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PREPARATION OF FACSIMILE MESSAGE

Messages prepared for facsimile transmission should be of an urgent nature, and generally not
exceed 20 pages.

Facsimile number - including country and city codes - must be provided by originating office.
The cover sheet should be completed in full and signed by authorized persons only.
Messages should be prepared individually in full for each separate addressee.

Papers must be printed only on one side using standard 82" x 11" or 82" x 14" paper.

Paper should be originals or very clear copies. Do not use fluid or tape in making corrections. Small
or lightly printed text may not be legible to recipient.

Pages should be numbered to indicate page number and total pages (for a ten page message, the
cover page should be marked 1 of 10, the next pages, 2/10, 3/10 etc.).

Messages delivered to the Cable Room should be accompanied by a complete duplicate set of the
message using the yellow copy as cover. This does not apply to offices of Executive Directors.

Clip, do not staple, the original set.

The duplicate set will be dispatch/time stamped, forwarded to the Correspondence Unit for
distribution, and returned to the originating office.
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MR. ALEXANDRE LAMFALUSSY
GENERAL MANAGER
BANK FOR INTERNATIONAL SETTLEMENTS

BASLE, SWITZERLAND

THE GOVERNMENT OF MEXICO AND THE BANK ADVISORY
COMMITTEE FOR MEXICO HAVE REACHED AGREEMENT ON THE MAIN
POINTS OF A MULTI-YEAR FINANCING PACKAGE AIMED AT HELPING
MEXICO ATTAIN THE OBJECTIVES LAID OUT IN ITS MEDIUM-TERM
ECONOMIC PROGRAM SUPPORTED BY A THREE YEAR EXTENDED
ARRANGEMENT APPROVED BY THE FUND ON MAY 26, 1989 FOR A
TOTAL OF SDR 2.8 BILLION. THIS ARRANGEMENT INCLUDES SET-
ASIDES AND CONTEMPLATES A POSSIBLE AUGMENTATION OF THE
ARRANGEMENT OF UP TO SDR 466 MILLION (40 PERCENT OF QUOTA)
IN SUPPORT OF DEBT REDUCTION AND DEBT SERVICE REDUCTION
OPERATIONS. FURTHERMORE, MEXICO ALREADY HAS MADE USE OF

SDR 453 MILLION UNDER THE COMPENSATORY AND CONTINGENCY
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FINANCING FACILITY FINANCIAL SUPPORT FOR MEXICO'S
ECONOMIC PROGRAM ALSO WAS PROVIDED BY OFFICIAL CREDITORS
IN THE FORM OF A PARIS CLUB DEBT RESTRUCTURING AGREEMENT
ON MAY 30, 1989 AND BY THE WORLD BANK IN THE FORM OF THREE
LOANS TOTALING US$1 5 BILLION APPROVED ON JUNE 13, 1989
AND DESIGNED TO PROMOTE STRUCTURAL REFORMS IN KEY AREAS OF
THE ECONOMY

WE ARE VERY PLEASED ABOUT THE PROGRESS THAT HAS BEEN
MADE IN THE PROVISION OF FINANCIAL SUPPORT FOR MEXICO'S
ECONOMIC PROGRAM, UNDER WHICH THE AUTHORITIES ARE
CONTINUING TO PURSUE A COURAGEOUS AND WIDE-RANGING EFFORT
TO ENSURE MACROECONOMIC EQUILIBRIUM AND TO RESTRUCTURE THE
ECONOMY IT SHOULD BE NOTED THAT MEXICO HAS BEEN PURSUING
THESE EFFORTS FOR A NUMBER OF YEARS, WITH THE SUPPORT OF
THE INTERNATIONAL MONETARY FUND AND WITH POSITIVE
RESULTS FURTHERMORE, WHILE MEXICO'S EXTERNAL FINANCES
HAVE BEEN UNDER CONSIDERABLE STRAIN IN RECENT YEARS, IT

HAS CONTINUED TO SERVICE ALL OF ITS EXTERNAL DEBT A
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SUCCESSFUL IMPLEMENTATION OF THE CURRENT PROGRAM WITH
SATISFACTORY EXTERNAL FINANCING SHOULD HELP STRENGTHEN THE
CONDITIONS FOR THE GROWTH OF INVLSTMENT AND OUTPUT IN AN
ENVIRONMENT OF LOW INFLATION AND EXTERNAL BALANCE

UNTIL THE FINANCING PACKAGE WITH THE COMMERCIAL BANKS
IS CONCLUDED, HOWEVER, INTERIM FINANCING NEEDS TO BE
ARRANGED TO ENABLE MEXICO TO COVER ITS LIQUIDITY
REQUIREMENTS FUND MANAGEMENT, THEREFORE, STRONGLY
SUPPORTS THE REQUEST OF THE MEXICAN AUTHORITIES FOR SUCH
FINANCING TO HELP MAINTAIN THE COUNTRY'S WORKING BALANCES
AT AN APPROPRIATE LEVEL MOREOVER, TO ASSURE THAT THE
PROGRAM IS CARRIED OUT IN A CLIMATE OF CONFIDENCE, IT
WOULD BE DESIRABLE TO HAVE THE BROADEST PARTICIPATION
POSSIBLE IN THE INTERIM FINANCING
BEST REGARDS,
RICHARD D ERB
ACTING MANAGING DIRECTOR

INTERFUND
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-SUBJECT: DINNER MR. GURRIA AND MR. HUSAIN
-DRAFTED BY: RAINER B. STECKHAN, DIRECTOR, LA2 EXT: 38074
-AUTHORIZED BY: \

-CC: MESSRS. PINTO (EDS18) AND HUSAIN (LACVP) KASHIWAYA (CFSVP); BEZA (IMF)

383 1762130 =

-LIC. JOSE ANGEL GURRIA TREVINO

~-SUBSECRETARIO ASUNTOS FINANCIEROS INTERNACIONALES

-SECRETARIA DE HACIENDA Y CREDITO PUBLICO

-MEXICO, D.F., MEXICO

BT

WASHINGTON DC - 28-JUL-89

ADDRESSED TO LIC. JOSE ANGEL GURRIA TREVINO (SHCP).

THIS IS TO CONFIRM MR. HUSAIN’S INVITATION FOR A SMALL DINNER ON

THURSDAY, AUGUST 3 AT 7 PM. COULD WE MEET BEFORE THAT, SAY AT 5
PM, THURSDAY, AUGUST 3 TO TALK?

BEST REGARDS, RAINER STECKHAN.
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THE NEW YORK TIMES, July 31, 1989

How the Mexican/Debt Pact Was Achieved |

By PETER T.KILBORN

Special to The New York Times XA

WASHINGTON, July 30 — About noonon Friday, July
21, the Finance Minister of Mexico, Pedro Aspe, placed a
call to the Treasury Department.

‘ Mr. Aspe told Charles H. Dallara, an Assistant Secre-
tary, that President Carlos Salinas de Gortari had set a
deadline of two days later for resolving the country’s dis-
pute with its foreign banks. '

Otherwise, Treasury officials report, Mr. Aspe said
President Salinas would consider, in Mr. Aspe’s words,
“‘other courses of action.”

Mr. Aspe’s telephone call set the stage for a major
departure in Bush Administration third world debt policy.
It broke the pattern of interminable negotiations between
Mexico and its American and foreign banks. And it forced
a compromise on the most difficult issue, how much Mex-
ico could retain of any windfall it might receive should oil
prices rise sharply. )

‘““He drew a line at Sunday night,” a Treasury official
said of Mr. Salinas, who was elected in December with
barely 50 percent of the vote because of public unhappi-
ness with an economy stifled by the nation’s Payments on
$100 billion in foreign debt.

The President’s suggestion of “‘other courses of ac-'
tion”” might have been no more than a bargaining ploy..
But in the seven-year history of the third world debt prob-
lem, such threats have sometimes presaged moratoriums
on debt payments — a troubling matter for the banks and
the Bush Administration.

Treasury officials said that even if the Mexicans
were bluffing, they welcomed the call as a lever to force,
the banks to give up some ground. Many banks, facing sig+
nificant losses and writedowns on their Mexican debt,
wanted the Bush Administration to provide some addi-
tional taxpayer support, but the Treasury had ruled that
out. :

The Treasury also needed something to lend credibil-

Continued on Page DI0
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ity to Secretary Nicholas F Brady s
plan to help relieve developing coun
tries of some of their $1 3 trillion debt
burden His plan was fow four
months old and Mr Brady had noth
ing to show for it.

How much Mexico has really
gained from the agreement that was
reached on y, July 23 and how
much this first application of the
Brady plan will ease its debt burden
are open questions

But the deal that was gfashioned
under the chandeliers of the Treas-
ury s just restored third floor confer
ence rcom at least provided some
tangible evidence of how the Brady
plan might work.

Phone Calls Bring
A Turning Point

‘The final march toward the Mexico
accord began the previous weekend
during the summut conference of the
world s leading industrial democra
ctes in Paris The Bush Admimstra
tion officials had said earlier had
hoped to sail into Paris with a Mexi
can debt accord in hand But when
this did not happen a chagrined Mr
Brady turned up the heat on the
banks

Snacking on Kelloggs Cracklin
Oat Bran cereal straight from the
box in his second floor suite at the In
tercontinental Hotel in Pans Mr
Brady placed calls to the chairmen of
some leading American banks

An aide who was present recalled

He said It is unacceptable simply
unacceptable for the President and
other heads of state t¢ be persenally
focusing on the Mexican debt situa
tion while the bank chairmen are
leaving this 1n the hands of 35 year
old computer jockeys 1n the bank ad
visory committee

The advisory committee is a team
of negotiators from 15 banks who rep-
resent the 450 to 500 American and

in July: How.

foreign banks that hold $54 billion ar
about half the money the Government
has borrowed from abroad

The recipient of one call was John
S Reed the chairman of Citicorp
which heads the advisory committee
Citicorp whose $2 3 billion in loans to
Mexico are second only to the Bank of
America s $2 34 billion has taken a
less hostile view of the Brady plan
and third world lending than most

banks. Mr Reed promptly called a i

meeting in New York for Sunday
July 16 of the chairmen of the other
banks on the committee

This proved a turning pomt. The
most pressing issue then dividing the
advisory committee negotiators and
the Mexicans concerned a proposal
the banks had made to stepup or
raise at their own discretion the in
terest they could charge on some of
their loans to Mexico some years

\ hence

| ‘Recapture’ Plan
Stymies Progress

Under the Brady plan the banks
had already agreed to accept a reduc
tion in the interest rates on their Mex
ican loans from around 10 percent to
625 percent so making up some of
that loss on future interest struck the
banks as only fair

But the Mexicans had rejected the
proposal in part because 1t took little
account of the possibility that the
Mexican economy might be even
worse off in the future than 1t 1s now

Mr Reed and the other chairmen
agreed to drop the step-up proposal a
coup for the Mexicans. They left on
the table a milder recapture provi
sion to let the banks receive more in
terest if at some point Mexico started
realizing significantly greater reve-
nues from its exporis of o1l than it
does now THe Mexicans accepted the
concept in principle so Mr Reed was
able to get the discussions back o
track early in the week of July 16

On Thursday four days later how
ever with the bank chairmen back in

¥
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David C Mulford left, Under Secretary of the Treasury for Interna

Ag ceFra cePresse

tional Affairs 15 the actual architect of the Brady plan to help relieve
developing countnes of some of their $1 3 trillion debt burden Angel
! Gurnais the chief negotiator for the Mexican Government.

their offices and the negotiators at
! the table the talks struck another
§ roadblock as the Mexicans studied
the recapture proposal more closely
i They found that the banks were de-
manding much more nterest much
sooner thar they could tolerate Nei
ther side was willing to budge so the
talks had struck yet another wall

t Mexican Negotlator Recalled

At the end of the day President Sali
nas pulled his chief negotiator Angel
Gurria back to Mexico City — a step
that the banks and the Treasury con
sidered ominous

It was the following noon on Fri
day, that Mr Dallara took the call
fromMr Aspe Mr Brady hag left for
a brief respite 1n California ‘and the
Under Secretary for International Af
fairs David C Mulford the actual ar
chitect of the Brady plan was briefly
~—out of his office

To discourage President Salinas s

other courses of action they dis
cussed convening a meeting with the
banks at the Treasury the next day
but no decision was made at that
point, Treasury officials sard

Mr Mulford and Mr Dallara then
conferred by telephone with E Ger
ald Corrigan president of the Federal
Reserve Bank of New York and
determined that there might never be
an agreement with Mexico or any
other debtor country unless the
Treasury and the Fed intervened and
tried to alter the negotiating environ
ment

Cychc;l i;a&ern
Of Dafficult Issues

" The talks kept crumbling officials
explamed because of two phenomena
that were blocking progress

One was evidence that the banks
and the Mexicans had become caught
in a cycle of settling one is Je after
another but always finding new ones
of diminishing importance to dispute
as ferociously as they did the ¢entral
issues

Well before the meeting in Wash
ington the two biggest questions had

been resolved These matters in
volved how much debt the banks
would forgive Ultimately the nego-
tiators had settled on giving the credi
tor banks a choice between rolling
back interest rates or reducing the
value of their loans by 35 percent

Two other imfportant issues re-

maimed to be settled — the o1l related
recapture of interest and the matter
of enhancements The latter ¢on
cerned Mexico s desire for early dis
bursement of $7 billion in funds that
the World Bank the International
Monetary Fund and the Government
of Japan had agreed to set astde n
special escrow accounts to assure the
banks that Mexicos renegotiated
debts would be paid if the country re
neged
Both the banks and the Mexicans
were moving other'questions onto the
table too The challenge Mr Brady
; sald m an interview with reporters
came down to trying to stop the 11th
most important pomnt from coming
up and then the 12th and determn
ng tead when the of an
accord had been reached

Interbank Bickering

There was one other potential com
plication — the possibility of the talks
becoming derailed by bickering
among chairmen of the banks and
their negotiators The talks were
complicated because what was being
asked of the banks was unprecedent
ed Mr Dallara said But mviting
them all to the table might also have
invited mayhem

/5o five bankers — Mr Reed and his
top negotiator William R Rhodes
A W Clausen chairman of Bank
America and his negotiator Richard
Bloom and Tony Spicijaric repre
senting the Swiss Bank Corporation
and all non American bank creditors

—————== — would be invited to the table at

Treasury
Advisory committee members and
other top bankers would gather at the
seventh floor offices of the Bankers
Association for Foreign Trade a few
i blocks away from the Treasury But
the meeting itself was not yet certain

The Convergence
On Washington

Late = idav however Mr Aspe
called again reaching Mr Dallara at
home n Falls Church Va Mr Dal
lara was on the phone to Mr Brady in
Califorma and a Treasury operator
patched the three together

Officials said that Mr Aspe said to
expect him and Mr Gurria in Wash
mngton by noon on Saturday The
meeting was on i

1 think the implication of being so |

[ e

_ae Agreement on. Mé..ico
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close to a deal and at the same time
so far apart was that the deal could
crater Mr Gurna said 1n an inter
view Sothere was a constructive ef
fort on everybody s part — the banks
the authorities obviously ourselves
—toavoid that

Saturday morning July 22 around

10 Mr Corrigan arrived at the Treas
ury to meet with Mr Dallara and Mr
Mulford and the chairman of the Fed
eral Reserve Board Alan Greenspan
jomed them They appomnted Mr Cor

“rigan -a man with a reputation-as an«
honest broker as chairman
“~Mr Greenspan preferred to stay on
the sidelines to meet privately with
various negotiators

The Enhancements Issue

The American officials then met
separately with the banks negotia
tors and 1n the early afternoon with
the Mexicans At mid afternoon Sat
urday all 13 participants sat down to-

ether The first important issue was

e matter of enhancements The
banks wanted to be sure that public
authorities — the IMF the World
Bank the Government of Japan —
would provide enough enhancement
money to assure the payment of 24
months of mterest 1f the Mexicans re
neged on paymg the debt on which the
banks agreed to reduce their rates

It was impossible to determine
whether the funds available would be
sufficient because no one knows how
much of the debt the banks will assign
to interest reduction how much to
principal reduction and how much to
another option making new loans to
Mexico

The negotiators agreed that if the
enhancement money proved insuffi
cient to support 18 months of debt
payments the banks would be per
mitted to scale down the amount of
debt to be forgiven

Complex Solution
To Final Dispute

The recapture dispute came up
next After a brisk debate 1t was re
solved with a complex arrangement
Starting on July 1 1996 if oil prices
have risen sigmficantly Mexico s ail
exports are strong and other condi
tions are met banks that accepted
the 6 25 percent interest rate on their
loans can raise the rate — but not by
much

The negotiators agreed that
through their rate increases the
banks could collect no more than 30
percent of the windfall Mexico would
reahze and that the banks could col
lect no more than 3 percent each year
of the revenue they had relinquished

s Debt Was Achieved
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It is the latter
cent clause that assures Mekito.bf
holding on to most of an ofl price
windfall If for example sometime

provision the 3 per ||

after 1996 the price of oil reaches $50 ¢

a barrel (it is now about $18), the-36
percent provision would allow the
banks large rate ncreases But the 3
percent provision would hold the
rates down and permit them to rise

‘only very slowly

The date the recapture provision ;
could start taking effect — 1986 oo -;
was imuch later than the banks want<™
ed Mexico said a Mexican official
close to the talks insisted en 1996 on
the ground that the country degerved
a seven year break to reap the hene-
fits of an ol bonanza This gain® e
said would compensate for seven
years of debt-crisis austerity
said an American banker  If Mexico
does particularly well we Il get some
portion of that good fortune !

An Atmosphere

Full of Tensions

Dealing with the details and bicker
Ing over analyses of proposals by the
negotiators teams of economists
who were installed outside the confer
ence room took the negotiators well
nto the night both Saturday and Sun
day Tensions often rose

Mr Corrigan and Mr Gurria bbth
heavy smokers found 1n their midsta
third  Saturday mght Aspe hghts ,
up oneparticipantsaild He said he 1
had never smoked before i

When the discussions at the Treas
ury Saturday ended after 1 AM the
Mexicans returned to their rooms at
the Watergate Hotel but for the bank |
ers there was still more work 1

1
13
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Bankers Explain Deal

Mr Reed Mr Clausep and Mr
Spicyaric left to jom their colleagues:
at the trade association and from )
there they called chairmen in the
Umted States and abroad to explain
the agreements

After sull another day dealing
mostly with secondary issues and
leaving some unresolved Mr Brady
shooed everyone out of his third floor
office at 9 PM so a weary Mr Aspe
could call Mr Salinas Mr Aspe who
had had nothing to eat since the Mc
Donalds Quarter Pounder that a
Treasury aide had brought him at
noon told the President he at last had
adeal

AsMr Aspe and Mr Gurria left the
Treasury Mr Aspe handed a pack of
cigarettes and his lighter to his ¢ol
league He said he was quitting 't
Mr Gurria said At midmght, Mr
Salinas announced the accord on
Mexican television
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Special to The New York Times

WASHINGTON July 30 — Thir
teen men worked far into the mght
last weekend m th¢ Treasurys
third floor conference room to put
together the Mexican debt accord

E Gerald Cornigan president of
the Federal Regerve Bank of New
York who served as chairman of
the negotiationts and was viewed as
an honest broker

John § Reed chairman of Citi
corp which leads the 15 bank Mex
ican Advisory Committee The
committee [in turn leads negotia
tions for 450 to 500 American and
foreign banks that have made
loans to Mexico Mr Reed 1s fluent
m Spanish and thore commutted to
continued lendihg to Mexico than
most bankers

Pedro Aspe; Mexico s Finance
Mmister a English speaking
economist whom President Carlos
Salimas de Gortar: dispatches to
negotiations to break deadlocks

Nicholas F Brady United States
Treasury Secretary and author of
the Admimstration debt plan that
was at stake 1n the talks

Alan Greenspan Federal Re
serve Board chairman He was
present apout half the time some

THE NEW YORK TIMES, July 31, 1989

times at the conference table
sometimes meeting privately with
participants m Mr Brady s office

David C Mulford Under Secre
tary of the Treasury for interna
tional affairs He mfunated some
bankers by pushing them to jomn in
the Brady plan and accept big
losses

Charles H Dallara Assistant
Secretary of the Treasury and Mr
Mulford s top aide who has a
softer touch than Mr Mulford He
did the detail work in puiling the
meeting together and served as the
Treasury snote taker

Angel Gurnna Mr Aspes top
negotiator who 1s fluent in English

Miguel Mancera head of the
Central Bank of Mexico He as
sumed a secondary role to Mr
Aspe and Mr Gurria

william R Rhodes of Citibank,
head of the committee of creditor
banks and as such the banks top
negotiator since 1982

A W Clausen chairman of
BankAmerica and former presi
dent of the World Bank His bank is
the biggest lender to Mexico

Richard Bloom Mr Clausens
top negotiator
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John 8 Reed, chairman of Citi-
corp, whose $2 3 billion in loans
to Mexico 1s second only to the
Bank of America’s $2 34 bilhon

Tony Spicijaric, an emissary of ..
the chairman of the Swiss Bank
Corporation He represented the
views of non American banks
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By LARRY ROHTER

Special to The New York Times

MEXICO CITY, July 30 — With a
debt-reduction agreement in his
pocket after seven months of difficult
negotiations, President Carlos Sali-
nas de Gortari is seeking to convince
Mexican and foreign investors that
the accord is not just another debt
rescheduling but the start of a perma-
nent econamic recovery.

By itself, the'$1.5 billion annual debt
reduction, which fell far short of the
ambitious goals Mr. Salinas had
originally set, is unlikely to get Mexi-
co’s economy growing again. But Mr.
Salinas’s economic team is trying to
use the accord to generate the confi-
dence that would encourage the pri-
vate sector, both foreign and domes-
tic, to make up expected shortfalls of
billions of dollars in Mexico’s re-
sources. :

“The agreement is not exactly
what the Government asked for, but
it should be sufficient for the short-
term objectives the Government has
in mind,” said Luis Pazos, a leading
conservative economist here. “It is
not in itself a solution to the problem,
and the President knows that. But his
hope is that it will create expectations
so positive that money now abroad
will return, which would in turn have
a more positive effect than the negoti-
ation of the debt itself.”

