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To Mr. J. De Larosfere DATE: Dec., 23, 1985

: Managing Director’ .
FAOM @ gSalvatore Zecchini AN

SUBJECT:  Ttalian bankers' endorsement of the "Baker proposal’.

Following our previous conversations on the above subject, I wish
to transmit to you copy of the message sent by the Associazione
Bancaria Italiana to the President of FRB of New York for the purpose
of endorsing Secretary Baker's proposal.

In the enclosed statement specific reference is also made to the’
recent joint statement made by you and Mr. Clausen.
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TRASMETTO aQUI LI SEGUITO,. PER OPPORTUNA CONQSCENZA, IL TESTO LDEL
TELEX CHE IL PROF. PARRAVICINI, PRESIDENTE DELL“ASSOCIAZIONE EBAN-

- ZARIA ITALIANA, HA INVIATO A MR. CORRIGAN, FRESIDENTE DELLA
FEDERAL RESERVE BANK DI NEW YORK NEL QWUALE E< ESPRES3A LA POSI-
ZIONE DELLE MAGGIURI BANCHE ITALIANE RELATIVAMENTE AL PIANG
BAKER.

DEAR MR. CORRIGAN,

WE RECALL WITH PLEASURE THE MEETING HELDRD ON NOVEMBER 2TH LAST
IN THE OFFICES OF QUR ASSOCIATION, AT WHICH YOU ADDRESSED A
GROUP OF LEADING ITALIAN BANKS ON THE LS, ECONDOMY AND ON THE
INITIATIVE ANNOUNCED BY THE HON. JAMES A. BAKER III, SECRETARY
OF THE U.S. TREASURY. AT THE ANNUAL MEETINGS OF THE I.M.F.

AND THE I.B.R.D. HELD IN SEOUL AT THE BEGINNING OF OCTORBER THIE
YEAR.

FOR ITS PART » THE ITALIAN BANKING COMMUNITY HAS EXTENSIVELY
DISCUSSED THE LATTER 3UBJECT (ALSO ON THE BASIS OF THE RECENT
JOINT STATEMENT MADE BY MR. CLAUSEN AND MR. TIE LAROSIERE) AND
HAS BASICALLY AGREED THAT THE HON. BAKER’S PROPOSALS REPRESENT A
CONSTRUCTIVE AND REALISTIC AFPROACH TO THE INTERNATIONAL DEBT
PROBLEM. ACCORDINGLY., THE MAJOR ITALIAN BANKS STRES3 THE IMPOR-
TANCE OF APPRDOACHING THIS ISSUE ON A CONTINUING CASE BY CASE
BASIS. IN THIS CONTEXT THEY SEEM TO BE INCLINED TG TAKE A FAIR
SHARE SUBJECT TO THE AVAILABILITY IN ITALY OF APPROFRIATE
FISCAL PROVISIONS AND TO THE GRANTING BY THE ITALIAN AUTHORI-
TIES NF THE RELEVANT RUTHDRIZATIONQ FOR FUNDING AND LENDING
OPERATIONS.

IT IS ASSUMED OF COURSE THAT ALL THE OTHER PARTIES CONCERNED

- BOTH GOVERNMENTS OF CREDITOR COUNTIES. AND IN PARTICULAR

THEIR INSURANCE AGENCIES. AND GOVERNMENTS OF DERTOR COLINTRIES,
MULTILATERAL INSTITUTIONS AS WELL AS THE OTHER CREDITOR
COUNTRIES” COMMERCIAL BANKS - BEAR THEIR PROPORTIONATE SHARE

OF THE TASK OF ACHIEVING THE ULTIMATE AIM NOT ONLY OF SOLVING THE
INTERNATIONAL DEBT PRQBLEM, BUT ALSU OF BRINGING ABOUT THE RE-
TURN (IT IS TO BE HOPED, IN THE NOT-TOO-DISTANT FUTURE) TO
COMPLETE NORMALITY IN BROTH TRADE AND FINANCIAL RELATIONS BET-
WEEN THE INDUSTRIAL AND THE DEVELOPING WORLD.

A ESNECEEO Q=200 —



-A' YOUR FULL KNOWLEDGE. WQULD YOU PLEASE NOTE THAT COPIES

.- THE PRESENT TELEX WILL BE ALS0O SENT TO MR. DE LAROSIERE
“WND MR. CLAUSEN THROUGH THE ITALIAN EXECUTIVE DIRECTORS.

BEST PERSONAL REGARDS -

LE SARO” FPERTANTO MOLTO GRATO SE VORRAY CONSEGNARE COPIA DEL

TELEX A M. DE LARDSIERE.

CON I PIU- PORDIALI bALUTI ED I MIbLIGRI AUGURI

TELEX N. 1229

) WELL RECEIVED?
64111 IMF UW
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Time: 12:47 12/23/35 77?7
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FELITE GIANANI
. DIRETTORE GENERALE
ASSUCIAZIONE BANCARIA ITALIANA
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DEC 19 1985 0848,

MR. PEDRO PEREZ FERNANDEZ

EXECUTIVE DIRECTOR

INTERNATIONAL MONETARY FUND

WASHINGTON !

MADRID, DECEMBER 19, 1985 2:47 P.M. MMV/23311

Following your telex of December 13 on the Baker initiative, the’
Governor contacted President of the Spanish Association of Private Banks
(AEB), advising him of the concerns voiced in your telex. The AEB Pyesident
has sent the CGovernor a reply the text of which is reproduced below:

"Dear Governor:

"I refer ﬁo my conversations with you following the publication of
commnuniqués by certain U.S., U.K. and Japanese banks supporting the Baker
initiative in general terms without committing themselves substantively.

"The matter was discussed by the AEB's General Council yesterday,
and I can confirm to you that, while Spain's banks welcome Mr. Baker's
initiative, they do not appear prepared even to make declarations along
these lines so long as they cannot have access to detailed information
on the key elements of the plan and, generally speaking, so léng as there .
is no change in the conditions under which the banks héve heretofore had

to proceed with regard to debtors experiencing difficulties.

"The fact of the matter is that Spain's banks feel that, although
the amount of their credits to Latin American countries is fortunately

not excessively high in relative terms, in view of their special and
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traditional role in the areé they should have been accorded greater consid-
eration in the earlier stages of‘the negptiétions, rather than come under
pressure; at the last minute, to give a hurried endorsement to plans or
programs in the formulation of which they had taken no part.

"Not only have Spéin's\banks obtained no ihfprmation from the Steering
Committees-~something of which other European banks have alsc complained,
according to reports reaching us--but, as you knoQ, when the AEB 'recently .
tried to find out what had been discussed by the Groﬁp of 18 at its Tqrontoi
meeting and suggested sending an observer to the following meeting of that
group of banks, which took place last week in London, all we got was polite
evasiveness.

Y"1 regret being unable to give you any better news at this time, but
we are continuing to consider this most important subject among ourselves
and in close contact with you.

"Best regards."

CORDIALLY
JOSE LUIS FEITO

CHIEF OF RELATIONS WITH INTERNATIONAL ECONOMIC ORGANIZATIONS
BANK OF SPAIN

Received in Cable Room
December 19, 1985
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December 26, 1985

MEMORANDUM =)
To: Mr. Gondwe

Mr. Tun Thin

Mr. whittome

Mr. Wiesner

Fram: Richard D. Erbq&{/

Subject: MD's Meeting with Bankers on January 6

i

As you are aware, the Managing Director and the President of the World
Bank wiil be meeting with a number of cammercial bankers on January 6 to discuss
the status of the Baker initiative. It would be useful to have a brief up-to-
date status report on each of the countries in your region included in the group
of 15 countries mentioned in the Baker initiative. In addition, you could also
include brief status reports on countries which might also be candidates under
the same framework. Inter alia, the status report should include brief sections -
on external financing requirements for 1986 (and where possible 1987 and 1988)
as currently envisaged; the status of commercial bank relations, and the status
of World Bank plans.

Please send these reports by close of business December 31 to Max
Watson who is preparing briefing books for the Managing Director and myself.

Sogs
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To: Mr. Finch /ﬁt//// December 30, 1985
From: L.A. Whittomg/l G)
U

Subject: Drafts for MD's Meeting with Bankers on January 6

-

/

I have no major point to raise on your draft remarks. I
thought that the approach used is very much what is wanted.

Three points only:

(1) from all I hear the banks will take the opportunity to press
the Bank and the Fund hard. I think we should give the Managing
Director a separate short paper setting out some of the points on which
we need to press the banks, e.g., in what form can prior commitments on
financing be given? Can a country adhering to an agreed program be
assured of the continuity of financing?

(2) the first category of countries appears on page 3; the second
is somewhat lost on page 7, and the third on page 8. The distinction
between the three categories of countries could come out more clearly;
and

(3) the grammar is loose in some sections and I have written in
some suggested changes. This will matter i1f the text should be
distributed in written form.

Attachment

cc: Mr. Hood

. Mr. Ouattara
Mr. Tun Thin
Mr. Wiesner
Mr. Watson
Mr. Kincaid

Y
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To:

From:

December 24, 1985

Members of the Executive Board

The Secretary

Subject: Debt Strategy — Statement by U.K. Commercial Banks

The following message dated December 12, 1985 from U.K. commercial

banks has been received in the Fund:

Baker Initiative

The banks listed below and the members of the Accepting
Houses Committee are aware of the proposals relating to the
handling of the present phase of world debt problems put forward
by Mr. Baker at the Annual Meetings of the IMF and IBRD in Seoul
at the beginning of October 1985. They are also aware of the
support for the proposals given by the Governors of the Central
Banks of the Group of 10, as reported in the press after their
meeting in Basle on November 11-12 and of the support of the
British Government.

They have now noted your joint statement of support, dated
December 2, on behalf of the World Bank and of the IMF. In
addition to the elements of Mr. Baker's proposals which you
list, the banks lay great importance on his argument, in relation
to debtor countries, that "capital flight must be reversed."”

Mr. Baker's initiative is welcomed as a positive and con-
structive approach and the banks confirm their willingness to
play their part on a case—-by—case basis, provided that all other
parties, govermmental, institutional and banking, do the same.

Sir Donald Barron, Chairman, Midland Bank

Sir Jeremy Morse, Chairman, Lloyds Bank

Lord Boardman, Chairman, National Westminster Bank
Sir Timothy Bevan, Chairman, Barclays Bank

Sir Michael Herries, Chairman, Royal Bank of Scotland
Lord Barber, Chairman, Standard Chartered Bank

Sir Thomas Risk, Governor, Bank of Scotland

Mr. Robin Hutton, Director General, Accepting Houses Committee

Other Distribution:
Department Heads

A
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FINCH, €. DAVID EBD/85/324
ROOM 5-100 o1
December 24, 1985

To: Members of the Executive Board
From: The Secretary

Subject: Debt Strategy — Statement by Japanese Commercial Banks

The following communication dated December 12, 1985 from the
Bank of Tokyo for and on behalf of the below-mentioned institutions
has been received in the Fund:

The following Japanese banks gathered in Tokyo this
week and discussed intensively the proposals made by the
Hon. James A. Baker, III, Secretary of the Treasury and Governor
of the Bank and the Fund for the United States at the Annual
Meetings of the IMF and IBRD in Seoul.

We are very well aware of Mr. Baker's proposals and we are
also aware of the support for the proposals given by the Governors
of the central banks of the Group of Ten. We also welcome
Mr. Baker's initiative as a positive and constructive approach
and confirm our willingness to consider a contribution on a
case—~by—-case basis, provided that all other parties: debtor
governments, creditor governments, international institutions,
and other financial institutions do the same.

Very sincerely yours,

The Bank of Tokyo, Ltd.

The Bank of Yokohama, Ltd.

The Dai-Ichi Kangyo Bank, Limited

The Daiwa Bank, Limited

The Fuji Bank, Limited

The Hokuriku Bank, Ltd.

The Industrial Bank of Japan, Limited

The Long-Term Credit Bank of Japan, Limited
The Mitsubishi Bank, Limited

The Mitsubishl Trust and Banking Corporation
The Mitsui Bank, Limited

The Sanwa Bank, Limited

The Sumitomo Bank, Limited

The Tokai Bank, Limited

Other Distribution:
Department Heads
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FINCH, €. DAVID

ROOM S- 100 b EBD/85/322
December 23, 1985
To: Members of the Executive Board
From: The Secretary

Subject: Debt Strategy — Statement by French Commercial Banks

The following statement issued on December 13, 1985 by the
Association Frangaise des Banques on behalf of the French banks has been
received in the Fund:

The "Baker Initiative”
Statement of the French Banks

French banks are aware of the proposals relating to the
handling of the present phase of world debt problems put forward
by Mr. Baker, Secretary of the U.S. Treasury, at the Annual
Meetings of the IMF and IBRD in Seoul. They are also informed
of the support for these proposals given by the Governors of the
Central Banks of the Group of Ten at their last meeting in Basle
on November 11 and 12.

The French banking community, which in the last few years
made an especially important effort in favor of the most indebted
countries, considers that a satisfactory implementation of these
proposals depends on the will of all countries concerned, both
debtors and creditors, to promote the necessary conditions in
the management of their own economy as well as world economy, in
particular with regard to growth, trade and payment balances and
interest rates.

At this stage, French banks view Mr. Baker's initiative as
a constructive approach. They consider joining it, on a case-by-
case basis, without a country priority list and provided that all
other parties concerned, governments and intergovernmental
institutions simultaneously play their part in an increase of
net contributions.

Given the nature and magnitude of the problem, French banks
do emphasize the indispensable part to be played by governments
as well as by the IMF, the World Bank and all other institutions
dealing with development assistance. In this respect, French
banks wish that the breakdown of efforts envisaged in Mr. Baker's
plan be amended.

Other Distribution:
Department Heads
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December 24, 1985

To: Members of the Executive Board
From: The Secretary

Subject: Debt Strategy — Statement by Canadian Commercial Banks

The following statement issued on December 13, 1985 by the
Canadian Bankers Association on behalf of the Canadian banks has been
received in the Fund:

Statement of Canadian Banks with Respect to
the Baker Program for Sustained Economic Growth

The proposals to alleviate the developing country debt
crisis introduced by Treasury Secretary James A. Baker at the
Meetings of the IMF and IBRD in Seoul last October have stimu-
lated positive debate and established a sharper focus on this
very difficult problem.

The emphasis that Secretary Baker has placed on economic
growth as a key element in any longer—-term solution to the debt
problem is particularly welcome. The recognition by creditor
governments that there is a critical role for them to play in
the process is integral to the successful solution of the debt
problem.

These proposals call for a significant commitment by all
parties involved in the process——governments of both debtor and
creditor countries, the multilateral lending agencies as well as
the banking community. We intend to play our part on a
case—by-case basis recognizing that various institutional and
other mechanisms may be necessary for orchestrating the support
required from all major participants.

Other Distribution:
Department Heads
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December 23, 1985

To: Members of the Executive Board
From: The Secretary

Subject: Debt Strategy — Statement by U.S. Commercial Banks

The following press release issued on December 11, 1985 by
the U.S. Consultative Group has been received in the Fund:

United States banks today declared their support for the
international debt program proposed by U.S. Treasury Secretary
James A. Baker, III to foster sustained growth in the developing
countries.

"Banks representing more than 95 percent of loans to the
15 countries have responded to date and have indicated that they
welcome Secretary Baker's initiative as a positive and constructive
development,” stated letters to the Secretary of the Treasury,
the International Monetary Fund and the World Bank from the U.S.
Consultative Group, which was formed to coordinate the response
of U.S. banks to the Baker proposal.

The letters, signed by Lewis T. Preston, chairman of Morgan
Guaranty Trust Company, in his capacity as chairman of the group,
said: "We are in contact with U.S. banks that have loans to one
or more of the countries noted in the proposal, and they confirm
their willingness to play their part on a case—by-case basis,
provided that all other parties, governmental, institutional,
and banking, do the same.”

The letters also said: "We believe that the response reflects
the willingness of the U.S. banking community to work closely with
you and others who will be involved in this important cooperative
effort.”

The U.S. Consultative Group said it is continuing to discuss
the program with other banks and expects further indications of
support.

Other Distribution:
Department Heads



To: Mr. Crockett December 18, 1985

From: C.M. Watson ,

Subject: Monitoring the Baker Initiative

Thank you for sending me the draft memorandum dated
December 13. The coverage of data in the draft and attached tables is
comprehensive, and the brief interpretative text that will accompany the
quarterly submissions will be very useful in highlighting key develop-
ments. There are two areas where we have comments or questions.

First, this exercise will be sent to area departments when
creditor data for a quarter become available, Therefore, thought will
need to be given to how this will mesh with the existing quarterly forms
on banking data that have been sent to area departments by the Bureau of
Statistics and Exchange and Trade Relations Department to check
estimates of banking flows to and from individual developing
countries. The existing quarterly exercise 1s already rather massive,
and the country coverage overlaps with that of the Baker monitoring
exercise., The Baker monitoring is based on the creditor component of
the IBS, whereas the existing exercise i1s based on creditor and debtor
components, albeit with a watchful eye on the problem of inconsistent
reporting. (This problem was a prime reason for the quarterly
exercise.)

We worry considerably about approaching area departments
simultaneously with two exercises that overlap in thelr country coverage
and are based on differing components of the IBS data., The existing
quarterly exercise is used in preparing the quarterly SM on inter-
national banking activity that is sent to the Board. Presumably, this
Board paper will also need to reflect developments in the Baker group to
some degree, and there may be a case for unifying the two exercises
seeking data from area departments.

Second, there are a number of technical questions about the
data in the draft memorandum and tables:

1. The country specific data in the draft tables relate to
the Baker group only, with a comparator aggregate of a number of other
developing countries. In light of concern outside the United States
about the appropriateness of the list of 15 countries, and the possible
impact on other countries, it might be useful to extend the coverage of
specific countries.

2. Is it really right to introduce yet a further set of
banking data in reports to management—-the IBS creditor data?

3. The determining reason given for using the IBS instead of
the BIS is that the "BIS data on lending are not as yet available on a
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PRESS RELEASE NO. 85/41 FOR IMMEDIATE RELEASE
December 15, 1985

Statement by the Managing Director of the
International Monetary Fund and the President
of the World Bank on the Debt Strategy

In a statement issued on December 2, the President of the World
Bank and the Managing Director of the IMF expressed their strong support
for the debt initiative proposed by the Governor of the Fund and the Bank
for the United States, Secretary of the Treasury James A. Baker, III, on
the occasion of the Annual Meetings of the IMF and the World Bank in
Seoul, Korea in October 1985. Secretary Baker's initiative which he
described as "a program for sustained growth™ is designed to strengthen
the international debt strategy and to deal with the debt problem in the
context of growth and adjustment.

Over the last few days, the international banking community has
also been expressing its support for the debt initiative in messages
received by the Managing Director of the IMF and the President of the
World Bank. Up to now representatives of banks from the major financial
centers, accounting for an overwhelming majority of bank claims on
heavily-indebted, middle—-income countries have welcomed Secretary
Baker's initiative as a positive and constructive approach and confirmed
their willingness to play their part on a case—-by-case basis, in
collaboration with all other parties, in the implementation of the debt
strategy.

The President of the World Bank and the Managing Director of the
IMF welcome these positive and encouraging expressions of support for
the debt initiative from the banking community and look forward to
cooperating with the banks in putting the strategy into practice quickly
and effectively.

External Relations Department ® Washington, D.C. 20431 ¢ Telephone 202-623-7100
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To: The Managing Director December 13, 1985
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W

Subject: Letter to Mr. Abalkhail

I attach a letter to Mr. Abalkhail containing the responses

you approved.

”a&o L’ You may wish to send a copy of this letter to Mr. Nimatallah.

cc: Mr. Shaalan
Mr. Brown
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INTERNATIONAL MONETARY FUND
WASHINGTON, D. C. 2043}

: . CABLE ADDRESS
MANAGING DIRECTOR : o . INTERFUND

December 16, 1985

)

Dear Mr. Minister:

I very much enjoyed seeing you in Seoul, and recall the most
interesting discussions we had, including on the debt situation.
Mr. Shaalan reported to me on his meeting with you regarding the U.S. -
Treasury debt initiative. In particular, he referred to a number of
issues you raised, notably the list of countries covered by the U.S.
initiative, the nature of the conditionality involved, the issue of
trade restrictions, and the basis for determining shares of lending.

With regard to the initial list of developing countries put forward
by the U.8. Treasury, this list includes Argentina, Bolivia, Brazil,
Chile, Colombia, Ecuador, Ivory Coast, Mexico, Morocco, Nigeria, Peru,
Philippines, Uruguay, Venezuela, and Yugoslavia. This list of countries
is not, however, considered exclusive. Some of these countries may not
need net new bank lending, while other countries may be added to the
list. 1In addition to the provision of net new loans to this group of
countries, the U.S. Initiative indicated that it would be necessary for
banks to continue to provide net new loans to developing countries now
receiving adequate spontaneous bank financing, provided that these
countries maintain sound policies, and to consider lending to other
developing countries experiencing debt-servicing problems that require
relatively small amounts of commercial bank loans under agreed adjust-
ment programs. :

You also asked about the nature of the conditionality involved in
the U.S. proposals. Secretary Baker has emphasized that comprehensive
policy action is essential for countries to strengthen their debt-
servicing capacity and provide the foundation for sustained growth. 1In
this regard, both macroeconomic and structural policies will be crucial.
Prudent demand management policles will remain indispensible for
establishing the conditions for long~term growth, and the proposals also
place considerable emphasis on supply side policies. The Fund's
involvement would continue to be based on stand-by or extended arrange-—
ments which would incorporate a combination of demand and supply-side
measures tallored on a case-by—case basis to the gituation of individual
countries., In addition, cooperation with the World Bank and other
multilateral development banks will permit the design and monitoring of
enhanced structural policies in areas such as tax reform, market—
oriented pricing, reduction of labor market rigidities, and opening of
economies to foreign trade and investment.

In your conversation with Mr., Shaalan the issue of trade
restrictions was raised. The importance of removing such restrictions



was stressed by Secretary Baker in his Seoul speech. He stated that a ’
key element in structural reforms should be "market-opening measures to
encourage foreign direct investment and capital inflows, as well as to
liberalize trade, including the reduction of export subsidies.” The
avallability of additional external rescdurces would increase the scope
for countries to move swilftly in dismantling restrictions. Fund
programs will emphasize the need to remove trade and payments restric-
tlons, while an Important aspect of the World Bank's involvement also
will lie in the removal of distortions affecting foreign trade.

Finally, you asked about the basis for determining shares in
lending to debtor countries. Countries on the Baker list have all
experienced payments difficulties, Including the inability to railse
spontaneous bank financing. So long as adequate spontaneous flows are
unavallable, bank lending 1s expected to remain on a concerted basis.
Under these circumstances, equitable burden-sharing will continue to be
of great concern to lenders. As work by commercial banks on the U.S.
initiative proceeds, an important issue will be to review the procedures
for assembling new money packages, with a view to determining the best
modalities which command widespread support. In this connection,
experience indicates that banks' existing exposure is likely to continue
to provide a basils for determining burden—-sharing that can be generally
accepted by the banking community.

In closing I would add that I believe the U.S. initiative to be
very helpful and timely in focusing the attention of the international
community on the need to secure continuing progress in resolving the
debt problem. 1In this regard, I have been very heartened by the support
that has béen expressed for the initiative. The task now will be t
translate this into concrete actlons as soon as possible. ‘

I look forward to seeing you in the not too distant future.

Sincerely yours,
Z PP S

J. de Larosiére
Managing Director

His Excellency

Shelkh Mohammed Abalkhail

The Minister of Finance and National Economy
Ministry of Finance and National Economy
Riyadh, Saudi Arabia
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. From: C. David Finch \ (\’»;;LP
Subject: ReSponse to Questions ftom Saudi Arabia on the Baker I Q’{
. Inftiative = S e

N .- o R

Mr. Shaalan, in his cable from Riyadh on December 7, indicated = .-

that certain questions had been raised concerning the Baker

initiative. Attached please find draft responses tha could be

communicated to Mr. Nimatallah. These respenses have benefitted from
s ————————— ) R . ; |':

comments by Mr. Shaalan.

St

Attechment

c¢: Mr, Shaalan
Mr. Brown
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CONFIDENTIAL

TO BE DELIVERED TO THE MANAGING DIRECTOR AS
SOON AS POSSIBLE

As per your instructions I met with the Minister privately to discuss
the subject you brdught to my éttention ovér the phone. The M;‘.nister
listened carefully and raised the following four poin;ts.

1. 'The Minister enquired about the coun-rieg that would benefit

ﬁran the scheme, I infomed the Minister that the list of 15 countries
mentioned by the Secretary was purely illustrative and as far as I

knew no final decision was made on the countries that would be eligible
to benefit from this scheme. The Minister expressed the desire to have a_
1}&,@ thgse countries, This appeared to be an important issue to him.
2'.//'1;3 Minister wished to know the policy guidelines, including
conditionality, b§ the Fund and Bank that would 'govern the use of

these credits by participating countries., Specifically he wondered

whether countries using these credits would require a program with the
Fund similar to the present stand-by arrangement . The Minister was aware
that participation in the scheme was conditional on the pureuit of
appropriate adjustment policies by ‘the concefned countries, However he
wished more specifice on the nature of the ccnd:.tionality and whether
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it wmﬂd in any wa,y g0 beyond the condltlonallty now used in stand-by
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programs.

3. The reason theﬁ' Minister brought up the last point in 2. above is

his oogqufn about the removal of trade restrictions and the reduction
of protectionism. The Minister enquired whether the conditionality
attached to this scheme would include removal of impediments to free
trade beyond whé.t the Fund and Bank nomalljr ask in their programs.
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4. The Minister enquired into the modalities of the distribution of the
U.S. dollar 20 billion between participating banks. in this comnection he
wished to know the criteria for determining the share of each participating
bank in extending creditj— .

I advised the Miﬁister of the progress so far reflected in the
manifestation of support you have received from some banks and the
Statué of progress with other banks as you have advised me over the
phone. I emphasized the importance you and Mr. Clausen placed on speedy
implamentation of this scheme in order to improve market sentiment
particularly in view of the forthcoming meetings of Latin American debtor
countries in mid-December.

In a mild way I also brought up the issue of how commercisl
banks in Saudi Arabia could join this initial expression of support,
As expected the Minister ‘did not comment.

I propose for your consideration that to the extent we have
“answers to the above queriles by the Minister these should be
canmnicated as soon as possible to Mr. Nimatallah so he can
commmicate tham to the Minister.

Best regards



MR . Fenc R_
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To: The Managing Director December 13, 1985
The Deputy Managing Director

i Office Memorandum

From: C. M. Watson (W />

Subject: U.S. Debt Initiative: Reactions of Japanese Banks }

During the course of the Article IV mission to Japan,
opportunities arose to discuss Japanese banks' attitudes to the Baker
initiative with the Bank of Tokyo and the Japan Centre for International
Finance. The following main points emerged.

First, no doubts were expressed concerning the general
willingness of the Japanese banks to play their part in arrangements to
implement the Baker initiative. The principal concern raised was that
fair burden—sharing among countries and banks should be strictly
observed. It was suggested that Japanese banks had shown more cohesion
and discipline than other national groups of banks in implementing
concerted lending and maintenance of exposure arrangements. In this
connection it was emphasized that the 1982 base dates for exposure
should be maintained, to avoid penalizing banks that had participated
fully in concerted arrangements. It was feared that the next three
years could see further weakening of some other banks' support,
especlally in the case of U.S. regional banks, so that more effective
monitoring would be needed to ensure that Japanese banks did not bear an
inequitably large part of the burden. The difficulty of securing the
participation of "small banks” was seen as mainly a U.S. problem, but
there was concern also about participation by banks in countries such as
Spain and Singapore. The possibility of country specific trust funds
for banks with small exposures was mentioned as worth studying; by
contrast, Japanese banks saw no attraction in interest capitalization.

At the time of these contacts, work was proceeding to secure
the statement of general support for the Baker initiative that has just
been received. The Bank of Tokyo, together with Dai-Ichi Rangyo Bank,
had held two meetings to rally support. Other banks had taken the
opportunity of these meetings to raise a variety of questions. 1In
addition to international burden—sharing, these issues included the
rationale for the list of 15 debtor countries; the basis of "allocating”
the $20 billion among debtor countries; and a general concern about the
implications of advance commitment to a plan for which so few details
were available. On this latter point, the Bank of Tokyo indicated that
Japanese banks should give general support to the process described in
the Baker initiative, and then play an active role in helping to shape
the details on a case by case basis. There was also a desire among the
banks to extract from the Japanese authorities some concessions in
return for their support for the proposals. The concessions sought
included official loan guarantees (from the government or the World
Bank), tax concessions on loan provisioning, and a commitment to



stimulate the economy to improve the outlook for developing country
exports. The authorities have been strongly discouraging demands for
guarantees and tax concessions.

In conversations with banks and the authorities we again
raised the issue of mandatory loan provisioning on new exposure to
countries that have rescheduled in the past filve years. There was broad
agreement that this regulation would not prevent concerted lending under
the U.S. Treasury initiative; 1n that context the maln issue was to
obtain an increase 1n the very modest degree of tax relief currently
available (1 percent of amounts newly rescheduled or advanced). But the
provisloning requirements were seen by banks as inhibiting a return to
spontaneous lending for countries that have rescheduled, until the end
of the five year period, because banks would not find it prudent (or
profitable) to lend to countries still included in the official basket
of "problem debtors.” 1In present clrcumstances this appears a somewhat
less immediate concern, but the authorities are aware that we intend to
continue to press this issue. There are now some indications that
flexibility could be contemplated in the face of clear evidence (perhaps
based on a specific case) that the requirements would constitute an
obstacle to a resumption of market lending to a country whose improved
creditworthiness would otherwise justify this.

cc: Mr. Finch/
Mr. Tun Thin
Mr. Narvekar
Mr. Smith
Mr. Brown
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To: The Managing Director December 12, 1985
The Deputy Managing Director

From: C. M. Watson %@ \}

Subject: Responses to the Baker Initiative

As you requested, we have prepared estimates of the percentage
of bank exposure to the 15 Baker Initiative countries that is accounted
for by creditor banks from which positive indications have been
received. Assuming that positive indications will be received from all
Canadian and French banks also, it is estimated that banks holding 76-77
percent of exposure to the 15 countries will have signalled their
general support. The exposure of all banks in the countries from which
such indications have been received amounts to approximately 90 percent
of total exposure to the 15 countries. The data underlying these
estimates are shown in the attached table. They are based on a number
of assumptions:

1. As regards bank participation, the table shows for each of
the specified creditor countries both the total exposure of banks in the
country and the exposure of those banks that have already given positive
indications. (The UK participation rate is relatively low in part on
account of the absence of consortium banks based in London that are
speclalized in Latin American lending.) At the foot of the table, we
have then added in the remaining French banks and all the Canadian
banks. On the basis that these additional banks indicate support,
overall ratios for "committed banks” and "all banks”™ in these creditor
countries are shown.

