase in political power of the
entrepreneurial class eventually destroyed the European mercantilist system.
What is needed in Peru and other neo-mercantilist Third World countries
today is a similar revolution.

U.S. Secretary of State James Baker has maimained correctly that less
developed countries must restructure their economies along free market
lines if they wish to prosper. The Waorld Bank has loaned billions of dollars to
these countries for structural adjustments. The results of these international
pressures and assistance programs, however, generally have been
disappointing. Yet in Peru, as the settlement of the transport strike indicates,
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structural adjustment can be being forced on the government by the informal
Sector entrepreneurs.

Will of the People. The policies of the Reagan Administration, the
International Monetary Fund, and the World Bank have sought to promote
structural reforms by lending money to the government elites in less
developed countries that are responsible for the current economic mess. The
results have been disappointing. Too often, policy makers in industrialized
countries believe that Third World leaders always speak for their people.
Unfortunately, this is the eguivalent of believing that King George III of
Britain spoke for the thirteen colonies during the period leading up to the
American Revolution. The Boston Tea Party, then, like the informals in less
developed countries today, is probably more representative of the will of the

people.

The informal sector in Peru demonstrates that Latin Americans are hard
working and entrepreneurial. It also makes clear that the main things holding
them back are governments and ruling elites whose survival and prosperity
are based on their ability to control most aspects of economic life.

In Peru, like so many other less developed countries, the law is used not to
protect the rights of people but to gain wealth for one interest group at the
expense of others. Only when the freedom of each individual to own property
and trade freely is protected by the law will the creative energies of Third
World peoples be unleashed and the problems of world poverty and debt be
eliminated.

Al Heritage Foundaiion papers are row available electronically to subscribers of the "NEXTS® on-line data
retrieval service. The Heritage Foundation's Reports (HFRPTS) can be found in the OMNI, CURRNT,
NWLTRS, and GVT group files of the NEXTS library and in the GOVT and OMNT group fiies of the GOVNWS

iibrary.




. INTER-AMERICAN DEVELOPMENT BANK
REFRESENTATICN [N THE UNITED KIMNL DR

MORELAN HOUSE, | ANGEL COURT
LINSYTHTR BCTR 7HI

REFREXENTATIVE

18 April 1589

D-M.: . ?u-:ltu]

Many thanks for your kind letter of
10 April regarding the upcoming wvisit to London
of Nr. Enrigue Iglesias.

Mr. Iglesias is dellighted that the Prime
Minister has agreed to see him and he is wery much
logking forward to seecing her on Thursday 18 May
at 12.30 o'clock.
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Héctor E. Luisi

Mr. Charles Powall
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1O DOWNING STREET
LONDON SWIA JAA

Fron the Privale Secretary 10 AF-: 14 989

INTER-AMERICAN DEVELOFPMENT BANE

The Prime Minister has agreed to =sea
Mr. Enrigque Iglaesias, President of the Inter-
American Development Bank, on 1B Mav. I
should be grateful for a short brief in Eime
for the meeting.

I am copying this letter to Bob Peirce
iForéeign and Commonwealth Office) ard Myles
Wickstead (Overseas Development Administration).

(C. D. POWELL)

Alex Allam, Esqg.,
HM Treasury.




1O DOWNING STREET
LONDON SWIA 1AA

From the Privave Seererar ID April 1989

Thank you for your letter of 7 April
about the forthcoming visit of Mr. Iglesias.
The Prime Miniester would be able to ses

Mr. Tglesias at 1230 on 18 May. I hope this
is conveniant.

{(C. D. POWELL)

Mr. Hector E. Luisi




1O DOWNING STREET
LONDON SWIA 2AA

Frow the Private Secretary 10 April 1989

INTERNATIONAL DEBT

The Prime Minister was grataeful for the
Chancellor's minute of 7 April. BShe shares
the Chancellor's concerns and 1s distressed by
the appreoach which the Americans and others wish
to-adopt. BShe has commented that Brady's proposals
are totally wrong. They will encourage third world
countries' spending with a wview to non-payment of
their debts; the proposals will reward the profli-
gate at the expense of the haonest.

I am copying this letter to Stephen Wall

{Foreign and Commonwealth Office) and to John
Footman (Bank of England}.

Paul Gray

Alex Allan, Esq.,
H.M. Treasury.




INTER-AMERICAN DEVELOPMENT BANK
REFRESENTATION IN THE UNITED KINGDM
MDRGAN HOUSE, || ANGEL COILRT,
LORTHOR, ECTR THE
TELEFHUNE: -7 40
FRUSSWELE: 81-Ma 4441

TELEM: Jsisad i1 aseh 4
CABLE: INTAMBARNC-LIENDCN BL2

REFRESENTATIVE

T Aprll 1989
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Deas Ve, Vowell,

¥You were kind enough to write to me on 23 February
regarding when the President of the Inter-American
Development Bank, Mr. Enrigue Iglesias, might next be in
London, in order to see whether 1t would be possible to
arrange for a meeting with the Prime Minister.

Mr. Iglesias has in principle accepted an
invitation to take part in a Ditchley Conference on the
problems and prospects of Latin America, which will be held
at Ditchley Park on 19-21 May. Should the Prime Minister be
able to see him, Mr. Iglesias would of course be prepared to
come to London one day earlier, on the 18th, or leave one
day later, on the 22nd. He is not expected at Ditchley Park
until late in the afterncon of the 19th.

Ym'.-. iw‘nm-tf
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Hector E. Luisi

Mr. Charles Powell




. CONFIDENTIAL

PRIME MINISTER

THE BEADY INTERNATIONAL DEBT PLAN

The Chancellor's minute at Flag A reports more fully on the
outcome of the internationl debt discussions at G7 and the

e

Intarim Committes.

—

e

The Chancellor underlines the dangers involved in the path

that the Americans now want to go down. Together with the

Germans, he does seem to have been able to rasist the worst
aspects of the proposals last weekend. But it is clearly
going to be an uphill fight. And I suspect the truth is that

tHE'damage has already been done - whatever final details are

thrashed out, the debtor countries have already taken the

i i
message [rom last weekend's events that governments are

preparad to dip further into their taxpayers' pockets.

e = -

¥ou may also like to see the note from Alan Walters at Flag B,
in which he underlines his serious worries about Brady's
proposals. Alan was able to talk to the Chancellor about this

when he was last here, and the two of them are in close

—

g — T

agreasment .

——

Contant that I should minute out indicating your endorsement
of the Chancellor's worries about the Brady approach and
urging him to continue to seak ko co-operate with the GCermans

in trying ko turn the package round?

e

PAUL GRAY
7 April 1989

CONFIDENTIAL
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Treasury Chambers. Parliament Street, SWIP 3AG
OI-270 3000

FRTME MINISTER
INTERNATIONAL DEBT

A I briefly reported to Cabinet yesterday, the main topic at the
G7 and Interim Committes meetings in Washington last weekend was
the Brady proposals for dealing with the Latin American debt
problem. I thought it might be helpful if I were to let you have
a fuller note.

It has been clear for some time that the commercial banks who had
made these massive loans to Latin American Governments during the
'708 were most unlikely toc ever be repaid in full. This is
reflecfed in the bad debt provisions they have already made (and

on which, at least iﬁFEEE UK, they Enjdi tax relief) and in the
e e g e _-—l-'—' .
heavy discounts at which this debt now stands in the secondary
e ——

markeat .

'_.f._.__'_,_._.—-——r
But we have always taken the view - as, under Reagan, did the
Americans - that this was a matter which would have to be resolved

by negotiation between the banks and the debtor npations; and we

HaYE& Cconsisrtently rejected various plans for a solutiom via the

injection of tax payers money.

= — B

What has now happened is that the Americans - or at least the US
Treasury under Brady: there are some signs that some other parts
of the administration are less than wholly enthusiastic about it -

have dcne a U-turn. With riots in Venezuela, and growing
“political instability elsewhere in Latin AQEfTE;, they feel they
can no longer wait for the matter to be resolved between the banks
and their Sovereign clients. But because straightforward US
financial assistance would be an added burden on their budget, and

COHFIDERTIAL




might well incur opposition in congress (US tax payers' monay
bailing out the banks), they have decided to achieve the same

objective via the IMF and tfﬁ;%ﬂk {which also means, of
course, thHat the burden is shared"with the rest of the world's tax

payers) . = 5

They have proposed two main ways of doing this. The first is for
the International Financial Institutions (IFls) to lend 25% of
their money to Latin American Governments (provided they are
undertaking appropriate adjustment policies) £for the specific
purpose of buying back their debt at a discount. The second is
for the IFIs& to provide funds to "support® - perhaps hg arfﬂigea
- the payment of interest by these Covernments to the commercial
banks, in return for which the banks would agree to a lower rate
of interest. PJi;jf:::“'

The dangers in this approach are all too clear. It has aroused
massive expectations among the debtor countries, beyond even what
I believe the Americans have in mind. It has removed the pressure
on them to take the necessary economic measures and on the banks
to take the "hit" they can now well afford. Now that the
principle of the risk beaing transferred from the private sector to
the public sector has iﬁ-EEfe:t been conceded, the demands for the
Effs to do more and more, and for Governments to take an

increasingly interventionist role in negotiating with the banks
and the Latin American Governments, will steadily grow.

—

Within the G7, the Americans had already sewn up the Japanesa in
e

advance (in return for US support for Japan to move up in the IMF
e iy

hierarchy), while Brady had no difficulty gatting the French on

board, claiming that his proposals were in the spirit EE the
Mitterrand debt plan (about which we shall hear a great deal more
at the Paris Economic Summit in July).

It was left to Stoltenberg, the German Finance Minister, and
——— —e—
myself to resist the gadarene rush. At the end of a very long and

at times heated meeting, we agraéd a4 compromise. MNo agreement on

CONFIDENTIAL
2




CONFIDENTIAL

any extra money for the IFIs to lend; agreament that "a portion"
of existing lending could be set aside to finance the buy=-back of
dEht,':EﬁEE_Eaiy an the basis E?‘E;:;ng conditionality and with no
agreement on the size of the pnrtinﬂ?tgﬁgﬁ;agﬁﬂment to examine the
interest support EEEEZ The matter was then discussed again in the
Interim Committee, whera we managed to get a communique that,

while broadly endorsing the G7 compromise formula, was somewhat
tougher in one or two respects.

So there is still a great deal to play for. But although there
may be no vital UK interest at stake in all this, I must say I
view with the greatest apprehension the apparent American
determination to set the world off on the slippery slope towards
the complete takeover by Governments (via IFIs), and thus by tax
payers; of the Latin American debt problem; and the provision of
unlimited public funds to "save democracy® in the sub-continent.

I am copying this minute to the PForeign Secretary and to the
Governor of the Bank of England.

deﬂﬂjﬂr;ﬂ

e

i

7 Aapril 1989

[appaved byt Thenlles and
ha'mJ s A:mj
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PERSONAL AND CONFIDENTIAL

10 DOWNING STREET

LONDON SWIA 2AA

Froem tle Private Secretiry

5 April 1989

THIRD WORLD DEBT PROPOSALS

As I mantioned to you, Alan Walters has been anxious tg
axpress his doubts abent the Brady plan. The note he
promisad me has at last arrived this afternocon. It does not
1 Ehink include any major new polnts, but the Chancellor may
wish to be aware of it and I am therefore anclosing a copy
with this letter.

PADOL GRARY

Alex Allan, Esg.,
H.M. Treasury.

PERSONMAL AND CONFIDENTIAL
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[ reasury Chambers, Parliament Street, SWIP 3AG
01-270 3000

31 March 1989

Charles Powell Esq

10 Downing Street
LONDON
EW1

Veas ME’-E;

INTERNATIONAYL FINANCIAL SCENE

1 attach our guarterly report on developments 1In International
debt . This &ne will form the basis of briefing for the IMF/IBRD
Spring meetings in Washington next month.

The main heavily indebted developing countries which improved
their extgrnal performance on average in 1988, face renewed
difficulties this year in many cases. The prospecte® for the world
economy are fof Ffarther substantial growth, but rising interest
rates threaten to increase debt-servicing burdend.  TDomestic
policiaes hava deteriorated iInm a number of important debtors -
Eartly reflecting electoral pressures. Against this difficult
ackground, the US Treasury BSecretary Mr Nicholas Brady's
proposals to shift the debt strateqgy's emphasis towardas dabt
reduction have had a mixed TEACTIOn from othef Creditors and from
debtors. Finance Ministers will be discussing the issues at the
IMF Interim Committee in early April. The US proposals, however,
have injected an element of uncertainty about the future of the
debt strategy which could complicate negotiations with some of
the main debtors over the coming months.

The rapld growth of major industrial countries’ ﬂutgut by more

than 4 per cent in™ was accompanied by a rise"o r cant
in the™ volume of world trade which helped heavily indebted
countries to increase Their exports sharply on average. This,
together with the strength of commodity prices (except ocil), led
to a fall in the share of export earnings taken in debt service
and a modest fall in the current balance o paymente deficit of
the Baker 15 countries.

The growth of world trade seems likely to be substantial again in
1989, though less rapid than in 1988, and world interest rates are

about 25 per cent higher than a year ago when they wvere affected
by reaction to the satock market crash. Commodity prices in




general have levelled off or fallen slightly from their peaks in
mid-1988, althou oll prfices are etron = ance, the main
heavily indebte developing countries seem likely to have to
devote an increased share of their exports to paying interest on
their external debts.

Debtor countries failed to take full advantage of g;;pn? world
i

Ernw‘ch last year because of continged poor domestic policies.
I 7 ico, Veneguela and Argentina all suffered from domestic
pelicy fallures. On average GOF growth In the Baker 15 countries
feXr short of the rise in Enpulatinn, and real incomes per head
fell by about 1 per cent. t issues featured strongly in the
Mexican and Venezuelan elections and are to the fore in the
current Argentine and Brazilian presidential campaigns.

President Bush's announcement that his new Administration would
review the debt strategﬁ aroused expectations but Mr Brady's
proposals given in a speech on 10 March were short of details and
were endorsed by Mr Bugsh only belatedly. The main features of the

Brady plan are: i e E
a. Debtors should continue strong economic  adjustment
EDIlELEE - in particular to encourage new investment,
igher domestic savings and the return of flight

capital - WIER Tho support of the IMF and World Bank.

Commercial banks should provide a broader range of
alternatives for financial support including a reduction
in debt and debt service aAs well as a resumption in new
cradits, & s, T R e
o e y

The IF and World Bank should help finance debt
reductions by commercial banks., GSome of this finance
would be additional to existing commitments, and could
take*the [O¥N OF1 I8Nding 0 debDtor® for the purposes of
debt buybacks or for providing security for debt

conversioney lines of credit; or guarantees.

Creditor ovarnments are expected to continue to
reschadule debts in the Paris Club, as well as provide
new credlts.

The Chancellor will be discussing these issues in Washington in
early April with Mr Brady and other finance Ministers. The UK
cbjectives in the debt strateqgy are to ansursa as full as possible
sarvicing of all official debt, to encourage the debtors to
strengthen their economies and regain creditworthiness, and to
halt the transfer of risk that has been going on from the private
to the public sector.

Some of the elements of the Brady plan are helpful. These
include: the recognition that debtbrs must give a higher priority
to private settor investment, and remaining barriers to inward
investm&nt: the nged forthe banka to retduce—debt, but without
being lent on by governments ; 'Eﬁﬁ'fﬁﬁ_ﬁﬁfential usefulnass of
bilateral Jlocans where creditor governments find their OWI
political /fstrategic interests are most clearly involved.

2
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The Chancellor will seek to alter other elsments of the plan,
especially the propasals for subEtantial additional resources for
the IMF and the world Bank, and for guarantees - both of which
would b# a potential claim om the UK taxpayer. He will also seek
to attach firm conditions to IMF SMI worrd Bank investment, so as
not to undermine these institutions and their ability to look
after other countries - such as India - who need help but who have
managed to remain creditworthy.

Other G7 governments have so far reacted cautiously to the Brady
plan. Most are waiting for details. The Japanese who are ready
to provide additional resources to the IMF in réeturn for greater
influence, wé&re consulted in advance by the US and have been most
pofitive. The French chairman of the Paris Club, however, has
sfnkﬂn out against any need for a reduction in official creditors'
claims although this does not seem to B& part of Hrady's plan.
The Dutch chairman of the IMF Interim Committee has questioned
especially the provision of guarantees by the Fund or the World
Bank. Among debtor countries, the Brady proposals have generally

been welcomed as necessary but not sufficient.

Commercial bankers in the UE and elsewhere have reacted
cautiously. Several leading bankKers have drawn attention to the
difficilty of achieving both debt reduction and new credits at the
same time. Most are waiting to sea the details of the extent of
both debt reduction and any official support.

Mexico is likely to provide the first test for any new approach to
HEEE_ relief. A deterioration in trade performance last year as a
résult of lower oil prices (which have since recovered), an
unrealistic exchange rate and socaring i rte was made worse by
capital flight sc that reserves fell sharply. The new BSalinas
overnment’'s Pact for Economic Stabilisation and Growth provides
or price and wage agreements to curbk inflation and a gradual
devaluation of the peso. Inflationary pressures, however, are
already leading the monthly rate of price increase to edge
upwards . Mexico is seeking a new IMF standby arrangement,
substantial loans from the World Bank, a genercus Paris Club
rescheduling and new credits from commarcial banks. The Finance
Minister told the Chancellor when he wvisited London in February
that Mexico did not want to declare a moratorium but if a
financial package was not agreed, the accounts would simply not
add up.

In Venezuela, the new government of President Peres has agreed a
programme with the IMF to reduce the budget deficit and create a
more flexible exchange rate system. Food shortages and higher
petrol prices, however, triggered unrest which was suppressed with
considerable losg of life, and the govermnment has responded by
bringing forward wage increases. The Venezuelans are seaking new
money from banks. They have not approached the Paris Club but the
US and the Spaniardse are reported to have offered bridging
finance.

Bragil achieved a wvery substantial external trade surplus last
year but the IMF programme has gone badly off track as a result of

3




the failure of domestic policies which saw inflation approach 1000
per cent by DedSEbEY., - A new heterodox ‘Summer Plan' was
introduced in January to check the fiscal deficit and freeze
partially wages and prices. Congress, however; has weakened
eubstantially the fiscal measures, the monthly inflation rate is
again edging upwards and the parallel exchange rate has fallen
steaply. The Chancellor encouraged the Finance Minister Mailson
da Nobrega to persevere with his reform efforts whéan he saw him on
23 March = but the Brazilian government's room for manoeuvre is
likely to be highly circumscribed ahead of NHovember's elections.

The imminence of elections in Argentina has totally paralysed
policy there. Tha government as een unable to agree fiscal
targets with the IMF, and the World Bank has suspended drawings on
the policy loane agreed last October in the face of reasoned UK
opposition. Interest payments to commercial banks are effectively
halted and arrears are mounting. There may be a continued policy
hiatus even after the elections in May, since the new government
will not take affice until the autumn.

Outside Latin America;, the main development has been the IMF
Executive Board's approval of a programme for Nigeria. This was
made possible by thae successful donorg’' meeting in London in
January chaired by the IBRD and hosted by the UK, which 1is
providing $£100 million. This was followed by the rescheduling of
Migeria's Paris Club debt in late-February. The cost to Nigeria
of making good arrears to a number of creditors has worsened the
financial prospects for both 198% and 1990. The recent rise in
oil prices, however, if sustained, should beanefit export Enrnings
and Tudgetary receipts. The IMF expects to review the programme in
April.

Among other large countries, the main concerns focus on E?IE%
which has still not agreed an IMF programme, Yugoslavia where lac
of a government has 1m aritma with the Fund and Poland
wher® o Wajor progress Hith crggitnrs seems likely until the US
are ready to allow the IMF to try to negotiate a programme.

Among the smaller countries; Jordan has ﬂﬁprnached the IMF for a
programme to be followed by debt rescheduling. Some sevan
countries, including Uganda and Tanzania, have now benefited from
concessional terms 01 Paris Club rascheduling following
implementation last autumn of the Chancellor's initiative on Sub-
Saharan Africa.

I am copying this letter and enclosures to Robert Culshaw (FCO),
Jeremy Godfrey (DTI) and John Footman (Bank of England).

:jnulx [+ = E2FE
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INTERHATIONAL: DEBT GROUP REPORT: MARCH 1989

HMain points

Secretary Brady has announced a fevision to the Baker Plan wnich includes IFI
financing of debt reduction, and the option of interest forgiveness in return for
official guarantees oo the banks. The new arrangements would only be availaole
to debtors willing to implement adjustment programmes. There is alsa a
suggestion that the IMF might begin to lend in support of a programme pefore full
axternal financing was in place. Initial reactions from UK banks have been

generally supportive 1f cautious in the absence of further detail.

Despite higher interest rates amd, overall, a further deterioration in their

terms of trade, the Baker 15 countries' current account deficit narrowea a little

last year. Both export and import volumes were up sharply. But with domestic
demand weak, per capita incomes fell by 1%, and the IMF expects ooth a larger

current deficit and a further decline in real per capita GDP this vear.

Secondary market prices have falien sharply reflecting a loss of confidence in

policies; the suspension of debt:equity programmes and talk of moratoria.

With elections due in Brazil and Argentina, the prospects of an effective policy
response to rising inflationary pressures i8 remote. Confidence in current

hetercdox "plans” is waning.

Maxico 15 seeking a comprehensive, multi-year restructucing of its gebt with ooth
official and bank creditors. It has allowed the US offer of bridging finance to
lapsea.

Venezuela, which is requesting $5 bn of new money, has signed a Letter of Intent
with the IMF. A package of measures sparked off a wave of uncrest, which was

suppressed wikth many casualkties.

The Paris Club has agreed a comprenensive rescheduling with Migeria.

Jordan's payments difficulties have worsened and a rescheduling will be sought.
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’th-&ti-ﬁncl Financial Scene

Growing fears of inflatic. hHave led bto a further tightening of monetary palicy im
the industrial countries. Since the beginning of the year, & month Eurodollar rates
have risen about 150 basis points angd now stana J 1/i percentage points aoove their
pest—crash trough (Chart 1l). As a rule of thumb, a one percentage point increase in
rates incresses debt servicing costs of the Baker 15 countries by about Z.3% of

+eXports of qoods and services (or roughly $3.8 bn). Non=oil commodity prices have
weakeneo a little since thelr peak in the miodle of last year a3 emriier

disruptions to supply have eased, although oil prices have recovered sharply with
gigna of greater OFEC cohesion (Chart 2).

The Brady Scheme

On 10 Marcn US Treasury Secretary Brady anmounced the conclusion of tne lony-awaitea
review of the Baker Flan. His spesch to the Bretton wWoods Committee focused on the
neightened role of debt reduction first mooted at the Berlin Annual Meetings ana
subsequently developed by Mulford in meetings of the G7. Its timing appears to have
been prompited oY ooncerns over Mexico ano tne recent Yenezuelan riots. Braoy put

forward the Eollowing methods py which debt reduction might be achieved:

(i) Debtors should be permittec to use foreign exchange reserves for debt
buyocacks; IWMF/World Bank funding would replenish these reserves.

Debt could bea defeased (ie exchanged for new forms of debt) at a substantial

discount wikh IFI funds used to provide collatersl.

The IMF and the World Bank could provide "additional financial support™ to
eollateralise a portion of interest payments on debt due to commercial banks;

in return the banks would offer debt reduction.

In order to facilitate an agreement toc reduce the debt burden, banks should agree to
waive the "sharing® and “"negative pledge™ clauses in loan documentation for a period
of up to three years. Also creditor governments should reassess any regulatory, tax

and accounting systems which may impede debt reduction.
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.d:r Buggested that debt reduction should be "encouraged and supported but not

managed by the IFIs", The IMF might, in certain circumstances waive the present
fequirement that financing gaps be filled before its funds are disbursed. The
debtor would have to give evidence of pursuing an effective acjustment programme
tefore benefiting from any relief arizing from the above measures. It would also be
required Lo encourage the return of flight capital ana prevent any further outflows
by adopting appropriate policias.

Publicly, Brady has provided little detail on his suggested measures: it is not
clear how they might be implemented. Japan has endorsed the proposals but other G7
members and, indeed, the US Fed has been more cautious. Eey members of Comgress,
however, have signalled their support. Latin Amecrican countries have gensrally
weleomed the plan but regretted its lack of immediacy.

Initial ceactions from UK banks have been genecally supportive, but caukisus in the
absenca of more detail. A numoer of banks hasg Buggested that it would be useful to
make a quick start with a test case of a country with a strong adjustment record.
The banks have welcomed IFI involvement in neoe reduction., On the proposal for
general waivers, the banks prefer a case=by=case approach to individual schemes Ffor

debt relief,

Lateast IMF WEO (Table 1)

The unexpected strength of world trade in the latter part of last year is eviaent in
revisions to the IMF's latest WEO and its estimates of the Baker 15 countries’
balance of payments. Despite a fall (overall) in the terms of trade {reflecting the
weakness of oil and beverage prices) their combined surplus on goods and non=Ffactor
Bervices rose $4 bn to $13.4 bn. This outward resource transfer represented about
2.2% of GDPF. Export volumes rose over 118 (in the Autumn WED projected growth in
1388 was leas than 5%). Import volumes rose 7.6% - the first significant fise since
the early B0s - despite weak domestic demand. The increase probably reflected a
combination of liberalisation and real exchange rate appreciation, notably in
Mexico. On average, Eurodollar rates, at 8.1%, were 3/4 of a percentage peint
higher than in 1987, but despite a higher interest burden there was a small decline
in the Baker 15 combined current account deficit.
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i change on previous period

Industrial ecuntries

real domestic demand
impore volume
GHP geflator

¥ world prices

manufacetures
oLl
non=-o1l

E-montn § LIBOR (lewval)

15 heavily inoeoted
counktrcies

terms of traae
EXPOLL volume
Import wolame
current balance ($ bnsj

Real per capita GDP

Ratio of debt to

exparts GAS (levei)
Interest payments due as §
of exports G&5 (level)
Dabt service paid as % of
eXports G&S [lewel)

Sub—-Saharan Africa

Terms of trade
Export wolume
Imporct wolumea
Current balance ($ bns)

peEr capita GDP

Ratio of debt to
axports GES (lewvel) 300.6 344.0
Interest payments due as

% of exports Q&S (level) 16.2 8.8 18.4
Debt service paid & of

expores GES (level) 2b.l 4.8 25.1

Wotes: The interest service ratios have been calculated on the basis of accruals
including sums due on partfolio investment. The cverall debt service ratios are
shown on an actual payments rather than an accruals basis land 50 will be affected
inter alia, by changes in outstanding arrears).
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’ lending to the Baker 15 by official creditors Fell from $16 bn in 1987 to

$3.4 bn and the bocrowers also drew heavily on their reserves (down $7 on). Net
repayments to the Danks totalled nearly $12 bn (although within the total are about
$4 bn of debtieguity swaps). Tne stock of Baker 15 debt [measured in dollar terms),
which rose sharply in 1987 largely bacause of exchange rate movements, declined
slightly last year and tha debt:export ratio fell below 300%. The ratis of deot
Service pald to exports rose a little reflecting the clearance of interest arcears
by Brazil,

The IMF's forecast for 1989-90 paints rather a bleak picture. With OECD activity
Elowing somewhat [although still higher than projected in earlier forecasts) export
matket growth for the Baker 15 declines and real commadlty prices fall. Annual
average interest rates rise just over 1% between 1988 and 1989 before falling back
slightly. The current account wioens and real per capita GDP declines further this
Year with only a partial recovery in 1990. The projected improvement in debt ratios
is only small. The share of official claims in total long term Baker 15 deot
continues to rise throughout the forecast and by the end of 1980 represents just

under a thira of the total as against a quarter at ena=198p.

Secondary Market Frices

The steady fall in the average price of ldc debt since the late spring of last year
has steepened over the last two months. The accelerated fall probably reflects a
general loss of confidence in adjustment efforts, higher intecest rates and growing
talk of debt reduction. Chart 3 and Taole 2 show, however, guite a wide dispacity
in recent price movements about tne general trend. Prices of the better performing
debtors (eg Chile and Uruguay) have declined least, while those for Brazil,
Venezuela and Cote d'Ivoire have fallen particularly sharply. In Brazil's case the
suspension of debt conversions and talk of a moratorium have had a depressing
effect. The price (together with that of some of the other major Latins) is also
likely to have Deen depressed by the decision of U5 regulators to unload the ldc
claims of rescued Texan banks. Following the disturbances, the price of Venezuelan
debt has dropped precipitously. Cote d"Ivoire has made no payments to the banks
since mid-1987
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'-Ernatia:mul Insider® estimates that turnover in the market (most of it in the

form of swaps rather than outright cash sales) acusled last year to $40=-50 bn. Huk
of trading was in Latin Ase.ican debt. Of an estimated $15 bn of debt retirea last
year, Brazil accounted for $6-7 bn (and about $15 bn of total turmover). The
suspension of its debtieguity programme and the fact that many of the smaller banks
have eold out their ldc portfolics could lead to a lower volume of activity this
year. On the other hand at very low prices the macket could become more attractive
to speculators. A steady contracticn of spreads is indicac ' of the growing

competitive pressures on the intermediary banks who provide broking services,

Japaneses banks have been allowea to sell some $600 mn of their claims on Brazil to
their Cayman Islands factoring company in order to crystallise tax losses. (Only 1%
of tne banks' provisions are directly tax deguctible.]} The transfer price was 35%

of face value.

The Latin American G

Finance Minlsters (except Panama) met in Hio in December and propoged measures for
dealing with the region's debt problems: taese involve dept forgiveness, IFI
guarantees on new dest and the estabiishment of a new multilateral agency to buy ana
re=sall existing debta. The proposals were approved by the respective Presidents
when they met in Caracas in January. The promised joint proposal to the main

industfialised countries has yet bto be sent.

There has been little progress over the last 3 months In the wockout of Latin
American debt. Despite tinkering, policiles remain inadeguate in Brazil and
drgentina with little prospect of change ahead of forthcoming elections. Stronger
oll prices have eased the position somewhat In Mexico but last year's decline has
left Venezuela with an acute ligquidity shortage. Mexico has refused to eie itself
to the conditions attached to bridging finance offered by the US and iz seeking a
substantial new financing package. Venezuela, in the wings for some months has come
back on stage. Price rises, introduced as part of an adjustment package, aggravated
discontent already bred by growing shortages of basic gooda. It has not been

difficult for the authorities to defléct responsibility for their difficulties from
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. [OOE cauge - falling oil Prices and

Lo external creditors,

Elsewhere there have been some SUCCesses,

Nigerian jigaaw

is a tribute to the

growing realisg shown by the Wigerian authorities, the 8kill of the Paris Clup

Secretariat, and, it has to be 5aig; Ene diplomatic effort MIUntea oy UK ministers ang
officials. The agreement is however
Programme could fall dpart.

persuaded Poland to abandon i

official Creditors,

only & small Step down a very long road and the
Solidarity within the Paris Club glao Seems to hawve

LS attempt to Squeeze concessional interest rates from

A new governsent in Yugoslavia Offers some prospect of bettar

ECONOmic management, There has heaen Litkie Progress to report as Eegards

Jordan ig Likely to reschadule soon ang Morocco's relations with the Danks

hava detericrated,

1988 was a year of distinctly mixed fortunes for the MajJor middle income debtors taken

88 a group. To g large extent the beneficial wffacte of ¥ery strong import growth in

Ene OECH, only a modest Cise in the general inflatiom, but a Shacp Cecovery in non-oil

commodity prices, wers Spoilt by the weaknesgs of oil prices and higher intarest

In general, commit®sent ko souno Policies has eubea, The strength of eXpOCE

quite a significant improvement in

Neverthelass, this

Signs aof groawing disenchantment with debtiequity Echames,

chn=lending and Bimilag innovations in the "menu™ is almn a dis0ouraging sign.

Scepticism as to the Sustalnabnility of the curcent strategy has if anything been

feintorced by the us decision to review the Baker Plan.
time elapeed between
revised plan itself. The likelinhood of any new

ia unfortunate thatk sSuch a

Plan including elements of debt

reduction and regulatory/tax changes has made both debtors and their bank creditors

reluctant to move. It may well have generated eXpectations thak Substantial debt

forgiveness is on the horizon, a Poasibility that apFears to have been anticipated by

the market as evidenced by the sharp fall in prices.

ST R A R I s
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1’&3 seems inevicable, debt reduction becomes an Lncteasingly important element of

the strategy, creditors face a nuomber of cnallenges. Weaker countries who gqualify
for debt redoction will hawe b0 incur some penalty Lf the stronger or more willing
deotocs are not to be discouraged from pressing on. The latter are Qoing to have EO
be offered carrots in terms of new financing, initially in the form of concerted
lending out with some real prospect of market ce—entry. Amongst the Baker 15
countries there is no simple relationship between levels of indebtedness and
willingnedss to payy) the importance of aanecring to the case-by-case principle is, it
anything, more important when debt reduction becomes as a significant element of the

strategy.

Egqual purden sharing between official and private creaitors = a principle which in
any case has not been endorsed by the banks - will bacome more difficult to assess.
In practice can some egquivalence between debt reduction ana new financing be
established? The range of possible insktruments and the uncertainties of the returns
on them make comparisons technically difficult. Pressure on the official sector to
provide guarantees or other forms of credit enhancement on the néw Eoems of debk to
be exchanged for old are likely to grow. As the IWF Staff nas recently arguea, the
widespread use of official guarantees would only act to postpone mACKeE rCe-entry
since the debt reduction process would pe seen lacgely as a way of increasing
debtora' dependence on official sources of finance. IE substantial progress is to
e mane, the new instruments created in the process of debt reduction OC new
financing are going to have to carry enhancements of one kind or other which lead to
their greater macketaoility. Both bank and official creditors wno are in £or tha
lorrg term will have to accept che implicit subordination of their existing claims
that this implies.

Further details on individual countries are given below.

LATIN AMERICA AND CARIBHEMN

Brazil

Brazil has been caught in a vicious circle of rapidly rising inflation and a
ballooning fiscal deficit (largely reflecting the indexation of debt interest)
financed by the banking system. With household incomes and business confidence
depressed by a lZ-month inflation rate approaching 1000% by December last year,
domestic demand declined and real GDP stagnated {cf growth of 3% in 1987). The
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‘Eﬂ ion, coupled with a sharp improvement in the terms of tradé, led to a trade

surplus of $19 on (6% of GDPF) with the value of exports up nearly 308 while imports
were unchanged. Despite higner interest payments, there was a Current account
Surplus of $4.6 on (l.3% of GDP) following a $0.8 bn geficit in 1987.

In Januacy a new heterodox anti-inflation package (Lhe Summer Plan) was promulgatea
Dy Sarney. The main elementz include a partial wage and price freeze, a pledge tnat
the federal Treasicy would only spand what it received, the sacking of 60,000
federal employees and the closure of 5 ministries, plus a 15y devaluation and the
creation of the 'new cruzade' trading at par to the U053. The fiscal proposals have
baen emasculated by the Congress and the major unions pian o hold a General Strike
in mid-March. In response to the likely failure of the Plan, the parallel dollar
premium has returned to its pre-Plan level of 75% to the official rate, even though

monetary conditions have been consideraoly tightened since the Plan was introauced.

The SHA is padly off-track. The firer review has besn deferfed untill March at the
earliest. It is expected that by 17 Maren a sufficient number of banks will have
4gresd Lo de-link the $600 mn secona tranche from tne IBMHD's PFower Sector II loan
and re-=link it to a series ot projects that nave already been approved. It nas been
Ieported that the IBRD has proposed tnat the Power Loan be replaced witn a series of
project loans, but details remain unclear. Political sensitivities have led to a8

shelving cf the deot=gquity schems.

Frospects for 1989 seem bleak. The Plan may lead to a temporary drop in inflation
(prices rose "only® 3.6% in February), but fiscal inaction has undermined the
credibility of curcent policies; thus hyper-inflationary pressures have not been
effeckively addressed and with elections pending the government has ite hands tied.
These uncertainties and rumours of a new moratorium, have led to a sharp drop in the

secondary market price of Brazilian debt.

Mexico

Although the Economic Solidarity Pact expired after a Year in December, it has been
replaced by a “"Pact for Economic Stabilisaticn and Growkh®, which will cun until
July. Its main aim is to reduce inflation te L8W by end-year. It involves a small

rise in the minimum wage, increases in some public sector prices and a daily one =
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peso depreciation of the exchange rate. The austerity of the original pect lea to a
decline in inflation = 52% in the 12 months to December (cf 1594 in December 1967).
(CPI rose only 1.4% in Pebruatry after 2.4% in January, raising hopes of achieving
the 18% goal.) GODF growth slowed to 0.4% ano real wages declined furtner. The
government's primary surplus improved from nearly 5% to 8% of GODF as spending cuts
and privatisations took effect, although tne BSBR remainea large at about 1i% of
GDP, reflecting high interest payments on domestic debt., In 13983 the government
hopes to achieve GUP growth of 1.5%. The PSER is expected to fall to acout 6.4% of
GDF .