Nestlé’s Big Investment

There are already some signs of
success from the effort. On Tuesday,
the Nestlé Company announced that
it would invest $300 million in Mexico
in the next three years, a decision
that company officials said was taken
in June with the expectation that eco-
nomic conditions here would soon im-
prove after seven years of debt-in-
duced austerity and recession.

“We, like other -comipanies, have
suffered the consequences of the eco-
nomic crisis the country has lived
through and the drop in purchasing
power of the population,” said Carlos
Represas, president of the Nestlé
group here. “But we fee] Mexico has

Mexico Sees Gains in Debt Ac

reached the end of the decade having
carried out profound changes and
structural transformations that open
new perspectives of growth in the
1990’s.”

Mr. Represas said the new money
would be funneled into expanding pro-
duction, introducing new product
lines and increasing exports to the
United States, Central America and
the Caribbean. He added that he was
“sure more companies will follow
suit” and that Nestlé’s Mexican and
foreign rivals here have “‘accelerated
their own plans to do so” to remain
competitive.

“Surfers say that when a wave is
forming, it will pass you by unless
your board is ready,” he said. “We

Officials think the
agreement will
raise confidence
among inves'%ors.

think this wave is going to grow,.and
that’s why we’ve made the decision to
get aboard it.”

In what the Government is calling
another demonstration of confidence
in Mr. Salinas and the agreement, 11
European banks announced this week
that they would lend $210 million to a
Mexican copper company that was
once owned by the Government but is
now in private hands. New foreign
commercial bank loans to private
companies have been virtually frozen
since the debt crisis erupted in the
summmer of 1982.

Mexican stocks have also risen in
the wake of the agreement, but the
market is small and volatile. A more
telling indication of the overall in-
vestor reaction has been the fall of in-
terest rates on Mexican Treasury
bonds. They have declined to 34 per-
cent from 56 percent since the begin-
ning of the month, with 12 points of

that drop coming in Tuesday’s auc-
tion.

A drop in domestic interest rates is
crucial to the success of Mr. Salinas’s
program, not only as a gauge of pub-
lic confidence but also in concrete
terms. Mexico’s internal debt has
grown to more than $50 billion, and
drains three times as much from the
economy each year as repayment of
foreign debt obligations.

Capital Outflows

Nevertheless, one diplomat said,
“It takes more than a few swallows to
make a spring.” As much as $50 bil-
lion in capital is estimated to have
fled the country since the economic
crisis began, and continued doubts
about the true benefits of the debt-re-
duction package could encourage
Mexican investors to keep their
money in banks and real estate in
California and Texas.

The new agreement permits banks
to choose among three options: a 35
percent reduction on the value of ex-
isting loans, a 6.25 percent interest-
rate cap on those loans or lending new
money. As a result, several months
are expected to pass before it is clear
just how much debt reduction Mexico
has actually achieved. In the mean-
time, Mr. Salinas has to begin prepar-
ing next year’s budget, uncertain of
what the cash-flow situation will be
and with every move being watched
by skeptics. :

‘“He’s got some problems on the
1990 budget, since they need a mini-
mal amount of new money,”. an
American banker said. “If everyone
goes for debt reduction, then you have
to worry about the deal blowing up or
being cut back. The distribution is
very important.”’

Finance Minister’s Estimate

On July 17, Finance Minister Pedro
Aspe said the new accord would im-
mediately reduce Mexico’s net an-
nual outflow of capital to 2.7 percent
of gross domestic product from the
current level of 6.3 percent, a calcula-
tion that implies that the vast ma-
jority of bank creditors will grant
debt reduction instead of new loans.

Even so, Mr. Aspe’s estimate of the
effect of the relief was viewed by
many here as too optimistic.

“This agremeent is not the last
word on this theme,” said Rogelio
Ramirez de la O, a Mexican econo-
mist and the head of a consulting firm
whose clients include many large
companies. ‘“In a year or two, Mexico
will have to return and negotiate
again. Two years ago, the banks re-
jected the principle of debt reduction,
s0 who knows, in two years they may
accept principles they will not accept
today.” .

By raising expectations in his
speech announcing the agreement a

week ago, Mr. Salinas has encour-
aged demands that could lead to a
new surge of inflation. Already, the
labor unions and peasant groups that
are important constituencies of his
Institutional Revolutionary Party are
clamoring for increases in social
spending.

Modernization Program

Government officials, however,
said Mr. Salinas would .continue to
move ahead with the economic mod-
ernization program that won Mexico
its model-debtor status. A liberaliza-
tion is said to be in the works for the
rules governing the booming maqui-

ladora industry, which assembles -
components brought into Mexico °
duty-free and then exports them at a*
reduced tariff rate back to the United
States. And the process of cutting
Government spending and selling
state companies is expected to contin-
ue. ;

“To recover, we need -confidence, *
and you gain confidence not only with
a debt settlement but with good eco-
nomic policies, good economic poli- -
cies and more good economic poli-
cies,” a senior Government official
said. “We are certainly not going to
change our approach now.” s
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REMARKS:

Mr. Conable decided that a brief
paper for the Board be prepared for
Board discussion at the end of August.
Mr. van Wijnbergen will have primary
responsibility for drafting it but he
will need your support.

Fnﬁxiner B. Steckhan I-80




THE WORLD BANK/INTERNATIONAL FINANCE CORPORATION
OFFICE MEMORANDUM
DATE July 26, 1989

TO Mr Barber B Conable

FROM S Shahid Husaan (!

EXTENSION 39001

SUBJECT Mexaico's Debt Negotaations

1 e

1 Mexico and its creditors have agreed on a package offering all
commercial creditors the choice of three options or a combination thereof

A Discount bonds, to be exchanged against existing debt at at 35% discount,
B Par bonds, exchanged at par but carrying 6 25% fixed interest rate,
C New money, at LIBOR+13/16, with a 7 year grace period and maturity of
15 years, the commitment should equal 25% of the amount brought under this
option Disbursment will be 7% at effectiveness and 6% each in 1990,1991
and 1992
Banks have to provide all necessary waivers to make such transactions
feasible

2 On the discount and par bonds, principal has to be fully secured, in
addition to at least 18 months of interest coverage Banks holding loans
contracted in the 83-88 period will reschedule them to 6 years grace/l5 years
maturity to the extent they are not swapped for par or discount bonds

3 Banks choosing the debt relief options I and II are eligible for
recovering some of the money given up through a "recapture clause®™ Under this

clause, beginning 1996 30% of the extra oil revenues Mexico gets 1f oll rises
above $14 per barrel (to be adjusted for US inflation), will accrue to the
banks that have granted debt service relief The final draft of the “draft
term sheet" does not provide for a scaling back of this amount if less than
all of the base debt is exchanged for par or discount bonds This amount is in
no year to exceed 3% of the nominal value of the debt exchanged for these
bonds at the time of the exchange (i e there is no indexation of this cap)

In addition, banks participating in debt relief are eligible to participate in

a debt/equity program of at most $1 bUS per year This program would involve
public sector companies being privatized and qualified infrastructure
projects

4 A bridge loan of up to $2 bUS may be provided by the US ($1 25 bUS) and
other G-7 members ($0 75 bUS) to cover the period between now and January 1990
when the package becomes effective

5 In addition, a 10 year contingent facility conditional on unfavorable
oil price developments is under consideration This could include $400 million
CCFF money from the IMF and $300-$400 from a select group of major banks, Mr
Stern has told the negotiators that the Bank would consider giving a non-
accelerable guarantee for the loan beginning in the seventh year of that loan
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11 Enhancement
6 The banks want a total of $7 bUS to be provided up front in January 1990

to secure debt service and debt reduction instruments The sources are
indicated in Table 1, and the likely timing of disbursments under current
commitments These moneys are to be used for full collateralization of
principal through purchase of zero coupon bonds, whatever is left of the §7
bUS after this 1s to be used for interest guarantees Discussions with the
IBRD, IMF and Japan are envisaged to advance scheduled set asides to the
extent possible Bridging facilities are to be worked out for those parts that
cannot be advanced to January 1990

Table 1 Money available as of
Jan 1990 Later Total + Extra= New Total
World Bank Set Asides 0 375 0 375 0 750 0 750
Interest G 0 950 0 950 0 300 1 250
IMF Set Asides 0 352 0 704 1 050 1 050
Interest G 0 600 0 600 0 600
Mexico 10 10 0 300 1 300
(own reserves)
Japan COF IMF 0 352" 0 650 10
COF IBRD 0 450" 0 600 1 050
Total 4 1 23 6 4 0 600 7 000

Total Available for Debt Reduction only (IMF and Bank Set Asides) 1 8
Total Available for Debt Reduction and interest reduction 52

* As yet tentative

IIT Preliminary Evaluation

7 The purpose of the negotiations was, to provide Mexico with around $3
bUS financing per year on a medium term basis, either through debt relief or
through new money committed ahead for a sufficient number of years With the
package outlined above, Mexico'’s financing gap will in fact be almost covered
by any of the three options open to the banks If only New Money is chosen,
the financing gap is closed, but there will be no debt relief If only
principal reduction would be chosen, there would be substantial debt relief
(35% of $54 bUS, or $19 bUS), but lack of guarantee funds make this outcome
infeasible The interest rate reduction provides less debt relief (at current
lnterest rate projections 28%), but would reduce Mexico's exposure to future
interest fluctuations On balance, with the proportions expected by the
participants, the package seems to provide an acceptable deal, with some debt
relief and enough financing 1f at least recent favorable developments in oil



Prices and interest rates persist

expect that 60% will be brought under interest reduction, with the rest going
towards new money 1In that case, total debt relief would be $13 bUS in Present
value, we estimate the value of the recapture clause in that case at $2 bus,
making for a NET debt relief under this scenario of about $11 bUS, or 20% of
the amount under negotiation ($54 bUS) Interest savings would be about $1 bUS
8 year on average The enhancement amount of $7 bUS would however be too small
(by $1 bUS) to provide full pPrincipal and 18 months interest coverage

9 20% debt relief 1s less than envisaged at an early stage of the
negotiations It would however meet Mexico's financing needs as currently
Projected and is compatible with a gradual recovery of growth in Mexico during
the current Sexenio Thus the stage for renewed growth in Mexico seems set, 1f
at least the enhancement funds can be brought together in time

Iv Implications for the Board

10 The Board has been informally briefed about the outcome of the
negotiations We should provide the Board with a Preliminary evaluation of the
package at the earliest opportunity, but final details are not likely to be
available before the end of August

11 The final term sheet is not likely to be available until October Then
we should provide the board with a full evaluation of the package and ask
Board authorization for

A Use of the existing set asides,

B Modification of the existing three "link loans" (SECALS for the steel,
fertilizer, and agricultural sectors) to provide the remaining set
asides from them, 1f the second tranche of set asides were to be US$375
million, we would have totally front-loaded the set dsides in the first
two years (FY89 and FY90)

c Additional resources for debt and debt service reduction for up to
20% of the approved lending program for the next three years This
is 5% more than the Board recently approved in Principle, something the
Board said would be possible in exceptional cases only

D Waiving the Bank'’s negative pledge restrictions so that Mexico can be
freed to put up collateral for the issue of the new debt instruments

E Providing guaranties covering the last three years of debt service on
the Commercial Bank Contingency Financing Facility, 1f it becomes a
reality

12 As a result of the additive and front-loading effects of the Bank's debt
enhancements, our exposure in Mexico would rise from 8 8% of total lending
outstanding and disbursed at the end of 1988 to 11 6% at the end of 1990
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Maximum exposure of 11 8% would occur in 1992, before declining by 1997 to
10 0%

cc Mr E Stern, Mr A Karaosmanoglu, Mr K Kashiwaya
Mr M Qureshi O/R
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TO: Files wod Jy P by 39

FROM: Rainer B. Steckhan, Director, LA2DR

EXTENSION: 38074

SUBJECT: MEXICO - Debt Negotiations

After the agreement between Mexico and the commercial banks we are
now entering into a very active and delicate period of contacts with
commercial banks and other interested parties. I will chair a group
consisting of Messrs. Flannery, Steers, Duvall and van Wijnbergen to
coordinate contacts and to guide the Bank’s contribution to the financial
package. We shall keep our supervisors and members of the Debt Task Force
briefed on developments. In my absence Mr. van Wijnbergen will chair the
group. I expect every member of this group to keep a brief record of
outside contacts on Mexico debt relief and copy it to other members.

cc: Mr. Husain
Messrs. Flannery, Steers, Duvall, van Wijnbergen
shrat Husain, Bock, Toft
/Beza, Loser (IMF)
Quijano, Varallyay
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Jable  Mexico: fund Transactions
July 26, 1989

................................

wenemeesProposed Ruailability-—-r  emeuesen Btilization Scenerto-s-s-
Purchases Rugnept, — ==eeee-| Purchaseg====  Rugment, Repurchases
Total o/ sef aside Total o/w set aside

- 8 e e

(in millions of SORs)

02 89 6866 9.9 0.0 616.7 0.0 0.0 196.3
Q3 8 23 69.9 0.0 163.2 0.0 0.0 140.9
04 8% 2331 69.9 0.0 163.2 0.0 0.0 198.0
Qr s 2339 £9.9 466.2 B52.7 £69.5 456.2 169.1
02 90 2331 69,3 6.0 163,2 0.0 0.9 Ut
03 9% 3. 69.9 0.0 163.2 0.0 0.0 193.5
g4 a2 9.9 0.0 163.2 0.0 0.0 m
ar & 2331 69.9 0.0 42,9 215,1 0.0 199.7
Az s 231 69.9 0.0 163.2 0.0 0.0 29,2
02 9 233 69.9 0.0 163.2 0.0 0.0 188.2
Q4 9 230 69.9 0.0 163.2 0.0 0.0 200.4
g % 231 69.9 0.0 2331 9.9 0.0 141.3
Totel 3,25 839 466 3,05 839 466 2,361

(in nillions of US$)

02 89 876.8 8.3 0.0 .5 0.0 0.0 20,7
03 89 2%.0 866 0.0 200.2 0.0 0.0 179.0
Q4 83 2%.0 80.8 0.0 201.2 0.0 0.0 %14
41 5  2%.0 88.8 592.1 828.9 621.7 592.1 4.7
0z % 290 88,6 0.0 0.2 0.0 6,0 305.0
03 % 2.0 8e. 6 0.0 0.2 0.0 6.0 o1
04 30 2%.0 8.8 0.0 .2 0.0 0.0 8.5
Qr 9 2%.0 6e.8 0.0 562.5 385.2 0.0 2%3.6
0z 9 296.0 88.8 0.0 207.2 0.0 0.0 n.3
83 9 2960 8.5 0.0 0.2 0.0 8.0 239.0
04 9 29.0 8.8 0.0 .2 0.0 0.0 %9
a1 92 2%.0 8e.8 0.0 2%.0 8e.8 0.0 179.4

Total 1,138 1,066 592 LRE 1,066 §92 3,000




July 27, 1889
Claudio:

Please find attached a table summarizing the
availability of Fund resources (1888-82) under the currant
EFF, compensatory facility and possible augmentation for dabt
service reduction purppses (first thrae columns). The table
also presents an utilization scenario hased on the assumption
ithat the set-aside resources for a given year can he front
loaded, Thus, assuming compliance with tha performance
criteria and presentation of a credible program for the year,
Mexico would have access in Q 1 1990 to the set amsides
available with the Feb, May, Aug and Nov 1890 purchasas, as
well ag those accumulated in 1983. In Q 1 1991, set asides
associated with the Feb, May, Aug, and Nov 1981 purchasas
would be available. The augmantation 1s assumed t¢ be
granted in Q 1 19390,
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CABLE ADDRESS
DEPUTY MANAGING DIRECTOR July 27’ 1989 INTERFUND
MEMORANDUM
TO: Members of the Executive Board
\3(@
FROM: The Acting Managing Director§>\f‘L‘

SUBJECT: Mexico's Financing Package

The attached provides background for this afternoon's

Informal Board meeting on the status of Mexico's financing package.

Att:



C

Mexico Fund Operations Related to Purchases for
Debt and Debt Service Reduction

1 The Extended Arrangement for Mexico, approved on May 26, 1989
(EBM/89/65), contemplates set-asides for SDR 839 16 million (equivalent
to 30 percent of total available resources) with access of up to

SDR 279 72 million 1in each of the three years of the arrangement In
addition to the set-asides, the extended arrangement decision indicates
that the Fund wi1ll be prepared to consider an augmentation of the
arrangement by an amount up to the equivalent of 40 percent of Mexico's
quota, to the extent that appropriate debt service reduction operations
are part of the fimancing arrangements for Mexico and the Fund
determines that such arrangements are consistent with the objectives of
the program The expected schedule of purchases under the Extended
Arrangement (including the availability of set-asides) 1s presented 1n
Table 1

2 Based on the agreement between Mexico and representatives of the
commercial banks, the Mexican authorities can be expected to request
that Fund resources for enhancements to secure debt reduction and debt
service reduction instruments be made available at an early stage
Specifically, 1t 1s now projected that debt and debt service reduction
operations would begin on January 1, 1990, and for this purpose Mexico
18 expected to seek advancement of all set-asides scheduled to become
available through the end of 1990 and to request an augmentation of the
arrangement by the equivalent of 40 percent of quota

3 Acceleration of all set—aside purchases scheduled through the end
of 1990 would involve four set-aside purchases (each equivalent to

6 percent of quota), 1 e , the fourth purchase available within the
first year of the arrangement (SDR 69 93 million), and the first three
purchases available 1in the second year (SDR 209 79 million), as noted 1in
Table 1 This would be 1n addition to the three set—-aside purchases
that would have accumulated by then 1/

4, If the course of action just described were followed, the use of

set-aside resources i1n 1990 would no longer be dependent on observance
of performance criteria for December 1989 through September 1990, and

would give rise to use of Fund resources in the first program year 1in

the amount of 98 percent of quota, the amount would be raised to

138 percent of quota with full augmentation (40 percent of quota) for

debt service reduction

l/ Existing provisions 1n the arrangement would make 1t possible to
have a front loading of the set-asides within each annual segment under
the arrangement (EBS/89/91, Supplement 1, 6/6/89, paragrah 2 (e)) It
may be noted that the summing up on Fund involvement in the Debt
Strategy (EBM/89/61) allowed for front loading of set-asides without
specifying annual segments but made reference to the relationship of
phasing to program performance



5 Because the bulk of the resources subject to accelerated use would
have been expected to be released on the basis of an agreed economic
program for 1990 and performance through September 1990, 1t would seem
appropriate to take the steps feasible to ensure the continuation of
sat1sfactory performance under the program before the release of any
such set-asides For example, 1t would be desirable that a special
review of progress under the program and of the policies and objectives
for 1990 be undertaken in December 1989, before any release of the set-
asides 1n question This review would be in addition to the review
scheduled to be completed in February 1990 to reach policy
understandings for 1990 and establish the quantitative performance
criteria for that year

6. The staff 1s reviewing at present the features of the financing
package Mexico has developed with representatives of the commercial
banks i1n order to assess whether the resources made available for debt
and debt service reduction would be used effectively A preliminary
assessment on the basis of i1nformation available to date indicates that
the terms of the package reflect prices in the secondary market for
Mexico's debt and appear to make effective use of the enhancements that
are 1n prospect, in other words, 1t would appear that the resources
available for debt and debt service reduction produce relief that 1is
consistent with the prices of Mexico's debt in the market Nonetheless,
1t will be necessary to analyze further the characteristics of the
package once all of 1ts provisions have been defined

7 It also will be necessary to examine the implications of the
package for the overall balance of payments A preliminary assessment
suggests an adequate but tight cash flow, provided that oil prices and
external interest rates stay around present levels, which are more
favorable for Mexico than was assumed in the baseline scenarios of the
program. It would therefore seem desirable that Mexico arrange
contingency financing with commercial banks (or at least reach
understandings on how cash flow shortfalls would be dealt with) 1f o1l
prices or 1nterest rates were to be less favorable than at present

8. There are a number of stages 1n the development of the financing
package between Mexico and 1ts commercial bank creditors The term
sheet 1s expected to be ready in the course of the coming month, and
this would provide a firmer basis for evaluating the financing

package The 1ssuance of the term sheet would be followed by a period
1in which the authorities and the advisory committee would be presenting
the package to the community of banks In the last quarter of this year
the banks would be choosing from the options available to them in the
package, and at the end of this round the precise components of the
package and their implications would be clarified with a view to
bringing 1t to a conclusion by the end of 1989

9 Insofar as the work of the Fund is concerned, a staff mission
already has 1initiated the discussions that will be the basis for the
review to be completed before the next purchase under the arrangement



This review will take into account, to the extent possible, developments
in the financing package As noted, a further review would seem
advisable for December 1989 1f there 1s to be an acceleration of
set-asides and request for augmentation

10. The World Bank 1s considering proceeding along similar lines

Attachment




Table 1 Mexico

Expected Schedule of Purchases

Under Fxtended Arrargement 1/

(In m1lions of SDRs)

Purchases Possible Advances
Availability Total Excluding of Set-Asides
Date Purchases Set-Asides Set-Asides to Jarmary 1, 1990

First Year

May 26, 1989 233 10 163 17 2/ 69 93 -
August 31, 1989 233 10 163 17 3/ 69 93 —
November 30, 1989 233 10 163 17 69 93 —
February 28, 199 233 10 163 17 69 B3 69 93
Second Year

May 31, 199 233 10 163 17 69 93 69 93
August 31, 19% 233 10 163 17 69 93 69 93
November 30, 1990 233 10 163 17 69 93 69 93
February 28, 1991 233 10 163 17 69 93

Third Year

May 31, 1991 233 10 163 17 69 93

August 31, 1991 233 10 163 17 69 93

November 30, 1991 233 10 163 17 69 93

February 29, 1992 233 10 163 17 69 93

Source

1/ Exeluding possible augmentation of SIRs 466 mllion

Fund staff estimates

2/ Purchase effected in May 1989
3/ Purchase expected 1n September 1989

(40 percent of quota)
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TO: Mr. Beza UL 4 WWIODEHE:

FROM: Jacob A. Frenkel'jf;:

SUBJECT: Evaluation of the Mexican Agreement

As discussed, I attach a memorandum prepared by Mr.

containing a preliminary evaluation of the Mexican Agreement.

