10 DOWNING STREET
LONDON SWIA 2AA

From the Private Secretary

21 May 1989

Thank you both for the original paper on Poland and for
the expanded version. I am sorry you have not had a prompter
response. That does not indicate any lack of interest. We
ara conducting a major review of policy towards Poland and
your ideas are being considered in that context. It is
certainly common ground that a medium-term debt rastructuring
with IMF involvement will be needed and that a vital element
in this will be to ensure a radical rastructuring of the
Polish economy to improve its efficiency. Your ideas have a
clear role to play in that.

Equally we think the place to pursue them is in the
context of the negotiations with the Paris Club and the IMF
later in the year, and see an international meeting in London
this month as premature. This is not bureaucratic foot-
dragging: its a case of bringing together all the various
proposals which are kicking around, e.g. the Brady plan for
debt reduction, which have a bearing on your plans.

I hope you will see this as a strong declaration of
interest - which it is - even if you feel that we are not
pressing on fast enough.

(C. D. POWELL)

Mr. George Soros
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Foreign and Commonwealth Office

London SWI1A 2AH

12 May 1989

Poland | :&1' (ihflf

Thank you for your letter of 2 Ma 'enclosing the
expanded version of the paper on Poland by George Soros.
Whitehall Departments are studying the proposals, as part of
a review of our policy towards Poland in response to your
letter of 19 April. This exercise is expected to be
completed very soon and we may then be able to provide some
suggestions of how Soros’ ideas could be tailored more
closely to Polish realities as we see them.

Mr Soros proposed an international meeting in London
later this month preparatory to an unofficial tripartite
meeting in Warsaw. We think this would be premature: there
are many other proposals under discussion in other fora which
have a bearing on his plans, but will take more time to
mature. The most important will be the tough negotiations
ahead in the IMF and Paris Club. There are other relevant
discussions, notably about the Brady Plan for debt reduction.
A hastily arranged meeting, which attempted to force the pace
of international discussions, could prove counter-
productive.

The Foreign Secretary hopes you can convey this negative
response to Mr Soros without creating the impression that we
are wholly dismissive of his ideas. It is clear to everyone
that a medium-term debt restructuring, with IMF involvement,
will be needed and that a vital element in this will be to

ensure a radical restructuring of the Polish economy to
improve its efficiency. The sort of ideas Mr Soros is
proposing could have a role to play but they would have to be
pursued in the context of the negotiations with the Paris
Club and the IMF later the year.

I am copying this letter to Jonathan Taylor (HM
Treasury), Neil Thornton (Department of Trade and Industry)
and Trevor Woolley (Cabinet Office).

?j(»\V)-&hL*J ;

i,

(R H T Gozney)
Private Secretary

C D Powell Esq
PS/10 Downing Street




10 DOWNING STREET

LONDON SWI1A 2AA
From the Private Secretary

2 May 1989

POLAND

George Soros has sent me the enclosed expanded version of
his paper on Poland. As you will see, he is now anxious to
pursue the idea of a preparatory meeting in London prior to an
unofficial tripartite meeting in Warsaw. I should be grateful
for advice on how to respond to this.

I am copying this letter and enclosure to Jonathan Taylor

(HM Treasury), Neil Thornton (Department of Trade and
Industry) and Trevor Woolley (Cabinet Office).

Charles Powell

Richard Gozney Esq
Foreign and Commonwealth Office.
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A Plan to Solve the Economic Crisis in Pol

(Expanded Verslon)

A political solution in Poland cannot endure without
economic assistance from the West, Indeed, both sides are enter-
ing into a social contract in the firm expectation of such :
tance.

The fact that the Polish economy is
createa an opportunity. A comprehensive
which would be otherwise inconceivable because o:
tures and practices, becomes feasible.

There are three major tasks to be acconpl
a) restructuring of the international debt;

b) monetary stabi lizationy
¢) internal economic reform.

The three tasks can be accomplished
tion than separately,

The central problem in
volves the more af*ect‘ve use of
bling bleck in all reform attemp
in China, Yugoslavia or Hungary
Hungary look promieing).

The problem
properly represented
good and the function
the ownar is left
dealing with tha
the manageman
respon51ve to
and making bar
maximizing *ke re t

SOROS FUND MANAGEMENT,
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The problem could be resolved in conjunction with a
debt reorganization scheme. The enterprises owned by the Polish
atate could be used in a kind of debtiequity conversion schens.
In the first instance they would be put I{n the hands of an inde-
pendent Agency which would be charged with the +ask of gelecting
and supervising managements; reorganizing state enterprizes into
Joint stock companies; and finding final owners for their capi-
tal, As part of the reorganization, the Agency may sell all or
part of some companies to investors at home or abroad. When the
reorganization is completed, a large part of the foreign debt
wouid be exchanged for debt or egquity of the reorganized en-
tities.