The current account showed a $3 bn deficit in 1938, following a $4 bn surplus in
1987, The swing reflects the sharp decline in the trade surplus Erom over 58 ba im
1987 to just over 31 bn. Imports rose by 50% in poth value ana volume terms, partly
reflecting liberalisation measures, wnile export values stagnated, mainly on account
of lower oil prices (though non-oil exports rose 17%). 0Oil exports will be reduced
by 5% in Q2 1969 as part of non-0OPEC oil countries' effort to ralse prices. The
sharp real appreciation of the exchange rate and political uncectainty led to
large-scale capital outflows in 1986 H2Z2. Much of this, however, has been reversed

gince the introductlon of the new packt.

The Mexicans are pressing for a multi=-year deot renegotiation to cut servicing from
6% to 1.7% of GDP and to provide net additional funds of $7 bn annueally for Che next
£aw years. This year's financing need is put at aocout $7 bn (but on an assumed oil
price of only $10 a barrel). The World Bank may approve loans for §1.3 bn. An 5BA
Eor $1.4 bn will probably be sought in order to sSecure & new agreement with the
banks; & CCFF for up to §0.6 bn may also be negotiated to compensate [or lower oll
prices. A Pacis Club MYRA iz also being sought with partial interest capitalisatlon
and a change in the cut-off date from 1985 to 1988 (the latter step would kill any
chance of new official credits). The banks will be asked ko reschedule $12.5 bn of
principal due 1969-94 and provide new money O egquivalent interest capitalisation or
accept a debt reduction scheme. Mexico may well press for some official credic
enhancement in order to obtain the banks' participation. The $3.5 bn bridge offered
by the US in Octobetr has Deen allowed to lapse: the tough conditionality akttached
was unacceptable. 5Slower than desired progress on debt negotiations has led ko

renewed calls for moratorium among the opposition.

Salinas has moved guickly to assert his authority in an anti-corruption drive, his

broad sweep of targets imcluding the leader of the oil workers' union and prominent

membere of the stock exchange.
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Argentina saw a sharp improvement in its trade balance in 198H reflecting a
combination of higher commoaity prices and depressed domestic demand. Real GDP grew
only 0.78 (2% in 1987). Exports rose 36% in gollar terms (including a 23% increase
in industrial goods = admittedly from a low bass) while imports fell 5%. The trace
surplus rose from $0.5 bn to $3.1 bn (4.0% of GDP). Despite an increase inm interest
payments due (arrears have risen sharply) tne current deficit fell from $4.2 bn to
$2.3 bn. Agriculkturcal cutput and exports this year will be reduced as a resule of
the Government's exchange cate policies and a severe drought which has also

sarilously affected hydroelectric power production.

The introduction of the Primavera Plan in August led ko & fall in the soathly
inflation rate (neverktheless, the lZ-month rate was 143% in December) but eonfidence
in the Plan - now extended to June - is waning as% uncerlying inflationary pressuces
and inecktia have not been tackled. The government's commitment to keep monthly
inflation to single figures, not least through socaring interest rates, looks set to
fall before the May elections. Shortage of external liguidity (despite the puila=-up
of arrears Lo the banks and some reflows of flight capltal in the second half of
lasct year attractea by higher real interest fates) has accelerated the process of
devaluation and exchange rate unification. Central bank intervention in tne free
market has been suspended and a new multl-tiered Syscem [Or exXports ana imporis

implies an effectlve devaluatlon.

To cover 1988-89 financing reguirements, Argentina has requested $3.5 bn new money
from the banks and a Brazil-style menu. There is strong resistance to new money
within the banks' Advisory Committes, wnlich is 1n any case reluctant to negotlate
with a lame-duck government. [The Peronists, who are favourites to win May's
election, have threatened a "negotiated moratoriom®™.) PFailure to agree fiscal
targets with the IMF has stymied progress towards an 5BA. Because of the inadeguate
stance of policies, the IBRD management have decided pot to release [urther tranches
of the second Trade Policy Loan or the Banking Sector Loan, contrtoversially approved
last October. However, LBRD is to disburse $420 mn in April, partly for housing and
development purposes and partly to offset some of the effects of the drought. This

amount may include part of the disbursement due for release in 1990, President

Alfonisin has acknowledged a de facto halt to debt interest payments, making cenewed

payment conditional on the granting of fresh credits,
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Economic growth was a buow-+i 4.2% in 190, thougn snorctages of basic proaucts have
bacome sericus, l12=-month inflation fell to 3538 in December, but since mid-1948
monthly increases in the index have been rising despite the maintenance of a
reskrictive monetary policy. The fiscal deficit 1s estimated to have baeen 6% of LOP

last year, compared with a Funa forecast of 5.6%. The external pOSIELON NaE

deteriorated sharply. ODuring 19688 total reserves fell $2.8 bn ana operating

[eserves were reported to be only $2 bn at end-year and even LOwer in Januarcy: bélau
$2 bn the banks may call the MYRA in default. The reserve draw-down, ghort=term
porrowing from the BIS, drawing the reserve tranche [rom Ethe IMF and running op
arrears on letters of credit helped cover & BoP gap of over $4 bn. The trade
surplus fell to $0.5 bn, (cf $1.7 on in 1947)}. The § value of exports was 3% lower
whnile imports were up 19%.

The new President, Carlos Anores Peres, announced new policy measures in February
aiming to rid tne economy of cistortions, recuce the fiscal deficit sna promote an
externally orientec development policy. The measures incluoe the plannea
gskaplishment of & single, flexible exchange rate, higher ilnterest rates, tariff
reform, reduction of the fiscal deficit by ralsing revenues and lowering spending
(including a freeze on appointments and higner petrol prices), tax relofm ana
privatisations. To alleviate the lmpact on the poor, minimum wages amnd pay scales
will be raised, direct subsidies on certain basic foods and a welfare package will
also be introduced (financed by the higher petrol prices). The measures may rasulc
in & slowdown in activity in 1989-90 and, at least in the short term, an increase in
inflationary pressures. A Fund programme 15 belng sought [# request for an SBA and
CCFF is likely] and a Letter of Intent is reported to have been gigned. The
increase in petrol prices and shortages triggered unrest which was suppressed with
considerable loss of life, and the government has responded by bringing forward

planned wage increases.

A Ffloaring unified exchande Cate Was introduced on 13 Macch; the ffeé market rate
sloged at about B540 = §1 on 10 March. Letters of credit bought after 31 Octobar
1988 will be paid ar the free market rate. Hew money and a cescheduling are being
sought. Principal payments on public sector debt were suspended in Januacy
(although with the banks"' endorsement]) while negotiations take place. A grace

period of at least 7 years is reportedly being sought as is a redoction in interest
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"IEI‘II’.H to reflect the secondary market discounts. On top of this §5 bn of new

money 18 being requested, with $2 bn from the banks and the rest from IFIs. The
possible $0.6 bn loan from panks backed by oil receivables has been turned down; but
a $0.6 bn loan backed by future gold sales is also uncer discussion. In the
near-term, bridging finance may have to be provided by banks and some govecnments to
tide Venezuela over: in early March the US Treasury agreed in principle to provide
a $45%0 mn bridging loan and Spain is reportedly ready to provide a further $I50 mn.
5igns of a toughening stance towards creoltors (pecrnaps to deflect lecal opinion
from the root cause of domestic economic difficulties) have become evident recently
with the beginning of a ouild-up of interest acrrears to the banks; a ban on the use
of foreign exchange Eor the servicing of debt owed by private borrowers (scme §7

1/2 bn of total lopng=term deot of $32.7 bn at end-87) also took effect Lrom tne
beginning of March.

Chile

Real GDP rose nearly 7% last year. Although 12 sonth inflarion fell to 13% in
December {(cf 22% a year earlier), signe of overheating have prompted a tightening of
monetacy policy. A Eiscal surplus is expected for 1988, reflecting the benefit of
higher copper prices and privatisation recelpts, but there is the cisk of some

relanation ahead of Decembec's elections.

wnile the dollar value of imports rose 20% last yeat, exports rose by a thire with
the trade surplus increasing to §2.2 bn (nearly 11% of GODr). The current account
deficit narrowed to $0.2 bn. Dept conversions totalled $2.6 bn but are likely to
f£all to %1 bn in 1989, The trade surplus narrowed in January to $128.7 mn compared
to $195.7 mn in Decembsr, despite strengthening of exports from $522.3 mn to
$610.9 mn. Political uncertainties anead of the elections may put a brake on the
economy ©f translate excess liguidity into capital flight (the opposition has
thceatened to reverse some privatisations). HNevertheless, moderate candidates are
likely to be flelded by both right and left.

Real GDP rose 4.2% last year (cf 5.4% in 1987). Inflation, at 28%, was up slightly
from 1987, reflecting looser monetary policy and tight food supplies. Tne Eiscal
deficit was 2.5% of GOP., Total exports were unchanged in § tecms (though oil
exports fell 20%, partly through guerrilla attacka), while imports grew by 18% as
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t.e liberalisation and strong industrial growth sucked in intermgdlate and capital

goods. This produced a traoe surplus of only 30,3 bn, againat $1 bn in 1587.
Congeguently, the current oooount cecorded a deficit of $1 on against $0.4 bn in
1987, For 1989 che authorities hope to achieve GOP growth of 4.5%, a fiscal ceficic
of 2.7% of GDP, cteduce inflation to 4% and maintain a curcént account gdeficit of
50.6 bn. The process of Einalising the $1.Ton '"Challenge:' loan has gone somewhat

better taan expected and commitments for $1.64 bn had been received by 16 Harch.

Ecuador

The economy grew by 5.6% in 1988, mainly reflecting the recovery of oil production
and exports from the low, earthguake-affected levels of 1987. Last August's
adjustment programme has still to show any sign of reducing inflation, which rose to
86% in the twalve months to December. The government's aim of a li-month rate of
30% by August seems unattainacle, requiring monthly increases of less than 1% auring
1984, The fiscal deficit has been contained, however, and was 9% of GDP in 1%dd
afrer running at some 16% at mid-year. The drop reflected the enaing of
earthquake-related capital expenditure, higher revenues from oil, and the benefit of
higher taxes and utility prices. There was a trage surplus of $0.7 bn, against
1937's daficit of $0.1 bn, wiktn a 16% incresase in exporks and a 258 reductilon 1n
impoces. Discussions with creoiktocrs nave made likkle progress althougn thosa with
the banks are due to resume soon. The Einancing gap has been put at $2 bn, witn
interest accrears of 81 bn, and is expected to be covered by rescheauling and new
money in egual amounts. President Borja nas stated tnat no IMF programme 15 nesdesd
as $1 bn will be received from the IADB; but a Fund agreement may be insisted upon
by the banks. In December Ecuador's debt was downgraded to "value impaired®™ by US

cegulators.

L

Real GDP fell 9% last year while 12 month inflatiom rose to 1700% in December. The
government belatedly announced two packages of economic measures in January. The
first included a 29% devaluation, a cut in exports taxes, higher prices for petrol
and cectaln foods and a rise in the minimum wage. The second included a Eurther Z4%
devaluation, the abolition of 6% export tax and more prices and wage increases. The
aim is to reduce the [iscal deficit to 2% of GDP in 1989, from 12.4% in 1988,

Forward-looking indexation has been introduced until May: no target for inflation
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wrtnt l¥ running around 45% per month) has been set but there are guidelines for
m i

imum wages, petrol prices anc the exchange rate. Companies are alreaay taking
advantage of the limited —oope of price controls to raiss profik margins and
consumers" hoarding has produced severe Bnortages. Tougher measurss continde to be
vetoed by Garcia and inflationacy expectations have not been dampened,

During 1988 the current account deficit farrowed to $1.6 bn as the trade deficit
fell ko only $37 mn. Exports rose 2i (strikes offset most of the potential benefits
from higher metal prices) and imports fell 12%. The gebt service limit of l0% of
exports has recently been reconfirmed., Total arrears rose $i.6 bn to nearly

$10 bn. The banks' Advisory Committee is reported to be due to meet soon for khe
ficst time since 1986. Press TEpOrte suggest that Peru is seeking a $1 bn brioging
loan from governments. Failure to make a $10.5 mn payment on & February pushed
Peru's arrears to IADE to aver 180 days, 80 it is ineligible for further lcans.
Economy Minister Rivae claima, NOWEVer, that lAUB will help arrange a briaging loan
of pernaps $100 mn, to be financed by Spain and various Latin American lending
agencies, and that Iglesias plans to re-open creait for Peru before the 1ADS anmnual
mesting.

Italy is to provide $100 mn loan for Lima Electric Traln projeck, repayable at 1,5%%

over 20 years with 10 years grace. ltaly will also provide a grant of $22 mn.

Uruguay

The adjustment process lost momencum in 1984: most of the targets included in Ehe
economic programme (monitored oy the Pund under an ennhanced surveillance
arrangement) were missed. GDP growth slowea to 1%; from 5% in 1987 and nearly 7% im
1986. Both labour disputes and capacity constraints were responsible, Inflation
increased to 694, reflecting the impact of drought and a rising public sector
deficit. The fiscal deficlt rose slightly to 4.5% of GDP, monetary policy was
loosened and there was some appreciation of the real exchange rate. Hevertheless,
the trade surplus rose to $0.25 bn, from dpproximate balance in 1987: and the
Current account was in surplus. Discussions with the World Bank for a SAL of

$140 mn are in progress. The authorities also hope to place a yen-dencminated bond

in the Japanese market.
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.ivia

GDF in 1988 grew by 2,5%, wugh the same as in 1¥87. End-year inflakion reashed
21.5%, almoet twice the target. There was a trade surplus of $100 mn, an
improvement on 1987's deficit of 3190 mn. Import:2 remailmea static while exports
rose by 17% in dollar terms reflecting higher metal (especially tin and zinc)
prices. A current account deficit of around 400 mn~-3500 mn (abowt 1l1-13% of GNE)
is projected for 1968, about the same gs.in 1987. Although Paris Club debts were
negotiated in November, Boliva will remain heavily dependent on rescneduling into

the foreseeable future. Following last year's buyback, talks on the remaining bank

debt remain stalled.
Costa Rica

Real GOP rose by 4% in 19Y8¥, broagly the same as in 1987. The ceatral government
recorded a small surplus. The trade deficit for 1988 was about the same as in 19847
($130 mn). However, inflation has risen rapidly, to I5% in tne year to December
against 16% in 1987. The government's expectations for 1989 are for growth of 4-34%,
& small central government deficit and inflation of only lI%. Discussions witn the
banks have made little progress since the summer: various debt-reduction options are
under consideration; including a debt buy=-back. Although the Fund programme was
off-track and still nad an unfilled financing gap; the World Bank approved a $100 mn
SALZ in December.

Jamaica

Betwaen Januacy and November 1988 Jamalca cecorded a current account gurplus of

$10 mn (compared with a deficit of $123 mn during tha same period in 1987)
reflecting insurance settlements and other hurricane-related transfers. Exports
increased by 6% to $701 mn and imports by 158 to $1290 mn. In Februacy the Fund
Board approved a modification to last September's SBA, to take account of the impact
of the huccicaney it aleo granted emergency assistance of SDR 36 mn. Michael
Manley's left of centre social democratic party (PRP) won a convincing wictory in
the General Election held on 9 Februacy, gaining 44 seats to the out-going
{consecvative] JLP's 16. He has indicated that Ql performance criteria on public
spending might have been breached and that a waiver may be needed. Hanley has been
making conciliatory approaches to the US aaministration and the IFIs; he visited

Washington from 14-16 March to call on Secretary of State Baker, the IFIs and the
banks. Speculation continues in Jamaica on the possibility of a devaluation of the

Jamaican dollar.
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In December US regulators Zzclarea loans to Panama "value=impaired”. US sanctions

continue to hamper the economy and GDP declined 0% in 1984, Spin-offs from money

laundering may have averted a complete economic collapse.

SUB~SAHARAN AFRICA

Higeria

Nigeria's request for a l5-montn SHA was approved by the IMF Board - but only after
the UK took the lead in providing concessional finance and in co—ordinating support

from other offlcial creaitors.

Tne programme i8 designed to encourage the lnplementation of macroeconomic reforma,
including those announced on 1 Januasry in the 1969 Budget. The fiscal deficit for
1989 is now targeted at B.1% of GOP with domestic financing reduced to about 1.0% of
GDP. Het domestic credit is programmed to rise by 9.3% in 1989 fagainst 27.2% in
1388} . Broad money growth is projected to be 11% in 14989 jagainst 33% in 1%HH). As
regards exchange rate policy, the 198% Buaget introduced a single rate, reflecting
market forces, to replace the dual auction and interbank rates. Conseguently, tna
naira has depreciated considerably, but doubts have emerged about whetner the new
arcangements are consistent with those agreed by the Fund. There have Begn CumoUES
of Central Bank manipulation and a widening margin between the official and bBlack

macket rcates.

To help close the financing gap (estimated at $3.4 bn for 1989 assuming an avecage
oil price of §14.50) official creditoras agreed to a genecous rescheduling despite
difficult negotiastions. This showld provide debt relief of abgut $4.5 bn up to
end=April 1330. Signature of the draft agreement between Nigeria and the commerical
banks i3 expected on 22 March following reconciliation of minor difficulties over
documentation, and Nigeria's agreement to clear US$60 mn-US$80 mn in interest
arrears prior to effectiveness. The potential total debt relief resulting from
commeércial bank and official sector rescheduling could amount to $8.3 ba in 1989,
On top of this, the IMF agreement has opened the way for disbursement of $500 mn
from the World Bank. The remaining gap of $600 mn will be Ffilled from a numbar of

official sources including $100 mn from the UK and $200 mn of Japanese co-financing
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u,ha W ld Bank's Trade and Investment Loan. Latest estimates put the total of
Eire financing commitments &t 3542 mn. The balance is likely to be founa pow that
the SEA has been approved. ihough the MNigerians continue Eo resist 8 Fund deawing.

Cote d'Ivoire

Payments to official creditors continue although nothing has been paid to the banks

since May 1987. The sale of 400,000 tonnes of ¢occa "o a French zocoa dealer has
brought in vital revenue, although the worla macket remains depressea. Preliminary
figures following routine Article IV consultations suggest a worse position than
expected. On 5 March 1989 President Houphouet Boigny issued & written imnwitation to
the IMF to send a team to Cote d'Ivolre to resume talks on Ivorian economic
problems, incluoing both completion of Article IV consultations and negotiations on
a structural adjustment programme. It is, however, understood that the Ivorians
continue to resist any consideration of a reguction in the cocda producer prices or
cuts in public sector salaries as part of a structural adjustment programme. The
IMF has not =0 far lndicated when a4 mlssion will wisit Cote d'lvorie but it is

thovaht unlikely that this will take place before mid-April at the sarliest.

KEJ‘I.!H.

Large aid flows and postponed goverament outlays are likely to have kept the current
IMF programmes on track. Two problems prevented ayreement on the coversion of the
SAF to an ESAF ouring thne end-February Mission. However, the problems are expected
to be cesolved shortly and the ESAF should come to the Pund poard in late
April/early May. Monetary policy nas been tightened out success in reducing
inflation = 12.9% in the vear to Wovemoer (cf a programme target of TH] - remains
uncertain. The parallel exchange rate is currently at a 50-60% discount on the

official rate, reflecting large capital outflows.

South Africa

Tightar monetacy policy had brought the economy more into egquilibrium by 19B8 U4,
with the current account surplus running at an annualised rate of some $2 bn, and
domestic demand growth moderating somewhat. More recently, however, conf idence has
been dented by a series of poor economic statistics, including a sharply lower trade
surplus for January, a cise in the inflation rate and faster monetary growth. Bank
rate was raised by 1 1/2 points to 16%, effective 23 Pebruary. Based on preliminary
teporte the 1989/90 budget, announced on 1% March, was cavtious. Government
spending is forecast to remain £lat in real terms, resulting in a slight reduction
in the deficit before borrowing to 4.1% of GODP (cf 4.4% in 1988/89).
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Economic conditions remaiz <rim following the flocds, with both external and fiscal
accounts expected to deteriorate in FY 88/89; the current account and fiscal
deficits are projectec to be $0.9 bn ang Sud E£3.8H bn respectively. In adaition,
against a background of increasing political turmoil - an alleged coup attempt ana a
national strike which PrOompted the government to repeal recently imposed Price rises
= Bajor donors have been discussing the possibilikty of suspending aid ko Sudan
pending a definitive peace agreement with the rebels in tne South. Latest reports

indicate that Prime Minister Sadig el Mahdi is threatening to resign unless the

threat of army Participation is removed.

Tamoi

A greater sense of economic realism may be emerging with an acceptance that
go-it-alone policies have not worked. A recent Fund mission has returned moderately
encouraged. But encrmous proolems remain not least that of arrears ta the IMF which

Row amount to over SDE &00 mn,
2 imbabwe

The 1988 budget revealed no fundamental reforms, postponing the policy decisions
needed to tackle Zimbabwe's economic problems. However, debate on the economy's
direction continues; the "liberals® seem to have gained some ground, and changes in
this year's budget should not be ruled out, An IMP programme still seems remote,
but the necessary injection of foreign investment, neeced to sustain the
government's 5% growth target may be realised via a wWorld Bank Programme focussed on
liberalisation of the considerable battery of controls. The Government are also

Bxpected tO announce & new investment code this year.

S0UTH AND EAST ASIA

India

India's external position continues to warrant close attention. The trade deficit
has widened and the current account deficit in the year to end-March is likely to be

eignificantly greater than the $4.6% (1.8% of GDP} recorded in 1987/88. Foreign

exchange reserves fell by over $1.2 bn in the first 10 months of the current fiscal
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.,r: and (excluding gold) now amount to just over 3 months worth of lmports, Unless

the traoe position shows signs of improvement in tne near future, the authorities
could decide further to ti..cen import controls, which could have an adverse Lmpact
on growth and inflacion. The 1987/8 GODP growth rate has just oeen revised up again
to 3.6% and growth in excess of 9% is forecast for the current fiscal year. The
budget in February 1989 attempted to tackle the financial imbalances through record

tax increases, administered price rises and no inccease in the defence Dudgael.

Indonesia

The latest five year plan envisages average real GDP growth of 5% pfa, a doubling of
non-oil export recelpts and a decline in the DSR from 36% ko 254. The latest budget

is expansionary, being partly precicateoc on a 50% rise in aid disbursementse.

Pakistan

The new administration under Prime Minister bhutto i1s to back the IMF programmes
agreed in principle last Hovember with the interim government. There are, howevaer,
growing doubts that the programme's performance criteria will pe met. Remittances
{at least those transmitted tnrough offical channels) are down shacply, lmports are
sharply up in both volume and value, while eXports are up in volume but pokt in
value. It seems unlikely that the narrowing of the current account deficit to 3.3%
of GDP in FY88/8% (cf 4% in FY87/88) envisaged in the SAF programme will be achieved
and the DSR is unlikely to show much improvement on the present level of 30% current
account receipts. According to February figures, tnere has been a further serious

fall in reserves.

Philipplnes

The trade deficit is expected to have widened to arcund $1.1 bn last year (of §1 bn
in 1987) ., Talks with the IMF recomnenced in January. Agreement on a $1.3 bn EFF
and CFF appears to have been reached. President Aquinc has approved a leteer of
intent, but has said that some details are still to be settled. Board approval is
being sowght in May. The IBRD is to co-ordinate the *mini-Marshall plan® orc
Philippines Assistance Programme (PAP) with $5-10 bn in aid expected to be pledged.




CONPIDENTIAL

E'EHH AND SOUTHERN EUROPE

Yugoslavia

Chacs in the domestic economy has yet to spill over into the trage accounts. With
inflation soaring way ahead of target, and the resignation of the Mikulic governmant
at the tucn of the year, the 5BA agreed last June is in abeyance. Funa staff have
uurfludeu that consultations on revisicns to the 5BA cannot be completed until the
new government has put together a conerent programme for 1989; both the third ana
the fourth tranches of the 58A (scheduled for end-Hovember and mid-Februarcy| remaln
undcawn., Although the new Prime Minister Mackovic may prove to be more competent
and more of a free marketeer than his predeccessor, the Federal government, facea
with continuing opposition from the republics, seems as likely to have the same
problems as its predecessors in trying to implement the projected reform programme.
Foreign debt, though, continues to be serviced Fully, and the UK bilateral covering

the l5-month Paris Club rescheduling agreement of last June was signed in January.
Poland

Since the start of 1989 arrears of principal and interest to official creditors have
begun to accrue and a de facto moratorium is in effect (though payments under the
banks' MYRA continue to pe honoured regulacly). The Paris Club is refusing to
consider negotiations on 1989 maturities until tne Poles aign Ene bilakterals due
under the multilateral agreement to reschedule 1988 maturicies and acrears. Until
recently the Poles were pressing (in vain) for further concessions on 1388 deot ana
new money but they have now signalled that they will sign with the UK in April,
Although the new Rakowski government appears to be trying te push ahead more
strongly with the faltering reform programme (and “"round-table® talks with all
interested parties = including Solidarity have led to the promisa of democratic
constitutional reform) - the Fund SBA sought by the Poles still seems a long way oLfL.

sungacy

Although the SBA remains broadly on track, there have been some slippages in respect
of both the current account and, more sericusly, the budget deficit; a waiver had
therefore to be sought for the latter before the fourth dzawing on the SBA could

become available in mid-February. Despite Hungary's obvious commitment to felorm,
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i!rnatiunal financial matkets still cemain caukious: a new Mational Bank 51350 mn
it

n facility carries & proposed margin of 5/8% throughout; compared to a split
1/2=3/8% last summer.

Bomania

Romania continues to reduce its forelgn dept apace. In 1v8E it [epala or pre-paild
an estimated $3.5 bn, leaving only $2.2 bn outstanding at the year—-end, thanks to a
an appatent convertible curcency trade surplus of $4 bn. Paymenkts unaer the

agreement rfeached with the commercial banks creditor group, whereby all outstanding

mediun and long-term debt was to be paid off by end-June 1989, have been

accelerated, and the debt was all cleared by end-February. ©Once the pre-payments
under the agreement with the IBRD have been completed by (or possibly before)

end=June; gross debt should be well under §1 on.

Bulgaria is becoming of increasing concetn. Gross deot has tripled over the last
four years to an estimated $6.8 bn, which is uncomfortably high for a counkcy whose
annual visible exports to the West amount te only around $2 bn, or less than 20% of
total exports, At the same time reserves have fallen to their lowest level since
1960, Although there are as yet no obvious debt servicing proolems, tne situation
is reminiscent of the late 1970s, when Bulgaria ran into serious difficulties and
had to be "pailed out® by the Soviet Union; margine on bank credit lines are known
to be nardening.

Gresce

The current account deficit im 1988 fell slightly to $1.0 bn (2% of GDF) thanks to
higher receipts from tourism which offset a worsening trade deficit. The latter is,
however, forecast to widen further this year. At present nekt non-debt capital
inflows remain strong enough to finance the deficit without recourse to new external
borrowing. A relaxation of fiscal policy in advance of this yeat's elections now

jecpardises recent progress in reducing inflation.




CONFIDENTIAL

H'L-E EAST & HORTH AFRICA

Egypt

GDF growth was estimated at only 2Zs last year and prospects for 1949 look even
bleaker. Inflation, up to 30% in 1938, is set to remain high. Problems with fisecal
control persist and the IMF douot that proposed budgetary measures can reverse the
upward trend in the defici. for FY 1988/89, Talks with the IMF remain deadlocked.

A Fund mission visited Egypt in January put no agreement is in sight as fundamental
differences persist in key policy areas. Talks may resume in March around the time
that President Mubarak is expected to tour western capitals lobbying for support for
& softening of IMF demands. With the external position continuing to deteriorate,
in part because of rising prices of imported food, atcears on official debt
repayments due after June 1988 are now mounting, though the amount vulnerable to the
brooks amendment (the triggering of which could terminate Egyptian access to massive

amounts of US ald) is relatively modest.
JOEdan

Government measures in the face of serious economic problems have been insufficient
to resclve the foreign debt proolem. EOGD nas suspended further cover for Jordan
and UK banks are refusing furtner claims on exXisting lines of credit. International
confidence avaporated,; as evidenced by three separate runs on the dinar in recent
months and by the withdrawal on 2 February of a planned $150 mn eurocloan
gyndicaktion, in spite of inducements in the form of suostantial front-end fees and
genercus margins. The decision to withdraw became inevitable following the
government's request for a JI-month deferment on payments due on an earlier

eucoloan. In addition, Jordan has missed a Fund repurchase (for a CFF) due in
January. The Frime Minister has stated that & rescheduling is necessary and despite
official reluctence to approach the IMF, a telex to creditor banks from the Ministry
of Finance states that they are now conducting talks with the IMF and wWorld Bank to
agres a solution to the debt problem in the context of an IMF/World Bank programme.

Jordanians intend not to default on private sector debt.

Against this background,; the prospects for completion of the Tornado deal withouk
the provision of additional government guarantees have been sericusly undermined.
The UK banks lead-managing the unguaranteed UK portion (Lloyds and Morgan Grenfell)
feel unable to launch syndication in the cuccent climate and there is concern abouk

the continued ocfficial commitment of the Germans and Italians.
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With oil prices still weak, the proceeds of Neutral Zone production (worth around

$1.5 bn pa at current prices) no longer available, and a repayment hump in 1583/90,

Irag faces a significant financing gap this year. Western banks are beginning to
make it clear that they are unwilling to provide medium and long-term credits for
reconstruction. However, the Iragis seem to be meeting with some success in efforts
t5 raise & %500 mn Club ioan from relationsnip banks in Europe. HNevertheless, Irag
ie likely to remain dependent upon trace credits and bilateral rescheduling,
together with support from the Arab world (there are suggestions that Kuwait might
finance a facility to buy out Arab trade creditors whose claims may amount to nearcly
%7 bn). ECAs remain wary of the market, and many &are willing to provide new cover

only in return for payments on debt outstanding.

Algeria

Latest data issued by the DBCD put external debt at $26.7 bn at end 1987 (possibly
excluding military debt of around $3 bn). Debt service obligations continue to
represent a butden on the economy; Interest payments ale projected to lncrease Lo
$1.7 bn in 1989 and total debt service to an estimated $5.9 bn, reflecting the
maturing of medium-term debt. Unless a substantial recovecy in ail/gas prices
sccurs, the debt service ratio is also likely to cise (from a reported 64% last
year). The recent elections have provided Presigenc Chadli with a positive mandate
for political reforms although some doubt exists as to whether these can be adequate
compensation for axisting austerity and new mEasures Wnlch may need To =113
introduced. Although no formal approach has been mace, the authorities have made
technical enguiries about IMF creoit facilities and further di8CUBSiOns are expected

to take place with the Article IV mission currently in Algiers.

The 58A is in trouble with drawinga having been suspended. There had been doubts
over the authorities® ability to achieve a target for the fiscal deficit of 3.2% of
GOF. The Moroccans have demanded a comprehensive réscheduling of 1989=92 maturities
of commercial bank claims over 20 years with 10 grace at a fixed interest rate of
6%. GSuch terms were turned down flat and in response a suspension of interest
payments was threatened. Nevertheless, interest payments due on 9 March were paid.
Although the authorities have not yet approached the Banks" Steering Committee to

re—open negotiations on the reschedulings, they are gypected to do SO,
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The recently announced budget Ear 198y PEojeckts a large rise in the fiscal deficit
from [OR 252 mn ($654.5% mn] o OR

revenues. The budget is, howsver,

409 mn ($1062 mn)] reflecting a fall in expected

cah3srvatively based on an oil price of $12.50 ph

(around $Z pb below the current levels]., The authorities remaln confident that they

will be able to finance the deficit through drawlngs on résarves |perhaps including

Lhe State General Reserve Pund, whose avowed purpose was to build up capital to

provide income when oil revepues declined) and borrowing in Ehe international

markets (there are reports of a $500 mn loan being sought.)
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RECENT SOVEHELIGH BJRROWING BY LDCS
Hatur iy,

Dace Grace
Announced Boccower (yeacs)

BRAME BORROWING
Africa

10/2 Algeria - Alr Algecie
Algeria - Air Algerie

26710 Tan: ria = Wational Bank of
Commecce

25/11 fimbabwe — Agricultural
Marketing Authoricy

Asla

22710 Indla = Bhacatc Heavy
Industries
L9311 India = IFCI
21711 India = Air India
/2 India - Air India
29710 Indonesia

19711 ESsrea
Eorea = Korean Airlines

1371 Taiwan = Bank of Communicatlons

Latin Amecica

10/2 Colombia
Communist

a1z Bulgarisa - Foreign Trade Bank Sch 500 7
China - Pecples Construction 518 L0
Bank
571 China = Bank of China £28.6 13.5/3.5
9/1 China = Bank of China DH 200.1 15
DM 107.9 15
$23 10
DM 54,3 10
6/ 1 China = Hainan Frovince $24 i0
$i4 10
572 Hungary = Hational Bank $150 B/5
2871 Poland = Lot Alrlines 31840 i2

Middle Easgt

25/11 Egypt = Alrline

Spread or
Fixea rate

LR}




Algeria = Bangue Exterieurs
d'Algerie

S0uth Africa

South Africa

Asla
5s11 India - 0il and Matural Cas

Commission
B/10 Indonesia

Latin America

17712 Venezuela

16,1 Yenezuela

Lommunlist

14/1 Hungary = Mational Bank

Maturlity/s
Grace

2ars

Spread or
Fized rate (W)




OVERIME OBLIGATIONS TO THE PUND (1) AS AT 27. Z.89

Country

RAMPUCHER
GUYANA
VIET HAk
SUDAN
LIBERIA
FERLU
LAMBTA
S5IERRA LEONKE
SOMRLIA

B A AR
ZAIRE
HAITI

HOKRDURAS

Due Date of
Earllest Arcears

Qutstanding

Total
Cutstanding
jEDR mn)

13 Macrch 1975 31,4

31 May 1983

& February 1%Es
13 July 1984

14 March 1985

9 Decemper 1985
b Juna 1386

13 February L1987
4 July 1487

18 December 1987
29 June 1348

48 October 19848

14 Movember 1988

Forthcoming
Doligations
[Ea 1333}

16,7
9.9
10.5
l82.9%

T4,

2,064,7

2,683,6

e

Includes both overdus repurcoases and chacrges of sembers with at least one
obligation overdue for moOre than one month.

The above figures are from Fund papers issued with respect to individual
countey conplaints and the six-monthly, "Overdue Financial Obligations®
report. There will have been Eurther cbligations [alling due Bubsequently. 50

the figures are not entirely up-to-date.

Honduran forthcoaming obligations are only assazzed to 19933,




lnternational Development ASSocCiation

Summary of Overdue Service Payments as of 3/03/89
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International Bank for Reconstruction and Development
Summary of Overdue Service Payments as of 3/03/89
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00724 CONF[DENTIAL

INDEBTEDHESS AND BRITISH EXPUOSURE § prllion

. Tocal British=owned ECGD
external banks’® Amaunts
debt §bn exposure[l] at riak

End=-Deg End=June End=-March End=March
1987 1988 1987 [2) 19287 [3]

Latin Amecica

Argenting 3.410.1)
Brazil 6.2(0,7)
Chile L.0{0.0)
Colombia B:5(0.1)
Costa Rica Q.1(0.0)
Ezuador 0.6(0.0)
Jamaica 0.2(0.0)
Mexico 6.0{0.1})
Feru Q.3(0.0})
Uruguay 0.3(0.0)
Venezuela d.110.1]

Far East and Australasia

Indonesia 46 0.6(0.3)
Pakistan 13 0.2(0.1)
Philippines 15 1.3{0.0})

EBastern Eurcpe (convertible currency)

Bulgaria & D.2{0.1)
Hungacy 18 0.3({0.0)
Poland 39 0.7({0.0}
Romania B 0.1({0.0)
Yugoslavia 20 0.8{0.1)

[1] Defined as consclidated external claims including portfolio investments with a
contractual repayment date, adjusted for certain inward and outward risk transfers
in respect of guaranteed loans, plus any net claims on local residents in local
CULrreancy. Amounts in brackets represent total unused commitments adjusted for
certain inward and outward risk transfers in respect of guaranteed loans. Other
portfolio investments in these countries amounted to $56 mn at end=June 198d.

Defined as ECGD-guaranteed loans disbursed, plus political claims paid and claims
Under sxamination.

Defined as ECGD-guaranteed loans (disbursed and undisbursed) and contractual
interest, plus political claims paid and claims under sxamination.
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INDEATEDNESS AND BRITISH EXPOSURE

‘II Tocal

gxternal
debe $£bn

End=Dec
L1987

Eapops
Greace 21

Tuckey i3

Sub-Saharan Africa
Cote d"Ivoice
Kenya

Higeria

Souch Afcica

Sudan

famnia

LilmDabDwe

Middle East and North Africa
Algercla 27
Egypt 20
Irag 65(4]
Jordan 3(5]
Morocco 21
Oman 4
Baudi Arabia lais]

CONFIDENTIAL

British=owned

pangs’
exposurall]

End=Juna
1584

1.3(0.4)
0.4{0.1]

0.3{D.0}
0.1{0.0)
1.3(0.1)
3. 7[0.6)
0.0(0.0)
0.2(0.1)
0.310.2)

Da4(0.1)
0.2(0:1)
0.1{0.1)
0.21(0.0)
0.2(0.0)
0.1(0.1)
0.7{0.2)

§ ballion

ECGD
AMOYNELS
ALt Cisk

End-Macch
1987 [3]

End-March
1387 (2]

Includes $30 bn from Acab countries.