July 27, 1989

Dooley

The bottom

line is that the terms of the package are broadly consistent with market

pricing.

Attachment

cei: Mr. Loser
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&: Office Memorandum

%h\mi‘o
TO Mr Frenkel DATE July 27, 1989
FROM M P Dooley mp

SUBJECT Value of Preliminary Term Sheet for Mexico

This 1s a complex preliminary agreement The main problem 1n
valuing the proposed new bonds lies 1in assigning a value to the enhance-
ments and to the recapture provisions An 1nteresting feature of the
problem 1s that in the event that real o1l prices are very high in six
years, the value of remaining funds for interest and all of the principal
guarantees 1s likely to be low Conversely, 1f real o1l prices are very
low, the value of interest and principal enhancements will be relatively
high  Thus, we can not simply add the present values of the enhancements
and the recapture provision in calculating the value of various menu
1tems

A very rough first pass at evaluating the proposal follows

1 It 1s expected that between $40 and $50 billion of
existing debt will be exchange for par or non-par new bonds If $40 1s
exchanged, the $7 billion in enhancements mentioned will be sufficient
to guarantee principal and 24 months of interest If $50 billion 1s
exchanged, the $7 billion will cover principal and 18 months interest
For the following calculations we assume a $45 exchange implying principal
plus 21 months interest

2  The recapture clause kicks in in 1996 If $45 billion in
debt 1s exchanged, the maximum extra payment starting in 1996 would be
3 percent of $45, or $1 35 billion But this 1s unlikely for two reasons

First, o1l prices would have to rise sufficiently to generate
$4 5 billion 1n additional oil revenue for Mexico (measured in 1989 dol-
lars) from a current base of about $6 5 billion This would suggest a
real price increase of about 50 percent i1n six years If prices are about
as likely to fall as to rise 1n real terms, and 1f we take the 50 percent
lncrease as a maximum, we might guess that the "average" value of the
additional payments 1n si1x years to be 0 25 of $1 35, or about $0 33 bil-
lion  This extra payment would start after six years and last another
24 years The present value of the recapture would thus be about
$1 7 billion

But in this case, 1t 1s also likely that Mexico would be 1in
a strong position to make contractual interest and principal payments
which means that remaining funds in the interest support fund and all
the principal support would have little additional value to the banks



Remember, in valuing the $7 billion put aside for interest and principal
support, the creditor may expect to get some part of the present value of
this $7 billion rather than the whole amount It seems very unlikely that
the bank would expect to get both the full present value of the $7 billion
and the $1 7 billion present value of the recapture clause Not to put
too fine a point on 1t, we split the difference and say the package of
enhancements and the recapture provision might have a present value of

$8 billion With this in hand, the implicit market price at which the
new Mexican risk 1s priced can be found The banks are asked to give up
old debt with a market value of

$45 baillion * P

where P 1s the market price
The banks 1n return receive either par or non-par bonds with a

contractual value of 65 percent of the $45 billion they surrender Thus,
any combination of a 35 percent discount of face value (at LIBOR + 13/16)
or no discount with 6% interest will yield a new contractual value of
$29 25 billion The banks, therefore, receive

$29 25 P + $8 0 billion

The implicit market price of Mexican risk is about $0 50 which compares
closely with the current market price of $0 45

cc Mr Goldstein
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A FEW DAYS AGO THE GOVERNMENT OF MEXICO AND THF BANK
ADVISORY COMMITTEE FOR MFXICO REACHED AGREFMENT ON THF
MAIN POINTS OF A MULTI-YEAR FINANCING PACKAGE AIMED AT
HELPING MEXICO ATTAIN THE OBJECTIVFS LAID OUT IN ITS
MEDIUM-TERM ECONOMIC PROGRAM SUPPORTED BY A THREE YEAPR
FXTENDFD ARRANGFMENT APPROVFD BY THE FUND ON MAY 26, 1989
FOR A TOTAL OF SDR 2.8 BILLION WHICH INCLUDFS SET-ASIDES
AND CONTEMPLATES A POSSIBLE AUGMENTATTON OF THE
ARRANGEMENT OF UP TO SDR 466 MILLION (40 PERCENT OF QUOTA)
IN SUPPORT OF DEBT REDUCTION AND DFBT SERVICF REDUCTION
OPERATIONS. FURTHERMORE, MEXICO ALREADY HAS MADE USE OF
SDR 453 MILLION UNDER'THE COMPENSATORY AND CONTINGENCY
FINANCING FACILITY. FINANCIAL SUPPORT <WOR MEXICO'S
FCONOMIC PROGRAM ALSO WAS PROVIDED BY OFFICIAL CRFDITORS
IN THF FORM OF A PARIS CLUB DEBT RESTRUCTURING AGREEMENT
ON MAY 30, 1989 AND BY THE WORLD BANK IN THE FORM OF THREF
LOANS TOTALING US$1.5 BILLION APPROVFD ON JUNF 13, 1989

AND DESIGNED TO PROMOTE STRUCTURAL REFORMS IN KFY AREAS OF

J.BONVICINI 8482 WHD

RICHARD D. ERB

7.27 89
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THE ECONOMY.

WE ARE VERY PLEASED AROUT THE PROGRESS THAT HAS BEEWN
MADE IN THE PROVISTON OF FINANCIAL SUPPORT FOR MFXICO'S
ECONOMIC PROGRAM, TINDER WHICH THE AUTHORITIES ARE
CONTINUING TO PURSUE A COURAGFOUS AND WIDE-RANGING EFFORT
TO ENSURE MACROECONOMIC EOUILIBRIUM AND TO RESTRUCTURE THF
ECONOMY. IT SHOULD BE NOTFD THAT MEXICO FAS BEEN PURSUING
TBESE EFFORTS FOR A NUMBER OF YEARS, WITH THE SUPPORT OF
THE INTERNATIONAL MONETARY FUND AND WITH POSITIVE
RESULTS. FURTHERMORE, WHILE MEXICO'S EXTERNAL FINANCES
HAVE BEEN UNDFR CONSIDERABLE STRAIN TN RECENT YEARS, IT
HAS CONTINUED TO SERVICE ALL OF ITS EXTERNAL DEBT. A
SUCCESSFUL IMPLFMENTATION OF THE COURRENT PROGRAM WITH
SATISFACTORY EXTERNAL FINANCING SHOULD HELP STRENGTHEN THE
CONDITIONS FOR THE GROWTH OF INVESTMFNT AND OUTPUT IN AN
ENVIRONMENT OF LOW INFLATION AND EXTERNAL BALANCE.

UNTIL THE FINANCING PACKAGE WITH THE COMMERCIAI BANKS

IS CONCLUDED, HOWEVER, TNTERIM FINANCING NEEDS TO BE

J BONVICINI 8482 WHD

RICHARD D. ERB

7.27 89
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ARRANGED TO ENABLE MEXICO TO COVER ITS LIQUIDITY
REQUIREMFNTS. FUND MANAGEMEMT, THEREFORE, STRONGLY
SUPPORTS THE REQUEST OF THE MEXICAN AUTHORITIES FOR SUCH
FINANCING TO HELP MAINTAIN THE COUNTRY'S WORKTING BALANCES
AT AN APPROPRIATE LEVEL. MOREOVER, TO ASSURE THAT THE
PROGRAM IS CARRIED OUT IN A CLIMATE OF CONFIDENCE, IT
WOULD BE DESIRABLE TO HAVE THE BROADFST PARTICIPATION
POSSIBLE IN THE INTERIM FINANCING.

WE HAVE CONSULTED WITH WORLD BANK MANAGEMENT ON THIS
MATTER, AND TPFFY AGREE FULLY ON THE IMPORTANCE OF ASSURING
A STEADY FLOW OF FINANCING TO SUPPORT THE ORDERLY
DEVELOPMENT OF MEXICOxS ECONOMIC PROGRAM
BEST REGARDS,

RICHARD D ERB
ACTING MANAGINC DIRECTOR

INTFRFUND

* %
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July 26, 19889
Claudiot

Pleage find dttached ravised cash flou and balance of
payments scenario$ based on the additional information you
provided to us this morning on the commercial bank financing
package. The tables are organized as follows!

Table | summirizes the parameters used in the
calculations., Please note that the Maxican banks, holding
reportad claims of some US$S billion, are assumed to ba in a
position to pursul thes new money routs, along with foratign
commarcial banks holding 20 percent of the residual eligible
claims (4,e.,, US$48.5 billion),

Table 2 preaents the gross and net cash flow ralief
provided by the package. 1t is assumed that the gross cash
flow relief provided by the debt and dabt sarvice reduction
operations are b ck-dated teo July 1, 1889, The analyalis
covars only the direct first cound effects (viz. no account
is taken of the round savings due to lower borrowings
than assumed in fhe origpinal BOP), and assumes that the
interest esarned dn the interest collataralization account
accrues to Mexlcz.

In table 8, we heve reproduced the baseline progran BOP,
adjusting for higher patroleum prices (US®15 a barrel) and
lowar 1nternatao%al interegt rates (9.5 percent). The
pragram raserve arget is maintained, with capital flou fram
tha commercial bAnks treated as the residual. As a result,
the net commarci@l bank fimancing amounts to an annual
averaga of US®2.B billion (1988-82), comparad with US®4.3%
billion in the program. You will note that the BOP doas not
incorporate information concerning recant davelopmants and
revised prospactg, but rather maintains the program as the
refarance point=-=the table left with you on Monday was an
initial attempt to include available information on firet
quarter developments and treaated reserves a3 the residual.

Table 4 ingorporates the itmpact of the commercial bank
financing package {first and second round affacts), traating
net i{nternationgl reserves as the residual. No accoeunt has
been taken of the potential bridge loar and tha associated
financing costs., The results should be intearpreted with
caution as we axpect that information made available to us
over the next fquw days will lead to revisions in soma of the
BOP components,



Tablel Mexice: Paramaters

for Analysis

Paramatsers
Total eligible debt (UtSbn)
Foreign commarcial b nks
Mexican banks i
Asaumed distribution o# restr. operations
(bass of UBS 49.5 bn)
New monay J
Dabt reduction :
Dabt service redu&ti?n
1
Naw money package i
incraase in exposurd (in percent ) 1989
: 1580
14991
' 1992
Eligible debt (USSbA) For. bks
: Mex. bks
Interast rate (in pgrcent)

Debt and debt service:reduction\operations

Eligible debi
Maturity of bonds (yrs)
US bond rate (perceft)
Intarest on Mex. cléims (in percant )
Coupon on fixed int. bond (in percent)
Craditors discount fate (in parcent)
Costs of funds (in Earcent)
Rata of return on epcrow (in percent !
Exchanga (debt rad.’)
Cost of principal epll. (per US$)
Cost of 18 mths int coll. (per USS)

at 10 percent

at 6.25 percent |
Debt offered for débt reguction
Debt offerad for ddbt service reduction

Chack! Debt Stock



. Table L Mexico. Cash Flow Impact
j of Proposed Package
5 (In billions of US dollars)

SCENARIO 1A. Debt Opd&rations made retroactive to July 1, 1968 (Reliaf only?

coats effective Jan |, 1990
e ———— s s e i S m—— o i g e e
July 26, 1989 : 1989 18499 {891 1992
--------------------- T-mw-h—ﬁ--—-—v—-v—-u———w-——l--—-ln—-u——---—-Fl-———-‘----.------_
Gross Cash Flow i 177 2.35 2.%% 2.35
New money i 1.04 0.89 0.89 0.89
Foralgn banks 0.69 .59 0.59 0.59
Maxican Banks : 2.35 2.30 0.30 0.30
Dabi Service Savings .73 .46 1.46 1.46
Debt reduction . 0.17 0.38 .35 .35
Debt service reductlon ?.56 Y. 19 1.1 1.1
Enhanc., costs (cash flow) # Q.00 0.34 Q.34 0.34
- e sk P AN S ———— un—wbu-—— - e e ———— - - - -
New money ## ! 0.00 0.00 2.00 0.00
(abt opaerationa w#x#% 0.90 0.34 9.34 0.324
Debt reduction i ®.00 2.06 0.08 ¢.08
Principal componant ©.00 .05 0.05 0.08
Interast componen 0.00 %.01 2.01 @.01
Dabt Service Reductdon 0.00 0.28 0.28 0.28
Principal componaht ?.00 0.28 0.28 0.2%
Intarest compone 0.00 0.03 0.03 2.03
Net Cash Flow | 1.77 2.01 2.01 2.01

————————— - - - - - - - - -

Memorandum {tem !

Phasing of debt opar* {annl csts) Q.0 1.0
Debt reduction 0.0 1.@
Debt Saervice Reduction 0.0 1.0
Phaaing of debt opard (annl rlf) 0.5 1.0
Debt raduction 2.5 1.0
Dabt Service Reduction 2.5 1.0
* Firat tround eF}acts.
4 Assumas new monay facility carries same spread as old dabt.

«x% Assumes intaradt on funds for interest guarantss acerues to Mexico.



26-Jul-89 W '5_ Mexico: Balance of Payments (64«_ A'uw,:.‘a)l
ol YT st mbarF puteof UGB

updated 7-26-89 Comman etak boanks a, vfw-ﬂ?u.a.()

East.

In USé millions ; 1988 1989 19390 1981 18482
Current account ‘ -2777.3 -2900.0 -2420.0 -2830.0 -3340.0
Merchandise trade : 4080.1 $700.0 5790.0 B480.0 5070.0
Exports ; 22983 .4 2E6460.0 28170.0 30080.0 32320.0
Petroleum . £709.90 7960.0 7900.0 7850.0 7800.0
Crude oil : £883.4 7120.0 7060.9 7¢10.0 £980.9
Other ; 825.6 840.0 840,90 840.0 840.0
Nonpetroleum 16274.4 18500.0 20270.0 22210.0 24520.9
In-bond - 2325.8 2000.0 3340.0 3720.0 4149.0
Other : 13948.6 15500.0 16930.0 18490.2 202380.0
Imports , -188903.3 -20760.0 -22380.0 -24580.0 -27260.0
Public sector \ -3551.2 -2830.0 -4120.0 -4520.0 -5010.0
Private sactor ' -15352.1 -16930.0 -18260.0 -20060.0 -22240.0
Facter income ‘ -74472.7 -8980.0 -8990.0 -9230.0 -§480.0
Interest on public dabt -§921.2 =-8440.0 ~-B8560.0 ~B8950.0 -4350.0
Othar interest payments’ -1855.58 -1680.2 -1700.2 -~1650.0 -1600.0
Other 3 1434 .8 1140.0  1270.0 1370.0 1480.0
Oth., servicaes & tranafer; 584.8 380.0 780.@ 920.0 1070.0
Traval , 1438.0 1550.0 (680.0 1820.0@ 1970.0
Border transactions ; -§42.0 ~-G50OP.0 -700.@ -700.@ -700.0
Othar i -211.2 -570.0¢ -200.0 ~200.0 =200.0

" )

Capital account : ~4Q79.5 4391.0 3318.0 4058.0 4177.0
Official capital ! ~1243.7 4241.0 2776.0 3427.0 2932.0
" Commerclal banks f -1483.2 24Q6.0 1972.0 2783.0 2828.0
Disbursemants : 1176.5 3551.0 4006.0 GO0S51.0 5140.0
Amortization ; -2659.7 =-1145,0 -2034.0 -~2288.0 ~2B12.0
Multilaterals é 776.4 1387.0 1316.0 §27.0 1025.0
Disbursamantsa | 1720.9 2400.0 2400.0 2100.0 2300.0
Amortization : -944.5 -1013.0 =-1084.¢ =-1173.0 -1271.0
Bilaterals & suppliers . Talah 1137.0 477.0 475.0 436.0
Disbursements } 1789003 2286.0 1671.0Q 1788.0 2187.0
Amortization -1070.2 -1149.0 -1194.0¢ =1313.0 -1761.0
GeC ; 221143 100.0 140.0 120.0 g98.0
Disbursements ) 682.3 188.0 260.0 290.0 400,90
Amortization -361.0 -88.0 =~120.0 ~170.0 =302.0
Other long-term borr. | 1388.8 -289.0 -379.0 -58.0 -309.0
Disbursemants j 2856, 1 0.0 0.0 0.9 0.0
Amortization i -1167.3 -288.0 -378.0 ~58,0 ~308.0
Debt/equity swaps ~1287.1 0.0 2.2 0.0 2.9
Long-term trade lending -1800.0 -500.0 -750.0 -8@0.0 ~8%0.0
Short-term off, capita} 219.0 2.0 2.0 0.0 2.0
Private capital ‘ -2835.9 150.90 542.0 631.0 1245.0
Intersst held abroad -1340.7 -1500.0 ~1550.0 =~1632.0 -1710.0
Direct investmant 1693.2 2100.0 Z180.@ 2270.0 2360.9
Debt/equity swaps (net) 1287, 1 2.0 0.0 0.0 0.0
Net extarnal credits -2850.4 -900.2 ~-798.0 -8908.0 -385.0
Other (incl. @ & o) -1525.0 450.0 710.0 800.0 980.0

Overall balance -5BE6 .8 1491.0 898.0 1228.0 837.0
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In USH millions 1988 1889
Currant account -2777.3 -2090.0
Merchandise trade 4089. 1 5700.0
Exports 22883,4 26460.0
Petroleum 5709.0 7960.0
Cruds oil 5883.4 7120.0
Other 825.6 840.0
Nonpetroleum 16274,4 18500.0
In=-beond 2325.8 35000.0
Other 13948.6 15500.9
Imports -18803.3 ~20760.0
Public sector -3551.2 -~3830.0
Private sactor -15352.1 ~16830.0
Factor income -7442.2 -8170.9
Interest on public dabt -§921.2 =-7630.0
Othar interast payments -1855.6 -1680.0
Other 1434 .8 1140.0
Oth., services & transfer Gg84.8 380.0
Travel 1438.0 1650.0
Bordar transactions -642.0 -600.0
Other : -211,2 ~870.0

i

Capital account -4079.5 3025.0
Official capital -1243.7 2B75.0
Commercial banks -1483.,72 1040.0
Dishursaments 1176.5 2185.0
Amortization -2859.7 ~-1145.0
Multilaterals 776.4 1387.0
Disbursements 1720.9 2400.0
Amortization -944.5 =1013.0
Bilaterals & suppliers T2l 1137.0Q
Disbursemants 1791.% 2286.0
Amortization -1070.2 -1149.0
CGC 221.3 100.9
Disburgsements 582.3 188.0
Amortization ~361.0 -88.0
Other long-term borr, ' 1386.8 -289.0
Disbursaments 2568, 1 0.0
Amortization -1167.3 -289.0
Debi/equity swaps ~1287.1 2.0
Long-term trade landinp -1800.0 -500.0
Short-termn off. capitnl 218.0 2.0
Private capital ~2835.8 150.0
Interesst hald abroad ~1340.7 =-1500.0
Direct invasiment 1683.2 2100.02
Dabt/aquity swap? (net) 1287.1 2.0
Net external credits -2950,4 -900.90
Other (incl. & & o} -1525.0 450.0
Overall balance ~5B8586.8 935.0

1890

-1760.0
5790.0
28170.0
7900.0
7060.9
B40.0
20270.0
3340.0
16930.0
-22380.0
~-4120.0
”1825@40
-7330.0
-6900.0
-1700.0
1270.0
780.0
1680.0
-700.0
~200.0

2236.9
1694.0
8902.0
2924.0
-2034.9
1316.0
2400.0
-1084.0
477.0
1671.0
-1194.0
140.0
260.0
~120.0@
-378.0

-798.0
710.0

1476.0

v eduncteon fococatss .
- Credeo 4o wvw/eqs

1981 1982
-1010.9 -1330.0
§480.0 BQ70.0
30060.0 32320.0
7850.0 7800.0
7010.6 B960.0
840.0 840.0
22210.0 24820.0
%720.0 4140.0

18490.0 20380.0
‘2‘5800@ '27250|®

-4520.0 -5010.0
-20060.0 -22240.0
-7410.0 -7470.0
-71%0.0 -7350.0
-1650.0 -1600.9
1370.0 1480.0
320.0 1070.0
1820.0 1870.0
-700.0 -700.0
-200.0 =200.0
2185.8 2535.0
1554,.0 1294.0
890.0 890.0
3178.0 3502.0
-2288.0 =2612.9
927.0 1029.0
2100.0 23¢0.0
-1173.0 -1271.0
475.0 438.9
1788.0 2187.0
-1313.¢0 -1781.0
120.0 88.0
2%0.0 400.0
-170.0 -302.0
-G8.0 -309.0
0.0 2.0
-56.0 =308.0
0.0 0.0
-go0.0 -850.0
6.0 0.0
631.0 1245.0
-163%0.0 -1712.0
2270.0 2360.0
9.0 0.0
-908.0 -385.0
900.0 380.0
1175.0 1209.0
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. I. Debt and Debt-Service Reduction.

’ ‘ (
MEXICAN TERM SHEET Oh “r  tAaformal

The package consists of debt reduction, debt service reduction, (;f:

debt-equity swaps and new money.

E
?
(July 23, 1989) bd g ‘. 5 E

Pricing

- Discount bonds (Debt Reduction Bondg) to be issued in
exchange for existing debt at 65% of face valua ( a 35% :
discount), carrying an annual interest rate of LIBOR ]

plus 13/16. Bonds are 30-year bullets in registered
form. :

--  par bonds (Debt Service Reduction Bondd) to be issued for
existing debt at a fixed interest rate of 6.25 per
annum. Bonds arae 30-year bullets in registered form.

Enhancementsg

O — T DDA T B P

-= 87 billion of enhancements to secure debt reduction and
debt service reduction instruments. All parties will

make a best effort to have the $7 billion available up
front.