Ihe Licuidating Agency

The Agency weuld be established by sagreement betwesn
the Polish government and the Paris Club, subject to the approval
of the Polish Parliament, so that it would not infringe on Polish
sovereignty. 1Itas independence from domastic political pressures
would be assured by the fact that the foreign lenders may not ac-
cept the eventual exchange offer if they are not satisfied with
its work. The Agency may employ foreigners in an advisory
capacity, It will have a limited life span, say three toc five
years, Since only a portion of ite assets can be placed into
private hands during this period, the Agency will have to make
permanent arrangements for performing the ownership function.
The creation of a capital market should be an essential part of
these arrangements,

r = i io

The establishment of the Agency would be combined with
& monetary stabilizatlon scheme arranged with the assigtanca of
the IMF, It would take the form of a "olg bang" in which price
controls and subsidies are removed all at once and the 2loty is
tied to the ecu at a realistic exchange rate, IT may involve
glving the Polish National Bank a greater degree of autonomy to
assure proper control of the money supply.

Domestic prices of tradeable goods would adjust to in-
ternational levels with appropriate differentials for consumer
goods which would be subject t import duties, Real wages need
not fall but thers would be a ¢ porary reductlon in living stan-
dards due to high unemployment caused by tight monetary poliey
and tough decisions taken by tha Agency. But the radical reforms
coupled with a settlement of the debt problem should encourage

o
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new investment so that both employment and living standards would
start to rise rapidly from the initial low point. Special
measures would be needed to attract investment to areas of high
wnemployment or to improve labor mobility. To make the removal
of aubsidies socially acceptable, pensions and unemployment
benefits would be fully indexed to the cost of living, The 80%
indexation of wages agreed to in the social contract could also
remain in force but, if the stabilization schene is successful,
the cost of living would remain stable after the initial adjust=-
ment. The removal of subsidies and the decisions taken by the
Agency should swing the state budget into surplus, llowing a
reduction in taxation.

t 1 L

i) Paxis Club

There would be a three=-year moratorium on Paris Club
debt., After that time, if the Paris Club is satisfied with the
performance of the Agency, it would exchange its debt for par-
ticipating preferred shares or convertiblas bonds of entities es~-
tablished by tha Ageancy. These entities may ke operating com-
panies, or investment companies holding shares in investment com~
panies, The preferred dividend (oxr, in the case of convertible
bonds, the coupen) would be fixed at & low rate, say 3-5%, pay=-

akle in harg currency, but the lenders may participate in the im-
proved performance of the companies in question. Participating
preferred shares may represent a certain percentage (say, 30%)
each company's capital and the lenders may decide in which

pany they want to hold shares,

11) Bank Debt

The commercial banks will continue to receive interest;
but they will be asked to give a 3~3 year option to the Agency to
repurchase the loans at 50% of par; in addition, they will be
asked to relend to the Agency half the interest they receive,
subject to the same conditions. The Agency will have an incen-
tive to exercise the option as soen as poesible because the ef-
fective interest rate, calculated on the repurchase pri¢ '
very high. It will use any funde raised frem ths sale of
for this purpose and, if it makes progress in attracting
investors, it should be able to refinance the entire amoun 1
soon. The bankers will have to be persuaded to accept these
terms by the Paris Club governments.
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Under this scheme, Poland's interest payments will be
reduced by about one billion dollars a year for the next three
years. In addition, Poland should receive new credits from the
Werld Bank and the IMF of, say, §700,000 a year. Most impor-
tantly, one can expect significant private investment frem
abroad, not to mention the dollars coming out of Polish mat-
tresses, Thesge factors should be sufficient to c¢reate an upward
momentum in the economy. After the expiration of the moratoriunm,
interest payments will once agaln increase to roughly their
present level but by that time the eceonomy should be in g bat@er
position to cope with it, Moreover, Poland will be meeting its
obligations in full, instead of being in default, The debt
problem will have been resolved.

Every party will have to make concessions: the Western
creditors, the Polish government and the Polish peopla. Without
Buch concessions there is no way out of the present economic
crisis) but, by putting the various elements togather, a positive
resolution becomes clearly visible, The importance of successful
economle reform in Poland can hardly be exaggerated.

I have found considerable interest in thi
both from the Polish and the Western sides., Both
government and Solidarity have indicated that they won

B

an informal discuseion under tha aegis of the Stefan
dation in wWarsaw. I suggest a preparatory meeting
prior to an unofficial tripartite meeting in Warsaw,.
liest possible date is May 16 in London and May 18 !
Your urgent response is recuested, via my New York office.

George Soros
May 1, 1989

Ambagsador Robart Blackwill, washington
Dr. Horet Teltschik, Bonn

Mr. Charles Powell, London

M. Hubert Vedrine, Paris

Mr. Gianni 4 ichelils, Rone

Measrs, Sac 'd Wroblewski, Warsaw
Mr. Bronis) ‘emek, Warsaw