2. For six debtor countries (Argentina, Brazil, Chile,
Mexico, Philipines, and Yugoslavia) we have creditor breakdowns by
country and by bank derived from advisory committee data. While base
dates are not uniform, data are for 1982-83 and can be aggregated with
gome degree of confidence.

3. For Venezuela, we have a breakdown by creditor country
only and have therefore applied bank participation ratios derived from
the average of the other four WHD cases.

4, Together, the seven debtor countries cited above account
for some 86 percent of the bank debt of the Baker group. For the
remaining debtor countries we have examined exposure shares derived from
published sources for those creditor countries that do provide such
data - United States, United Kingdom and Germany (such data are for
December 1984, since they are not fully available for the earlier
period.) Broadly, the U.S. share is relatively high in the smaller WHD
countries. Moreover, it can be assumed that the French share is high in



the Ivory Coast and Morocco. Since the United States and France are
considered "high participation”™ creditor countries, this could raise the
total participation ratio slightly. In addition, the U.K. participation
in Nigeria is estimated to be significantly higher than in Latin
America, because the UK-based Latin consortia, which are presently not
committed, are presumably not involved in Nigerian business. Thus, it
is estimated that inclusion of these additional eight smaller debtor
countries would, at worst, not significantly depress the aggregate bank
participation percentage.,

cc: Mr. Finch -
Mr. Brown
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Table + Commitments to the Baker Initiative
(In billion of U.S. dellars)

. Venezuela
Argentina Brazil Chile Mexico Philippines Yugoslavia {estimated) Total

Belgium

Al]l banks 0.63 0.58 0.14 1.04 0.04 0,02 na 2.45

Conmitted banks 0.04 0,11 0.01 0,13 —— — na 0.30
France N

All banks 1.89 4.75 0.34 4,77 1.00 0.62 1.55 14.92

Committed banks 0,61 1.02  0.04 1.08 0,31 0.07 0.36 3.49
Germany, Fed. Rep. of -

All banks 2.85 4,10 0.72 2,86 0.83 - 0.88 0.99 12478

Committed banks 1.15 2.16 0.50 1.37 0.27 0.31 0.49 6.25
Netherlands

All banks .96 0.32 0.01 0.56 0.05 0.08 0.27 2.25

Committed banks 0.26 0,21 - 0.10 0.01 0.02 0.08 0.68
United Kingdom

All banks 3.68 8.19 1.63 6.39 1.38 1.11 1.94 24,32

Committed banks T 3,22 4.57 0.79 [ 1.21 0.78 1.26 16.27
Switzerland

All banks 1.34 1.84 0,52 1.74 0.07 0.08 0.85 6.44

Committed banks 1.24 1.52 0.39 1.57  0.06 0.05 0.75 5.58
Japan .

All banks . 4.48 8.80 1.16 11,14 2.69 0.66 3.16 32.09

Committed banks 3.48 7.60 1.05 9,95 2.30 0.43 2.74 27.55
United States

A1l banks T 10.14 18.78  5.34 24,06 6.39 1.91 6.88 73.50

Committed banks 9,63 17.84 5.08 22.86 6.07 1.82 6.53 69.83
Total of above

All banks 25.97 47.36 9.86 52.57 12.00 5.36 15.63 168.74

Committed banks 19.63 35.03 7.85 41.50 10.20 3.48 12.21 129.95
France, other banks

(1f assumed fully 1.28 3,74  0.30 3,69 0.70 0.55 1.19 11.43

committed) ’ '
Canadian banks

{1f assumed fully 1.78 5.37 0.80 4,91 0.86 0.40 1.39 15.51

committed)
Total of above
A  All banks 27.75 52,73 10.66 57 .47 12.86 5.76 17.01 184,25
B Committed banks 22.69 44,13 8.95 50.09 11.76 4,43 14,79 156.84
C Total bank debt 30.00 55.28 12.15 64,52 14.42 ] 6.82 21.20 204.39
A/C (in percent) 92,50 95.38 87.70 89.18 89.18 84 .40 80,24 90.10

B/C (in percent) 75.64 79.82 73.60 77.65 81.50 65.00 69.73 76.53
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Memorandum for Files ' ‘ December 13, 1985

Subject: Meeting with Barnkers on Baker Tnitlative

On Wednesday, December 4, 1985 the Deputy Managing Director
and I met with Mr. Ulrich Merten (Senior Vice President, Bank of
America), Mr. Anthony L. Furr (Group Vice President, Wachovia Bank), and
Mr., Ashley Jenner (Bank of America) to discuss their preliminary ideas
~ concerning the use of trust funds as a means to facilitate participation
in new money packages by banks with small exposures. They indicated

that they were a subgroup of the expanded G-14 banks and that they were
_ preparing a study on the use of trust funds for completion by January
1986. They were visiting Washington to seek the views on this subject
of the Fund, World Bank, and U.S. banking supervisors.

The bankers outlined their initial thoughts on the use of
trust funds for the Baker group of countries. They stated that the
advantages and disadvantages of a single trust fund, as opposed to coun-
try specific trust funds, were still being examined. Although risk
diversification favored a single trust fund, they believed that country
specific trust funds tended to be preferred by banks perhaps because
they preserved the present pattern of exposure. The trust fund envi-
saged by this subgroup would be administrated by a multinational
development bank (MDB) (e.g., World Bank, Inter—American Development
Bank). The trust funds would make loans in support of sectoral programs
or projects, although some banks wanted to limit activity to project
loans. The lender of record would be the MDB and the borrower would be
the developing country. The commercial banks would buy subpartici-
pations in the loans as was the case with cofinanced loans with the
IADB. 1In this fashion, the banks hoped to acquire rescheduling pro-
tection and timely payment of interest as a result of the preferred
creditor status of the MDBs. They also stated that such loans might be
eligible for more favorable treatment by bank supervisors.

The Deputy Managing Director welcomed the efforts by banks to
explore means to implement the Baker initiative and indicated that there
appeared to be different concepts of a trust fund, some of which were
quite broad and ambitious. He questioned, for example, whether use of
"~ the MDB's preferred creditor status by commercial banks was consistent
with the objective of increasing banks' exposure by $20 billion during
1986~88; bank lending proteéted by DMBs might reasonably be counted as
lending by DMBs, rather than by commercial banks. He also expressed
concern that there might be charges of a bank "bail out” which could
make more difficult the passage of a capital increase for MDBs in
Congress or parliaments. The Deputy Managing Director indicated that
the sustainability of the preferred status of these trust funds might be



jeopardized from two sources. First, it could prove increasingly diffi-
cult over time to limit the size of trust funds as more banks pressed
for protection. Second, the preferred status may be called into
questlion by those banks whose loans did not receive preferred status,
weakening further bank cohesion.

The bankers responded by acknowledging that the criterion for
a cut off point for participation in the trust fund was a major and
difficult issue. They added, however, that 1t was thelr impression that
U.S5. regional banks and even some sizable U.S. banks, that were under
close regulatory supervision, might choose not to participate in tradi-

tional new money packages. In particular, some small regional banks
"~ were seeking an "horést broker” in their relations with debtor countries

and would prefer a MDB to a money center bank. In this regard, Citibank

“was clted because of 1ts withdrawal from certain developing countries,

while urging regional banks to participate in new money packages.

The Deputy Managing Director expressed the view that there may
be other features of a trust fund, short of direct or indirect
guarantees and cross default arrangements, which might make trust funds
a useful tool for bringing into a new money package reluctant banks with
small exposure to a debtor country. He wondered whether some bank
managers would find it easier to gain approval from their board of
directors for lending to a trust fund rather than lending directly to
the debtor country. He alsc questioned whether bank supervisors might
view claims on a trust fund differently from claims on the debtor
country. The bankers said they planned to talk to bank regulators.

Two other aspects of trust funds were briefly touched on
during the meeting. First, U.S. banks viewed as counterproductive trust
funds which had features of an "exlt bond" or interest capitalization.
Potential problems were perceived with the valuation of other loans to
the country and with the treatment of income. ' European banks appeared
to be more favorably deposed toward these features than U.S. banks.

‘Second, some thought was being given to an equity option. Such an

option might gather greater support than stralght debt finance because
of increased synergy with domestic customers.

Before leaving the bankers indicated that Brazil may approach
its creditor banks for a medium—term loan to refinance amortization pay-
ments during 1985-86. Such a restructuring could assume no Fund

" arrangement, no new money, and that Brazil remained current on its

interest payments. The banks appeared reluctant, but did not rule out,



providing such a loan. They based this reluctance on the precedent It
would set and because, in their estimation, Brazil's present policiles
would result in a financing gap in 1987,

G. Russell Kincaid
Assistant Division Chief

International Capital Markets Division
Exchange and Trade Relations Department

cct The Managing Director
The Deputy Managing Director
Mr. Finch
Mr. Wiesner
Mr. Beza
Mr. Brown
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INTERNATIONAL MONETARY FUND \
December 13, 1985

TO *  Mr. Brown )
FROM: (¢ M. Watson

SUBJECT: Baker Initiative: Commitments

As I suggested earlier, we have adjusted
the bank debt levels for each of the seven countries
to estimated end-1985 exposure. As a result of
this and a further review of the nationality classi-
fication of banks and their subsidiaries, the commit-
ment percentage is increased marginally to 76.62 percent.
The presentation of the table also now shows the
French and Canadian banks as committed.

There are strong reasons for thinking that
the Japanese commitment should be viewed as applicable
in practice to all Japanese banks (for whom cohesion
is a point of honor). Taking that into account,
the commitment percentage is now virtually 80 percent.

Attachments

bece: Deputy Managing Director
Mr. Finch
Mr. Gardner
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Table . Commitments to the Baker Initiative
(In billiow 6f U,8. do1Tars)

Venezuelsa
Argentina Brazil Chile Mexico Philippines Yugoslavia ) ({estimated) Total

Belgium

All banks 0.63 0.58 0.14 1.04 0.04 0.02 na 2,45

Committed banks 0.04 0.11  0.01 0.13 - — na 0.30
Canada ' '

All banks ) 1.78 5.35 0.80 4.91 0.86 0.40 1.39 15.49

Committed banks )
France .

All banks ) 1.89 4.75 0.34 4.77 1.00 0.62 1.55 14.92

Committed banks )
Germany, Fed. Rep. of

All banks 2,85 3.86 0.72 2.86 0.38 0.88 0.99 12,54

Committed banks 1.15 2,16 0.50 1.37 0.27 0.31 0.50 6.26
Ketherlands

All banks 0.96 0.54 0.01 0.56 0.05 0,08 0.27 2.47

Conmitted banks 0.26 0.2 — 0.10 0.01 0.02 0.07 0.67
United Kingdom

All banks 3.68 8.36 1.63 6.39 1,38 1.11 1.94 24,49

Committed banks 2,86 4,57  0.79 4,44 1.21 0.78 1.22 15.87
Switzerland

All banks 1.34 1.90 0.52 1.74 0.07 0.08 0.85 6.50

Committed banks 1.24 1.52 0.39 1.57 0.06 0.05 0.73 5.56
Japan

All banks 4.48 8.80 1.16 11.14 2.69 0.66 3.16 32.09

Committed banks 3.48 7.60 1.05 2,95 2,30 0.43 2.74 27.55
United States

All banks 10.14 18.64 5,34  24.06 6.39 1.91 6.88 73.36

Committed banks 9.63 17.71  5.08 22.86 6.07 1.82 6.53 69.70
Total of above as of

cut off dates

(1.e., 1982-83)
A All banks 27.75 . 52,78 10.66 57.47 12.86 5.76 17.01 184.30
B Committed banks 22.35 43,99 8.95 50.09 11.76 4.43 14.73 156.27
C Total bank debt 30.00 55.28 12,15 64.52 14,42 6.82 21.20 204.39
A/C (in percent) 92.50 95.48 87.70 89.07 89.18 84.40 80.24 90.17
B/C (in percent) 75.50 79,58 73,60 77.63 81.50 65.00 69,48 76.46
Memorandum item:
Total adjusted to end- .

1985 levels of bank

debt
A All banks 27.75 65.23 1l4.12 67.82 13.64 6.26 17.01 211.83
B Committed banks 22,35 54,37 11.85 59.11 1247 4 .82 14,68 179.65
C Total bank debt 30.00 68.32 16,10 76.14 15.30 7.42 21.20 234,48
A/C (in percent) 92,50 95,48 87.70 89.07 89,18 84.40 80.24 90.34

B/C (in percent) 75.50 79.58 73.60 77.63 81.50 65.00 69.25 76.62
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‘, Margan Guaranty Trust Company of New Yok 33 Wall Streat, New York NY 10015

Lewis T. Praston
Chairman of the Board

Talephaorie 212 483-3770

The
Morgan

Bank -
December. 11, 1985

Mr. Jacques de Larosiere
Managing Directov
International Monetary Fund
700 19th Street, N.W. - '
Washington, D.C. = 20431

Dear Mr. de Larosiere:

I thought you would like to know that today I wrote to Secretary
Baker to advise him of the positive responses the U.S. Consultative
Group of banks is receiving. The U.8, Consultative Group was formed to
coordinate the regponse of the U.S. banks to the international debt
program Secretary Baker set forth at the annual meetings of the
International Monetary Fund and the International Bank for
Reconstruction and Development to foster sustained growth in the
develapmng countrles

- We are in ccntact‘with U.S. banks that have loans to one or more
of the countries noted in the proposal, Banks representing more than
'95% of loans to the 15 countries have responded to date and have
indicated that they welcome Secretary Baker's initiative as a positive
and constructive development, Furthermore, the banks confirm their
willingness to play their part on a case-by-case basis, provided that
all other parties, governmental, institutional, and banking, do the
same, In due Course .we expect to receive additional indications of
support from other U.S. banking institutions.

We believe that the respbnse reflects the willingness of the U.S.
banking community to work closely with you and others who will be.
involved in this important cooperative effort.

Sincerely,

L 5 o
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From: U.S. Consultative CGroup

By: Morgan Guaranty Trust Company
23 Wall Street _
New York, WY 10015
(212) -208-3690

Decenber 11, 1985

FOR IMMEDIATE RELEASE

United States banks today declared their suppor t for the ’
1nternat1ona1 debt program proposed by U.S8. Treasury Secretary James
A. Baker III to foster sustaxned growth in the developlng countries,

"Banks representing more than- 95% of loans to the 15 countries
have responded to date and have inaicaﬁéd tha£~£hey welcome Secretary
Baker's initiative as a positive and constructive development," stated
letters to the Secretary of the Treasury, the International Monetary
Fund and the World Bank from the U.S. Consultative Group, which was
formed to coordinate the response of U,S. banks to the Baker proposal.

The letters,,signea by Lewls T. Preston, chairman of Morgan
Guaranty Trust Company, in his capacity as chairman of the group,
said: "We are in contact with U.S, baAks that have loans to one or
more of the countries noted in the proposal, and they confirm their
willingness to Qlay their part on a case—by~casé basisg, providéd that
all other parties, governmental, institutional, and banking, do the(
same, " 1 _

The letters also said: "We believe that the response reflects
the willingness of the U.8. banking community to work closely with you
and others who Qill be involved in this important cooperative effort.“

The U.S. Consultative Groﬁp said it is continuing to discuss the

progrém with other banks and expects further indications of support.

R |
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FOR AND ON_EEHALF “8F THE BELOW-MENTIONED INSTITUTIONS
; . MR. FINCH N
TO: MR. JACGUES DE LAROSIERE TO! MR. A.W. CLAUSEN MR. HOOD
CHATRMAN OF THE FRESIDENT Q
EXECUTIVE ROARD INTERNATIONAL RANE FOR MR. HABERMEI
AND MANAGING DIRECTOR RECONSTRUCTION AND MR. NICOLETLOS
INTERNATIONAL MONETARY DEVELCFMENT
FLIND 1212 H. STREET, N.W. MR. VAN HOUM
WASHINGTON, 0. C.20431 WASHINSTON, 0LC. 204323 MR. WHITTOME
1.5, A, U.5.A.
MR. MOHAMMED][
GENTLEMEN:?

THE FOLLOWING JAPANESE RANES GATHERED IN TORYD THIS WEEK AND
ODISCUSSED INTENSIVELY THE FPROFOZALS MADE BY THE HON. JAMES
A. BAKER, III,. SECRETARY 0OF THE TREASLRY AND GOVERNOR OF THE
BANE AND THE FUND FOR THE UNITED STATES AT THE ANNUAL
MEETINGS 0OF THE IMF AND IEBRD IN SECLIL.

WE ARE VERY WELL AWARE OF MR. BRAKER"Z PROFOSALES AND
WE ARE ALESD AWARE OF THE SUFFPORT FOR THE FROPOZALS
GIVEN RBY THE GOVERNORE OF THE CENTRAL BANES OF THE
GROUP OF 10. WE ALSO WELCOME MR. BAKER S INITIATIVE AS
A POSITIVE AND CONTZTRUCTIVE AFFPROACH AND CONFIRM OUR
WILLINGNESS TCO CONSIDER A CONTRIBLUTION ON A CASE-RY-
CASE BASIS. PROVIDEDN THAT ALL OTHER FARTIES: DEBRTOR
GOVERNMENTS, CREDITOR GOVERNMENTS. INTERNATIONAL
INSTITUTIONS AND OTHER FINANCIAL INSITUTIONS, 3 THE
SAME.

VERY SINCERELY YOURS,

THE BANK OF ToOkYO, LT

THE RANK 0OF YOEOHAMA,. LTO.

THE DAI-ICHI EANGYD BANE, LIMITED

THE DATWA BANE, LIMITED

THE FLLIT BANE, LIMITED

THE HOKURIEL BANE, LTI

THE INDIETRIAL BANE OF JIAFAN,
LIMITELD

THE LONG-TERM CREDIT BANK
0OF JAFAN, LIMITED

THE MITSURISHI ERANK, LIMITED

THE MITZUBISHI TRUET AND
BANKING CORFORATION

THE MIT=UT BANK, LIMITED

THE =ANWA EBANE, LIMITED

THE SIMITOMI BANE,. LIMITEDR
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THE ToKAI EANK, LIMITED

THE FOLLOWING BANES HAVE PROPOSED TO FUT THEIR NAMES ON
THIS STATEMENT.

THE HOEEAIDD TAKLESHOKL BANE. LTINL
THE EYDWA BANE. LTO.

THE NIFPON CREDIT BAME. LTD. |
THE SATTAMA BANE, LTD. ’
THE TAIYD EORE BANE, LIMITEDC
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INTERNATIONAL MONETARY FUND
WASHINGTON, D. C. 20431

CABLE ADDRESS
MANAGING DIRECTOR : INTERFUND

/'L:,,A | ﬂ
L f “ %ember 6, 1985

To: Mr. Clausen

LS —
From: J. de Larosilre LWW—L

As an expression of the broad support for Secretary
Baker's debt initiative to which we referred in our
statement earlier this week, I am enclosing the text of
remarks that I made in summing up a recent discussion by
the Executive Board dealing with this matter. Owing to
the need for concerted efforts with respect to the debt
strategy, these remarks may be also of interest to the
Executive Directors and senior staff of the World Bank.

Enclosure CSOM \x.P 0‘ %OM r\\.a,oj'\l\q
ERN|$5|\bb cg Noo. B, 1G%5 - -
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Offzce Memorandum " o

 Torn b December 5, 1985 e
Tab Hhihes ‘“““The Deputy Managing Director
From: =~ C. David Finch1;(7 o
Subject: Mr. Clausen's Speech in Buenos Aires ‘”Qx

This note features the main weaknesses we perceive in
*Mr. Clausen's speech which we would hope could be met by some modifica-
tions at least in the delivered text. In making these comments, we
would not want overlooked the many very helpful statements—-notably on
the importance of exports and of trade liberalization.

e e TS """"“"*--«.
e iy e "m\
R The most important issue is the absence of a clear statement N
—7 stressing that the efforts to stabilize the economy and eradicate }

inflation are nece saryﬂprecondltlons for the restoration of growth.
The-brief &nd somewhat incidental mention made on. ‘page 2 1§ not’ T
sufficient, particularly since it follows a statement that the process
is unsustainable over an extended period of time. This oversight is
particularly unfortunate in a speech delivered in Argentina at a
critical time for the program. Indeed, the speech could give comfort to
opponents of the official strategy in the bald statement that "vigorous
adjustment efforts made in Latin America have been largely'at the
expense of growth" (page 12).

The second most important weakness is the wild exaggeration of
the scale of new resources ("...we are talking about a quantum leap in
resource availability....” (page 18)) which necessarily limits the
attention to the mobilization of domestic resources and adds to pres-—
sures for expenditure increases. ‘