- Principal to be fully collateralized by 30-year zero-
coupon bonds; interest payments to be guaranteed on a
rolling 24 month basis.

e} In the event that $7 billion is insufficient to
provide 100% collateralization of principal and 24
months of interest support, interest coverage
would be reduced accordingly, but in no event to
less than 18 months.

o In the event that $7 billion is insufficlent to
provide 18-months of interest support, the banks
agree to ra-balance their participation in the
debt reduction, debt service reduction and new
money options.

- Mexican banks opting for par and discount bonds are to
be eligible for enhancement only after full enhancement
has been provided to international banks.

New Money.

Equivalent to 25% of new money base over 4 years, as follows:
7% when agreement becomes effective, 6% per year in 1990,
1991, and 1992. Disbursements linked to IMF purchases.

Tenor: 15 years, 7 years grace,



-3 -

Interest rate; LIBOR plus 13/16.

Interest recycling: lenders may fund new money commitments

either by advancing fresh funds or by recycling interest from
base debt, subject to conditionality.

New money options allowing banks to meet part of their new
money commitments through several instruments:

° Up to 50% of the 1989 commitment, but not more than
$500 million, in the form of registered bonds.

o Up to 20% of commitment in the form of onlending to
public sector borrowers.

o Up to 20% of commitment in the form of a medium-term
trade credit deposit facility.

jf‘_____III. Rézapture (Value Recovery).
— -— This mechanism would permit those banks that choose debt and
— debt servicm reduction bonds the possibility of recovering a
portion of income foregone in the event that Mexican oil
prices and revenues increase.
— -~ Sstarting date of provision: July 1996,
-~ Sharing formula Quarterly cash payments equal to the
following formula. (Benchmark 0il Price - Reference oil
Price] x Referenca Volume x 91 days x 30%.
-- Benchmark price: average price of Mexican 0il over the
— four prior quarters.
- - Reference price: $14 per barrel, adjusted for U.S.
= inflation.
B == Reference volyme: Average of four prior quarters
-- ejlin r t
- o To protect Mexico from making payments under the formula
when oil export volumas decline while oil prices are
— above the reference level, cash payments to the banks
will not occur when oil export revenues are less than
1989 levels, adjusted for inflation.
o Annual payments cannot exceed 3% of the amount of base
debt exchanged for bonds.
IV. Walvers.

Appropriate amendments and waivers to permit issuance of
discount and par bonds and to provide flexibility for other
debt reduction exercises within specified parameters.



v

V. Rescheduling of Ioans Contracted between 1983-88.

¥YI.

Terms of Amortization would be amended on following terms
n __Tenor: 15 years, 7 years ¢race.

o] Interest: 13/16 plus LIBOR.

Debt-Equity Swap Program.

Up to §1 billion of original base debt per year during the
period January 1990 through June 1993 for a total of $3.5

billion.

Banks participating in debt/debt service reduction and new
money options will be eligible for participation in the
debt-equity swap program.

Available investments restricted to qualified infrastructure
projects and up to 50% of the equity of public sector
companies to be privatized.

Conversion rates to be determined through auction mechanism.
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Mexico Schedule for Forthcoming Purchases Under
the First Year of the Extended Arrangement

Amount
(in millions of SDRs)
Date of Purchase Excluding
Purchase Dependent on Total Set-Aside

August 31, 1989 1/ Compliance with quantitative
- performance criteria for
June 30, 1989 and completion
of first program review 233 1 163 2
November 30, 1989 Compliance with quantitative
performance criteria for
September 30, 1989 233 1 163 2

February 28, 1990 Compliance with quantitative
performance criteria for
December 31, 1989 and
completion of second review,
to reach understandings on
policies for 1990 233 1 163 2

1/ Expected to take place in mid-September 1989
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This [X] document or [_] file has been removed for the following
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[] external document(s) from
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Office Memorandum

TO: The Acting Managing Director DATE: July 24, 1989
7
FROM : S. T. Beza ////,(

SUBJECT: /Mexico--Implications of Accelerated

urchases Under Extended Arrangement

The Extended Arrangement for Mexico contemplates set—asides of
about SDR 280 million a year (30 percent of the total of Fund resources
available) for each of the three years of the arrangement. Furthermore,
the total amount available under each annual segment of the set-aside
could be made available in a single purchase. Therefore, as illustrated
in Table 1, Mexico could obtain the total of about SDR 280 million for
the first year of the program on January 1, 1990, on the merits of the
proposed debt reduction operations and performance under the program.

As shown in Table 1, the acceleration of all potential set-
aside purchases available in 1990 to the beginning of that year--as is
being suggested by the Mexican authorities and the banks—-would in fact
bring forward from the second program year (available on May 31) about
SDR 210 million. With such acceleration, the availability of the set-
aside resources would no longer be dependent on the approval of the 1990
program (scheduled for February) and on observance of the performance
criteria for December 1989 and March 1990. In these circumstances, as a
minimum, a review of progress under the program (including discussion of
the 1990 program targets) just before the release of the set-asides
(say, in December 1989) would be needed.

Attachment

cc: The Managing Director (o/r)
Mr. Frenkel
Mr. Whittome
Mr. Gianviti
Mr. Laske
Mr. H. Simpson
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Table 1 Mexico  Expected Schedule of Purchases
Under Extended Arrangement
(In millions of SDRs)
Set—Aside

Availability Total Purchases Accelerated Requested

Date Purchases Excluding Scheduled Availability Accelerated

Set-Aside Availability Within Guidelines Availability

First Year
May 26, 1989 1/ 233 10 163 17 1/ 69 93 - -
August 31, 1989 2/ 233 10 163 17 69 93 - -=
November 30, 1989 233 10 163 17 69 93 279 72_2/ 489 51 3/
February 28, 1990 233 10 163 17 69 93 - -=
Second Year
May 31, 1990 233 10 163 17 69 93 279 72 69 93
August 31, 1990 233 10 163 17 69 93 - --
November 30, 1990 233 10 163 17 69 93 - -
February 28, 1991 233 10 163 17 69 93 - --
Third Year
May 31, 1991 233 10 163 17 69 93 279 72 279 72
August 31, 1991 233 10 163 17 69 93 - —--
November 30, 1991 233 10 163 17 69 93 = -
February 29, 1992 233 10 163 17 69 93 - -

Source

i/ Purchase effected in May 1989
2/ Purchase expected in September 1989

Fund staff estimates

3/ Purchase expected January 1, 1990, does not include possible augmentation of SDRs 466 million

(46_percent of quota)
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Attached for your information are the text of the press release
summarizing the agreement in principle reached between the Government of
Mexico and the Bank Advisory Committee for Mexico on the 1989-92
financing package for Mexico and the statement by U S Treasury
Secretary Brady on that agreement and on the possibility of interim

financing for Mexico



The Government of Mexico and the Bank Advisory Committee for
Mexico today reached agreement on the main points of a financing
package desi¢ned to help Mexico attain sustainable economic
growth, Angel Gurria, Under-Secratary of the Ministry of Finance
of Mexico, and William R. Rhodes, co-chairman of the 15 member
committee, announced.

Mr. curria said that the commercial-bank financing package,
which will be implemented over the period 1989-1992, along with
support from creditor governments and the multilateral
inatitutions, should "provids Mexico with the debt reduction and
financial resources it needs to support its program of ecenonic
recovery."

Mr. Rhodes said that the agreement is the first since the
international debt crisis began in 1982 to emphasize voluntazy
debt and debt-sarvice reduction.

The financing package will offer each creditor bank a range
of options to support Mexico, including principal reduction,
interest reduction and new money options. Each creditor bank
will be asked to choose one or mors of the options.

Under the principal-reduction and interest-reduction
options, creditor banks could exchange their medium- and long-
term loans for 30-year bonds to be i1ssued by the Government of
Mexico. Principal payments would be collateralized by U.S.
Treasury zero-coupon obligations or comparable collateral
purchased by Mexico with the enhancements. Intesrest payments
would be partially backed by a collateral account established by
Mexico.

Principal-reduction bonds would ba issued in exchange for
existing leoans at a discount of 35%, with a floating interest
rate of London Interbank Offered Rate (LIBOR) plus 13/16%. The
interest-reduction bonds, which would be issued in exchange for
exisging loans at par, would bear interest at a fixed rate of
6.25%.,

The principal-reduction and interest reduction bonds will be
supported by $7 billion of enhancements and guarantees from the
Tntarnational Menetary Fund, the World Bank, the Government of
Mexico, as well as development loans from the Government of
Japan.

Creditor banks that provide new money will be asked to
commit over a four-year period a total of 25% of their existing
medium- and long-term loans that are not exchanged for principal--
reduction of interest-reduction bonds. The new loans would be
repayable in 15 years, with seven years of grace, and would bear
interest at LIBOR plus 13/16%. New-money options would include
tacilities for trade finance and on-lending, as well as new-money
bonds. FEach ecraeditor bank selecting a new-money option would
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have the choica of funding its commitment either by advancing
fresh funds or by recycling interest payments received on loans
previously extended to Mexico.

The agreement also provides that creditor banks selecting
debt and debt-service reduction options will be provided with
recapture opportunities starting in 1996 subject to certain
limitations.

Debt-equity conversions will ba available to craditor banks
under Mexico's privatization program, as well as for certain
infrastructure projects to be determined by the Mexican
Government, in an aggregate amount equivalent teo U.S5. $1 billion
of debt annually, over a three and cne-half year period.

Today's agreement anticipates the succesaful negotiation of
the remaining details of the financing package and the acceptance
by Mexico's approximately 500 creditor banks worldwide.

Mr. Gurria and Mr. Rhodes said that they expect that the
financing package will be completed, and sent to Mexico's
creditor banks shortly.
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peparcmant of the Treasury o Washington, D.C. ¢ Telephone 586-204°

July 23, 1289

STATEMENT BY SECRETARY BRADY

Treasury Secretary Nicholas F. Brady today welcomed the
announcenent by Mexico and its major creditor banks that agree=
went had been reached on a multi-year financial package to
support Mexico's economic reform programi

"The agraement betwaan Mexico and its creditor banks will
provide significant debt and debt-service reduction for Mexico,
as well as new money, to support Mexico's acononic growth. It
represents a major step forward in the implementation of the
gtrengthened debt strategy. In recognition and support of this
progress, and Mexico's continued sound econonmic policies, the
United States Treasury and the Federal Reserve will work with
other monetary authorities to develop a short-term bridge loan of
up to $2 killien. This interim financing would provide Maxico
with added liquidity pending disbursements from the INMF, world
pank and commercial banks."



Office Memorandum

TO: Mr. Beza DATE: July 21, 1989

FROM: Eliot Kalter (fxé'

SUBJECT: Mexico--Debt Reduction Calculations with
Collateral of USS6 1/2 billion

Mexican and bank representatives reportedly are negotiating a
new financing package where banks have agreed, inter alia, to exchange
new enhanced bonds for old debt at a discount of 35 percent. Mexican
representatives have indicated that they anticipate that the USS$6 1/2
billion available for enhancements would be consistent with about
70-75 percent of eligible debt being converted into the new instru-
ments. ij The calculations below conclude that the amount of debt
relief achieved through the exchange of enhanced bonds for old debt is
the same as the amount of debt relief obtained in a direct cash buy-
back. The anticipated transaction would only be consistent with a
discount of 35 percent after taking into account the value to commercial

banks of the recapture clauses and debt-equity swap options.

Case A

A discount of 35 percent would be consistent with a conversion
of 70 percent of eligible debt only if enhancements totaled US$8.9
billion. 2/ This can be seen by the following: 70 percent of eligible
debt is US$38.2 billion. This old debt would be exchanged for a new
bond with a value of US$24.8 billion if the exchange is at a discount of
35 percent, for a net debt reduction of US$13.4 billion. An exchange at
this discount would require that 36 percent of the value of the new bond

be enhanced or that collateral total US$8.9 billion (see attachment). éj
Case B

If enhancements of only US$6.5 billion are available than
either a smaller percentage of eligible debt can be converted, or the
exchange of new enhanced bonds for old debt would occur at a lower
discount. A discount of 35 percent would be consistent with enhance-
ments of US$6.5 billion only if 51 percent of eligible debt was

lj This is consistent with the U.S. Treasury indication that the
USS6 1/2 billion available for collateral would enhance 80 percent of
eligible debt less the USS$5 billion owed to Mexican banks.

2/ The following assumes a secondary market price of US$0.40 for old
debt.

}/ This enhancement is equivalent to collateral on principal and
slightly over 3 years of interest payments on the new bond with a value
of US$24.8 billion. The enhancement of US$8.9 billion also could be
used in the secondary market to buy US$22.3 billion of debt for an
equivalent net debt reduction of US$13.4 billion.



converted. This can be seen by the following 51 percent of eligible
debt 1s US$27.8 billion. This o0ld debt would be exchanged for a new
bond with a value of US$18.1 billion if the exchange 1s at a discount of
35 percent for a net debt reduction of US$9.7 billion. An exchange at
this discount would require that 36 percent of the value of the new bond
be collateralized or that collateral total USS$6.5 billion (see attach-
ment). 1/

Case C

A conversion of 70 percent of eligible debt would be
consistent with enhancements of US$6.5 billion only 1f the exchange of
new bonds for old debt is at a discount of 25.4 percent This can be
seen by the following 70 percent of eligible debt is US$38.2
billion. Thas old debt would be exchanged for a new bond at a discount
of 25.4 percent for a value of US$28.5 billion and a net debt reduction
of US$9.7 billion. An exchange at this discount would require that
22.8 percent of the value of the new bond be collateralized or that
collateral total USS$6.5 billion (see attachment). gj

Attachment

cc Mr. Loser
Mr. Bonvicini

i/ This enhancement is also equivalent to collateral on principal and
slightly over 3 years of interest payments on the new bond with a value
of USS$18 billion. The US$6 5 billion also could be used in the
secondary market to buy US$16.2 billion of debt for an equivalent net
debt reduction of US$9.7 billion.

2! This enhancement is equivalent to collateral on principal and
slightly less than 2 years of interest payments on the new bond with a
value of US$28.5 billion. The USS$6.5 billion also could be used in the
secondary market to buy US$16 2 billion of debt for an equivalent net
debt reduction of US$9.7 billion.




APPENDIX

Mexico - Pricing of Debt Exchange

Calculations are based on a framework where the price of debt is
equal to the bond's expected present value of total debt service
payments. The expected present value of debt service is equal to the
expected present value of principal payments plus the expected present
value of interest payments. The probability of full payment of either
principal or interest is unity for that proportion of debt service
payment that is creditor guaranteed and is represented by the secondary
market price of unguaranteed debt for that proportion of debt service
payment that is not creditor guaranteed.

The calculations that follow are based on the following:

(1) O0ld debt is exchanged for new debt at a discount defined by:

i e price old debt
price new debt

(2) The price of new debt equals the proportion of the present value
of total debt service of the new bond that is creditor guaranteed (valued
at unity) plus the proportion of the present value of total debt service
of the new bond that is not creditor guaranteed (valued at the secondary
market price of old debt).

Cases A and B

In cases A and B above, the old debt is exchanged for new debt at a
discount of 35 percent while the price of old debt is 0.40. From
relationship (1) above, it can be derived that:

: __0.40  _
(1) Price new debt = =5 55 0.615

From relationship (2) above:

(2) 0.615 =Xx 1+ Y x 0,40

where X + Y = 1; and
where X = proportion of the new bond that is guaranteed;
where Y = proportion of the new bond that is not guaranteed

Solving the equations give:

X
Y

0.363 and
0.64



Case C

The old debt 1is exchanged for new debt at a discount of 25 4 percent
while the price of old debt 1s 0 40 From relationship (1) above 1t can
be derived that

0 40

1=0 254 0 536

(1) Price new debt

J

From relationship (2) above

(2) 0536 = Xx1+Yx040
<' where X + Y = 1, and

+
where X = proportion of new bond that 1s guaranteed,
where Y = proportion of new bond that 1s not guaranteed

Solving the equations give

X
Y

0 228
0 772

<j‘\
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TO: ‘ The Acting Managing Director

FROM: S. T. Beza 774 By AL
% N

SUBJECT: Mexico--Briefing for Mission ng/z

Attached is the briefing paper for the review mission to
Performance under the arrangement to date has been
satisfactory, but several issues arise in connection with the review.

Mexico.

A first issue relates to the performance ériteria for end-June
Mexico is expected to have observed the fiscal

(p.3 of the brief).
but deviations are likely for the performance

targets for end-June,
criteria for credit to the public sector from the Bank of Mexico and for

the net international reserves because of shortfalls in financing from
In line with the understandings incorporated in the

commercial banks.
technical memorandum of understanding, an ad justment for these
shortfalls would be made in the context of the review.
A second issue relates to the possibility that higher than
projected domestic interest rates may result in deviations in fiscal
The

performance in the second half of the year (p.4 of the brief).
staff would propose that the performance criteria remain unchanged at

present, and that efforts should continue to be made to offset the
adverse effects of high domestic interest rates, as has been occurring
so far. At a later stage of the year, however, it may be necessary to
contemplate some modification of the criteria in this area.
A third issue--as described on page 4 of the brief, is that it
is almost certain that commercial bank financing will fall short of the
amount included in the program for 1989 as a whole (and probably for

Although international oil prices are higher and
external interest rates lower than originally projected, the expectation

future years).
had been that the effects of such favorable external developments would

be channeled in part into reserves in order to provide protection
In light of the lower

against adverse developments in subsequent years.
than programmed bank financing, the Mexican authorities are likely to
seek to modify the net international reserve targets to exclude the more

stringent performance called for because of improved external
conditions, on the grounds that preserving the original objective would

require an unreasonable tightening of fiscal policy (beyond any effort
involved in offsetting the impact of high domestic interest rates).

The mission will try to persuade the authorities to take
additional measures to preserve at least a part of the gains from the
better external conditions. But it has to be recognized that under the
financing package that is emerging the program will be more vulnerable

Thus, it will need to be understood that

than contemplated originally.
if the financing package now emerging is accepted, there is a risk that
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it may need to be reopened in the event that the present favorable
external situation does not persist. Because much of the package is
likely to take the form of exit bonds, reopening it would mean having to
renegotiate the terms of bonds. These kinds of risks would need to be
taken into account by the Executive Board in deciding whether the
financing package qualifies for Fund support for debt and debt-service
reduction.

This paper has been reviewed by the following departments

Exchange and Trade Relations Mr. Brau

Fiscal Affairs Ms. Ter-Minassian and Mr. Ratz
Legal Mr. Surr

Research Messrs. Aghevli and Calvo
Treasurer's Mr. Coats

Western Hemisphere Messrs. Quirk, Stephens,

van Beek, and myself

S R R S e e S I bE AT d Y R T

Attachments

cc  The Managing Director (o/r)
Mr. H. Simpson



MEXICO

Summary of the Briefing Paper

Mission head Mr Loser

pate of the mission  July 28-August 11, 1989

\;3. Purposes of the mission

The mission will review developments under the program and will evaluate
the effects of external financing package that is being developed The next
purchase under the arrangement is dependent on observance of end-June
performance criteria and completion of the review

4 Background

Economic performance has been in line with expectations Economic
activity has recovered somewhat and the rate of inflation has come down to
1 2 percent a month in June The peso has depreciated a little in real
effective terms since early 1989 Domestic interest rates have been higher
than programmed, but it is estimated that fiscal targets have been observed,
on the strength of domestic efforts, higher oil prices and lower foreign
interest rates Developments in the external current account have been as
expected, but net international reserves declined by more than programmed
because of shortfalls in bank financing

5 Issues

An adjustment will be needed on some performance criteria for the end of
June because external financing has been less than included in the program

The mission will take the position that fiscal targets should not be
changed at present to accommodate the effect of higher domestic interest
rates However, at a later stage the ceilings may have to be modified for
deviations in this area

Commercial banks will provide less financing than programmed in 1989 (and
probably in future years also) This could be offset by the effect of
improved external conditions (higher o1l prices and lower interest rates) but
at the expense of the programmed additional accumulation of reserves The
mission will try to persuade the authorities to preserve some of the
prospective gains in reserves, but the authorities may argue that an
additional accumulation of reserves beyond the original targets will not be
possible because it would require impossible additional fiscal efforts

The financing package with commercial banks will need to be appraised to
establish whether it can be supported by Fund resources The terms seem
broadly consistent with the limited available resources for enhancements, but
could result in financing shortfalls for 1989 The mission will review the
implications of the package for the macroeconomie targets of the program
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A staff mission consisting of Messrs Loser (Head), Kalter, Khor
(all WHD), Sheehy and El-Erian (ETR), Ms Rojas—Suarez (RES), and
Ms Karkas (Seecretary-—-BUR) will visit Mexico City for two to three
weeks beginning on July 26, 1989 to review developments under the
extended arrangement with Mexico Mr Loser will join the mission on
July 28

Under the terms of the arrangement, the next drawing under the
program, scheduled to take place after August 30, 1989, 1s dependent
upon compliance with the June performance criteria and conclusion of the
forthcoming review The mission will evaluate performance under the
arrangement through June and will assess the impact on the program of
changes 1n the timing and amount of available finanecing, including that
from commercial banks The mission also will review the possible 1impact
of debt/debt-service reduction operations on the program, to the extent
that such operations have been agreed by the time of the review

On May 26, 1989, the Fund approved the three-year extended
arrangement for the equivalent of SDR 2,797 2 million (240 percent of
quota) 1including a set aside of 30 percent of access for debt-reduction
operations, in addition, the Executive Board expressed its willingness
to consider favorably a possible augmentation of the arrangement for up
to 40 percent of quota in support of debt-service reduction
operations The Executive Board approved a purchase equivalent to SDR
453 5 million under the decision on the compensatory and contingency
financing facility As of June 30, 1989 Fund credit to Mexico,
including drawings under the EFF, the CCFF, and the enlarged access
policy, stood at SDR 3,886 1 million 1/

lj Further details about Mexico's financial relations with the Fund
are presented in Attachment IT
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I. Background and developments under the program

In line with policies followed since the end of 1987, a new pact
for economic growth and stability (PECE) was announced in December 1988,
with specific guidelines for wages, prices of certain goods and
services, and the exchange rate through end-July 1989 Minimum wages
were increased by 8 percent and public sector prices and tariffs were
raised, except those of gasoline, diesel, and electricity and gas for
residential use. Since January 1, 1989 the peso has been depreciated at
a daily rate of 1 peso per U.S dollar (initiallv 1 3 percent a month)

The authorities announced on June 18 that the PECE would be
extended through March 31, 1990 The peso will continue to be
depreciated at a rate of one peso a day (at present equivalent to
1.2 percent a month), resulting in a total depreciation of 16 percent
against the U S dollar during 1989 Public sector prices and tariffs
will be kept unchanged along with the prices for a basket of selected
goods. The authorities announced a 6 percent increase in the minimum
wage (effective July 1) for a cumulative total for the year of 14 5
percent. Collective wage negotiations may now be pursued freely

Economic performance has been broadly in line with expectations
Fconomic activity has recovered somewhat, with industrial production
around 3 1/2 percent higher in the first four months of the year than 1n
the same period of 1988 Consumer prices rose by 1.2 percent in June
1989, broadly in line with the increases of previous months, and the 12~
month rate of price increase fell to less than 18 percent The peso
depreciated by 8 percent relative to the U S dollar in the first six
months of the year and depreciated somewhat in real effective terms
(Chart 1). Domestic interest rates remained higher than programmed
during the first half of 1989, and in June were about 4 1/2 percent a
month, equivalent to a real rate of about 3 percent a month, reflecting
the shortfall in foreign financing and related concerns about the
viability of current economic policies.