End-December 1986 estimate which excludes sizeable military debt. More recent
estimates put the figure at $6.5 bn (again probably excluding military debt].

External bank and guaranteed trade debt at end-DecCember 1987.




BULATERAL MATMTAOTONS '\ AGERMENTS  CLIFFENT POBITIEN AS AT 1 MAACH 1969

CAIE OF

14.11.53

DE CRNVFTS
o LT

17.11.87

23.04.85

OATE OF
MEIOTTATTCHG

d.12.87
(Lonckn)

15.05.85 +
ZHJ1.00.86+
Z5.10.88

75.10.88
(Paris)

Final 'I.E-Eim,ru; the Portumess translat ion
of the text returmed to Luends by RID 242,

Brhae of Motes oorcluded,

H'I:?Ei'r_lu.l: smliciter hene ormmented on
ﬁa'lfn‘_lm_rrq‘rm_tmaﬂrﬂts to tet. Reply
to Argertina sent A3, For aoner es, ircluding
LK, hae yet to initial Agresvents,

Mraft todts and Dot List sert to La ez T2,
'I-.Is_*htr-n: e ooclusion by oorresponeEoe
with 16a17] st aside fix meeting if needid

Moptiatios arraged for Whe X203 in Rresilia,

Meaft besdt row clesred Telex reply sent to

Caisse Atoore 1062 suppsting negotiat ions be
arcluded by cxrespodEoe,

Deaft tet forwendad to Jamica 11M]. We hee
prypceed aocluding by coregonderee., Post
chased 1\,

Draft text cleswed, hwaiting (DA imput to
emter frr intercst pate sdeent ion,

Aqraomnt initialled. Foml Bohage of Moies
cespatched by Dag 20812,

Trlex s, bo Caisse Autonome 1642 evplaining
that an extra clare will reed to e added o
to the ek to amet fr R imolhement.




e O EMILINE DFIE [FAAFTS AIE OF OTE DE
RIS FRH ST QT HEINTATICNS AFFBVENT MFERERT  OMENTS

MFFRRT  LAIERAS INITINLED  SICMNED

16.05.86 31.12.86 14.07.86 28.11.86 Cebled Post 1BM 11 asking them to e@.mngt
teles received from Maritaniss des ot

D degetrhed Boharge of Notes £A\5. Gble o
[eiar 16411 aloo ags to chese progress of this

Agreement o preitive davelopment since.,

Draft tevt despetched to Rebet 2002, We hae
arested archision by corespondance.,

Cable from Post 12 supests that MF is row
prepered to aept A mocatorhum inkerest ke
of Libexr + 0.58.

16.12.98 Draft test with FD fir clesrare TH 2.0
teles to MF M2 agests cochsim by
aETETTCETE.

Draft tesdt being prepered.

Offer left with Poles after esrlier regetistios
wes rejected by them, Nevertheless they rnow seem
koon to recpen talks. Ceble 1) Erom Warsss
arppsts dabes of 64N in Londmn .

Bilsterals initialled 2 at of 17.

Oraft st et to BD ad orx laser for
clearare 2.

Despite nmans revdndsrs from the High Commdssion
there has b1 o progress at all in reachirg a
freral sigrecae. FD last omtacted Post 11




[AIE CF

e [AIE

NITIATENS = AGFERMANT 2 AGFERMENT  (OOMVENTS

08.08.85
(Lenedmn)

INITINITEY  SIENED

T

Poomel sigrare still otstanding, u.acu.!n i
taen to prae de o inesing amews uder

fird at vhether there is any possibility of this
Agresment: beirg siged 16\2.

raft tet with FD fir clesrame 712,

Bchange of Hoes forwerded to Post 14011,
FD set. remirder 19].Cummins (FOD) to
raise the reec for foml signat re dring
his visit to the Post.,

Daft tet sad to FD and ax lawer fir
cleararoe 2.

Draft tet st to AD and ar layer fir
clemance 2.

[elays on part of Zaire to amange oochsion
of Agresment,. See below,

Need fir fooml sigehre maised with Kathima bin
Famezind , Secyetary Gereral of the National Party,
by Mrs. dhallker in ILondmn 15,12, He poomised to
lock into the metter and on his rehan the Post
peented a dossier to him on this, Mo progress hes
been recle degpite a firther chaser by the Post 292,




Confidential

Arady’'s Proposals for Third World Debt

Brady's plan for the chird world dabt is becoming clear in
principle if mot yet specific in terms of burdens and benefits. In essence,
it converts LDC government debt to Western commerical banks into debt
guaranteed by Western governments with either lower interest or forgiveness of
principal or some combimation of the two. The sharing of the burden of
forgiveness has yet to be sgettled, but undoubtedly che banks will be required
to shoulder much of the loss while the remainder is loaded onto the Western
taxpayers.

At a stroke this will nationalise most international capital
movements, with contingent burdens on governments, or their surcogates in the
IMF and World Bank. It is most unlikely that any commercial bank or any other
major lender will supply any new money at market rates except in so far as he
receives a government wnderwriting of both interest and principal. The
borrowers will elaim that (a) they need and can usefully employ new money
(they can), and (b) the banks will supply it at reasconable interest rates only
if they get government (IMF or Bank) guarantees (trus). I believe that then
we are only one step away from Harold Lever's grand scheme for government
eontrel of all capital movements.

This is a shame. The Baker "plan", for all its vagueness and
wisghful thinking, was working. Debt as & fraction of GNP has declined in many
countries and the marketing of debt, together with debt/equity swops, was
easing the situation for both lenders and borrowers. BSome countries which had
adopted appropriate policies (e.g. Korea and Chile) have reduced the dollar
value of their debt and are out of the wood. Others (Argentina is the most
obvious culprit) have continued business as usual, firm in the belief chat
they would be relieved by the commercial banks and taxpayers. The Brady plan
will clearly discourage government taking the hard decisions of reform.

The political problem is contained in the varions threats, as in
Yenuzuela recently and simering always in Mexico, of social unrest and
political turmoil. It may well be considered wise politically to give Mexico
and Venuzuela some financial relief. But it would be much better to do chis
with straightforward cash subsidies, honestly recorded by tha western
governments as public expenditures, rather than the Brady measures which will
distort and discourage capital markets for a long time ahead, and will contain
contigent liabilities on Western taxpavers of unknown extent and timing.

I do not know how far we ar committed to Brady's {(really Mulford's)
plan. When 1 talked to the Chancellor just after the budget, I did zketch out
some of my fears. As more of Brady is revealed, however, theze fears have
been confirmed and heightened.

AAW Washington 27 March 1989







CONFIDENTIAL

9

10 DOWNING STREET

LONDON SWIilA 2AA | ek
Fram the Private Secrefan 13 March 1989

PRIME MINISTER'S MEETING WITH MR. ALAN GREENSPAN

The Prime Minister entertained Mr. Alan Gresnspan to
iunch at Chegu=ars on Saturday 11 March. Also present wara
the Governor, Sir Petar Middleton, Mr. Nig=l Wicks and
Professor Briam Griffiths.

Discussion over lanch was in fairly genaral tarms.

After lunch there was about one and & nalf nours discussion,
ranging over six main issues.

Data Probhlams

The Prime Ministar commanted on Fha i iculti=a [or
the conduct of UX aconomic pelicy arising om tha large
uncercaintias and rasidual arraores in oar gtakigkicg.
She wonderad whather similar difficulris:
encountarad in the Unitsd States.

Mr. Greenspan rasponded that there wers some

[-=}
difficulties of this sort, although he thouant they were not
ag gsarious as in the United Xingdom. Problems in the
National Income statistics arose from the common phenomenon
1n both eountries of substantial egquity withdrawals by
nouseownars. This has bean a major Factor behind the
obsarved reduction in the personal savings ratio,

Thara were also shared difficulties in the two
countries in the measuremant of balance of payments [lows.
Indead this was a universal problem given that when “he
egtimated Elgures Eor all countries were put together, th
implication was of a large world balance of payments
deficit. Greesnspan speculated that a substantial slement of
the flows not captursed by the statistics related to US
Lovestmant Lncome.
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United S5tates Budget Daeficit

Greenzpan said that, as long as overs=as investors
cantinued to have confidence in the US economy, it was
difficult to argque publicly that the US daficit constituted
a sarious prablem. But it was esasential ko tackle the
daficit, because if no efforts were made to reduce it the
likelihood was that it would grow; this would arise, for
axample, from a similar percentage growth in s2xpepnditure and
revenua, It was also important to avoid complacency on the
grounds that the states were running large surpluses; this
resulted from essentially private pension funds which were
nakt properly scored 1n dssessing the budget deficit
position.

Gresnspan expressed cautious confidence that action
would be baken to reducs the deficit. He was encoaraged by
the fact that Darman was kean to proceed on a malti-year
planning process, with analysis of fiscal year 1991 getting
under way gquickly after completion of tha exercisa Eor
Eiscal yvear 1990. It was important however for sffoarts to
sattle the budget by agreemant to succeed because of
waaxnassaes in the Gramm-Rudman-Hollings (GRH) progedure; a
key point was that tha GRH process was triggersd by
foracast figures rather than outturns. The Prime Ministar
commantad that another reason for seeking to avoid the GRH
process was that the sequestration arrangements wera likely
ta lsad to the defance programme belng sacrificed for the
w2ilare pDrogramme.

Greenspan sald that proceeding along the GRH path also
gava difficulties to Congress. Congress was reguired by the
GRH rules to come up with its own budget proposals in the
Spring. But they [aced a dilemma; Congrass had hitherto
being arguing that the economic assumptions in the OMB
proposals wers too optimistic, but 1L they now came [orward
with less optimistic assumptions that would make it more
difZicult still Eo produce acceptable budget figures. It
was probably in Congress's interests not to confront this
prablem, which led Greenspan to conclude there was a
reasaonable chance of an =arly budget agreement. But he
woirld not rate the chances on this at higher than 55 per
cent. wWhether or not an agreement was achieved, the key
thing for the Administration was to keep tight control over
El@a varianle that could be controlled, namely public
spanding. The most dangerous trap was to seek to sguare the
books by a reliance on over-pptimistic forecests of reveniae.
He was also cautiously optimistic that Congress would not
try to escape from the dilamma hy raising the GRH baseline:
guch an action would be perceived as anaccaptably
aati—-i1nflationary.

Savings and Loans Associations

The Prime Minister said that she had been concernad by
rapaorts of the off balance sheat proposals for dealing with
tha Savings and Loans crisis. This sesemed to carry a
sarious danger of perpetuating arrangemenks where, bacauge
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all deposits wera2 guaranteed; thoss responsible for managing
'.m had we incentive to conduct business prudently.

Gresnspan sald the position was not as bad as it
sagmad. The fact was that Lhere was a major problem to daal
with, and the correct solution was to find some means of
writing off the whole of the problem now and fuanding it.
Daing this in the budget in a straight forward way had been
contemplated but it had been ruled out because the necessary
daragation Srom GRH would have meant that whole process was
undarmined. That danger had been avoided. The oEf-budget
solotion adopted wae unorthodox, but had been constructed in
a way that it could not be adopted in any other case; to puat
it crudely 1t was a ring fenced fiddla. At the same time he
thought the whole process had been anough of a shock to
avpid giving an incentive to every Savings and Loans to be
irresponsible. And a farther part of the solution was to
carey out a full scale review of the whole system. The aim
in that process should be to rule out the possibilitvy of
"reverse incentives"; nsw legislation might be introduced,
for example reguiring more long term borrowing on Savings
and Loans balance sheets.

German and Japanese Structural Surpluses

Thera was lengthy discussion of the problems orasented
for the world economy by the German, and particularly the
Japanase, large structural balance of payments surplusss.
1t #as suggested Chat a distinction needed to be drawn
betwaan protecticnlist tendencies that were diractly
government initiated and those that arose from inbuilt
cultaral effects. The major need was to tackle the latter,
but this was a particular intractable problem. The upshot
of the discussion was an agrzement that sveryvone recognised
the scale of the problem and the need to tackle it; bat that
no satisfactory soclution, or set of solutions, had yet
emsrged .

Third World Debt

Graanspan was asked whetner the statement the pravious
day by Treasury Secratary Brady should be interprated as a
significant change in the Administration's approach to the
Third World deot prablem. Greapspan responded that there
had basmn no radical change, but that what Brady was seeking
tc describe was the process of evolution in US thinking.
This started from khe premisa that thers would be no dabt
problem if the debtor countries ware in a position to adopt
"reasonable™ or "appropriate” sconomic policims. But 1t was
not politically realistic to axpect these countrias to have
real intersst rates and budget surplusas at the lavel
nacesgary to attract inflows of capital automatically to
carrest their problems. Against that background 1t was
necaggary for the creditor countries to recognise the nsed
for some form of support programme: the aim should b= a
machanigm that was temporary and weanead the govarnmsnts bhack
to orderly debt payments. Such support was necessary
notwikthstanding the fact that Ehe number of US commercial
banks who were seriously sxposed to Third Werld debt
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problams had come down Erom about twenty in 1982 to Eour

In discussion it was suggested that the process kthat
Brady had been describing would be dangerous if it led the
debtor countries to perceive that their problems could be
solved politically in the United 3tates. It would be
pointless to have a syvstem of help for the debtor countries
if this had the effact of encouraging them to behave just as
they have had in the past. Greenspan acknowledged these
problems, bat said therse was no simple way to resolve the
fundamental dilemma. It was also suggested that the
difficulty was exacerbated by the reluctance of governments
in various of the key debtor countries to give up publie
control over their para=-statal industries.

[Iinited States Domestic Economy

Greanspan suggestad Ehat the course of the U5 demestic
agconomy was progressing as well as could be expected.
Growth was staying surprisingly stable, and there had been
only very limited inveluntary inventory accumulations;
interest rate increases had so far had only a limited impact
in slowing the economy down. Although interest rates could
have a powerful macro-economic sffect, this was less strong
1in the United States than the United Kingdom because muach
lass of the Unitaed States domestic mortgage borrowing was on
variable interest rate terms.

Greenspan sald that the Ped had been doing some
research on the recent trend of monetary relationships.
They had been encouraged by the discovery of a2 more stable
M2 va2locity relationship in the recent past. The
implication was to increase confidence that a tight monetary
policy would succeed in bringing down inflation. At the
sam= time Greenspan 8aid there were difficulties inp
focussing on MO0 as a monetary indicator, given that roughly
a half of the currency measur=d in M0 was held overseas.

I am copying this letter to Alex Allan {8M Treasury).

FPAUL GREAY

J. Tootman, Esg.,
Bank of England
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FRIME MINISTER 10 March 1989 Qﬁ“(
(&
LUNCH WITH ALAN GREENSPAN

I enclose Twenty Questions for BAlan Greenspan as well as an

article by Rimmer de Viries which is excellent.

- r
Bl’_.-"‘v". N AATS

BRIAN GRIFFITHS




PRIME MINISTER 1988

MEETING WITH ALAN GREENSPAN
TWENTY QUESTIONS

Budget Deficit

The Administration predicts growth for next year of 3-3k%:
the Ped between 2-2%%. Why the difference in grewth rates?

—— . ——— -

How much is the 1990/9]1 deficit likely te be in excess of

—

the Gramm-Rudman targets?

If the overshoot next year is substantial, how much will

be reduced bhy:

(a) cutting expenditure

{b) raising taxes

{e) raising the Gramm-Rudman-Hollinge haseline itself?

President Bush has said he will not cut defence 1in real

terms this year and allow it to grow a little in future

—— - 5
years. If he wished to cut welfare expenditure, how conld

the idea of a "kinder, gentler society" continue to have

credibility? - =

— ==

A number of econocmists/commentators in the US seam to beliove

the deficit is no longer a problem. How widely shared is

i —— e

this view?

—

What is the gearing (debt/equity rates) of the USA asz a
s i ! O

whole? Despite the high budget deficit and trade deficit,
— —_—— — —




this may still be very conservative (below 20%)7 and would,

therefore, account for why people still regard the dollar

as sacure, e

Monetary Policy

Higher interest rates are necessary to control monetary
growth and inflation. But with US rates at present levels

igs there a risk of recession?

e

How much pressure will the Adminstration bring on the Fed
to take risks with inflation?

————— Tm - ——

Exchange Rates and the Trade Deficit

In the UK we are presently paying the price for massive
intervention in the foreign exchange markets in 1987-1984.

M

Is it likely that the Administration will again actively
CAnvass greater exchange rate interVention?

S
— = - - J—

Can there be a significant reduction in the trade deficit

without a further significant devaluation of thé dollar?

What is most likely to put the dollar under pressure in

the next year?

What factors are likely to trigger protectionism in the

osz? s
Inward investment into the US has been strong, particularly

from the UK. Will this confidence be sustained?
—— = =S

—% = = S
—

Savings & Loans Crisis

14 What is the dimension of the problem?




Haow serions is 1t for public expenditure?

.
e —

How much does it complicate monetary policwy?

Are there likely to be knock-on effects in the way the US

requlate financial institutions?
e T —— e i — e —_

MWorld Debt

What is the assessment of the debt problem? Most of the

- & . . - » ] Sl [} i
financing is falling on governments (through international

institutions) and the countries themselves are not sticking

e —

to IMF guidelines. (Venezuela - recent troubles with 300-

————_

200 dead, Brazil election of centre leftfleft President

—

F‘.T.CJ. - —

Where is the debt problem likely to go from here?

How would he assess the strength of US banks' balance sheets?

What are the possibilities for linking conservation of third
world forests to debt forgiveness?

-

=

i h_.__
Faw =

BRIAN GRIFFITHS




One of the questions the international financial commumity is asking is: "What

cconomic policy is beginning to emerge under the Bush Administration?" Specifically,

“What is the outlook for budger, mometary and foreign exchange policies?” Obviously,

Judgments and perceptions still have 1o be very tentative at this stage. Nevertheless, while

there is a fot of talk about the necessity of redecing the budget and trade deficits, the Bush

Administration does not have a comprehensive program to deal forcefully, head-on with
-__‘_'

these deficits. Based on what we know to date, the deficits will be reduced only gradually,

A —
on # trend-like basis. Another coaclusion is that the new government does not favor
e,

cutting the trade deficit through a significant change in the value of the dollar along the lines

of the recommendations of many Harvard and MIT professors, such as Martin

Feldstein and Rudiger Dornbusch, but ruther gradually through a variety of policies. It

Ll —_

rernaing an open question whether the realities of the financial markets will force in due
course the authorities 10 adopt 4 tougher approach to narrow the deficits,

President Bush's economic policy is wrapped up mainly in his budget policy. The

Bush ¢cconomic team regards budget reduction as ihe Number | economic priority. It sees

reduction as & means 10 an end of which increased investment in productivity and

==

competnvencss and the nising standard of living is the goal. Itis th{:-rn:-ugh]_';.r convinced

=

that the national savings rate has to be raised and that the best way 10 do this is by cutting

—

the budget deficit by slowing the growth in government spending. Its badget policy is

based on the concept of a "flexible freeze.” According to this concept the budget deficit--

which has been around 3150 billion--can be eliminated over time without a tax increase
and without reducing social secority by holding the growth in the non-interest, non-social
security portions of the budget to the rate of inflation, This portion of the budger includes
defensc, intemational programs (foreign affairs, aid, cic.), all entdement programs other
than secial secunty (e.g., medicare, which is a rapidly growing health insurance program
for all elderly persons) and hondreds of domestic programs, many of which subsidize

significantly various industrics. In order 10 keep the growth of wotal expenditures to the rate




JPMorgan

Rimmer de Vries Murgan Gosraney Trast Compmny
Senior Vies Peesiden 23 Wall Sarevi
wnd Chiel Ecomomist Sew York NY 10015

Telephorse 212 483-2236

A iul‘.nl:llul:. ol
J E ?ﬂl'lfﬂil'l-& L ||||.'l.-\r||-|||-.|lr|||

Bush Economic Molicies: Rendez-vouns with reality?

Amicle by
Rimmer de Yrics

Chicf Economist
Morgan Guaranty Trust Company

In
Mihon Keizal Shimbun
(Tapan Feonomic Journal)

February 15, 1989




of inflation, some programs coald grow at rates higher than inflation, as long as the growth
in other programs are held below the inflaton rale,
Tax increases are rejected becanse the current federal tax level is about

19 1/2% of GNP and is not low by historical standands. In fact. since World War IT the

level has been above this only during i 969 (the Vietmnam war), 1951 (whcn taxcs were

—

e
widely felt to be too high and in the process of being reduced), and 1982 (recession),

Despite the Reagan marginal tax rate cuts, the average wx burden has not fallen. It has
merely stabilized and would have gone up significantly in the absence of the Reagan tax

cars. Tax increasss generally lead 1o higher spending. Thus, there 15 no widespread

p—

bipartisan support for mising taxes and if they have to be raised at all, it will be for reasons
other than 10 eliminate the budget deficit (e.g.. the gasoline wx may have o be raised 1o

conserve fuel, rebuild highways and bridges, or improve mass transportation ).

— oy

—

Government expenditures are divided in three major categories: social security,
interest and all other payments . Social security poses no problem for the rest of the
century 45 social security fax revenues are nsing significantly faster than payments, parnly

e

becanse of demogrophic reasons. As a resalt, the social securnity surplus is Erowing

strongly each year contributing to overall deficit reduction. The same is true for other must

fands. All these funds together now have an annual surplus of about 3130 billion.

Therefore, the speed with which the government's budget sirategy succeeds depends on the

real rate of cconomic growth, the course of interest rates, and whether all other

—

expenditures combined will be frozen in Teal terms. Simple anthmetc shows that if the

i
cconamy grows 2%-3% per year in real terms, interest rates decline from their present

rather high Jevels, the social security surplus keeps rising and all other expenditures are
—

frozen in real terms, the budget deficit will shrink and be wiped out in o matter of a few

LTS
e e . - ;
As regards governiment spending for 1990, the Bush Administration has released

only u few details. Imponantly, it proposes (o freeze defense spending in real terms next




year but the President has indicated he siill favors small real defense increases in later
years, The President has increzsed spending modestly here and there, mostly for research
and development, education and some urgent social programs. The growth in all other
programs therefore has 1o be trimmed in teal terms, However, the President has left it 1o
the Congress to decide in its negotiatiuns with his Budget Director how these real cuts

—

{which still could smount to nominal increases) have to be spread over the various

mog

This is a very shrewd and clever procedure. It underseores the current polineal

& e

realities of a divided government whereby both parties, ench controlling one branch of
government, have just about equal power over the budget process. President Bush in this

way has given the Congress a great deal of initiative w shape the spending details from the

]

—

very beginning. The Congress could not declare the budget as “dead on arrival,” since
-—-—'_.___-

—_—

only the broad parameters have been set by the President and the Congress has been given
the freedom to determine many of the spending details. Of course, the Congress does not
like to be put on the spot and deermune the necded, unpopular "cuts,” while the President
has only announced his proposed spending imcreases.  Nevertheless, the HE-gcrli:I!'lllg
process should start immediately. All ths reflects the Bush Admuinistration’s pragmatic,
skillful realism and much more cooperative attitude toward the Congress than that of

President Reagan. ‘This is not (o sty the negooations will be easy and, accordingly, the

Budget Director has stressed his willingness to use the stick of the sequestration

procedures of the Gramm-Rudman-Hollings (GRH} law. The Reagan Administration
never favored vsing this stick, but this asdministration is willing, if necessary, o cul 2Cr08s-
the-board defense and non-defense expenditures alike if negotintions break down.

It is very imponamt 1o recognize the lmitations of the GRH law and that it does not
assure that the budget deficit will indeed be wiped out over the next few years, The GRH
law mandates that based on revenue projections, which in wrn are based on GNF and

interest rate projectons keld as realiste in mid-July 1989 by the Budget Director {not the




Congress or some independent body), a certain maximum amount of expenditures will
have 1o be agreed on to reach the S100 billion target in fiscal 1990, Then, on Augost 23,
1989 the Budget Director has to issue his first GRH sequester report for fiscal 1950, On
Okctober 15, the Director issues his final sequester report based on spending agreements as
of that date but still using his mid-July economic projections. If the projected deficit
exceeds $110 billion, a sequester is riggered. A sequester would cut spending by the
amount needed 1o reduce the projected deficit 1o $100 billion. ‘When, during 1990, revenue
and spending produce an actual deficit that exceeds the projected deficit, there is no penalty
or procedure during 1990 to achieve the $100 billion target. Indeed, the onginal GRH law
required the 1989 deficit to be no higher than $72 billion. When that was felt 1o be
unrcalistically low, it was raised 1o $136 billion, not far below the current adjusted
cstmates.

The budget outcome, as noted, depends also importantly on the course of the

— e ——

cconomy and interest mtes. The architects of the "flexible freeze” policy believe that the

—

LS. economy can sustain more than 3% real growth without causing inflation. If growth
falls below that rate, as is projected for fiscal 1990, interest rates should fall. Moreover,
they believe thar the market will reinforce this trend toward lower interest rates if it is
convinced of steady and significant deficit reduction. These views are not shared by
everyone, The U.S. economy indeed has grown at about 3% rate without accelerating

——r——
inflarion in recent years, but several special, temporary factors kept inflationary pressurcs

down (e.z.,low oil prices, strong import competition, excess capacity). Prices and wages

B
are more likely 1o rise w the 5%-6% rnge. about one percentage point higher than in 1988,

The economy has become somewhat more competitive and productive, but full employment

and capacity constraints stll operate o fiftinflaton . Short and long term interest rates

—=

should rise at least an additional 50 basis points from current levels and should not begin o
drop until well after GNP growth slows down 10 about 2%-2 1/2%. Buased on current

¢conomic projections about $15-520 billion of spending cuts have 1o be negotiated Lo reach




the GRH targets for 1990, The target for fiscal 1991 will be much more difficult to reach,
as the deficit target for that vear is $64 billion while the realized deficit for fiscal 1990 is
probably to be well above the $100 billion wrget, This means that the budget reduction
process probably will be slowed down again and spread out over more years than is
largeted by the present GRH law, unizss new policy initiatives emerpe in the spending or
TeVETue ATeds.

In this respect there are two possibilities. First, as indicared, the Bush Government

has adopied a lirtle more flexibility in the defense area. Tt has already proposed to keep

defense spending flar in real terms for 1990 while President Reagan had proposed a 2%

increase. ‘While President Bash will tread carefully and slowly in scaling down defense

expenditures, there are nevertheless great opponunities over the next four years 1o review
h-___-—h
critically defense spending, the amount of troops needed abroad, conventional weapons,
8ot i
the priority of miclesr weapons sysiems, the possibility of more cquitable burden sharing

with our allics, cfc. Secreiary of Suie James Baker, known for making important surprise

“initiatives™ in his previous position as Secretary of the Treasury, is bound 1o generate
I —

anther initiative and negotiate hard and effectively with the Russians, Europeans,

Japanese, Koreans, and others, so as to pare U.5. defense spending over the long run,
=

In the revenue arca, while President Bush should not be expected to deviare fightly

from his "no new tax" policy, the imposition of some important fees should not be

Ep—— [

exclisded. Probably the most prominent exampleof a "fee” would be animport fee not

only.on oil but alsoon non-oil imports. LS. imparts now total $450 billion per vear or

ten times the level in 1971, when the .5, last imposed a temporary import surcharge. A
10%-20% import surcharge would yield considerable revenues even if some products and
Conada would be exempted. Imporiantly, an impert surcharge would be imposed for tade

Bt —
balance purposes and not be regarded as a tax, but it could nevertheless be a very larpe

revenue roser and narrow both deficits significantly and quickly.

—n,




The new administration, as already indicated, is probably going to be dissppointed

with the course of monetery policy. President Bush in his first week in office already

uttered s disagreement with the Federal Reserve about the assessment of inflationary

pressures. He repeated his differing views again in mid-February, The Federal Reserve
e T

remains unconvinced that non-inflaticnary GNP growth exceeds 2 1/2% over the long run,

although it acknowledges that some competitive improvement may have occurred in recent

years. Itis also concerned that the economy may have become less sensitive to the rise in

interest rates. Several factors may be responsible for this, Industrial companies have

improved greatly their inventory control, having adopted Japanese company methods. The

housing market has not been hun, partly because long term interest rates have not risen

miuch. And, the rising impaortance of exports and imports may represent a shift oward a
—_

type of economic activity that is less sensitive 1o interest rates than domestic spending.
Although there still are a great deal of uncemainties surrounding this complicated interest
rale sensitivity issue, it conld leave interest rates higher than welcomed by the flexible
freeze proponents. Of course, the economy also would be stronger, generating larger tax

revenues, The bottom line is that budget deficit reduction will be a slow process but that in

terms of GNP it will steadily fall.

Trade deficit reduction, which is likely to be very modest this year, is clearly put on

the back bumer. The budget deficit, not the trade deficit, is at the center of current policy
attention. The level of the dollar is felt to be broadly comreet s U8, industry remains
compettive and U8, exports are expected to continue their expansion. To lower the dollar
now would invite inflation as the economy is fully employed and no budget agreement has
yel been reached. The administration scems willing to wait for significant trade deficit
reduction ull next year when the cconemy has slowed down and the dollar may weaken in

response o lower short term interest rites.

The new administration appears 1o be somewhat "agnostic™ ghout the value of the

dollar. It is not clear what the equilibrium value of the dollar is in a world of liberal,

'l'_-__:‘




integrated capital markets. It appears this administration wants to accomplish long run

irade deficit reduction by: reducing the budget deficitand thus raising the national savings
e ——————
rite; calling For high growth of domestic demand in surplus countries; pursuing an

aggressive trade policy in agriculiure and services; putting considerable pressure on Korea,
Taiwan, and similar countries 10 open up‘I'J'l_l‘:.it' markets, to adjust their exchange rates and
their domestic policies; and favor foreign direct investment in plant and equipment. In fact,
for the purpose of correcting trade balances it 15 far more effective if surplus countries such
as Japan export their surplus capital in the form of direct investment (in plant and
equipment) than in portfolio investment (e.g., government bonds). The latter tend 1o keep
imerest rates down, and relieve pressures on the government to mend its budpget deficit.
Foreign direct investment, especially “mransplants,” tend to transfer technology, replace

imports and create exports. In fact, the rapid changes in trade imbalances, which have

become a common featureé among indusirial countries, should be countered by taster

changes in technology translers and foreiga direct invesiment. This sets in motion the

correct adjustment process. History has shown clearly that easy financing in the form of

foreign loans or bond purchases defays econonmic and balance-ol-payments adjustment

Rimmer de Voes

February 14, 1989




INTER-AMERICAN DEVELOPMENT BANK
REPRESENTATION [N THE UNITED KINGDOM
WIDRGAN HOUSE, | ANGEL COURT.
LONDON ECIR THI

TELEPHIINE 0677048 478

REPEESENTATIVE TELEX J6H545 INTAMA O
CARLE; INTAMBANC-LOSDGHN ECT

8 February 1989

Deos te. Pouddl,

Thank you very much indeed for your letter of 23
February 1989 regarding the vigit toc London on 13 March of
tho President of the Inter-American Development Bank,
Mr. Enrique Iglesias, and the poseibility of his meeting the
Prime Minister.

On behalf of Nr. Iglesias, I would be grateful if
you could convey to the Prime Minister how much he regrets
that she will be unable to see him, but that he perfectly
understands the constraints which her busy schedule must
impose on her.

I will not fail to let vou know, as vou so kindly
suggest I do, when Mr. Iglesias shall next be in London.

I am personally most grateful to you for having
qunﬂ the time to look at this matter and for having
discussed it with the Prime Minister.

Y;Hrf Finttﬂﬁif

Héctor E. Luisi

Mr. Charles FPowall




10 DOWNING STREET
LONDON SWIA ZAA

From the Privaie Secrengry

<3 February 1989

Thank vou for your letter of 9 February
about the wigit to London of Mr Enrique Iglesias
on 13 March and the possibility of his meeting
the Prime Minister.

I have looked at this wvery carefully
and discussed it with the Primes Minister.
Most unfortunately, she simply cannct manage
a meeting that day. But I hope you will
let me know when Mr Iglesias iz next going
to be in London becausse I am sure that the
Prime Minister would find it valuable to
talk to him on & futura acscasion.

CHARLES POWELL

Mr Hector E Luisi




Foreign and Commonwealth Office

London SWIiA 2ZAH

24 February 1589

~l'.
III. I."r. f.
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I

Thank you for your letter of 10 February seeking advice
about the further request by the IADE London representative
for the President of the Bank, Sr Iglesias, to sees the
Prime Minister in mid-March.

You may recall that the Bank put farward a aimilar
regquest direct to you last September, but the Prime Minister
was unable to gee him on that occcasion because of other
commitments. In the event he saw Professor Griffiths,
and I understand that they had an hour's useful talk.
During the same visit he saw the Foreign Secretary and
other Ministere. The Foreign Secretary found him very
worthwhile. Sr Iglesias is an impressive interlocutor
and has emerged as one of the leading advocates of new
economic thinking in Latin America about the role of the
State.

We have normally advised the Prime Minister to reject
such requests from the Presidents of regional EbEanks for
precedent reasons. However the Prime Minister may wish
to make an exception on this occasion, particularly if
she 15 Keeping open the possibility of a visit to the
region in 1%%0. We think she would find a talk with
8r Iglesias lively and interssting.

L1
L

£ et
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(R N Peirce)
Private Secretary

C b Powell Esg
10 Downing Street
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.R IME MINISTER

FOSSIBLE MEETING WITH ALAR GREENSPAN

Brian Griffiths mentioned to you last week that Alan Gresnspan
had suggested coming to sea you when he is in London in sarly

March. You waere keen to fit this in if the diary permitted.

el
_——

I have now discussed tEhis with the Governor's office, who are
organising the schedule. Greenspan will be arriving on the
morning of Thursday 9\ March, and will not be here on Wednesday
8 March which is your only relatively ;;;; day in that wesk.
Given the usual Thursday morning business and your trip to the
north-east on the Thursday afterncon/Priday, I see no

possibility of your meeting Greenspan on those two days.

However, he will still be in the London area on Baturday

11 March. The present plan is for him to go down to the
Governbr's house in Kent during the Saturday morning,; have an
inforn lan with the Governor and his wife; and then have a
more formal eyening dinner at which ountside guests would be
invited. On that Saturday you have a session with June
Mendoza £rom 1000-1200, bat nothing organised thereaftar.

So the one possibility would be for you to invite Alan

Gresnspan to lunch at Cheguers on Saturday 11, with him then

going to the Gﬁvernﬂf'stﬁuuse in Kent during the afternoon. I

gather from the Gove r's pffice that he would be perfectly
relaxed about that.

Do you want to invite Alan Greenspan to Cheguers for Saturday
Lanch?

If s0 who else would you want to invite?

Possibilities might bea:

the Governar,
the Chancellor,
Brian Griffiths,
any others?
gﬁlt&,,
{PAUL GRAY)
14 Fabroary 1989




10 DOWNING STREET
LONDON SWIA 2AA

From the Private Secrefury 13 Pebruary 1989

T Mo,

VOLUNTARY DEBT REDUCTION

I anclose a copy of a note which Dennis
Weatherstone, FPresident of J.P. Morgan,
recently gava the Prime Minister containing
proposals for wvoluntary, market-based debt
reduction. You may find it of interest if
vou have not already received 1t from elsewhere.

I am copying this letter and enclosure
to John Footman (Bank of England) and Stephen
Wall (Foreign and Commonwealth Office].

iﬁtx« B L rih
! i \
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l""'-._J"— Al Yon ™ ':{ g Y N ¥
{C. D. POWELL)

Alex Allan, EBgQ..,
HM Treasury.
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10 DOWNING STREET |
LONDON SWIA 244 f

From the Privaie Secretary 10 February 19895

I enclose a letter from the representative
from the Inter-American Development Bank
in London regarding a regquest for the
Prime Minister to see the President of
the Bank, Mr. Iglesias when he passse
throengh London on 13 March. I should
ba grateful for advice.

I am ecocpying this latter and enclosure
te Jonathan Tayler (H M Treasury).

R. H. Peirce, BEsg.,
Foreign and Commonwealth Office
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VOLUNTARY DEBT REDUCTION

Voluntary market-based debt reduction constitutes
a viable and effective mechanism for reducing, on
a case by case basis, the external debt costs of
LDC debtors who are adhering to sound economic
policies. The first significant transaction of
this type was announced by Maxico and J.F. Morgan
on December 29, 1987.

Tha Mexican Debt-for-Bonds Exchange

Mexico offered to its bank creditors a voluntary
axchange under which lenders tendered in an
auction, at a discount from face value, their
existing loans to the public sector for newly
igsued 20-year bonds whose principal was secured
by Z0-year obligations of the U.5. Treasury.
Mexico purchased the U.S. Treasury obligations
used as collateral directly from the U.b.
government using its international reserves.