Finally, with regard to what has been achieved so far in
dealing with the debt crisis, the speech is excessively deprecatory.
There is even a hint that the role of the Fund should be lessened when
the limiting word "often” is used in relation to the future Fund role.

~~~~~~~~

L

,,,,,,,,,,

As a minimum, this WoTrd could be dropped. Hopefully, some additions
could be made stressing the progress made toward achieving the right
posture. —

cc: Mr. Beza
Mr. Brown



40 Office Memorandum 7

TO: 'f;The Managing Director DATE: December 5, 1985
- |The Deputy Managing Director

FROM: /5/S. T. Beza ﬁ)ﬂ

K

, SUBJ@Q@X/ Mr. Clausen's Buenos Aires Speech
\ \\ ,/

= _”
_/"

I have several difficulties with the speech.

1. On pages 2-4, the speech indulges in hand-wringing over
developments that no one can change. In respect of the period 1982-84,
the speech refers to sacrifices that cannot be sustained, restraints on
imports, neglible per capita income growth, austerity measures not
permitting economic activity to keep pace with labor force growth,
declines in the standard of living that are not acceptable, etc. This
collection of phrases gives a misleading message. The fact of the
matter is that domestic expenditure had to be brought down in relation
to income from the level of the late 1970s-early 1980s in the heavily
indebted countries, and this fact will not change. In time, with good
policies that promote output growth, domestic expenditure will rise
again, but it will have to be more nearly “"earned” than in the past
period just mentioned. Incidentally, the last sentence of the first

_full paragraph of page 2 (the sentence praising the Argentine

authorities) would need to be developed on its own—-it does not fit with
the material surrounding it.

2. Pages 5-6 refer to a disappointment about economic
prospects for the heavily-indebted Latin American countries, followed by
an indication that the Bank never thought the debt problem could be
solved overnight (who did?), but then followed by a confession that the
Bank overestimated what would be forthcoming in voluntary capital flows
and underestimated the degree of suffering there would be until a
(satisfactory) growth path was reached. These passages are damaging in
that they suggest that a smooth road was in sight but it has now turned
to be much more treacherous. For example, we did not think that
significant voluntary new credits from the banks would become available
to Brazil and Mexico in 1985 and 1986 (in fact in 1984 the authorities

of these countries started to play down their external financing
requirements).

3. On pages 8-10, the speech falls into the trap of referring
to debt-service obligations as drains‘%; domestic savings, the problem
of the debt-overhang sitting as a dead-weight on the shoulders of the
heavily indebted countries, and savings that might finance productive
investments being mortgaged to meet debt servicing obligations. Put so
insistently, it would not be surprising if the debtor countries were to
respond that part of the debt should be forgiven.



4, On page 12, there is an unfortunate reference to vigorous
ad justment efforts made in Latin America having been largely at the
expense of growth.

5. On page 18, line 4, I would suggest that "often” be
deleted. The absence of "often” would not mean "always”, but the
presence of "often” will ralse questions.

6. On page 18, the second full paragraph is clearly an
overstatement in referring to a quantum leap in resource availability to
support new programs. Such a presentation is not in line with the
proposals that have been advanced.

A 7. On a few other points: (p. 14) it is not prudent to say
that this group of countriles has been too dependent on commodities (they
often have penalized primary production as the Bank is very much aware)
and to suggest that manufactured exports should be encouraged; (p. 17)
the last two paragraphs of this page seem to me to be too mechanical in
dwelling on projections of macroeconomic variables, and thus do not give
adequate attention to the policies needed for sustained economic growth.

»cc:  Mr. Finch/Mr. Guitian
Mr. Brown V
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December 3, 1985

Dear Jacques: M Wil

Enclosed is a copy of my speech which
will be delivered next Monday in Buenos Aires.
As I mentioned to you, it describes the debt
problem and discusses the importance of resumed
growth for reducing the debt servicing ratio.
It also describes the impediments to resumed
growth and outlines the concerted actions re-
quired by all participants to make sustainable
growth a reality.

Warm regards.

Sincerely,
Mr. Jacques de Larosiere
Managing Director
International Monetary Fund
IMF 12-300C
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~ HASHINGTON-(DJ)=--NORLD BANK PRESIDENT Aod. CLALSEN )
MONDAY OUTLINED THE POLICY ACTIONS THAT THIRD- WORLD DEETOR % W 3[

NATIONS MUST UNDERTAKE IF THEY EXPECT TO GET NEM LOANS AND h«/ l f
OTHER INTERNATIONAL CAPITAL FLOMS TG WELP PUT THEIR - | <:> ?9“6‘” “
ECONDNIES ON A PRTH TO SUSTRINED GROMTH. - | . '

IN A SPEECH PREPARED FOR DELIVERY IN BUENOS AIRESs (_/) “AJ' é}aaav;ezvv\

~ CLAUSEN SAID THE WORLD BANK "18 READY AND ANXIOLS® TO PLav
A KAJOR ROLE IN ASSISTING THE DEBTOR NATIONS.

BUT CLAUSEN ALSO STRESSEDs IN CONSIDERABLE DETAIL,

KHAT HE CALLED THE KEY FEATURES OF THE ECONOMIC PROGRAMS
YHRT THE HIGHLY-INDEBTED NATIONS NEED T( UNDERTRKE, IF THEY
ARE TO GET MEW LOANS FROM COMMERCIAL nauxeas AND
INTERNATIONAL LENDING AGENCIES.

SUCH PROGRAMSs HE SAlDy MUST ENABLE ERCH caunrnv T
RCHIEVE A REASONABLE.RATE OF GROMTH AND SUBSTANTIALLY
REDUCE 1T$ DEBT-SERVICE nnrzo T0 A SUSTAINRBLE LEUEL BY f
SPECIFIC DATE.* -

- "EACH PROGRAM)® HE cﬂuTxuuan. ‘°HUULD FIRST SET roarn
R FEASIBLE AND ATTAINAELE TIME PATH OF KEY AGGREGATE
UARIABLES, EXPORTS) INPORTS) SAVINGSs INVESTMENT AND GROSS
NATIONAL PRODUCT OUER THE MEDIUM-TERM. 1T SHOULD SPELL OUT
THE GROMTH RATE OF THESE KEY VARIRBLES THAT RRE JUDBED
FERSIBLEs, AND THAT PERNIT A GRADUAL RESTORATION OF |
SUSTRINABLE DEBT-SERVICE RATI0S BY THE END OF THE PERIDD.
AND THE CAPITAL FLONS ESSENTIAL TO THE FULLOHIHG OF THIS
PATAH WILL NEED TO BE ESTIMATED. PR s

WHILE THE ECONOMIC PROGRANS WILL UARY FOR INDIVIDUAL | ‘;;1:5/L“
DEBTOR COUNTRIES) ‘CLAUSEN SAID "THE PROGRAMS SHOULD SPECIFY S e
THE POLICY NEASURES NECESSARY TO ACHIEVE THEIR OBJECTIVES.®

- DEVELOPING SUCH GROWTH-ORIENTED counras PPOGERNS; '

CLAUSEN SAID) - 'H!LL OFTEN N o >
VA A ‘ i
':>‘~<nJ 1zrosnss 1953&nv>

. =MORLD BANK PRESIDENT OUTLINES STEPS DEVELOPING NATI |
uhsr UNDERTAKE 10 BRERK OUT OF DEBT cRISIS - op¢',%)

C sorona 'L‘ wr

:‘\k.\




APl I 5 kot 4

?“QOQLD xaux PRES[BENT auxanse srsps -4~'5 o

tLﬁUSEN ﬁLSD EXPRESSED CGHEEPH GUER THE SLON RESPOHSE

*‘é??raon COMMERCTAL. BANKERS TOTHE PROPOSAL PUT FORWARD BY U. s.;iﬁ_:“f’f IR

o TREASURY SECRETBRT JQHES SHKER IN-ERRLY . BETOBER FOR.

. 'STEPPED-UP LENDING BY COMMERCIAL BANKS AND SUCHAGENCIES BS ° . .
- THE HORLD BANK TO DEVELOING COUNTRIES THAT AGREE T0 cﬁﬁR?i' e

1f§§our NECESSARY ECONONIC ADJUSTHENT EFFORTS: .. "% + &
" HE EMPHAGIZED. THAT ALL PARTICTPANTS IN'THE NEW
-~ THRD-MORLD "DEBT STRATEQY"- HAVE T0 ﬁaue ﬁnzan HT THE SﬁHE

'yﬁﬂYIHE MITH: ‘CG&CERTEB’ ﬁtTIﬁHQ. R

. THESE “BRE nar aéauaurxaL acrzeus.n us aﬁnan.wi S
80" FARY CLAUSEN. SRIDy THERE -ARE "FEN SIGNS OF A .

w RESﬂHPTION OF UOLUNTARY COHNE&CIHL zana LENBIHG“ TB rae
: ;.ru:nn WORLD DEBTOR NATIONS, e

. CLAUSEN) HHO WENT TO: ssurn'aaeaxta LAGT HEE ra canrsﬁ ;_%.: RCa

" WITH GOVERNNENT OFFICIALS AND BUSINESS LERDERS N LRUGUAY). =~
ARGENTINA AND -AND ‘ECUADOR) SHID THAT LATIN RNERTCAN DEBTOE . - =

 COUNTRIES WADE REMARKRBLE FRUGRESS IN THE 1384-1965- Peexaai,ﬁj.:f~"f”«~~ .

TN REDUCING THEIR tURRENT-ﬂCCGUNT IﬁTERNﬁTJ&NHL Pﬁ?ﬁEHT‘
CBEFICITS, ..
HOWEVER: - THE. R nanx orrxcxat SOHE ruxu&s HﬁUE

- *GONE ‘WRONG® AND TODAY THERE APPEARS TO BE GROMING couceau“f:f;:';,N‘:;ln.ﬁ.;
. RBOUT THE GRONTH PROSPECTS FOR LATIN ANERICAN COUNTRIESS, . .0 0. " ' 0

L *SUCH DpUBTSs* CLRUBEN . SﬁID! SARE LﬁRﬁELY ENGENDERED.

a) REALIZATEDN  THAT: THE RESUMPTION  OF GRONTH/ MHICH 18 . T g

| RBSOLUTELY ESSENTIAL IN THE: HEHUILY ~INLEETED COUNT&IEé:

- CANNOT TAKE PLACE WITHOUT ADEGUATE RESOURCES TO SUPPORT fﬁz :’ .
- INCRERSING INUESTHENTS AND CONTINUING POLICY. REFORNG WHICH ™ . ..
ARE NEEDED T0"SECURE THATGROWTH: ON h SUSTAINED ‘BASTS. BUT -

THE AVAILABILITY OF THESE WESOURCES 16 THRERTEH&B FRGN A
Qa&xerv OF QUARTERS: BOTH- EXTERNAL AND DORESTIC, ™"

"AND' THAT) WE SALDY *HAS GIVEN RISE 10 FEARS THAT EUEN. jji;[gT%{§?5i‘ 2

‘:}COURTRIES HHTCH. HHUE UNDERTAKEN" SIGNIFICANT BONESTIC

 ADIUSTHENTS HAY GET-CAUGHT IN-THE LOW. INUESTHENT-Low ekaarul}f'f;ff;,°f£‘t‘i,f

CUARRR. . i i

L tHE nucr acr TQBETHERs usu1 ra PREUEMT ruar 'akffggif'ff?i T S

-(BJ~12 09-85 20228“T)
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A suggestion for thé implementation of the Baker Plan 547

Among the 15 countries singled out by the Baker Plan to bemefit
from increased contributions by commercial banks, (the "Banks®),
three : Mexico, Brazil and Argentina have started a process of
privatization of state—owned enterprises.

The sale of 7 X of Petrobras equity for $§ 400 million on the local
stock exchange represent the most significant example of this trend.

A gfeater percentage of Petrobras shares could have been issued 1f
not for the fear of swamping the limited facilities of the exchange.

Hence, the idea to connect this process with the implementation of
the Baker Plan.

In the three countries eligible for special treatment because of
their privatization policies, the Banks contribution to the Baker
initiative could either represent a set percentage of their open claims
as in all the other 12 countries and/or take the shape of an equity
investment to the same amount.

An Equity Trust Fund (the "Trust”) would be set up in each of
these countries (Mexico, Brazil and Argentina) in which the monies paid
in the Banks would be accrued in local currency at a fixed exchange
rate against US$. The domestic currencies thus made available would be
used to purchase shares of state-owned enterprises offered on the local
stock-exchange.

In recognition of their contribution, the Banks would receive
from the Trust, Convertible Investment Certificates (the "Certifi-
cates”) denominated in local currency with the indication of the rate
of exchange against US dollar. These Certificates would bear interest
on their nominal face-value at a rate of interest to be determined
(these points will have to be studied in detail. Indeed to pay a
guaranteed interest in US$ supposes firstly that a way is found to
bridge the probable gap between the amount of dividends received by the
Trust and the interest charge, secondly that foreign exchange transfer
authorizations are automatically granted at the exchange rate indicated
on the Certificates).

The Certificates would have a life of seven years after which they
would either be redeemed by the countries involved in the scheme, at
their nominal face-value, or converted into ordinary shares of the
Trust at the option of the Banks (the obvious choice if the value of
the Trust has appreciated).

ssadwss
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If a way could be found to give the holders of the Certificates
the right to convert into stocks owned by the Trust rather than in
shares of the Trust, the value of the Certificates would be enhanced.

The setting up of the Trusts, and the maximum amounts to be paid
in annually, will be negotiated, country by country, by the World Bank
whose responsibility it will be to manage these Trusts and especially
declde which shares of enterprises to be privatized to purchase and in

what amount.

Furthermore, the World Bank, to affirm its position as a prime
mover in the process of implementation of the Baker Plan and in the
enlargement of the private sector in developing countries, may well
decide, through specially designed loans, to partially match the Banks
contribution to these Funds.-

A decision by the World Bank in that direction may prove to be,
for the Banks, & strong inducement to choose the equity rather than the
debt approach of the Baker Plan.

Pierre Haas

PH/mbp
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December 2, 1985

MEMORANDUM FOR FILES

Subject: Meetings of the Committee on Financial Markets,
November 20-23, 1985

A report on these meetings has been prepared by Ms. Eken of
the Paris Office. This memorandum provides additional details focusing
on discussions concerning the Baker Initiative.

Both the US and European bankers present welcomed the Baker
Initiative as being a timely response to the deterioration in the debt
situation which had occurred during the last year. They thought that
sustained ad justment efforts would require politically acceptable growth N
rates in developing countries. Such growth rates could be achieved S~
through comprehensive economic policies, which included both demand
management and supply oriented policies, combined with greater lending
by official agencies and by commercial banks. For the initiative to
succeed, a coordinated effort by all parties was necessary. The U.S.
banks, in particular, stressed that the Baker initliative was a political
initiative. It therefore needed the political support of both the
developing countries and industrial countries. The U.S. banks were
concerned, however, that the requisite political support had not yet
materialized. 1In this regard, support by industrial countries for
greater lending by multilateral development banks, as well as for a
general capital increase at the World Bank, were viewed as important
signals of political consensus.

There was an agreement among the banks and the officials that
implementation of the Baker initiative should precede on a case-by-case
basis. Furthermore, they concurred that conditionality should be
associated with the disbursement of any additional lending to the Baker
group of developing countries. Bankers in particular welcomed the
continued central role of the International Monetary Fund and were
encouraged by the proposed expanded role for the World Bank. They
however were uncertain how collaboration between the two institutions
would work in practice and how banks would link disbursements of their
loans to the disbursements by the World Bank and the Fund.

Regarding the design of comprehensive policy programs, bankers
gsaw the Fund providing expertise in the area of demand management, while
the World Bank would focus on the evaluation of the investment programs
and determine the necessary structural reforms. In discussing struc-
tural reforms, bankers expressed concern that implementation of such
reforms may prove politically more difficult than the macroeconomic



policies recommended by the Fund. In pafticular, Mr. de Lattre of the
IIF noted that structural reforms were often opposed by vested interests

which were very important politically.

Additional details on various aspects of the initiative were
sought by the participants especially those from Europe and Japan. Some
bankers (e.g., U.S., French, and Spanish) questioned whether the amount
of $20 billion would be sufficient to finance the targeted growth rates,
while other bankers (e.g., German and British) wondered whether. that
amount was too ambitious Iin light of the present downward trend in bank
lending. Several bankers were also fearful that their endorsement of
the Baker initiative could result in even larger requests for bank
lending in the future to the Baker group of countries or to an expanded
group of countries. Banks, however, seemed less concerned about
expansion of the list of countries because they recognized that the
present list was not all inclusive. A major issue to many European
banks was the distribution of loans among the countries on the list.
They thought that the distribution should reflect the varying interests
and exposures of the different national banking groups. They were also
concerned that large percentage increases in exposure to certain
countries (e.g., Mexico and Argentina) might leave meager resources for
the remaining countries on the list.

Bankers felt that supervision practices should be adapted to

.support the Baker initiative. They thought that a conflict existed

between the objectives of domestic and international prudential
regulation as efforts to improve the soundness of the domestic banking
system could result in disincentives for international lending that
might undermine the quality of international assets. In this regard,
U.S. bankers pointed to the less flexible attitudes of state bank super-
visors compared with federal supervisors. This difference in attitude
was cited as a factor in the reluctance of small banks in the United
States to participate, in new money packages. Many banks also thought
that bank supervisors could support the Baker initiative by exempting
new lending, especially where such lending was cofinanced with  the World
Bank, from mandatory provisioning requirements. Officials from the G-5
countries indicated that they supported the Baker initiative, but that
they were not prepared to alter their supervisory practices. Only two
countries (i.e., Netherlands and Canada) exempt at present cofinanced
loans with the World Bank from mandatory provisioning requirements. The

‘Netherlands reported that it was considering terminating the special

status of these loans because cofinanced loans have been rescheduled.
The lessening of bank cohesion was cited as being an urgent
problem that needed to be addressed within the context of the Baker
initiative. The growing diversity in banks' attitudes was felt to stem
from several factors including long-term business interests, provision-
ing, and the concentration and level of exposure. On the later point,
banks indicated that some banks with small exposures had succeeded in
writing down or selling off their claims on certain developing"
countries. Comsequently those banks had little interest in new lending




to those developing countries. U.K. and French banks expressed the view
that the "small bank" problem was primarily a U.S. problem. Assembling
the critical mass for a new money package was less difficult for U.K.
and French banks because approximately 90 percent of their exposure to
developing countries was concentrated in about half a dozen banks,
European and Japanese banks stressed however the need for fair burden
sharing across national groups of banks and seemed willing therefore to
explore new techniques that promote such equitable burden sharing.

Several techniques for dealing with the problem of banks with
small exposures were put forward for discussion during the course of the

meetings, but no one technique seemed to gain wide acceptance, First,
some U.S. banks suggested the use of country specific trust funds as a
means to ensure greater participation in new lending by all sizes and
‘mationality of banks. Such a fund could permit banks with small
exposures to avold formal commitment by their credit committees 6f new
loans to debtor countries. Second, Mr. de Lattre proposed exit bonds be
made available to banks with small exposures, but only if these bonds
were available at a deep discount. Third, banks in Germany and Spain
thought that capitalization of interest would make it easier for banks
‘with smaller exposure to participate by avoiding approval of their
credit committees. One objection raised to interest capitalization by
U.S. banks was the potential loss of leverage over debtor countries'
policies. Without adequate adjustment efforts by the debtor countries,
the U.S. banks felt that the debt burden of these countries would only
become more onerous and the prospect of prompt servicing of the debt
more remote. Fourth, guarantees by the World Bank, such as for Chile,
were proposed as a technique. The representative from the World Bank
made it clear that the World Bank would not extend guarantees on a large
scale, but he did indicate that in certain special cases guarantees
could serve a useful role in promoting bank cohesion. The U.S. Treasury
representative basically concurred stating that guarantees by the World
Bank would be appropriate only in very rare circumstances.

During the meeting the World Bank came under some sharp
criticism for certain aspects of 1ts cofinancing program. In partic-
ular, some banks expressed dissatisfaction that cofinanced loans had
been included in recent restructurings (e.g., the Philippines) and/or
new money packages (e.g., Colombia). Moreover, in a number of cases,
interest payments to banks with cofinanced loans have been delayed,
while interest payments to the World Bank have remained timely. For
this reason, some banks were seeking pro rata sharing of interest
receipts by the World Bank with commercial banks. Banks also expressed
dissatisfaction with continued disbursements by the World Bank to a
country even after the country had interrupted serving of its debt to
commercial banks. Thus, some banks wanted cross default clauses on
cofinanced loans. The impact of greater lending by the World Bank under



the ‘Baker initiative on the creditworthiness of the World Bank was also
raised by some officials (e.g., the Netherlands and Germany). ’

%
G. Russell Rincaid ‘

Assistant Division Chief
International Capital Markets Division

cc: Mr. Fineh (on return) /
Mr. Beveridge
Mr. Guitian
Mr. Hino
Mr. Watson {on return)



INTERNATIONAL MONETARY FUND

FINCH, C. DAVID &47

ROOM 5-100 11

PRESS RELEASE NO. 85/37 FOR IMMEDIATE RELEASE
: ‘December 2, 1985

Statement by the Managing Director of the International Monetary
Fund and the President of the World Bank on the Debt Strategy

On the occasion of the Annual Meetings of the International
Monetary Fund and the World Bank in Seoul, Korea, in October, the
Governor of the Fund and the Bank for the United States, Secretary of
the Treasury James A. Baker, III, outlined "a program for sustained
growth”, an initiative to strengthen the international debt strategy.
The essential elements of that initiative could be summarized as: first,
the adoption by "debtor countries of comprehensive macroeconomic and
structural policies, supported by the international financial insti-
tutions, to promote growth and balance of payments adjustment, and to
reduce inflation"”; secondly, a continued central role for the IMF, in
conjunction with an enhanced role for the World Bank and other multi-
lateral development banks reflected in increased and more effective
structural adjustment lending; thirdly, "increased lending by the
private banks in support of comprehensive economic adjustment programs”.

In recent discussions by the Executive Boards of the two institu-
tions broad support was expressed for this debt initiative, which is
geared to dealing with the problem in the context of growth and
adjustment .

The President of the World Bank and the Managing Director of the
IMF wish to express their strong support for the initiative which, given
the urgency of the problems, should be translated into positive and
concrete actions as soon as possible.

The IMF and the World Bank, in close collaboration, are ready and
willing to play their parts in the implementation of the initiative and
to that end will cooperate fully and constructively with their
membership and with all parties in these concerted efforts to deal with
debt problems and establish the basis for sustained economic growth.

External Relations Department ® Washington, D.C. 20431 ¢ Telephone 202-623-7100
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INTERNATIONAL MONETARY FUND

November 22, 1985

TO :- The Managing D

FROM: Leo Van Houtven

You may perhaps hayé seen the record of

the statement made by Mr. Stern on Secretary Baker's
debt Initiative to the Zank Executive Board on
November 12, 1985. Somé, but not all Fund Executive
Directors have received a copy through their Bank
counterpart. The question has been put to me that

in transmitting to Mr. Clausen your summing up of

the Fund's Board Capital Markets and Baker Initiative
discussion, you may perhaps suggest that Mr. Stern's
statement be made available to all Fund Executive

Directors and senior staff.

Attachment

cc:u/éﬁe Deputy Managing Director
Mr. Brown
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FROM: The Deputy Secretary Hoverber 19, 1635

COMMITTEE OF THE WHOLE MEETING - NOVEMBER 12, 1985

Statement by Mr. Stern

As requested by Executive Directors, attached hereto is a copy of

the statement made by Mr. Stern at the meeting of the Committee of the Whole

on November 12, 1985.

Distribution:

Executive Directors and Alternates
President

Senior Vice Presidents

Senior Management Council

This document has a restricted distribution and may be used by recipients only in the performance
of their official duties. Its contents may not otherwise be disclosed without World Bank authorization.
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As you know, Secretary Baker's proposal refers to a list of 15
middle-incane ocountries, (Argentina, Brazil, Chile, Mexico, Venezuela,
Nigeria, the Philippines, Bolivia, Colambia, Ecuador, Peru, Uruguay, the
Ivory Coast, Morocco, and Yugoslavia). And it was proposed that, for this
list of countries, the commercial banks ought to cammnit themselves to
increase their net outstandings by same $20 billion over three years, and
that the multilateral development banks should increase their disburse-
ments to these countries by an approximately egual amount over this
period. About 60 percent of this would be by the World Bank. I mention
these nunbers because they are relevant to the camments made in various
meetings. . :

Since the IIF meeting two weeks ago, the commercial banks have
established a coordinating comittee, representing banks fram the United
States, Canada, Switzerland, Japan, France, Germany, and the U.K. This
camittee of approximately 17 banks—and there may be additional members
later— oonsists of chairmen of the Advisory Committees which have dealt
with the rescheduling exercises in the last several years. It is the
intention that this group be the principal conduit for negotiations with.
the U.S. Treasury in fomulating the response to Secretary Baker's
proposal. This group also wishes to discuss the role of the World Bank and
the IMF in individual countries. The IIF would not serve as the channel
for these discussions, but might provide technical support to the coor-
dinating cammittee.

Last week Mr. Erb and I met with the coordinating group in New
York. My assessment is that the banks are making good progress in con-
sidering how to respond to Mr. Baker's reguest for a cammitment of $20
billion in support of growth-oriented adjustment programs. Thinking is
also progressing on how such a camitment might be implemented in
individual country cases. Many issues are on the table and, as yet, there
are few conclusions, Each group of banks on this canmittee is to be
responsible for contact with their national groups of banks. In the
United States that effort is being headed by Morgan Guaranty, which has
already convened a meeting of U.S. regional banks to consult with them on
how the U.S. banking canmmunity might respond to Secretary Baker's reguest
for a commitment.

The non-U.S. banks at the meeting reiterated what they had said at
the IIF meeting, namely that they had not yet heard fram their goverrments
and hence wanted to wait before considering in detail how to respond.
Nonetheless, I think, there is general acceptance of the principle by
these banks that in appropriate circumstances——that is, if there is a
satisfactory program which both the Fund and the Bank can monitor and a
growth~oriented adjustment program designed to enhance the creditworthi-
ness of these countries over the medium-term—that they would be willing
to participate in financing such programs.



I reported two weeks ago on the initial meeting that was held by
the International Institute of Finance to discuss the response of the
camercial banks to the proposals made by U.S. Secretary Baker in his
address to the Bank Governors in Seoul. Since then, as Mr. Clausen has
indicated, there have been a number of other meetings, and we thought it
might be useful to brmg you up-to-date on those dlscussmns and the work
that is in progress in various fora.

All of you are familiar with Secretary Baker's speech in Seoul,

which contained the proposal relating to the heavily-indebted mid-
dle-incame countries. I just want to note, before we turn to the subject,
that as Mr. Clausen indicated, the United States has proposed two dif-
ferent initiatives-—one, relating to the middle-income countries, and I
will turn to that in a mament; and the other relating to low-incame
countries which revolves around the availability of trust fund resources

~ in the IMF, their use in support of adjustment programs for countries with
ocontinued acute balance-of-payment problems and the need to support those
countries, in addition to the use of the trust fund resources, with other '
sources of funds. '

Discussions on the latter proposal are also proceeding both in
the Fund Board as well as bilaterally. The two proposals rest on the same
two basic principles, namely that it is urgent to develop adjustment
programs which contain a significant element of growth; and that it will
require more external capital if the growth objectives are to be achieved.

We believe that both principles are vital.

Let me now turn to the discussions- whlch have taken place regard-
ing the middle-incame countries.

In the middle-incame highly-indebted countries, growth in the last
several years has been very low. We think that there has been same
recovery in 1985 but even so, for the period since the debt crisis started
in the early 1980s, there has been a sharp reduction in disposable incame;
savings rates have dropped, although there is same recovery in 1985;
investment programs have been cut substantially, in same cases emascu-
lated, with heavy costs for future growth; and the adjustments which have
been undertaken have had a serious impact on real wages and in same cases
have led to increases in malnutrition and other manifestations of poverty.

We believe it is correct, as indeed we have argued for same time,
that adjustment programs need to do two things: one, move beyond the
adjustment measures which have been taken so far; and second, incorporate
a significant resumption of growth.



Quite a lot of activity is in progress to expand the consultation
with major capital exporting countries. There is a BIS meeting this week
in Basel where, no doubt, the opportunity will be taken to discuss the
objectives of the Baker proposal and the reguest for a cammitment by the
commercial banks.

There also will be two relevant meetings in Paris this week-
Working Party III of the OECD which has on its agenda the debt problem and
so will be a natural forum for further discussion of this initiative. The
Deputies of the G-5 also will meet and are expected to discuss the U.S.

proposal and any actions they mlght take to encourage their national banks
to participate.

In addition, I am sure all of you have read that Mr. Mulford, the
Assistant Secretary of Treasury, has gone to Argentina to discuss with one
of the heavily indebted countries, which is in the middle of a major
adjustment program, its reaction to the proposals. He will be followed, I
think, either later this week or early next week, by Mr. Volcker, on a
similar mission.

We would expect that, after the discussions in Basel and Paris,
the non-Zmerican banks will be in a better position to judge how they
might participate in responding to Mr. Baker's proposal.

At the Friday meeting with the cammercial banks, there also was
discussion about the list of countries and what it meant, and about how
specific the $20 billion was. The general conclusion was that the list
will need to be flexible over time. It is, of course, a list of countries
which are highly indebted and which need to deal with their adjustment
problems. But there may be other countries which should be added, and not
all of the countries on the present list may act to formulate an
appropmate adjustment program in the near future. But the prevailing
view was that the list was a reasonable starting point, although same
would, at the margin, have made different choices.

And fram that, of course, it follows that the $20 billion cammit-
ment requested fram the cammercial banks is a general objective. While
it is very important, in terms of conveying to the countries considering
growth~oriented adjustment programs, that resources will be available to
finance these programs and this is crucial-—the exact amount required
will have to be decided in each case.

The discussions also dealt with the nature of the adjustment

programs, the nature of Bank/Fund collaboration, and the World Bank sup-
port of adjustment programs. .

Let me cover these three aspects briefly. The nature of the
programs that are implied in Mr, Baker's proposal are programs that we are



familiar with in this Board. The changes required are those that we have
supported with our structural adjustment lending. And our lending as well
as our policy work has had as its objectlve the resumption of growth. But
I think what will be reguired beyond that is a more systematic approach, a
more canprehensive approach, a more 1ntegrated approach.

Essentially, these programs should have two objectives: namely, a
reduction in the debt service ratio over a period of time, and a develop-
ment program which is based on a reasonable rate of growth. What a
reasonable rate of growth is, and how rapidly the debt service ratio can
be reduced will, of course, be determined in the context of each country
situation. But both objectives need to be present.

And based on those two objectives, it will be possible to calcu-
late a number of other major objectives; such as growth of exports;
investment levels, both public and private; savings levels, expectations
as to the budget reguirements and so forth. The purpose of the projec-

tions would be to identify the policy measures that might be needed to
achieve the objectives with a reasonable degree of certainty.

While these objectives, and the associated policy framework, can
be defined broadly for a five-year period; they will need to be flexible
and subject to reqular review., Specific measures for the first year would
be agreed. Flexibility to undertake mid-course corrections will be impor-
tant because there are marny changes in the international erwviromment which
are likely to occur and which the debtor countries cannot control. And
any program with its associated financing package needs to be constructed
with the flexibility to respond to unforseen developnents, both internal
and external.

But essentially, the kind of program framework built around the
object:.ves of growth and enhanced creditworthiness is what we envisage
and what is, I think, generally accepted.

In tems of Bank/Fund assessment of these programs, it implies
a different approach than in the past in the sense that it will reguire an
earlier assessment of resource availabilities. And that is why the
indications of commitments fram the cammercial banks and fram the MBs is
important. In order to fomulate a program which has a specific growth
objective as well as an objective to reduce the debt service ratio, it
is crucially important to have a good understanding of the external
resource ervelope, as well as of the damestic resource mobilization
effort. If one has an assessment of the external resources likely to be
available early in the process, it facilitates constructing programs which
incorporate an explicit growth objective rather than allowing growth to be
calculated as the residual. If, as has occurred in the past, the
availability of external resources is unclear at the outset, and one tries
to strike the best possible deal in terms of new money packages, there is



a risk that the resources for growth are squeezed. So the shift implicit
in the Baker proposal is a very important one.

On Bank/Fund collaboration, Mr Erb and I indicated that we did not
believe that major changes in the system of collaboration would be neces-
sary. As we have mentioned before, in the last several months the Fund
has issued instructions to its staff on collaboration, and we have issued
a parallel note to Bank staff. We believe that these two sets of
guidelines are adequate. They formalize what has been going on for same
time now—effective exchange of views before missions leave, participa-
tion in each other's missions whenever appropriate, debriefing upon return
of missions and, where we are both engaged in supporting structural adust-
ment programs, an active exchange of views throughout the processing of
the Fund's papers on standbys or EFFs, and our processing of structural
adustment lending. Obwviously, we will need to give further thought to how
we can best help develop integrated and camprehensive programs of growth
oriented structural change on the basis of which Fund programs and Bank
structural adjustment lending or sector adjustment lending could be based.

There are in the minds of commercial banks also, a number of
issues relating to their collaboration with the World Bank. They relate
to monitoring and to what we can call camfort issues.

On the monitoring side, I think the discussions have been very
fruitful. We have been able to point to past activities where the commer-
cial banks and the Bank and Fund have collaborated closely such as Costa
Rica, Morocco, Chile and Colambia. There is now a better general under-
standing that World Bank loans have quite explicit performance objectives,
that these are monitored regularly, and the countries concerned have been
prepared in the past, and presumably will be in the future, to convey to
the camercial banks the results of the assessments by the Bank and Fund
of progress on agreed objectives. There probably will be issues in the
- country context to be worked out but I think at the general level the
monitoring issue is no longer acute.

On the matter of camfort for the commercial banks, many questions
were raised. While we made considerable progress in developing an under-
standing of what the nature of our collaboration could consist of, this
issue will continue to be explored by the cammercial banks.

Secretary Baker's proposal called for an increase in exposure by
both the private camercial banks and the multilateral development
institutions. That clearly means that the multilateral develoment
institutions should not assume the risk of the increase in exposure which
the coammercial banks are being asked to undertake. To the extent we
provide formal camfort—in the fomm of guarantees or pari passu sharing