011 export prices averaged USS15 4 a barrel for the first half of
the year, compared with the central price of USS$12 a barrel under the
program Furthermore, LIBOR has averaged 9 8 percent compared with
10 1/2 percent assumed under the program These developments along with
higher non-o01l revenues and expenditure restraint contributed to a
stronger than expected fiscal performance, notwithstanding high domestic
interest rates, in the first quarter of 1989. The fiscal primary
surplus reached about 10 percent of GDP, the operational outcome was in
balance and the PSBR was less than 5 percent of GDP On the basis of
partial information, it is estimated that all fiscal performance
criteria for end-June were observed, as a stronger primary surplus
offset the effect of high domestic interest rates

In the first half of 1989, financing for the PSBR was obtained
mainly from domestic sources, including higher than programmed use of
credit from the Bank of Mexico because of the shortfalls in bank



financing Available data indicate a relatively strong growth of
private sector finaneial savings and credit to the private sector,
including the effects of the intermediation of some private capital
inflows

In the first quarter of 1989, the merchandise trade balance was 1in
surplus by over US$900 million, while the external current account
registered a deficit of US$930 million The trade performance was as
programmed, with slightly higher imports and lower nonpetroleum exports
offset by higher than projected petroleum exports Foreign 1nterest
payments were 1n line with projections——as changes 1n 1nternational
interest rates affect payments with a lag--but the nonfactor service
account was weaker than expected because of lower net receipts from
tourism and border transactions Higher than expected private capital
inflows made it possible to achieve approximate overall payments
balance Even though the current account tended to strengthen in the
second quarter, lower capital inflows due to delays in the negotiations
with the commercial banks resulted in a loss of net international
reserves of some US$1 5 billion during the first half of the year,
compared with a programmed loss of US$1l billion

I1 Policy 1ssues

The authorities have implemented their program in line with their
commitments, and economic performance has been aided by higher o1l
prices and lower foreign interest rates than had been programmed These
two factors, 1f they persist, would result i1n an 1improvement 1in the
external current account of some US$2 2 billion (some 1 percentage point
of GDP) with respect to the 1initial projection for 1989, on this basis,
the current account deficit would be US$2 6 billion, compared with
US$4 8 billion under the program Nevertheless, the delay in completion
of an agreement with foreign commercial banks has resulted in a
shortfall in foreign financing and has put pressure on domestic 1nterest
rates, with implications for the public finances and private savings and
investment Moreover, while the extension of the PECE provides clear
signals as to the intended course of policies through early 1990, it may
result 1in further real declines i1n some public sector prices

Three major operational issues are of relevance 1n current
circumstances, namely the shortfalls in performance for end-June on
account of the delays in the completion of the financing package, the
possible deviations 1n fiscal performance due to the higher domestic
interest rates, and the possible implications for the program of a lower
than planned value of financing from commercial banks

In line with the understanding contained in the arrangement, a
modification would be introduced in the context of the review for some
end-June performance criteria (net international reserves, net credit of
the Bank of Mexico to the public sector, and possibly, net domestic
assets) on account of delays in finmancing  Furthermore, the
quantitative performance criteria should be modified for specific




features of the foreign financing package to the extent that an
agreement has been reached at the time of the mission, and the 1impact is
neutral with respect to the program objectives.

The mission will take the position that, at present, the
quantitative performance criteria for the remainder of the year should
not be changed to accomodate the effect of higher domestic interest
rates. It will, therefore, discuss with the authorities the actions to
be taken to offset the effects of high interest rates on the public
finances. It can be expected that as financing is assured, pressures on
financial markets will subside and interest rates will decline, 1indeed,
some positive effects may be now in evidence. However, domestic
interest payments may still end up higher than planned, and it may not
be feasible to offset their effects by policy tightening. In that
event, performance criteria may have to be modified at a later stage.

A central operational issue relates to the possible adaptation of
the program to a lower level of financing by banks (an estimated USS2
bi1llion a year) than was assumed under the program (USS4 4 billion), as
described below. Within the program, Mexlico is required to increase net
international reserves (and correspondingly adjust other quantitative
performance criteria) to the extent that the revenue from higher
petroleum prices and lower interest rates exceeds the baseline
projections, net of a margin of US$950 million a year As noted, the
total additional resources over the baseline due to favorable
developments are now likely to amount to USS2 billion this year. This
amount (including available margins under the band) would offset the
shortfall in foreign financing assumed 1n the program baseline.

However, the protection against unfavorable developments built into the
program will be reduced and the program would become more vulnerable, to
the extent that additional resources resulting from favorable extermnal
conditions are reflected in lower bank financing and not in a higher
reserve accumulation as programmed. Furthermore, there might be an
unfavorable response from official sources because of the low
contribution by banks

On the basis of existing margins, about USS1 billion of the
shortfall in bank financing could be covered by Mexico without the need
to modify performance criteria. To offset the lower financing, however,
the authorities can be expected to request the modification of
performance criteria, seeking to exclude the more stringent performance
eriterion to accumulate reserves beyond the bands on account of
favorable conditions. The mission will try to persuade the authorities
to commit themselves to take additional measures to preserve some of the
gains from these improved conditions. However, the authorities will
most likely argue that they already are attaining a stronger than
programmed primary fiscal surplus in order to offset the effect of high
domestic 1nterest rates, that the macroeconomic targets of the baseline
scenario would be preserved under present conditions, and that a further
tightening 1is not feasible.



1 Fiscal policy

The fiscal targets for 1989, based on a petroleum price of US$12 a
barrel and LIBOR at 10 1/2 percent a year, are a primary surplus of 7 3
percent of GDP, an operational deficit of 2 5 percent of GDP, and a PSBR
of 7 percent of GDP, if the price of petroleum and LIBOR were to remaln
at their current levels, the provision of the program would require the
primary fiscal target to be adjusted to 7 7 percent of GDP, the
operational deficit to 1 9 percent, and the PSBR to 6 4 percent 1/
However, as noted, a stronger performance at the level of the priﬁéry
balance may not be sufficient to of fset the impact on the operational
balance and the PSBR of higher than expected domestic interest rates 1n
the second half of the year The mission will suggest that among the
possible fiscal measures to compensate for any deviatioms, the
authorities should consider in particular 1ncreases 1n public sector
prices and tariffs, taking 1nto account the extended PECE The mission
also will begin discussions on fiscal policies for 1990

2 Exchange rate policy

The peso has remained unchanged 1n real effective terms during the
first half of the year On the basis of the guidelines announced under
the extension of the PECE, the nominal depreciation would be enough to
maintain or improve external competitiveness, provided the rate of
inflation stays under 1 1/2 percent a month and the U § dollar remains
stable 1n real terms against other major currencies Although prospects
for an adequate performance of the external sector are good, the mission
will examine the appropriateness of the current exchange rate policy 1n
light of, among other factors, the performance of non-o1l exports and
imports, and, 1f warranted, 1t will suggest to the authorities a policy
modification to secure the external and growth objectives of the
program  Furthermore, the mission will discuss the eventual abandonment
of the current exchange rate rule, 1in the context of a relaxation of
existing price and wage guidelines

3 Wage and pricing policies

Wage 1ncreases granted following the extension of the PECE w1ll be
reviewed 1n relation to recent developments 1n inflation The 1ncreases
in minimum wages appear conslstent with the objectives of the program,
but a moderate wage policy will continue to be required to ensure
attainment of the program targets, and to help create an adequate
framework for a market—based wage determination in the private sector
The mission will discuss with the authorities their strategy for moving
away from price and wage guidelines

1/ The gains from oil and international interest rates are expected
to amount to 1 1 percentage points of GDP, but ceilings under the
program would be adjusted only by O 6 percentage point of GDP, because
of the operation of the band
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4. Monetary and credit policy

Preliminary data suggest a weaker than programmed performance of
Bank of Mexico credit to the nonfinancial public sector and of net
international reserves. The PSBR was lower than programmed but the
authorities made greater use of Bank of Mexico financing, reflecting the
shortfall in foreign financing. However, the excess i1in the credit to
the public sector and the deviations in net international reserves are
estimated to have been smaller than the shortfall in disbursements from
commercial banks and other sources over the period.

In July the Government began offering treasury bills with 1interest
rates i1ndexed to either the consumer price i1index or the exchange rate in
the free market Although this may result in lower real 1nterest rates
in the short run, and thereby reduce fiscal imbalances, rigidities may
be 1ntroduced that may have an adverse impact on financial policies
because of risks associated with future shocks The staff will advise
the authorities to proceed cautiously in their use of the new financial
instruments to avoid compromising the flexibility of monetary policy

5. External financing

In addition to the resources provided by the Fund, the Paris Club
agreed to a rescheduling of principal and interest in late May, and in
June the World Bank approved three loans totalling USS$1.5 billion in
support of Mexico's structural reforms.

Mexico's original request for financing from foreign commercial
banks of about USS4 4 billion a year for 1989-92, equivalent to 60
percent of interest due to banks for the period as a whole, was 1n line
with financing sougnt from official sources Mexican and bank
representatives are currently negotiating a new financing package with
financial benefits which banks had estimated at some USS$3.0 billion a
year. Indications are that banks have agreed to exchange new enhanced
bonds for old debt either at a discount of 35 percent, or at par with a
reduced fixed interest rate of 6 1/4 percent Banks choosing the new
money option would 1increase their exposure by a total of 25 percent
through end-1992., No details have been announced yet about enhancements
or the recaoture of resources if external circumstances improve, but
indications are that the banks are putting pressure in these areas,
thereby reducing the relief included in the agreed package. VNo
agreement on interim financing has been reached yet.

Under the terms of an agreement with banks, along the lines
described above, commercial banks may actually provide resources for
some USS2 2 billion a year (assuming that 70-75 percent of eligible debt
is converted, as expected by Mexican officials, into lower principal or
lower interest rate instruments) This would fall considerably short of
the USS$4.4 billion included in the program The staff estimates that



the amount of enhancements available (about USS$6 1/2 billion) 1/ would
be broadly consistent with a discount of some 30-35 percent for 70-75
percent of eligible debt. Total debt could effectively be reduced by
some USS10 billion, providing annual net relief on 1nterest payments of
about US$1.0 billion starting in 1990. New money (on the basis of

30 percent of eligible debt) would provide an average of USS$1,.2 billion
a year after 1989. 1If external developments (o1l prices and interest
rates) remain more favorable than originally planned, Mexico's current
account deficit would be lower than projected by some 1S$2.0 billion a
years In addition, reduced interest payments, because of lower
borrowing, would average some US$0.8 billion a year.

Under these assumptions, total resources available (US$5 billion a
year) would exceed the original financing requirement from banks under
the program. As noted, however, the outcome would have a weakness as
compared with the 1nitial program because the additional resources from
unforeseen improved external conditions would be used to reduce bank
financing requirements and not to 1ncrease reserves.

The mission will discuss with the authorities the 1mplications of
possible revised scenarios. In particular, the mission will review the
banks' proposal in order to assess the appropriateness of Fund financing
of debt/debt service reduction operations, and will discuss the
procedures for the mobilization of Fund resources 1n support of these
operations., In addition, the mission will review the implications of
the proposed financial package for the macroeconomic targets of the
program, particularly focusing on the medium-term growth prospects
relative to those assumed in the original program.

At tachments

cc Mr. Frenkel
Mr. Gianviti
Mr. Laske
Mr. Tanzi
Mr Whittome
Mr. H. Simpson

1/ Within the extended arrangement, total Fund resources for debt
reduction would amount to the equivalent of USS1 1 billion under the
set—-aside provisions, while US$S600 million would be available for debt
service reduction operation if the amount of the arrangement is
augmented. In addition, about USS1 7 billion of IBRD disbursements may
be used for these operations Also, Japan may make available US$2
billion to Mexico, of which half would be provided through parallel
lending with the Fund. With some additional funds from Mexico's
reserves, the total amount of enhancements for debt reduction operations
would be about US$6 1/2 hillion.
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ATTACHMENT I

ic and Financial Tndicators

Prel Prog
1984 1985 1986 1987 1988 1989
(Annual percentage change unless otherwise specified)

Income and prices

Real GDP 36 26 -3 8 15 11 15

GDP deflator 59 1 56 7 74 4 139 3 103 8 211

Consumer prices (end of year) 59 2 63 7 105 7 159 2 51 7 18 0

Consumer prices (average) 65 4 57 7 a6 2 131 9 114 2 21 9

Consumer prices (monthly average) 40 4 2 6 2 83 37 14

External sector

Exports (f o b ) 97 -95 -24 4 28 3 34 89
Export volume 80 -4 6 74 13 4 14 4 7

Imports (f o b ) 31 6 17 4 -13 5 69 S4 7 9 8
Import volume 27 1 17 2 -11 7 4 3 43 2 56

Terms of trade (debt -) -19 =53 -28 2 10 4 -5 6 -

Nominal effective exchange rate
Average (depreciation =) =24 4 -28 7 -59 3 -57 8 -37 6 -6 5
End of period -19 9 -48 0O -61 8 -555 -9 2 -85

Real effective exchange rate
Average (depreciation =) 16 9 29 -30 0 -81 23 2
End of period 185 -20 6 -23 5 33 28 7

Nonfinancial public sector

Recelipts 631 56 1 62 7 135 5 100 0 12 3

Outlays 56 9 66 4 89 3 139 3 84 9 -2 0

Money and credit 1/

Domestic credit (net) 62 1 58 0 89 3 120 5 75 2 15 2
Public sector (net) 26 2 44 9 81 1 75 9 29 3 43
Private sector 35 6 23 5 29 3 62 9 39 2 11 3

Money and quasi-money (M-2) 701 46 3 94 4 141 0 42 4 10 3

Velocity (GDP/M-2) 41 43 41 4 4 53 52

Real growth in M-4 60 -7 6 -09 -0 4 68 45

Velocity (GDP/M-4) 36 37 34 34 37 33

Interest rate on l-month treasury
bill (percent per month) 40 50 6 6 78 58 35

(Percent of GDP)

Public sector savings 03 =27 -9 3 -9 6 -6 0 -0 7

Public sector savings (adjusted) 2/ 6 9 49 37 74 09 26

Public sector economic deficit -7 1 -8 6 ~14 8 -15 0 -11 3 -5 8

Primary balance 48 33 23 50 59 73

Operational balance 03 -1 0 -18 20 -4 4 =25

Public sector borrowing requirement 8 4 95 15 6 15 9 12 9 70

Gross domestic investment 19 9 21 2 181 18 6 20 5 21 3

Gross national savings 223 21 6 17 2 20 & 18 9 18 9

Current account deficit (=) 2 4 04 -0 9 29 -1 6 -2 4

Public external debt
(including IMF) 3/ 38 8 38 6 57 8 59 5 47 2 44 8

Interest payments on public debt 4/ 4 7 41 4 7 4 3 40 4 4

(In percent of exports of goods and nonfactor services)

Public debt service 5/

Before rescheduling - 47 7 66 6 78 2 89 9 86 8 69 8

After rescheduling 37 8 39 8 44 3 41 9 49 0 41 6

(In billions of U S dollars)

Overall bhalance of payments 30 -3 4 -11 6 6 -6 9 15

Gross officlal reserves
(months of imports) 6/ 96 56 74 13 5 4 2 4 2

Sources Bank of Mexico Secretariat of

estimates

1/ Changes are effective flows adjusted
total liabilities to the private sector at

2/ Adjusted for the inflation component
amortization but includes inflation tax

3/ Includes short-term debt but net of

Ey Interest paild on external public debt
international reserves

jj Includes debt service on use of Fund

E! Fxcluding gold and payments agreement

Programming and Budget and Fund staff

for exchange rate changes in relation to
the begluning of the period
of interest payments which is treated as debt
gross international reserves

net of interest earned on gross

credit
9
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Fund Relations with Mexico
(As of June 30, 1989)

Membership Status

(a) Member since December 31, 1945
(b) Status - Article VIII

A. Financial Relations

General Department (General Resources Account)

(a) Ouota SDR 1,165.5 million
(b) Total Fund holdings of Mexican pesos
SDR 5,051 7 million
(¢c) Fund credat SDR 3,886.1 million or 333 4 percent of quota
Of which SDR 637 8 million or 54.7 percent of quota
under credit tranche
SDR 1,069.8 million or 91.7 percent of quota

under EFF

SDR 1,725.6 million or 148 1 percent of quota
under EAR

SDR 453 5 mi1llion or 38 9 percent of quota
under CCFF

(d) Reserve tranche position None

Stand-by or Extended Arrangement and Special Facilities

(a) Current extended arrangement
(1) Duration May 26, 1989 until May 25, 1992
(i1) Amount SDR 2,792.2 million
(12i) Utilization SDR 163 2 million
(1v) Undrawn balance SDR 2,634 0 million
(b) Compensatory and contingency financing facility
(i) Purchased on June 1, 1989
(ii) Amount SDR 435.3 milion
(iii) Utilization SDR 453.5 million
(c) Previous stand-by arrangement
(i) Duration November 19, 1986 until April 1, 1988
(i1) Amount SDR 1,400 million
(1ii) Utilization SDR 1,400 million
(d) Emergency assistance
(1) Purchase in January 1986
(11) Amount SDR 291 375 million
(111) Utilization SDR 291 375 million
(e) Previous extended arrangement
(1) Duration from January 1, 1983 to December 31, 1985
(1i1) Amount SDR 3,410.6 million
(11i) Utilization SDR 2,502.7 million
(iv) Undrawn balance 907.9 million
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Iv. SDR Department

(a) Net cumulative allocation SDR 290 million
(b) Holdings SDR 354.3 million or the equivalent of
122.2 percent of net cumulative allocation

v. Financial Obligations due to the Fund (In millions of SDRs) l/
Overdue
Financial Principal and Interest Due
Obligations 7/1-12/31
(6/30/89) 1989 1990 1991 1992
Principal

Repurchases - 338.9 877 1 807.4 518.5
Trust Fund Repayments -- - - - -

Charges and Interest
including SDR and TF
(provisional) - 141.9 238 2 164 9 101.2

Total - 480.8 1,115 3 972 4 619 7

B. Nonfinancial Relations

VI. Exchange rate arrangement Since August 5, 1985 two official
markets have been operative in Mexico a controlled market
covering specified transactions amounting to about 80 percent of
all trade and payments transactions, and a free market. The
controlled market rate is determined under a managed float system
guided by a set of indicators, whereas the free market rate 1s
established by market forces. Parties eligible to utilize the
controlled market (with the exception of offices and agencies of
the public administration) can choose to complete any transaction
at a retall rate agreed between the parties and the financial
institutions authorized to operate in this market, or at the

equilibrium exchange rate” of the day The daily equilibrium
exchange rate” 1s determined each day at a fixing session at the
central bank, where representatives of the various financial
institutions operating in the market exchange bids for purchases
and sales of foreign exchange the Central Bank may also submit
bids 1n these sessions. For transactions exceeding US$50,000,
the parties concerned may make completion of the transaction
contingent upon the equilibrium exchange rate achieving a
particular minimum or maximum value As of June 15, 1989 the

lj Projected on the basis of transactions through June 30, 1989
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"controlled market equilibrium exchange rate was MexS$2,449 per
U.S. dollar, the average "free rate was Mex$2,461 per U S.
dollar, and the differential between the ratio 1n the controlled
and the free market was less than 1 percent.

VII. Last Article 1V consultation The last Article IV consultation,
requests for extended Fund arrangement for 1989-91, and purchase
under the CCFF were completed by the Executive Board on May 26,
1989 (EBM/89/65). The relevant supporting documents were
EBS/89/91, Supplement 1, SM/89/94, EBS/89/66, and EBS/89/94  For
consultation purposes Mexico 1s on the 12-month cycle

VIII. Technical Assistance At the request of the Mexican authorities,
during 1985 two teams from the Fiscal Affairs Department provided
technical assistance in the fields of direct and indirect
taxation, followed by a staff visit 1in January 1986. In October
1988, a technical team provided assistance 1n the area of
external debt and international banking
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THE WORLD BANK/INTERNATIONAL FINANCE CORPORATION c l

OFFICE MEMORANDUM

DATE:

TO:

FROM:
EXTENSION:

SUBJECT:

July 18, 1989
R. Steckhan, Director LA2

R. Lamdany, DF%;??£:7

72945

Mexico: Task Force Meeting

The Mexico Debt Task Force met on 7/18/89. The meeting was chaired
by R. Steckhan and the participants included T. Duvall (Legal), I. Husain
(PPR), C. Loser (IMF), F. Kilby (FRS), A. Toft (CFS) and van-Wijnbergen
(LA2). Attached is a copy of the agenda.