The bonds have a single final maturity 20 years
after the date of issuance and bear Interest at a
fleating rate egual to the London Interbank
Offered Rate (LIBOR) plus 1 5/8%. The payment of
principal of the bonds at maturity is secured by
U.S5. Treasury zero-coupon bonds having a face
amount equal to, and maturing on the same date as
bonds issued by Mexice. This means that the
repayment: of the Mexican bonds in the year 2008
will come from the proceeds of the maturing U.S.
Treasury zero-coupon bonds whose purchase price in
1988 was about £19 par £100 of face value.

srlie Dinininesd Tislualion anilyr Sdaie ol N Rk, B0
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The transaction provided banks with an opportunity
to improve the quality of the Mexican public
sector debt in their portfolio by receiving a
better asset with the following characteristics:

I Principal repayment of the bonds 15
assured.

The bonds carry @ higher interest rate
than existing bank loans.

The bonds are likely to be more marketahle
than bank debt.

They will not be rescheduled.

Holders of the bonds will not be asked by
Mexico to participate in any future
involuntary new money programmes, as
regards those obligations.

In exchange for these benefits, banks were asked
to tender their existing loans at a price below
face value, thereby incurring & loss.

For Mexico, the transaction resulted in a
reduction of the level of its bank debt and debt
gservice, and at the same time assured repayment
in the year 2008 of the principal amount of the
new securities issued.

The U.5. government did not incur any costs in
connection with its provision of U.b5. Treasury
ohligations as these were sold to Mexico at
prices slightly above market levels.

Mexica received bids tokalling $6.7 billion from
139 banks in 18 countries. Bids for £3.7
billion were accepted, at an average bid price
of 69.77 cents per dollar. Banks incurred
losses averaging 30% of the face value of the
old debt tendered. Mexico issued $2.6 billion
of new bonds to banks whose bids were accepted.
As a result, the transaction reduced Mexico's
putstanding debt by $1.1 billion and will save
Mexico about £1.5 billion in interest payments
over the life of the bonds.
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While the transaction achieved some of Mexico's
goals and introduced a new technique that can be
used to address the debt problems of developing
countries, the size of the transaction was not
as large as Mexico would have liked. A number
of factors influenced adversely the willingness
of banks in different countries to participate,
including complex and varying regulatory and
accounting issues. However, the principal
drawback expressed by bank lenders was the lack
of security on interest payments of the new
bonds, which continued to be 100% Mexican risk.

Full or partial security on interest payments
would have lowered the Mexican risk component of
the new asset, thereby making it more valuable
to banks. A more attractive asset would yield
more positive results in terms of eliciting a
greater volume of debt tendered as wall as a
larger discount from face wvalue than that
attained in this first effort.

The Way Forward

Enhancement of interest payments would make this
type of transaction more effective in reducing
the debt burden of LDC debtors carrying out
sound economic policies. One way to provide
interest security is for the LDC debtor to
purchase additional collateral, for example in
the form of U.5. Treasury securities, to back
the interest payment flows. By and large
however, collateralization of this type is not
feasible since even LDC debtors with good
performance face a foreign exchange constraink.
Rccordingly, the size of the transactions that
could be carried out on this basis would be
=mall, and consequently, yield little benefits
in debt reducticn, unless loans from
multinational organizations could bBe used to
supplement collateral purchases.

Third-party guarantees on the interest flows of
the new securities offer the most promising
alternative for enhancement. Guarantees can be
constituted at a fraction of the cost of
purchasing collateral, and can be priced in line
with the risk characteristics of individual
countries. Moreover, the guarantees need not
cover 100% of the interest payments over the
1ife af the new security but could be gtructured
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on a3 rolling basis. An initial three-year
rolling guarantee, for example, could move
forward to cover interest in years 2 through 4
after the initial year's interest payments have
been made, and extended in this fashion
throughout the life of the security unless or
until the guarantee is exercised. The
guarantor's total liability would be limited to
three-years" worth of interest payments.

The most obvious sources for the provision of
these guarantees ar the financing of collateral
purchases would be the multilateral
organizations such as the World Eank and the
IMF, and to a lesser extent, their regional
counterparts such as the Inter-American
Development Bank and the Asian Development
Bank. These institutions enjoy the financial
backing of all member governments, they are
knowledgeable about the LDC's economic
performance, they have a mandate to promote
balance of payments stability and economic
development, and they recognise that voluntary
debt reduction of commercial bank debt can
contribute to those objectives, and improve the
guality of their owh leoans to these countries.

The claims that voluntary debt reduction with
interest security could put on the capital
structure of these entities could be controlled
in a number of ways. Firstly, by sarmarking a
specific portion, say & 10%, for such
transactions. Secondly, access to guarantees or
financing for collateral would be managed
through conditions to access which reguired
prior demonstrated economic performance, rather
than the announcement of an economic program,
even if backed by these institutions. Thirdly,
the provision of quarantees or of financing for
collateral would carry financing costs in line
with those currently in place in these

entities. Finally, the participation of thesa
entities in support of these type of
tranzsacktions will not require additional
financial contributions or budgetary allocations
from member governments.
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Mexico a5 a Test Case

The LDC debt problem is long-term in nature
owing to the need for these countries to effect
consistent, sound fiscal and monetary policies,
as well as major structural changes in areas
like trade incentives, the tax system and the
pricing structure.

Such changes require sustained effort and can
have a major impact on society albeit pulting
great demands upon the political system. Each
country has different natural and human
regources. Each has different social and
political structures. Each has its own
vulnerability to external factors. AS a result
each requires solutions tailored to its specific
circumstances.

Mexico has made significant progress over the
last several years. It has moved aggressively
to open up the domestic market to international
competition, has stimulated non-oil exports to
record levels, has ‘taken important privatization
initiatives and is currently embarked on an
ambitious program té bring inflation down to
less than 20% per annum.

Mexico's recent performance and the prospects
for continuity under President Salinas’
administration stand in stark contrast to those
of the other two major LDC debtor countries -
Brazil and Argentina. In these countries, the
promise of substanktial resource endowments hawve
been negated by lack of pelicy consistency and a
recurrent failure to address fundamental
economic distertions.

pepending on the level of intarest security and
the amount of collateral financing available,
Mexico could reduce its bank debt by as much as
15% . Mexico, thus, represents a significant
opportunity to utilize the debt exchange
mechanism: with interest security to achieve a
meaningful reduction in its debt level, as well
as to provide a strong stimulus to other LDC
debtors to adopt and sustain sound eCconomic
policies.




INTER-AMERICAN DEVELOPMENT BANK
REPRESENTATION IN THE UNITED KINGDOM

MDRGEAN HOLUSE, | ANGEL CDURT,
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EFRESENTATIVE CABLE: INTAMBARC-LONDON ECI

2 February 1989

Deoc T Rowell,

Once again I am taking the liberty of writing to
¥You to request an interview with the Prime Minister for the
President of the Inter-American Development Bank and former
Foreign Minister of Uruguay, Mr. Enrique Iglesias.

Mr. Iglesias will be passing through London on
Monday 13 March, on his way to Amsterdam for the Annual
Meeting of the Board of Governors of the Bank and he would
vary much welcome the opportunity ta exchange views with the
Prime Minister on the current situation in Latin America and
its outlook.

You may be interested to know that President
Mitterand has invited Mr. Iglesias, along with the Latin
American Governors of the Bank, to meet with him at the
Elysée Palace in Paris immediately after the Amsterdam
meetlng.

It might perhaps be useful if we could briefly
discuss this matter. May I give you a ring sometime next
wWeak ?

With all good wishes.

YM‘ "i""-u.ﬂl-tr

r

%ﬁ

Hector E. Luisi

Mr. Charles Powell







PRIME MINISTER

DEBT REDUCTION

You might like a worked (stylised) example of the Mexican debt

1 B
Eransaction.
T

(1} Mesxico has bank debts of $1,000 million paying LIBOR
f say 10 per cent. £

It holds a reverse auction and buvs in the debt for

£700 million, i.e. a discount of 30 p=r cent.

——— ey
e

It issues bonds for $B40 million using

i =

(a) 5700 million to buy in the debt;

(b} 5140 million to buvy zero coupon bonds with a

value on maturity of $700 millicn but a wvalue

)
on issue of 20 per cent of the face value.

——

{iv} The interest burden is now LIBOR + 15;8 per cent,
i.e. 113/g on $700 million rather than 10 per cent
an 51,000 millien, i.e. $81 million rather than

.

§100 million a year. =e

Thus Mexico reduces its debt by 5300 million and its interest
burden by 519 million. The banks get a fully marketable
gecurity rather than a partially marketable bank loan, and

7 VP T ;
with a higher interest rate.
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VOLUNTARY DEBT REDUCTION

Voluntary market-based debt reduction constitutes
a viable and effective mechanism for reducing, on
a case by case basis, the externmal debt costs of
LDC debtors who are adhering to sound economic
policies. The first significant transaction of
this type was announced by Mexico and J.F. Morgan
on December 29, 1%87.

The Mexican Debb-for-Bonds Exchange

Mexico offered to its bank creditors a voluntary
exchange under which lenders tendered in an
auction, at a discount from face value, their
existing loans to the public sector for newly
issued Z0-year bonds whose principal was secured
by 20-year obligations of the U.5. Treasury.

MexIico purch the U.S. Treasury obligatjions
used as cﬁl1%%E?ET_EIEEEEIEZEEEE_EEE U.5.
government using its internationmdl reserves.

The bonds have a single final maturity 20 years
after the date of issuance and bhear interest at a
floating rate equal to the London Interbank
Offered Rate (LIEOR) plus 1 5/8%. The payment of
principal of the bonds at maturity is secured by
U.S. Treasury zero-coupon bonds having a face
amount egual to, and maturing on the same date as
bonds issued by Mexico. This means that the
rapayment of the Mexican bonds in the year 2008
will come from the proceeds of the maturing D.S.
Treasury zero-coupon bonds whose purchase price in
1988 was about £19 per $100 of face value.

.1 sl-lhﬂl‘llrlr:- of
LP. Morgan & Co
Il:rl'l'rI'Pu'lr.itl‘l | Ierorgaenied wiih hissted lalsliy i die Siwir of New York. LS4
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The tramsaction provided banks with an cpportunity
to improve the guality of the Mexican public
sector debt in their portfolio by receiving a
better asset with the following characteristics:

Lis Principal repayment of the bonds is
assured.

The bonds carry a higher interest rate
than existing bank loans.

The bonds are likely to be more marketable
than bank debt.

They will not be rescheduled.

Holders of the bonds will not be asked by
Mexico to participate in any future
involuntary new money programmes, as
regards those obligations.

In exchange for these benefits, banks were asked
to tender their existing loans at a price below
facea value, thereby incurring a loss.

For Mexico, the transaction resulted in a
reduction of the level of its bank debt and debt
service, and at the same time assured repayment
in the year 2008 of the principal amount of the
new =acuritlies 1szued.

The U.8. government did not incur any costs in
connaction with its provision of U.5. Treasury
ohligations as these were so0ld to Mexico at
prices slightly above market levels.

Mexico received bids totalling $6.7 billion from
139 banks in 18 countries. Bids for §3.7
billion were accepted, at an average bid price
of 69.77 cents per deollar. Banks incurred
losses averaging 30% of the face value of the
old debt tendered. Mexico issued $2.6 billion
of new bonds to banks whose bids were accepted.
As a result, the transaction reduced Mexico's
outstanding debt by $1.1 billion and will save
Mexico about $1.5 billion in interest payments
over the life of the bonds.
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While the transaction achieved some of Mexico's
goals and introduced a new technique that can be
used to address the debt problems of developing
countries, the gize of the transacktion was not
as large as Mexico would have liked. A number
of factors influenced adversely the willingness
of banks in different countries to participate,
including complex and varying regulatory and
accounting issues. However, the principal
drawback expressed by bank lenders was the lack
of security on interest payments of the new
bonde, which continued to be 100% Mexican risk.

Full or partial security on interest payments
would have lowered the Mexican risk component of
the new asset, thereby making it more valuable
to banks. A more attractive asset would yvield
more positive results in terms of eliciting a
greater volume of debt tendered as well as a
larger discount from face value than that
attained in this first effort.

The Way Forwarcd

Enhancement of interest payments would make this
type of transaction more effective in reducing
the debt burden of LDC debtors carrying out
sound economic policies. One way to provide
interest security is for the LDC debtor to
purchase additional collateral, for example in
the form of U.S. Treasury securities; to back
the interest payment flows. By and large
however, collateralization of this type is not
feazsible since even LDC debtors with good
performance face a foreign exchange constraint.
Accordingly, the size of the transactions that
could be carried out on this basis would he
small, and consequently, yield little benefits
in debt reduction, unless loans from
multinational organizations could be used to
supplement collateral purchases,

Third-party guarantees on the interest flows of
the new securities offer the most promising
alternative for enhancement. Guarantess can be
constituted at a fraction of the cost of
purchasing collateral, and c¢an be priced in line
with the risk characteristics of individual
countries. Moreover, the guarantees need not
cover 100% of the interest payments over the
life of the new security but could be structured
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on @ rolling basis. An initial three-year
rolling guarantee, for example, could move
forward to cover interest in years 2 through 4
after the initial yvear's interest payments have
been made, and extended in this fashion
throughout the life of the security unless or
until the guarantee is exercised. The
gusrantor's total liability would be limited to
threa-years* worth of interest payments.

The most obvious sources for the provision of
these guarantees or the financing of collateral
purchases would be the multilateral
organizations such as the World Bank and the
IMF, and to a lesser extent, their regional
counterparts such as the Inter-American
Development Bank and the Asian Development
Bank. These institutions enjoy the financial
backing of all member governments, Lhey are
knowledgeahle about the LDC's economic
performance, they have a mandate to promote
balance of payments stability and economic
developmant, and they recognise that voluntary
debt reduction of commercial bank debt can
contribute to those objectives, and improve the
gquality of their own loans to thesa countries.

The claims that voluntary debt reduction with
interest security could put on the capital
structure of these entities could be controlled
in a number of ways. Firstly, by earmarking a
gpecific portion, say 5 - 10%, for such
transactions. Becondly, sccess to guarantees or
Einancing for collateral would be managed
through conditions to access which required
prior demonstrated economic performance, rather
Ehan the announcement ¢f an economic program,
aven if backed by these institutions. Thirdly,
the provision of guarantees or of financing for
collateral would carry financing costs in line
with those currently in place in these

entities. Finally, the participation of these
entities in support of these type of
transactions will nokt regquire additional
financial contributions or budgetary allocations
from member governments.
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Mexico as a Test Case

The LDC debt problem iz long-term in nature
owing to the need for thesa countries to effect
consistent, sound fiscal and monetary policies,
as well as major structural changes in areas
like trade incentives, the tax system and the
pricing structure.

Such changes require sustained effort and can
have a major impact on society albeit putting
great demands upon the political system. Each
country has different natural and human
resources. Each has different social and
political structures. Each has its own
vulnerability to external factors. As a result
aach requires solutions tailored to its specific
circumstances.

Mexico has made significant progress over the
last several years. It has moved aggressively
to open up the domestic market to international
competition, has stimulated non-oil exports to
record levels, has taken important privatization
initiatives and is currently embarked on an
ambitious program to bring inflation down to
less than 20% per annum.

Mexico's recent performance and the prospects
for continuity under President Salinas®
administration stand in stark contrast to those
of the other two major LDC debtor countries -
Brazil and Argentina. In these countries, the
promise of substantial resource andowments have
been negated by lack of policy consistency and -a
recurrent failure to address fundamental
economic distortions.

Depending on the level of interest security and
the amount of ceollateral financing available,
Mexico could reduce its bank debt by as much as
35%. Mexice, thus, represents a significant
opportunity to utilize the debt exchange
mechanism with interest security to achieve a
meaningful reduction in its debt level, as well
ag to provide a strong stimulus to other LDC
debtors to adopt and sustain sound economic
policies.
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22 Decembar 19E8

Charles Fowell E=zg
PS/Prime Minister
No.l0 Downing Street Pﬂﬁr
London SW1

Desr Clapulas,

INTERNATIONAL FINANCIAL SCENE

I attach a report on developments in the international debt scene.

Developments in the world economy have been rather mgre favourable
than expected this year with real output in major industrial

counltries likaly to-imve risen by over 4 per cent and the wvolume
of world trade by a rapid 8%-9 per cént. Commodity prices are

currently some 20 per cent higher in SDR terms than at this time
last year, although oil prices ave fa n. In spite of this
generally very helpful Eackgruund, however, debtor countries have
made less progress than might have beean hoped.

Most major debtors' exports have grown and this has helped to ease

the HOFden of debt INC&FGSt payments - except in the case of oil
producers, Domestic policies, HRowever, have remained inadequate
in a number of countries which have had difficulty agreeing IMF
programmeg and obtaining external finance. Lax budgetary policies
have been accompanied by chronic inflationary problems and

disappointing growth.

The prospect next year is for continued substantial increases in
world output and trade, though at a somewhat slower pace, together
with probably higheT average interest rates and-some flattening of
commodity prices. This Will provide amore difficult background
for debtors. Political considerations in advance of or in the
wake Of €lettions could also strain the debt strategy in the major
Latin American countries.

The trend for official creditors to bear an increasing share of
the burden of financifig major debtors has continued. Banks have
remagined—reluctdnt to provide new money packages commensurate with
th&IT share ol exposure, although they have confinuwed to show
interest in debt-reduetion options. Finance Ministers at the IMF/
IBRD annual meetings in Berlin in late-September agreed that the
menu approach to financing packages should be broadened to

1
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increase financial flows and reduce debt throongh  wvoluntary
market-based schemes without transferring risk from private to
official creditors. The Bank of England is preparing a paper on
the various methods of debt reduction.

Official creditors have had continued difficulty in securing
ad%gE5EE_%2EELLinnﬂliLx_Irnm__ﬂﬂggggif'“1ﬂﬁr IBRD's approval of
major policy loans for Argentina, on the basis of macro-economic
targets w those Bnuﬁht hx tha IMF, threatenad to
undermine t ] owaver, nas supported firmly
t § _primacy. G10 Finanﬂﬂ Hlnistars ara to discuss a report
on the roles of the IMF and IBRD at their April meetings in

Hashinﬂtmn,

In the Paris Club, the first concessional reschedulings for the
poorest sub-Saharan African countries have been agreed on the

lines of the Eczpuwm_nﬁ_wmmwm
Tanzania was the first Commonwealth country to benefit in early

Decambar. Others have been Mali, Madagascar, the Central African
FRepubliec and Niger. Craditors failed to aErae on Senegal which
soma (though not tha UK) felt was too ric & nafit. Thea
majority of creditors, in common with the UE, has chosen to reduce
interest rates.

The attitude of mnanr debtors has shown some signs of hardening.
In late-October the presidente of the GH Latin rican countries
issued a 'Declaration of Uruguay' calling among other things for
urgent talks on debt with the new US Administration. Their
finance ministersz mesting in Rie de Janeiro in early December
reaffirmed their interest in reducing their debts. The new Mexican
president has said that growth must not be sacrificed to _debt
service and has spoken of re-opening negotiatlions with creditors.
Venezuela's now leader is aIEE"hgvncaEing a tougher stance.
Argentina and Brazil both face elections in 1989. TﬁaﬁE_hay not

only paralyse economic policy-making IOr an important peried but

will also provide an opportunity for critical debate on debt
issues.

The attitude of the new U5 Administragion to the debt strategy is
not yet clear. President=elect Bush has announced™a majoOr Toview.
The move of Mr James Baker from the US Treasury to the State
Department, however,; suggests that hemispheric political
congiderations will continue to play an imEnrtunt role in US

thinking. The continued fragility of parts of the US financial
w
Fo

system will alsco be a although American banks have
generally strengthened their sition.

Argentina is the country where lack of agreement with the IMF and
mounting interest arrears to commercial banks threaten to cause

strains in"Lhe cumIﬁg WooRs. The government's Primavera Plan has
had some success 1n reducing inflation but its reliance on

administrative controls without the necessary underpinning of firm

2
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fiscal and monetary policies means that it is likely to ba short-
lived. The IBRD's disbursement of further tranches of the policy
loans agreed in October depends at least partly on satisfactory
macro-economic policies; but Argentina's 1989 budget seems likely
to excead even the IBRD's targets let alone the TIHF's more
getringent demands. TLack of an IMP agreement is likely to hamper
Argentina'se negotiations with commercial banks which have already
rejected a 535 billion ngﬁL,mnﬁeg_;ggyest. It is difficult to
envisage how President Alfonsin can take the necessary measuras
before May's elections, particularly in view of the recent army
mutiny.

Mexico's external payments situation has worsened sharply as lower
01l exports and the liberamlisation of imports have led to an

unaxpectadly large current deficit. Expectations of a peso
devaluation immediately before or after the presidential election
ware accompanied by substantial capital flight and a sharp drain
On Iresarves. In these clrcumstances, the US has oifered a
£3.5 billion bridge loan. Last week's announcement of a new wage
and price pact, together with & one paso per day devaluation from
1 January, seam unlikely to reverse the trend. The external
financing gap for 1989, therefore, looks particularly large and is
likely to Jlead to calls on all creditors. The new Salinas
F.¥ nistration, however, wi not n t @asy to agree a policy
package with the IMF. The World Bank 1ig actively considering
possible loans for Mexico, but it will be important that the IBRD
does not again go ahead of the Fund - even if the US lobbies for
exceptionally favourable treatment.

Bragil's strong trade performance has been overshadowed by

continued domesti udgeta roblems which have rought the
c3ﬂﬂtE?'-EE_EHE-EETEEFE%_EﬁégfIETTEEIﬂn as monthly price increases
have approached 2,000 per cent a gear. Further measures soam
likely to be regquired if the Standby Arrangement with the IMF is
to be kept on track. The Pinance Minister Mailson da Nobrega has
suggested a tax package to reduce the budget deficit with
President Sarney's hesitant support - but opposition from other
Ministers is strong.

Tha Prime Minister is familiar with the efforts made in recent
waeaks to secura an agreement between Nigeria and the IMF backed by
adequate financial Bupport from creditors. The HNigerian
government has agreed at the second attempt a package of measures
to reverse this year's soaring budget deficit and unify the naira
exchange market. A programme is axpected to be brought to tha IMF
Executive Board in January. The IBRD is prepared to offer new
policy loans and a genercus Paris Club rescheduling will be
needed. Commercial banks have settled the outline of an agreement
without any new money. The UK has taken the lead in trying to put
together a donor package to [fill the remaining financing gap,
offering $100 million conditional on others providing at least




CONFIDENTIAL

5150 million, which =850 far they hawve proved reluctant to do.
Nigeria's unwillingness to draw Fund money iz one factor
weakening other creditors’ support and also makes the programme
mora vulnerable to a fall in oil prices.

Among other debtors, Poland has now signalled its intention to
5%55 a formal IMF Erngrammé EE EEE EgE Zear, aItEﬂugﬁ it 18 not
clear whether 1ts EIQEQS reforms will gatigsfy thg Fund, or what
attitude the new minigtration will take. Yugoslavia's

current INF programme will be reviewed 1in early=15B89 against a
backggound gf epatisfactory external performance but soaring
domastic inflation. In the Middle East, Irag has now approached
tha UK to discuss bilateral rescheduling of its debts. Jordan's

external pogition has continued to eriorate and some policy-

makers, includin tha i sae alte ive to an

afproach to the IMF. We would welcome such IMF involvement.
=

Egqypt s s8till failed to take adeguate policy measures, and the
IMF sees no prospect of an agreement within six months. The
government in Algeria has introduced reforms following October's
riots but payments delays are worsening.

I am copying this letter and enclosures to Bob Pierce (FCO),
Jeremy Godfrey (DTI) and John Footman (Bank of England).

YMT'E- ]

Mz (Jzlle Ce

=
MOTRA WALLACE
Private EBecretary
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SUMMARY

1. LITTLER ﬂﬂﬂ_LﬂiﬂﬂJE REFRESENTED UK. GYOHTEN IN CHAIR. LOW
KEY DISCUSSION OF MAJOR ECONOMIES. GEMNERAL AGREEMENT THAT MAIN
RISKS FOR 1989 ARE HISE IH ]Hi%él;?ﬁ AND SLOWER CORRECTION OF
IMBALANCES. JAPAN AND GERMANY BOTH DEFENSLVE ON POLICIES FOR
ADJUSTMENT. ALL AGREED ON PRIORITY OF PRICE STABILITY.

i o —
2+« MULFORD EXPECTED US GROWTH AMD INFLATION TO SLOW IN 1989%9.
REDUCTION OF BUDGET DEFICIT WOULD CONTINUE TO EE-iﬁlﬂRITT.
SEVERAL QUESTIONS ON CAPACITY CONSTRAINT.

INVESTMENT 15 INCREASING CAPACITY ALTHOUGH FEAR OF TAKEOVERS
INHIBITING LONG-TERM CORPORATE PLAMNING. HELLER SAID THAT CAUTIOUS
MONETARY POLICY WOULD BE USED TO PREVENT RISE IN INFLATION.
STRONG OUTPUT GROWTH WOULD HELP REDUCE EXTERMAL DEFICIT.

3. OHTSU STRESSED RAPID JAPAMESE GROWTH AND REDUCTION IN CURRENT
SURPLUS. BUT NO FORECASTS FOR 1989. EXPANSION BASED ON DOMESTIC
DEMAND NOT EXFORTS. SURFLUS WITH NIES DUE TO DIRECT INVESTMENT

AND WAS TEMPORARY. TIETMEYER TWICE WARNED OF DANGER OF 'FORTRESS
PACIFIC'. OHTA STRESSED™ TRAT JAPAN AND NIES WERE BOTH CLOSETY TIED

TO UNITED STATES AND JAPAN OPENING UP TD IMPORTS,

=

& TIETMEYER SAID GERMAN FISCAL POLICY WouLD ETAY_HEUTEAL IN
1989. THLIS ALLOWED MONETARY POLTLT 10 BE EXPANSIVE “FRM REALIGN-
MENTS UNDESIRABLE (FRANCE AGREED), TRADE SURPLUS WILL ONLY FALL
SLOWLY. COULD BE RECYCLED TO SOUTHERN EUROPE VIA EC OR BY DIRECT
INVESTMENT. THIS CRITICISED AS PASSIVE. MULFORD WARNS THAT
ADJUSTMENT EFFORTS MUST CONTINUE.

5. LITTLER NOTED STRONGER THAN EXPECTED UK GROWTH WITH WELCOME
INCREASE IN INVESTMENT. UK HAD TIGHTENED MONETARY POLICY TO
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ENSURE CONTROL OF INFLATION. PUBLIC FIMANCES SOUND AND EXTERMAL
DEFICIT NOT WORRYING AS BEING FINANCED AUTONOMOUSLY. LOEHMIS
ADDED THAT Uk WILL MONITOR INFLATIONARY PRESSURES AND WILL TIGHTEN
MONETARY POLICY FURTHER IF NECESSARY.

— =
- —

6. AGREEMENT ON MED]JUM-TERM OBJECTIVE OF PRICE STABJLITY. WHITE
(CANADA) DOUBTFUL OF USE OF YIELD CURVES AND MONETARY AGGREGATES AS
MAIN MOMETARY INDICATORS. HELLUER DEFENDED US MONETARY TARGETS AS
SHOWING RESOLVE TO ACHIEVE PRICE STABILITY. GLESKE SAID MONETARY
AGGUREGATES STILL MOST USEFUL INDICATOR FOR GERMAN MONETARY POLICY
BUT TARGETS MAY BE GIVEN LESS EMPHASIS.

[ S

=

7. MHNEXT MEETING ON ?*lE_EiEEH TO DISCUSS ROLE OF FISCAL POLICY AND
EFFECTS OF STRUCTURAL CHAMGE. FURTHER MEETING PROVISIOMALLY
ARRANGED FOR 15-18&6 JUME.

GRAY

YYyYy
DISTRIBUTION

ADVANCE 20

-0ECD MINISTERIAL COUNCIL SIR GEOFFREY LITTLER TRSY
MR BAYNE MR H EVANS TRSY

MR CARRICK MR MATTHEWS TRSY

HD 7ERD MR HUTTON BTI VWIC 8T
KD/ECD (E) MR GUNNER DTI WIC ST
HO/JECONOMIC ADVISERS MR JOHNSON DTI VIC ST

HD FSEND MR CORDON MAFF

‘D FMAED MR SIMMONDS MAFF

MISS BREWER ERD MR WICKS NO 10

HD fAPD/ODA RESIDENT CLERK
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CALL BY MR ENRIQUE IGLESIAS

Mr Enrique Iglesias, FPresident of the Inter-American Development
Bank, (IADB) paid a courtesy call on the Chancellor yesterday. He
was accompanied by Mr Hector Luisi, the IADB's representative in
London, and by Mr Samuel, the UK Representative at the IADB. The
Economic Secretary and Mr Walsh (Treasury) were also present.

Mr Iglesias touched on recent developments in relation toc the debt
of Latin American countries. Although some countries were still
experiencing major problems, the adjustment process was well under
way. Argentina and Mexico were doing better; Chile had done
exceptionally well. Generally, there was more understanding of
tha nature of the problem within the wvarious countries. He
welcomad the "menu”® approach to the problem of middle income debt.
Did the Chancellor expect Iurther options to be added to tThe
"menu"?

The Chancallor =aid that; for countries which were prepared to
take equity capital on reasonable terms, the prospects wera good.
Thaere werea already a lot of options on the "menu", and it was up
to the countries themsalves to choosa the most appropriata. Tha
experience of Chile, with its use debt /equity swaps, had shown
what could be done. Other countries had assets that were just as
valuable, and should, similarly, take advantage of the secondary
markets. At Toronto, the Summit countries had agreed a solution
to the prcblem of the poorest, most heavily indebted countries.
For the middle income debtors, they had reaffirmed their exieting
atrategy. The Japanese had put a new option on the table. This
was complicated and unclear, but appeared possibly to invelve a
transfer of risk from the private sector to the public sactor in




the creditor countriea. The US, Canada, Germany and the UK had
all made it clear that such a transfer would not be acceptable,
and the plan had not been discussed in detail. The Japanese had
retabled it at Berlin, but no progress had been made. While the
Japanese plan had yet to be fully explained the French initiative
was clearly unacceptable to many of the creditor countries.
Concluding, the Chancellor thought that it was less important that
there should be additions to the "menu" of options than that the

existing options should be taken up in conjunction with policy
reform.

Iglesias said that the IBRD had suggested a further option of
extending interest rate guarantees for concerted lending packages.
Was this a runner eqg for Costa Rica? The Chancellor said he was
cautious about this proposal. He would be prepared to study it
further, but without commitment.

Iglesias said that, although progress was being made in certain
areas, many Latin American countries were still failing to address
squarely the problem of ingrained inflation. Essentially, they
would need to change the political approach fostered by vyeara of
paternalism, and get rid of the deeply rooted misconceptions about
the wvirtues of state subsidy. He gave as an example of the latter
the recent decision to close all passenger railways in Uruguay.

This was a necessary step if the economy was to be put in order.
But it had almost provoked a revolution. The Latin American
countries would simply have to find the political leadership to
make the necessary changes.

The Chancellor agreed with Iglesias' analysis of the problem. Its
solution required political leadership of a coneiderable order.
Perhaps this e¢ould be helped if the IADB wera to publicise the
success stories (eg Chile) including the amount of debt reduction
that had been achieved so far. Iglesias said this was an
excellent idea.

Iglesias sought the Chancellor's wviews on world economic
prospects. The Chancellor sald that, although he expected world
growth to be less strong next year than this, performance should
s8till bea good. Although there were some uncertainties about the
US economy, the continuity represented by Bush's election wvictory
would help to maintain confidence. Iglesias said it was important
further to encourage free trade. The Chancellor agreed; it was
important that the GATT meeting in Montreal give out positive
signals.

Closing, Igleslias sald he was seeking to turn the IADBE into a more
dynamic, efficient institution. He was grateful for the presence
of the UK at the Bank, and for the support which we gave. The
Chancellor said that we attached importance te the work of the
Bank. He wished Tglesias well in his efforts.
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fiscal and monetary policies means that it is likely to be short-
lived. The TIBRD's disbursement of further tranches of the policy
loans agreed in October depends at least partly on satisfactory
macro-aconomic policies; but Argentina's 1989 budget seems likely
to axcead even the IBRD's targete let alone the IMF's more
stringent demands. Lack of an IMF agreement is likely teo hamper
Argentina's negotiations with commercial banks which have already
rejected a 535 billion new _money reguest. It is difficult to
envisage how Presiden lfonsin can take the necessary measures
before May's elections, particularly in view of the recent army
mutiny.

Maxico's external payments situation has worsened sharply as lower
0il exports and the liberalisation of ifmports have led to an
unexpectedly large current deficit. Expectationa of a peso
devaluation Iimmediately before or after the presidential election
were accompanied by substantial capital flight and a sharp drain
O IEBBEeLVES. In these circumstances, tha U5 has offered a
$3.5 billion bridge loan., Last week's announcement of a new wage
and price pact, together with a one peso per day devaluation from
1 January, seem unlikely to reversa thea trend. The axternql
financing gap for 1984, therefore, looks particularly large and is
likeli to lead to calls on all creditors. The new Salinas
Administration, however, will not find it easy to agree a policy
package with the IMF. The World Bank is actively considering
possible loans for Mexico, but it will be important that the IERD
doas not again go ahead of the FPund - even if the US lobbies for
exceptionally favourable treatment.

Brazil's strong trade performance has been uverEhgdﬂwad by
continued domestic budgeta roblems which have broug the
c e brink of hyperintlation as monthly price increases
have approached 2,000 per cent a ar. Further measures Seem
likely to be réguired 1T the Standby Arrangement with the IMF is
to be kept on track. The Finance Minister Mailson da Nobrega has
suggested a tax package to reduce the budget deficit with
President Sarney's hesitant support - but opposition from other
Ministers is strong.

The Prime Minister is familiar with the efforts made in recent
weeks to secure an agresment between NMigeria and the IMF backed by
adeguate financial BUppPOrt from craditors. The Nigerian
government has agreed at the second attempt a package of measures
to reverse this year's soaring budget deficit and unify the naira
exchange market. A programme is axpected to be brought to the IMF
Executive Board in January. The IBRD is prepared to offer new
policy loans and a genercus Paris Club rescheduling will be
neaded, Commercial banks have settled the outline of an agreament
without any new money. The UK has taken the lead in trying to put
together a donor package to fill the remaining financing gap,
offering §100 million conditional on others providing at least
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£150 million, which 8o far they have proved reluctant to do.
Migeria's unwillingness to draw Fund money is one factor
waakening other creditors' support and also makes the programme
mare vulnerable to a fall in oil prices.

Among other debtors, Poland has now
a formal IMF ] : 18 no

clear whether roposed hg Fund, or what
attitude tha new U A nistration will taka. Yugoslavia's
current IMF programme will be reviewed 1in early-1989 against a
backggound of asatisfactory external performanca but soaring
domestic inilation. In the Middle East, Irag has now approached
the UK to discuss bilateral rescheduling of its debts. Jordan's

external position has continued to deteriorate and some policy-
makers, includin the TOWD [} gas no alte ve to an
approcach to _the Iﬁ?. We would welcome sBuch IMF involvement.
Eqypt hag s8till failed to take adequate policy measures, and the
IMF sees no prospact of an aqreement within six months. The

government in Algeria has introduced reforms following October's
riots but payments delays are worsening.

1 am copying this letter and enclosures to Bob Pierce (FCO),
Jeremy Godfrey (DTI) and John Footman (Bank of England).

Hyﬁﬁbfﬂf

M. vz LIz2lhle L
T S

MOTREA WALLACE
Private Secretary




RESTRICTED
053106
‘ MDADAN D339

*‘z L D er.-ﬂl I .: L._-.- E

RESTRICTED E...:': ".L_'j"';

FM UKDEL OECD PARIS _ o
TOIMMEDIATE FCOD

TELND 55

OF 091300 DECEMBER B&

AND TO PRIORITY PARIS, BONN, ROME, WASHINGTON, UKDEL IMN/IBRD .,
TOKYO, OTTAWA, BRUSSELS, UKREP EC BRUSSELS, THE HAGUE, COPENHAGEN,
DUBLIN, MADRID,. LISBON, ATHENS, LUXEMBOURG . STOCKHOLM, BERNE,

VIENHA

QECD WP 3 MEETING B-9 DECEMBER: rf,fx

SUMMARY

o LITTLEMQ_L_D_E&I_H_IS FEEFEESENTED UK. GYOHTEN IN CHAIR. LW
KEY DISCUSSION OF MAJOR ECONOMIES. GENERAL AGREEMENT THAT MAIN
RISKS FOR 1989 ARE RISE IN INFLATION AND SLOWER CORRECTION OF
IMBALANCES. JAPAN AND GERMANY BOTH DEFENSIVE ON POLICIES FOR
ADJUSTHMENT. ALL AGREED ON PRIORITY OF PRICE STABILITY.

i E—— — .
2. MULFORD EXPECTED US GROWTH AND INFLATION TO SLOW IN 1989,
REDUCTION OF BUDGET DEFICIT WOULD CONTINUE TO BE PRIORITY.
SEVERAL QUESTIONS ON CAPACITY CONSTRAINT. REPLY WAS THAT STRONG
INVESTMENT 15 INCREASING CAPACITY ALTHOUGH FEAR OF TAKEOVERS
INHIBITING LONG-TERM CORPORATE PLANNING. HELLER SAID THAT CAUTIOUS
MONETARY POLICY WOULD BE USED TO PREVENT RISE IN INFLATION.
STRONG OUTPUT GROWTH WOULD HELP REDUCE EXTERNAL DEFICIT.