arrangements——that would be part of the increase in MIB exposure and not
part of the $20 billion increase in cammercial bank exposure.



Simply stated, that proposition is almost self-evident but it is
by no means fully accepted yet and a lot of discussions still circle
around it.

Because the provisioning which has taken place in the U.S. and in
other OECD countries is quite different, the U.S. and non-U.S. banks take
different views of their risks. This also leads them to take different
views of expanding exposure in order to enhance the security of their
current outstandings. This, in turn, leads the U.S. banks to be more
concerned with additional camfort that the MIBs might be able to extend.

The issue of comfort has been neatly encapsulated in the slogan of
"equal partners". That sounds good and it is hard to suggest one does not
want to be an equal partner. Nonetheless, we pointed out that equality in
a narrow financial sense is neither feasible nor desirable. We tried to
explain what our concept of partnership is and I think we made a good deal
of progress.

In addition to the basic proposition mentioned earlier, i.e., that
it is not the intention that the MIBs take the risk of the incremental
exposure of the cammercial banks in addition to their own, we have tried
to explain that equal partnership has to be seen in the context of what
the respective institutions can contribute.

The camercial banks initially defined egual partnership to mean
that egual remedial actions should be undertaken in case programs go off
the track or delays in debt servicing occur. This meant to them explicit
legal linkages to our lending, such as mandatory cross-default clauses.
Other aspects would involve sharing of proceeds which would imply that we
should give up our preferred creditor status, in case there are delays in
debt servicing, And they defined equal partnership to mean that we ought
to participate in rescheduling, at least insofar as the additional funds
are concerned. '

We stressed that this approach misconstrues how the World Bank
can be most helpful. The initial approach of the cammercial banks essen—
tially suggests that the World Bank and the IIB should behave like commer-
cial banks. The basic point is, of course, that if we do, we will have
nothing of value to contribute to the partnership because it eliminates
precisely what we bring to this partnership. We are central to the
achievement of the objectives of growth oriented adjustment because we are
an advisor to the developing countries, seen as reasonably impartial, not
representing anyone's interest except that of its members, and with an
independent professional judgment. If we lose that reputation and that
capacity, then we immediately lose our ability to help countries formulate
their programs. And the foundation of the increased security of the



camnercial banks is precisely in having feasible growth oriented programs
of structural change mplenented effectively.

We also pomtea out that the equal partnership concept, as con-
templated by the cammercial banks, would not help them very much in finan-
cial tems. The current outstandings of camnercial banks are about 10
times as large as those of the MIBs together, and in cases of protracted
delays in servicing, the servicing of the MIB debt, even if shared, would
be an insignificant financial benefit compared to the costs. Similarly,
in cases of rescheduling, the inclusion of the MIBs would not affect the
financial position of the coammercial banks significantly while we, having
suspended disbursements, would lose our ability to consult with countries
on how the causes for a delay in servicing could be remedied.

There are cases today, and there have been in the past, where the
only effective channel of communication has been the World Bank or the
IMF, If there is a delay in debt servicing, even in the context of these
new adjustment programs, one wants to be able to distinguish the causes.
If they require mid-course corrections in the program, and possibly
mid-course corrections in the financing plan, it is important that the
Bank and the Fund be able to assess that just as they did the original
proposals. If the integrity of our independence is undermined, our
ability to discuss and negotiate a revised approach with a country is
impaired. In such cases, everyone's basic interest is served by having a
revised program agreed to.

There can be cases, of course, where a failure to implement the
program is within the control of the country and where the country does
not want to take remedial action. But those cases do not pose any new
policy issues for the Bank. Where we have a structural adjustment loan
and the country fails to implement the program, we do not release the
second tranche. If this occurs after the release of the second tranche,
we do not continue with the next structural adjustment loan.

In short, we emphasized that the policies which are in place
should be maintained and used flexibly if the benefit the commercial banks
see in association with us—which is the effective nnplanentatmn of
programs ‘to strengthen a country's creditwothiness through increasing its

-econamic growtl'r——are to material ize.

We, of course, also stressed the very mportant financial implica-
tions to us of changes in our perferred creditor status. If we should
lose that status, it would adversely affect our ability to borrow in the
market and affect our credit rating. It cannot be in the interest of the
commercial banks to have a weakened World Bank at a time that we are being
asked to play a major role in formulating and monitoring these adjustment
programs.
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Let me now mention briefly what we are doing internally—aside
fram going to a lot of meetings: Mr. Clausen already mentioned that we

. are preparing a paper for the April meeting of the Development Committee.

Mrs. Krueger is coordinating that effort in which all parts of the Bank
are participating. That paper will focus on the growth prospects of the
highly indebted countries and give our assessments of what is feasible
with appropriate policy measures.

Mr. Husain is chairing an effort to look at a number of the highly
indebted countries and work with the regions, ERS and the Finance staff to
see what adjustments in our country strategies and lending programs, may
be necessary; what are the opportunities, and what kind of programs may
be feasible in what timeframe. This work will be the basis for discus-
sions with our borrowers. Same of these countries are likely to came to
the market quite soon and we have defined our work program, taking this
into acoount.

Third, we have established a group consisting of Finance, the
Legal Department and the Cofinancing Unit, to work with Operations on the
issues being considered Ly the ocoordinating group of banks.

I think, Mr. Chaimman, that covers the main developments since our
briefing two weeks ago. If there are any questions, I would be glad to
try and answer them.
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Office Memorandum 5
g

.November 20, 1985

MEMORANDUM FOR FILES

Subject: Meeting with Mr. Cheysson

Mr. Cheysson, accompanied by three associates, one being from
the EC office in Washington, called on the Managing Director yesterday
evening. The Managing Director began by reviewing the results of the
Seoul meeting, paying.particular attention to Mr. Baker's initiative.

He ended by asking whether it would not be possible for the main
European countries to make public their joint support of this initiative
through some EC forum.

B .
- Mr. Cheysson, in a long reply, covered a number of points. He
began with the GATT, and emphatically stated that he thought a new round
was necessary and that it would have to cover services even if this were
done with a light hand so as to induce the support of the LDCs. He was
then lavish in his praise for the work done by the Fund on the debt pro-
blem and made particular mention of the surveillance function of the
Fund and the importance of surveillance being fully used as regards the
industrial countries. He also talked around access to financial markets
and the problem of the volatility of the exchange rate.

Subsequently, Mr. Cheysson went on to discuss the importance
for the world and also for the United States of countries other than the
United States having a satisfactory rate of growth and said that he
thought that one reason for the seeming reluctance of European Govern-
ments to support Mr. Baker's initiative was to avoid opening themselves
to a series of requests for special support from their banks.

Mr. Cheysson also touched on the role of the IBRD and said that he hoped
that their involvement could take a form that would support further
lending by commercial banks. He said that he thought that the two main

assgzg_gﬁg;;~hanks,,weremln the fields of. exporb credits and MIGA. _He
“talked in terms of a package of measures beifig announced by the European
Governments and said that it might be possible for the Commission at a
meeting of the Council of Europe early next year .to get political sup-
port for the Heads of Governments to the Baker initiative. Even if this
timetable slipped it would surely be possible in the technical meetings
that would precede the Tokyo summit to have the position looked at again

in the context of a somewhat broader group of countries.

Lastly, Mr. Cheysson mentioned the possibility of the IIF fos-
tering a trust fund that would take care of the exposures of the smaller
banks and raised a query on the policies that might be needed to prevent
further capital flight in the debtor countries. In regard to the trust
fund notion, the Managing Director strongly emphasized the need to keep
the commercial banks in the game saying that they were still a vital



player. He also stressed that he thought any form of special guarantee
should be avoided. As regards capital flight, the Managing Director
expressed skepticism about the effectiveness of controls and stressed
instead the importance of fundamental economic policies, such as
exchange and interest rates.

/ Aﬁ%a////

L.A. Whittome

ce: Mr. Guitian
Mr. Brown
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Dear 'Jacques:

Please accept my belated thanks for your personal note
outlining your views on how to involve the commercial banks
in dealing with the LDC debt problem. I understand that
David Mulford has discussed with you the ideas in your

paper.

As you know, Paul Volcker and I have been meeting with U.S.
bankers, and the views they have expressed are quite
consistent with the reactions you obtained from the
European financial community. We have also been working
closely with other major industrial countries to obtain the
indications of support from other governments which
non-U.S. banks consider necessary before committing
themselves to the program.

In this connection, I was pleased by the statements made to
the press by the G-10 Central Bankers following the recent
BIS meeting. I understand that the IMF Executive Board
recently discussed the U.S. proposals and that there was
broad support for the initiative. I am hopeful that other
governments will also provide a clear signal of support as
a result of the latest meetings of the OECD WP-3 and the
G-5 Deputies. These expressions of support will give
further momentum to the proposal.

I believe good progress is being made by the banks on a
public pledge of support, although it may take some more
time to develop the specific arrangements to meet these
commitments. In this context, I appreciate the banks'
desire to have as wide participation as possible, in order
to achieve equitable burden sharing among banks and
countries. While some form of pooling arrangement may be
needed to deal with those banks that prefer to participate
indirectly in new lending and increasing exposure, that is
basically a matter for the banks to decide. I certainly
agree with you on the need to avoid grandiose and overly
ambitious schemes.

The willingness of the banks to provide new loans depends
importantly on the borrowers' implementing comprehensive
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growth-oriented economic programs supported by the
international institutions. As you know, David Mulford has
just visited Argentina and it is my understanding that the
government is interested in taking advantage of the Program
for Sustained Growth at an early stage, and would be
prepared to consider such a program as part of the next
phase in its adjustment effort. It will be important for
the IMF and the MDB's to position themselves to encourage
and support these efforts. :

More generally, I belleve it is 1mportant that the Fund
give active consideration as to how it can best give
greater emphasis to structural reforms while preserving the
basic focus on macroeconomic policies. It appears to me
that the upcoming Executive Board review of IMF programs
and conditionality will provide an excellent opportunity to
move ahead in that direction. :

I appreciate the leadership you have shown, Jacques, in
helping build a consensus in support of this effort, and
look forward to continuing to work closely with you as the
program develops.

Sincerely,

P

mes A. Baker, II1I

Mr. J. de Larosiere
Managing Director.
International Monetary Fund
Washington, D. C. 20431
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Office Memora ndum

Memorandum for Files ; November 15, 1985

Subject: Meeting with Bankers om U.S. Debt Initiative

A meeting of 15 banks was held in New York on November 7 and 8
to discuss the Baker initiative. For much of the meeting on November 8,
Messrs. Stern and Bock from the World Bank, Mr. Curtin from the IDB, and
the Deputy Managing Director and myself from the Fund were present. It
was stressed that this group of banks, while virtually identical to the
G-14, was an ad hoc body formed to examine the nature of a response to
the Baker initiative by the international banking community. Some addi-
tional banks (including a second Japanese bank) may join in due
course.

The tone of the meeting was generally positive. The
presentations by the Deputy Managing Director and Mr. Stern on country
policies and on cooperation with the multilateral institutions were well
received. The central importance of policies aimed at restoring sus-
tainable growth was fully endorsed by the group. As regards the
financing side, these banks appeared to be looking at the Baker proposal
in a constructive manner. The U.S. banks apparently had circulated a
very preliminary draft memorandum to the group on November 7, but there
did not appear to be an agreement yet on the form that any commitment by
the banking community should take. The earlier proposal that the Fund
and the Bank should seek a general commitment from all banks on behalf
of the international community was not raised.

The main points that emerged from the session were as follows:

1. A number of banks (especially the French) were very
troubled by the list of 15 countries, and there was some questioning
whether the figure of $20 billion made sense in economic terms. As the
meeting progressed, views appeared to converge omn the suggestion by the
Deputy Managing Director that the essence of the Baker initiative was a
process——one lanvolving cooperation by all the players in their own self
interests~~to assure that adequate financing was available for countries
pursuing appropriate economic policies. There seemed to be acceptance
that the list of countries was, in some respects, illustrative, but that
the amount of $20 billion for these countries did provide a benchmark
for the scale of financing that might be involved if countries' policy
performance proved satisfactory. The Deputy Managing Director expressed
the view that $20 billion was probably a minimum amount, but stressed
that it would be wrong to see the $20 billion in terms of a maximum or a
minimum in the sense of a limit or entitlement: the key issue was how
well additional financing would be used. Mr. Stern gave the impression
that $20 billion was something of a minimum amount; Mr. Curtin said that
a three-year period was too short.




2. There was a common view that, once a general under-—
standing between the players had been reached, the initiave should be
implemented strictly on a case~by—case basis. The financing appropriate
for each country would be determined on the basis of the country's
economic policies and prospects and debt servicing potential.

3. As regards the role of the various parties, the Deputy
Managing Director and Mr. Stern stressed that radical changes in the
approach of the Fund and the Bank were not contemplated. Models for
cooperation had been developed, collaboration would continue to be
strengthened, and experience was being gained in cases where commercial
banks were linking their disbursements to sector policy reforms sup-—
ported by the World Bank as well as macro-policy programs supported by
the Fund. As regards the Fund, banks appeared to be reassured that
scope existed for the Fund to provide additional financial support in
most cases. However, the World Bank again came under strong pressure to
provide financial protection for new lending by commercial banks through
guarantees, participation in World Bank loans, or, particularly, cross-
default clauses. Mr. Stern, supported by the Deputy Managing Director,
countered this suggestion forcefully. He pointed out that excessive
rigidities in the system could result in the dialogue with countries
breaking down, and that the Baker initiative related, in any case, to
the unguaranteed portion of banks' exposure. Toward the end of the
meeting, some banks {Chase, Deutsche) were coming to a more statesman—
like position, arguing that legalities were not the heart of the
matter: the essence of their concern was to have a more general under-
standing that debtor countries would not be allowed to drive a wedge
between the lenders to the detriment of the commercial banks.

4, There was a general view that, in cases where concerted
lending was necessary, banks with small exposures should be called upon
to contribute. Participation should involve all banks, without
exemptions based on size or other criteria. The problem of modalities
was recelving attention, but without a great deal of progress so far.
Morgan (Preston) had held a meeting with U.S. regional banks on
November 4, but the main thrust of that discussion had been the
desirability of affording protection to banks with small exposures
through World Bank financial involvement. Manufacturers Hanover favored
approaching all banks in the same way as in the past, and introducing
flexibility at a later stage, if necessary. The Germans favored some
flexibility as regards the type of instrument, but stressed that any
option that penalizes nonparticipating banks would effectively need
support from national authorities. It appears likely that a subgroup
will be set up to study this issue.

5. As regards next steps, there was a general recognition
that all parties should try to make progress in parallel. At the same
time, there were signs from the French and Swiss, in particular, that
they thought the United States needed urgently to "internationalize" the
initiative, using Basle, WP3, and the G-5 meeting to begin this pro—
cesss The U.K., banks also stressed this general point, but mainly with



regard to a need for the U.S. authorities to spread the network of con-
tacts outside the G-10 to Arab, Scandinavian, and Spanish banks. The
Germans are not encouraging greater involvement by their government (but
admit, in parenthesis, that they cannot yet get any clear reading from
the Bavarian banks). The Germans also stressed that the Fund and the
Bank could help "depoliticize™ the implementation of the initiative and
place 1t on a professional footing. The Deputy Managing Director noted
that the Fund would be having contacts with most of the debtor countries
during the next few weeks. He cautioned against walting for a grand,
detailed plan to emerge. The key was to respond to each case in a prac~
tical way, avolding any grandiose financing ambitlons, and to build on
existing experience in a cooperative spirit., In this regard, the Fund
was ready to play an actlve role.

In sum, key positive features of the meeting were the
generally positive tone, the commitment to a case—by-case approach, and
quite a good understanding of the contribution that could be sought from
the Fund. But it has to be borne in mind that this group comprises
those banks with the most to lose if the initiative were seen to fall.
Even leaving aside the question of adequate policy reforms in debtor
countries, clear worries remain on the financing side. These 1nclude
the problem of banks with small exposures and the contlnuing strong
pressure for financial protection from the World Bank.

&-,
C. M. Watson
Division Chief

International Capital Markets Division
Exchange and Trade Relations Department

cc: The Managing Director
The Deputy Managing Director
Mr. Finch (o/r)~
Mr. Whittome
Mr. Wiesner
Mr. Beza
Mr. Brown
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Dear Jacques: ';vi

Just a note to express my appreciation
and thanks for joining our breakfast gathering of
senior bank managers last Wednesday. Your message
on the respective roles of our two institutions
in the aftermath of Seoul and on Fund/Bank collabo-
ration was both timely and thought-provoking. I
have received many favorable comments on your pre-
sentation which is quite an accomplishment given
the collective disposition of Bank managers at that
time in the morning. Seriously, Jacques, yours was
an extremely important message that proved to be
enlightening for us all.

I appreciate your taking the time to share
your thoughts with us.

Warm regards.

ly,

Mr. Jacques de Larosiere
Manager Director

The International Monetary Fund
Washington, D. C.
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MEMORANDUM FOR FILES /7» November 7, 1985 EU

%
SUBJECT: Meeting with Bankers on U.S. Debt Initiative %;>

At the request of Ms. Susan Segal (Senior Vice President,
Manufacturers Hanover Trust), meetings were held in the Fund and the
World Bank on Monday, November 4 with representatives of the G-14 banks
to discuss bank attitudes toward Secretary Baker's initiative. In
addition to Ms. Segal, representatives of Citibank, Dresdner Bank,
Lloyds Bank, and the Bank of Tokyo were present. Mr. Finch chaired the
meetings in the Fund and the Deputy Managing Director hosted a lunch for
the participants, which was attended by Messrs. Wiesner and Beza, and by
Messrs. Stern, Knox, and Bock of the World Bank. Mr. Bock joined the
Fund meetings, and Mr. Watson joined those in the Bank.

The banks were supportive of the U.S. proposals, although the non-
U.S. banks noted a strong concern that early steps should be taken to
"internationalize"” the initiative. The banks wanted to discuss the
roles of the different parties concermned by the initiative, with a view
to drafting a "memorandum of understanding” detailing the roles of these
parties (e.g., creditor governments, the Paris Club, export credit
agencles, bank supervisors, multilateral development banks, the Fund,
and commercial banks). 2::

As large banks, they were also seeking an official initiative to
secure a general public commitment to the Baker plan from the entire
international banking community, especially banks with small exposures
to developing countries, and to legitimize the role of the expanded G-14
as a spokesman for the international banking community. In particular,
the banks desired that the Managing Director and the President of the
World Bank telex to the international banking community a request for
their public commitment in general terms to the Baker plan. Conversa-
tions at the U.S. Treasury and the Federal Reserve indicated to these
banks that such a concrete initiative would not be launched by them.
Fund and Bank participants in the meetings indicated that a first step
would be for national governments to indicate support of the initiative
to their own banks.

Several other issues were raised by the bankers during the course
of the day.

1. Strong support was expressed for the case—-by-case approach to
addressing countries' need for external financing. The banks thought
that the countries receiving net new bank lending and the amount of such
lending would vary from year to year. However, two year lending
packages for 1986-87 were a possible approach because of the diffi-
culties and delays associated with assembling each financing package.

2. Some banks thought that the list of countries might be too
short and that more than U.S. $20 billion may be required. They also
emphasized that countries should be able to graduate from the list,
while other countries might join it. In particular, the European banks
had questions whether the amount would be sufficient when possible
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financing needs of Brazil and the Philippines came to be assessed. The
banks noted that the financing requests of these and other countries
(particularly Venezuela) might be scaled up in light of the Baker
initiative.

3. In their view, disbursements under bank lending packages
should--in principle--be linked to both purchases under a Fund arrange-
ment_and a World Bank structural adjustment loan or sector loan. They
pressei extremely forcefully for financial protection by the World Bank,
in the form of guarantees, cross default clauses or subparticipation in
World Bank loans. The Bank made clear that they believed that such
arrangements could be counterproductive, although some selective use of
guarantees was not ruled out.

4. They were worried about the feasibility of obtaining commit-
ments from banks with small exposures. For major debtors, such as
Argentina and Mexico, they felt that there was little choice but to
include all creditor banks in the initial approach for new money. How—
ever, it might be necessary at some stage to introduce new techniques to
facilitate a contribution by banks with small exposures. Manufacturers
Hanover and Dresdner Bank were studying such devices as exit bonds (on
fairly stiff terms) to allow such banks to contribute to genuine debt
relief where they were not interested in future lending. For some
debtor countries that were well advanced in adjustment—-or had very
modest net financing needs——the banks thought that cofinancings with
limited groups of friendly banks should be studied carefully as an
option.

5. The banks also expressed dissatisfaction with the degree of
payments relief provided by the Paris Club to certain countries (e.g.,
Ecuador). One concern was that under any official MYRAs, interest
payments might not be rescheduled, while banks might now be expected to
provide new money to such countries.

The Deputy Managing Director and Mr. Stern were invited to attend a
meeting of the expanded G-14 in New York on Friday to carry forward this
discussion with the broader group of banks.

-

{

C.M. Watson
Chief
International Capital Markets Division
Exchange and Trade Relations Department

cc: Managing Director
Deputy Managing Director
Mr. Finch,
Mr. Wiesner
Mr. Beza

Mr. Brown
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This is the revised and final
version of the note discussed at
today's Heads of Departments

meeting.

Robert M.G, Brown

Office of the Managing Director
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. CABLE ADDRESS

MANAGING DIRECTOR INTERFUND

November 7, 1985

To: ‘Heads of Departments, Bureaus and Offices
From: The Managing Director W-F»‘c—::

Subject‘:-': Implementation of the Debt Strateqgy

At the Annual Meetings in Seoul, U.S. Secretary of the Treasury Baker
outlined proposals for strengthening the international debt strategy which has
been followed during the past three years. Three essential elements were
identified:

(1) "the adoption by principal debtor countries of camprehensive
macroeconamnic and structural policies, supported by the international financial
institutions, to promote growth and balance of payments adjustment, and to
reduce inflation.

(2) a continued central role for the IMF, in conjunction with
increased and more effective structural adjustment lending by the multilateral
development banks (MDBs), both in support of the adoption by principal debtors
of market-oriented policies for growth.

(3} increased lending by the private banks in support of
carprehensive ecprmnic adjustment programs." ;

Secretary Baker outlined a rough quantitative framework for such
lending over the medium-term. Focusing on a group of heavily indebted, :
middle-income developing countries (see Annex), he called on the World Bank and
the Inter-American Development Bank to increase their disbursements to these
countries by roughly 50 per cent from their current annual level of nearly
$6 billion and on the banks to pledge new lending in the range of $20 billion
for the next three years. In addition——and this is an important part of the
initiative-- Secretary Baker stated that "it would be necessary that countries
now receiving adequate financing from banks on a voluntary basis continue to do
s0, provided they maintain sound policies."
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At this time, discussions are taking place an some important elements
of this initiative, including in particular the role of commercial banks and
also the role of the multilateral development banks., However this broad
framework evolves, it is clear that implementation of the debt strategy will
continue to be carried out on a case-by-case basis and that the Fund will
continue to play its central role. During the coming weeks a number of Fund
staff missions will be conducting Article IV discussions, program reviews, and
new program negotiations. No doubt governments will be thinking about and in
some cases reacting to the recent debt initiatives as they plan their economic
- policies and external borrowing arrangements for 1986 and beyond. As work
proceeds, there may be uncertainty about the magnitude of the external f:l.nanc::.ng
prospects for individual countries. ‘

“In these c:.rcwnstances I would like to emphasize the follcw:.ng points
th.ch cover all developmg countrles.

(1) MlSSlOI’lS preparmg programs, carrying out enhanced surveillance,
or conducting Article IV reviews should place particular emphasis on assisting
governments in making projections of financing requirements associated with
policy plans for 1986, 1987, and where possible 1988. I should add that the
2%-3 per cent increase in bank exposure implied by Secretary Baker's indicative
numbers should not be viewed either as a limit or an entitlement by any single
country identified in the illustrative group. Indeed, the appropriate overall
amount of financing and its sources for any country will need to continue to be
judged, inter alia, in the light of the country's econamic policies and
prospects as well as its external debt position.

(2) Missions should maintain close collaboration with their
counterparts in the World Bank, Inter-American Development Bank (and other
regional development banks as appropriate) in order to keep abreast of their
analysis, policy advice and financing plans for individual countries as these
evolve in the light of the responses to the Baker initiative. More specifically,
concerning the list of countries currently included in the Baker initiative,
missions should get as precise an idea as possible from the World Bank and the
IDB of the additional financing effort contemplated by those institutions as
their potential contribution toward meeting the order of magnitude suggested by
the American initiative.

(3) With respect to cammercial bank fi_nancing, Fund staff should
continue to leave it to the countries to initiate discussions about commercial
bank financing prospects. If the country wishes our assistance, however, we -
should be prepared to help and at a later stage continue to play our customary
catalytic role. ] ,

(4) In the context of WEO, the Research Department with support from
the area departments and ETR will be responsible for monitoring overall
- financial flows to the developing countries, including the progress towards
achievement of the $20 billion and $9 billion indicative amounts for the list
of countries which the United States has mentioned for illustrative purposes.



Secretary Baker's Illustrative List
of Heavily Indebted, Middle-Incame Countriesl/

Argentina
Bolivia |
Brazil
Chile
Colombia
Ecuador
Ivory Coast
Mexico
Morocco
Nigeria
Peru
Philippines
Uruguay
Venezuela

Yugoslavia

1/ It is also understood that other countries
which have not yet regained normal access to
camercial lending could be treated in a
similar framework. '
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Tos Heads of Departments, Bureaus and Offices
-
From: The Managing Director ar-o e

Subject: Implementation of the Debt Strategy

At the Annual Meetings in Seoul, U.S. Secretary of the Treasury Baker
outlined proposals for strengthening the international debt strategy which has
been followed during the past three years. Three essential elements were
identified: : :

" (1) "the adoption by principal debtor countries of comprehensive
macroeconamic and structural policies, supported by the international financial
institutions, to promote growth and balance of payments adjustment, and to
reduce inflation. ’ :

(2) a continued central role for the IMF, in conjunction with
increased and more effective structural adjustment lending by the multilateral
development banks (MDBs), both in support of the adoption by principal debtors
of market-oriented policies for growth.

{(3) increased lendmg by the private banks in support of
comprehensive econamic adjustment programs."

Secretary Baker outlined a rough quantitative framework for such
lending over the medium~term. Focusing on a group of heavily indebted,
middle~income developing countries (see Annex), he called on the World Bank and
the Inter-American Development Bank to increase their disbursements to these
countries by roughly 50 per cent from their current anmual level of nearly
$6 billion and on the banks to pledge new lending in the range of $20 billion
for the next three years. In addition—and this is an important part of the
initiative-- Secretary Baker stated that "it would be necessary that countries
now receiving adequate financing from banks on a voluntary basis continue to do
so, provided they maintain sound policies."
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At this time, discussions are taking place on some important elements
of this initiative, including in particular the role of cammercial banks and
also the role of the multilateral development banks. However this broad
framework evolves, it is clear that implementation of the debt strategy will
continue to be carried out on a case-by-case basis and that the Fund will
continue to play its central role. During the coming weeks a number of Fund
staff missions will be conducting Article IV discussions, program reviews, and
new program negotiations. No doubt governments will be thinking about and in
same cases reacting to the recent debt initiatives as they plan their economic
- policies and external borrowing arrangements for 1986 and beyond. As work
proceeds, there may be uncertainty about the magnitude of the external fmanc:mg
prospects for individual countries.

In these circumstances I would like to emphasize the following points
which cover all developing countries:

(1) Missions preparing programs, carrying out enhanced surveillance,
or conducting Article IV reviews should place particular emphasis on assisting
governments in making projections of financing requirements associated with
policy plans for 1986, 1987, and where possible 1988. I should add that the
2%-3 per cent increase in bank exposure implied by Secretary Baker's indicative
numbers should not be viewed either as a limit or an entitlement by any single
country identified in the illustrative group. Indeed, the appropriate overall
“amount of financing and its sources for any country will need to continue to be
judged, inter alia, in the light of the country's economic policies and
prospects as well as its external debt position.

(2) Missions should maintain close collaboration with their
counterparts in the World Bank, Inter-American Development Bank {and other
regional development banks as appropriate) in order to keep abreast of their
analysis, policy advice and financing plans for individual countries as these
evolve in the light of the responses to the Baker initiative. More specifically,
concerning the list of countries currently included in the Baker initiative,
missions should get as precise an idea as possible from the World Bank and the
IDB of the additional financing effort contemplated by those institutions as
their potential contribution toward meeting the order of magnitude suggested by
the American initiative.

(3) With respect to camrercial bank financing, Fund staff should
continue to leave it to the countries to initiate discussions about commercial
bank financing prospects. ‘If the country wishes our assistance, however, we
should be prepared to help and at a later stage continue to play our custcomary
catalytic role.

(4) In the context of WEO, the Research Department with support from
the area departments and ETR will be responsible for monitoring overall
- financial flows to the developing countries, including the progress towards
achievement of the $20 billion and $9 billion indicative amounts for the list
of countries which the United States has mentioned for illustrative purposes.



Secretary Baker's Illustrative List
of Heavily Indebted, Middle-Incame Countriesl/

Argentina
Bolivia |
Brazil
Chile
Colombia .
Ecuador -
Tvory Coast
Mexico
Morocco
Nigeria
Peru
Philippines
Uruguay
Venezuela

Yugoslavia

1/ It is also understood that other countries
which have not yet regained normal access to
commercial lending could be treated in a
similar framework. '
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ETHE;S'MANAG} BmEET%R G. Russell Kincaid ?‘f%f %ox - (D//)

In the absence of Mr. Watson, who is away on business in New

"RECEIVED £

Subject: Technical Note on New Money Packages .

York with the Deputy Managing Director, I have revised the above titled
note along the lines suggested by you in your.comments on Mr. Watson's

memorandum of November 7.

Attachment

cce The Deputy Managing Director
- Mr. Finch
Mr. Brown
Mr. Watson (o/r)
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TechnicalfNote on New Money Packages

1. Introduction -

Difficult issues have arisen concerning the willingness of banks :
with smaller exposures to provide new financing to developing: countries