The following are the main issues discussed and decisions reached:

- The Bank and the IMF shared information on development on the
negotiations between Mexico and the banks. The Bank and the IMF agreed to
exchange information on the negotiations on a daily basis. CFS will try to
brief Mr. Steckhan on a daily basis, on any information it may obtain from
creditor banks.

- It is unlikely that the IFIs may be able to veto any agreement once it
has been agreed by Mexico and the banks. Therefore, it is important that
the IFIs obtain and comment on any preliminary term sheet before it gets
final approval by Mexico and the Advisory Committee.

- R. Steckhan will circulate a copy of a series of questions addressed to
the Bank by the commercial banks (through A. Bauer from Citibank) on the
conditions for disbursement for debt reduction and other loans to Mexico.
R. Steckhan asked the Legal Department’s opinion on these questions. The
Legal Department stated that the questions addressed by the commercial
banks raised primarily policy rather than legal issues.

- Task force members should brief Senior Management on the evolution of the
negotiations, and on the potential effects of different facilities being
mentioned. The van-Wijnbergen can be the basis for such briefings. FRS and
CFS stated that the van-Wijnbergen paper should address downside risks for
Mexico and their consequences for the IBRD.

- R. Steckhan asked CFS and LA2 staff to begin working on a Board Paper on
the Interest Support/Additional Funds Facility. The Legal Department stated
that additional funds provided for interest support could be provided
either as a component of an adjustment loan that includes a set aside
component or as a free standing loan.

- Issues related to a possible bridge loan were also discussed.

cc: K. Kashiwaya, D. Bock, T. Duvall (Legal), I. Husain (PPR), C. Loser
(IMF), F. Kilby (FRS), A. Toft (CFS) and van-Wijnbergen (LA2).
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July 18, 1989

MEXICO - Meeting of Debt Task Force 7/18 at 11 00

AGENDA

Exchange of information on state of Mexico - commercial bank
discussion and implications for acceptable "debt relief" and
filling the financing gap

Is there (and should there be) any way we can have some influence
on the final shape of the package, again so as to avoid problems
later on when we will be asked to assess what has been negotiated?

Can we get some advance warning mechanism about the type of deal
being negotiated, since we will be asked to asses 1t as soon as it
1s struck?

Can daily contacts with the commercial banks be centralized? More

in general, how can we get better information from the commercial
banks?

Do we know how "hard" the constraints on available "guarantee"

funds are? What 1s the likely flexibility of the IFI’s, Japan, US
Treasury?

Who will in the end flo the Board papers on interest support
facility?

Where 1s the Flannery contribution?

Rainer B Steckhan
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TO: Mr. Loser ' DATE: July 17, 1989
{0

FROM: B.B. Aghevii and G. Calvo k&

SUBJECT: Briefing for Mission to Mexico

Overall, we are in full agreement with the position taken in
the briefing. The Mexican program is strong and the authorities have
implemented significant macroeconomic policies and structural reforms. In
light of the delays of negotiations with commercial banks, we support a
technical waiver of the June performance criteria for the Bank of Mexico
net credit to the nonfinancial public sector and net international
reserves. ‘

As stated in the briefing, a major difficulty that the Mexican
authorities face is the persistence of relatively high real interest
rates. It would be extremely useful if the mission could clarify to what
extent those developments are associated with the public expectations
about a devaluation of the peso in the near future. If indeed high
interest rates in Mexico are due to expectations of a devaluation, we do
not fully understand the mission’s concerns about indexing government
bonds to the market exchange rate. To the extent that debt negotiations
are successful, indexation of government bonds could only help to
strengthen the outcome of the program as it would aid to restore the
credibility of the economic policies undertaken by the Mexican
authorities. This logic, however, only follows if the mission is prepared
to support the authorities in their announced policy for the exchange rate
(and we believe it should, in the context of all the advances already
undertaken with fiscal and monetary policies). A reading of the briefing,
however, seems to suggest that this is not the case. At the bottom of
page 7 it says "...the mission will examine the appropriateness of the
current exchange rate policy in light of understandings under the program,
and, if needed, it will suggest to the authorities a modification of
exchange rate policy to secure the external and growth objectives of the
program." If the mission takes that position, it might well validate the
public expectations about a devaluation and, as a result, interest rates
will remain high before the actual devaluation takes place. It is true
that real interest rates on outstanding nonindexed government obligations
will decline following the devaluation, but this will only be a temporary
phenomenon since the public will realize that any misalignment of a key
nominal variable under the program will be followed, sooner or later, by
an additional devaluation. As a consequence, the program might be self-
defeating by generating an inefficient cycle of devaluations and high
interest rates.

Having said that, it is also important to acknowledge a caveat
to the indexation policy. Real shocks, such as changes in the price of
0il, might require a change in the real exchange rate which will affect
the domestic real interest rate. However, in the absence of reliable
predictors of exogenous real shocks, and the already sizeable stock of



domestic government debt 1t appears that the net benefits from indexing
government bonds more than justify the mission’s support for such
instruments

cc Mr Frenkel
Mr Beza
Mr Gianviti
Mr Tanzi
Mr Brau
Mr Coats
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TO The Acting Managing Director DATE  July 14, 1989

FROM S T Beza //é;j;;{f;

SUBJECT _ Mexico—-Balance of Payments Implications

‘_\
of Agreement

with Banks

The attached

note sought to describe the main balance of

payments implications of the agreement that we thought was emerging from
the discussions between the banks and Mexico Since the note was
prepared some of the concerns reflected in it seem to have materialized,

1n particular requests
favorable developments
that these requests by
enhancements far above
effective discounts of

Although the

by commercial banks for recapture of future
and generally tighter conditions It appears
the banks would raise the level of required
the resources available, thereby reducing the
the proposed package

note may have been overtaken by events 1n some

respects, we thought it useful to circulate 1t, particularly to show the
effects of a package in which the discounts were broadly 1in line with
the enhancements considered to be available

At tachment

cc  The Managing Director (o/r)

Mr Frenkel
Mr Whittome
Mr H Simpson



July 14, 1989

Mexico--Balance of Payments Implications
of Agreement with Banks

The attached table for Mexico provides a preliminary estimate
of the effects on the balance of payments of the agreement that appears
to be emerging between the Mexican authorities and commercial banks.

The estimate is based on what we understand are key principles
of the agreement that appears to be evolving. It assumes that new money
is provided for the equivalent of 4 percent of exposure in 1989 as
proposed by the Mexican authorities. For subsequent years, the
projection assumes a discount of 35 percent on Mexico's paper, with
70 percent of eligible debt being replaced by enhanced new bonds under
this option. For the remaining 30 percent of eligible debt, exposure is
assumed to increase by 7 percent a year over 3 years. (Banks may be
reluctant to choose the new money option because of a perceived risk of
additional requests for financing in the future; the debt reduction
option is seen effectively as an exit bond.)

On the basis of the above assumptions, it is estimated that
commercial banks would provide financial support averaging some
US$2.2 billion a year in the period 1989-92, while the program
originally envisaged new money averaging US$4.4 billion a year. The
resulting gap could be closed if the currently favorable effects of
around US$2 billion a year from higher oil prices and lower interest
rates (compared with the baseline scenario) were utilized for this
purpose; this additional US$2 billion would result from an oil price
US$3 a barrel higher than in the baseline and a LIBOR one percentage
point lower than in the baseline. ‘Indeed, there would be a net
financing gain compared with the baseline scenario for the period
1989-92. However, under the baseline scenario the more favorable
external environment just referred to would have been expected to result
in additional reserve gains of around US$2 billion a year (or a minimum
of US$1 billion, once allowance was made for the functioning of the
bands) .

There are certain other points that should be made about the
above projections:,

First, it should be emphasized that the exercise has been
developed without allowing for features of the package that might
involve a cost to Mexico. If the package were to include recapture
clauses for future favorable developments or features aimed at
replenishing interest guarantees, as is being requested by the banks,
the effective discount under the arrangement would be reduced; in the
end it might involve a solution resembling new money with enhancements,



Y

thus resulting in higher interest payments Of course, 1t will be
necessary to assess the appropriateness of the financing package, once
it 1s known, to determine whether it can be supported by the Fund
through financing for debt and debt service reduction

Second, it should be noted that the amount of debt reduction
that 1s assumed in the projection 1s broadly in line with the avail-
ability of enhancements (about US$6 1/2 billion) Only with larger
enhancements would 1t be possible to obtain a deeper discount, and full
(or nearly full) collateralization would be needed to approximate the
discount of the market

Finally, 1f the proposed package 1s along the lines described
above, the program would be more vulnerable than in the baseline This
would be so because a significant proportion of the gains from higher
o1l prices and lower interest rates would result in reduced financing
from banks rather than being reflected in higher net international
reserves as programmed, and because of the absence of contingent
arrangements from banks to address possible future lower o1l prices or
higher interest rates Such a package might be objected to by the Board
because of the possible future pressures for additional financing from
official sources and considerations of burden sharing

Attachment



Mexico Balance of Payments, Revised Scenario

(In billions of U S dollars)

1989 1990 1991 1992

I Financing

1 Proposed bank financing 21 23 2 4 23
a Lower debt service due to debt/debt
service reduction 1/ --) (1 2) a1 3) (1 2)
b New money (increase 1n exposure on 30 percent
of banks' restructurable debt) 2/ 2 1 (1 1) (1 1) (1 1)
2  New money 1in baseline scenario 4 3 4 0 4 7 4 4
3 Shortfall in bank financing (1-2) -2 2 -17 -2 3 -2 1
<:: 4  Effect of higher o1l prices and lower LIBOR 21 21 21 21
5 Lower debt service due to lower borrowing é/ 01 04 08 13

6 Net financing result (3 + 4 + 1), excess (+),

shortfall (=) 4/ - 09 06 14
IT Net 1nternational reserve changes (increase +)
1 Program target 15 09 12 0 8
2 Program target (adjusted for net financing result) 15 18 18 22
3 Program target (adjusted for deviations 1in o1l ¢
prices and LIBOR) 36 30 33 29
TI1 External current account
<: 1 Baseline scenario 4 8 4 4 4 8 52
2  Revised scenario (baseline -Ila -I4 -15) 26 06 06 05
IV Cumulative debt reduction with respect to
baseline scenario (end period) 2 2 18 3 21 9 25 2
1 Outstanding debt in baseline 102 2 107 O 112 3 116 9
2 Outstanding debt in revised scenario 100 0O 88 7 9 4 91 7

Source Fund staff estimates

1/ Based on a 35 percent discount on 70 percent of restructurable debt (or equivalent
debt service reduction) Assumes full reduction 1in early 1990

2/ Exposure to 1ncrease by 4 percent on US$54 billion in 1989 and by an annual 7 percent
in 1990-92 on 30 percent of restructurable debt

3/ Interest savings from lower debt accumulation as compared with baseline scenario,
which had been developed on the assumption of new money

éj Net i1nternational reserve gain relatlve to baseline scenario



Office Memorandum

%

TO: The Managing Director DATE: July 7, 1989
/f /,—‘“’

FROM: S. T. Beza //j/ /7" 4

SUBJECT: Mexico Bridge Financing

Information from the World Bank indicates that from next
week to end-November some US$460 million would be available in drawings
by Mexico from the three recently approved loans in support of the
program.

In our case, the amount is some US$410 million (SDR =

1.27 U.S. dollars today), covering drawings available at end-August and
end-November.

cc: The Deputy Managing Director
Mr. H. Simpson
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TO: The Deputy Managing Director )

(Cleared with Administration
FROM: S.T. Beza ’
SUBJECT :

DATE: July

6, 1989
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=4
Mission to MexXico—+Request to Designate Mission Head

The current travel schedule includes a staff visit to Mexico

(No. 90046300) for discussions related to the first review under the

Extended Arrangement that was recently approved.

name a mission chief, and we wish to designate Mr.

Advisor (WHD), as the head of this mission.

cc: ADM

Mr. Caiola
Mrs. Brafia

Mission ID: 90046300 (Already assigned)
Pgm No: 420
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FINANCING PACKAGE

Mexico's Financing Package would consist of a broad
menu of options including at least three Debt and
pDebt-Service Reduction Exchange Options and gix New
Money/Interest Recycling Options, together with changes in
the terms of Mexico's existing debt agreements.

All Lenders with MYRA debt would be asked to
participate in the Financing Package. Any Lender could
voluntarily allocate amounts of its MYRA debt as well as any
of its 013 New Money (other than Facilities 2 and 3 of the
1987 MFA) to one Or more of the Debt and Debt-Service
reduction Exchange Options., Because both MYRA and 014 New
Money (other than Facilities 2 and 3 of the 1987 MFA) are
eligible for inclusion in the Debt and Debt-Service Reduction
options, such debt is referred to herein as »Eligible Debt".
Each Lender with Base pDebt (an asset base consisting of MYRA)
would be asked to make a New Money commitment equal to 4.75%
of its Base Debt (per year) that has not been allocated by
the Lender to one oI more of the Debt and Debt-Service
Reduction Options. Any resulting New Money commitment of any
Lender may be allocated by such Lender to any one or more of
the New Money/Interest Recycling Options.

Principal: 70% of MYRA debt:
80% of 0ld New Money
Interest: LIBOR plus 1-1/4%

*
L}

(i) Principal: Fully collateralized
with zero-coupon U.8. Treasury
obligations or comparable collateral.

(ii) Interest: 2 year rolling
guaranty of payment, available for
up to 30 years.
(b) Par vonds

Principal: 100% of Eligible Debt

Interest: 7-1/4% fizxed for MYRA debt;
7-7/8% fixed for 01d New Money (in U.5
dollars) (or comparable yield in other
currencies) (indicative terms only)

LX105/1564Q
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(i) Pripcipal: Fully collateralized
with zero-coupon U.S5.
Treasury obligations or
comparable collateral.

(ii) Interest: 2 year rolling

(iii)

guaranty of payment,
available for up to
30 years.

Alternatively, Lenders could select
among two other collateral packages
for the Par Bonds, each of which
would have collateral of equivalent
value to the collateral for the Par
ponds as described above:

(1) All resources for enhancements
would be dedicated to the rolling
guaranty of jnterest (in which
case the Bond would amortize in
equal installments over years
20 through 30).

(2) Principal collateralized up to
the level of the exchange price
for the Discount Bonds, with the
remaining resources for
enhancements dedicated to a
rolling guaranty of interest.

(¢) Hyhrid Bonds

Replenishment of

-

Optional

Would combine elements of debt and
debt-service reduction as specified in
clauses (a) and (b) above on 2
comparable basis to be determined.

From its own sQurces, Mexico will
replenish amounts paid under the
rolling interest guaranty.

After five years, each Lender would
have an annual option to release its
interest and principal collateral for
any Bonds by exchanging such Bonds for
unsecured instruments with the
following terms:

ER N 6861929

02IKX3NW d 3 H & Wodd



Principal: 100% of Eligible Debt
exchanged for such Bonds

Interest: 13/16% plus LIBOR

Repayment: On a basis comparable to

MYRA debt.
currency: Appropriate currencies to be discussed
Tenor: 30 year bullet
conditionality: Appropriate linkage to IMF (EFF or

other funded program for at least 4
years), IBRP and IDB programs, Paris
Club agreement, New Money facilities
and availability of appropriate
enhancements.

Bonds would be issued, and benefits
conferred, upfront if (and only to the
extent that) enhancements are made
available upfront.

Form: Bonds to be issued in bearer form and
to be designed as an exit instrument,
Debt
conversion: Bonds will be eligible for conversion
under Mexico's debt conversion
programs.

Aggregate
Amount : 4,75% of the Base Debt per Yyear
(subject to reduction for Lenders
participating in Debt and Debt-Service
Reduction Options).
Lendexrs: Lenders who have allocated Base Debt
to one or more of the New Money
Options.
Commitment
Period: 4 years

Interest Recycling
Feature: Lenders may fund their Commitments
under the New Money Options either by
advancing fresh funds or by recycling
interest from Eligible Debt, subject
to conditionality.
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(a) Cofinancing linked to specified
IBRD and IDB loans by IBRD and IDB

guaranty of payment and mandatory
cross-default and sharing clauses.
(i) Amount: At least 20% of Maximum
Aggregate Amount
(ii) Tenor: Same as IBRD and IDB
loans '

(iii) Interest Rate: 13/16% plus LIBOR

(b)
designed as a marketable instrument
and in bearer form, '
(i) Amount: Up to 100% of Maximum
Aggregate Amount
(ii) Tenor: 10 years/5 years' grace
(iii) Interest Rate: 1% plus LIBOR

(c) New Money Bonds designed as a

marketable instrument and in bearer
form.

(i) Amount: Up to 100% of Maximum

Aggregate Amount

(ii) Tenor: 12 years, 7 years' grace
(iii) Interest Rate: 1l1% fixed (in
U.S. dollars) (or comparable yield in
other currencies) (indicative terms

only)
(d) Onlending Deposit Facility from

which amounts on deposit may be onlent
to Mexican public or private sector
borrowers in negotiated transactions.
(i) Amount: At least 20% of Maximum
Aggregate Amount
(ii) Tenor: 9 year bullet
(iii) Interest Rate: 13/16% plus LIBOR

(e) Medium-Term Trade Deposit
Facility from which amounts on deposit
are available to finance Eligible
Trade Credits (to be 3defined to
include specified trade transactions
in addition to the unguaranteed
portion of bilateral credits) to
public and private sector borrowers in
negotiated transactions.
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Debt
Conversion:

value Recovery

(i) Amount: At least 20% of Maximum
Aggregate Amount
(ii) Tenor: 9 year bullet
(iii) Interest Rate: 13/16% plus LIBOR

(f) Equity Investment Facility under which
Lenders may establish Mexican investment
trugts and make equity jinvestments in
Mexzican entities.
(i) Amount: At least 20% of
Maximum Aggregate Amount

(ii) Pperiod: 12 years
(iii) Mechanism: Lenders would
initially fund individual trusts in
Mexico for the purpose of making
subsequent equity investments in Mexican
entities through the trusts.

(iv) Restrictions: Investments in the
trusts would be subject to restrictions
on capital repatriation consistent with
vperiod"” above. Trusts would be subject
to periodic reporting to Mexican
authorities and would in all respects be
subject to Mexican law and regulations.

Appropriate linkage, on a quarterly
pasis, to IMF (EFF or other funded
program for at least 4 years), IBRD and
IDB programs, Paris Club agreement, Debt
and Debt-Service Reduction Options, etc.

Appropriate currencies to be discussed.

All New Money debt instruments to be at
least pari passu in priority of payment
with all other Mexican public sector
external debt, with appropriate
exceptions to permit the
collateralization of the pDiscount, Par
and Hybrid Bonds.

All New Money debt instruments will be
eligible for conversion under Mexico's
debt conversion programs.

Additional value to be provided to all participants (on
a basis other than the prepayment of future interest installments
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at their net present value) under specified favorable economic
circumstances defined by levels of oil prices and/or interest
rates (to be allocated among New Money and Debt and Debt-Service
Reduction participants on a satisfactory basis to be determined) .

Eaxly Participation Fee
Participants sending early allocations would receive an

early participation fee (calculated on a satisfactory basis to be
determined).

Existing Debt Agreements

The existing debt agreements would be amended to give
effect to certain exceptions to cross-defaults and other matters
of a conforming nature. Appropriate amendments and waivers would
be requested to permit the issuance of the Discount Bonds, Par
Bonds and Hybrid Bonds, but there would be no general amendments
or waivers to permit the additional flexibility (cash buybacks,
etc.) requested in the Mexican Proposal of June 14, 1989.

Qld New Money

In addition, the amortization of the 0ld New Money
(other than Facilities 2 and 3 of the 13987 MFA) would be amended
on the following terms:

Tenox: 12 years/5 years' grace
Interest: 13/16% plus LIBOR
Debt Conversion Proarams

The Financing Package would need to be accompanied by
active and viable voluntary debt conversion programs which operate
for at least 6 years in addition to, and independent from,
Mexico's privatization program. There should be a general program
available to all investors and a special program available only to
full participants in the Financing Package on a preferential
basis. The general program would either involve periodic public
auctions, or be similar to the prior Mexican program but with an
open reporting mechanism. Under the special program, each full
participant in the Financing Package would receive a right,
transferable only to other full participants, to convert a
specified amount of public sector debt into equity at Par (meaning
that Discount Bonds would be converted at par and all other
instruments would be converted on a basis giving effect to the
discount applicable to the Discount Bonds). Such debt conversion
programs would provide for an annual minimum volume of at least
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U.S. $3 billion (splif equally between the general and special
programs) and would be designed to facilitate the development of
the private sector, including the financial sector.

Implementation

In order to make the proposed changes in the existing
debt agreements referred to above (including the changes in the
0l1d New Money), and in part to consolidate existing debt
agreements, the Eligible Debt of all participating Lenders
(including Lenders participating only in New Money Options) would
be exchanged for new debt instruments in debt-for-debt exchanges
undar Ssction 5.11, To the extent of their participation in New
Money Options, the Eligible Debt of Lenders would be so exchanged
for new instruments with payment terms substantially similar to
such Eligible Debt, except for the proposed changes referred to
ahove.
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@ Office Memorandum
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TO The Managing Director DATE  June 21, 1989

The Deputy Managing Director

N
FROM S, T. Beza ﬂ

]
SUBJECT Lfi:iig’_ Extdnsion of Growth and Stabilization Pact

On June 18 it was announced that the new pact for economic growth
and stability (PECE)--put in place at the end of December 1988 to run
through July 31, 1989--will be extended through March 31, 1990.

The following are key features of the agreement among business,
labor, and the Government

1. The peso will continue to be depreciated at a rate of one peso
a day in relation to the U.S. dollar (equivalent 1nitially to about
1.2 percent a month). This will be enough to maintain competitiveness 1f
inflation stays under 1 1/2 percent a month and the U.S. dollar does not
appreciate in real terms, reviews will need to address the issue whether the
level of competitiveness 1s appropriate.