3. OHTSU STRESSED RAPID JAPANESE GROWTH AND REDUCTION IN CURRENT
SURPLUS. BUT NO FORECASTS FOR 1989. EXPANSION BASED ON DOMESTIC
DEMAND NOT EXPORTS. SURPLUS WITH NIES DUE TO DIRECT INVESTMENT

AND WAS TEMPORARY., TIETMEYER TWICE WARNED OF DANGER OF 'FORTRESS
PACIFIC'., OHTA STRESSED TRAT JAPAN AND NIES WERE BOTH CLOSELCY TIED
TO UNITED STATES AND JAPAN OPENING UP TO IMPORTS . =

—_— -

4. TIET R SAID GERMAN FISCAL POLICY WOULD STAY NEUTRAL IN
1989, .TH:HI% ALLOWED MONETARY POLICY TO BE EXPANSIVE . —ERM REALIGN-
MENTS UNDESIRABLE (FRANCE AGREED). TRADE S-URF‘LU! WILL OMNLY FALL
SLOWLY.  COULD RE RECYCLED TO SOUTHERN EUROPE VIA EC OR BY DIRECT
INVESTMENT. THIS CRITICISED AS PASSIVE. MULFORD WARNS THAT
ADJUSTMENT EFFORTS MUST CONTINUE.

3. LITTLER NOTED STROMGER THAN EXPECTED UK GROWTH WITH WELCOME
INCREASE IN INVESTMENT. UK HAD TIGHTENED MOMETARY POLICY TO
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ENSURE CONTROL OF INFLATION. PUBLIC FINAMNCES SOQUMD AMD EXTERMNAL
DEFICIT NOT WORRYING AS BEING FINANCED AUTONOMOUSLY. LOEHNIS
ADDED THAT UK WILL MONITOR INFLATIONARY PRESSURES AND WILL TIGHTENM
MONETARY POLICY FURTHER IF NECESSARY.

L e—
=
——— S e
—_

6. AGREEMENT ON MEDIUM-TERM OBJECTIVE OF PRICE_STABJLITY. WHITE
(CANADAY DOUBTFUL OF USE OF YIELD CURVES AND MONETARY AGGREGATES AS
MAIN MONETARY INDICATORS. HELLER DEFENDED US MONETARY TARGETS AS
SHOWING RESOLVE TO ACHIEVE PRICE STABILITY. GLESKE SAID MONETARY
LGGREGATES STILL MOST USEFUL IWDICATOR FOR GERMAN MOMETARY POLICY
BUT TARGETS MAY BE GIVEN LESS EMPHASIS.

—

—

7. NEXT MEETING ON 9-10 MARCH TO DISCUSS ROLE OF FISCAL POLICY AND
EFFECTS OF STRUCTURAL THANGE. FURTHER MEETING PROVISIONALLY
ARRANGED FOR 15-16 JUNE.

GRAY

DISTRIBUTION

ADVANCE 20

+OECD MINISTERIAL COLNCIL SIR GEOFFREY LITTLER TRSY
MR BAYNE MR H EVANS TRSY

MR CARRICK HR MATTHEWS TRS3Y

HR FERD HR HUTTON DTI VIC ST
HD/ECD CE) MR GUNNER DTI VIC ST

HD FJECONOMIC ADVISERS MR JOHNSOMN DTI VIC ST

KD FSEND MR CORDON MAFF

HD SMAED MR SIMMONDS MAFF

MISS BREWER ERD MR WICKS NO 10

HD /2APD fODA RESIDENT CLERK
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CALL BY MR ENRIQUE IGLESIAS

Mr Enrique Iglesias, President of the Inter-American Dewvelopment
Bank, (IADB) paid a courtesy call on the Chancellor yesterday. He
was accompanied by Mr Hector Luisi, the IADB's representative in
London, and by Mr Samuel, the UK Representative at the IADB. The
Economic Secretary and Mr Walsh (Treasury) were also present.

Mr Iglesias touched on recent developments in relation to the debt
of Latin American countries. Although some countries ware still
axperiencing major problems, the adjustment process was well under
way. Argentina and Mexico were doing better; Chile had done
exceptionally well. Generally, there was more understanding of
the nature of the problem within thsa wvaricus countries. He
welcomed the "menu” approach to the problem of middle income debt.
Did the Chancellor expect further options to be added to the
"mana"?

The Chancellor said that, for countries which were prepared to
take equity capital on reasonable terms, the prospects were good.
There were already a lot of options on the "menu”, and it was up
to the countries themselves to choose the most appropriate. The
experience of Chile, with its use debt /fequity swaps, had shown
what could be done. Other countries had assets that were just as
valuable, and should, similarly, take advantage of the secondary
markets, At Toronto, the Summit countries had agreed a solution
to the problem of the poorest, most heavily indebted countries.
For the middle income debtors, they had reaffirmed their existing
strategy . The Japanese had put a new option on the table. This
was complicated and unclear; but appeared possibly to involve a
transfer of risk from the private sector to the public sector in




the creditor countries. The US, Canada, Germany and the UK had
all made it clear that such a transfer would not be acceptable,
and the plan had not been discussed in detail. The Japanese had
retabled it at Berlin, but no progress had been made. While the
Japanese plan had yet to be fully explained. . the French initiative
wag clearly unacceptable to many of the creditor countries.
Concluding, the Chancellor thought that it was less important that
there should be additions to the "menu" of options than that the
existing options should be taken up in conjunction with policy
reform.

Iglesias said that the IBRD had suggested a further option of
extending interest rate guarantees for concerted lending packages.
Was this a runner eg for Costa Rica? The Chancellor said he was
cautious about this proposal. He would be prepared to study it
further, but without commitment.

Iglesias said that, although progress was being made in certain
areas, many Latin American countries were still failing to address
squarely the problem of ingrained inflation. Essentially, they
would need to change the political approach fostered by years of
paternaliam, and get rid of the deeply rooted misconceptions about
tha virtues of state subsidy. He gave as an example of the latter
the recent decision to close all passanger railways in Uruguay.
This was a necessary step if the economy was to ba put in order.
But it had almost provoked a revolution. The Latin American
countries would simply have to find the political leadership to
make the necessary changes.

Tha Chancellor agreed with Iglesias' analysis of the problem. 1Its
solution required political leadership of a considerable order.
Perhaps this could be helped if the IADB were to publicise the
success stories (eg Chile) including the amount of debt reduction
that had been achieved 8o far. Iglesias said this was an
excaellent idea.

Iglesias sought the Chancellor's wviews on world economic
prospects. The Chancellor said that, although he expected world
growth to be less strong next year than this, performance should
still be good. Although there were soma uncertainties about the
US aconomy; the continuity represented by Bush's election wvictory
would help to maintain confidence. Iglesias said it was important
further to encourage free trade. The Chancellor agreed; it was
important that the GATT meeting in Montreal give out positive

signals.

Closing, Iglesias said he was seeking to turn the IADB into a more
dynamic, efficient institution. He was grateful for the presence
of the UK at the Bank, and for the support which we gave. The
Chancellor said that we attached importance to the work of the
Bank. He wished Iglesias well in his efforts.




I am copying this letter ta Charles Powell (No.10) and
John Footman (Bank).

A
iRy Bl
ol
J H G TAYLOR
Private Secretary




10 DOWNING STREET
LONDON SWIA 244

26th Octobar, 19EB

Desw Time

vau wrote to me earlier this month to ask whether the
Prime Minister might see Mr Enrigque Iglesias during
his forthcoming visit to London in Hovemboear.

I have made enauiries here, and I understand that the
Prime Minister has reluctantly had to decline because
of her many other commitments. But T understand that
Mr Iglesias has other meetings planned with various
Ministers during his time here.

I am sorry to send you a disappeinting reply.

E;]fhﬂ5 Gw*-
-

MARE LENNOX-BOYL
Parliamentary Private Secretary

The Rt Hon Timothy Raison MP




INTER-AMERICAN DEVELOPMENT BANK
REPRESENTATION IN THE UNITED KINGDOM
MUORCIAN HOUSE, | AMGEL COURT,

LOMTEON ECIR THI
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: : TELER: el [NTAME G
BEFRESENTATIVE CAHLE: INTAMBA®NC: LONDOM ECI

> Oetober 1988

Mr. Charles D. Powell
10 Downing Street
London, SW1A ZAA

Yeas T, Tonoell,

Thank you for your letter of 30 September. We are
very sorry indeed that other commitments prevent the Prime Minister
from eeeing Mr. Iglesisas.

Mr. Iglesiss 1g grateful for the Prime Minister's good
wishes and he is very much looking forward to an enjovable and

profitable first visit to London in hie official capacity as
FPresident of the Inter-American Development Rank.

I am persopally grateful for the attention vou have
given to this matter.

Héctor E. Luisd




10 DOWNING STREET

LOWDOMN SWIA 2AA

From the Private Secrefary K| |:' SE?tembEf 1988

Thank yvou for your letter of 15 September suggesting a
call by tha President of the Inter American Development Bank
on the Prime Minister in mid-Hovember.

I regret that other commitments prevent the Prime Minister
from seeing Sr. Iglesias. But she would be grateful if you
could convey to him her best wishes for an enjoyable and profitable
vigit to London. I understand that Sir Geoffrey Howe is hoping

to see him, and that he will also meet Chris Patten and Tim

Eggar and, I believe, a Treasury Minister during his =tay in

London.

(C. O. POWELL)




Foreign and Commonwealth Office

London SWIA ZAH

£9 September 1958

(0. o580
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Thank vou for your letter of 15 September covering a
letter requesting a call on the Prime MinBter by the
newly-elected President of the Inter American Development
Bank.

I note that the Prime Minster will not be able to sae
him. This is a pity. 5r Iglesias i3 a particularly impressive
figure (he was, until recently, Foreign Minister of Uruguay
and remains a leading figure on the Latin American scene).
It has bean a long time since the Prime Minister laat received
a South American visitor. However we have arranged for him
to see the Foreign Secretary as well as Mr Patten and
Mr Eggar, and possibly a Treasury Minister, durding his visit
in November.

I attach a draft reply to Dr Lulsi.
1
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FROM: Feference
C D Powell

DEPARTMENT: TEL. NO:;

Your Reference
BUILDING: ROOM WO

SECURITY CLASSIFICATION TO:

3 Hector E Luisl
Top Secret Inter American Development Bank
Secret Morgan Houseo

; 1 Angel Court
SantaEasal Londen ECZR THJ

FBestrcted
Linclassified SUBIECT:

PRIVACY MARKING

Thank you for your letter of 15 September
virenannns I Confidence X

suggesting a call by the President of the Inter

CAVEAT American Dewglopment Bank on the Prime Minister
%

in mid-November .

I ragrat that ‘Cther commlitments praveant
the Prime Minlister ffqm seeling S5r Igelsias.
But she would be qraLefnj 1f you could convey
to him her best wishes feors an anjovable and

profitable visit to Londen. I understand that

Sir Geoffrey Howe is hopsing fﬁ.seﬁ him, and

that he will also meet Chris Paf&&n and Tim

%
!

Eggar and, I believe, a Traasury E%Plﬁtﬂr during

kis stay in London.
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ALL PARTY PARLIAMENTARY GROUP ON OVERSEAS DEVELOPMENT
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Timgthy Raison MP
House of Commons

LONDON
SW1A OAA 19 September 1988

26 SEP 1988

Dear Mr Raison

1 have just learned that Enrique Iglesias, newly easconced as
President of the Inter-American Development Bank, will be in
London on an official visit from 16-18 Movember. [ hope to De
getting him for an APGOOD meeting - at present he is a little
reluctant to do a full presentation with questions - but [ am
writing today to ask if you could make your best efforts to
ensure he sees the Prime Minister during his visit. Perhaps a
word to Charles Powell? [t seems he will be seeing heads of
government at other stopovers on the same tour.

Mr Iglestas is clearly in the big league - a past and arguably
future contender for the UN Secretary-General job. He was
nreviously Uruguay's Foreign Minister and 75 a memober of the
currently sitting South Commission.

Yours sincerely
' ey 7 -

!:_ // I
f'ﬁ#f!;&ig.iﬂ77i.a,
ef e

Adrian P Hewitt

ce:  Bowen Wells MP
Jim Lester WP

Rewsprch Adwmar: Sdnua Hewitt

Owersean Development Instiiuse. Regemns College
Ianer Circle, Londion MW NS 01T T4
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10 DOWNING STREET
LONDON SWIA 2AA

L1

SLrom the Private Secretary 1/ / 15 September 1988

I encloce a copy of a letter asking the
Prime Minister to receive the newly elected
President of the Inter-American Development
Bank in mid-Nevember. The Prime Minister
will not be able to do this, but you will
no doubt wish to consider whether the Foreign
Secretary or the Minister for Owverseas
Development should see him. I should be
grateful for a draft reply.

C. D. Powell

R. N. Peirce, Esqg.,
Foreign and Commonwealth Office.




INTER-AMERICAN DEVELOPMENT BANK
REPRESENTATION IN THE UNITED KINGDOM
MORGAN HOUSE. | ANGEL COURT,
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HEMRESENTATIVE CAHLE: INTAMBAMNC-EONDNN BC3

15 September 1988

Charles Powell, E=aq.
10 Dowvming Street
Loendon, SW1A Zas

Deas . Porsell,

The newly elected President of the Inter-American
Development Bank, Mr. Enrique V. Iglesias, former Minister
of Foreign Affairs of Uruguay, will be visiting the United
Kingdom on 15, 16 and 17 Movember. This shall be his first
vigit to Britain Iin his official capacity as President of the
Bank and he would be henoured {f the Prime Minister would
agree to see him sometime duyring his visit.

Since he assumed office on 1 April 1968, Mr. Iglesias
has been making a special effort te visit not only the povernments
of the Latin American countries which are members of the Bank,
but also the governments of member countries outside the Latin
American region., With regards to the latter, he has so far
called wpon the Japanese and 5wiss governments and he will
call wpon the French and Spanish goveroments next month. In
Japan he called upon Prime Minister Tskeshits and other Cabinet
Minlsters; in Switzerland he met Federal Councillors Delamuraz
and Felber and several Sccretaries of State: in France ha is
scheduled to meet with Fresident Mitterand and Prime Minister
Rocard, as well as with other Cabinet Ministers, and in Spain
he will meet with His Majesty King Juan Carlos and with Prima
Minister Gonzdlez.

should the Prime Minister be kind enough to see
Mr. Iglesias, he would wery much welcome the opportunity to
exchange views with her on Latin America's current sitvation
and cutlook, with special emphasis on the external debt problem
and matters relating to trade. I helieve that the Prime Minister
would be interested in Mr. Iglesisa's wiews, particularly in
light of his previouws experience as Uruguayan Foreign Minister,
Execiutive Secretary of the Inited Mations Commission Fer Latim
America and the Caribbean, snd Chairman of the GATT Uruguay
Round.




Charles Powell, Esq.
15 September 1928

Over the past few wears, Mr. Iglesias has kad the
great plessure to develop a most cordial relatiom with your
Foreign Secretary; he was also wery pleased to welcome seversl
membars of Her Majesty's Govermment to Uruguay. He particularly
remembers wour Trade and Industry Secretary's visit to Punta
del Este on the occasion of the GATT Ministerial Meetimg, which
regulted in the setting up of the Uruguay Hound and which Mr.
[gleglas chalred untill gquite recently.

Mr. Iglesias would obviously be very happy indeed to
arrange his schedule during his visit to London in order to
accommodate that of the Prime Minister, should she have the
kindness to agree to see him.

'fmg, ﬁ-t.t-l.t-E.[, :

Ut

Héctor E. Luisd
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12 September 1588

Charles Powell Esqg
Private Secretary
10 Downing Street

LONDON SW1 MI"

}ﬁﬁ Lﬁhﬁm
INTERNATIONAL DEBT SCEME

I attach a report on developments in the international debt scenae.

The World economic background

This year's strong growth in the world economy is providing some
banefit to debtor countries. Output in major industrial economies
appearb Lo nave risen Dy about 4 per cent and world trade by 8-
9 per cent. Commodity prices have fallen from the peak reached
marlier this year but are still about & third higher than a year
ago. These factors have helped to boost many debtors’ export
earnings - although individual countries have been affected
adversely by weak coffee and cocoa prices and the decline in oil
prices has reduced Bil exporters' earnings, while all debtors face
somewhat higher world interest rates. Against this on balance
helpful background, progress by thea ma jor debtors is
disappointing.

The international environment should continue to be reasonable
next year, although rather less helpful to debtors .with both
industrial countries' output and world trade growing more slowly,
and tha risk of further falls in oil prices. Interest rates, at
least in the United States, may rise further.

Sub-Saharan Africa

The Paris Club has met twice to discuss how the Toronto summit
agreement on debt relief for the very poorest countries will be
implemented. A substantial measure of agreement has been reached
on the technical issue of how the different creditor options may
be regarded as fairly comparable. This calls for those creditors
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whoe do not reduce thelr claims by writing down principal or
lowering interest rates to reschedule over 25 years. The
nited States has so far refused to reschedule over longer than
20 yaara, which maraly reaffirms current Faris Club practice for
the poorest countrias. This attitude is frustrating attempts to
reach a consensus before the Annual Meetings and is encouraging
some other countries including Germany and Australia to obstruct
the process of implemanting the Toronto agreement.

Middle income debtors

Prospacts for the major Latin American countries and Nigeria give
cauge for concern. Brazil EEE-:E;EEE a4 programme with the IMF but
inflation has accelefiTed to an annual rate of 1,000 per cent and
@lectoral pressures next year may hinder impléWentation of the
tough measures necassary to sustain the programme. Argentina is
atill trying to nagotiate a Fund programme and secure finance from
banks but also faces el 10ONE xt year. Mexico's trade
performance has detariorated, and the present rigid policias are
probably unsustaindBI®F but the ruling PRI's reduced credibility
following the recent elections may make changes more difficult.
Venezuala is suffering from lower oil prices and is seeking new
firf@nce from banks. The risks of simultaneous, although not
concerted, moratoria, in Latin America have thus increased.
Hiﬂﬁ;ia, which also faces lower oll earnings, 1s now discussing a
Fufn Erﬂgramme but the scale of adjustment, the size of financing
i 8 an the burden placed on creditors all suggest that
agresment may be extremely difficult to achieve.

The role of ceraditors —

Among creditors, the toughened attitude of commercial banks to
middle income debtors is putting increased demands on official
creditors. The banks' improved <c¢apital base and higher
provisioning has brought a welcome strengthening in their
financial position. But with the market continuing to value debt
at only about half its face walue, there is understandable
reluctance to provide net new money to some debtors. In the
absence of a further tightening of debt countries' policies this
has led to calls for increased official finance both from the
international institutions and from export credit agencies -
particularly through genercus FParis Club rescheduling. Banks'
gshare of total claims on major debts has fallen while that of
official creditors has risen - placing governments and their
taxpayers at increased risk.

IMF/IBRD meetings

The Chancellor will be seeking to reinforce the existing debt
strategy when he meets other Finance Ministers at the IMF/IBRD
annual meetings in Berlin at the end of this month. He will want
to ensure that the international financial institutions have




adequate resources but also that conditionality is strengthened so
that tha IMF and the World Bank, which face growing arrears, are
repaid and that other creditors' support for debtors ia justified.
He will be concerned in particular that the interests of cfficial
creditors are taken fully into account in the design of IMP
agreaments with debtor countries. The handling of banks® claims
is for negotiation between banks and debtors but the Chancellor
will be ready to welcome extensions of the menu approach which
transforms and reduce debt.

Individual countries

Nigeria is close to agreement with commercial banks on tha
rescheduling of debt but the banks' refusal to provide new monay
has increased the scale of policy adjustment needed from HNigeria
and the burden on other creditors. This is making agreement on a
Fund programme difficult. President Babangida now seems ready to
support public spending cuts to check the rising budget deficit
and inflation which resulted from Nigeria‘'s abandomnment of last
year's IMF programme, but the external situation is eritical with
pil revenues reduced, reserves exhausted and payments to official
creditors in Arrears., Tha MNigerians are likely to seak

exceptionall 5 treatment from Paris Club creditors, but in
view of tEE country's poor past performance and present doubts
about the government's abilTTY to soorarm reform, other official

creditors may be reluctant to support this. We shall probably
have to take some difficult decisions in the coming weeks.

Argentina‘'s trade surplus has benefited from this year's rise in
world wheat prices EuE the domestic budget deficit has been higher
than predicted and prices were rising at a monthly rate of &5 per
cent din July. In August, the govermnment announced policy changes
to reduce the budget deficit, restrain private sector prices, and
devalue the austral but lower than expected capital inflows and
increased capital flight have undermined the external financial
position. Argentina has been running significant payments arrears
to banks. The IMF is discussing a new programme with the
Argentinians who are axpected to approach the banks for new money.
In the meantime, the US is seeking to organise a $500 million
bridging loan with other central banks (excluding the UK) until
disbursements of World Bank trade and banking sector loans are
available. A decision by the World Bank to renegotiate the
banking loan and reduce the trade loan disbursements in 1988,
however, has put the wviability of this bridging operation into
doubt. We are also concerned that the World Bank loans should not
go ahead without a Fund programme being agreed and that despite
liberalisation required under the trade loan Argentina is still
discriminating against the UK. On the present timetable, the
world Bank loans would come up for decision before the Fund
Programme .




Brazil's new IMF programme went into effect at the end of August
when commercial banks' commitments to a new financing package
reached 955 per cent. Completion of the programme also reguired
bridging finance from industrial countries' central banks and an
exceptionally large call on the Paris Club which after tough
negotiations agreed reluctantly to reschedule not only all
principal due until March 1590 but also 70 per cent of interest.
The Fund programme, regrettably, contains detailed targets only
for the rest of the present year. In view of the current
annualised inflation rate of 1200 per cent and the sustained
fiscal adjustment needed to curb it, we shall be locking carefully
at the 1989 budget dus socon and the Fund's review of the programma
early next year.

I am copying this letter and enclosure to Bob Pierce (FCO),
Jeremy Godfrey (DTI) and John Footman (Bank).

J M G TAYLOR
Private Secretary
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Main points

latest IMF projections for the world econocmy suggest that the most heavily

{ndebted countries have snjoyed rather limited benefits from the strength of the
world economy this vear. Wevertheless, despite projections of higher interest
rates and slower growth in 1989 debt exports ratios of the middle-income

countries should continue to decline.

Brazil's agreement with the banks was guick to achieve eritical mass. However,
with monthly inflation now at an annual rate of arcund 1000%, domastic credit and

figcal performance criteria set under the 53A could well be miseed.

Argentina's trade position has recovered somewhat but arrears have built up to
the banks. The US is attempting to put together a further bridging loan. The
latest package of fiscal measures seems unlikely to have much impact.

Mexico's oil and non=o0il trade surplus has been sharply reduced and uncertainties

surrounding policy following the unexpectedly close Presidential election have

grown.

weak oil prices and an overvalued exchange rate have led to a detericraticon in
venezuela's external position and a hardening of attitudes to debt service.

the chances of an agreement between Nigeris and the Fund appear to have improved,

but the banks remain reluctant to provide new money.

the economic implications of the cessefire in the Gulf War are as yet unclear.

As a group, the Baker 1% countries are net oll exporters sc a further weakening
of oil prices ms a result of higher output by Irag and Iran would on balance
aggravate their debt servicing problems. The already dismal prospects for Sudan
have been worsened with the Nile floods and the threat of locust EWAIRS.

the Paris Club has made some progress in develcping a menu of debt relief options

for SSA ecountries although some major creditors are still holding back. The IMF

Board seems to support UK proposals to allow retroactive access to the ESAF as

part of the sclution to clearing arrears to the Fund.
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Latest IMF projections

The IMF's latest draft World Economic Outlook (WEDQ) (Table 1) suggests that,
overall, developing countriez' sxport markets and most non-oil commodity prices are
likely Eo be stronger this year than expected in the spring. Although some SlowWdown
in indusktrial countries' domestic demand is foreseen in 1989; growth is still
expected to exceed esarlier projections. A forecast decline in non=-oil commodity
prices (which have weakened recently - Chart 1) is partly in reaction to epecial
factors (including strikes and the Morth American drought) that led to exceptional
rigses this vear. Interest rates are expected to rise and given recent trends (Chart

2] the forecast may be on the low side.

With a stronger than expected performance of the world economy 50 Far this year ik
iz perhaps surprising that the most heavily indebted middle income countries and the
poarest ldca have not enjoved a stronger recovery. Despite the unexpected strength
of many non-oil commodity prices, the terms of trade of both groups are still
projected to deteriorate this year, although not by as mich as previously

forecast. This is no doubt a reflection of the weakness of prices of oil and
tropical beverages which form an important part of the exports of many of these
caunkries. Although exporkt volume growth is skill expected to be above trend in
1988=1989, the Pund has lowered its Eorecasts for growth this year. The relatively
modegt rise projected for U5 imports is probably dampening the demand Eor exports
from some of the larger Latin American Jdebkbors and their limited abllity to respond
to more buoyant market growth elsewhere may also reflect inappropriate domestic
policies and the cumulative impact of low rates of investment since the onset of
debt difficulties. Although earlier eskimakes for GDP growkth in 1985-1987 for the
Baker 15 have been revised up, growth is expected to be more sluggish khis year than
projected earlier and imports to rise only slowly. overall; the combined krade
surplus of the Baker 15 is expected to improve this year, broadly matching a heavier
burden of inkerest payments.

Mext year the Pund see scope for railsing import volumes significantly in the Baker

15, providing external financing is sufficient to allow the current account balance
to be broadly unchanged. However, these projections rest on an assumed

$15 per barrel oil price and an average eurodcllar interest rate at arcund current

levels. ©il prices could elearly be much lower. As a group the Baker 153 are net
oil exporters: although some countries will benefit from lower oil prices, Mexico,

venezuela and Higeria among others will suffer (Table 2). Although recent
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TAEBLE 1: IMF AUTOME WEOQ

% change on previous period

Industrial countries

real domestie demand
inport volume
GHP deflator

% world prices

maniifactuces
oil
non=oll

6=manth § LIBOR (level)

1% heawily indebted
countries

terms of trade
eXport volume
import volume
current balsnce (% bnsl

Per capita GDP

Ratio of debk to
eXports GES (level)
Interest payments due as &
of exports GiS (level)
Debt service paid as % of
exports G&s (level)

Sub=-Saharan Africa

Terms of trade

Export volume

Import volume

current balance {§ bnz]

Per capita GDF

Ratio of debt to
exports G&S [level) 296.6
Interest payments dus &as
% of exporkts GES (lavel) 15.5
Debt service paid % of
exports G&S (level) i 25.4 33,1

Hoteg: The interest mervice ratios have been calculated on the bagiz of accruals
including sums due on portfolio investment. The overall debt service ratlos are
shown on an actual payments cather than an accruals basls (and so will be affected
inter alia, by changes in outstanding arrears).




BAKER 15: TRADE IN OIL

Het oil exports®
1987

Bolivia
Colombia
Ecuador
Hexico
Kigeria
Peru

Venezuels

Brazil
Chile
Morocco
Philippines

Yugoslavia

Baker 15

source: TIIF

* Maasured as a share of total exports of goods and services.
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increases in interest rates have, in themselves, raised the debt servicing burden,
they have to be seen against the unexpected strong growth in the world economy.
Moreover, the general tightening of monetacy policles in the OECD khis summer as an
garly response to incipient Lnflakionary pressures, is intended to engineer a "soft
landing® in terms of OECD activity. Inter alia, this reduces the risk of abrupt
ewings in market growth and a sharper cise in interest rates which woold be

particularly destabilising for heavily indebted ldes.

The main debt ratios (after allowing for distortions arising from the bulld=up and
subszeguent zettling of arrears) are Forscagt to continue to decline for cthe Baker
15. Hawever, For kEhe SSA countries no underlying improvement seems in prospect in
the absence of exceptisonal relief measures such as those under discussion in tha

Paris Club (5ee below).

Secondary Macket Prices

Prices for ldc debt in the secondary market have drifted down recently (Chart 3) and
on average are liktle changed from the Eloor reached last autumn. The continuing
decline of bid-ask spreads suggeste that trading activity is continuing to expand,
alehough non=bank investor interest (discouraged by potential new money obligations)
remains minimal. Citicorp recently announced that in the year to June 1988 it had
disposed of $2Zbn of ldc loans at an avecage discount of only 18%. How it achieved
this remains something of a mystery but it may partly reflect the wvaluation of
aggets acguired in exchange and trading profits im ldc debt may also have provided
an offset. Some of the debt was swapped for eguity and other local curccency claims
g0 the bank's overall exposure did not decline as moch. The price of Irag's debt 15

reported to have risen from 10c to 60c on the announcement of the ceasefire.

Bacent market borrowing

Since June, Algeria and Pakistan have raized money Erom foreign banks. 4 0SS bond
iggue has been made by Venezuela (but targeted at dopestic institukions).  Issues

have also been made by India, Talwan and Thailand.

The Baker Flan in Retrospect

1IF estimates of the external financing of the Baker 15 over the three years
1986=1988 are =et oot in Table 3. They suggest that the banks have provided a
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TABLE 3: BAFER 15: EXTERNAL FIMANCING 1986-HE

$ bns

1987(p) 198EB(E)

Current account -5.4 -9.6

Hon=-debt creating f£lows

Official lending

Bilateral

Moltilateral

Sub=-tokal

Private lending
Commercial banks
Het financing

Debt conVersions

Total commercial banks

Dther private
Sub—-total

Besident net lending

Errors and omlssions

Change in resarves

Source: Institote of International Pinance, May 1988 - fiqures for the combined
current account in 1988-89 differ slightly from the later IMF estimates

ghown in Table 1.
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little under & half of the $20bn in new net lending proposed.  However, debt
conversions, which have a counterpark inflow included in the item "non debt creating
flows®™ and which therefore lead to no net outflow, have also played a part in
bringing about a better mik of debt and eguity liabilities in debtors' external
balance sheets. MNet credit extended to Baker countries other than the 4 largest
Latin American debtors has been Fairly stable over the past three years, in the
range $0.7-%0.9 bn pa. Within the latter group Brazil and Argentina have received
the lion"s share, a net $dbn and $3.6bBn respectively over the period. Mat
borrowing by Mexico has been more modest ($1.4bn) while Venezuela has made net
repayments in each year. Other private creditors have been steadily reducing their

exposure. Resident outflows have been relatively stable.

While gross disbureemenkts by multilaterale have alsc net met the levels envisaged
under the Plan, the growing contribution of official creditors to the overall
financing reguirement is only too spparenkt. Greater reliance on non-debt creating
inflows and official development Finance is generally seen to be a desirable
development. Although the banks are keen to guit the business of generzal balance of
payments lending, there remains the question as to how much new money they should
continoe to provide in order to protect the value of thelr existing exposure.
Qfficial creditors are understandably reluckant to refinance existing bank debt
which may prove to be too large in relaticn to feasible servicing capacity, whose
limits remain S0 uncertain.

Sub-Saharan African Debk

Following the Toronto summik, the Paris Club has made some progress in formulating 2
creditor menu. As regards eXxporkt credits at market rates a consensus on the terms
of the two moskt concessicnary elemenks = now Eormulated as forgiveness of 1/3 of
principal or alternatively interest rate ceducticns of 3 1/1 percentage points, with
the debt in each case being rescheduled aver 14 years 8 grace = appears to have
been reached. There has also been broad agreement on eligibility criteria. There
remain two sticking points. Firet, the proposed 25 yvears/14 grace terme for the
third, "longer rescheduling®™ option; which,; while not providing relief in NPV terms,

might be held to expose creditors to greater (or at least more prolonged) risks ,

are unacceptable to the US. Second,; Japan and Germany (which, unlike other Paris

Club creditaors, still have significant low interest aid loans to S5A tﬂﬂhtEiEE}&EE

seeking special formulae that would give recognition to recent and prospeckEive BLepDs

to allevista the burden of these. Trichket,; the Paris Club chairman, has circulated
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a plea for compromise and reactions to this will be discussed later this month.
Although the summit communigue set an end-year deadline, there are gtill reasonable

hopes of resolving remaining differences in time for the Berlin meetings.

IMP Afrears

Arrears to the Pund now total 5DR2.2bn, or 8% of IMF credit outstanding. The Board
have given a general endorsement to a Staff proposal whereby officials from creditor
and donor agencies should meet in "support groups" and that eorrespending Pund EDS8
should form a "task force® to assist a country which has expressed a willingness to
undertake the necessary adjustment to draw up & "shadow® programme. The support
group would take the lead ln fostering support for the financing that would anable
the country to clear Lts arrears and so restore Lbs access to Fund money. There was
also widespread support for the Chancellor's proposal that countries in arrears but
pursuing successful shadow programmes should be allowed retroactive access Eto the
£SAF (although the amounts available under the facility would only refinance part of
the money that might be raised from other sources to clear the arrears). The banks
are reluctant to provide new money which would have the effect of clearing arrears
to the IMF as long as the latter's global net lending flow to heavily indebted
countriss remaing negative. A progress report will be submitted to the Interim

Committee thiz month.

Agaegamant

Althoogh the remarkably guick achievement of critiecal mass for the Brazil agresment

and the completion of a number of commercial and paris Club reschedulings in recent

months may have alleviated concerns that the current strategqy had become bogged
down, it has to be said that such progress has been made at the cost of a weakening
af earlier standards of IFI conditionality. As an account of the domestic policy
stance the following reglonal summary section makes grim reading in all but = few
cases. In particular, three of the four largest Latin American debtors (Mexice
perhaps excepted) are currently facing severe ecopomic difficulties primarily
attributable to lax fiscal policies. In all four sluggish growkth is tending te
hide, or until recently has hidden, the disequilibrium in their external accounts.
Nevertheless, there have been some encouraging developments elsewhere. Tha
Migerian autherities now seem more amenable to a Fund programme although there may

gti1]l be difficulty in closing the financing gap. The success of Chile's economic
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policies has enabled it to negotiate a reduction in spreads, to obtain agreement
from the banks to use assets to repurchase part of their debt, and to obtain an

eXxtension to its EFF.

An initial reaction to the implications of the ceasefire in the Iran/Irag war is
given later in the report. Welcome as the peace 1s from the humanitarian
standpoint, higher oil production by the two former adversaries could lead to a
further drop in oil prices intensifying the problems of MeXxico, Venezuela and
Higeria among other indebted ldos.

The strategy of dealing with each of the four main Latin American debtors singly to
reduce the chances of collusion and a strengthening of their bargaining position has
become sven more apparent in the fun up to the U5 elections in Hovember. The US
authorities seem aniious to avold any upset on the international debt front which
would exacerbate the problems of parts of the US financial sector. Over the past
year the almost indecent haste with which bridging loans and World Bank money have
bheen lined up for Argentina and the willingness to accept weak IMF programmes for
Argentina and Brazil may also reflect growing U5 concerns over political and
gconomic trends in Mexico. Should Dukakis win in Hovember, US Administration
attitudes to global debt relief may soften. For the present, the U5 ls taking a
hard line on global debt relief even in the Paris Club discussions on S55A countries,
perhaps fearing contagion first te Migeria and Egypt and then to Latin America. In

contrast it appears to be adopting an even softer line towards its own clients.