pursuing appropriate economic policies. .In the case of several key
debtor countrles (including Argentina and Mexico) banks with large expo—
sures are unlikely to accept an approach under which they are obliged to
participate in new financing, while banks with smdll exposures fail to
participate yet receive their interest payments in full. In particular,:
' some Europedn banks ‘have indicated that the nonparticipation of U.S.
regional banks would be unacceptable.

It thus appears important to study whether there are viable means

" of allowing banks with small exposures to participate in the burden-
sharing by alternative modalities to the new money approach. In this
regard, a key constraint is that any additional flexibility in the new
money process should not involve increased risks of a generalized spread
of interest capitalization. '

The questlion whether claims can be provided in a form more
acceptable to banks with small exposures is one of central importance.
If the answer to this question is negative, then there is a straight
cholce between moving to a limited group of banks for a new money pack—
age, or accepting that the new money may only be available after
protracted delays, as the process of erosion of participation by small
creditors gradually takes place and is accepted.

2. Review of possible optione‘

The options that have already been included in some rescheduling or
new money agreements, such as onlending and trade facilities, generally
may not meet the preferences of banks with very small exposures, whose
 interest in longer term relationships in the debtor country may be non-
existent. Several other possibilities could be envisaged to offer banks
with small exposures.instruments or types of claims that they would more
readily accept. These possible modalities should be examined carefully,
with a view to determining to what degree they would genuinely facili-

tate the participation of banks with small exposures.

. The response of banks to an increased flexibility in the modalities
of restructurings and new money packages will depend on the reasons for
their dissent. The principal obstacle to participation in new money
packages by small banks appears to be a managerial one. There is a
desire not to present proposals for new loans to questlonable borrowers,
because of the possible adverse effects of association with such lending
and a belief that nonparticipation will not materially damage the -
economic position of the bank.




Two basic types of options for obtaining greater participation of
banks with small exposures appear promlsing. One, where banks have an
objection in principle to advancing further debt finance, the provision
of an equity option may give some reassurance. Banks could be allowed
by the debtor country to acquire equity claims on selected entities in
the debtor country, in lieu of a portion of the new money requirement or
existing bank claims. Such an approach would involve banks in longer
term investments in the debtor country, possibly encourage the privati~
zation of parastatal bodies, and reduce the indebtedness of the
country. However, the scope for equity participation varies so greatly
among debtor countries that country-specific equity funds would appear
to be the preferable approach. One difficulty with the equity approach
is identifying profitable entities for investment. In this regard, ‘the
IFC could play an invaluable role in managing the transformation of debt
into equity by these country specific trusts.

A second option that, in the case of many smaller banks, might
facilitate their partic1pation would be a modality whereby part of thelr
interest receipts would in practice be recycled to the debtor country
without a full review of a new loan by the banks' credit committees and
boards. The question is whether techniques for achieving this parti-
cular objective can be met without resulting in a more general shift
toward interest capitalization or seriously affecting the valuation of
claims by some key banks which are not in a position to make provisions
on the scale implied.

One key to minimizing the negative impact of recycling some
interest payments would be to contrive modalities whereby interest was
paid in full at source, but then part of it was recycled to the debtor
country by an intermediary body on behalf of the banks with small expo—
sures. This would amount to an accounting 1llusion, whereby the country
was seen to pay interest in full, but the flow was interrupted to avoid
the need for formal commltment of new money by the banks concerned.
Under such an arrangement, these banks could hold claims on a trust fund
specific to the debtor country but located outside the debtor country.
In the simplest form, these would be book claims, on which interest pay-
ments would be made net of any recycling. The holders' claims on the
fund would rise in proportion to the amounts recycled. ) :

In order to limit the scale of such arrangements, and to preserve
the appearance of a relatively integrated restructuring package, these
arrangements could be presented as one among several options in a
restructuring package. Most of these options would probably have
ceilings on utilization, applied either by creditor or in aggregate. In
the case of a recyeling fund, it would appear appropriate to apply the
ceilings on a creditor basis, so that banks with smaller exposures could
in practice convert all of their claims, but the bulk of the funds would
be lent directly to the country in the form of a traditional new money
package.



One clear danger in creating such trust funds is that they could
appear too appealing. For example, if they were administered by a
‘multilateral institution, they might be seen as implicitly guaranteed. .
If so, their role and scale could be difficult to limit. In the view of
some banks there should therefore be a clear and significant cost to.
participating through these trusts, rather than direct lending to the
country. : .

Thus, arrangements could be devised under which the claims on the
fund were transferable, and would thus constitute “"exit bonds™. Because

of the uncertainty about the stream of future interest payments, and a o

desire by some banks to liquidate their positions, such bonds would - .
probably fall to a considerable discount.initially. This would in prac—
tice penalize banks that were holding such claims. Moreover, these
banks would be penalized byfa loss of control over the new money
~process. Of course, such arrangements contain countervailing dangers.
In particular, widespread issuance of "exit bonds’' at a deep discount
could lead to a decline in confidence as regards the creditworthiness of
a country and pose problems as regards the valuation of other banks'
claims on the country.

3. Conclusion

It seems important to decide in the near futura whether the problem
of small bank participation is likely to become so serious that innova~-
tion in the restructuring/mew money process is necessary to deal with
it. Because of the dangers indicated above, such a decision would not
be taken lightly. However, the costs of protracted delays in assembling
packages are considerable also, and such delays could Increase now that
banks are aware that a further extended period of new money provision in
in prospect. :

In light of these considerations, it would appear worth considering
inviting a group of bankers and lawyers to-examine arrangements that
could operate along these lines. Such a technical study could be valu-
able, but it would be important to place it .in a broader perspective.~
Three considerations would remain particularly important'

- While more flexible technical modalities ‘may assist in this
process, a key determinant of success will be the degree to which
authoritles 1n industrial countries actually support efforts to muster
new financing. - In some cases, banks might: seek to avold adopting such
an option and, in this regard the support of monetary authorities would
be most important.v , :

-- Modalities designed to encourage participation by . smaller banks
could spread by contaglon, resulting (for example) in a generalized
adoption of interest capitalization. - =

—— The modalities adopted to facilitate participation in
burden-sharing by smaller banks should not result in a shift away from a
country—by—country approach to assembling financial packages.
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SUBJECT. tzerland nd the Baker Initiative Q

Mr.lszapary telephoned from Zurich this morning to”’ say that

LMr. Languetin made f0ur points to. him in regard to the Baker jﬁya

“initiative.

v E'g ;7‘
"‘j’J.'l"/
'

(1) According to Mr. Languetin 8 calculations, the sums of
money mentioned--$20 billion more from the commercial banks and

$9 billion more from the IBRD and IDB—-felI:fg;_short of what was
needed. If all this money went to the 15 counpries Mr. Baker had - in
mind what was. to happen to the other LDCs? ' oo

(2) Mr. Languetin also thought t at it was vital to define

‘what wa®s meant ‘by - fresh’ money.f ‘Suppose . t at’ commercial bank - A agreed to

bank B insisted’ on. receiving interest

W credits, and that commercial
e -but then extended an equal
amount of fresh credit° Mr. Langueti_ thOught that commercial bank B

capitalize interest ‘but. did not ‘extend

"was likely to claim that it was providing fresh money although in fact

the end result was exactly the. sam' for both Jbank A and bank B. -

: (3) The Swiss authorit es welcome Mr. Baker's initiative as a
recognition of the .problem, but/Mr. Languetin emphasized that the Swiss
authorities could give no guarAntees, and that their general view was
that “the banks know what th .are doing."”

- (8) Mr. Languetin pointed out that about one quarter of the
borrowing requirements of the IBRD were raised in Swiss francs. If the
new push led to more structural adjustment lending with a dilution of
conditionality, the IBRD's creditworthiness on the Swiss market could be
adversely affected.

No doubt Mr., Szapary will be enlarging on these points in his
back-to-office report, but I have written this note because he will not
be returning to Washington until November 18.

cc: Mr. Whittome (o/r)
Mr. Szapary. (o/r)
Mr, Brown
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Mr. Beveridge

Attached for your information
are the Managing Director's comments
on two notes recently prepared by
Mr, Watson, I am preparing a
revised text along the lines

suggested by the Managing Director.

Attachment

N L APRRY

G. Russell Kincaid
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. From: C. M. Watson ?&ﬁ

Subject: New Money Packages

You asked us to explore somewhat further modalities to
facilitate the participation of small banks in new money packages. The
attached memorandum draws together material on this subject from earlier
submissions, and develops this to some extent. TFour main points emerge
from this discussion.

First, it would appear desirable to initiate study of an
option to be included in rescheduling/new money arrangements.-that.would
offer banks with small exposites a iiore acceptable route to contribute

" to _the pr ovision of _payments relief for the debtor country. Existing
options such as on-lendfng, “trade facilities, or the direct equity stake
available in the Chile arrangements, do not appear 1ike1y to have
sufficient appeal for this purpose.

Second, the maiw,problem in the case of many banks with small
\ exposures appears to be a managerial one. They are prepared to contri-
; bute to some degree to payméﬁ?g“falief, but they wish to dissociate
themselves from active new lending decisions. Thus, the characteristic
- of “an additional option would be based on their acceptance that they
. would receive less than full value for their existing rights to either
. interest or principal (or both), in exchange for the recognition that
they would not be called upon for future new lending. The challenge
would béto try to design an instrument which achieves this, but runs
the minimum risks of a shift toward unilateral interest rescheduling by
the debtor country. .

Third, in light of these considerations, one priority for
- study is some form of interme und specific to the debtor country
..  but located outside its borders, to which ‘the country would pay in full
" interest on a small proportion of its debt liabilities. Banks exer=""
, cIthg*thE“ﬁﬁfISﬁ“ﬁEﬁIH”“EEEIVE“EIEiﬁ§““‘“EEI““fW“3' “possibly with a
right to dispose of these claims immediately or over time. The fund
would recycle to the member country some portion of the 1nterest
frggggpgﬁtﬂpxoﬁébly reflecting a negotiated sca;e of new money provision
1 in 1 any particular future year. N . . - R

Fourth .to limit: the spreadfof such an option, two consider-
ations wonld be: important. Entitlement should be limited—for example
t a maximum déllar.amount.of any- creditor's.claims. .(although .that would:
‘set at a lev 1lowing banks with'small exposures.to exchange all of
their claims). Horeover, the attributes of the fund should not be too.
attractive, so that there is not a widespread incentive for banks with..
hedium-sized exposures to preas for a right to use this routem In this




regard, there might be dangers in arranging for the fund to be managed
by a multilateral institution, which could imply some implicit guarantee
of the value of the claims. The notion that claims on the fund would be
tradeable and would trade at a significant discount may have merit in
signaling that it is not a privileged vehicle.

Attachment

cc: Mr. Fioch
Mr. Brown

=
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Technical Note on Néw Moﬁey Packages

1. Introduction

Difficult issues have arisen concerning the willingness of banks
with smaller exposures to provide new financing to developing countries
pursuing appropriate economic policies. 1In the case of several key
debtor countries (including Argentina and Mexico) banks with large
exposures are unlikely to accept an approach under which they are
obliged to participate in new finanecing, while banks with small
exposures fail to participate yet receive their interest payments in
full.- In pdrticular, some European banks have indicated that the
nonparticipation of U.S. regional banks would be unacceptable.

It thus appears important to study whether there are viable means
of allowing banks with small exposures to participate in the burden-
sharing by alternative modalities to the new money approach. In this
regard, a key constraint is that any additional flexibility in the new
money process should not involve increased risks of a generalized spread
of interest capitalization.

The question whether claims can be provided in a form more
acceptable to banks with small exposures 1s one of central importance.
If the answer to this question is negative, then there is a straight
choice between moving to a limited group of banks for a new money
package, or accepting that the new money may only be available after
protracted delays, as the process of eroslon of participation by small
creditors gradually tskes place and is accepted.

2. Review of possible options

The options that have already been included in some rescheduling or
new money agreements, such as onlending and trade facilities, generally
may not meet the preferences of banks with very small exposures, whose
interest in longer term relationships in the debtor country may be
nonexlstent. Several other possibilities could be envisaged to offer
banks with small exposures instruments or types of claims that they
would more readily accept. These possible modalities should be examined
carefully, with a view to determining to what degree they would
genuinely facilitate the participation of banks with small exposures.

- The response of banks to an increased flexibility in the modalities
of restructurings and new money packages will depend on the reasons for
their dissent. The principal obstacle to participation in new money
packages by small banks appears to be a managerial one. There is a
desire not to present proposals for new loans to questionable borrowers,
because of the possible adverse effects of association with such lending
and a belief that nonparticipation will not materially damage the
economic position of the bank.



Where the banks have an objection in principle to advancing further
debt finance, the prov1sion of an equity option may give some
reassurance. But in the case of many smaller banks, the course that
would most facilitate their participation would be a modality whereby
part of their interest receipts would in practice be recycled to the
debtor country without a full review of a new loan by the banks' credit
committees and boards. The question is whether techniques for achieving
this particular objective can be met without resulting in a more general
shift toward interest capitalization or seriously affecting the :
valuation of claims by some key banks which are not in a position to
make provisions on the scale implied.

One key to minimizing the negative impact of recycling some
interest payments would be to.contrive modalitles whereby interest was
paid in full at source, but then part of it was recycled to the debtor
country by an intermediary body on behalf of the banks with small
exposures. This would amount to an accounting illusion, whereby the
country was seen to pay interest in full, but the flow was interrupted
~to avoid the need for formal commitment of new money by the banks
concerned. Under such an arrangement, these banks could hold claims on
a trust fund specific to the debtor country but located outside the
debtor country. In the simplest form, these would be book claims, on
which interest payments would be made net of any recycling. The
holders' claims on the fund would rise in proportion to the amounts
recycled.

In order to limit the scale of such arrangements, and to preserve
the appearance of a relatively integrated restructuring package, these
arrangements could be presented as one among several options in a
restructuring package. Most of these options would probably have
cellings on utilization, applied either by creditor or in aggregate. In
the case of a recycling fund, it would appear appropriate to apply the
cellings on a creditor basis, so that banks with smaller exposures could
in practice convert all of their claims, but the bulk of the funds would
be lent directly to the country in the form of a traditional new money
package. :

One clear danger in creating such trust-funds is that they could
appear too appealing. = For example, if they were administered by a - -
multilateral institution, they might be seen as implicitly guaranteed.
If so, their role and scale could be difficult to limit. In the view of
some banks there should therefore be a eclear and significant cost to
participating through these trusts, rather than direct lending to the
countrye.

Thus, arrangements could be devised under which the claims on the
fund were transferable, and would thus constitute "exit bonds“. Because
of the uncertainty about the stream of future interest payments, and a
desire by some banks to liquidate their positions, such bonds would
probably fall to a considerable discount initially. This would in
practice penalize banks that were holding such claims. Moreover, these
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banks would be penalized by a loss of control over the new money
process. Of course, such arrangements contain countervalling dangers.
In particular, widespread issuance of "exit bonds"” at a deep discount
could lead to a decline in confidence as regards the creditworthiness of
a country and pose problems as regards the valuation of other banks'
claims on the country.

3. Conclusion

It seems important to decide in the near future whether the problem
of small bank participation is likely to become so serious that
innovation in the restructuring/new money process is necessary to deal
wlith 1t. Because of' the dangers indicated above, such a decision would
not be taken lightly. However, the costs of protracted delays in
assembling packages are considerable also, and such delays could
increase now that banks are aware that a further extended period of new
money provision 4n in prospect.

In light of these considerations, it would appear worth considering
invitiog a group of bankers and lawyers to examine arrangements that
could operate .along these lines. Such a technlical study could be
valuable, but it would be important to place 1t in a broader
perspective. Three considerations would remain particularly important:

-~ While more flexible technical modalities may assist in this
process, a key determinant of success will be the degree to which
authorities in industrial countries actually support efforts to muster
nhew fipnancing. In some cases, banks might seek to avoid adopting such
an option, and in this regard the support of monetary authorities would
be most Important.

~~ Modalities designed to encourage participation by smaller banks
could spread by contaglon, resulting (for example) in a generalized
adoption of interest capitalization.

-— The modalities adopted to facilitate participation in
burden~sharing by smaller banks should not result in a shift away from a
country-by-country approach to assembling financial packages.
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. .= SUBJECT: Meeting with Bankers on U.S. Debt Initiative

e co S At the request of Ms. Susan Segal (Senior Vice President,

~ Manufacturers Hanover Trust), meetings were held in the Fund and the
‘World Bank on Monday, November 4 with representatives of the G-14 banks

~ to discuss bank attitudes toward Secretary Baker's initiative. In
addition to Ms. Segal, representatives of Citibank, Dresdner Bank,
Lloyds Bank, and the Bank of Tokyo were present. Mr. Finch chaired the
meetings in the Fund and the Deputy Managing Director hosted a lunch for
the participants, which was attended by Messrs. Wiesner and Beza, and by
Messrs. Stern, Knox, and Bock of the World Bank. Mr. Bock joined the
Fund meetings, and Mr. Watson joined those in the Bank.

-+ The banks were supportive of the U.S. proposals, although the non-
' U:iS. banks noted a strong concern that early steps should be taken to
.- “"internationalize” the initiative. The banks wanted to diseuss the
‘toles of the different parties concerned by the initiative, with a view
to drafting a "memorandum of understanding” detailing the roles of these
‘parties (e.g., creditor governments, the Paris Club, export credit
. -agencles, bank supervisors, multilateral development banks, the Fund,
"' -:and commercial banks).

. ( _ As large banks, they were also seeking an officlal initiative to
_secure a genmeral public commitment to the Baker plan from the entire
-»ginternational banking community, especially banks with small exposures
 to developing countries, and to legitimize the role of the expanded G-14
“ag a spokesman for the international banking community. In particular,

the banks desired that the Managing Director and the President of the
_World Bank telex to the international banking commuaity a request for

- V'their public commitment in general terms to the Baker plan. Conversa—

‘- tions at the U.S. Treasury and the Federal Reserve indicated to these

banks that such a concrete initiative would not be launched by them.
Fund and Bank participants in the meetings indicated that a first step.
would be for national governments to indicate support of the initiative

to their own banks. - :

; Several other issues were raised by the bankers during the course.
’of the day-u. w;:,. ‘

i Strong support was expressed for the case-by—case approach to
d“ressing countries' need for external financing. The banks thought
;hat the: countries receiving net new bank lending and the amount of such
~end1ng wonld vary from year to year. However, two year lending

ges for 1986-87 were a possible approach because of the diffi-

" and’ delays. associated with assembling each financing package. .

A ought~t atpthe list of‘countries*might be too
Hort™ and that more than U.S: $20 billion may be required. They also
imphasized that countries; should be able to ‘graduate, from the list,

hile .other countries might join it. Im particular, the European banks
‘ questions whether the amount would be sufficient when possible
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financing needs of Brazil and the Philippines came to be assessed. The
banks noted that the financing requests of these and other countries
(particularly Venezuela) might be scaled up in light of the Baker
initiative.

3. In their view, disbursements under bank lending packages
should-—in principle~-be linked to both purchases under a Fund arrange-
ment and 2 World Bank structural adjustment loan or sector loan. They
pressed extremely forcefully for financial protection by the World Bank,
in the form of guarantees, cross default clauses or subparticipation in

" World Bank loans. The Bank made clear that they believed that such

arrangements could be counterproductive, although some selective use of
guarantees was not ruled out,

4, They were worried about the feasibility of obtaining commit-
ments from banks with small exposures. For major debtors, such as
Argentina and Mexico, they felt that there was little cholce but to:
include all creditor banks in the initial approach for new money. How—
ever, it might be necessary at some stage to introduce new technlques. to
faci11tEfETE’§§§E?fBEEI3§£%;‘banks with small exposures. Manufacturers
Hanover and Dresdner Bank were studying such devices as exit bonds (on
fairly stiff terms) to allow such banks to contribute to genuine debt
relief where they were not interested {n fufture lending. For some
debtor countries that were well advanced in ad justment—-or had very
modest net financing needs—~the banks thought that cofinancings with
limited groups of friendly banks should be studied carefully as an
option.

5. The banks also expressed dissatigfaction with the degree of"
payments relief provided by the Paris Club to certain countries (e.g.,.
Ecuador). One concern was that under any official MYRAs interest
payments might not be rescheduled, while banks might now be expected to
provide new money to such countries. .

The Depdty Managing Director and Mr. Stern were invited to attend a
meeting of the expanded G-14 in New York on Friday to carry forward this
discussion with the broader group of banks.

f

C.M. Watson
- .. . Chief :
‘;Iuternational Capital Markets Division
Exchange and Trade Relations Department

'«TManaging Director o i
Deputy Managing Director

'Mr.. Finch; :

Mr, Wiesne

'Mr. Beza B

,“Mr. Brown
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TO: Managing Director 1 N L 3 1R6veim é? 5, 1985 j
Deputy Managing Director o

FROM: A.D. Crockett Agb

SUBJECT: The Baker Initiative: Plans f g Bank
Lending

I thought it might be useful to apprise you of our plans for
monitoring the external financing situation of the 15 countries covered
by the U.S. debt initiative. These plans are tentative, and likely to
evolve as we develop understandings with the area departments, and as
the modalities attaching to the Baker initiative itself are clarified.
We would, of course, welcome any suggestions you might have for
increasing the usefulness of the contemplated reports.

The central part of the project will be the monitoring of
lending by commercial banks and multilateral development banks (MDBs) to
the 15 countries covered by the U.S. debt initiative. One facet of this
work will be retrospective, i.e., focused on what has been the actual
level of lending. Here, the emphasis will be on the quarterly data on
bank lending generated by the Bureau of Statistics and on quarterly MDB
commitments and disbursements data to be provided by the IBRD, IDB, and
other development banks The other major facet of the work will be more
forward-looking, i.e., focused on the expected evolution ==-both in
absolute terms and in relation to what it might have been in the absence
of the Baker initiative-~-of financing in each of the 15 countries over
the period to end=1988. This part of the project will rely heavily on
information provided by the area departments. At this juncture, we are
thinking of anchoring this activity in the regular WEO exercises, which
provide the framework necessary for full-scale analyses, supplementing
those estimates with intervening area department updating of the key
data whenever they provide Management with revisions to their views on
countries' financing prospects.

At this stage, we anticipate presenting reports containing a
mixture of tabular and chart material covering both aggregate and
individual country developments. Aggregate statistics would also be
provided of developments among those market borrowers not included in
the U.S. list. The reports would contain a brief interpretative text.

Insofar as the frequency of reports is concerned, we expect to
provide you with a first progress report before the middle of
December. That report will include tables and charts showing the
available historical data and estimates of net lending that would have
occurred in the absence of the Baker initiative. The next report would
be in late January or early February. At that time, we would have the
1985 third quarter IBS data, the 1985 fourth quarter IBRD and IDB data,
and area department WEO estimates through 1988. We would expect to
provide reports at least quarterly thereafter, with intervening reports

»
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(perhaps one more per quarter) being provided whenever significant
changes in circumstances occurred.

_ Many issues remain to be addressed, of course. There are sure
to be difficulties with the basic data and in agreeing upon the baseline
forecast for net lending. A rather different issue concerns our
eventual need for information on bank lending broken down by country of
origin. Mr. Fujino's intervention in the Board on Wednesday (where he
contrasted the rapid rise in bank lending by Japanese banks with the
stagnant overall trend) may be a precursor of debates to come on this
score. If so, there is likely to be a need for information on lending
by nationality. However this information is regarded as extremely
confidential by the Bureau of Statistics. Should we initiate the steps
that would be required to gain access to such information?

ce: Mr.
Mr.
Mr.
Mr.
Mr.
Mr.
Mr.
Mr.
Mr.

Dannemann

Finch

Hood (on return)
Quattara
Shaalan

Tun Thin
Whittome
Wiesner

Brown
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The'Deputy Managing Director:

. You may be interested by the
attached note from Mr. Watson con-
cerning the Federal Reserve's approach T
to other countries on the impact of

"banking supervision ' on.lending to
developing countries. This would
appear to be supportive of the
Baker initdative.. Our views were
sought in confidence and it would
seem right to treat this information
as somewhat sensitive. '

Attachment

Af)

C. DAVID FINCH
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From: "C;M.'Watson
Subject:_ Federal Reserve Initiative on Banking Supervision and ff

ﬂLending to Developing Countries

I was telephoned today by Allen Frankel of the Federal Reserve
Board who wished to discuss the impact of provisioning policy in -
industrial countries on the- flow ‘0of lending to developing countriess.’
During the course of the conversation it emerged that he was preparing a
briefing from which Chairman Volcker will speak to the G—lO Governors at
this weekend's Basle meeting. ' '

' We had a lengthy d1scussion of the issues involved some of
which were relatively new to him. He 1s obtaining a copy of our

‘background paper on capital markets which contains an evaluation of

these issues. In talking to him I made three particular points:

1. Our concern about the impact of the mandatory provisioning
systems in some countries (including Canada and Japan), which result in
provisions agalnst all increases in exposure to a group of countries
that have rescheduled their debt in recent years, irrespective of -
economic performance. ‘

2. A number of the concerns raised with us by U.S. money
center and regional banks about the impact of the U.S. country

-classification system. I flagged in particular the treatment of

Argentina (which many banks read as requiring write-offs during the
course of a new money package) and the more general issue of upgrading
countries where an effort was being made to return them to more normal
market access.' :

3. In discussing the high degree of tax deductibility
available to banks in countries such as Germany, which encouraged
voluntary write—offs, I pointed out that the practical effect of this
can be to cause banks with smaller exposures to treat these loans as
irrecoverable and unsuitable for support through new lending.

After we had diSCussed provisioning, I mentioned that we . also
saw some difficulties in the Cooke Committee view that systematically
.higher capital requirements should be placed against exposure to all
countries outside the Fund's "industrial country” group, irrespective of
economic performance. He indicated in confidence. that the United States
is also pressing against this tendency, but without much success.'
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AGENDA

SM/85/267
Supplement 1

CONTAINS CONFIDENTIAL
INFORMATION

November 1, 1985

To: Members of the Executive Board
From: The Secretary

Subject: International Capital Markets - Developments and Prospects, 1985 -
U.S. Treasury Initiative on Debt

The attached supplement to the paper on developments and prospects
in international capital markets presents the U.S. Treasury proposals.

This subject has been scheduled for discussion by the Executive
Board on Wednesday, November 6, 1985.

Mr. Watson (ext. 7350) or Mr. Kincaid (ext. 7356) is available to

answer technical or factual questions relating to this paper prior to the
Board discussion.

Abt:"'S(1)

Other Distribution:
Department Heads
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INFORMATION

' :INTERNATIONAL.MONETARx FUND

International Capital Markets: Developments and'Prospects,'1985—;
Supplementary Material: U.S. Treasury Initiative on Debt

(In consultation with ‘the Western Hemisphere Department)
‘Approved by C;.David Finch

- November 1, 1985

" 1,  Introduction

In his address to the 1985 Annual Meetings of the Fund and World
Bank, the Honorable James A. Baker III, Secretary of the U.S. Treasury,
proposed a "Program for Sustained Growth" to strengthen the present.
international debt strategy. .The Treasury Secretary noted the recent
difficulties experienced by debtor countries in implementing successful
economic policies and in generating the financing needed .to support
essential economic reforms. In the light of these problems, Mr. Baker
proposed a three—point plan that would build upon the flexible, case—by-
case debt strategy developed in the past three years. This paper
summarizes aspects of the plan that are particularly relevant to capital
markets.

The first element in the U.S. proposal is the adoption by principal
debtor countries of comprehensive macroeconomic and structural policies
to promote growth and balance of payments adjustment, and to reduce
inflation. The second element is a continued central role for the IMF,
in conjunction with increased’ and more effective lending by multilateral
development banks. The third 1s increased lending by the private banks
in support of comprehensive adJustment programs.

The proposal'is’aimed primarily at stimulating the process of
growth and adjustment in heavily indebted developing countries and
encouraging new financing flows from both official and private sources
to reinforce this process. 1In addition to the continued application of
macroeconomic policies to deal with economic and financial imbalances,
the U.S. proposal envisages 1ncreased emphasis on medium~ and long-term
supply side policies to promote growth, savings and investment. The
plan recommends that the Fund, in close cooperation with the World Bank
and other multilateral development banks, give greater attention in deb
tor countries to structural and institutional measures such as tax

‘reform, market-oriented pricing, the reduction of labor market rigidi-

ties, and the opening of economlies to foreign trade and investment.

Some detalls of the U.S. initiative are set out below. The
proposals are at a preliminary stage and should be seen primarily as
illustrating the need for financing to countries implementing appro-
priate economic policies. Thus, the U.S. initiative seeks to address



directly the concern about the prospects for capital market flows iden—
tified in the staff report on "International Capital Markets -
Developments and Prospects, 1985" (SM/85/267). Specifically, the staff
report emphasizes that a central task in the period ahead relates to the
need to stimulate adequate financing flows. Moreover, the staff report
points out that banks, by demonstrating responsibility and flexibility
where adjustment efforts are underway, can protect the quality of their
existing claims on developing countries as well as contribute to further
progress in reducing systemic risk and restoring sustainable growth.

I1. New Financing Flows

1. The role of the multilateral institutions

The proposal supports the role that has been played by the Fund in
encouraging policy changes and catalyzing capital flows to debtor coun-
tries, and envisages a contlinued important role for the Fund in both
respects. In this connection, it was noted that the development by the
Fund of new techniques, such as “enhanced surveillance,” could be useful
in certain cases in ‘generating additional financing to support further
progress in borrowing countries.

The adoption by debtor countries of economic reforms would also be
supported by an increase in structural and sectoral loans from the World
Bank and other multilateral development banks. The U.S. has suggested
that annual disbursements from the World Bank and Inter American
Development Bank to principal debtor countrles could increase by about
50 percent from the current level of nearly US$6 billion in support of
structural policy changes in debtor countries. If the principal debtors
implement growth—oriented reforms, commercial banks provide adequate
increases in net new lending, and increased demand for quality World
Bank lending demonstrates the need for increased capital resources, the
United States would be prepared to look seriously at the timing and
scope of a general capital increase for the World Bank. The United
States also proposed that the Inter Amerlcan Development Bank should
strengthen its lending policies to give more effective support to
growth—oriented structural reform and on this basis to introduce a pro-