2. Public sector prices and tariffs will, on average, be kept
unchanged.

3. The enterprise sector will continue to respect price controls
with prices remaining frozen for a basket of goods.

4, Collective wage negotiations may be pursued freely under the
extension of the PFCE. It was reported that an increase in the minimum wage
will be announced on July 20 (to become effective August 1), which 1s
expected to be equivalent to 5-6 percent, the minimum wage was last raised
by 8 percent at the beginning of 1989.

5. Import regulations will be revised to establish stricter
quality control measures. It was stressed that this 1s not a protectionist
action.

These announcements are not inconsistent with Mexico's economic
program supported by the extended arrangement. In particular, the program's
fiscal projections for 1989 do not assume changes in public sector prices
and tariffs. However, in the forthcoming review of Mexico's economic
program under the EFF there will be an examination of whether additional
fiscal actions are needed in the light of developments

In a conversation with Mr. Gurria today, he said that the exchange
market and stock market had reacted positively to the extension of the
PECE. He added, however, that interest rates had stayed roughly unchanged

ce Mr. Frenkel
Mr. Tanzi
Mr. Brau
Mr. H. Simpson
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CONFIDENTIAL

1

- June 19, 1989

Article IV Consultation with/Mexico

The Chairman’s Summing Up at the Conclusion of the 1989
Executive Board Meeting 89/65, M§i~

9

Executive Directors expressed their support for the strafegy of
growth-oriented medium-term adjustment being followed by the Méxican
authorities  They welcomed the tightening of macroeconomic policies,
particularly as reflected in the marked improvement in the primary fiscal
balance, as well as the breaking of wage 1ndexat10n and structural
reforms, including the measures taken by the authorities to 1ntegrate
Mexico more closely into the world economy The progress made 1n reducing
inflation since the previous consultation was commented on favorably by
Directors They observed, however, that real GDP growth had been slow

Directors also noted that Mexico’s heavy debt service burden had been
a severe constraint on the country’s economic performance In that
connection, some Directors thought that existing conditions might have
affected adversely investment and the prospects for private sector capital
reflows

Directors were of the view that the policy stance that had been put
in place, with 1ts emphasis on growth-oriented adgustment ‘was appro-
priate Directors stressed that the program required adequate external
financing and sustained expansion 1n Mexico's export markets The success
of the program hinged on effective control of inflation, a major increase
in domestic savings, and effectlve debt reduction

Directors said that the fiscal adjustment being sought 1nc1ud1ng the
proposed primary fiscal surplus, was essential to the achievement of the
objectives of the economic program for 1989-92 A number of Directors
wondered, however, whether real interest rates would fall as projected, 1f
this did not occur, it would have adverse implications for the operational
fiscal deficit and i1ts financing Nevertheless, Directors were reassured
by the authorities’ commitment to take whatever additional measures were
needed to ensure the achievement of the program objectives They stressed
the i1mportance of continued vigilance on the part of the authorities to
adapt the program to changing circumstances, and in this regard some
Directors said that the pricing of goods and services provided by the
public sector had to be monitored carefully Directors supported the tax
reform being carried out They also supported the efforts of the authori-
ties to reform or divest a number of public sector enterprises, and urged
them to accelerate and broaden the scope of these reforms

- over -
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Directors were 1n general agreement with the prudent stance of
monetary policy which 1s to provide an essential support for containing
inflation 1n Mexico's program The liberalization of the financial
system, i1ncluding a freeing of interest rates, and the development of new
instruments were expected to provide an environment conducive to an
effectave 1mplementat10n of pollcy in this area In thls)regard Direc-
tors noted the recent strong growth of private sector financial savings,
however, they emphasized the importance of reduced pressure on the finan-
cial system from the public sector

The progress in reducing the pace of wage increases and the reduced
incidence of indexation was welcomed Rirectors emphasized the importance
of wages belng consistent with the anti-inflation objectives of the
authorities, particularly i1f the growth of output and employment was to be
supported In that regard, a number of Directors expressed concern about
the prospects for wage 1ncreases(following the end of the Pacto de Solida-
ridad Econémica in July and stressed the vital role of incomes policies
supported by tight fiscal and monetary policies

Several Directors expressed concerﬁ about the real effective appre-
ciation of the peso 1in 1988 even though the adverse effects of the appre-
ciation on external competltlvenesstere reduced by the beneficial impact
on costs of the trade liberalization and the behavior of wages i1n relation
to prices A number of Directors observed that the exchange rate policy
pursued since the beginning of 1989 ’has been helpful, and emphasized the
importance of a satisfactory competitive position being maintained by
Mexico  Thus, the authorities needed to monitor developments in the
balance of payments very closely, and they had to stand ready to adopt
promptly any corrective measures’ that might be required 'It also was
noted that pursuit of an adequate exchange rate policy was essential for
the consolidation of the major trade liberalization that had been under-
taken Directors gave strong' support to the liberalization of forelgn
investment regulations that was belng 1ntroduced and they saw this as an
important element in the achievement of balance of payments objectives and
in promoting efficient growth !

Directors stressed the need for adequate external financing, includ-
ing a realistic program of voluntary market-oriented debt reduction
Directors drew attention to the” support that was expected to be provided
by the World Bank and official credltors under the Paris Club and they
emphasized the importance of Mexico and 1ts commercial bank creditors
reaching agreement promptly on a suitable financing package Directors
generally called for close monitoring of developments while financing
assurances were not present Directors expressed their support for the
30 percent set-aside and eventual augmentation of the exténded arrangement
by up to 40 percent of Mexico's quota They also expressed their willing-
ness, 1f the need arises at the time of their decision on ‘this augmenta-
tion, to apply to Mexico the exceptional circumstances clause of the
Fund's access pollcy

It 1s pioposed that the next Article IV consultation be held on the
standard 12-month cycle
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) Office Memorandum

TO The Managing Dlrej??; DATE  June 19, 1989

FROM S T. Beza //()j?
| /

SUBJECT Mexico - Proposed Debt/Debt Service Reduction Instruments

We have reviewed the proposal of Mr. Corrigan about alternative
assumptions for debt and debt-service reduction. The attached table gives
possible market valuations of these assumptions and the resulting balance of
payments' impact.

The main point arising from the table i1s that the Federal Reserve
Bank of New York (NY Fed) is optimistic concerning the possible market
valuation of the alternative assumptions. For example, 1in the case of the
proposed reduction 1n the principal to 55 percent of original face value, the
NY Fed outcome implies that the USS7 billion that the Mexican officials have
been assuming is available for enhancement (collateralization of principal and
a 30-month rolling guarantee on interest payments) would yield a net reduction
in Mexico's external debt of the order of USS19.8 billion with a debt-service
reduction of US$2 billion a year. However, our estimates suggest that the
proposed enhancements to the new debt instrument would provide only for a
reduction in the principal to 70 percent of original face value. To obtain
the net debt reduction of US$19.8 billion implied by the NY Fed proposal, it
would be necessary to have enhancements valued at over US$13 billion.

The NY Fed outcome implies that the enhancements provide
substantially greater leverage than that obtainable from cash buybacks while
our results are equivalent to those obtainable from a cash buyback, with USS7
billion yielding a net reduction in Mexico's external debt in the order of
US$§10.5 billion. This would indicate a debt-service reduction of US$1.05
billion a year, leaving Mexico's remaining net external financing requirements
at US$3.25 billion a year. Similarly, the NY Fed is optimistic concerning the
market valuation of instruments offering reduced interest rates

These results are, of course, dependent on the markets' perception
of the value of the enhancements and the impact of these debt operations on
Mexico's likelihood of paying its unguaranteed interest obligations. A
particular problem is how to value a rolling guarantee. In the estimates
presented by the staff, it 1s assumed that the guarantee has full effect in
enhancing interest payments.

Attachment

cec The Deputy Managing Director (o/r)
Mr. Brau
Mr. Dooley
Mr. H. Simpson



table30, 6 19 89

Mexico Impact of Various Instruments on Debt Reduction i/

(In billions of U.S dollars, unless otherwise indicated)

Proposed N Y. Fed Expected Fund Staff Expected
Face Value Zero Months of Impact From Use of Impact From Use of
of Instrument Coupon Bond Rolling USS7 billion in Collateral USS7 billion in Collateral 2/
(Impact of (Percentage of Interest Interest Net Debt Debt Service Net Debt Debt Service
Original Debt) Principal Covered) Rate Guarantee Reduction Reduction Reduction Reduction
55 100 10 30 19.8 1 98 10.5 1.05
65 100 10 18 18 6 1.86 10.5 1.05
100 55 5 18 - 1.86 - 1 26 2/
100 65 7 12 - 1.46 - 1.15 3/

1/ Assumes that debt is transacted at a discount of 60 percent in the secondary market.

2/ Assumes that the market expects that the interest guarantee 1is used immediately after 1ssuance of instrument.

3/ This 1s a centerpoint for a range that allows for differing market valuation of the new instrument. The low side
of the range would reflect a market discount of 60 percent of the reduced interest obligation



. Office Memora ndum

TO? The Managing Director DATE: June 15, 1989
The Deputy Mana Director

FROM: S.T. Beza igl
)

SUBJECT;'kMexico = Negotiations with Commercial Banks

In their continuing negotiations with commercial banks, the
Mexican representatives have proposed certain new elements for a term
sheet. The most important features are:

l. A reduction to 45 percent in the discount asked in the
debt reduction alternative of the menu. Initially the proposed discount
was 55 percent, but this was later reduced to 50 percent. Also, the
interest rate of the new debt instruments would be LIBOR plus 13/16,
instead of LIBOR flat as originally proposed.

2. An increase to 5 percent in the interest rate of the new
debt instruments in the debt service reduction alternative of the
menu. Initially the proposed rate was 4 percent, but was later raised
to 4 1/2 percent.

3. Collateral would be equivalent to two years interest and
principal at maturity (30 years) for the new debt instruments.

4, Debt reduction instruments would not be restructured,
would be excluded from the base for future new money exercises, and
would be senior in right of payment to other debt (the last-mentioned
feature is a particularly controversial one, and its meaning in the case
of large operations is uncleasr).

5. Debt reduction instruments would be eligible for
conversion into equity of public sector companies that are being
privatized.

6. Contingency mechanisms related to oil prices and external
interest rates have been added to the term sheet. Outside the bands the
ad justments are only partial (which suggests that Mexican officials have
left themselves some room for bargaining).

Mexican representatives reportedly have indicated to members
of the steering committee that the proposal outlined above goes as far
as they can in improving the offer on debt and debt service reduction.
They also have noted that perhaps it will be necessary to focus future
discussions on the financing needs in the form of new money, with
waivers arranged as required to permit market-related debt reduction
operations. Banks' participation in these market-related operations
would result in a reduction in their share in new money obligations.

cc: Mr. Brau Mr. Watson
Mr. Dooley Mr. H. Simpson
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STRATEGY FOR SOVEREIGR DERT

FOR_A NEW OPTION TNDER THE BRADY INITIATIVF, AND FOR A BETTER LEVERAGE OF THE

CREDITOR BANKS® SUPPORT

1/ Pursuant to the Brady imitiative, and an the middle of the Mexican Debt
negotaations, the International Banking Community is subject to 1increasing
pressure to accept an amportant debt forgiveness

In such caircumstances, a most unexpected fact needs to be emphasized the
present negotaations ¢ould result in having banks suffer a fananeiral sacrafaice
much areater than the debt benefaf st will hraing to Mewigco

This c¢onclusion a5 simply the result of the fainancaal analysis of several
schemes which — an one way or another - imply an exchange of mexican loans for
securities at a lesser amount but with a better guality, due ¢to thear
quarantees on praincipal and, partially., on interest payments

Uszed as major instruments for the debt settlement the performance of these
schemes appear poor, for two key reasons

they fozce the debtoxr - in order to constitute the necessary guarantees -
to freeze for a long period of time the proceeds of multilateral credits
with interests payable anaually

Moreover, since the new securities caonot be fully secured, they force the
debtor to pay -~ at least partially - the current price of its signature
which a1s obviously most costly (and will result in the dascount of the new
security on the market)

It can easily be demonstrated that an exchange of USD 100 bank debt for USD 80
new bond (whach 13 traded wath a 20% dascount ain the secondary market 1 e
assuming a market prace of the bond of USD 64) implies a 36% loss for the
banks whale it reduces the debt servace burden for Mexico by ounly 19% (1 e
20% minus the annual financial cost of the zero coupon)

Consequently, any debt restructure negotistion which relies praimarily on a
similar scheme aincreases mechanslly the gap between the credator banks and
Mexarco

Therefore, the result will most likely be whether an unfair solution from the
creditor's point of vaiew, whether an insuffaicient one For the debtor , a
choice between what 15 unacceptable and what 15 shortlaved needs to be avoaded

2/ In summary, the alternataive today is the followaing

I£f Govermments and Multalaterxal Institutrons seek an 1mmediate and
signifacant reduction an both the debf service burden and the debt
amount as well, it 15 necessary they dedicate much more financial
ressources and allow bank-debt buy-backs waith fresh money coupled
with a partial forgiveness of the publac debt One c¢an gquestion
whether this i1s desired
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The other solution would therefore consist in recognizing that New Money
w1ll remain as the core of the debt i1ssue for the future ain order to
achieve waithin the objectives of the Brady inataative, two mazn goals

- To maximiZe the cash-flow amprovement resulting from 1 USD from Banks
as well as from multilateral agencies (one couldn't expect less)

- To ensure the maintenance of the debt amount at its cnrrent level and
then 1ts progressive reduction during the next 16/15 years and
pursuant to a schedule previously agreed on between banks and Mexaco,
vatil a drastac debt ratio inflexion can be achieved.

The major disadvantage of the previous debt restructures was thear inflating
ampact on the LDC'S debt level the challenge we face today s to find the
way to reverse this saituation while keeping the best of the 'old way '

We need to find new financial instruments which wall help to reach those
objectaves

3/ We hereby propose, as an option to the present schemes, a new instrument
& Multa~Year Debt Reduction Agreement {MYDRA) with the following
characteristics ~

Banks and Mexico first conclude a Multi-Year New Money =agreement,
whereby banks accept a long term committment under which the amount
©f new credits equals to a percentage of interest received on the
“eligible" debt

In order to eliminate the disadvantages of previous debt restructures,
1e the debt increase xesultang from the New Money, banks
simultaneously contrabute, pari-passu with the multilateral
institutions, to a SPECIAL FUND the funding of which ensures the
periodac full repayment of the New Momeys Banks contribution to the
fund 1s not redeemable, unless a very signifacant improvement of
Mexico's economy permits a cash-recapture

In this way, there will be an "auto-reimbursable Rew-Money., under
the terms of which

Mexico wall satisfy ats cash-flow requarements and at the same
time ats debt level will be frozen in nominal terms (thus it
will reduce 1its debt amount, in real texms, by 35% over a 12
year period, with a GNP growth of 3 5% p a ) , this real debt
relief could be accelerated over the period with additionnal
debt buy-backs

Banks will be compensated for their contribution to the SPECIAL
FUND in different ways

- They w2ll receive £ull ainterest payment, direct or
indirectly (through the repaymeat of New-Moneys)

- They will maintain their existing exposure at 1ks current
level, unless they voluntarily decide to give new credits

- They will contrabute to a debt ratio amprovement f£for the
country and thus will increase over the time the value of
their Mexaican exposure
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4/ The 1ideas contained herein, in our opinion, better respond to Mexico's
needs , we believe they also respond to bank's needs with regards to theair
accourting and balance sheet requirements , furthermore, MYDRA optimizes the
leverage of the financial support provided by the intermational community

As an example, WMezico could save annwally USD 1 5”7 bailiom, wunder a
sequritization scheme, resulting zan a USD 11 €0 USD 15 Million loss for the
banks while, under MYDRA, their loss though important, would be reduced to USD
& Million assuming, 1in both cases, a USD 6 billion guaranty from the
multilateral agencies

Such a difference results from two factors . one which 15 the fact that Mexico
does not need to 'freeze" part of its financial ressources for 30 years moge
importantly, the second one which prevents Mexaco from refinancing 1ts
existing debt on the basis of its own and expensave signature

Thais dxrfferemce 1n "savings" for the banks represents a significant benefit to
them, even more amportant than no one pays the prace for it, but everyone can
expect to bemefit from it

One could object that this new instrument would enhance the New Moneys, and,
therefore 1s likely to be rejected by the multilateral agencies

In fact, the pranciples of the proposed scheme herein are quite different
farst, 1t prevents the debt amount from increasing secondly banks themselves
contribute vo the fundang of the special Ffurnd

Mexxco will obviously need fresh money we must face today the issue of thear
reimbursement, comsistent with the Brady anatiative

Moreovexr, unlike the securatization scheme MYDRA, which leaves the old debt
unchanged, does not imply risk-transfer from Banks to public entities as
such it should better address the Governments' concerns,

* R ok
L

No polatical decision can force the spending of moxe momey if At i3 obviously
useless. If that was the case, it could only mean that a scape goat will be
made out of the Banking Community

One can question whether thas is the best way to solve the debt question

(1) Taking anto consideration whether the present value of the loss of ancome
duraing the next 12 years (i1 e the MYDRA term) or the ammediate capital loss
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Paras, June 7th, 1989

MPARISON B EN_3 SE ITIZATION _SCHEME AND ‘' MYDRAY

Azsumptions

Aunnual target cash-flow Savings . USD 1.5 billion on USD 38 ballion debt
(medium—term bank debt excluding New-Moneys)

Optaion 1

Exchange of USD 38 billion bank debt for 30 year term bonds bearing an
rnterest rate of Labor + 13/16 wath guaranty on prancipal and 2 year
{revolvang) ainterest payments

Rate of exchange required to achieve the targetted savings 60/100

Banks'loss

- on prancipal USD 15 2 bn (38 X 40 %)

- on interest (p v for the next
12 years) USD 11 3 br (1 64 bn p &
wath Libor=10%)

- fanancial support from mults-
lateral agencaes (guaranty on
praincipal + anterests) - USD 6 § hn (anterest rate at
market)

Optaon_2

12 year terms MYDRA option, with New Moneys reimbursed on year 6 and 12
£from proceeds of the SPECIAL FUND counstartuted 50/50 by Banks and
Multilateral Institutions

% of New Money necessary to achieve
the targetted savings (% of interests

on USD 38 bn) 50 &

Funding of SPECIAL FUND to caovep

New Moneys USD 12 6 bn
Banks'loss USD 6 3 bn

Support from Multilateral Agenciles USD 6 3 bn (anterest

rate at market)

x % *
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La banque francaise explore une vole
condussant 4 un plafonnement réel de
Ia defte du Mexique, tout en
assaimssant le bilan des mstifutions
bancaires

W« Nous navons pas la pretention
d arrtver avec une solution revolution-
naire mais sitmplement de proposer une
solution techmque qui optinuserait [ ef-
Jfort financier en faveur du Mexique ‘et
aurail pour ce dermer un metlleur ren-
dement que les projets actuels » Clest
ainst que Michel Pebereau PDG du
CCF a decrit 'option proposee par sa
bangue pour Papplication de Pmitiative
Brady au Mexique, qui sert actucllement
de veritable banc d'essar & ia reflexion
internationale, Pour le CCF, les creances
sur le Mexigue rcpresentent guelque
03 % du total de 1a dette bancaire de ce
pays ct environ 4 % des creancss dete
nues par les ssules banques frangaises

Les schemas actuels de reduction de
dette expliqgue Michel Pebereau, ne re-
solvent pas lc probleme de [ mnsuffisance
de cash flow pour le pays concerne L'e
change de creances integrant une decote,
avec garantic partielle ne fait qu'aggra-
ver « de facon mecamique le fossé a
combler entre les banques et le Mexi-
que » ]l exige toujours un apport d'ar
gent frats, de new money qui permettra
le rachat des creances bancatres Resul-
tat apres avorr ete « casse » pendant
quelques mois ] envol de I'endettement
global repart de plus belle

L 1dee du CCF est de demander aux
banques de verser & un « fonds special » a
e%ahtc absolue avee les wmstitutions mul-
tilaterales, une certaine somme cette
dernigre serait utilisee pour rembourser
integralement a echeance regulicre les
new moneys accordes New moneys
« autoremboursables » en quelque sortes,
et qui ne viendraient donc pas alourdir
| endettement mexicain

La condition premiére pour la misc en
place de cc que le CCF baptise un « my-
dra » (mulu-year debt reduction agree-
ment accord pluriannuel de reduction de
dette) est 3uc les banques et le Mexique
concluent d'abord un accord de restruc-
turation ¢t d apport de new money de
type classique, mais de caractere pluran-
nuel les new moneps feraient I'objet
d’un cngagement % long terme (douze
ans) et seraient fixes en fonction d un
gourccntage des interéts annuels dus aux

2nques

-

Mais quel mterdt ont fes banques i
payer amns1 en partie le remboursement
dc leurs propres credits 7 L’avantage est
multtple, repond le CCF  contre ce qu
apparait comme le versement d'unc sorte
de « prime d’assurance », les banques re-
govent, directement ou indirectement,
intégrahite des intéréts dus sur leurs
¢reances existantes de plus, clies blo-
guent leurs engagements aux niveaux

'anjourd'hut, sauf nouveaux crédits hi-
brement consentis, enfin, ¢lles ouvrent
une perspective d'amehoration continue
des ratios d’endettement du Mexique,
donc de revalorisation de leurs creances
anciennes

Une veritable prime dassurance

Bien siir, leur contribution 2u Fonds
cst enregistree en « pertes » — sauf exer-
cice d'une clause de « retour a metlleure
Jortune » du Mexique Mats le CCF
donne un exemple comparatf chiffre qu
demontre que 12 sitnation serait pire dans
I option classique Avec le meme support
des agences internationales (de | ordre de
6 mxl%xards de dollars) et sur une dette
bancaire restructurée qui atteint, pour le
Mexique 38 milhards de dollars (hors
new maoney), une reduction de 15 mul-
hiard de dollars en cash flow annuel en
tramerait pour les banques 11 & 15 mui
hards de d%llars de pertes par unc opera
tion de ttrisatign (%zhangc de creances
banicaires contre obligations) , 6 milhards
« sculement » de pertes ]iar une operation
«mydra » portant sur la meme dette
Montant certes enorme, note le CCF,
mais sans commune mesure avee le pre-
cedent

Quant ae Mexique, tl devrait y trouver
avantage son probleme central, a souls
gne Michel Pébereauy, est momns celui de
'endettement que de I'ajustement de sa
balance des patements

La banque est restée plus discrete sur
1 un des avantages du mecamisme propo-
sé¢ 1l permet aux banques d enregistrer
des pertes tout 3 fait compatibles avee
leur miveaw de provisions et prélevables
sur ces provisions En France au mowns,
ou les provisions sont defiscalisess, T'ef-
fort bancaire resterait donc ¢n partie ce-
tui du contribuable D'autre ‘part, les
bangques, assurees d’8tre remboursées par
le Fonds, assaimssent leur bilan en net-
toyant les ereances de leur caractere dou-
teux Le CCF avait, il y a trois mois,
annoncé la creation d'une sociéte qu Jug
a pernus de se debarrasser d'une partie
de ses nisques pays Voila une banque
qui sait Ster de son chenun tout ce qui
tirerait ses resultats vers le bas !