Az the ghare of troubled ldec debt in the banks' balance sheets has fallen (Table 4)
g0, inevitably, has their resistance to providing new money increased - particularly
to second rank debtors. As the improvement has not been uniform, opportunities to
compete at the expense of weaker banks still encumbered by a heavy portfolio of ldc
loans have grown., The development of alternative financing options has undoubtedly
kept the rescheduling process alive - the breadth of the Brazil package contribuking
to its rapid acceptance and the absence of a good menu delaying new money for
Ecuador and Colombia. sales of debt in the secondary market may also have cleared
some small exposdres. Hevertheless, the free rider problem has not been resolved:
exit bonds remain an unproven instrument (although the take-up of those offered
under the Brazil package appears to be going reasonably well) and the "novation®
procedure proposed in the Cote 4'Ivolre restructuring is in limbo. Proposals to use

the IMF's powers under Article VIII to approve arrears to recalcitrant banks as an

allowable exchange restrictions, which would have had far wider and undesirable
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DEVELOPMENTS IN COMMERCIAL BANE LDC EXPOSORE

Britieh Banks® exposure Eo problem debtors

Loans outstanding ko Mexico Loans ocutstanding to all
and Brazil as percentage of problem debtors end=15%87
capital

15984 Fercent of
capital®

Lloyds 78.8 111.3
Midland 134.9 111.5
MatWest 40.1 39.9
Barclays 43.0 50.7
Stan Chacky 38.4 121.4

# Eauity and undated loap capital and geperal provisions
# 1985 Eigure

Spurce: Annoal reports

Selected 5 banks' exposure to 4 largest Latin American Debtors #

end 1982 end 1988 Q1
Amount % of Amount % of
(% bne) capital i% bns) capital

Citicoep 178 53
Bank of America 140 G4
Mano Hanowver 224 110
Chage Manhatten 157 B2
J P Morgan 144 57

Memo: US banks' claims on all developing countries as a % of capital®

1982 1987 Hl

209.2 54.8

o 2ource Merrill Lynch. Us primary capital definition
L Source IMF
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implications, have been headed off. Mevertheless, despite their reluctance Lo

provide new money to countries such as Nigeria, Colombia and Ecuador, the banks have
been showing some flexibility in their approach to special cases such as Costa Rica,
Bolivia and Sudan where there is 1iEEle alternative to relief. Whether technigues

sich as interest caps and other debt reducing technigues will in time spread to the

large debtors is an open guestion.

Further details on individual countries are given below,

LATIN AMERICR AND CARIBBEAN

Brazil

On 26 July the Fund Board approved in principle a 13-month SBA far SDR1096mn (75% of
guota). The programme became effective on 23 August following the Advisory
cormittee's confirmation that 95% of commitments te the new money package had been
gecured. The SBA sets ceilings of 36.6% of GDP for the P5BR and of 4% of GDP for
the cperational deficit this Year. Unspecified policy measures for 1383 are to

reduce the cperational deficit ko at most 2% of GDP {cf a Budget sant to Congress at

end-August envisaging & deficit ef 2.3%]. The programme was criticised for lts

substantial front-loading of disbursements and lack of speclfic policy measdures)

nevertheless, it was approved unanimously. ECGD resumed medium-term cover for

Brazil immediately the SBA became effective.

The favourable response to the new money package partly stems from an attractive
range of options offered to the banks. Over 90% of requested commibments were
received by 5 August (the cut-off date for the 3/8% "early bird" fes) and on

7 September reached 99.9%. A reduced fee of 1/8% was available for those
copmitting by 2 Septembar. Over 70 banks have taken up the exit bonds, involving
£800 mn of debt. Activation of the agreement will enable Brazil to clear 1987's

interest arcears. 1988 interest f3 cuorrent.

on 26-29 July the Paris Cleb agreed (subject to the SBA becoming effectivel) to
reschedule, over 10 years/5 grace, 100% of principal due February 1987-March 1990
(about §5bn) and 70% of interest due August 198B-March 1330. The remaining 30% of
interest will be repaid in two instalments on 1 April 1990 and 1 April 1991. Brazil
had remained current on Paris Club interest payments since the moratorium was

declarad in February 1987,
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Brazilian officials have expressed surprise at the sase with which apparently
difficult steps; such as agreeing a Pund programme, have been accepted in Brazil.
Hevertheless; Finance Minister Hobrega has been under greater domestic pressure over
his attempts to tackle inflatiom and the fiscal deficit. He has resisted pressure
for unsustainable guick fixes but his inability to prevent substantial wage
incceases for some public sector workers is undermining his position.

There is already talk of some of the key September IMF performance criteria being
likely to be missed. Inflation has accelerated with prices rising at an annual rate
of 600% in H1 (about 18% a month}p; the monthly rise was 24% in July and 21% in
August. While the operational deficit for H]l was moderately encouraging at 1.1% of
GDOP (againgt 1.8% For H1 1987) further progress may be hampered by fedaral
employess' increasing challenges ko Ehe April-May pay freege. A Blowdown in
economic activikty is akkribukted to a combination of accelerating inflation with
rekpospeckive wage indexation which is reducing real wages and demand: Ehe Fund

progeamme forecaskts an inccease in real GDP of only 2% as against 2.9% in 18987.

Weak domestic demand and improved kerms of Erade have produced an improvement in Ehe
krade gurplus: Eor the Eicst seven monkhs of 1988 the surplus was $10.5bn, more Ehan

doable that of the coccesponding pericd last year. IMF forecasts of only a slight

improvement in the full-year surplus to $13bn seem cautious, even allowing for the

likely impact in HZ of trade liberalisations

The new constltotion completed in the week beginning 29 August includes a cap of 12%
on annidal real interest rates (including lending changes and commissions), and the
banning of foreign majority share holdings in mining (including exploration and
mineral refining) sobjeck eo a S=year grace period.

Maxico

Carlos Salinas de Gortaci, the presidential candidate of Ehe ruling party (PRI}, was
declared the winner of the elections on 6 July, although with a much lower than

expected majority and share of the vote.

The Mexicans may attempt another debt reduction scheme before December, perhaps
including a partial guarantcee of interest payments. Prepayments of private sector
debt have been gubstantial, Facilitasted by generous terms offered by creditors, and

the outstanding balance held under the FICORCA scheme has fallen to only $4bn
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fagainst $9.4bn in March 1987). Haowever,; the proposed sale of the Cananea copper
mine, which would have invelved & reduction in public foreign debt of some $0.5bn,
has been withdrawn because of the unwillingness of banks to participate. Debt

equity swaps remain suspended and will not be resumed during the remainder of the

current adminiskration.

The Economic Sclidarity Pact has been repewed for a further three monthe, to

0 Beovember. The freeze on wages, public sector prices apd the exchange rate has
been sxtended (though somé depreciation of the exchange rate had been expected]
clearly signalling that reducing inflation remains the government's main priority.
Inflation continues to fall: July's monthly rate of 1.7% was the lowest since
mid-1981 and brought the li-month rate down to 122%. Industrial activity during
Japuary=-April was 4.9% above the same period last year. Deteriorating
competitiveness, the cecovery in domestic activity, import liberalisation and wWeaket
oil prices have predictably led to a sharp fall in the trade surplus ($2.4 bn in Hl
as against $4.8 bn in 1987 H1). Fon-oll imports in Bl were up more than 50% on a
vear earlier. pesplte receipts from the final tranche of the banks' finaneing
package and higher inflowe of foreign direct investment, official reserves fell
sharply between March and July. Prepayments of private sector debt were a facter
earlier in the year but more recently capital flight may have accounted for a
significant part of the outflow. The reserves rose in August perhaps indicating a

glowdown in prepayments or a partial reversal of other recent outflows.

The Pund staff do not expect a further programme or enhanced aaorveillance Lo be

agreed until December or later.

.FLEEEI'I'{iI'Lﬂ

While foreign trade performance has recoverad significantly this year, lower than
expected capital inflows and capital flight have led to a severe cash shortage
resulting in mounting interest arrcears. Ho formal new money regiest has been made
ts the banks, who are ankxlous bo see the arrearg cleared before discussing a new
financing package. However, informal talks have been held with the Rdvisory
Committee and the Argentines are expected to seek about $2bn. The US Administration
has been the force behind a proposed $0.5bn bridging loan (whigh would only packtly
alleviate the immediate cash flow problem). The US Treasury would provide $265 mn
and, under the auspices of the BIS, ten European central banks (excluding the Bank
of England) and the German state-owned KFW (significantly, not the Bundesbank} would
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provide the remainder. Disbursement would be linked to effectiveness of the IERD"s
Second Trade Policy Loan (TPLZ) and a revised Banmking sector loan now due to be
presented in October. Deawings under the IBRD loans would not, however, be
completed until end-February implying a four month bridge. Moraover,
conditionality is weak: there is no direct linkage to a Fund programme; instead
the World Bank's President would merely have to endorse macro—economic policies.
There is an obvious change that the Bank will have to compromise its conditionality

to ensure full disbursement of its loans in order to take out khe bridge.

The fiscal position continues to deteriorate: real tax revenues fell in Hl and are
expected to decline further in HZ. The 1988 Budget, presented to Congress in
mid=-July assumes GDP growth of 1.5%, inflation of 284% and a fiscal deficit of £.9%
of GOP. {This may seem low by the standards of some other debtors but reflects the
amall share of [indexed) domestic currency debt in the total.) Inflation continues
ko accelerate: the CPI rose 25.6% in July (the highest monthly rate since the
Austral Plan was announced in mid-198%) giving a lZ-month increase of 322%. Upward
pressure on prices geems set to continue in Bi. Bigher inflation resulted in Ehe
Failure to meat all nominal targets for end=Jume under the SBA, and the programme
will consequently expire with the remaining two tranches (SDR 33l mn} undrawn.
Discussions on & new SBA started in Avgust and Board consideration is expected

acound December.

In early August the government announced measures to curb inflation, The package
includes higher public sector tariffs followed by a freeze untfl Ockober, a pact
with industry to restrain private sector price increases until September, and a

10.5% devaluation of the commercial exchange rate (frozen until September).

gignificantly, 50% of industrial exports and all imporks excluding oil products were

ewitched to the free market rate, and from April 1989 the government will begin
unification of the exchange rates. Government expectations that the measures will
ensure that the fiscal deflclt target for 1%88 is achieved seem optimistic.
pomestic reactions to the package have been mixed, although Camdessus welcomed the

measures as a serious effort to tackle imbalances.

The Perconist primaries, held in July, resulted in the stridently nationalist
carlos Menem being chosen &8 next May's Presidential candidate. He has recently

proposed a negotiated five year meratorium on debt repayments.
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Venaezuala

While lower oil aXport revenues are only being partly offset by higher non=-o0il
exporkts, the latker"s growth continues to be hampered by an overvalued exchange
rateE, hny devaluation s likely to be postponed until after the Presidentlal
electiong in December. Tha detariorating balance of payments outlook for 1988 has
forced the Venszuelans to seek substantial new EFunds. In an Article IV repockt
serioualy critical of preasent policies, the Pund forecasts a Einancing gap of $2bn
aven after a $1.8 bn drawdown of reserves. The gap may be Eilled by bond issues of
$0.5bn, sales of gold (up to $£400 ma) and shork-term oparations with the BIE and
okher central bapks ($lbn). As part of the programme of bond issues, Midland
Montagu lead-managed a $100mn 5-year PRN which was launched on 22 ARugusk; the issue
ig, however, largely intended to meet the legal reguirement that a proporction of
some Venezuelan companies" assets be maintained in §-dencminated assets. At
end-June the BIS extended a $500 mn loan for a further 6 months to end-1988.
attitudes to debt servicing seems to have hardened recently. President Lusinchi has
deniad rumours of a moratorium but indicated that substantial assistance would be
required from creditors if Venezuela were to meet its obligations.  However, cecent
migsiong to US and Burope met a cool response from the banks. The two main
candidatas for Prezident have intimated Ehat another rescheduling will have o be
negotiatied once the new governmant takes office in Februarcy 1385.

While the Venezuelan avthorities have projected real GDF growth of 3.3% for 1988,
against 3% in 1987; Ehe Pund foresee growth of only 2%. The lower oil prices have
waakened the fls=al position. Consumer prices began to riee more strongly in Q2
Following a Fall in inflation in Q1, and in June the 12-month rate was 2I5%.

Chile

Despite a strong rise in domestic demand, the trade surplus in Hl was $1.2bn, more
than double that of a year earlier mainly, reflecting higher copper prices.
bebt-squity swaps during January-May were $1.lbn, bringing total conversions to over
gdbn, and investor snthusiasm seems unaffected by the impending plebiscite. Other
diresct invesktment inflows were $0.4bn during January-July, twice the level for the
game period in 1987. In August the Fund approved an increase and a year's
extenzion ko the EPF. This is the first lengthening of an EPF and was facilitakted
by Chile's sustained adjustment efforkt. In early Rugust the banks signed amendments

ko ke term sheet which reduce from 1950 the spresd on rescheduled debt from 1% ko
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13/16% and that on old new money Erom 1 1/7B% b0 7/8B% providing Chile does not
request concerted new money next year, The amendsgnts also Fazilitate EFuture
voluntary new money and debt=-for=-debt swaps; Chile may also use up ko $0.5bn from

the Copper Reserve Fund to buy back debt.

Inflation conktinues to decline, alded by real effeckive sichange rate appreciation,
gome agricultural price reductions and lower WAT rakes. IE fell ko an annual rate
of 13.7% in July and is expected to be 10-12% by end-year. Real GDP is expected to
rige by over 6% im 1988 and a fiscal surplus of 1l.1% of GODP is expected in 1988 (cf
a deficit of 0.8% in 1387).

The pleblsclte (when Chileans wote Eor of against Ehe official Presidential
candidate Pinochet) will be held in October. WYoking could be cloge: If there is a
"no® vote Pinochet's government will remaln in office unkil March 1930, with open
Presidential and Parliamentary elections in January 1990. The opposition will

however press for an immediate change of government if there is a "no' vote,

Ecuador

The new governmenkt took office on 10 Augusk. Bo far its attitode on debt has baen
copc=iliatory. The oubgoing government had suspended debt negotiations with the
banks in July with & new money agreement for $330mn left uncompleted. Preliminary
talks have been held with the banks but detailed discussions have not been
scheduled. Pregident Borja has stated that Ecuador cannot pay interest in the
present circumstances {arrears were some $0.7bn in June). The Ecuadoreans have
indicated their intention to approach the Fund but wish to develop their own
programme first (the S5BA approved in December ia off-track and is effectively
dead). A package of emergency measures was introduced at end=-August. Inflation

conkinoes to rise and reached an annual rate of 56% in July, the highest for five

yeArs. The trade surplos in Hl was $0.5bn, in line with the Pund's forecast of

E£0.8bn for Ehe vear. Real GDP iz expected to rise by owver 6% in 1588, after a fall
af 5% in 1987.

PEFL

Peru's acute economic problems have worsened, wWikh monthly inflation reaching a
record 30.9% in July (the 12-month rate rising to owar 3100%) and usable reserves

effectively nil. The July inflation rate reflected a package of price and wage
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rises in June and July, which were part of an l8-month gradoalist adjustment
PLOgEamme This has now been replaced (as haz Finance Minister Robles) and a mare
drastic 120-day anti-inflaticnary plan announced, The measures announced by the
new Finance Minister Salinas (former energy minister) on 7 September include
devaluation of the Inti by 47.5% and unification of the exchange rate at I250 = §1
fthe rate to be Erozen until 1 December when it will be adjusted according to the
previous month®s inflation); raising of the minimum wage from $20 per month to $45
per month; and ralsing of petrol prices by nearly 400% (okher reports say
200-250% ).

Arrears to IFIs are still growing. Even interest payments on working capital loans
from internaticnal banks have been suspended. Midland's debt-for-goods deal is not
progresging well and Midland is now seeking & more co-operative local banking
partner to allow a three—-month axtension of the contract to end=-September. Feru
intends ko negotiate a rescheduling with banks (although relakions wikh the Advisory
Commicke® are virtually non-existent). However, S3linas" announcement on

7 September reportedly included an admission that Peru's economy had been unable ko
geow sufficiently in the past 2 1/2 yeara without help from the internatiomal

Einancial community.

Colombia

colombia has been seeking a $1.85 bn "voluntary® loan from the banks to offset
amortigations due in 1989-90. Preliminary discussions have been held, but in the
absence of a meny of options and with the reguest following so soon after Colombia's
previous loan (approved in January only after difficulty) the banks are reluctant ko

participate for the foll amount. This may push the Colomblans inte seeking a

formal rescheduling for the first time - indeed rumours that they have already
decided to have intensified. Continuing political uncectainties, vioclence and

guerrilla activity cast a clound.

Inflation this year is now expected to be higher and growth somewhat lower than
earlier predicted. Despite & strong rise in imports and the loss of oil exports
due to guerrilla activity, the current deficit has narrowed, partly reflecting

higher transfer payments.
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Orugua

The trade balance has improved this year. Exports have been boosted by higher wool
prices and volumes, while a Fall in imports reflects a downturn in economic
ackivity, attributable to the deepening recessions in Argentina and Brazil, rcising
interest rakes and some overvaluakion of the peso. Inflation in the 1Z-monkths ko
July was 62%, well above the Pund target, and attempts to restrain wage settlements
are being met with increasing labour unrest. Higher government expenditure has alsa
resuleed in a widening of the budget deficit. On the debt front, Uruguay may ask
the World Bank for a reducktion in tEhe guarantee fee on & $45mn co-financing lcan.

Costa Rica

There had been signs of progress in discussions with the banks" Steerling Commiktbee
when radical proposals (developed with the help of Fund and World Bank staff) were
tabled by the chalr bank (Bank of Americal). These include consolidating and
restructuring the outstanding principal and overdue interest over 20 years,
collateralisation of the new stock of principal, interest rates related ko "abilikty
ko pay™, establishment of an interest maintenance fund, plus exift mechanisms and
debt-equity opticns. In response the authorities established an escrow account at
the BIS into which Full payment of interest due to the banks will be made from July,
minus the $£5mn a month paid to the banks directly. However, with the Advisory
Committee considering possible alternatives no progress has been sade on the terms
gheet. A preliminary meeting was held with the chairman of the Paris Club in late
June and & Paris Club reascheduling is likely in Beptember. The second review of
the SBA (approwved controversially without full financing assurances last October)
has been completed = although some performance targets have been missed, waivers

were not sought and no drawings have beepn made.
Panama
In June, the IMF suspended Panama's right to draw. Arrears to beth the IMF and the

World Bank have grown. Praliminary information indicates that government revenues
are sharply down and that real GDP will decline substantially this year. Most of

the banks appear to have continued to roll over debt due as advised by the lead

bank, Bank of America, althouogh Ehere is no formal agreement between the Panamanians
and the Advisory Committe#. An increase in bank depogits since May enabled banking

restrictions on current accounts to be eased significantly during July.  However,

restrictions on all types of savings and deposit accounts remain unchanged.
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Bolivia

The IMF Board approved the seccnd Extended Structural Adjustment Facility for a
three-year period, worth SDR 136 mny an SDR 45 pn CFF was also approved. During
the IBRD Consultative Group meekbings in July, doncr governments pledged to provide
assistance totalling some 3500 mn in 1986=1990. Folleowing the completion of the
buy=back of nearly half of Bolivian's external commercial bank debk in August, Bank
aof America confirmed the government was keen to repurchase bhe remainder of its bank
debt, agaim at llc im the $. However, although donor government suppork has
reportedly been forthcoming, it is thought unlikely that the banks which 218 pot
participate in the first round would offer thelr debt for repurchase now at the old
price.

Jamaica

An SDR B2 mn l4-month SBA will go to the Fund Board soon. If approved this will
facilitate a Paris Club rescheduling later in the year. The economy conkinues to
grow strongly while inflation remains relatively low. A widening of the trade
deficit reflects the buoyancy of the economy but receipts from tourism have been
maintained.

Other regional developments

In June the Andean Reserve Fund was expanded to become the Latin American Reserve

Fund: it will have an initial capital of $0.5bn, provided by the Andean Group

founder members and the remaining six members of the Latin American Integcation
Agssociation [ALADI) (Argentina, Brazil, Chile, Mexico, Paraguay and Uruguay) will be
able to apply for membership. The ocbjectives of the new fund are BoF and reserves
guppork through credits and loan guarantees; the harmonisation of exchange and
monetary policles, and the facilitating of operations by members in international

financial markets. A sound economic programme wWill be a condition for assistance.

There are indicakions that of the %#4 bn earmarked for Latin America under the 320 bn
Hakasone Plan between $0.9-1.5bn had been committed by mid-1988. Most locans have

been small but significant amounts have been made available to Venezuela [($500 mn),
Coelombia (%345 mnl and Argentina (£370 mn). Brazil haz not been a major
beneficiary so far because of its lack of progress with creditors, though it has

reguested assistance of $5.5bn from Japan for 19 major projects and programmes.
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SOUTH ANMD EAST ASIA

Philippines

A current account deficit of $234 mn was recorded in H1 1588, compared with a
deficit of $212 mao in H1 1987. Little emerged from a meekbing of the banks'
MAvisory Commltbtee in July which appears to have been acrcanged for domeskic
political consumption inm the Philippines:. A new IMP programs=e (possibly an EFF) is

expected to come into effect before the end of the year.

Ealaxsia

Real GDP growth has been strong 2nd forecasts for this yvear revised up from 5=5.5%
to 7=7.5%. The recovery reflects higher commodity prices and exporta of
manufacturad goods, The current account surplog iz now forscamt BEo exceed $2.7 bn
(B.2% of GDP) in 1988 compared with £2 bn (6.3% of GDP) im 1987. The
constitutional crisis has taken another twist following the dismissal of Malaysia's
most senlor judge., It is unclear whether the judiciary can now maintain iks
eraditional indepandesnce. The Supreme Coart has ruled in favour of Dr Mahatbthir in
the protracted dispute for control of Malaysia's dominant political parky UMROD.

Indonesia

At ite annual meetling inm The Hague in June, the Intec-Governmental Group on

Indonesia (IGGI) pledged $4.01 bn in aid commitments, compared with the £3.6 bn

reconmended by the World Bank and the $3.15 bn agreed in 1387. Indonesia will also
receive a further $1 bn in special aid; the majority of which will come from Japan

which announced & %900 mn soft loan over and above Llts IGGI commitment. The scale
of the IGGI pledges once again demonstrates international confidence in Indonesia's

econonic mAnAagement.

Thailand

The July Ceneral election resulted inm a majority for the outgoing Eour-party
coalition government. However, against all expectations, General Prem resigned as
Prime Minister and was succesded by Chatichai Choonhavan, leadar of the Chack Thai

Party, the largest component in the new six-party coalition. Ko fundamental




CONFIDENTIAL

changes to economic policy are sX¥pected and forecasta for real GDP growth in 1983
range from 7.5% bto 10% compared with 7.1% in 1987, whilst the current account
defieik iz likely to be less than the 1.7% of GDP recorded in 1387,

Pakiatan

The death of President Iia ul-Hag has come at a particularly awkward time for
Pakistan. Although growth in the last fiscal year 1987/88 was put at a respectable
5.B%, fiscal and monetary laxity and the loss of two thirds of the reserves during
June and July give cause [or concern. With no obvious successor to Zia, there is &

distinct possibility that tough economic decisions will be avoided.

after his resigantion, Ne Win remains the most influential flgure behind the
gcenes. Buorma is, however, paralysed and withouk an effective government. There
{3 no united opposition yet, but a wave of public unrest is sweeping the country
with calls for multi=party democracy. This may provoke the army to inbtecvene
directly, leading to further bloodshed. The economic situation is perilous, and a

general collapse of the country, with a civil war, cannot be ruled out.

EASTERN AND BOUTHERN EUROPE

Poland

The two-stage MYRA agreed with the commercial banks in July 1287 - which wirtually
raschedules all of Poland's debt to the commercial banks (some $8 bn) and provides
for rising repayments of restructured matdurities over 15 years - was finally signed
in July 1988. The Poles won a further reduction in the margin to Libor +13/188% (cf
Libor +15/16% under the initial terms of the agreement)s Poland's repayment
phligations on all medium and long-term debt rise from around §1 bn in 1988 to over
£3 bn in 1990. Although the Poles hope to discuss the possibility of a Fund
programme, early agreement is unlikely, given differences that still remain
particularly on the pace of current account adjustment. Further concessions
Following the latest wave of industrial unrest are likely to compound the problem.
Another inmkerim agreement with the Paris Club will probably be sought, following on
from that struck in Dctober 1987 covering the period to end=-1988. The $0.8 bn

build-up in reserves in 1987 should give the Poles a sufficient cushion to meet
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their 1988 payment obligations of $1.7 bn non-rescheduled interest and $1 bn
non-rescheduled principal,; despikte some eXxpected dekterioraktion in the current

aoccount .

Yugnslavia

The agreement with the commercial banks on an l8-vear rescheduling (6 years' grace)
of 8ll arrears accumulated since June 1987 and all principal falling due up to
end-Saptember 1996 will be signed later this month. An SDE 306 mn SBA was approved
in principle on 1 June, following a Z4% devaluation of the dinar and the
liberalisation of the forelgn exchange, imports and price regime. The IMF
{dentified & $1.2 bn residual financing requirement: §0.5 bn to be provided by
official creditors, 80.4 bn from international agencies and $0.3 bn new money, in
the form of a trade and deposit facility from the commercial banks. Critical mass
on this last element was reached in mid-June, enabling the SBA to beacome

operative. A $200 mn bridge facility with the BIS (to which the Bank of England,
with an HMT indemnity, contributed $30 mn) and a $50 mn parallel facility from the
US was made available in three tranchee linked broadly to the first three drawings
of the SBA. pDfficial creditors agreed on 13 July to reschedule 100% of principal
and interest [including previously rescheduled debt but excluding that covered by
the 19683 Berne Agreement) falling due between 1 April 1988 and 30 June 1989 over 10
years with & grace.

Although Yugeslavia's trade account appears to be in a relatively healthy position
at pregent, there have beean delays in import liberalisation and evidence of
suppressed inflation, and the sitvation may deteriorate. IMF targets on Ceserves

and inflation seem likely to be miased.

Hungary

Hungary is approaching the mid-term review of its SDR 265 mn cne-year SBA concluded
with the IMF on 16 May. The report, acheduled for discussion on 16 September, is
positive in Lts overall assessment of Hungary's H1 performance - the current account
deficit has fallen to $480 mn (cf $813 mn in H1 1987) largely as a result of a 20%
rise in export receipts and small decline in the value of imports over the same
period 1987. The Fund appear confident that barring adverse excgenous

developments, Hungary will meet the SBA performance eriteria for the year.

Following the approval of the SBA, Hungary obtained two IBRD loans totalling $250 mn.
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Romania

Further talks with bhe banks,; intended to ceduce the margin on Romania's remaining

debt, are being soughE.

Turkay

In Hl the trade deficit widened but high invisible earnings are expecked ko lead to

gome reduction of the current account this year.

Grasce
——

The H1 curcent ascount deficit was only marginally higher than last year's figure of
$1.45 bn and with non-debt capital inflows remaining buoyant the official objective
of zero net new external borrowing this year should be met. Following Ehe expiry of
the government's "Stabilisation Programme® the proaspects Eor skronger GDP growth this
vaar remaln good but the barget of a gingle figure inElation rate iz onlikely to be
met. A sharply higher fiscal deficit is probable,

SUB-SAHARAN AFRICA

Higeria

Prospects for a new IMF agreement by the end of this year now look brighter. The
INF migsion which left Lagos at tha beginning of August reported 'substantial

progress' on aspects of monetary policy and on the budgetary adjustment for 1988. A

fiscal correction of 5% of GDP has been agreed, through an extensive across-the=-board
reduction in recurrent expenditure and gelactive cuts in capital expanditure. The
foreign exchange auction is to be discussed at a further meeting between the IMF and
the Nigerlana in Washington, on & September, and indications are that a free
inkerbank market will amaerga. Closure of the financing gap, which will form a major
part of the September discussions, continues to present diFficulties. The IMF's
current projection Eor 1988789 assumes furkther import compression, and new money Erom
Ehe World Bank and Japanasé ¢¢!lnan:lng. Pund staff are also looking Eo & genscous
paris Club rescheduling (ideally Toronto terms, but certainly rescheduling of
moratorium interest, and long repayment periods); the restoration of export credik
cover; and a donors' conference, hopefully in November under World Bank

Chairmanship, at which the UE would be expscted to play a major role. The Higerians
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also appear more open to the possibility of drawing under a Fund programme, though
recant reports have been conflicting. Nigerian negotiations with the London Club
have achieved a broad agreement on rescheduling terms. However, the banks
adamantly refusze to provide new money. The agreement (Which in the absence of new
money will result in a small net reduction of the banks' exposure over the next 18
months) provoked adverse reactions from the IMF and IBRD, both of which had
originally assumed some London Club new money. The banks argue that the
rescheduling terms represent a significant easing of the Nigerian cash flow, and
compensate for the lack of new money. The Nigerians have taken a similar view,
surprisingly fawvouring further import compre=ssion if necessary, though they are also
mindful of other creditors' burden-sharing conceens. The IMF has subseguently
accepted that no more can be got from the banks; the IBRD's pesition remains
gncertain. A clearer picture of Wigeria's financing needs (especially in visw of
the further weakening of the oil price), and a more considered response from the
multilaterals, should emerge during the September negotiations in Washimgton, when
the Nigerians and the banks are alsc due to meet to finalise the rescheduling
detnalls.

South Africa

In the face of a rapidly deteriorating balance of payments position the South

African authorities have introduced a package of import control measures, which

reportedly coulé cut about $0.6 bn off the annual import bill (about 3% of 1987

import levels).

Cote d"Ivoire

The London Club agreement remains inactive. The Ivorians are struggling to find
money to pay interest due to the banks, and the IMF is unwilling to lend unless
cocoa producer prices are adjusted towards world levels and public sector wage
increases are restrained. The process of "novation” whereby the Iverians will deny
payment of interest arrears to those banks unwilling to put up new money, may come

to nought.

Eenya

Inflation im the year to May reached 10.6%, much higher than programmed for 1988 as

& whole [at T%). coffee prices have recently reached seven year lows, adding to
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the uncertainty over Kenya's medium-term outlook. Favourable commodity prices Bnc
substantial aid flows will be needed in the coming year if Fenya's longer term

pecrformance under the programme is ko be satisfactory.

Malawi

In July the IMF approved a three-year ESAF. Malawi is the first Fund member to
benefit from the new facility which will supercede the cucrent lE-month SBA. In
advance of the SBA the authorities lifted the debt moratorium amd concluded
reschedulings at both the London and Paris Clubs., A Consultative Group of donors

pledged 2555 mn over three Years, Lo support the programme.

Sudan

The already dismal prospects for the Sudanese economy have worsened further with the
recent £loods and the prospect of locust swarms. Prime agricultural areas have
been swamped and cotton crop estimates have been halved. Az & conseguence the

FY B8/89 financing gap, assuming non-clearance of arrears, is likely to ba wider
than the projected %325 mn. Expenditure on Flood relief is likely to push up the
fiscal deficit and largely negate any benefits of higher revenues, even if these
could be achieved by broadening the tax base. Discussions with the IMF on a nay
shadow programme and PFP have collapsed after failure to agree key economic reforms,
particularly devaluation, Althouogh kalks continue, and technical assistance is
gti1ll on offer, there appears to be little chance of a Consultative Group meeting
being called before the end of the year. The stablility of the goverament, already
threatened by mis-handling of Sudan's other problems, may be further undermined if
it fails to cope adequately with the latest criasis.

At end-June the Fund Deputy Managing Director presented a draft paper on an external
financing framework for medium-term BoP viability envisaging substantial aid,
axceptional rescheduling terms and a commercial bank debt-buy back scheme at deep
discounk, Howewer, the proposal preceded the floods and the magnitude of the
asgistance now required suggests that, even if implemented, the programme would hawe

& flnancing gap unfilled.

Taire

Zaire is at an impasse with the IFIs over policy measures since its last SBA broke

down in late 15E&7. Eince then arrears have accumulated. The Fund are said to be

looking for a commitment to reduce the budget deficit and For action on price reform.
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Zambia

presidential elections are due this year and this will cramp the government's
ability to take any radical action in the near future. A Fund program seems
anlikely as the Finance Minister has repeated the government's determination to
pursue policies independenkly of Ehe IHF. Fromises of donor support, he saild,
would not tempt the authorities away from this course. At mid-1988 arresars to the

Fund amounted to SDR 496.6 mn.

simbabwe

The Fund are confident that a programme can be agreed in 1985%. The Zimbabweans
Favour an EFF but the Fund is determined to have at least one year's adjustment
ander an SBA or a shadow programme {as proof of commitment to adjustment) before
launching ints a full blooaded EFF. However there is nothing in the recent budget
propogals to suggest that Zimbabwe intends to confront deep-seated structural

rigidities.

HIDDLE EARST & MORTH AFRICA

Gulf

Following the August ceasefire the majer priority for Iran and Iraq will be

reconstruction - and the re-egquipping of their armed forces. However, it i=s

guestionable whether financial assistance from the Gulf Statas will be forthcoming,

certainly on the scale ($50 bn or more) canvagsed in some guarters. Gulf domors
are likely to be reluctant to strengthen the Ewo countries they continue to fear,
and their ability to provide fipance is also limited. Baudi Arabia continues to
experience large budgetary and external deficits and oil market uncertainties, a=s
wall as heavy commitments under the Tornado deals, are likely to preclude any
significant increase in assistance beyond what currently goes to Irag (except
perhaps by writing off past "lcans® te this country/.

aeec also Faces a testing time. Iran and Irag may try to boost oil production in
an attempt to maximize revenues and prices could collapse, though this might then

regtore some digcipline to the ocrganisation.
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The broader implications of the end of the war for the Gulf economies are not yek
clear. Although reconsktriction may have positive benefibts Eor the regiocn, Bg in
providing work Eor the depressed Gulf construction industcies and employment for
skilled workers, some counkries will suffer Lf the oil mackek is destablised furkther

and expatriate workers ace ceplaced by returning soldiers in Irag.

iran

Iranian promises to adhere ko ikts OPEC guota may ceflect production difficulties
(caused by over-exploltation during the War). ©0il revenues may alsc be depressed
by falling prices = the probable result if Irag were to raise its own production.
Iran iz unlikely to receive reparations Erom Irag and multilateral reconstruction
aid iz not likely to be large becanse of potential donors® Einancial constraints and
Iran"s poor political relations, especially with the US and Bavudi Arabia. Despite
ita low level of indebtedness and good payment record, Iran seems unlikely to be
able ko gecure long=term commeércial loans on the scale needed, sven if its religious
gansibilities allowed it to seek Ehem. Hence Eoreign exchange is likely to remain

in short supply preventing the rapid reconstruction of the industrial sector.

Ira

If the cease-fire holds Irag'"s priorities are likely to be milikary and civilian
reconstruction and military restocking (given the fear of future Iranian aggression
and the continued action against the Kurds), with debt service a residual.
Additionally, the Shatt al=Arab Waterway will have tc be cleared; or altecnative
port facilities constructed. The satisfaction of pent-up consumer demand may also

be needed to sacara Saddam Hussein's political positlions

Financing these reguirements from the three major sources of revenue (oil, aid and
borrowing) may present seriocus problams. Given Irag"s tercitorial claims on FKuwsilt

and Saudi Arabia'"s budgetary problems, significant amounks of Gulf aid {above the

present eatimared level of $2-3 bn pa) is unlikely ko be forthcoming . 0il revenues

are also unlikely to rise as higher production would probably weaken prices.

Irag's ability to borrow will be hampered by its current level of indebtadness and
itz poor payment record. (In a wafer-thin secondary market Iragi debt was gquoted at
10% of face value before the ceasefire and 60% after). At present only the US and

UK ECAs are providing significant amounts of cover. There i= no sign that the
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Iragis are prepared to regularise their position with the IMP or Paris Club. A
PE-Iraqi Joink Commimpaion is scheduled for Movember at which the Iragis can be
e¥pected to press ECGD to offer greater credit facilities.

=5YpE

Hegotiations with the Fund on a new programme remain stalled over exchange rate,
interest rate, pricing and fiscal policy. The Fund believes that this year's
budget deficit could be at least 1%% of GDF - poor budgetary control persists and
the authorities conkinue to resizst the reduction of subsidies. Refuszal to accapk
such referme is helding Up a series of proposed World Bank structural adjustment
laoansa. Despite the recent floods in Sodan, the level of khe Hile may fail to
improve sufficiently to cbviate the need for several gas-fired power stations (with
Eheir associated imports). In the Einancial secteor, although laws to regulate the
hitherta unrequlakted Islamic Investment Houses have been pasmged, several are
effectively insolvent and the threak of a Einancial crisis has not yet passed.

hrrears look set to grow as Eqypk continues to resist IMF and World Bank reform
programmes. The failure ko reach agreement wikth khe IMF precludes & Paris Club
rescheduling of repayments falling due after July 1984.

Jordan

With growth slowing the Jordanian augthorities are having to review the 1986-90
Development Flan. Fiscal weaknesses cemain and it is questionable whether the
projected improvement inm the fiscal deficit in 1988 can be realised, despite the
recent withdrawal from the West Bank. IMF projections, far rough balance in the
overall BoP positicon for the period 1989-92 are highly dependent on remittances and
foreign aid, which may not materialise. In addition, the government eased its
protectionigt stance in July. Jordan hopes to benefit from anm end to the Gulf War
through the employment of Jordanian conskruction engineers etc. On the other hand,
Ehe ceasefire iz eventually '.H.HE'l!f ko reduce revenue from road transporbtakion
theough Jordan used by Irag. Trade problema with Irag have now been resolwed,
however; with Iraqg agreeing in principle ko extend the 1988 protocel to cover %3100

mn of extra Jordanian exports and to attempt to repay ita US$500 mn trade debts to

Jordan within 2 years. (Theae difficultiea had led to a slump in the dinarc, but the

Central Bank, after borrowing to strengthen depleted reserves, now has better
control of che currency.) Jordan is ceportedly seeking a $150-200 mn Eurcloan to
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cover its Financing gap. Even if successful, the spread is likely to reflect the
perceived diminution of Jordan's creditworthiness. However, the proposed Tornado
deal is likely to preempt much or 2ll of any remaining country limits in the banks

and ECAS.