gram of targeted nonproject lending.

The World Bank role in stimulating private lending to developing
countries would be enhanced under the U.S. proposal, with strong support
for an expansion in the Bank's cofinancing operations. 1In addition, the
proposal anticipates that the operations of both the recently’ negotiated
Multilateral Investment Guarantee Agency (MIGA) and of the International
Finance Corporation will assist in attracting nondebt capital flows to
member countries.



2, Commercial bank lending

The U.S. initiative is aimed at overcoming an increasing reluctance
among banks to particlpate in new money packages and debt restructuring,
and at reversing the sharp decline in net new bank lending to debtor
countries. It envisages a public commitment from the banking community
to provide net new lending of US$20 billion to a group of 15 heavily
indebted, middle-income developing countries over the period 1986-88,
provided that sound economic policies are put into place. U.S. offi-
clals have indicated that this would represent an increase on the order
of 2 1/2-3 percent a year in total commercial bank claims on the group
of countries. 1In addition to the provision of new loans to the group of
15 countries, banks would be asked to continue to provide net new loans
to countries now receiving adequate bank financing on a voluntary basis,
provided that these countries malntain sound policies, and to consider
lending to other developing countries experiencing debt servicing prob—
lems that require relatively small amounts of commercial bank financing
under agreed adjustment programs.

The U.S. Treasury has indicated that a variety of techniques for
generating the new bank lending could be considered. At this stage, the
Secretary of the Treasury has invited suggestions from the banking com
munity about possible arrangements to ensure that an adequate flow of
new financing is obtained.

3. Other private financing

The U.S. plan stresses that other sources of external finance,
including foreign equity investment, private sector borrowing, and repa-
triation of domestic capital must also be encouraged. This should be
facilitated by the implementation of sound economic policies to stimu—
late growth and investment, and would also be encouraged by the
expansion of the role of multilateral institutions described above. In
particular, policy measures must succeed in reversing capital flight if
foreign financing is to increase. The U.S. Treasury Secretary also laid
emphasis on the importance of enhancing foreign direct investment. He
noted that it is not debt-creating, that it may have a compounding
effect on growth, as well as bringing new technology and innovation into
recipient countries, and that this may help to keep capital at home.
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5 Office Memorandum Mb | |
TO: | The Deputy Managing Director . f;Z%?/// "November 1, }985 }

FROM: C.M. Watson v A

-

SUBJECT: Debt Outlook for Selected Countries

As you asked, we have examined the area department responses
-to your request for information on the debt outlook for the 15 countries
covered by the Baker initiative. Silmply tabulating the net changes in
bank exposure specified in the staff projections does not really provide
helpful results (attachment). On that basis, there would be almost no
change over “the three years in bank exposure to the 15 countries (and
indeed that is consistent with the projections in the latest WEO).
However, departmental submissions indicate unfinanced gaps for several
countries (notably, Ivory Coast, Mexico, and Nigeria) which may be
filled by bank filnancing. Moreover, for Argentina the aggregate
financing need 1s currently being revised upward. Therefore, we have
tried to derive some judgmental lmplications for bank financing from the
memoranda provided by departments.

1. It is clear that there is an extremely wide range of uncertainty
about the order of magnitude of net new bank lending to the 15 countries
over the period 1986-88. On the basis of the memoranda provided by area
departments, net bank financing for these 15 countries in aggregate
could vary from as little as U835 billion to more than US$20 billion.
There are several reasons for thls degree of uncertalnty:

ae For a number of countries, the submissions imply a range of
possible financing levels. In the case of Venezuela, for example, two
scenarios are presented by the staff. 1In the first of these, net bank
exposure is reduced by US$5.7 billion (20 percent) over the period, as
no new gross disbursements are assumed from the banks, whereas in the
second scenario, bank exposure is unchanged. In other cases, such as
Argentina and Mexico, there is divergence between projections made by
the authorities and the views of the staff.

b, There are several countries (such as Ivory Coast) for which
financing gaps remain In the projections, and the figures in the table
would indicate a reduction in bank exposure equal to the amount of
scheduled amortization due to banks. In these cases, it appears likely
that the banks will contribute to closing the gap either by rescheduling
(which would leave net exposure unchanged), or through new money
packages, or a combination of both.

Ce There are other cases, for example, Brazil and the
Philippines, where no increase in exposure over the period is projected,
but changed financing needs would critically affect the overall amount
of bank lending to the group as a whole.



2 The exercise i1llustrates that the fifteen countries will have very
varied financing requirements, with a considerable divergence in the net
bank lending that they are projected to receive over the three—year
period. For example, a possible reduction in bank exposure is shown for
Colombia, whereas a substantial increase is projected for Argentina.

3. A number of key countries are likely to be approaching banks with
requests for new money before the end of 1986, including Argentina,
~Chile, and Mexico. Some countries, such as Ecuador, may be able to
arrange new financlng through an approach to a limited. group of banks.
In other cases the staff believes that there may be considerable
problems in such an approach, but expresses serious concern also about
the viability of seeking agreement on new money from all banks.

4, There may be a significant difference between the amount of new
money for which bamks are approached and the underlylng net change in
bank exposure. In the case of Colombia, where a debt rescheduling is
not involved, it is envisaged that bank exposure will decline over the
period desplte substantial gross disbursements of new money. In other
cases, for example Argentina, debt rescheduling 1s not projected to
cover all the obligations falling due, in which case the new money need
would be larger than the net lncrease in exposure.

In sum, thls preliminary exercise underscores the substantial
uncertainties inherent in current projections for individual countries,
and thus 1in the outlook for aggregate lending to the group covered by
the U.S. initilative. Some of these uncertainties reflect the lack of
time for analysis of country situations. More fundamentally, the
appraisal of individual countries' needs will clearly have to be
developed over time on a case-by—case basigs. For each country, the
availability of financing will depend crucially on the implementation of
appropriate policies, while the need for financing will depend both on
domestic policies and on external developments. Moreover, countries!
expectations may be affected in different ways by the Baker initiative
itself. In particular, countries hitherto projected to hold constant or
reduce thelr net bank liabilities may now plan to seek net new money
from banks.

At tachment

ccE Mf; Finch



ATTACHMENT

Table . Projected Net Changes in Commercial Bank
Exposure to Selected Countries, 1986-88

(In billions of U.S. dollars)

1986 1987 1988

Argentina 1/ 1.0 0.4 0.2
Bolivia 0.2 2/ - e
Brazil — — —
Chile - . 0.4 0.1 3/ 0.1 3/
Colombié 0.1 -0.1 ~0.2
Ecuador —— ~0.1 -0.2
Ivory Coast ~0.3 4/ -0.3 4/ 0.3 4/
Mexico 1.8 -0.5 4/ -1.0 4/
Morocco 0.2 - ~0.2
Nigeria 0.7 0.5 4/5/ 0.2 4/5/ -
Peru 6/ - - -
Philippines - - -
Uruguay —_ - _
Venezuela

Scenario A —2.0 -1.7 -1.9

Scenario B o . o
Yugoslavia - —— 0.6

Source: Staff estimates. .

1/ Projections for 1986 come from table submitted by WHD in Seoul;
figures for 1987-88 are from latest staff report (since then, staff
estimates of mnet new bank financing have risen).

2/ Capitalization of interest arrears at end-1985 equivalent to
US$246 millione.

3/ Assumes banks £1i11 financing gap presently expected for 1987-88,

%/ vUnfilled financing gap projected in this year.

5/ Financing gap projected, after 100 percent rescheduling of
amortization due to banks.

éj Excludes projected US$1.2 billion increase in interest arrears to
banks.
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TO: Heads of Area Departments: N /
AFR, ASD, EUR, WHD M]\)/ </
FROM: The Deputy Managing Director .
SUBJECT: Debt Outlook for Selected Countries /
- /
o /
I should be very grateful if you could provide information /ff
concerning the outlook for external indebtedness and financing flows 7

. for countries in your department which are included in the list for the
U.S. debt initiative. These countries are Argentina, Bolivia, Brazil,
Chile, Colombia, Ecuador, Ivory Coast, Mexico, Morocco, Nigeria, Peru,
Philippines, Uruguay, Venezuela, and Yugoslavia.

For each country, and using tables already available, would
you please provide debt and balance of payments data covering the years
1985 through 1988. Regarding debt data, it would be helpful to have an
analysis by creditor group, including as much detall as feasible. It
would also be useful if the balance of payments outlook for these years
included available detail on debt~servicing components. In particular,
it would be important to identify the gross as well as the net financing
requirement from commercial banks.

Would you please provide also for each country a brief
assessment of the prospects for raising commercial finance on the scale
indicated in the tables. An important question is whether these amounts
might be raised from a limited group of banks with longer term business -
interests in the country, or whether it might prove difficult to secure
this financing without agreement to participate from the entire group of
bank creditors. Clearly it is hard to assess the financing outlook in
the abstract, but it would appear useful to work on a basis that the
country would have established an appropriate set of policies; that
banks in major countries would be encouraged by their authorities to
participate in new financing which could result in a modest increase in
their exposure; but that forceful pressure from governments or general-
ized guarantees would not be in prospect. If one or two particularly
difficult aspects of an approach to commercial banks can be identified
at this stage, it would be helpful to indicate these.

It would also be helpful to know the extent of World Bank
involvement as foreseen before the Annual Meetings, and the prospects
for additional World Bank lending in light of the decision taken at the
Annual Meetinga to increase the scale of World Bank financing. Any
views on other sources of official lending would be useful.



Finally, would you please indicate when the next negotiation
on a program with the Fund or major mid-term review of an existing
program is scheduled, and when the next approach to commercial banks for
new money or rescheduling is expected. Please indicate the periods
expected to be covered by the Fund program, and by the commercial bank
financing, respectively.

cct The Managing Director (o/r)
Mr. Finch
Mr. Habermeier
Mr. Hood
Mr. Shaalan
Mr. Brown
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MEMORANDUM g?
o
To: Mr. Erb . ; i S
Mr. FinchV / ).
Mr. Whittome ; : \
Mr. Hood

Mr. Mohammed

Mr. Nicoletopoulos
Mr. Van Houtven
Mr. Wiesner

Mr. Beza

Mr. Habermeler

Mr. Kincaid

Mr. Watson

From: Robert M.G. Brown W M 4_\//8}-01‘94,\,

I have been asked to circulate the attached note of the

meeting on debt issues chaired by the Managing Director on Tuesday,

October 22, 1985.

Attachment



Meeting to Discuss Current Debt Issues

The Managing Director chaired a staff meeting on October 22, 1985
to review developments in the debt situation. Discussion focussed
principally on issues identified in the Managing Director's memorandum
of October 21, including in particular the way in which the U.S.
Treasury initiative on debt problems could be carried forward. A number
of main conclusions emerged from the meeting.

1. The central task of the period ahead would be to build on the
progress achieved so far in resolving debt difficulties, addressing
economlc policy reforms and financing needs in member countries on a
case-by—-case basis. A key objective would be to foster a return to
sustainable and more satisfactory growth rates in debtor countries.
There was a clear desire that the Fund should continue to play a central
role in supporting this process, and that there should be increasingly
effective participation by the multilateral development banks.

2., While the key to achieving progress would lie in the
implementation of effective policles by member countries, a major
challenge would be to find the best ways to organize financial support
for these endeavors. Discussions with officials and bankers had
revealed a very broad consensus that new private as well as official
financing must contribute to supporting policiles in member countries
that were designed to foster sustainable economic growth. In this
regard, the initiative launched by Secretary Baker had provided a most
important signal to the international community. The task now would be
to translate this into practice on a case~by-case basis.

3. To muster support for this approach, it would be crucial that
governments in the industrial countries give thelr banks firm
indications with regard to the way ahead. Governments would need to be
clear with banks about the nature and scale of -official participation in
this strategy. There must be clear evidence that the World Bank's
involvement would be substantial, providing additional financing in
support of well-targeted objectives. Guarantees of bank financing on a
generallized basls were not in prospect. However, the contribution of
export credit agencies would be important; these agencies would need to
be closely involved in the financing process, and their contribution
would need to be carefully organized and monitored.

4. Governments would need to ensure also that bank regulators
extend the flexibility that they had shown in the early stages of the
debt crisis, so that efforts to improve the position of banks did not
cause the banks in practice to curtail their lending in a counter-
‘productive fashion. New lending in support of sound policies would
protect banks' existing assets, while strengthening the international
financial system in an indispensible manner.

" 5. Considerable difficulties had been encountered in mustering
concerted lending from the totality of a country's creditor banks,



despite countries' commitment to implement painful economic reforms. An
issue to be addressed urgently was what modalities could facilitate such
financing. ‘

6, For countries expected to return to the credit markets in due
course, it appeared essential that the bulk of the additional financing
from commercial banks take the form of lending on market~related
terms. To engage in large scale interest capitalization for such
countries would move them farther away from a return to the markets,
might encourage a unilateral approach to debt rescheduling, and could
lead to debt belng "rolled up” without the implementation of policiles
that would enhance the countries' debt servicing capacity. Thus, a
priority would be for major international banks to continue to commit
funds for such countries in the form of new money packages.

7. While there was agreement on the way in which major banks
should be asked to participate, the meeting identified difficult issues
as regards the manner in which smaller banks should be treated. This
subject was considered to require further careful study, but some
priorities could nonetheless be identified at this stage.

8. For countries relatively well advanced in the ad justment
process, and whose financing needs were modest in absolute terms, there
was a strong case for seeking to assemble bank financing from a limited
group of banks that were keen to pursue long-term business involvement
in the country concerned. Countries such as Colombia, Ecuador, and
Uruguay were mentioned as potentially being in this category (together
with Venezuela, should it seek to raise new commercial financing). Such
financing would involve coordination, but not the arduous task of
securing agreement on concerted lending from all bank creditors. One
objective~—and incentive-—for debtor countries would be to implement
policies that carried sufficient conviction with international banks to
allow their graduation to this form of quasi-spontaneous financing.

9. More difficult lssues arose in the case of countrles that had
not yet reached this stage of the adjustment process, or where policy
slippages or adverse developments had caused a sense of renewed unease
in the banking community. It would clearly be desirable to present
countries such as Mexico and Argentina also as having achleved
sufficient success that the concertation of packages with all bank
creditors could be dispensed with, and financing needs met by a group of
‘major international banks. But the Managing Director warned that his
contacts in the past days signaled reluctance on the part of some
European banks to accept an approach under which they were obliged to
participate in financing for these countries, while small banks were
allowed to stand back and receive their interest payments in full.
European banks had emphasized that the nonparticipation of U.S. regional
banks, for example, would substantially change the national distribution
of burden—sharing.



10. To meet this concern about the withdrawal of regional banks,
one possibility would be to agree on the existing national distribution
of lending, but to leave each national group of banks to decide on the
burden-sharing within their own community. However, it was noted that
some national groups (Spanish banks, for example) showed a general
reluctance to participate in new money packages, and this raised
questlions about the viability of such an approach.

11. To the extent that financing packages for some debtor
countries might not be possible 1f smaller banks were allowed to avoid
participation without penalty, it thus appeared important to study
potential means of allowing such banks to participate in the burden-
sharing by alternative modalities to the new money approach. The
meeting therefore reviewed possible innovations in the concerted lending
approach that might facilitate participation by smaller banks, but
without involving a generalized spread of interest caplitalization.

12. 1In this regard, a possibility was to structure new
money/rescheduling packages in a way that offered smaller banks
instruments or types of claims that they would be more ready to
accept. Several variants on this approach were reviewed.

a. First, the new money package might take the form of (or
include for smaller banks) a country-specific trust fund on which claims
could be held, in part to manifest the special nature of these new
claims vis—a-vis the regulatory authorities.

b. Second, debtor countries might be prepared to follow the
Chilean example of allowing banks to take equity claims on entities in
the debtor country, in lieu of the rescheduled debt and associated new
money obligations. To the extent debtor countries could accept this, it
appeared highly attractive. It offered a chance to reduce the
indebtedness of the country, while involving banks 1in longer term
investment including possibly the privatization of parastatal bodies.
There might be scope for the IFC to play a valuable role in assisting
the process of transforming debt into equity, through country-specific
investment funds set up for this purpose.

C. Third, the possibility of issuing "exlit bonds” at a
discount to smaller banks should be studied. Such bonds would allow
smaller banks to withdraw while reducing the debt load of the country.
But it was difficult to imagine the issuance of such bonds on a large
scale, not least because of the possible implications of discounts on
such bonds for the valuation of other banks' claims on the countries.

d. Finally, the possibility of allowing smaller banks to
participate through some form of interest rescheduling should not be
ruled out, possibly through the country trust fund approach outlined in
a. above. However, the dangers of this becoming more generalized in the
minds of some banks and some debtor countries needs to be borne care-
fully in mind.



13. These possible modalities should be examined carefully, with a
view to determining to what degree they would genulnely facilitate the
participation of smaller banks. Moreover, it would be important to
review the question that some banks had raised about the base date for
exposure to countries. There was some feeling that the original base
dates were -increasingly artificial, but a countervalling concern that
moving the base date forward would reward banks that had failed to
participate in new lending and penalize those that had commited
spontaneous trade financing. :

14. The Managing Director said that he would be in touch with the
U.S. authorities in the coming days to explore these issues further,
with a view to formulating concrete proposals that might be adopted for
the cases of Mexico and Argentina. A high priority now would be early
consultations with key industrial countries to secure their general
support. :



INTERNATIONAL MONETARY FUND

D October 30, 1985 /éﬂ
Mr. Finch:

You may like to glance at the
Managing Director's comments on the note on
new money packages. He is clearly very
negative on the likelihood of dealing with
Mexico or Argentina on the basis of a
limited group of banks. This is consis-
tent with the general thrust of the memo-
randum (which is contingency planning
against precisely that possibility). How-
ever, I remain of the belief that one should
not dismiss the concept of a limited group
for Mexico until one is absolutely sure
that a better alternative has been found.

You may like to pass on to the area
departments concerned a copy of this note
and the comments so that they are aware
of the Managing Director's reactions.

Attachment
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C. Maxwell Watson



Office Memor&mdum -

To: The Deputy Managing Director October 25, 1985
From: C. M. Watson 4gg( , /f

Subject: New Money Packages: A Possible Approach

You asked us to conduct a preliminary review of ways in which
the present new money approach might be developed as part of arrange-
ments to implement the Baker initiative. This general approach is
predicated on three assumptions:

—~~  The United States now takes effective action to rally
other major countries behind the new money approach, and these countries
advise their banks to cooperate in this approach.

- The debtor countries proceed to implement appropriate
policies to strengthen their external payments position and resume sus-
tainable growth.

-—  The official sector demonstrates its willingness to
engage in burden—sharing through a commitment to increase the World
Bank's capital, through export credit cover policies, and through avoid-
ance of counterproductive bank supervisory practices.

On these assumptions, an urgent problem facing the interna-
tional banking community is how to evolve the present concerted lending
approach, to streamline the increasingly lengthy and difficult process
of securing new money commitments from the totality of a country's bank
creditors.

The attached technical memorandum addresses this issue, and
builds on the conclusions and priorities established at the Managing
Director's meeting on October 22, 1In essence, the overwhelmingly pre-
ferable approach to raising new money in the current environment is to’

seek "o invoive a more limited group of banks than hitherto. Such a

_group would be based on the principal ‘bank ¢reditors of a country, who'
" normally will have a longer term commitment to business with the coun-

try, and significantly more tg¢/lose 1f a solution is not found.
Cofinancing with multilateral development banks, facilities related to
trade transactions, and on—lending options may play a part in such pack-

, ages.

Nonetheless, there may be cases involving key debtor countries
where some significant bank creditors refuse to allow banks with smaller
exposures (often large banks) to avoid the commitment of new money vet
recelve thelr interest payments in full. In such cases, a further evo-
lution of the present approach may be necessary. Rescheduling and new
money packages are already being made more flexible, involving various
options (including equity participations, in the case of Chile).
However, a significant number of smaller banks might still fail to par-
ticipate through these types of options.

-

{

e

\
g

LSRN MO S



e In that case, a further option could be introduced into
reschedulings which would involve recycling of a portion of interest
payments below a certain ceiling, without the formal advance of new
money by banks with smaller exposures. To present this as a market—
related mechanism, it could be treated as one of several (limited)
options, including for example, an equity fund. Conceivably, this might
be effected through country—specific trusts located outside the debtor
country.

“m

Attachment

cer  Mr. Finch (o/r)
Mr. Beveridge
Mr. Brown

#% 1 disagree with this too general statement. It does not reflect
the position of a number of banks (especially outside the U.S.).
The "cut-off'" line would be difficult to mark if smaller countries
were to be "exempted”. A "preferable" solution must also be
workable.
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ATTACHMENT

- Background Note on Developments in the New Money Approach

This memorandum discusses ways in which the present new money
approach might be adapted to the circumstances of different countries
and the business interests of creditor banks. First, it reviews the
general question of tailoring financing approaches to countries'
payments situations. Second, it assesses the significance of the recent
evolution in restructuring and new money techniques. Third, it
discusses the issue of raising new momney for countries where equitable
burden—sharing 1s still an issue. Finally, possible future options to
facilitate participation by banks with smaller exposures are given a
preliminaryureview.

-

-

1. Tailoring the financing approach to country situations

The Baker initiative emphasizes that economic policy reforms and
financing should continue to be assessed strictly on a case-by—case
basis« In the period ahead, net financing needs from private creditors
will clearly emerge in countries whose payments prospects vary widely.
If the approach to filling these financing gaps is to be realistic, it
will be important to appraise what modality of financing is best suited
to each country's prospects. Even within the Baker group of
15 countries 1/, a case such as Bolivia is one where we know that
leading banks are contemplating addressing the problem of accumulated
interest arrears by interest rescheduling on concessional terms. Thus,
it is important to try to group countries broadly according to the types
of finance that they can reasonably hope to access in the years ahead.
Of course, grouping countries in this way will need to be presented in a
positive manner: there will be an incentive for countries to progress
toward enhanced relations with creditors over time as their prospects
improve.

ae A first group of countries (including Hungary, Xorea and
Indonesia, for example) has access to spontaneous financing. The Baker
speech made clear that a reasonable flow of financing in support of
appropriate policies in these countries was assumed to take place
outside the scope of the $20 billion objective for the 15 countries
experiencing payments difficulties. Vigilance may be needed on the part
of national authorities to ensure that injudicious actions by major
banks do not jeopardize spontaneous flows to these countries.

b. Countries in a second group have been experiencing payments
difficulties, having recourse in several cases to concerted lending, but
have advanced in the adjustment process to a point where it may be
possible to raise new bank finance on a quasi-spontaneous basis, This
could be achieved through "club” deals involving a limited number of

}j Argentina, Bolivia, Brazil, Chile, Colombia, Ecuador, Ivory Coast,
Mexico, Morocco, Nigeria, Peru, Philippines, Uruguay, Venezuela, and
Yugoslaviae.



*%% Tt is most unrealistic to put Morocco-- **%*% What about the,Eurgpean
and even Yugeslavia or Ivory Coast—- -2~ and Japanese argument---we
in such a group. don't want to pay for the U.S.

. ~ regional banks"?

banks having longer term business interests in the country. This
approach will be easiest where the absolute size of the net financing
requirement is relatively modest.

In some such cases, particular financing vehicles (such as trade
facilities) may be oriented to the preferences of identified groups of
banks. In some cases, World Bank involvement through cofinancing may

gk .offer a possible route, although there are worries that politically
' {¢_ " damaging pressures could emerge for the World Bank to extend guarantees
o~ N on a generalized basis. This group of countries may include Colombia,
RS L Ecuador, Venezuela (to the extent new financing is needed), %pd’ -

Yugoslavia. It is conceivable that the needs of Ivory Coast and Morocco P
might also be addrefsed in part through cofinancing.

The approach involving a limited bank group has tremendous
advantages. It can generally be presented as representing important
v progress in moving back toward market—based decision making, as part of
the process of rebuilding countries' payments relations with their
creditors. Moreover, there is as yet no really satisfactory approach to
resolving the problem of recalcitrant bank creditors, which has been
J( threatening the viability of the concerted lending process. So
FREE e - attractive is this route that it would seem worth exploring—carefully
{ 2 ‘. with banks Whether cases such as Argentina or Mexico cannot be handled
¢ | by variants on this approach. S
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To encourage adoption of such an approach, authorities in financial
market countries could stress to banks that this would be implemented on
a strictly case-by—case basis as regards debtor countries, sc that the
group of leading bank creditors would vary between the cases. Thus,
those mid-sized banks who would most resent inclusion would find that
they were asked to participate only in packages where their exposure

was larger (and their own commitment possibly slightly greater).

Co

There may well be countries {such
Philippines) where further lending packages
from key bank creditors if it is clear that
small exposures are to be released from the

as Chile and the

will not attract support
banks with mid-sized and
new money process while

still receiving their interest payments in full. Thus, a third group of
countries comprises those where the assembly of new money packages will
need to take into account some burden—~sharing on the part of banks with
small exposures. The issues raised by this problem are complex, and are
addressed in the third section of this memorandum.

d. A fourth group of countries may comprise those where net
financing requirements can be held to a level that will be satisfied by
rescheduling of principal payments to commercial banks, together with
substantial support from the official sector. At the same time, one
should bear in mind that even in these cases, the rescheduling process
has also become more strained for some countries. Some support from
industrial country governments may be needed to urge recalcitrant banks

to cooperate when countries are engaged in implementing appropriate
policies.
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It has seriocus
drawbacks.

B A fifth and final group comprises countries whose debt load
appears unviable in terms of likely balance of payments developments,

even given satisfactory economic policies. As discussed above, Bolivia
is a case in point. Contacts with banks, including some in the past few
days, indicate a growing support for the idea that, where such countries
embark on an entirely new phase of politica1~and economic management,
banks may consider rescheduling past interest arrears on terms including
significant grace periods and fixed interest rates.

The question arises whether countries in this last group have any
prospect of regaining access to medium—term bank lending in the
foreseeable future, bearing in mind that very substantial provisions
have been mdde in sdme cases (even by U.S. banks). Given sound policies
and a cleaning up of existing debt, a return to medium—term flows over
the course of a number of years may be feasible. For the moment,
actions should concentrate on mustering adequate trade and, where
possible, project financing, with the support of resumed officlal export
credit cover. 1f, in such cases, the prospective net financing need
(after rescheduling of arrears) implies an additional contribution from
private creditors, further rescheduling of current interest on medium-
term finance may perhaps be necessary on an exceptional basis.

2. Evolving techniques for rescheduling and new money

In considering how techniques for restructuring and new money might
evolve, it is interesting to note the degree of constructive development
which has already occurred during the past two years. Table 1 provides
preliminary information on the extent to which recemnt restructurings
have included provisions for relending, on—-lending, currency
redenomination, World Bank involvement, use of trade-related facilities

* with advance disbursement, and exchange of debt for equity.

One important aspect of these developments is that they are
building on the longer term interests of banks in the debtor country.
Thus, relending and on-lending allow banks to develop or renew their
relationship with parastatal bodies and private sector corporations.
Currency redenomination may be seen as aligning banks' cross—border
lending with their domestic capital and funding base. World Bank
involvement builds helpfully on the principle that the core of medium—
term flows in the future may lie in project-related lending, and that
appraisal of projects and sector policies by the World Bank can play an
important role in improving the use of foreign savings.

Exchanges of debt for equity provide a formal claim which would be
unusual for some national groups of banks (although quite customary for
others, such as German banks)e. But such exchanges do meet the criticism
of smaller banks that they believe further debt financing to be
inappropriate. They could help supply capital in those cases--possibly
very limited—-—-where countries are prepared to allow greater foreign
equity participation, possibly facilitating in that context the
privatization of parastatals.



-~ There are, of course, natural limits to the use of these options at
any early date. In general, the funds being made available under new
money packages are needed for general purpose balance of payments
finance. To the extent funds under the options outlined above represent
a predisbursement of financing that will, in due course, support imports
(or projects that will require additional foreign exchange
expenditures), all that is being achieved is a once for all liquidity
gain by advancing the disbursements. Nonetheless, these routes may
facilitate participation by banks, and do seem attractive as options
provided they are subject, where appropriate, to cellings on use in any
time period.

3. Raising new moriey for countries where
equitable burden~sharing is still an issue

As discussed above, the problems encountered in raising new
financing commitments from the entirety of a country's bank creditors
have become extremely serious. Recent examples include Chile, Ecuador,
and Panama, where a minority of banks have held up completion of pack-
ages supporting policies designed to underpin a substantial improvement
in the quality of their claims on the country. Because of these prob—
lems, it would seem highly desirable to find ways of either allowing
small banks to drop out of the process——given that their financial
contribution is in some cases neglible-—or to find modalities that allow

In practical them to participate in burden sharing on a basis more acceptable than
terms? Not the provision of "new money.”
S0 sure. g 2 ‘"Hé
‘ e The<£§§éiw/elution to the difficulties now faced would be to
W Tbi 7 N present packages for all countries needing concerted financing on the
a0 basis of participation by a limited group of banks. As discussed at the
o Managing Director's meeting omn October 22, however, soundings with
a? ;N European banks have given rise to concern that they would be unwilling
UV}' to see smaller banks withdraw--and that notably there is unwillingness
- to see a withdrawal by U.S. regional banks increasing the burden sharlng
Iﬁdeeaﬁy { for banks in Europe.

3. Burden—sharing between national groups of banks

If this problem related solely to national burden sharing, a
possible solution would be to establish the shares for creditor banks in
different countries, and leave it to those banks to dlstribute the
burden among their own community.

However, there are some countries where banks generally are highly
resistant to the idea of new money packages. This is clearest in Spain,
although other cases such as Norway have been mentioned. The pattern
varies from restructuring to restructuring, with Italian banks favorable
for lending to Yugoslavia, but less favorable in some other cases.

Thus, in each restructuring there are likely to be several nationalities
of banks where the larger claim holders are unwilling to take on the
task of sorting out burden sharing in their community.



~ b Problems of cut~off point

It is not clear that the issue of national burden sharing is the
only problem arising from withdrawal of smaller banks. For example, in
Germany the Bavarian banks would doubtless be very unwilling to
participate in new money packages, thereby significantly increasing the
burden sharing for the other German banks. Moreover, wherever the cut—
off line is drawn in terms of size, even if this falls differently for
each debtor country, there is bound to be considerable resistance from
banks whose exposure is almost small enough to fall below the cut—off
line. Indeed, one might wonder whether this approach would induce such

. banks to swap or sell debt on an increased scale.

-

o Availability of payments relief

One further consideration arises if smaller banks are to receive
interest payments in cases where countries are still facing very serious
difficulties. Quite a number of smaller banks may be prepared to
cooperate in providing payments relief by any modality other than new
loans which require a formal recommendation to their boards of directors
and need to be justified to shareholders. Thus, by failing to involve
such banks, one is also foregoing some degree of payments relief, or
causing even larger increases for other banks. In this regard, the
Mexico example underscores that the gross financing needed to achieve
any increase in exposure may be quite substantial. Letting out smaller
banks will make this harder to justify to major banks' boards.

These considerations lead one to reflect on ways in which the
cooperation of smaller banks could be secured in burden—sharing for
certain countries.

4, Claims designed to meet the needs of
banks with small exposures

The question whether claims can be provided in a form more
acceptable to banks with small exposures is one of central importance.
If the answer to this question is negative, then there is a straight
choice between moving to a limited group of banks for a new money
package, or accepting that the new money may only be available after
protracted delays, as the process of erosion of participation by small
creditors gradually takes place and is accepted.

The options outlined in section 2, which have already been included
in some rescheduling or new money agreements, generally may not meet the
needs of banks with very small exposures, whose interest in longer term
relationships in the debtor country may be nonexistent. The question
therefore arises whether further options could be introduced to
facilitate participation by these banks, without leading to generalized
approaches that could damage the rebuilding of payments relations.



- A first question to be addressed is the nature of the problems
which are causing banks with small exposures to resist the new money
process. Broadly, these can be analyzed in three categories:

~— A reluctance on the part of senior management in banks to
approach their boards of directors with proposals to lend to countries
whose problems are well publicized, partly reflecting concern about
shareholder reaction to such lending.

- In some cases, a genuine belief that new lending is an
inappropriate form of payments relief for countries where difficulties
.are likely to be protracted, and that deferment or reduction of interest

would be a more appfopriate response. The concern that interest
deferment would be a more appropriate way to deal with the problem is
gsomewhat disingenuous, since capitalization increases the debt load of
the country, but in a less active way (an approach that has clear
dangers). Among some banks, however, there is a willingness to reduce
the interest rate for some countries, but this mainly relates to
countries in very protracted payments difficulties such as Bolivia or
the Sudan. '

-=  Serious frustration with the leadership of major U.S. banks,
who are seen by some banks as a desiring to show misleadingly high
interest receipts on loans to problem countries (a sensitivity which is
the more acute where U.S. banks are also seen as desiring to penetrate
regional or foreign banking markets).

In general, these concerns will only be met by an improvement in
the debtor countries' position so striking as to clearly validate the
new lending that has taken place. Indeed, in the Spring of this year,
some German bankers were prepared to acknowledge that interest
capitalization might have been inappropriate for Mexico or Brazil.

More specifically, the response of banks to an increased
flexibility in the modalities of restructurings and new money packages
will vary considerably depending on the degree to which their dissent
‘reflects each of the factors mentioned above. It is our assessment that
the principal obstacle to participation in new money packages by small
banks is a managerial one. There is a desire not to present proposals
for new loans to questionable borrowers, because of the possible adverse
effects of association with such lending and a belief that nonparticipa-
tion will not materially damage the economic position of the bank.

Where the banks have an objection in principle to advancing further
debt finance, the provision of an equity option may give sonme
reassurance. But in the case of many smaller banks, the course that
would most facilitate thelr participation would be a modality whereby
part of their interest-receipts would be recycled directly to the debtor
country without the need for full review of a new loan by credit
committees and boards. The question is whether techniques for achieving
this can be devised without resulting in a more general shift toward



interest capitalization or seriously affecting the valuation of claims
by some key banks which are not in a position to make provisions on the
scale implied.

To minimize the negative impact of recycling interest payments due
to certain banks, it would be possible to contrive modalities whereby
such interest was paid in full at source, but then part of it was
recycled to the debtor country by an intermediary body on behalf of the
banks with small exposures. This would amount to an accounting illusion,
whereby the country was seen to pay interest in full, but the flow was
interrupted to avoid the need for formal commitment of new money by the
banks concerned.

s -

Under such an arrangement, these banks could hold claims on a trust
fund located outside the debtor country in various forms. The simplest
would be a book claim, on which interest payments would be made met of
any recycling; the holders' claims on the fund would rise in proportion
to the amounts recycled. Alternatively, more complex arrangements could
be devised, under which the claims on the fund were transferable, and
would thus constitute "exit bonds". Of course, widespread issuance of
"exit bonds” at a deep discount could lead to a decline in confidence as
regards the creditworthiness of a country and pose serious problems as
regards the valuation of other banks' claims on the country.

In crder to limit the amount of such participations, and to
preserve the appearance of a relatively integrated restructuring
package, such arrangements could be presented as one among several
options in a restructuring packages. Most of the options would have
ceilings on utilization, applied either by creditor or in aggregate. In
the case of a recycling fund, it would appear appropriate to apply the
ceilings on a creditor basis, so that smaller banks could in practice
convert all of thelr claims, but the bulk of the funds would be lent
directly to the country in the form of a traditional new money
package. »

If it were judged that cases may arise in the near future where
new money packages will again need to involve the totality of a
country's creditor banks, it would appear worth considering inviting a
group of bankers and lawyers to examine arrangements that could operate
along these lines. Such a technical study could be valuable, but it
would be important to place it in a broader perspective. Three
considerations would remain particularly important:

== While more flexible technical modalities may assist in this
process, a key determinant of success will be the degree to which
-authorities in industrial countries actually support efforts to muster
new financing. 1In some cases, it is clear that the Fund has not been
benefiting from the support of monetary authorities, who have taken a
detached attitude to the new money process.



~ == Modalitles designed to encourage participation by smaller
banks could spread by contagion, resulting (for example) in'a
generalized adoption of interest capitalization.

~=  The modalities adoptéd to facilitate participation in
burden—sharing by smaller banks should not result in a shift away from a
country~by~country approach to assembling financial packages.



Table 1. Special -Financial Modalities in Selected Restructurings, 1983-85

Re~lending/ Currency World Bank Trade~Related Exchange
On—-lending Redenomination Involvement Facility 1/ for Equity
Argentina NM 84 R 85 NM 84
Brazil 83, 84
Chile -NM 85 - ) NM 85 R 85
Colombia NM 85
Ecuador D 83 R 85 NM 83 éj
Ivory Coast R 85
Mexico R 85
Philippines NM 85 ' R 84 2/ (NM 85)
Venezuela R 85 2/ R 85.}/

Sourcest Debt restructuring and new money agreements.

Note: Restructurings (R), New Money Packages (NM), and Deposit Facilities (D).

l/ In connection with new money packages.

2/. .Agreement in principle. .

:Ef A trade credit maintenauce faclility was signed in connection with a new money
agreement.



INTERNATIONAL MONETARY FUND
October 24, 1985

Deputy Managing Director:

The attached memorandum
corrects and completes data pro-
vided to you on interest payment
ratios for countries included in
the Baker initiative.

As you know, a full scale
exercise on interestratios is
in hand, which should result in
more satisfactory figures than
those attached,

Attachment d

cc: Mr. Finch
Ms. Dillon -
"Mr. Brown

C. Maxwell Watson



Office Memorandum

To: Mr. Watson : October 23, 1985
i
From: Caroline Atkinson and Bruno de Schaetzen

Subject: Interest Payments Ratios

Attached is the table that you requested showing interest
payment ratios for selected debtor countries. Although we have
attempted to provide figures that are on a comparable basis, and are
consistent with those being collected in the exercise now underway in
the External Finance Division, this has not always been possible.

To some extent this is a timing problems In some cases, the
latest estimates available from ETR economists for either exports or
interest payments have been revised. from those provided to EFD. In
other cases, we have had to use data for the medium—term projections
which have been revised less recently than the 1984-85 data. In addi-
tion, several of the economists supplying the information warned that it
may soon change as a result of updating on missions that are due
shortly. ‘

There is also an overall problem of consistency. It is not
clear, for example, whether the underlying assumptions for export prices
or interest rates are the same for different countries in the group, or
whether the financing terms implicit in the medium—term projections
reflect similar assumptions.

In addition, there may be some definitional differences
between the export figures generally used here and those used in other
staff tables (which may for example, include all service credits or pri-
vate transfers in the denominator).

A further problem is that the figures for private sector
interest payments have, in many cases, been estimated from a weak data
base. This is especially important for the major Latin American coun-
tries with a large outstanding stock of private sector debt.

Finally, in a broader sense, the ratio of interest payments to
exports may not be the best indicator by which to group debtor coun-
tries. It is essentially an indicator of short-term liquidity problems,
rather than a measure of long~term solvency. A better guide to the lat-
ter would be the ratio of interest payments to GDP. This measure shows
the proportion of a country's total resources that would be needed to
maintain interest payments in the future, and thus indicates the degree
of ad justment that may be required to meet such payments.

At tachment
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Table . Interest Payménts as Percentage of Exports of Goods and
Nonfactor Services in Selected Countries, 1984-88 éj

(In percent)

Estimates Projections

1984 1985 1986 1987 1988
Argentina 2/ 48.3 47.9 46.5 37.2 33.8
Bolivia 3/ - 44,1 48.0 34.0 31.5 30.7
 Brazil 36.2 41.0 35.4 32.8 30.7
Chile : 48.0 43.9 41,0 37.1 33.4
Colombia 25.0 24,0 22.0 20.0 19.0
Ecuador . 28.0 26.8 26.0 25.0 22.0
Ivory Coast 18.4 17.4 17.9 17.3 15.6
Mexico 4/ 36.5 34,1 31.8 25.9 23.7
Morocco 20.9 29.9 31.5 28.2 26.9
Nigeria 10.7 14.0 . 25.9 5/ 17.2 17.0
Peru 6/ 34,3 33.8 30.1 30.8 26.6
Philippines 7/ 28.3 25.8 28.1 26.2 24.1
Uruguay . 31.4 32.9 31.5 28.1° 25,2
Venezuela 25.8 22.2 20.8 - 19.6 184
Yugoslavia 40.0 44.4 44,2 36.0 32.0
Pro memoria
China: 1.4 1.6 1.8 2.5 3.1
Jamailca 18.2 22.6 24,6 23.3 22,2
Korea 11,2 11.5 10.4 10.0 8.4
Portugal 14.6 17.4 15.1 14.6 14.3

Sources: Staff estimates; and recent Board papers.

1/ Interest due after debt relief, including interest arrears accumulated
dd;lng the year and interest on projected new borrowing.

2/ Outstanding interest arrears increased by the equivalent of 2.4 per-
cent of exports in 1984 and are projected to decline by the equivalent of
16.6 percent in 1985.

3/ Outstanding interest arrears increased by the equivalent of 9.2 per-
cent of exports in 1984 and by the equivalent of 26.2 percent of exports in
1985,

4/ Interest as a percentage of exports of goods and total service
credits.

5/ The increase in the ratio of interest to exports in 1986 reflects
principally interest due on notes issued in 1985 in payment of trade
arrears.

6/ Estimates of the increase in interest arrears in 1984 and 1985 are
presently not available.

7/ Interest arrears increased by the equivalent of 2.2 percent of exports
in 1984 and are projected to decrease by the equivalent of 3.8 percent of
exports in 1985,
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III.

October 21, 1985

Options for Bank Debt Management: Categories of Debtor Countries

Countries that are borrowing on a market basis
1. Banks lending highly competitively

2, Banks lending, given policy assurances
(e.g., Fund programs)

3. Some key national groups of banks withdrawing

Countries experiencing financial difficulties but for which

the "new money"” route is viewed as appropriate

l. Not yet fully in the market, but with needs small enough

or outlook promising enough to do club deals

2, Potentially returning to the market, but with needs
so large (or remaining problems so visible) that
club deals among friendly banks may not yet be
possible

3. Doubts whether access to markets can be restored in
foreseeable future

Countries facing a very serious payments outlook

1. New medium term financing from banks not sought

2. Protracted failure to implement rescheduling; net

financing needs so large as to suggest eventual
write—offs

[China]

[Portugall _

[Korea]

[Ecuador]

[Mexico]

[Chile]

[Jamaica]

[Peru]



External Assets of Banks of Selected Industrial Countries vis—a-vis
Selected Developing Countries at End-1984 1/

Capital
All Importing
Vene-~ Philip- Major Developing Developing Western
Argentina Brazil Mexico zuela Indonesia Korea pines Borrowers Countries 2/ Countries 2/ Hemisphere 2/
(In billiong of U.S. dollars)

BIS reporting

area 3/ 25.1 65.5 70.7 26.3 12.9 25.9 12.4 238.8 447.6 424.0 225.4
United States 8.0 23.9 26.5 10.8 3.4 10.0 5.5 88.1 144.4 139.3 87.2
United Kingdom 4/ 3.4 9.3 8.7 2.8 1.5 2.8 1.7 30.2 63.1 59.4 30.0
Germany 2.4 4.8 3.5 1.9 1.9 1.0 0.5 16.0 38.4 13/ 36.4 14.3 7/
Canada 0.8 6.0 5.8 1.4 n.a. n.a. 0.9 5/ n.a. 17.2 E— Neda. 8.7 13/
Belgium Neas 1.0 6/ 1.2 6/ Nea. Neas N.a. 0.2 5/ N.a. 6.4 6/9/ n.a 3.8 10/
Switzerland 1.2 1.6 2.0 0.8 Neas n.a. 0.1 5/ n.ae. 18.4 117 n.a. 6.5
The Netherlands 1.0 0.6 0.7 0.3 n.a. n.a. n.a. n.a. '11.1 6712/ n.a 2.8
Luxembourg 6/ 0.7 0.2 0.2 0.5 Neas Neae.. n.a. Nea. 26.0 Eyzzy n.a 7.6
Japan 2.5 11.0 13.1 3.2 nea. n.a. 3.2 5/ n.a. neae n.a n.a
France 1.5 6.0 5.6 1.6 n.a. N.a. 5.0 5/ n.a. n.a. n.a. n.a.
Italy 0.4 0.3 1.6 0.4 N.a. n.a. 0.5 5/ n.a. n.a. Nea. n.a.
Unallocated 3.2 0.8 1.8 2.6 6.1 - 12.1 [-0.8] 5/ 104.5 122.6 188.9 64.5

(In percent of BIS Reporting Area Claims)

United States 31.9 36.5 37.5 41.1 26.4 ' 38.6 44,4 36.9 32.3 32.9 38.7
United Kingdom 13.6 14.2 12,3 10.7 11.6 10.8 13.7 12.7 14.1 14.0 13.3
Germany 9.6 7.3 5.0 7.2 14.7 3.9 4.0 6.7 8.6 8.6 6.3
Canada 3.2 9.2 8.2 5.3 n.a. n.a. 7.2 n.a. 3.8. n.a. 3.9
Belgium Neds 1.5 1.7 nea. n.a,’ nea. 1.6 n.a. 1.4 n.a. 1.7
Switzerland 4.8 2.4 2.8 3.0 n.a. n.a. 0.8 n.a. 4.1 n.a. 2.9
The -Netherlands 4.1 0.9 1.0 1.1 nea. n.a. n.a. nea. 2.5 n.a. 1.2
Luxembourg 2.8 0.3 0.3 1.9 Nea. n.a. n.a. n.a. 5.8 n.a. 3.4
Japan 10.0 16.8 18.5 12.2 n.a. n.a. 25.8 n.a. n.a. n.a. nea.
France 6.0 9.2 2.3 1.5 n.a. n.a. 0.8 n.a. n.a. n.a. nea.
Italy 1.6 0.5 2,3 1.5 nea. nea. 0.8 n.a. nea. n.a. n.a.
Unallocated 12,7 1.2 2.5 9.9 47.3 46.7 [-6.3] 5/ 43.7 27.4 44.6 28.6

Sources: BIS, The Maturity Distribution of International Bank Lending; national publications, and staff estimates.

l] Consolidated bank clalms by country of ownership of banks, unless otherwise stated.
2/ Excluding offshore centers.
3/ The BIS data consist of two elements.

claims in foreign currencles of affiliates in outside reporting area countries.

First, the consolidated claims of banks with head offices in the G-10 countries plus Switzerland, Austri
Denmark, Ireland, and Luxembourg (the reporting area) on countries outside the reporting area.

area of reporting area banks whose head offices are outside the reporting area.
4/ Consolidated claims of all banks registered in the United Kingdom.
where these countries have a majority ownership in U.K. registered banks
5/ Includes suppliers credits which are not separately identified.
6/ Territorial (not consolidated) reporting.

7/ Eight major borrowers in Latin America.

Claims are defined as cross—border claims plus local
Second, the cross—border claims on borrowers outside the reporting

Some claims may also be included in other countries' consolidated figures

Data for Luxembourg include subsidlaries of major foreign banks and are therefore overstated.

8/ Foreign currency assets booked in Canada of chartered banks on the world, excluding OECD countries.

10/ Including offshore centers.

11/ Ac end-1983; excluding Hungary, Romania, including Ireland, Iceland, Hong Kong.
12/ Countries outside the BIS reporting area.

13/ Rough estimate.

9/ Excluding Europe, including offshore centers.
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External Assets of Banks of Selected Industrisl Countries vis-23~vis Certaln Market Borrowing
Developing Countries that have Recently Encountered Paymenta Strains at end-1984 1/

Ivory Philip-
Argentina  Bolivia Brazil Chile Colombia Ecuador Coast Mexico Morocco Rigeria Peru pines Uruguay Veneruela, Yugoslavia Totsl
{(In billions of U.S. dollars)

BIS reporting .
area 2/ 25.1 0.7 65.5 13.1 6.5 4.6 2.7 70.7 3.9 8.8 4,7 12.4 2,0 26.3 9.2 256.2
United States 8.0 0.2 23.9 6.7 3.0 2.1 0.5 2645 0.9 1.5 2.4 5.5 1.1 10.8 2.4 95.5
United Kingdom 3/ 3.4 0.1 9.3 2.1 0.8 0.7 0.3 8.7 0.4 2,4 0.7 1.7 0.4 2.8 1.7 35.5
Cermany 2.4 0.1 4f 4.8 0.8 0.3 0.3 0.3 4/ 3.5 0.5 1.5 0.3 0.5 0.1 4/ 1.9 1.6 18.9
Canada 0.8 fis8. 6.0 fneds n.a. n.a. Nele 5.8 feds NeBe Nale 6.9 5/ Nea. 1.4 .8 Ne&
Belglum Tieds Neds 1.0 6/ Ne8. neae Nl n.a. 1.2 8/ Tez. fn.a. nea. 0.2 5/ ne.a. Tiefn Neas nea
Switzerland 1.2 Nedw 1.6 n.4. Nl fiele Nea. 2.0 n.a. Neas Nele 0.1 }? Nele 0.8 Nelle nea
The Natherlands 1.0 Neds 0.6 -5 fafe Ne8e NeGs 0.7 fle e fNedle nea. n.a. LPEN 0.3 Tie8e et
Luxenbourg ﬁj 0.7 fiels G.2 Nefe TleBe Na8s Nefis 0.2 NaGie Nl TleBo TieBs Nl 0.5 Nes, Ne#
Japan 2.5 NaBas 11.0 Neds Neds Nelle Nedle 13.1 Nele Nele TNeBa 3.2 5/ a2 3.2 TeBe Nes
France 1.5 n.a. 6.0 fNage n.a, nefs nsa. 5.6 Nl nea. flele 5.0 5/ Nes. 1.6 Nedy nea
Ttaly 0.4 n.a. 0.3 neas fetia feAe Tea. 1.6 LW n. . ned. 0.5 5/ n.s. 0.4 n.a. n.8
Unallocated 3.2 0.3 0.8 3.5 2.4 1.5 1.6 1.8 2.1 3.5 1.3 [-0.8) 2! 0.4 2.6 3.5 106 .3

{In percent of BIS Reporting Area Claims)
United States 31.9 28.6 36.5 51.1 46.2 45.7 18.5 37.5 23.1 17.0¢ 51.1 44,4 55.0 411 26.1 7.3
United Kingdom 13.56 14.3 14.2 16.0 12.3 15.2 11.1 12.3 10.3 27.3 14.9 13.7 20.0 10.7 18.5 13.9
Germany 9.6 14.3 7.3 6.1 4.6 6.5 11.1 5.0 12,8 17.0 6.4 4,0 5.0 7.2 17.4 T4
Canada 3.2 Ne8s 9.2 [ 7% 0 n.a. Nete nea. 8.2 Neas Nefie Te s 7.2 el 5.3 Telw n.a
Belgium nea. neas 1.5 Ne 84 Dede neds nNea. 1.7 e n.a. n.a. 1.6 Neds Nele Nefe f.a
Switzerland 4.8 Negts 2.4 Nefs fiede nea. Nede 2.8 Tele NeBe r.a. 0.8 Tede 3.0 ne& n-8
The Netherlanda 4.1 nea. 0.9 feds fled. Neae flale 1.0 faae Na8e DA, Nese Nede 1.1 n.a. n.a
Luxembourg 2.8 Neas 0.3 e e fNeas. Nefls Tielle 0.3 N8 NeBa Nese Tella Na8e 1.9 Neds n.a
Japan 10.0 Nea. 16.8 [ n.a. Nea. Nea. 18.5 nede. n.a. Neats 25.8 n.a. 12.2 NeBe T.a
France 6.0 N.as 9.2 nede Nede nea. Ned. 2.3 Nl fisBe f.a. 0.8 Nefe 1.5 fale nea
Iltaly 1.6 N.a. 0.5 fNefe fNelts Neas Nl 2.3 Nele TNels Nese 0.8 fis8. 1.5 Nefla n.a
Unallocated 12.7 42.9 1h2 26.7 36.9 32.6 59.3 2.5 53.8 38.6 27.7 {~6.3] 5/ 20.0 2.9 38.0 41.5
(Percentage of external asgetas with residusl msturity of 1 year of less)

BIS reporting area  54.9 61.9 25.1 28,1 39.4 36.1 23.9 24,0 31.6 29.1 43.5 53.1 28.9 65.2 27.6 34.7
United States 67.0 77.8 36.5 33.1 58.4 50.0 37.7 29.2 69.3 46.1 55.8 65.5 32.5 79.7 33.4 45.2
United Kingdonm 50.6 64,5 21,2 25.9 37.5 33.7 4.6 26,9 3s.o 34,5 36,7 53.6 26.3 62.5 28,2 33

Sourcest

1/ Conaclidated bank claims by country of ownership of banka, unless otherwise atated.
2/ The BIS data consist of two elements. First, the consolidated claims of banks with head offices {n the G~10 countries plus Switzerland, Austris, Denmark, Ireland, and Luxembourg (the

teporting area) on countries outside the reporting area.

3/ Consolidated claims of all banke registered fn the United Kingdom.

ownership in U.K. registered banks

4/ Rough estimate.

E? Includee auppliers credits which are not eeparately identified.
6/ Territorial (not consolidated) reporting. Data for Luxembourg include subsidiaries of major foreign banks and are therefore overstated.

BIS, The Maturity Distribution of International Bank Lending; national publications, and staff estimates.

Claims are defined as croas-border clsime plus local claims In foreign currencies of affiliates %in outside reporting area countries
Second, the cross—border claima on borrowers outalde the reporting areca of reporting area banks whose head offlces are outside the reporting avea.

Some claims may alao be included in other countries' consolidated figures where these countries have a msjority



tbakrtb3 {TBL)
October 21, 1985

Table . Interest Payments as Percentage of Exports of
Goods and Nonfactor Services in Selected Countries, 1984-88

(In percent)

1984 1985 1986 1987 1988
Argentina 56.2 52.1 46.5 37.2 33.8
Bolivia ' 40.1 1/ 36.2 1/ 30.6 28.2 26.8
Brazil 36.2 41.0 35.4 32.8  30.7
Chile 48.0  43.9 41.0 37.1 3.4
.Colombia 25.0 24,0 22.0 20.0 19.0
Ecuador 28.0 26.8 26.0 25.0 22.0
Ivory Coast 18.4 17.4 17.9 17.3 15.6
Mexico 2/ 36.8 22.6 19.6 19.0 17.2
Morocco 19.4 33.3 31.5 28.2  26.9
Nigeria 10.7 14.0 25.9 17.2 17.0
Peru
Philippines 26.1 31.7 28,1 26.2 24.1
Uruguay 32.4 32.0 31.5 28.1 25.2
Venezuela 25.8 22.2 20.8 19.6 18.4
Yugoslavia 40.0 44.4 44,2 36.0 32.0
Pro memoria
China : 1.4 A 1.6 1.8 | 2.5 3.1
Jamaica 19.6. 23.6 ‘24,6 23.3 22.2
Kotga 11.2 11.5 - 10.4 10.0 8.4
Portugal 14.6 17.4 15.1 14.6 14.3

Sources: Staﬁfﬁestimates; and recent Board papers.

1/ Scheduled interest payments, including interest arrears.
2/ Public sector debt only.,
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\ Office Memorandum <=/« ./ icsauo

To: The Deputy Managing Director October 23, 1985

From: David Williams DAA -

W

Subject: Repurchases by Selected Members L

As you requested, I attach a table showlng repurchases by
selected members over the forthcoming decade. As we agreed, the repur-
chase schedules have been calculated on the basis of outstanding balances
and we have made no estimate for repurchases with respect to further
drawings under stand-by and extended arrangements presently in effect.

We have, of course, also assumed that the members' quotas will remain
unchanged through the period. I was not sure whether you mentioned
Morocco to me, but I have, in case you need it, added the data for

Morocco as well as for the seventeen other countries.

At tachment

cc: The Managing Director
Mr. Habermeier (on return)
Mr. Brown
Mr. Collins



Repurchases by Selected Membe

(In millions of SDRs)

Repurchase ¢
10/1/85 - Amounts to be Repurchased - Calendar Years
12/31/85 1986 1987 1988 1999 1990 1991 1992 1993 1994 1995
'« Argentina Amount 2,105.110 - 337.262  494.376 381.891 469.491 259.496 88.688  73.906 - - -
Percent of Quota 189.1 - 30.3 44ab 34,3 42.2 233, . 8.0 | 6.6 - - -
~ ~ Bolivia Amount 50.729 4.014 25.332 < 19.146 2,238 - - - el - - -
»*  Percent of Quota 55.9 4.4 27.9 21.1 .- 2.5 - - - - - - -
g ™ Brazil Amount 4,205.400 - 525.539 876.975 691.367 633.459 563.680 368.875 228.594 223.391  : 93.521 - —
Percent of Quota 287.8 —_ 36.0 60.0 47.3 43.3 38.6 25.2 15.6 15.3 6.4 —
N ~{ Chile Amount 928.100 - 152.346 280.871 199.808 139.492 93.667 33.271 13.021 5.208 5,208 5.208
Percent of Quota 210.7 —-— 34.6 63.8 45.4 31.7 21.3 7.6 3.0 1.2 1.2 1.2
S .. Ecuador Amount 264.000 — 5.518 90.204 102.265 34.237 22,898 7.559 1.319 R — -
Percent of Quota 175.2 — 3.7 60.0 67.9 22.7 15.2 5.0 0.9 - - -
. ™ Ivory Coast  Amount . 575.725 22,978 107.205 102.739 127,566 109.502 63.797 28.056  12.754 1.128 L= -
. Percent of Quota 347.9 13.9 64.8 62.1 77.1 66.2 38.5 17.0 7.7 0.7 - -
- L. Mexico Amount 2,703.305 -_ 125.391 280.039 418.999 530.373 506.967 369.038  221.718 170.531 78.578 1.672
Percent of Quota 231.9 -_ 10.8 , 24.0 36.0 45.5 43.5 31.7 19.0 14.6 6.7 © 0.1
ﬁ s Philippines Amount 782.508 36.771 224,998 243.254 119.673 - 71.625 43.750 29.188 13.250 L= - -
Percent of Quota 177.7 8.3 51.1 55.2 27.2 16.3 9.9 6.6 3.0 v — - -
T < Uruguay Amount 226.800 9.450 48.181 81.542 46.928 .22.408 18.291 - - - i -
Percent of Quota 138.5 5.8 29.4 49.8 28.6 13.7 . 11.2 - - -_ - -
i “r Yugoslavia Amount 1,942,166 90.945 362.497 385.758 " 454,220 396.652 183.969 52.188 15.938 — - —
Percent of Quota 316.8 14.8 59.1 62.9 74.1 64.7 30.0 8.5 2.6 b © - -
T Hungary Amount 972.000  88.300 1/  40.971 272.852 263.929 174.190 92.800 38.958 - - — -
- Lo Percent of Quota 183.2 16.6 7.7 51.4 49.7 32.8 17.5 7.3 - - - -
ey Korea Amount 1,448.531  75.500 226.781 291.914 369.592 233.868 158.943 79.944  11.991 == - -
Wi Percent of Quota 313.0 16.3 49.0 63.1 79.9 50.5 34.3 17.3 2.6 o= - -
LT - : N
. Indonesia - Amount 116.162 74.200 2/ — - 41.962 - —_— - - . L — -
cL. e Percent of Quota 11.5 7.3 — - 4.2 - - - — == -— -
Malaysia Amount 179.911 72.700 2/ 23.286 69.800 14.125 - - - -— . - - -—
_ -+ Percent of Quota 32.7 13.2 4.2 12.7 2.6 - - - R : -
Romania Amount 815.452 32,603 199.318 225.980 158.714 128.074 53.443 17.319 ’ -_ ’ -— - -
Percent of Quota 155.8 6.2 38.1 43.2 30.3 24.5 10.2 3.3 -_ - - -
Thalland Amount 937.967 59.216 230.845 162.528 171.119 177.291 111.968 12,500 12.500 - bl -;
Percent of Quota 242.6 15.3 59.7 42.0 44,3 45.9 29.0 3.2 3.2 . -_ -_— -
Turkey Amount 1,268.030 60.516 320.322 344,223 320.938 185.781 36.250 —_ - —_ - -
Percent of Quota 295.5 14.1 74.6 80.2 . 74.8 43.3 8.4 - — ¢ — - . -
Total Amounts 19,521.896 627.193 2.955.792 4,222.201 3,885.334 3,306.443 2,209.919 1,125.584 604.991 400.258 177.307 6.880
Morocco Amount 1,150.083  66.806 274.177 243.904 169.148 193.341 137.960 52.245 12,500 - - -

Percent of Quota 375.1 21.8 89.4 79.6 53.2 63.1 45.0 17.0 4.1

Total Amounts 20,671.979 693,999 3,229.969 4,466.105; 4,054.482  3,499.784 2,347.879 1,177.829 617,491 400.258 177.307 6.880

17 Includes early repurchase of SDR 88.0 million expected to be made before end-December 1985.
2/ Includes early repurchase of SDR 74.2 million expected to be made before end-November 1985.
3/ Includes early repurchase of SDR 72.7 million expected to be made before end-November 1985.
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THOUGHTS ON HOW COMMERCIAL BANKS CAN BE INVOLVED IN SOLVING THE FINANCING

PROBLEMS OF INDEBTED COUNTRIES

I. General Considerations

1. The bank withdrawal phenomenon
No one contests the scope and relative severity of this
phenomenon. The available statistics for 1985 show that the net
contribution of banks to the indebted countries' financing has virtually
stopped. Not one of the bankers with whom I spoke in Europe views this
phenomenon as "normal" or compatible with an orderly solution to the
debt problem. To quote one of my interlocuteurs, "It would be desirable
for the recent disengagement to be followed by a moderate net
contribution by the banks."
2. The banks' reaction to the problem
(a) The general concept put forward by Mr. Baker is

not challenged. Everyone with whom I spoke agrees

that:

-- The case-by-case approach must be continued (while
by contrast there is strong opposition to a global
approach, in which the same formulas would be
applied to every country);

-- this strategy must be supported by an appropriate
combination of adjustment measures (preferably
negotiated and monitored by the IMF) and financing;

-- multilateral agencies must be involved in the
financing (a larger role for the World Bank and

the regional development banks is looked on with



(b)

5l
special favor), as must governments (bankers remain
disappointed and suspicious about governments' role
in guaranteeing export credits to certain Latin
American countries) and commercial banks;

the general idea of adjustment that is oriented toward
restoring conditions leading to steadier growth in

the debtor countries is of course widely supported.

The banks are showing a wait-and-see posture, and

at

the same time are worried.

A wait-and-see posture: Few of tﬁe bankers I met are
proposing precise ideas or formulas. They recognize
the need to act, but do not yet seem to have developed
a position at this stage.

The banks' worries: Several bankers told me

they are not sure how real the commitment of the
industrial countries to support the World Bank
financially is ("we will believe it when we see the
Bank get a general capital increase," one of them
said to me). They are not very happy with govern-—
ments' timidity in the area of export credits to
certain countries or of multi-year rescheduling.

Nor do they know how the World Bank will be involved
in the process, and they are afraid that the matter
of a replacement for the Bank's President will delay

the initiation of the IBRD part of the arrangment.
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(c) The concept of equal burden sharing remains deeply
rooted. In France, Japan and the United Kingdom there
is a real fear of a binding arrangement from which small
banks might be exempted. The attitude of the American
regional banks gives rise to concern and even suspicion
in this regard. 1In France, especially, there is a strong
fear that the major banks, or those that go along with
the plan (meaning in fact all French banks) will be
"penalized" by the nonparticipation of certain foreign
banks. This fear can be allayed only if the arrangement:
-- ensures that all banks will participate; or, if

not,

—-— distributes the burden country by country, with each
country's leading banks taking care of the national
quota (based on the outstanding debt country by
country).

(d) The difference in attitudes is due in part to differences
in the way provision has been made for the risks.

The German and Swiss banks appear to be rather well
provisioned. They will look closely at any new commitment (which they
will also have to provide against if the requlations do not change).

The German authorities, who have granted large tax advantages for
provisioning, will bear this consideration in mind when they are asked
to influence the German banks on amounts of new commitments. Naturally,
these banks will tend to be more concerned with the amounts than with

the terms.
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French banks appear to be less well provisioned and are widely
known to be undercapitalized, although the concept loses some of its
relevance in view of the fact that the entire apparatus of French
banking has been nationalized. They will go along, but will hesitate to
make sacrifices with regard to terms because their domestic earnings
have been discouraging (I was told at the French Treasury that a cut of
2-1/2 percentage points in the interest received from the developing
countries alone would entirely wipe out the annual profits of the French
banks.)

Given the highly centralized structure of Japanese banking,
the banks there will go along, but they will be particularly concerned
with making sure that the principle of equal burden sharing is
respected, as will the British banks. British bankers (merchant bankers
being somewhat more open than the clearing banks) stress the importance
of tangible participation by governments and by the World Bank.

Finally, seen from Europe, the U.S. banking system appears to
be marked by:

—— excessive concern with their earnings reports (to the detriment
of adequate provisioning);

-- a certain regulatory inconsistency, including an inconsistent
approach to provisioning (the regulatory system offers too few
tax incentives for provisioning, but at the same time
fegulators do not pay enough attention to the efforts at
economic recovery undertaken by debtor countries when assessing
the quality of risks; the lack of tax incentives makes highly

exposed major banks turn to approaches based on new money,
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while the second factor causes small and medium-sized banks

with little exposure in indebted countries to withdraw from

the arrangement;

The apparent inability of the authorities to exert pressure on

small and medium-sized banks to participate in cooperative

efforts.

Possible outline of a solution

1.

General Considerations

(a)

The authorities must be very clear from the start

about what they can and cannot do.

There must be hard evidence that support for an
increase in World Bank financing is more than a
pious wish.

Export credit insurance agencies must be much more
closely involved in the financing process, and the
follow-up must be organized and monitored.

The bank regulatory systems must be adapted and
made to serve the strategy.

What the authorities cannot do must also be clear
from the outset: there will be no official
guarantees of bank financing under the strategy.
Any possible misunderstandings on this subject

should be dispelled.
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The principle of bank solidarity should be part of the
arrangement, with the term being defined either as
relating to the banks in one national area or as

encompassing all the banks in the world.

Possible outline of a solution

We can imagine two types of solutions:

Those based on new money alone;

those based on a wider range of kinds of participation,
so that participation can be as universal as possible.
Approaches based on new mcney alone.

This approach would hark back to that of 1982-84. Three-
year financing needs would be established on the basis of
programs or consultations with the Fund and in close
liaison with the Bank. When it is known what official
financing is available, particularly from the World Bank
and other development agencies, negotiations with the
banks would begin (advisory committees, merged into a
single body if necessary). The "critical mass" concept
would be retained. If some banks (regional or marginally
concerned) refused to participate, the concept of

"bank responsibility by nationality"™ would, as I see it,
be demanded by the major European and Japanese banks. In
other words, the group of participating banks (those that
play the game) would not seem to be ready to "pay" in a
non-geographically differentiatied way for the non-

participation of other banks. To put it anocther way, the
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lead banks in the United States should take care of the

defection of regional banks, etc. (perhaps by means of

the exit bonds discussed below).

This approach has the advantage of simplicity, but the

idea of bank responsibility split by nationality can

entail some dangers:

it will induce the lead banks to demand guarantees
for the extra exposure they would have to assume

to make up for non-participating banks;

it could induce small and medium-sized banks to

opt out, seriously eroding the level of
participation;

it is virtually impossible to determine a criterion
for identifying the precise point at which the

"participating bank" concept begins.

Approaches involving diversified kinds of participation,

enabling the largest possible number of banks to

participate in the strategy

The
(a)
(b)

(c)

idea would be to offer banks a number 6f options:
The usual new money approach;

partial capitalization of interest;

for a portion of the contributions, offer a way
out in the form of "exit bonds" issued by a group
of major banks. These bonds would be issued at a
discount determined by the state of the "market."

In view of what was said above about "national
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solidarity,"” it may be anticipated that the large
banks will subscribe these bonds in a manner which
reflects the exact percentage of "exits", country by
country.
For all or part, new money could be in the form
of securities representing claims on a "trust"
{the trust itself could be established on a country-
by-country, regional, or world-wide basis) that
would provide financing for the structural or
sectoral development of the country concerned under
World Bank auspices. One might even envisage
all the major banks {(as well as the World Bank and
development banks) contributing to the trust's
capital. But it has to be acknowledged that this
formula would not be just for recalcitrant banks.
Even a limited guarantee from the World Bank would
be so attractive that all banks will want to
take this option.
Opportunity for banks that are unwilling to
contribute new money to purchase equity in enter-
prises of the country concerned, To facilitate
the implementation of this formula, an equity
financing vehicle could be set up on a regional
or individual country basis with IFC assistance.
New money would therefore take the form of

participation in the equity of this entity.
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Some of the above options could be offered in combination.

All of them have both advantages and disadvantages.

(a)
(b)

(c)

(a)

(e)

Is not new and has already been commented on.

The capitalization idea is perhaps the one with

the most disadvantages. It does not reduce the debt
overhang and could tempt debtor countries to set the