A.JE!ria

Forelgn eXchange shorktages persist and austerity measures remain in place. The
external position is unlikely to improve gignificantly while the prospects for
hydrocarbon eXports remain uncertain. Recently introduced liberalisation measures
will take time to work through and produce higher non-hydrocarbon exports. beaspite
projected current account balance in 1988, Algeria faces a large financing gap as a
rasult of amertisation paynents in the region ef 4 bn. hz part of the Japanese
recyeling, approximately 5700 mn has already been provided by EXIM Bank credits and
through private placements. The DM and eurodollar markets have alsc been tapped
{however, the 7/B% spread on Algeria’'s recent §100 mn eurcdollar loan represents a
significant hike from last year's 5/8% margin}. Some banks appear willing to lend
cactioualy but only at higher spreads as borrowing remains heavy, county limite are
being approached, and arrsars to non-banks persist. Concern about the debt
gervicing burden has alsc stemmed Erom Algeria‘s exposure to currtency rigk on the
debt, resulting from a currency mig-match between Algeria's largely dellar

denominated income and its mostly non=dallar debt.

Morocca
—

The IMF approved a new SBA for Morocco st the end of August, a pre-condition for the
second phase of the commercial bank rescheduling and a new Paris Club deal (already
requested by the Moroccans). Altheugh arrears to commercial banks were cleared as
part of the reechaduling in January. trade arrears persist but the puthorities aim
to eliminate these during 1988. A bumper harvest (and the prospect of an end to
the war wikth the Polisario) should improve bop prospects but the accompanying
increase in producer subgidies could weaken the fiscal position.
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RECENT SOVEREIGH BORROWING BY LDCS

Makogiey,
Date Amount Grace Spread or
Announced  Borrower imn) (years) Fixed rate (%)

BANE BORROWIRG
Africa

1617 Algeris - Bangue Exteriesure
d'Algercie

19757 Madagascar - Bangue Centrale
de la Republigue Malgache

India — Alr India 1/16=-1/4
Fakistan = International

Adirlines
Pakistan - Rice Export Credit

Corp
Thailand = Thal Airvays

International

South America

15/% Venezuala - Super Octanos

Comminilst

22/6 China - Air China

Middle East

B/5 Irag

Sgukth Europe

271435 Greece - Athens Urban Transport

Authority 5S8R
TS5 Greece - Bank of Greecse 1/2=5/8
inSe Greace - Public Power

Corporation

Pacific

131/8 papua Hew Guinea - Electricity
Commission




Mazuritys
Date Grace Sprcead or
Announced Borrower {yeacs) Fixed cate (%}

BONDS

Asia
arT India = ICICI SFR BO
2078 India - Industrial Development

Bank of India DM 250
28/5 India of S5tate Bank of India Yen 15 bn
11/6 Malaysia SFR 100
28/5 Taiwan - Bank of Communications HED 200
357 Taiwan - Bank of Commupications £100
18/6 Thailand SFR 200
2,7 Thailand oM 200

Caribbean

1475 Barbados

Communist

14/5 czechoslovakia Yen 10 bn
18/6 Hungary - Hational Bank of
Hungarcy BH 200

Pacific

1475

Sputh America

2078 Vanazuels

SouEh ELlFﬂLI

278 Greace = Bank of Greece




LB AT o o

OVERDUE OBLIGATIONS TO THE FUND( 1)

Coune oy Due Date of al Forthooming
Earliest Arrears i Obl Igatians
Cutseanding fea [959%)

KAMPLUCHER 13 March 1975 13.7
GLILANA 31 Bay 15983 4.7
VIET NAM & February 1%&4 66. 4
SUDAN 12 July 1%B4 £39.2
LIBERIA 14 march 1385 221 &l . 5"
FER] 4 December 1985 | £ 330,60
ZAMET A 6 Jure 1986 46, B 172, g
SIERERA TEOMNE 13 February 1987 6l1.5%
SCMELTA 2 July 1987

PANAMA 28 Decembar 1987

ICHOURES 15 Janoary 19EB

MATTT £ May 1988

2:173.1 16:2.4

(1) Includes bobh owerdue repurchases and charges of members with at least cpe
obligation ovwerdue for more than one monkth.

NE The abowe figures are from Fund papers lssued with respect to imdividual country
complaints. There will have been further obligations £alling due subsecuently, so
the figures are not entirely uvp-to=date. A Pund source irdicates that toeal
arrears were SDR 2,160.4 mn as at JB.7.88 but this tigure is rot broken down by

COUNLCy.

* Honduras, Liberia only to 1992,
% Hajri, Peru and Zambia only co 1993.

¢ Panama only to 1994.
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IKDEETEDNESS AND BRITISH EXPOSURE £ billion

Tokal British-ocwned ECGD
external banks" amounts
debt Sbn exposure[l] at risk

End-Dec End-December End=March End-Mareh
1587= 1987 1987 [2]) 1987 [ 3]

Latin America

Argentina c . f 5 I 0.2
Brazil B T{d,.9] 1.9
Chile ladtl .1l

Colombia 0.5{0.9)

Costa Rica .10 = 1]

Ecuador O.6{0.5)

Jamaica D.110.11

Mexico 6.302.6]

Faru 0.30(0.3]

Uruquay D-3{0.3]

Tgnoezuela 2.1E0.8)

Far East and Australasia

Indonesia 46 O.6(3.6)
Pakistan 18 0.2{0.1)
Bhillppines 29 1.4(B.1)

Eastern EBurcpe [convertible currency)

Bulgaria & 0.2{0.3)
Hungary 18 O0.400.3)
Boland 39 0.7 {0.4]
Romania 6 O.2( = 1}
Yugoslavia 20 D.B{0.E

pefined as consolidated external claims including portfolio investments with a
contractual repayment date, adjusted for certain inward and outward risk transfers
in respect of guaranteed loans, plus any net claims on local residents in local
CUrcency. Amounts in brackets represent total unused commitments adjuosted for
certain inward and outward risk transfers in respect of guaranteed loans. Other
portfolio investments in these countries amounted to 511 mn at end-December 1387.

Defined as ECGD-guaranteed loans disbursed, plus political claims paid and claims
under examination.

Defined a3 ECGD-guaranteed loans (disbursed and undisbursed) and contractual
interest; plus political claims paid and claims under examination.

Current estimate.
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INDERTEDNESS AND BRITISH EXPOSURE £ billion

Tobtal Britigh=pwned ECGD
axtarnal banks" amounts
debt Sbn exposure|l] at risk

End-Dac End=-Decembar End=March End=March
lLagTe L9ET 19387 [2] 1387 [3]

Europa
Gresce 2 L.401.9)
Turkey [ o e 8

Sub-Saharan Africa
Corte d"ivoire
Kenvya

Higeria

Soukh Africa

Sudan

Zambia

Zimbabwe

L

L]

L= = = = . R = ]
ok it b wl LA RS

Middle Eas* and NHorth Africa

Algeria 24 ~A{0.8])
Egypk =1 Ue301.8)
frag 53 4) «1(0.3)
Jordan 5 O il1)
Morocoo 20 0. 203.2)
dman 3 O.1(0.4)
Saudi Arabis 1815] e T{L.9)

]

L.

o R v I R R
4 -
Lyl MO Ral =] T s &R

[ 4] Includes $30 bn Erom Arab coUmbtries.
[5] Extarnal bank and gearanteed trade debt at end-December 1987.

L Current estimate.




, BILATERAL, PCREEMENTS — CLFFENT' FORITICN AT | SEPTRMEFR 1988 .

FIE (F (ENILINE [AIE [RAPTS
FRIE0IB FRH- SENT (T
AFFRVENT LATERALS

- - 17.11.87 FED has mow received the Prbpuese trarslation
axl will arage fir oorchision of Bohage of
Motes a8 =oon a8 poesible - 28/7.

15.05.85 + 28.08. Fglish and Fenish teds agread. FD aranging

2-31.01.86 Brhage of Motes thmph "Protecting Posers™

[Paris) “Sitamrlond and Brazil . Aeiss pessed bilaberal
dmments o Argprdinians 1271, Reminders sent
to Perre B3 and 2376,
Biladterals siged 15 at of 16

Mraft ted prepared; aaiting signehee of
Pogreament. bo 1 befire sending to Argent indans.
reht list ==t 17712,

Hilaterals signed 9 ax of 14

Draft ted prepared. We aait atooe of ™D
i' (e o etinencirs ibility, |
before finther progress.,

Erhane of Mobes archaded,
Brhae of Motes aorcluded,
Bchane of Notes aonchderd,

by F.C.Om 7/,

Cooumerts have baon aubmitted to Grirea bt o

respTEe a6 yet, We wte to D 26/8 askding
tham to explain to Guinears the nexd to sign

the agroament.




03.03.88

x.06.88
(1)

17/18.11.87
(M 1a)

and 01,0788
(Iovim)

Bdnm.rfhtﬂmmthﬁﬂ,ha'ﬂ:utrﬂam
howmer, to reflert extended Oorenl et on
Period =fresh Behange st ot 19/8.

et peesed to Min, Fin, on 18/7 by Fost.

We hee arppsted orclhision by crmepondence.
Pret chasnd 25/8.

Moouments paseed to Aritish Brbessy in Paris
14/1., FD chaond 29/2. Bb resprree from

AT degpeiche] Bchange of Ntes an 4/5.
Omtactad D on 28/7 they are moniboning the
situetion bt thee ae diffinilties beemes
thexe is ot an enbeesy in MAritania.

D chased 5/7 =it mow qpess that the sitecion
has improuved and that there is a presibility of
signahre quite son.

Preliminary disomssions held with MF in Ledn
m 11 Jnery; comersial be of interest
to Mesbicans. A further visit was
mxk by a Bwk of Mewhige 0fficial Wo
arepted the tet of the Agreement bt mo firther
we mxk an the inbeest ate(19/4).
Bilaterals indtialled 2 ot of 14

A deepatched Bohange of Mobes 3/6.

Bchange of Noes arcluded. Hesesr minor
amendert moessary -frech echage st ar 158,




e F [WIE (F OATE [ATE
PRHIS (LB MHTHTATH G AFFRENT ACFERMENT
MNTERVENT INTTIALLAD S

16.12.87 9/10.03.88 Offer pit to Poles in regotiations rejected on
W) A3 We heve raffinnd ar position bt left
03,1088 arrarged fir w3410,
{Loncn) Rilaterals initialled 2 af of 17

26.03.87
(Loredm)

Pgreement. initialled.Dooments snt o Mogadishu
m 7/1, D dhassd foomlly 17/3. The Hed of
Charcery is arrently oan lesve and vhilst heve
there was an infoxmel meeting ot which oonoesn
wis epreseed at the length of time thet oorple-

Hion wes taking-1/8.

toen to prae de to irressing arers under
frevinus agresments and Sudn's position in
relat irm to IMF.

Megtiaticns held 9-10/8, These proved
inmchsive - Togolese uwilling to aoept elther
Libr + 1/2 o fhed mte of 10.625%.

Draft hilateral test sent ot 15/8. Negotiations
to take plae in Loxbn oowencing 2/11.

Delas on part of Zaire to arane arclusion
of agreoment.. B cheesxd 26/7.




e
AIEFMENT (TMMENTS

Dooments @t to Kinshasa on 26/ . Brdhaery hae
m}:sta:lda-ta.llsfcraﬁ'malmmirq' ORI
fixr both VIT and VITI.Cahle from Post 28/7
indicates that Zairoios are aaiting arclisiom
of 15 loan recpbiatieres beforehand - FD hee
since eplainad that these hme o oomect o
with sigrabre of hilaboral,




PARIE CLUB PORWARD PROGRAMME

Coumtry Extant
bilataral
agreaments
( reschedul ing/
refinancing)

1
(170}

1
{1/0)

o
{0/0)

1
(1/0)

2
(2/0)

4
(4/0)

E.
{0/0)

3
(3/0)

5
(5/0)
3
(3,00

o
(0/0)

3
(3/0)

1
(1/0)

2
(1/1)

1
(1/0})

k.
(3/0)

B
(8/0)

Possible
timing

aof next
Parig Club
restrocturing

Oct 1988
Oct 1988
1989
Now 1988
1988
1988
1988
1988
1984

1983

Sept 1988

Sept 1968

1388

19688

Oct 1588

Oct 1988

Mow 1988

All figures based on latcst P.C declaration forms

FED

Hon—consclidated
foarward exposure

1 July 1988 =
31 Decembar 1988
cer 1.21m

0. 00m

THA

0 . 56m

2.69m

3.96m

8.54m

1.26m

1.13m

2.02m

27.21m

782.96m

£.32m

3.74m

0. 00m

GIF 0.0(m

Expiry
date of
last
bilareral

30.06.87

3l.12.81

31.03.88

31.03.E6

31.12.86

N/A

31.05.88

31.03.88

31.05.88

MR

30.06.88

31.12.87

30.6.88

30.09.87

30.06.88

14.05.88
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"CREDIT-WORTHTNESS RATIOS®

The Chancellor thought the Prime Minister might be interested to
see the attached table from an OECD WP3 Report on "The Financing of
International TImbalances®, which shows various measures of net
external assets etc. for OECD countries. It shows the UE top of

the G7 and second in the OECD to Switzerland on these calculations
of credit-worthiness.

A C 5 ALLAN
Principal Private Secretary




Table 3. “Credit-vorthiness ratios® for selected countries

Net external Mat sxtarnal Met interest
Countries position (1) position (1) payments/recaipts

as X of as I of as I of
GNP/GDP exports (2) exports (2)

United States (1986) . -96.7
Other G-7 (1986)

United Kingdom
Germany

Japan

France

Italy

Canada

OECD non-G-7 (1986)

Switzerland
Netherlands
Belgium-Luxembourg
Spain
Finland
Sveden
Portugal (4)
Australia
Denmack
Ireland
Turkey

Mon-0ECD countries (1986) (3)

Brazil =kl . 4 -412.6
Korea =53.7 -121.7
Argentina -10.3 -593.1
Hexico -86.9 -437.3

United States (2000)|(3)  -18.3 -161.3
i

Excluding monetary gold.

Exports of goo’s and non-factor services.

Assuming the scenarlos developed in Table 1.

Excluding foreign direct investment and portfolic invesiment.

For the non-0ECD countries, the debt nuserator {s defined as total
gross debt minus gross official reserves, on the assumption that

private foreign assets (largely the counterpart of "capital flight")
are not available - either as principal or as revenue flov - to service

debt.

CONF IDENTIAL
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INTERNATIONAL FINANCIAL SCENE CRWV “q)&-

I attach a report on developments in the international debt scene.

The world economic outlook as it affects debtor countries in
the current year has improved recently in some respects. Output
in major industrial economies seems likely to grow by 4 per cent,
world trade is increasing by B-9 per cent and commodity prices
in SDR terms are more than 30 per cent higher than the depressed
levels of a year ago. These factors should boost many non-oil
developing countries' export earnings and help to offset the
adverse impact on their current balance of payments of the upward
trend in world interest rates. ©0il prices, however, remain well
belew last year's average and continua te limit o©il producers'
sarnings. Over the slightly longer time horizon, the prospects
for debtor countries depend at least partly on the ability of
the US and other major economies to sustain growth without a
renewed surge in inflation which might ¥rigger a tightening of

policies. = =

Summit leaders discussed debt prospects in Toronto last week.
They agreed that official creditors should ease the debt burden
of the poorest countries through concessiconal interest rates,
longer repayment periods, partial write-offs, or a combination
of these options. Details are to be worked out in the Paris
Club, We expect negotiations to be tough and we shall try to
combine with the French to persuade the US to ensure comparable
burdens between creditors.

The Summit reaffirmed the case by case approach to middle income
debtors and noted commercial banks' increasing use of innovative,
market-orientated financing techniques. A Japanese proposal
aimed at improving the prospects for the refinancing of bank




locans - under IMF management but without IMF money = was not
discussed. Summit leaders, however, did reiterate the role of
the IMF and World Bank in the debt strategy, and this is to be
the subject of a Gl0 study commissioned by Finance Ministers
at theiy April meetings in Washington.

Neither debtors"' or creditors' attitudes have changed significantly
in recent months. The major Latin American debtors seem likely
tc become increasingly keen to ecapture some of the secondary
market discount on their leoans., We gshould expect further
initiatives from the Mexicans atter July's elections.
President Alfonsin 1is also seeking interest rate concessions
for Argentina. Latin American leaders, however, decided nect
tc approach Summit leaders for global relief. An important i1ssue
will be the need to ring-fence the propesals for relief to the
poorest countries. Nigeria, Yugoslavia and Poland have already
asked tentatively for similar consideration.

Among creditors; the attitude of commercial banks to middle income
debtors has toughened as their capital base and provisioning
has strengthened. One UK bank, however, 1is considering debt
forgiveness for the poorer African countries in the wake of the
Summit agreement. Official creditors are continuing their case

by case approach to middle income debtors and little change is
in prospect ahead of the UE elections. If Dukakis were elected,
however, the U5 approach might change.

Nigeria causes increasing concern. The IMF programme agreed
in 1986 went badly off tack, and the balance of payments position
is now crifical. The prospects of a satisfactory new programme
aTe Ppoor. An IMF mission returned to Washington from Lagocs
recently reporting a lack of appreciation at the political level
as to the seriousness—eof—the =I¥Uation and no coherent strategy
for budgetary, credit or exchange rate policies. Nevertheless,
the Fund's Managing Director: has agreed to send the IMF tean
back after a plea from the Nigerians. We have told the Fund
that we want to see a firm adjustment programme. It would have
been wiszser for— the Manpaging Difector o have waited for some
action from the Nigerians before agreeing to send a mission back.
The MNigeriane &ire seeking 'Toronto' concessions on their debt,
but we do not beslieve that th®Fe~Thould be even considered unless
and until the HNigerian=z are at least close to agreeing an IMF
programme. The absence of progress with—The FORd means Ethat
th& NIderians will need a further roll-over of principal payments
to banks beyvond 30 June.

—

Brazil has agreed a multi-year rescheduling with the steering
committes of commercial banks bringing to an end the moratorium
declared last wvear. The agreement provides for some 55.2 billion
of new money and increased short-term credits. It will go
alongside a new lHB-month IMF Standby Arrangement which is expected
to be put to the Fund's BExecutive Board in late-July. Brazil's
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external trade surplus has risen in the wake of domestic recession
but budgetary problems remain and exXcessive credit expansion
15 leading to 600 per cent inflation. The Fund programme,
therefora, will need to ensure that the authorities regain control
of public finances, particularly ahead of the 1989 election.

Argentina is likely to face a hostile attitude from commercial
banke now that the banks' agreement with Brazil has freed them

to con g on the Argentine problem! The IMF programme 18-
c‘ﬂ_ﬂuﬁﬂm‘mw Budgetary policy is
proving less restrictive than targetted. The Argentines have
also failed to £ill the 1988 external financing gap with at least
some banks unwilling to provide new monay. Negotiations with
the Fuand and with other crediters are likely to prove wvery
difficult. Alfonsin has already called for a cut in interest
rates to 4 per cent. Arrears to banks are mounting and some
U5 banks may classify Argentina loans as non-performing.

Egypt's inadequate IMF programme has broken down - as feared - and
there is no early prospect of ~bridging Cthe gap between the
authorities and the Fund. The budget deficit has risen to about
17 per cent of GDP, real interest rates remain negative and the
5TT§ETET—ETEﬁHH§E'TﬁtE remains over-valued. Egypt may well seek
'Toronto' concessions but is not on the World Bank's 1list for

Special Assistance and, in any case, the absence of an IMF
programme will jecpardise any future Paris Club rescheduling.

Yugoslavia has finally concluded a new round of agreements with
the IMF, the Paris Club and the commercial banks - supported
addition¥lly by =¥ bridging facility organised by the BIS. The
IMF programme contains  affi ambitious ESet of desirable structural
liberalisation measures which mav nevertheless be difficult to
reconcile with the macro-economic need to curb inflation, restrain
domestic demand and Secure an adegquate external payments
performance. Arguments continue within Yugoslavia on the direction
of economic policy. Repayment fo the BIS Ffaecility will be from
the proceeds of IMF disbursements later this wvear so that
implementation of the programme is important to achieve this.

I am copying this letter and encleosures to Bob Pierce (FCO),
Jeremy Godfrey (DTI), and John Footman [Bank of England).

yﬂw} Tkt
R

J M G TAYLOR

Private Secretary




COVERING CONFIDERTIAL

(Based on informartion as at Z4.6.88)

IRTERDEPARTMENTAL DEBT REFORT: JUKE 1383

MAIN REPORT

Main points

International Financial Scene
Latin America and Caribbean
Eastern and Southern Europe
Sub=S5aharan

Middle East and Horth Africa
South and East Asia

Pacific

Tah les
Recéent Sovereign Dorcowing by LOCS
Overdue Finmancial Ohligations to the IMF
Indebtedness and British Exposdre

UE Paris Club Bilaterals = Current Position

COUNTRY ANHNEEES

Detailed Country Reporks

Supplementary Tables and Appendii




CONFIDENTTIAL

INTERNATIONAL DEBT GROUP REPORET: JUNE 1988

Main poinkts

Overall, external economic conditions faced by debtors have generally improved,

At the Toronto economic summit the G7 responded to the UK's loang standing call for

debt relief to the poorest countries.

Brazil has reached a preliminacy agreement both with its bank creditors and on Ehe

autiines of an IMF SBA.

Aegentina'a IMF programme is off=track. While export prospectsz have improved,

recent changes in domestic financial policies have yet to produce results.

Yugoslavia has adopted a tough S5BA and reached agreement with the banks and the

Paris Clob'.
An IMF agreemsnt wibth Higeria still seems along way off although the Fund staff are
giving the autherities every opportunity to adopt the necessary measures, A large

unfilled financing gap remains over the Forseeable Future.

Cote d'Iveire’s agresment wikh Ehe banks would effectively penalise *"free-riders®.

However, fallure to meet IMF targets may mean the agreement i% doomed.

Egypt's impasse with the IMF continues. However, ECGD has reached agreement on

the terms of its Paris Club bilateral, without conceding a lower spread,

Sudan’'s political and economic pogition has deteriorated once again. Prospeckts

for an international rescue package remafn bleak although efforts continue.

Jordan is facing increasing external difficulties highlighted by trade problems

with Iraqg,
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INTERHATIONAL FINANCIAL SCENE

World Economy

Aoctivity in the imdustrial counkries =zo far in 19BB appears to have been stronger and
more broadly Based than was expected late last year in the aftermath of the stock
msarket collapse, Demand for developing countcy eXports has probably been sustalned
[chart 1). Moreover, encouraging US trade figurea, while parely reflecting
exceptional and favourable seasonal influences, may have allayed the worst fears aof a
collapse of the dollar and helped to induce comparative calm in internatiomal
financial markets, The strength of US exports, and a marked slowdown in U8 impart

volume growkth despite the robustness of domestic Final demand, suggest that the

dollar's depreciation ia taking =Efect and points to the efficacy of the adjustment

undertaken by surplua couptries, pacticularly Japan. MNevertheless, the riske of
another period of eXchange rate instability = leading lnitfally to sharply higher
interest rates - and then to a recession - remain latent. Concerns over inflation,
prompted by the strength of recent real economy indicators, have led the Fed to
tighten policy, and eurodollar rates have moved up by about a percentage point since

early March lehare 20. The doliar has been firmer.

The strength of astivity haz aled been reflected in Eurther increases in commodiey
prices [thart 1). Betwaen March and mid-June SDR prices of industrial materials raose
i5.1%, with metal prices up 32.1%. While recent increases have reflected supply
difficulties in a number of sectore - nokably nickel and Zinc - and in =ome cases
exceptionally low levels of stocks, the increases have bheen sufficiently broadly based
gz to suggest the predominance of demand Eactors. China and the Asian MICE are being
guoted alongside Japan as significant buyers. Food prices = parkticularly grains and
their close subetitotes = have risen in responae bto Eears of crop fafilure [ollowing
drought in the U5 and their recenkt strength may nok be sustained. 0il prices have
recoveread somewhat from March lows but remaln below levels at the beginning of the
YEAL. The recent OPEC decision to axtend eXLEting Juokas until Ehe end of the year

has had little impact.

Table 1 indicates how the benefits (costs) of changes over the past year are likslv ko
have been distributed across the main debtors. The changes shown reflect spot price
movenenta; 1fn S4AY cases their impackt on exporct prices lz likely to be somewhat

attenusted and will come through only after a lag. The main oeneficiaries have been

metal and food producers. Losers include oil and beverage exporters.
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ABEegEment

This = generally favourable — economic background has contributed to Ehe absence of

major upsets Eo Che debk strategy and; on balance; some progress. A2 is described

further in the regional summary section, Brazil has reached a provisiocnal agreesment

With its bank Advisory Committee and an IMPF agreement looks distinctly probable.
Fexico's anti-inflationary policias have had initlal success althodgh its non-0il
tracing performance has faltered a little. Chile's successful adjustment

cont {nues. Yugoslavia hag accepted a tough IMF programme. Neverthaless, doubts
linger regarding the ability and willingnesgz of debtor governments to -carrey through
adjustment and structural ceforms. b jections Wwithin tha GT to UE proposals For
sub-Saharan debt relief have fallen away, although the complexity of the packaga
agreed at the Toronto summit will test Paris Club negotiators charged with Formulaking

the fire print. A Key objactive for the UK will be to ensure that the principle of

acia] burden sharing i= effectively implemented.

Lezs encouraging developments include a detericration in the Colembia's economy and
grewing onrest, while Scuador's agreement With the banks remains in limbao. Jordan's
prcblema could become more sericus. However, for the moment the three problem
countries are Argentina; MNigeria and Eg¥pt, but their diversity in terms of location,
culture; economic structure and strategic imporktance ko creditocra reinfocrces arguments
for case-hy-tdse Creatment. The difficulties of Argenkina and Wigeria are now so
acute that their resclution will severely stretch the established approach to middle
income debtors. Az a group these countries have moved no nearer to an effective
common front - the Cartagena group, at a technical level meeting in June, e@lected not
to make 3 formal submigsion on dent matters to the G7 and Argentina's recent call for
interest relief sounds like special pleading, Nevertheleas=z, led by Mexico, they are
actively seeking wayes to reduce their debt burden through increasingly sophisticated
market mechanisms. The emergence of such iniklatives poses a challenge to creditors

but may also be seen as a positive contribution to the resolution of the debk problem.

& number of more general developments over the past three months are reviewed below.

Sprimng Meetings

At the Spring Meetings G7 Minlsteras and Governocs reaffirmed their commitment to &
market-based, case-hy-case approach to middle income debtors and thelr rejection of

any global debt forgiveness scheme which would effectively transfer the risk or cost
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to creditor governments. The G10 commissiomed a study of the role of the Pund and
Ehe World Bank in the debt strategy. The Danks" call (through the TIF) for a new SDR
allocation falled to win the support of most industrial countries although it is

favoured by Camdessus and most 1decs,

Details of the new External Contingency Mechaniss = outlined by Baker at the last
Annual Meetings — wWere agresd. The new facility will be combined with the existing
CFF enabling gqualifying countries to draw up to 105% of guota in total rather tham BI%
at presant. Changes to the Extended Fund Facility (EFF) (encouraged by Camdessys as
a carrob to middle income debtors to cosplement the various initiakives on sub=Saharan
African debt) were aleo announced. Where appropriate, actual access within existing
limits (270% of guota or exceptionally 330%) may be raised, three year arrangements
may be stretched to four, and programme reviews may be held biannually rather Ehan

guarterIy.

Of the debtocs® side the G24 reiterated their call for a reversal of net resource
transfers to creditors and urged & ceduction in the stock of debt = by market
mechanisms in the case of middle income debtors and direct forgiveness in the case of

low income ldcs.

Toronka Economic Summik

The annsuncement of a consensus on tackling the debk burden of the poorest countries
waz a highlight of the recent summit (Eor further details see belowl. The communigue

reiterated the established stance towards middle income debkors and gbtrcessed the

potential contribuobtion of new Elowas of direct investment bto adjustment and growth,

It also notes, somewhat cryptically, that the debt proolems of many heawily indebted
countries conftituce a threat to political stability that merits "special

attention®. Debtors - particularly the Philippines, the only individual country
cited (at US inaslstencel - may read more into Ehis than was intended, ie they may
interpret it &8 indicating some slight shift towards the possibility of dent relief.
The communigue made no reference to an agreement bo stody a Japanese proposal whereby
debtors would establish truskt Funds under muleilateral asgis o collateralise bokh new
money and bonds offered in exchange for discounted debt. Initial repocts of this
praposal were confuasd but it has become =lear khat the Japanese are not calling for a

creditor governmenk combribution to the Erost funds.
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Debt of the poorest countries

The summit consensus calls on Paris Club creditors to provide further deht reliaf ki
the pocrest countries by affering to reschedule their claims on highly concesalanal
Eerme (providing adjustment programmes are being implemented). Creditors will be
able to choose the form of that relief - concessional moratorium interest ratef an
shorter maturities, or longer repayment periods at commercial rates, or partial
write-offs of principal due during the consolidation period, or some combination of
the three. The Paris Club has bheen urged to work out the technicalitissm by the end of
this year. It has also been reported that a major British bank may well follow
cfficial crediktore in providing debt relief,

The UK has indicated that it will choose the inkterest rate option. Our concern 18
that the choices open to creditors should be comparable in terms of sacrifice
particularly in the event that debt rescheduled under "Toronto® terms reguires to bae
further rescheduled. 1In & note circulated by the Chancellor to obhat Finsnce

Ministers the UK indicated that rough comparability could be achieved by the following-

Interesk rates: ceduction ef 3 percentage paints on debt reschedoled over 15

years, 7 1/2 grace. FReductions in rates should be expressed in

terms of percentage points rather than in proportional terms
(¢g, 4 halving as has been proposed by FPrance}l - since this

ensures equal sacrifice in terms of real interest cates).

Longer reschedulingse: rescheduling over at least 3% years, 12 1/2 grace,

Principal writedowns: 1/3 of face value written off, remainder rescheduled over 10

YRALS,; 3 grace,

While principal forgiveness and interest rate cuts both involve a €lear reduction in
the net present value of a debtor's cbligations, longer reschedulings only do so if
Ehe risks to creditors choosing this option are higher. This is by no means cleariy
Ehe case; mofeover the risks are not independent of creditors' choices =ince the mors
genoine relief is offered through principal forgiveness or interest rate concessions,
the less will be chances of the debtor falling into future debt difficuleies, The UE
16 concerned that in the event of a further restructuring of the debt being reguired,

the higher sacrifices borne over the initial vears of the sarlier "Toronto®
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. rescheduling by creditors who had chosen interest rate reductions or principal

Wrltedowns should be racognissd; ie these creditors should be allowed to

fre=iceschedule their ¢laims on more favourable terms than other creditors.

First indications of (ntentions of other countries are az follows =

longer reschedulings (but there may be resistance to going out as far as 25

vears) .

effective forgivenesa of ODA loans made over lask 10 vears, longer

regeheduling of export cradits.

Germany longer reschedulings, but interest rate reductions may also be considered.
[The Germans have also extended RTA on aid loans to a furkher Five African
countries. )
write-offs.

ITbEaly interest rate reductions aver longer reschedulinas.

Canada interast rate reductions.

As regards-eligibility, the UE has indicated that [t will accepkt the criteris drawn up

by the IBRD for its special aseistance programme foar Africa (a3t present 17 countrcies

gqualify) but there may be attemptz (for example by Japan) £5 exbend Ehe nek beyond

Africa.

World Bank GCI

On 27 April the IBRD's §75 bn general capital increase was approved raising the Bank's
authorised capital by abodt 85% to $171bn. I% of the increase will ba paid in over &
5 year pericd to September 1993, the remainder being callable, Thig will esnable the
Bank to carry cut its planned lending which is to inecrease commitments by arocund 10%

per year over the next 5-6 years to more than 520bn pa by the early 1990s.
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The Convention establishing the Multilateral Guaranktee: Rgency [MIGAR) entered inko
force on 12th April; and the MIGA Board first met on BEh June. MIGA'S main Function
will be to offer insurance to private investors against non-commercial risk attached
to portfolio and direckt Iinvestment in developling countries. It could therefore make
4 contribution to the restructuring of the external balance sheet of debtor countries
and complement the activities of the IFC. The Eour categories of risk covered are
host government restcictions on cuccency conversion and transfer, exXpropriation by
host governnents, breach of contract by hosk governmenks in cases where the investor
has no effective judicial recourse, and military action or civil disturbance. MIGA
Will have an authorised capikal of about $l.lbn and will inieially be able Eo insure
riske totalling 1.5 times (ks capital and reserves, although this ratio can be raised

to & maximom of 35, It will not insure exporkt credits.

Because of {ts relatively small capital it i= unlikely that MIGA could play the role
of an international insurance agency for new bank loans of the kind proposed by the
Japanese at the last yvear's Annual Meestings. However, it has been suggested thakt the
banks could themselves establish a mutual insurance fund administered by MIGA under a
trust arcangement. [Under a8 similar idea for mutual insurance it has been proposed

that banks might make premium payments as an alternative to provisions:)

Hecent Market Borrawing

Since early March, Hungary and Turkey have made major borrowings From banks and im tEhe
edrcbond market, Significant izasues have alsc been made by China, Greece and
Algeria. Venezuela ig to borrow DM 32 mn Erom German banks gader a German government
guarantes and several surobond isues ars plannmed, Japan's recycling efforr ia
reflected in yen issues by Algeria and Barbados. Zimpabwe's Agricultural Marketimg

Authority raised £40 mn £rom banka,

Apasco, a Mexican cement company, L= to lagnch a $46 mn Euro commercial paper (ECPI
Programme . This represents the first actempt by a Mexican private company to raise
money from the internaklional markets since the debt crisis broke in 1982. The ECP
programme {s to be guaranteed by Fuji Bank [which in turn has cbhtained a
cotnter-guarantee from the IFC) and [ pape of a reduckion’restructuring of Ehe

company's external liabilities which has also involved debk:eguity conversions and the

retirenent of debt through purchasas in the secondary market. The latter has been

financed by a loan from the IFC.
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among Latin American debtors), participation in the Costa Rican proposal runs up
againat familiar arguments in terms of bailing out the banks as well 2= encouraging
other middle income countries whose debt problems are almost ag acute (eg Argentina
and MNigeria) Eo believe that the same support would be Ecrtkecoming in their case.

The recent instance of a call For a reduction in the guarantee fee due to Ehe IBRED on
bank loans to Chile was resisted by the UK and DS authorities on just such qrounds,
although in the event the proposal went through. {A similar proposal has since been
made in respect af Oruguay.) AS has been evident for some time there ie clearly a
difficult balance to be struck between facilitating the restructuring/new money

process and creating uncomfortable precedents.

Developments in the “"menu®

The bankas' new agreemenk with Cote d'Ivoire (which, it musk be sald, may collapae {f

the Ivorian authorities continue to fail to make certain due payments and to comply
with their IMP programme) employs the legal device of a8 "novation® in an effort to
forestall potential free-riding banks wWwho are tempted to refuse the choice of exilt

bonds or new money.

Under the new arrangemsnt, Cote d'Ivoire will effectively agree toc release the banks
from their obligations under the ekiskting rescheduling agreemenkt, these teing assigned
iin somewhat revised form) to what i= legally a tEhird person, namely the banks who are
gignatories to the new agreement. Cote d'"Ivoire will then indicate that while it
will not formally repudiate accumulaced interesk arrears due to banks that fail to
gign, it will not feel constrained Ec settle them Within any particular time pericd.
However, all creditors will receive obher interesk and principal payable, but only
under the terms of new agresment. It cemains to be seen whether pokential free
riders will be willing, or find it cost-effective, to cffer a legal challenge. At
present many of the smaller banks may be unaware of the full implications of the

gcheme, the i{nitiative for which came Erom the banks" steering committee,.

The device, if unchallenged, is thought to have wider application. If 80, it could
undermine the position of proponents of controversial proposals to employ Article VIII
aof the IMF Articles to sanction, as an approved exchange restriction, the nan-payment
of debt seérvice to banks unwilling to participate in new restructuring agreements (a

step strongly opposed by Ehe UK).
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The Cote d'Ivoire agreement aleo provides banks wikh Eha opkicn of providing new MoRey
through interest capitalisation, Thiz had been pressed for by some European banks in
the Brazil package partly as a means of ensuring an equitable burden among credikcors
and partly for tax reasons, Opponents (mainly US banks) are concerned that such a
direct link between new money and interest due would place thes in a difficule
Position with their own regulators regardless of whether they themselves took up the
option. There is alaso the more genecal concern that if interest capitalisation
became established it would encourage debtors to assume that interest due would be
automatically rolled forward and so discourage adjustment efforts. The Brazil
agreement also brings forward the exposure base date for determining the distribution
of new money to March 1987 which should encourage participation by banks who reduced

thelr exposure before that date.

Frovisioning

The authorities have advised Japan's banke that they will be allowed to raise
provisions on their exposure to JE ide debktore from 5% ta 10%. Formal tax relisf is
gtill restricted ta 1%, However, it is reported that some fFurthar Latis Amerizas
EXposure has been eold ko the Cayman Islands Factoring Company Ehersby increasing - if

anly marginally - effective tax relief.

Canadian banks have been directed to raise thelr loan loss resecves against an

expanded basket cf ldc debtors from a range of I0%-40% Eo 35%=45%% by the end of this

YEar.

In the U5 the General Accounting Office (GAQ] has criticised US regulatora and banks,
contending that current reserve levels are too low and ought to be based on secondary

market discounts. As yet it id unclear how miuch infleenca, Lf any, the GAD

recommendations will have.

Further details on individual countries are given bBelow,
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LATIN AMERICA AMD CARIBBEAN

Preliminary agreement has been reached between Brazil and the IMF on Ehe oublines af

an SBA, and a formal request iz expected to be made to the Fund Board in late July op

early August. Reporte indicate that the l8-month SBA will be For abouk $1.6 bn

(EDE 1170 mn), EO% of quota. o further details of the agreement are available
beyond operational PSBR targets of 4% GDP this year and 2% GOP in 1980 [oF 5.5% Ln
1987). The absence of & firm monetary policy is leading to increasingly serious
inflatien with consumer prices rising by 124% in the firat five months of the vear [&n
anpnual rate of nearly 600%), The trade balance has continued ko benefit From Ehe
recession (industrial production has continued to fall), with & $5 bn surplus recorded
in January-April {cf $1.1 bn in the same periocd of 1987). However, impart demand is
likely to pick up later thils year as a result of the authorities' decisions in May ko

ease trade financing conditions and remove sone protectionist measures,

Brazil and the banks' Advisory Committee announced their agreement on the term shaet
for the medium-term financing package on 22 June: $61 bn originally dus 1986-53 will
be rescheduled aver 20 years/B grace (final makurity being in 2007} akt LIBOR +13/16%:
new money of £5.2 bn will be advanced over 12 wveaps/S grace, at LIBOR +13/16% eNcept
for a krade deposit Facility which will be for 9 vears. The new money, which will
require banks to increase their exposure by 11.4% above a March 1987, instead of a
1982, base date amount, comprises $750 mn cofinanced with the World bank, $2.85 bn
lent in parallel with the World Bank, %1 bn, part of which may be subscribed in "new
money bonds®, and a $0.6 bn medium-term trade deposit facility. Interbank and krade
lines will be restored to at least their 1986 levels and committed until end-1990,
Exit bondas will be available to convert existing exposures and will pay 6% with a term
of 25 years/10 gracey they will be eligible for debt-egquity swaps Ehrough the

afficial auction. Ho World Bank guarantees are inmvolved.

The package includes several debt-equity swap optioms. The issue of sovereign
immunity has been resolved bY a compromise whereby only Brazilian commerclal assets
mayY be seized. There will he sarly participation fees of 3/8% flat far thasge
committing before 5 August and 1/8% for those committing between 5 August and

Z September. Brazil has agreed to pay (Erom its own reserves) about $350 mn of
intecest due Eor March on 2% June; on 30 Jone it will pay $1 bn for April and May,
The i=zsue of payment of interest for Jume=August is still unresolved (for their part

the banks would prefer thakt bridging be provided by the official sector). The
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intention is to distribute the term shaet by 1% June, to be followed by road shows in
early July; s#igning of the agreement might begin on 11 Sepbember with the Eirst
drawdown occurring by mid=-October (this la important for Canadian banks who could book
the loans in tEhis year Lf disbursed before Ehe end of their financial year which ends
on 31 Octooer). The linkage involved in the package reguices that the initial
disnursement of $4 bn will be triggered by Fund Board approval of the 5BA; a further
$0.6 bn will be disbursed (probably by end-1988) following a letter Erom the Fupd MD
indicating that the SBA is on track and the existence of an Agreed Minote from the
Paris Club; the final $0.6 bn will be disbursed when Brazil has made all the drawings
to which it is entitled unpder the SBA [(subject to a waiver by banks holding 85% of the
exposure to Brazill. %3 bn of the initial disbursement will be used to repay the 1987
Interim Financing Arrangement ($1 bn was disborsed last yvear to cover Q4 interest and

%2 bn is due to be disbursed as a bridge to the effectiveness of the medium-term

package to allow the Brazilians te repay outstanding 1987 arrears). Althouigh both

sides have sxpressed great satisfaction with the deal the timetable envisaged may be

tight.

Mexico

Peal GODF rose by only 1.4% in 1987, the strongest sectors Deing mining (including
petroleum) and financial services. The Economic Sclidarity Pack (E5SFP)} has had some
initial success in curbing inflaticn. Wonthly inflation has slowed from B.3% in
February to 1.%% in May, bringing the 12 month rate down from the Pebruary peak of
190% ko 1489%, In lata May, the authorities extended the freeze on the exchange rate,
wages, and pricea of a basket of basic consumer goods unkil at least end-August,
thereby covering the period of the elections on & July. Mominal interest rates have,
however, not fallen as some had expected (this may reflect investors" doubts that Ehe
fall in inflation will be sustained). Continuing high nominal rates could threaten
the government's fiscal targets (the indexation element on government interest
payments was 163 of GD? in 1987). Although the exchange rate has been virtually
unchanged since end-1387, the reserves are reported to have been rising by about

§1/2 bn a month to perhaps $17 bn at end-pApril. The erosion of competitiveness and
libaralisation of imports have led to some detericoration in the trade surplus ($1.5 bn
in 01 of 2.3 bn a year earlierl. Wevertheless, non-oil exporks continue to grow

atrongly.

Maxico drew the Final $0.6 bn of the banks" parallel sector lcan and the $0.5 bn

growth contingency locan on 30 March, the latter borrowing Eriggered by low

manufacturing output in Q1 1987. The final SDR 350 mn drawdown uncer the 5BA was
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aleg made, Ehe programme expiring on 31 Macch. In a speech no doubt intended for
local consumption ahead of the elections, but alsc perhaps indicative of & more robust
line towards creditors, Guerie, Director of Public Credit, has indicated that MeXico
intends to explolk the low secondary market valpation of its debok. As a first step,
further securitisation schemes, such as that held in March which cetired a net %$1.1 bn
of debty will be tried. should these prove unsuccessful, further reschedulings and
new money would be sought and if no progress was made, a unilateral limit on debt
garvicing would be considered. This strategy has been subsequently reiterated by
Salinas, The proposed sale of the state-owned Camanea mine bo Grupe Protexa has cum
into trouble. The deal was to be financed by a debtz;equity swap, but the banks, whao
in effect would be exchanging old claime Eor new shorter maturities, have baulked ak

the aize of the discounts being demanded.

:Eentlna

GOF grew by only 1.6% in 1987, with a poor pecfocmance by Ehe e¥ternal sector acting
as a drag on overall growth. The economy has continued to deteriorate this year with
the IMF programme now off-track. These difficulties have been reflected in the
aecondary markeb price for Argentine debk. Dishursement of the penultimate Lranche
of the 5BA, scheduled for 20 May, has been delayed. Although most of the end-March
performance criteria appear to have been met,; or missed by small margins, the 5BA
purchase was also dependent upon progress having been made towards meeting the 19388
fimancing gap, and on this aspect there has been vickually no movement., The end=-June
performance criteria also look unlikely to be mek. Argentina's domestic financial
position has continued to deteriorate this vear. In parkticular, tax reforms and
other measures approved in January have apparently failed ko provide the expected
increase in tax receipts and forced savings (optimistically projected at 7% of GDF)
and asome further measures; including temporary levies on cigarettes, public bond
transfars and sacnings on short-term deposikt accounts, are reported to be under
consideration in order to meet increases in teachers' salaries and alleviate scute
Financial diFficulties faced by many provincial authorikties, The government is also
considering extending the privatisation programme. Inflation was boosted by the
liberalisation of prices in April, which caused the CPI to rise by 17.2% and brought

the 12 month rake to nearly 250%.

On the external side importe rose by 9.3% in 1987 and exports fell by €.4%, the trade
surplus declining from £2.1 bn to $0.5 bn. Trade perforamnce in Ql of this year (a

surplus of $410 mn cf $240 mn in 1987) partly reflected an unexpectedly strong rise in

manufactured exports (admittedly from a small base) while imports fell B%. Although
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better harvests in Ql 1988 have improved the prospects for exports this year,
Argentina's external poeition remains precarious and the liguidity position is
extremely tight. Interest arrears to the banks have been building up, and $150 mn of
Ehe L9ET bank new money package remaing undighursed pending the releases of the next
Eranche af the S5BA. The Argentines have nct made a fermal new money cequest to the
banks, but preliminary talkes have indicated that some US banks at least will be
unwilling to put up new money for Argentina kthis year. By end=June interest to banks
will be 30 days overdue regquiring US banks to put their loans onto a non-accrual
basis, It is unclear whether President Alfonsin's cecent statement that Argentina

was leeking to reduce interest rates on bank debt to 4% pa is intended to Form the

basis of a negotiating position or is simply a restatement of previous accasional

speeches. Moreover, even the substantlal relief called for by Alfongin might be

insufficient to ensute medium=-term balance of payments viability,

Vepezuela

The authorlibies have set a target of 3,.3% GDP Eor the 1988 Eiscal deficit (4% GDP ip
19871, trimming planned capital spending by 30%. A major dncecktainty affecting
future fiscal and external trade performance is the prospect for oil revenues. The
1388 budget ie based on an average oil price of §16.7 pb, and average prices this year
for Venezuela'e oll exports have vyek bto reach this level, The govecnment is hoping
te increase preduction of light crudes and products to offset the possible

ghortfall, The indefinite price freeze imposed in December on publicly-provided
goods and services led to a 1.,6% fall in the CPI in Ql, the 12-month rate falling to
28,7% lcf £0.3% at end-1987).

Wevertheless, continuing concern over inflation makes a devaluation of the bolivar
unlikely before the December elections and this may hinder the expansion of non-oil
exports and may also make it difficult to squeeze imports as planned. Talks wikth
IERD staff on trade liberalisation began in 1987 but there L& no sign that any
measures would bhe supparted by a policy loan. Venezuela is making Further attempte
to return to market borrowing, and a DM 92 mn ($51 mn}! loan guaranteed by the German
government has been signed with German banks. An £80 mn-equivalent yen-dencminated
bond issue is planned for later this year [n co-operation with the Japane=ze Exim Bank
and Bank of Tokyo, & further $100 mn eurcbond, to be marketed in New York, is in an
advanced state of negotiation with Chase Manhattan, and a2 DM 100 mn [$56 mn) euro=-bond

issue is also being coansidered,
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Chile

GDF growth in 1987 has been revised up to 5.7% (the same as 1986}, and higher copper
prLices are expected to boost the economy im 1988. A& reduction in import taciffs in
January and a tighter monetary stance over the past year have dampened inflation, with

Ehe 12 month rate fallimg from 21.5% at end-1987 to 15.5% at end-May.

In Q1 the trade surplus was S0.6 bn ($0.2 bn im Q1 1987) reportedly Followed by &
purplus of %0.4 bn in April. [(The authorities' targek this vear Iz $1.4 bn.)

£1.4 bn of inward foreign investment was approved im Q1 ($1.1 bn being in cespect of
the La Esceondida copper mine) of which $0.2 bn was disbursed. Amendments to the
terma sheet of the banks' financing package are expected to be signed in July. These
include a reduction in spreads and & provision allowing Chile ko collateralise
voluntary new money wWith non-reserve assets, implicitly giving seniocrity to new

loans. The IBRD has also agreed to reduce from 5/°8% to 3/8% the fee it charges the
banks for loan principal guaranteed under the 1985 co-financing agreement. This was
ageeed only reluctantly since the IBRD, rather than the banks, is effectively bearing

the burden of the cut in imterest spreads on the quarantesad part of che loan.

Ecuador

The economy has conkinued to deteriorate this year. The 12 monkth inflation rake rose
ko 48% in May, reflecting a decline in the sucre since October as confidence has
waned., After atbtempts ko Rold up the exchange rate through inktervention Ffalled, the

authorities were forced ko re=-introduce a multi-tiered exchange rate sYysktem.

The financing package agreed with commercial banks in Hovember has yet to be signed.
The banks contend that the delay has been exacerbabted by remarks by Mulferd, the Us
Asslstant Treasury Secretary, which were mis=interpreted as suggesting Ehat the
Ecuadorean negotiators had been weak. (In fact Mulford was criticising the banks for
what he saw as their lack of initiative in putting together a mend.) The banks hopa
that the package can still be signed before the inceming President, Borja, btakes

aoffice in August = he hag said that he will seek to renegotiate the terms of Ecuador's

debk.

The economy continues to slide, Sharp price and wage increases announced im March

brought tEhe 12 month inflation rake Eo 2Z10% in April. The trade deficit in
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Japuary-Februacy 1988 was $87 mn ($137 mn in January-Februacy 19%67) but foreign
exchange reserves have fallen to about two months' import cover. Despite higher
demand for foreign exchange from importers, the central bank has been forced to reduce
further the availability of foreign exchange for imports of goods and services - to
£190 gn per monkh (3739 mn in Q1 1988).

Discussions with the IBRD resulted in proposals for the IBED to encourage bridging
finance from creditor governments to enahle Peru to clear its arrears of §260 mn to
the IBRED and then toc release 3416 mn in project lending which has been approved but
not disbursed. [Canada was believed to be the most promising source of bridging
finance.) In return, Peru would isplement & three-year adjustment programme which
would include the restoration of relations with external crediters. However, press

reports indicate that the GSovernment has rejected the proposals out of hand.

Colosbin

After kwo years of successful adjustment and high growth, the economy has faltered,
There are, moreover, groWwing signs of political instability (the entire cabinet
cesigned on 3 June) and an intensification of viclence by drug traffickers and
left-wing rebels. Prices rose 14.6% in January-April, bringing the 12 month
inflation rate to 2EBW. & locsening of flscal policy appears to have been the main
fACtor. The fiacal deficit Earget has slipped from 2.7% GDP to 1.1% GDP despite
recent cukts in public investment. Mevertheless, the prospects for external trade
temain ceasonable despite the weakness of coffee prices. 0il is expected to overtake
coffee ag the major foreign exchange earmer this year, and the outlook for both coal
and nickel exports is promising. The authorities still seem committed Eo seecking a
further $1.5 bn in new money Eor 1989-1990 despite the difficulties in completing the

1987 agreement and some domestic pressure for & rescheduling.

Druguay

GDF grew by 4.9% in 1987. Several of the targets under IMF enhanced surveillanca
were missed, but not by wide margins. The fiscal deficit wae <1.4% GDP (ef a 1.1%
targetl; ooth inflation and monetary gdrowth were #bowve targeted levels, and the trade
surplus Eell to £0.1 bn (cf $0.3 bn in 19886). Mevertheless, higher wool prices have

kept sxport revenues buoyank,
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Cozka Rica

Costa Rica's revised SBA programme was approved by the IMF Board in April in the face
of U5 and UK abstentions, A Paris Club meeting has been scheduled for June ko
discuss Costa Rica's request for a restructuring on excentional terms, including the
rescheduling of 100% arrears and maturities {including PRD) due 19BB8-90, over 20 YEars
with 7 grace at below-market interest rates, and with a bringing Forward of the
cut-off Jdate. Negotiations with the banks have reached a total impagae. The lead
bank, Bank of America, has made an {nnovative dAebt reducticn propogal. This involves
coneclidating principal on existing debt into a ginglea payment 20-year maturity,
backed by a zero coupon bond which would be held in & Eruse Fund administered by khe
IBRD, Interest would be reduced to a fixed 4% pa and a second fund would be created
with subscriptions from Costa Rica and aid donors to ensure interest payments; Ethe
World Bank would again be trustee and coardinate donora' contributicns. Caeka Rica
has alsc been negotiating an agreement o restructure ite £150 mn debt ko Mexico (14
years, 4 grace at E-month LIBOR). A novel feature is that Costa Rica will service
the rescheduled deot by tendering Mexican debt purchased in the secondary markek, Lthe

discount Seing shared betwaen the two countries.

Panama

Restrictions and political uncertainty have led to the withdrawal of several banks.
Paralysis of the cheque clearing system prompted Panama to ask the Andean Reserve Fund
to take on the Hational Bank"s clearing functions. In response to U5 economic
sanctions the authorities are considering whether to allow currencies other than the
0S8 dollar as legal tender, or to create their own curtency. At end-March commercial
banks agreed to the rollover to end-0Qz of 5421 mn principal due in 91, but political

upheaval has since prevented any further rnegotiations.

Ocher Counkries

Following the better economic performance in 1967, the Bolivian authorities are

tacgeting 1988 GDP growth of 3% and inflation of 108%. Reserves (including gold) were
eguivalent to 7 monkthe" imports at end=-March. The delay in IMF Board discussion of a
neWw sconomic programme has held up negotiations in the Paris Club. Discussions on &

commercial banks' rescheduling are expected to begin shortly, Jamajiea's SBA expired

at snd-May, with all drawings having been made. A follow=-on programme and a Paris

Clun rescheduling are being sought. The recently approved budget for FY 198B8/89

env¥isages a deficit of 0.6% GDP (of 3.4% GODP preogrammed for 19B7/88).
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EQUTH AND EAST ASIA

Philippines

DEEicial astimates of real GHP growth in 1987 have been revised upward from

5.1% to 5.T. Real GHF in Q1 1988 is reported to have bheen 7.6% higher than a year
earlier. The official target for 1988 is 6%-6 1/3%. The Reagan administration is
reported to be in the preliminary stages of co=-pcrdinmating & "mini Marshall Plan® for
the PFhlilippines. However It 1s unlikely that in final form it will represent any
radical shifr in the Baker strategy. Hawks in the Philippines Senate are once moate
calling far a tougher stance towards commercial creditors. RHowever, Finance Minister

Jayme continues Eo =stress the need for & co-operative approach.

Malaysis

Malay=is'z 4.7% real GOP arowkth im 1987 exceeded parlier expectatiocne and the

authorities are predicting 5.3% real GDP growth for 1948.

Indonesia

Hon-oil export volume rose by almost 27% in 1987. Higher production of key
conmpdities such as palm oil and rubber have augmented buoyant exports of manufactured
goods, especially textiles and furniture. &z expected, President Suharto began his
Fifeh term of office by reshuffling his Government. Mo shift in economic policy,
howewver, is expected. Thi=s year's session of the Inter-Governmental Group on
Indonesia [(IGGI) is due to meet im Ehe Hague in June. The IBED has recommended that

total aid commitments be increased from $3.2 bn to 3.6 on.

Thailand

The economy continues to boom: real GDP growth was €.6% in 1987, and forecasts for
1988 range from & 1/2% ko 7 1/2%. The favoursble macfo—economic environment,
combined with low labowr costs, have boosted foreign investment in Thailland, which 1is
predicted ko rise from 57 bn in 1987 to 38.8 bn in 1988, Following intec-pacty
digagreements within the ruling coaliticn, new elections have been called for July.

The autcome is not expected to alter existing policies.
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China

With a locsening of monetary amd fiscal policies since late 1986, the economy shows

distinckt signs of overheating with prices, in particular those of foodscuffs, rising

capidly. Externally, however, China 18 8till in relatively comfortable position.
Total external debtk at enrfd=1987 was around $26.2 bn whilst the debt service ratia
stood at arocund T. Both, however, are likely to rise as China's modernisation

programme continues.

Severe drought was an important factor behind sluggish growth last year [less than 2%
in FY 1987/88). However, on the assumption of a retirn to mofe pormal monscon
conditions, the IBRD i= projecting a growkh rate of arognd ™ Ehia fiseal year,
pespite a large rise in non=-oil imports; a sharp reduction in oil [mports and a strong
growth in exports led ko some narrowing of the trade and current account deficits.
External dent has pisen to around %45 bn but Ehe debt service raklo (expressed as a
proportion of total current account receiptsl hae fallen from a peak of 27% in 1986

{caused by a bunching of IMF repurchases) to 231% at end-1%37,

South Eorea

A second successive vear of double diglit GOP growth was recorded in 1937, refleckting . a
sustained export boom &8 well ag rising domestic investment. Rather than build up
internaticnal reserves, the authorities have used the surplus on current accounkt [up
from US$4.6 bo in 1986 to US$Y.7 bn in 1987) te reduce the country's external debk.
This has fallen from USS44.4 bn (45% of GDP) at end-1986 to USE35.6 bn (29%) at
end-1987, with the deot service ratio falling from Z1% to 17%. Total outstanding
foreign debt should fall to US$29 bn (about 21% of GDP) by the end of 1988 with Ehe

DSE caown Eo l1id%.

EASTERN AND SOUTHERN EUROPE

e progress has been made in resolving differences with the commercial banks over the
finer details of the six year, two stage MYRA which was struck last July. Under the

proposed agreement all of Poland's medium and long-term commercial bamk debt would be
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congclidated and rescheduled over 15 yvears at Libor +15/16%. In the =eantine Poland
is henouring the existing agreements. Bilateral discussions with official creditors
have stalled but the 1987 rescheduling agreement also contindes to be honoured. The

prospect of reaching an agreement on a couple of project loans with the IBRD appRaArs

ko be receding on "technical® grounds.

An IMF missicn recently returned from Warsaw expects the current account deficit to
stabilise at around the $400 mn level seen in 1987. ‘The eriginal timetable for a
shadow programme in 1988 is no longer possible given the difficulties in concluding
bilateral negotiations wikth official creditors, Boro#2, the Deputy Finance Minister
and chief debt negotiator, has asserted that the Poles gain little in tescheduling

compared with the accumulaticn of arrears unless creditors offer new MOnEY .

tuinslauia

The commercisl banks reaches agreement, at end-April, on an l8-year rescheduling (6
years' grace)] of all arrears accumulated since June 1987 and all principal falling due
up ko end-September 1996 ak a margin of Libor +13/16%. They also agreed to provide
$300 mn new meney in the form of a trade and deposit facility. The IMF SDR J06 mn
one-year 5BA was approved in principle on 1 Jume following a 24% devalvation of the
dinar and the liberalisation of the foreign exchange, imports and price regime. The
IMF have ldentified a residual financing recuirement of $1.2 Bn; %500 mn to be
provided by official creditors, 5400 mn from international agencilies and the $300 mn
new money Eacility f£rom the commercial banks. The S5BA Will become operative once Eha
hanka' new money package reaches critical mass [90%). At preszent B5% {3 committed
and it is hoped to reach critical mass by and-June. Yugoslavia has accepted the
termse of a 5300 mn BIS bridge facility and a 550 mp parallel facility from the US.
Under pressure from the U5, drawings on the bridge, to be made in three tranches, will
be linked to the first three drawings of the SBA, the first being made on 15 June.

The Bank pf England'e participation, with an HET indemmity, is 330 mn. The Paris
Club agreed to reschedule 1008 of principal and interest (including previcusiy
rescheduled debt; bubt excluding that covered by thke 1983 Berne Agreement} falling due
between 1 April 1988 and 30 June 138% over 10 years with € grace. There were no new
money pledges and there remains a shortfall of some 3200 mn in the $500 mn new money

package identified oy the IMF,
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Hunga:f

Following settlement of differences over interest and exchange rake palicies, the IHP
EDR 265 mn one-year SBAX was approved on 16 May. Hungary has cetucned ko Ehe marke:
wWith a 5200 mn eight year credit but at the higher margine of Libor +1/2% for Ethe
Eirsk five years, rising to 5/8% thereafter. First quarter b of p Fiqures were quite
favourable = the convertible=currency current account deficit narcowed to £254 mn
(%485 mn in Q1 1987) and export receipts in the year to end-May were up by 20% on the
same pericd in 1987. Gross debt declined by $0.86 bn to $17.3 ba in the three months

to end=Marcch.

Romania

Romania prepaid the commercial banks 50.6 b at erd=March [(one=third of taokal

commercial bank debt) and has recently agreed terms with the IBRD on the prepayment of
the §1.8 bn owed., There are reports that it is seeking to prepay the banks a Eurther
$0.5 bn later im the year. Ag a gesult of these developments Romania ia expected o

reach iks objective of Zero net debt (around 33 bn gross) by September.

Turkey

Export ceceipkts rose 44% in the ficst four months of 1988 and the trade deficit
nacrowed to $320 mm (£330 pn in the same period of 1987). Receipts from workers'
cemittances and tourism are reported ag buoyank: oh currenkt trends the curcent
account deficit should remain under %1 bn in 19EH. The Central Bank has conficmed
Ehat Turkey has raised all iks 1988 finmancing needs, exXcept for a small amount in
Octobh®er. The repayment hump of $1.% bn in June-=July is heing met from new Ccommercial

credits and an IBRD "B" loan.

GEgaca

Pollowing last year's improvement in the externz]l position, the trade deficit

deteriorated again in Q1. Although 12 monath inflation had fallem to 13.2% By March,
cecent sharcp increases in prices of public services will make further reductions
harder to achieve. Without silgnificant cuts in public spending there is a damger of
the fiscal deficit rising rapidly, and there seems litkle prospect of sueh measures at
presant, E Forther deterioratilon could mean new nek external borrowlng next Year.

[Thizs year the government has said borrowing Wwill be limited to refinancing old debt.]
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Ireland

Ireland recorded a currenkt account surplus ($0.35 bnl in 1987, the first in 20 vears,
reflecting strong growkth of export wolumes. The government has made considerable
progresz in improving the Elscal position: both Ehe Excheguer Borrowing Requirement
{EBR) and PSBR undershot their targets last year and, as & percentage of GNP, the EBR,
at 10.3%, reached its lowest level since 1977. Last October the government drew up a
"Progranme for Mational Recowery®™, which aims to stabilise Ehe debt/GHP ratio by

1992. Hevertheless, the level of external debt, which amounted to $21.7 bn last

vear, ar 74% of GDF, remains uncomfortably high.

Denmarck

In the Eace of a domestic recession Denmacrk last year recorded its first trade surplus

since 1963. The current account deficit narrowed to 2.9% of GDP from a record 5.2%
af GDPF in 19B&. However, at- 19% of GDP, the level of foreign debt remain® a cause
for grave coOncern. The afficial objective is to eliminate the currenkt account

deficit by 1992,

Portugal

The Portuguess sconomy is relatively healkhy at Ehe moment. Although the cdrrent
account is likely to move into deficit soon, total external debt is stable, with a
part being refinanced on pore favourable terms. The governmenkt 15 also Eaking

advantage of the present political stability, and enktry into the BEEC, Eo Carry out

gone much needed struoctural refocms.

SUB=-SAHARAN AFRICH

ﬂiEEILﬂ

A recent IMF review migssion has reporked likele progress on the fiscal fromt or
towards a reduction in the level of official funding of the foreign exchange

auct io0h. Howaver, following mestings between the Higerians and the Fund management
Further mission will go to Lagos in mid-July. By approving a follow-up mission so
gquickly, Camdessus may have given ground and clearly wishes to give the authorities
avery uppﬁ[tunihy to Eake the necessary measures, although hopes of progress are nok

high. With the prolonged weakness of the oil market, over-fundinmg of the aucticn,
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and delay in reaching the IMF agreement which is needed to unlock fresh capital
inflows, the balance of payments position has become critical and usable reserves are

likely to be exhausted by the end of the year. Arrears conrtinue to mount to the

Paris Clun, and the commercial bank roll-over of 1938 maturities expires at snd-Junes

with no tangible ipprovement as yet in Migeria's relations with thHe Find. Attempts
to persuade the Nigerians to focus on their difficulties have not been helped by
suggestions made in Lagos by the French (backed by the IBRD] that Migeria would be
eligible for debt relief, cptimistic a=msumptions by the IBRD regarding the amount of
neWw Eunds likely to become available from the banks , the IBRD itgelf and Japan, and
the decigion of two major export credit agencies (US EXIM and HERMES) to resume

medium=term cover.

The Steering Committee is expected tc meet with the Nigerianms on 27 June. In the
event thakt an IMF agreement iz reached; commercial bank and Paris Club creditors will
need to provide excepticnal relief if the 1986 and 1989 financing gaps are to be
clesed and the UK may well be called upon to take the initiative in putting a package
in place, OQur line is For a full IMF programme, wWith preferably a drawing (Nigerianp

policical sensitivities have 30 far prevented this).

South Africa

In an attempt to cool down the economy, the Socth African authorities have announced a
rise in intereskt rates and a package of credit restricting measures. Stals, Director
General of Finance, has said that the counkry cannot fford growth of more than 2-3%

pa without running inktp balance of paymank preblems.

Cote d"Ivoire

Developments in Cote d"'Ivoire have continued te be dominated by the prolonged
delibecations with the London Club. Agresment has now been reached and & tern sheet
signed, but certain conditions are required ko be fulfilled before the agreement
becomes acktive. Banks which do not put up new money or buy exit bonds will be
penalised by being denied payment of interest arrears. BEowever, the Ivorian
authorities have failed to meet two key elements of the IMF programme - the restraint
of public sector wage increases and a redockicn of guarantéed prices to cocoa
peoducers. Had the drawing under the SBA been available arrears to the banks due by
27 Hay under the new agreement could have been paid. If the programme falls at the

Eicst review at the end of June; the banks' agceement looks doomed.
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Eanya

The firskt review of Kenmya's SBA and BAF (approved im February) is due at snd-June: a
gatisfactory performance here is vital if Kenva is to stand a chance of in ESAF. Tha
budget presented on 1€ June could indicate prablems - the 1987788 budget deficit could
be as high as 6.2% of GDP and public expenditure in 1988/89 L2 due to continue at
uncomfortable levels, A World Bank Industrial Sector Adjustment Loan for SDE 74 mn

has been approved.

Malawi

Malawi reached agreement with the Paris Club in late April. The Malawians had asked
for the consolidation pericd to run from September 1987 (the start of the shadow
programme}. Although this was declined {(ie the consolidation peried ig to run from
February 1988 to May 1989), the Paris Club did agree to reschedule arrears on the Eame
terms 4% current maturities. The granting of rescheduling over 20 vears with 10
¥ears grace wWwas, perhaps, sSurprising given that these terzs have previoualy vily veen
granted to *basket cases®. The Club's refusal to reschedule previously rescheduled

interest was parkly designed to distinguish Malawi frem these countriss.

Somalis

Somalia was declared ineligible to draw by the IMF board ocn 7 May, after failing ko
clear itE ArCedrs. A recent IMF miesion hae, neverthelesgs, sucoessfully negokblatad

Ehe essentizla foar a new SER. This is a2il]l =ubject to the President's agreement.

Sudan

Any subdued optimism occcasioned by the shadow programme agreed with the IMNF last

autunn, and the successful mini-CC meeting in Decemoer, has been largely dissipated.
Political uncectainties have grown following the dissolution cf the government in
Aprll and the divigive inclusion of the fundamentalist MNIF in the new government; and
the costly civil war has escalated, IMF rtargets for government borrowing have been
glgniflcantly excesded, and the fiscal position has been undecmined by higher defence
gpending and public sector salary increases. Arrears, including $8%0 mn to Ehe Fund,
could reach £5 bn by end-1788 and the IMF staff now project finmancing gapse in eXcess
of $1.5 bn pa up te 1998. A Fund team has since returned to Khartoum but discussions

On 4 neW Programme APDESr to have broken down over the exchange rate and subeidies.
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Bt the Spring meetings, the Chancellor cited Sudan as a country with "no hope” of

repaying the Fund from iks own resadcces and suggested a8 further shadow programme

which, provided performance was satisfactory, could unleck ESAF drawinas, ingluding

back-dated disbursements, Ecb,; the IMF's Depukty MD,; has recently put forward an
external financing framework paper envisagsing a phased "two-track"® approach invalving,
inter alia, aid and exceptionally generocus debt relief and eventual access to ESAF
tesources after clearance of IMF arrears. Discussions, however, continde to be
predicated on firm Sudanese adjustment which seems unlikely given the composition of
the new government, the increasing disruption of the war and rumours of military
takeowver in Khartoum,

MIDDLE EAST & MORTH AFRICA

Egypt

The very weak SBA has broken down with no early prospect of bridging wide differences
betwesn the Egyptians and the IMF on major policy issues and the pace of cefcrm. The
Fund Board and ménagement were insistent on the peed for stronger adjuskment ak Ehe
Article IV discuseions on 25 May. In response the authorities cite shortfalls in
'promised' external assistance and political/social contraints on the speed of reforms
- although there have recently been price increases in petroleum (30-40%) and
clgarettes {20%). The public sector deficit for 1987/BE could excesd ITR GOP
fcompared with the IMP target of 13%) because of higher than expected wage and subsidy
costa, Despite conslderable progress towards exchange rate unification, the new
'free market rate' is now significantly overvalued and the authorities will omly
contemplate the elimination of the even more unreali=stic "official rate®™ for key
commodicies over & ten year period. Confidence in the domestic financial system has
recently been undermined by emerging problems among the hitherto uncegulated Islamic
Investment Houses following a recent announcement thakt three of these houses would

"temporarily' cease paving out depositors' funds.

Althouah some other creditors have had to concede a generous moratorium lnceresc rate
in concluding Paris Club bilaterals, ECGD has reached agreement on a 0.5% spread at
the relatively minor cost of accepting a retiming of the firsk repayment and soc
forgoing & months' late interest. Presgzures on the Egyptiane ko sign stem from the
fact that the nmext round of Paris Club talks, to reschadule maturities betwesn July
1588 and end-19B89;, can only begin if the current round of bilaterals is complete and

an IMF programmé 18 on track.
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Afrears may continue to build up while the Egyptians seek new aid Flows and the
further muleilateral reschedoling. Any new Fund programme will hawve to ba at lsase
noticnally tougher than the last (the US can be expected ko be less pliant] but its=s
chances of success (if agreed) may be no higher than its predecesasor. The steady

aconomic decline seeme ekt ko continue.

Jordan's economic and financial position i2 a cause of growing concern. Hithereo,

careful management has helped the sconosy weather the reaional recessicn reasonab 1y

successfully (real growth was 3I.7% in 1987 and inflation negative). But kthe economy
has always been vulnerable, hecause of dependence cn Arab aid, remittances and
regional trade; and prospects have worsened as a result of the prolonged Gulf war,

continuing oil market uncertainties and recent proclems in trade with Irag.

Growth is now slowing (projected at 2% for 1988) and unemployment, already high (17%
unefficiallyl, is likely to increase because of demographic pressures. The 1936=30
Development Plan is no longer viable. There are long standing structural weakneszses
in the budget and the 1987 deficit was again larger than projected. Despite an
improvement in the 1%87 trade deficit, the scope Eor further improvement is limikted
while world prices for Jordan's principal exports (phosphates and potash) remain
depressed. Contlnued import compression may not be sustainable if growth is not to
weaken further. Jorcanian projections for Arab aid and inward remittances also

appear very optimistic in the light of the regional recession.

The vulnerability of Jordan's external position has been exposed by serious proclems
in trade with Irag, Jordan's main expore market. In the Eace of falling reserves and
growing Iragi arrears the Central Bank of Jordan has ceased to honour L/Cs drawn oy
Iraqgql importers under a bilateral agreement. The move has severely shaken confidence
in the financial system and private sector. The authorities hawe ruled out a formal
devaluation but the Central Bank has had to borrow 3150 man Erom local banks to Fflmance
intervention and has tightened exchange controls to take pressure off the rake. With
regserves g8till low Jordam may have to approach the markets this, yeac. Alehough the
last borroving was eventually successful, bankers express doubts about Jordan's
abjlity to tap the market again. Total debt stands at around $5 bn (excluding
military/ o1l leans} and the debht service ratio s already high at about 20% [again

excluding sizeable military debt) and zet to rlse further by 1990,
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Marogcea

The IMF SBA programme was completed inm April slthough drawdown of the final tranche
reguired further waivers. Fiscal problems persist - last year's budget deficlit of
5.7% of CDP was well above karget and will be litele changed in 1988. Mevertheless,
arrears to official and commercial creditors were reduced considerably ln 1987 (there
e now no arcears to ECGBD) and the authorities aim to eliminate the remainder during
1588, Fund staff are considering a follow-on standhy or EFF, which is a
pre-requisite for activating the second phase of the previously agreed resheduling

with banks and a new Paris Club.

Algeria

Continued Foreign eXchange shortages have meant further import compression and foreigm
companies have so far won few conktracts this year. With the ouvtlook for the oil
market likely to remain uncertain, non-hydrocarbon exports are being actively
encouragead, However, these start from a low bagse (less than 5% of export revenuss in

1987) and it is likely to be several years before khey make a significant conktribution.

Dezpite IMF projections of current account balance in 1988, Algeria will still have ta
borrow heavily to finance amortisatjion paymenks of £3 1/2-4 bn. Even Japanese banks;
which have hitherto shown continued willingness to lend, appe&r increasingly concerned
about Algerla*s creditworthines