capitalization rate unilaterally some day.

The "exit" could be a useful formula for releasing
marginal banks. The disadvantage is that the discount
could have an adverse effect on the confidence of the
market and of requlators in assets still carried at par
in the books of other banks. This formula could
therefore be of only marginal ﬁse. The need to divide
implementation of this formula geographically by bank
area could also complicate things and cause the banks to
request guarantees from their governments.

I will not dwell on this item, which actually raises the
more general problem of the link between bank loans and
World Bank loans. This issue, with or with without a
separate entity, is of intense interest to the banks.
The advantages of this formula should not be under—-
estimated. It is the only one that avoids an expansion
of the debt. Properly used, it could also lead to
improved industrial management in the countries
concerned, facilitate the privatization of public

enterprises, etc. The IFC could play a crucial role,
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Some small banks might prefer to implement {(e) by converting
existing claims rather than by putting in new money. I see

no reason to object to their doing so.

In conclusion, I believe that:

1.

The time has come for the United States to hold prompt
discussions with its industrial partners (G5, Gl10). The
administration should exercise strong leadership, but also
consult its partners.

The banks must be put to work. They must understand the
rules of the game, rid themselves of certain illusions, and
be in a position to propose constructive, imaginative
solutions.

The solutions must be simple and fair (as among countries
and as among banks).

The danger of grandiose schemes and of overly ambitious
organizational schemes must not be overlooked. There must be

clear reasons for any new body that is created.
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October 18, 1985

The Honorable James Baker

Secretary of the Treasury
Washington, D.C. 20220

Dear Secretary Baker: : L -

I am sorry I was unable to attend your initial. meeting on international
debt issues on October 1. Unfortunately, I already had left for Asia.
Lee Prussia's attendance was vital in supplying us with your views and
proposed plan of action.

We at Bank of America are very. pleased and encouraged at your stepping
forward and providing leadership on this critical issue. You will have
our complete support in your efforts to provide new impetus to finding
solutions to the debt problems of the developing countries. We all
recognize that finance cannot be seen in isolation and that a
resolution of the current financial difficulties is possible only if
appropriate adjustment measures are taken by the debtor countries that
result in a strengthening of their economic structure and increased
economic growtn. Therefore, we are pleased that your-plan emphasizes
fundamental structural reforms as an essential element to the
restoration of the creditworthiness of those nations that are now
encountering payment difficulties.

You asked us to share with you our ideas as to what reforms in the

debtor countries are particularly appropriate and desirable. I am
happy to do so. ‘

The key to a rejuvenation of economic growth in the debtor countries
‘lies in a reduction of state interference and the unquestioned support
of private enterprise and initiative by the respective governments.
Just adding more debt to an economy already unable to service the
existing dept load will not lead to a resolution of the problems.

P. Q. Box 37000 ‘San Francisco. California 94137
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" Fundamental domestic economic reforms should include the elimination of

ceiwwprice controls and governmental subsidies. Public and semi-public

enterprises should be sold to the private sector. The resulting
savings can be used to reduce the public sector deficits that take up a
large proportion of investable funds in many debtor countries.

The financial sector of the various developing countries needs to be

- - -~derequlated and reformed. —Fiscal and monetary stability should be

" restored if private domestic savings are to increase. Incentives for

domestic saver’s need to be enhanced and positive real interest rates
should be encouraged. The local constraints on tne operations of
foreign banks need to be relaxed if they are to be full partners in the
rejuvenation process. Such domestic financial reforms are particularly
important in countries like B8razil, Chile, Mexico and the Philippines,
where foreign credit accounts for over 70 percent of total credit.

In the .international sector, realistic exchange rates need to be
implemented. Barriers to trade in the form of tariffs, quotas and
licensing requirements should be rediiced to foster economic efficiency
and to avoid a disallocation of scarce investment funds.

One issue raised in the recent negotiations is of great importance to
us all: He have not found a device for insisting that debtor countries
make more constructive efforts to open their borders to investment
capital inflows. We must enc0urage barrowers to turn to the
international equity market (i.e. private.capital) as an aiternat1ve to
demand:ng more debt at cheaper prices for longer terms.

" At the present t1me,'f0re1gn-darect investment .accounts for only
approximately 15 percent of the total external liabilities of the major
debtor countries. .To increase the incentives to foreign investors, the
foreign direct investment codes in the debtor countries need to be
revised or eliminated. The local ownership and domestic content
requirement should be abolished. Tne ideal situation would be the
equal, or "national,” treatment of fareign and domestic investors. The
Multilateral Investment Guarantee Agency should be given final approval.

We at Bank of America stand ready to make further funds available to
those countries that take appropriate adjustment measures and thereby
improve their external and domestic economic and financial
performance. You will appreciate that it would be difficult to make
additional lending commitments in countries that are being criticized
by the bank examiners. You may also be aware of a tax propesal under
consideration by the Ways and Means Committee wnich would restrict the
creditability of taxes levied on bank Toans to these same countries.
‘This proposal, if enacted, would severely undermine the ability of
commercial banks to participate in your strategy.

We also would 1ike to be supportive of foreign direct investment
efforts by Awmerican corporaticns in the key debtor countries. We
therefore assume that credits granted in support of such fore1gn direct
investments in the major debtor countries will be included in the
calculation of the "fresh money" made available to these countries.

W
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Speakzng for Sank of ﬁmerzca and echo1ng “the views of many peer banks,

et o W ¢ o B s

we find it increasingly offen51ve to be in essence financing capital
flight., . I am encouraging our people to find some effective trigger
mechanisms which make the availability of further advances contingent
upon success in stopping the flow of capital out of a country above
some defined Tevel. This jssue cannot be enforced by commercial banks

alone, but will require concerted efforts by government and
nultw]atera] lending institutions. It may be that in redefwning
“conditionality" the World Bank or the IMF can find moré effective ways
to insure that the capital stays where it is most needed.

In Seoul, I detected real unhappiness among foreign banks which feel
that their banking systems have participated fully in the LDC debt
sclution, while participation from American banks js increasingly
lTimited to the bigger institutions. This concerns us greatly too, and
while we understand the "American Way," the big players find it
objectionable that we are eacouraged to take more risk, which provides
less. risk for other Tenders who can then pursue other opportunities.
We must find a more balanced system of rewards and penalties.

"Mr. Secretary, we believe that the ef%orts by you and the governments

of the Group of Five to bring about a greater coordination of the

adjustment efforts of the debtor countries, the commercial banks, and
the multilateral agencies are most desirable and important. . However,
we also believe that governmental agencies, such as the Export Import

" Bank of the United States and its sister institutions in the other

countries, should be brought into;phis effort in a major way.

As 1 stated earlier, we are fully supportive of your efforts to provide
leadership in the resolution of the important economic and financial

problems facing all of us. We will do.everything in our power to

assist, provided all other interested parties fully participate in the
pragram out11ned by you. .

~Sincere1y yours,

bee: R. Frick
B. .Heller
 F+ Martin
J. Stephan
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TO: The Managing Director October 8, 1985
The Deputy Managing Director

FROM: Charles Gardnd%?/’

SUBJECT: Secretary Baker's Press Briefing

U.S. Treasury Secretary James Baker briefed the press at 8:45
this morning on his address this afternoon, outlining a three-point
"integrated strategy" for consolidating progress in dealing with the debt
problem, and achieving sustained growth.

He said his plan was needed because "strains are beginning to
appear™ in the present approach. However, he strongly endorsed continua-
tion of the case-by-case method and emphasized repeatedly that his proposal
was a “concept™ for which the "modalities" remain to be worked out.

Key points:

(1) Debtor countries must adopt comprehensive macroeconomic
and structural adjustment policies, promoting growth and adjustment,
while reducing inflation.

{2) A continued, central role for the IMF is needed as the
catalyst for new financial flows, complemented by more effective structural
adjustment assistance from the multilateral development banks, in support
of market-oriented strategies. The MDBs would be expected to raise
disbursements to the fifteen largest debtor countries by 50 percent from
the current annual level of $5.9 billion annually, or a cumulative increase
of $9 billion over the three years 1986-88. These 15 countries are now
slated to get $18 billion over the period, but would get §27 billion
under Mr. Baker's plan.

(3) Increased lending by the commercial banks in support of
adjustment programs. A cumulative net $20 billion increase over 1986-88
from the major banks worldwide is envisioned, a rise he put at 2.5 percent
per year.

Commercial bank participation. Mr. Baker said he has sounded
out the major U.S. banks on increasing their net exposures by $20 billion
and their response was, “go ahead with it," but their participation
depends on the actions of the debtors and the MDBs. The private banks
cannot be expected to increase their exposure in the face of capltal
flight, and unless they see it in their own self-interest.

Role of the IMF. BAsked if the debtors, and Brazil in particular,
could participate in the plan without IMF programs, Mr. Baker said he
proposes "expanding the role of the IBRD, not diminishing the role of

/



the IMF," and that it would be in Brazil's best interest "to have an IMF
agreement if it wants new private bank lending." Although the IMF “has
been moving toward growth-ortented policies," countries cannot "get
around some sacrifice." The IBRD is "perhaps better equipped to promote
market-oriented policies, although the IMF has been doing that."

Banking regulation. In reply to an inquiry, he suggested that
as his concept evolves, "there may well have to be a close look at what
the regqulatory authorities require.”

Trust Fund and IMF/IBRD cooperation. Greater cooperation
between the institutions would be "very salutary,"”" but “they belteve now
that they should work more closely together.™

"If our original proposal for the Trust Fund had been advanced,
there would be even more cooperation. But some are not ready for such
innovative ideas. There are problems in that (the Trust Fund proposal)
so we may advance that later on," he said.

Role of IBRD and capital increase. If each of the three major
participants in the strategy--debtors, multilateral development banks,
commercial banks--does its part, and “we can bring all the pieces together,
there will be a need for increased resources™ for the World Bank; then, the
U.S8. would support a capital increase, but if it were to do so now,
there would be "less incentive for the private banks."

The World Bank's role will be to provide more structural and
sectoral adjustment loans, promote more cofinancing, and modify its 10
percent portfolio guideline. He denied that this approach, in the
absence of a capital increse, would merely shift IBRD resources from one
group of countries to another.

Mechanics. Despite his allusions to the major participants'
"getting together,” he does not envision a single forum of any kind.
"The case-by-case approach must apply.” Nor does he envision achieving
comprehensive agreement on paper: what is needed is "clear public
commitments by all major parties.”

cc: Mr. Finch
Mr. Habermeier
Mr. Hood
Mr. Whittome
Mr. Mohammed
Mr. Nicoletopoulos
Mr. Wiesner/Mr. Beza
Mr. Collins/Mr. Brown
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, Statement by the Hon. JAMES A. BAKER, III,
& Secretary «©f the Treasury and Governor of the

Bank and Fund for the UNITED STATES,

at the Joint Annual Discussion |

It is a pleasure to be here for the Fortleth Annual Meetlngs of the
International Monetary Fund and The World Bank. Strong, effective
international financial institutions are as essential to our economic
well-being today as they were 40 years ago..

Our host country, Korea, is a nation whose economic success is sur-
- passed only by its warm hospitality.  Korea' 8 market-oriented approach
and strong emph351s on prlvate initiative are a lesson for us all

Foundation for Growth

I would like to focus my comments today on policies for growth
within the context of the international debt strategy. Sound policies
and sustained, low-inflation growth in the industrial countries must
provide the essentlal foundation for a successful debt strategy, and are
a prerequlslte for stronger growth in the debtor countrles. . »

The major industrial countries have already made considerable
progress in this dlrectlon. Two weeks ago in New York the Finance
Ministers and Central Bank Governors of the Group of Five industrial
nations underscored the progress which had been achieved, particularly
with regard to the convergence of economic performance toward sustained,
low-inflation growth. They also announced a set of policy intentions
that. will help to comsolidate and extend that progress and to lmprove
and sustain growth for the longer term.

We emphas1zed, for our own eountrles, the central importance of
reducing structural rigidities, strengthening incentives for the pri-
vate sector, reducing the size of government, and improving the invest-
ment environment. We also rededicated our governments to resisting
protectionist pressures that threaten our own prosperity and the oppor-
tunities for others. We must jointly accelerate our efforts to lanuch a
new round of trade negotlatxons w1th1n the GATT.
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These 1ndustrlal nations agreed that the sxgnlflcant progress
already achieved in promoting a better convergence of their economic
performance had not been fully reflected in exchange markets and that
some further orderly appreciation of the main non-dollar currencies
against the dollar was desirable. We expressed our willingness to
cooperate more closely to encourage this when to do so would be helpful,

This package of measures had an immediate, significant impact on
exchange markets which continues’ to be p031t1ve, and reflects the impor-
tance of the commitments made.

I am convinced that if each of the major industrial nations
fulfills its policy 1ntent10ns and maintains or improves access to its
markets, we will have taken a major step toward more balanced and
sustainable growth, while providing a solid framework for improving the-
debt situation in the developing world.

Strengthening the Debt Strategy

Fellow Governors, it is essential that we begin the process of
strengthening our ipternational debt strategy.

Three years ago the internatibnai financial community developed a
flexible, cooperative, case-by-case strategy to address the debt problem
and lay the basis for growth in the debtor nations. In three years:

—-— Aggregate,cufréﬁt account deficits in developing countries have
been sharply reduced from $104 billion in 1982 to $44 billion this year.

-~ Growth in developing countries has been restored to about 4 per-
cent, compared to less than 2 percent in 1982.

=-— This growthrﬁas been fueled by éharp increases in developing
nations' exports, including a 21 .percent increase in their exports to
the United States last year. :

These developments reflect improved growth and sharply lower
interest rates in the industrial nations, as well as adoption of
improved policies within most debtor countries. These policies have
been given important support by reschedulings and rollovers amounting to
approximately $210 billion, and by net new commercial bank lending.

The international financial institutions have also played an impor-
tant role in the progress that has been achieved. The IMF in particular
has very capably played a leadership role, providing guidance on poli-
cies and temporary balance of payments financing, both of which have
catalyzed commercial bank flows.
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- Despite this progress, some serious problems have developed. A
number of principal debtor countries have recently experienced setbacks
in their efforts to improve their economic situations, particulary with
regard to inflation and fiscal imbalances, undercutting prospects for
sustained growth. Bank lending to debtor nations has been declining,
with very little net new lending anticipated this year. The sense of
increasing reluctance among banks to part1c1pate in new money and debt
reschedu11ng packages has introduced serious uncertainties for
borrowers, in some cases maklng it more d1ff1cu1t for them to pursue
economic ‘reforms. : : - : :

These problems need to be ‘addressed, promptly and effectively, by
 building upon the intefnational debt strategy in order to improve the
prospects for growth in the  debtor countries. This is an enterprise
which will require, above all, that we work together and that we each
strengthen our commitment to progress. :

If the debt problem is to be solved, there must be a "Program for
Sustained Growth," 1ncorporat1ng three essentlal and mutually rein-
forc1ng elements . :

-- First and foremost, the adoption by principal debtor countries
of comprehensive macroeconomic and structural policies, supported by the
international financial institutions, to promote growth and balance of
payments adjustment, and to reduce inflation.

-- Second, a continued central role for the IMF, in conjunction
with increased and more effective structural adjustment lending by the
multilateral development banks (MDBs), both in support of the adoption -
by principal debtors of market-oriented policies for growth.

—— Third, increased lending by the private banks in support of
comprehensive economic ad justment programs.

I want to emphasize that the United States does not support a
departure from the case-by-case debt strategy we adopted three years ago.
This approach has served us well; we should continue to follow it. It
recognizes the inescapable fact that the particular circumstances of
each country are different. Its main components, fundamental adjustment
measures within the debtor nations and conditionality in conjunction
with lending, remain essential to the restoration of external balance
and longer-term growth. - '

We need to build upon the current strategy to strengthen its
ability to foster growth. There must be greater emphasis on both market-
oriented economic policies to foster growth and adequate financing to
support it.
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- In essence, what 1 am suggestlng is that adequate financing can be
made available throwugh: a:combination of private ‘¢éreditors and multila-
teral institutions working cooperatively, but only where there are
reasonable prospects: that-.growth will.occur. This will depend upon the
adoption of proper economic policies by the developing countries.
Financing can only be prudently made -available when arnd as effective
policies. to promote economic efficiency, competitiveness, and’
productivity-~the true foundations of growth--are put in place. We
cannot afford to repeat:the mistakes of the past. Adjustment must con-
tinue. - Adjustment programs. must be agreed before additional funds are
made available, and should be implemented as those funds are disbursed.

‘These efforts should be mutually. reinforcing. Sound policies in
the principal debtor countries will not only promote growth, but will
also stimulate the needed private. bank lending. And it will be impor-
tant that ‘these policies be supported by the IMF, complemented by the
MDBs., These institutions can help encourage and catalyze both needed
p011c1es and f1nanc1ng.

onn

In‘today s thh1y<1ﬂterdependent world economy, efforts at ecomnomic
isolationism are doomed to failure. Countries which are not prepared to
undertake basic adjustments and work within the framework of the case-
by-case debt strategy,.cooperating with the international financial
institutions, cannot expect to benefit from this three-point program.
Additional lending will not occur. Efforts by any country to "go it
alone" are likely to seriously.damage its prospects for future growth.

I would like to elaborate on the actions that will be required by
each participant in this three—point program.

Structural Change ‘in the Prlnc1pa1 Debtors

The essence of the: need: for structural change in the principal
debtors is captured in two quotations ‘I would like to share with you.

First: S e

"The only way to -overcome our economic crisis 1is to
-- tackle at their root the structural problems of our
. ‘economy to make. it more:-efficient and productive." 1/

ET

l/ Pre51dent de 1a Madrld at . the Mex1can Bankers Association Annual
Meeting, July 22, 1985. ’
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And second:

“Economic growth w111 ‘have solid foundations only 1if we

reestablish trust and stimulate prlvate enterprise, which

must be the flagship of our economic development....We will

promote authentic. 1nst1tut10nal change in the economic

sector.” 1/ i

These are not the words of a U.S., Secretary of the Treasury. They

are statements made in July of this year by the Presidents of Mexico and
Brazil. I believe they reflect a growing sentiment in Latin America.

It is essentiailthétmthe heavily indebted, middle~income developing
countries do their part- to implement and maintain sound policies.
Indeed, without such p011c1es, needed financing cannot be expected to
materialize. Policy and financing are not substitutes but essential
complements.

For those countrles whlch have 1mp1emented measures to address the
imbalances in their economies, a more comprehensive set of policies can
now be put in place, which promlses longer—-term benefits from stronger
growth, higher standards of 11v1ng, lower inflation, and more flexible
and productive economies. These must not only 1nc1ude:macroeconomic
policies, but also other medium- and longer-term supply-side policies to
promote growth.

We believe, that such 1nst1tut10na1 and structural policies should
include:

—- increased reliance on the private sector, and less reliance on
government, to help increase employment, production, and efficiency;

-- supply-side. actions to mobilize domestic savings and facilitate
efficient investment, both domestic and foreign, by means of tax reform,
labor market reform, and development of financial markets; and

-- market-opening measures to-encourage foreign direct investment
and capital inflows,.as well. as to llberallze trade, including the
reduction of export sub51d1es.;

Thls broader approach does not mean that policy areas that have
been the focus of efforts to. date-—ln partlcular fiscal, monetary,
and exchange rate p011c1es~*can recelve less attention. 1Indeed,
macroeconomic policies have been. central to efforts to date and must be
strengthened to achieve greater progress‘ These policies should consist
of: . .

lf President Sarney in.a teleVLSed address to the nation, July 23,
1985.
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-- market-oriented exchange rate, interest rate, wége, and pricing
policies to promote greater economic efficiency and responsiveness to
growth and employment opportunities; and

-- sound monetary and fiscal poiicies focused on reducing domestic
imbalances and inflation and on freeing up resources for the private
sector. :

The cornerstone of sustained growth must be greater domestic
savings, and investment of those savings at home. Macroeconomic and
structural policies which improve economic efficiency, mobilize domestic
resources, and provide incentives to work, save, and invest domestically
will create the favorable economic environment necessary for this to

occur. Such an environment 1s also critical to attract supplemental
' forelgn savings.

As a pract1ca1 matter, it is unrealistic to call upon the support
of voluntary lending from abroad, whether public or private, when
domestic funds are moving in the other direction., Capital flight must
be reversed if there is to be any real prospect of additional funding,
whether debt or equity. If a country's own citizens have no confidence
in its economic system, how can others?

There are essentially two kinds of capital inflows: loans and
equity investments. Foreign borrowings have to be repaid--with-
interest. Equity investment, on the other hand, has a degree of per-
manence and is not debt-creating. Moreover, it can have a compounding
effect on growth, bring 1nnovat10n and technology, and help to keep
capital at home.

We believe that the debtor nations must be willing to commit them-—
selves to these policies for growth in order that the other elements of

a strengthened debt strategy can come into place.

Enhanced Effectiveness of the International Financial Institutions

The international financial institutions must also play an impor-
tant role in strengthening the debt strategy to promote growth.
However, we must recognize that the international financial institutions
cannot have sufficient resources to meet the debtor nations' financing
needs all by themselves. An approach which assumes that the IMF and The
World Bank are the sole answer to debt problems is simply a nonstarter.
For most developing countries other sources must play a more important
role. These include private sector borrowing, increased export earn-
ings, foreign equity investment, and repatriation of capital which has
fled abroad. All these routes should be pursued.

Among the international financial institutions, the IMF has played
a major role in advising member nations on the development of policies
necessary to promote adjustment and growth. There has been a particular
focus on monetary, fiscal, and exchange rate policies, although
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increasing attention is being paid to other areas such as trade libera-
lization, pricing policies, and the aff1c1ency of government-owned
enterprises. »

Emphasizing growth does not mean de-emphasizing the IMF. ' Through
both its policy advice and balance of payments financing, the Fund has
" played a critical role in encouraging needed policy changes and cata-
lyzing capital flows. .It must continue.to do'so.. But it must also deve-
lop new techniques for catalyzing financing in support of further
progress. '"Enhanced surveillance," for example, can sometimes provide
an effective means of continued IMF involvement. :

The Fund should give hlgher priority to tax reform, market—orlented
pr1C1ng, the reduction of labor market rigidities,; and to opening econo-
mies to foreign trade and investment. This will help assure that Fund-
supported programs are growth-oriented., ‘It will be particularly
important for the Fund to work closely with The World Bank in this effort.

I would now like to turn more directly to.the role of the MDBs,
which need to be brought into the debt strategy in a stronger way,
without diminishing the role still to be played by the IMF.

The World Bank, and indeed all MDBs, have considerable scope
to build on current programs and resources, and to provide additional
assistance to debtor nations which is disbursed more quickly and
targeted more effectively to provide the needed stimulus to growth.

There is ample room to expand The World Bank's fast-disbursing
lending to support growth—oriented policies, and institutional and sec-
toral reform. An increase in such lending can serve as a catalyst for
commercial bank lending.

A serious effort to develop the programs of The World Bank and the
Inter-American Development Bank (IDB) could increase their disbursements
to principal debtors by roughly 50 percent from the current annual level
of nearly $6 bllllon. ' - : -

Increased disbursements would require greater borrowing by the MDBs
in world capital markets. Their ability to borrow at low rates is a
precious asset which must be preserved' Therefore, their-lending must
be in support of sound economic programs that enhance the borrower's
ablllty to serv1ce its debt and grow.

"It should be possible, with a concerted effort by both The World
Bank and borrowers, to streamline World Bank operations in order to
reduce considerably the time period required to formulate and implement
such assistance programs. This will expedite the actual disbursement of
funds. : - - : o
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The value and role of an indigenous, competitive private sector
needs to be recognized and developed more fully than it has in the past.
The Bank, for its part, should actively promote the development of the
private sector and, where appropriate, provide direct assistance to this
sector. In addition, the Bank should seek to assist, both in a tech-
nical and financial capacity, those countries which wish to "privatize"
their state-owned enterprises, which in too many cases aggravate already
serious budget deficit problems.

Given the importance of increasing commercial bank flows to the
principal debtors, there is also an urgent need for efforts to expand
the Bank's cofinancing operations. These efforts should be pursued
vigorously to increase "the effectiveness of the Bank in helping its
borrowers to attract private finance, and should have substantial poten-
tial in the context of this three-point program.

The enhanced program of the International Finance Corporation, with
an expanded capital base, and the recently negotiated Multilateral
Investment Guarantee Agency (MIGA) are two important Bank Group ini-
tiatives in support of developing countries. Both organizations can-do
much to assist their members in attracting nondebt capital flows as well
as critical technological and managerial resources., We urge all Bank
members and particularly the principal debtors to give their full sup-
port to establishment of the MIGA.

If developing countries implement growth-oriented reform; if com-~
mercial banks provide adequate increases in net new lending to good per-
formers; and if increased demand for quality IBRD lending demonstrates
the need for increased capital resources, we would be prepared to look
seriously at the timing and scope of a general capital increase.

We believe The World Bank's efforts . can be supplemented actively by
the regional development banks. Since some of the most serious debt
problems are found in Latin America, special emphasis should be placed
~on strengthening the IDB's policies to enable it to be a more effective
partner in support of growth-oriented structural reform.

In the case of an IDB capital increase, it will be critical to
assess the extent to which the institution strengthens its lending poli-
cies. There must be well-defined economic and country strategies
tailored to enhance economic reforms which encourage growth. Given a
firm commitment by the IDB to move in this direction, we believe that it
should be permitted to introduce a major program of well-targeted non-
project lending. In the meantime, such lending could be associated with
World Bank programs until the IDB has implemented the necessary reforms.

Increasing Lending by the International Banking Community

The international banking community has played an important role
during the past three years. I am, however, concerned about the decline
in net bank lending to debtor nations over the past year and a half,
particularly those nations which are making progress. All of us can
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appreciate the commercial bank's concerus, but we believe these councerus
would dissipate if the banks were confident that new lending is in sup-
port of policies for growth in the developing nations. :

If creditor governments, in an age of budget austerity, are to be
called upon to support increases in multilateral development -bank
lending to the debtor nations, and if the recipient nations are asked to
adopt sound economic policies for growth to avoid wasting that-
financing, then there must also be a commitment by the banklng community
——a commitment to help the global communlty make the necessary tran-
sition to stronger growth.

Our. assessment of .the commitment required by the banks to the
entire group of heavily indebted, middle~income developing countries
would be net new lending in the range of $20 billion for the next three
years. In addition, it would be necessary that countries now receiving
adequate financing from banks on a voluntary basis continue to do so,
provided they maintain sound policies.:

I would like to see the banking community make a pledge to provide
these amounts of new lending and make it publicly, provided the debtor
countries also make similar growth-oriented policy commitments as their
part of the cooperative effort. Such financing could be used to meet
both short-term financing and longer-term investment needs in the deve-
loping countries, and would be available, provided debtors took action
-and multilateral institutions also did their part.

We would welcome suggestions from the banking community about
arrangements which could be developed in order to ensure that adequate

financing to support growth is available.

The Poorest Countries

Before concluding my statement, I would like to focus briefly on
the problems of another set of debtor countries, the low-income debtors
with protracted balance of payments problems. Special efforts are being
made to assist these countries, but more can and should be done to
improve their longer-term prospects.

The United States believes that the resources provided by the Trust
Fund reflows provide a unique opportunity to help address the economic
problems of the poorest countries with protracted balance of payments
difficulties. Recent experience demonstrates that successful resolution
of the economic problems of these countries requires a comprehensive
approach, including fundamental structural policy changes, as well as
sound macroeconomic policies,

The $2.7 billion in Trust Fund reflows present us with an oppor-
tunity to utilize IMF resources, possibly supplemented by funds from
other sources, in support of such comprehensive ‘economic programs. The
effectiveness of such programs would be enhanced by close cooperation
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between the Fund and Bank. In some cases, this could best be
accomplished by a joint approach by the two institutions in support of
comprehensive programs.

The United States is also prepared to consider a bolder approach,
involving more intensive IMF and World. Bank collaboration. We believe
that this approach would help ensure that the institutions provide
‘sound, mutually consistent advice on the full range of policies to pro-
mote growth.

The United States, which supported African countries with $1.7
billion.in bilateral aid in 1985, would be prepared to consider seeking
resources in support of such a far-reaching approach if other donors
were prepared to make equitable contributions,

We recognize that some may have reservations about such an
approach, viewing it as complicated and difficult to implement. I can
understand some of those concerns, and believe they suggest the need for
further reflection on certain aspects of this proposal. But, we cannot
let parochial resistance or unfounded suspicions block an idea that can
significantly help the poorest countries and strengthen ties between the
Fund and the Bank. I urge you to give this approach further con-
sideration during the months ahead.

Conclusion

In conclusion, much has been accomplished in the past few years in
addressing the pressing economic problems of the early 1980s and pre-
paring the foundation for future global growth. We must now join
together to consolidate our progress in building stronger economies for
the future.

Sound policies and growth in the industrial world can provide a
solid foundation for strengthening and adapting the current inter-
national debt strategy. Let us not lose the present opportunity. I
have proposed a three-point "Program for Sustained Growth" to provide
renewed impetus for resolving the debt problem, We must not deceive
ourselves. There are no easy solutions, and none of us can escape our
responsibilities,

The principal debtor nations must make the hard policy decisions to
restructure their economies. The commercial banks must provide adequate
resources to support these efforts, The MDBs must increase the effi-
ciency and volume of their lending.

Moving from proposal to implementation will be a demanding exercise
and cannot be accomplished overnight. As we adapt our strategy, we must
continue to look to the IMF as the catalyst for new financial flows.

And with these new flows will come new hope.
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We will be building on the efforts of the past.
clearly recognized by borrowers and creditors alike. Fundamentally,
there is no disparity of interest among our nations. We have a common

interest in growth-—sustained growth that rests on productivity, innova-
tion, and investment., Let us begin our efforts now.

The needs are