DanmELe Garvals
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| Dette
L'initiative d’'une
banque francaise

® Le Credit Commercial de France pro
pose une technique applicable ay Mex-
que qu permettrar 3 la fois de plafonner
la dette de ce pays et d assaimir le hilan
7 banques {Page 8)

Reduction de la dette mexicaine

Le CCF propose un systeme de
crédits « autoremboursables »

Le systeme "MYDRA"
année 1
Finnées 1‘3‘3/15’ ' mﬁéﬂm mlrx el Fonds speual
!
ﬂ'f'frﬂd. Fands Spba 12 mlilgards de  doflrs
dollars d mbérats aandes § et 17 ——, pemetiant de produe 12
'} rembovrsamant des cradis mliords de dollars apres 6
nouYeaux cecordds oy ans ples 12 milliords de
amdesGet12  anndes 1312 mekiua (6 naw mansy< dollars opres 12 uns {por
Annulahon das new U?F"h‘f'”ﬁ""j 1’; ? 12 mulltards de dellars) lc‘npgu’l‘rsm:on des interels du {
mansys mi @ gollars [1}
" da'a‘:di!smaumux o
{raw maney) A
1 / ragnsii’m A
Prol ov fonds Sp&af [donf
Hoxkgps paya les miérels)
Mexique . amnées 13 52 .
“)ﬂ“e fedie fes(ﬂxfufeg pal manl aux oqencss ay (Ul
38 miffrards de dollars) ——J‘"’“"’"";"ﬂf ai ‘;ﬁ;’,’g";";ﬁ"fg fooif 500__ o ¥ Agences moltisteraes
Ide informahqua

¢ Hypothdse de départ réalisation g une éconorme paur le Mexique de 1 8 mifliaed de doliars par
an Le schéma Mydra parmet un apport au Mexique de crédits ncuveaux de 2 rmihiards de dollars par
an d ou i faut déduira le palernent da 500 mihons da dollars d intérdts aux agences multiatéralas
Reste bien un apport nat annvel en cash flow de 1 5 mulbard — uthsable paraliélement & d autres
fessourcas pour la remboursement des mitérdts dus aux banques sur la dette ewstantes maig
I accraissement da cutte dette est annulé tous les sx ans grice aux rembourserents des new
maneys par le Fonds spécial
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Target Debt

Pricing

Currency
Tenor

Collateral

Mexican Proposal. June 14, 1589

Public restructured debt (including the FICORCA
Facility Agreement) and the 1983, 1984 and 1987
hew money packages, totalling approximately

$54 5 billion. Each bank will be free to elect
how to allocate its existing portfolio among
one or more of the restructuring alternatives,
but will be required to commit 100 percent of
its holdings of Target Debt to one or more of
the alternatives.

Debt Reduction Instruments

(a) Dbebt Service Reduction: interest equal
to 5% fixed:

(b) Debt Reduction. exchange price equal
to 55% of cutstanding principal amount,
interest equal to LIBOR plus 13/16%;

(¢} linear combinatien of (a) and (b).
U.8. Dollars.,
30~year bullet.

For debt reduction, two years irterest and
principal at maturity only; for debt service
reduction, collateral to have equivalent value
per dollar of Target Debt

Assuming 100% participation in debt and debt
service reduction exchanges, enhancements will
be available as follows: 40% at ¢losing, 30%
eighteen months after closing, and 30% thirty
months after closing. To the extent possible,
Mexico will deliver enhancements earlier. In
the event that Mexico fails to deliver required
éenhancements on a timely basis, the payment
terms of the unenhanced Debt Reduction
Instruments will revert to their original terms
prospectively



Form Debt Reduction Instruments will pe lesuad as
bonds in registered form,

Mandatory -

prepayments Interest installments will be Prepayable in
inverse order of rmaturity at their present
value, determined by discounting each
installment at an agreed rate representing the
banks'! average return eon investment., The
amount to be applied to the Prepayment of
interest installments in any calendar guarter
will be equal to the 0i} Surplus Amount (if
any) allocable to Debt Reduction Instruments
for that c¢alendar quarter, as provided helew.

Excluded and

Senior Debt Debt reduction instruments will be
non=restructurable and excluded from the basge
for future new money exerciees, and will be
senior in right of payment te the Target Debt
and the New Money Instruments.

Debt to Egquaty
Conversion Debt Reduction Instruments will be eligible for
conversion into equity of public sector
companies being privatized,

Switching Debt reduction instruments will be exchangeable
for debt service reduction instruments (and
vice versa) at any time after five years on a
basis such that the instruments exchanged would
be equivalent in net present value terms at the
time of the exchange. The amount of debt
reduction (in the case of an exchange for new
debt reduction instruments) or the interest
rate (1f debt reduction instruments are
surrendered) would, therefore, depend on the
prevailing market interest rate at the time of
the exchange.

New Money and Interest Capitalization

Amount

New Money U.S. $4.3 billion per year (plus additicnal
amounts egual to 80% of interest assumed to

accrue on new money advanced in 128% and
succeeding years) for six years, subject to
adjustment as set forth below.



Interest
Capitalization

Adjustments

80% of interest due during each of the next
six years (including interest on capitalized
amounts), subject to adjustment as get forth
below.

New Money and Interest Capitalization
commitments for any ecalendar quarter will be
adjusted upward or downward Rro rata by the
0il Surplus (Deficit) Amount and the Interest
Surplus (Defieit) Amount, if any,
attributable to New Money and Interest
Capitalization for such quarter, provided
that in no event will the adjusted amount
exceed the amount of interest otherwise
payable in that calendar quarter to holders
of New Money and Interest Capitalization
Instruments,

If during any calendar quarter the average
price of Mexican oil in constant 198% dollars
("0il Price") is less than $10 or greater
than $14, the "0il Surplus Deficit) Amount®
for the following calendar quarter shall be
an amount determined as follows: for
1989-199), if the 0il Price is between §14
and $16 or between %8 and $10, one=half of
the difference between the 0il Price and $14
or $10, as the case may be, multiplied by the
actual number of barrels exported in the
preceding calendar quarter (“oil Volume"); if
the 011 Price exceeds $16, or is less than
$8, (1) $1 times 0il Volume plus (2) 25% of
the difference between the 0il Price and $le
or $8, as the case may be, times 0il Volume:
after 1991, if the 0il Price is greater than
$14 or less than $10, 25% of the difference
between the 01l Price and $§14 or $10, as the
case may be, times 0il Volume. No 011 Deficit
Amount shall be calculated for any period
after 1994,

The 0i1 Surplus (Deficit) Amount shall be
allocable as follows: During any calendar
quarter in 1989-1994, if the 01l Price ig
less than $10, 100% of the oil Deficit Amount
ghall be allocated pro rata to the New Money
and Interest Capitalization Instruments; if
the 0il Price is greater than $14, there
shall be allocated o the New Money and
Interest Capitalization Instruments a portion
of the 0i1 Surplus Amount eQual to the



Interest

Tenor and Grace

Conditionality

Form

portion of the Target Debt pParticipating in
New Money and Capitalization, the remainder
of the 0i1 Surplus Amount, but in no event
more than the interest savings for such
quarter resulting from the Debt Reduction
Instruments, shall bpe allocated to the Debt
Reduction Instruments. After 1994, 100% of
any 0il Surplus Amount (as defined above),
but in no event more than the interest
savings resulting from the Debt Reduction
Instruments, shall be allocated to the Debt
Reduction Instruments.

In the event that average three-month LIBOR
for any calendar quarter is greater or less
than 10.5% per annum, the "Interest Surplus
Deficit) Amount" for the following calendar
quarter shall be an amount equal to (1) the
aggregate amount of New Money scheduled to be
made available during such quarter,
multiplied by (2) a fraction, the numerator
of which is the difference between such
average LIBOR and 10.5%, and the denominator
©of which is 10 5% The Interest Surplus
(Deficit) Amount shall be allocable only to
New Money,

LIBOR flat.
Twenty years with seven Years of grace.

The Debt Reduction Instruments continue to
accrue interest at the reduced rate (L.e.,
the terms of such instruments have not
reverted to their original terms as the
result of Mexico's failure to deliver
collateral).

Loan agreements similar to thosge currently
governing the outstanding debt,



Madium—-4%erm
trade facility

On-lending

Miscellaneous

Additional
Flexibility

Documentation

Rescheduling of
1983, 1984 and
1987 new money

Up to U.S $250 million of the New Monay and
Interest Capitalization amount may be put
into a revolving medium-term trade facility
to cover the unguaranteed portion of
medium-term bilateral credits to the public
sactor,

Up to U s, $250 million of the New Money and
Interest Capitalization amount may be on~lent
to public sector companies.

The sharing, mandatory prepayment, default
and debt exchange (§ 5.11) provisions in the
restructure and new noney agreements shall be
amended to (i) provide Mexico with the
flexibility to carry out a variety of debt
reduction transactions (including, but net
limited to, cash buy-backas and transactions
involving the use of Mexican debt as
collateral), and (ii) relax the reguiremaent
that certain offers to exchange outstanding
debt for debt with a shorter average life to
maturity be made on a pro rata basis,

All outstanding debt of participating banks
to be exchanged for new debt through § 5.11
exchanges of debt for debt,

The amortization of the outstanding new money
advances shall be amended to coincide with
that of the restructured debt.



INTERNATIONAL MONETARY FUND

June 9, 1989

L Mr. Caiola
Mr. Hino
Mr. Choi, IBRD
Mr. Bonvicini
Mr. Loser

For your information.

Rob: ranklin
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INTERNATIONAL MONETARY FUND
< jVM,é/%%z:4”

Date June 9, 1989

MEMORANDUM FOR FILES

Subject  Proposed Attendance of Fund Staff at World Bank
Executive Board Meetings

Date of Meeting Tuesday, June 13, 1989

Agenda Item Mexico Industrial Policy Sector Loan and
Financial Sector Adjustment Loan

Fund Staff Jorge Bonvicini

Attending Division Chief
Western Hemisphere Department
Tel 623-8482

Claudio M Loser

Senior Advisor

Western Hemisphere Department
Tel 623-8373

NOTE For details in timing of this item, please contact
Mr, Dirk Mattheisen (477-4008) IBRD Secretary's Dept.

— Robert Franklin



INTERNATIONAL MONETARY FUND (;

- June 9, 1989

oo

I attach a set of talking points which
you might wish to use to organize your
remarks to the Board on Monday, June 12

yanaglng Director

Attachment

ce Deputy Managing Director
Mr H Simpson
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June 9, 1989

Statement by the Managing Director on Mexico

On June 7 in Madrid I attended a meeting with the chairmen of the
commercial banks constituting Mexico's Advisory Committee. The meeting,
which was chaired by the President of the Federal Reserve Bank of New
York, was not intended as a negotiating session but as a meeting in
which information would be provided and views exchanged. The meeting
also was attended by Mr. Conable, President of the IBRD; Mr. Iglesias,
President of the IDB; and Mr. Aspe, Secretary of Finance and Public
Credit of Mexico.

In the meeting the heads of the other multilateral agencies and I
emphasized our strong support for the Mexican economic program and we
described our several contributions to the financing package for
Mexico. We stressed the importance of an early agreement between Mexico
and its commercial bank creditors, particularly in view of the country's
cashflow situation.

Mr. Aspe reaffirmed Mexico's commitment to strong adjustment
policies and underscored the need for early and adequate financing for
Mexico if it were to succeed with its growth-oriented strategy.

Mr. Aspe expressed a willingness to be flexible on various elements of
the financing arrangements but he also noted the need for the program to
have satisfactory financial support overall.

The representatives of the commercial banks said that they
recognized that Mexico's performance had been commendable, and they also
said that marketplace expectations underlined the importance of moving

to bring the negotiations between Mexico and the banks to a very early



conclusion. At the same time the representatives of the banks said that
the package negotiated had to be one that could be sold to the
international banking community as a whole since there was no other
solution to the "free rider" problem.

My view is that the meeting was a much needed step in the process
of arranging financing for Mexico, and it had several positive
features. 1In particular, the parties agreed that the discussions had
set the stage for rapid progress in the negotiations.

Mexican officials and the Advisory Committee are engaged in
discussions on the issues of a term sheet, and we will report to you as

soon as feasible on the progress being made.
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A 3 ‘__\
T The Managing Director June 6, 1989 . S
The Deputy Managing Director
i/ ol ‘ﬂ
FROM: Guillermo Calvolgg;P. Dooley and{%.M. Watso;4

SUBJECT: Technical Assistance Visit to Mexico

At the request of the Mexican authorities we participated in
meetings at the Ministry of Finance on May 31 and June 1, 1989. The
object of these discussions was to assess technical characteristics of
items in the menu of financing options that the authorities might
include in their proposal to banks. The authorities were reviewing
options in preparation for subsequent policy meetings in which the
details of the financing plan would be decided. The policy meetings
took place on the evening of May 31 and were presented to the minister
and the president on the morning of June 1. Given the terms of
reference of the mission, we did not participate in any of those
meetings.

During the technical meetings, it was clear that a range of
views still existed among officials about appropriate approaches to
valuing menu items and assessing the scale of debt reduction that they
might achieve. 1In particular, some participants in the discussions
believed that the value of securities they were considering was
substantially greater than present value calculations would suggest.
During the course of the technical meetings, some degree of broader
consensus on valuation approaches emerged.

A related issue was whether banks would give certain exchange
assets seniority over other claims. The legal advisors to the Mexican
authorities have suggested that a majority of banks would vote in favor
of achieving seniority by subordinating some claims to others. During
discussions, however, they were much less clear why banks might accept
subordination of some claims. They acknowledged at one point that their
approach depended, inter alia, on being able to eliminate free riders
and arrive at a satisfactory legal framework for subordinating sovereign
debt. But they then tended to abstract from these difficulties, and
expressed confidence about the possibility of subordination on a market
basis.

One conclusion suggested by these discussions was that some
views among officials, or their professional advisors, may lead to
overestimation of the debt reduction that can be achieved with given
resources. This could result in proposals that are unduly ambitious in
terms of market-based debt reduction. To the extent that staff become
involved in monitoring negotiations in the context of financing
assurances, there will be particular difficulty in evaluating the
reasonableness of delays if there is no common understanding of
valuation approaches exists, so that authorities' proposals for debt



reduction are technically sound and their negotiating position
realistically appraised at the outset.

Mr. Calvo also discussed indexation of domestic securities
with representatives of the Finance Ministry and the Central Bank. The
motivation behind these initiatives is to reduce the actual cost of
servicing the debt, given that it is expected that interest rates will
fall by more than the planned rates of inflation or devaluation. 1In
other words, the presumption is that the private sector is expecting
rates of inflation and devaluation which are higher than those
anticipated by the economic program. Thus, if the planners are right,
indexation may lower the cost of servicing the domestic public debt.
Rough calculation showed that such savings could amount to 2 percent of
GDP.

cc: Mr. Frenkel
Mr. Whittome (o/r)
Mr. Beza .
Mr. H. Simpson
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TO The Managing Director DATE June 6, 1989
The Deputy Managing Director

FROM S T Beza M E
4
SUBJECT \jffgff——Parls Club cheduling

Attached for your information 1s the back-to-office report on
the Paris Club rescheduling for Mexico The agreed outcome of the
negotiations was broadly in line with the assumptions underlying the
extended arrangement The relief provided by the agreement would amount
to about US$2 5 billion for the three-year period ending May 31, 1992,
Including about US$1 9 billion of principal and USS$0 6 billion of

‘
interest

Attachment

cc Mr Brau
Mr H Simpson



Office Memorandum

TO: The Managing Director DATE: June 6, 1989
The Deputy Managing Director

FROM: Claudio M. Loser 55L.~,

br—.

|
SUBJECT: Mexico--Paris Club Rescheduling

Creditor countries met in Paris under the aegis of the Paris
Club on May 29-30 to consider the rescheduling of current maturities
owed by Mexico. In the agreed minute (copy attached), creditor
countries agreed to refinance 100 percent of principal falling due over
the period June 1, 1989-May 31, 1992, excluding previously rescheduled
debt and obligations contracted after December 31, 1985. Creditor
countries also agreed to reschedule 100 percent of interest payments on
these obligations from June 1, 1989 to March 31, 1990; 90 percent of
interest due from June 1, 1990 to March 31, 1991; and 80 percent of
interest due from March 31, 1991 to March 31, 1992. The restructuring
covers only current obligations of the Mexican public sector; Mexico has
no outstanding arrears with the Paris Club creditors. A goodwill clause
for the period after the end of the extended arrangement is included.
(A summary of the terms of the restructuring is attached.)

The outcome of the negotiations--which were complex and took
longer than usual--was broadly in line with the assumptions underlying
the extended arrangement. On the basis of available information, the
relief provided by the agreement would amount to about US$2.5 billion
for the three year period (including about US$1.9 billion of principal
and US$0.6 billion of interest). Approximately US$0.5 billion of relief
would be provided in 1989, US$0.9 billion in 1990, US$0.8 billion in
1991 and USS$0.3 billion in 1992. The Fund-supported program had assumed
relief amounting to about US$1.4 billion in 1989-90, with no assumption
on restructuring in subsequent years. Although the relief provided in
1989-90 totals this amount, the program had assumed that somewhat more
would be available in 1989, as the program had built in a restructuring
of maturities falling due after April 1, 1989 rather than the agreed
date of June 1, 1989.

The following features of the negotiation are worth noting:

a. The authorities sought to obtain restructuring of
previously rescheduled maturities but creditors were adamantly
opposed. The Mexican representatives dropped the request.

b. The extension of the restructuring beyond March 31, 1990
is contingent on the existence of an extended arrangement, the
satisfactory completion of programmed reviews under the arrangement, and
a positive assessment by the participating creditor countries on the
negotiation of agreements with other creditors including commercial



banks For the latter, the Paris Club would take into account the
Fund's assessment Even though in principle creditors could take a
different course of action, 1in practice they are likely to go ahead with
restructuring i1f the Fund considers that continuation of an arrangement

i1s warranted, even 1f negotiations are not completed with the commercial
banks

The Paris Club creditors sought to give a clear signal to
commercial banks about the need for strong support to Mexico They
provided a letter to Mexico noting that all of Mexico's ma jor trading
partners remain on cover This letter 1s intended to indicate that
bilateral creditors are willing to 1increase exposure beyond that
resulting from the restructuring of interest payments In general,
there was concern among the country representatives that the banks were
too timid in their support for Mexico and other middle-income countries

Attachments

ce Mr Beza
Mr Brau
Mr H Simpson



June 6, 1989 ATTACHMENT

Mexico —— Terms of Paris Club Rescheduling

Coverage

A.

Type of credit

1. Commercial credits with government guarantee or insurance.
2. Government loans.

Maturities
Credits and loans with maturities of over one year.
Cutoff date.

Credits and loans concluded before December 31, 1985.
- o

Consolidation period

June 1, 1989 - May 31, 1992.

Debt relief

A.

Maturities falling due during consolidation period except for
previously rescheduled debt and obligations contracted after cutoff
date.

1. 100 percent of principal due.
2. 100 percent of interest due between June 1, 1989 and March 31,

1990.

3. 90 percent of interest due between March 31, 1990 and March 31,
1991.

4. 80 percent of interest due between March 31, 1991 and March 31,
1992.

Repayment terms

1. Six years grace and semiannual payments over the subsequent four
years.

2. 1Interest rate to be determined bilaterally on the basis of the
appropriate market rate.

Deadline for signing bilateral agreements

February 28, 1990.

"De minimis"” clause

Obligations falling due over the period of less than SDR 1,000,000.



Restructuring during second and third years

Restructuring of obligations after the first year, each year
dependent on

a Continuation of an extended arrangement with the’Fund,
b Positive assessment by creditor countries of progress in
negotiation with other creditors, based on assessment by the

Fund,
c Completion of annual reviews under extended arrangement

Goodwill clause

Goodwill clause for the period after May 31, 1992
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AGREED MINUTE
ON THE CONSOLIDATION OF THE DEBT
OF MEXICO

I- PREAMBLE

1. The representatives of the Governments of Austria, Belgium, Canada, France, the Federal
Republic of Germany, Italy, Japan, the Netherlands, Norway, Spain, Sweden, Switzerland, the United Kingdom
and the United States of America, hereinaiter referred to as “Participating Creditor Counties", met in Paris on
May 29 and 30, 1989 with representatives of the Government of Mexico in order to examine the request to
alleviate Mexico's external debt service obligations. Observers of the Governments of Denmark and Finland, as
well as the International Monetary Fund, the International Bank for Reconstruction and Development, the
Interaraerican Developmsnt Bank, the Sscretariat of the U.N.C.T.AD,, the Cemmission of the European
Communities and the Orzanization for Econamic Cooperation and Devzlopment also attendad the meating.

2. The Mexican Delegation described the policies and measures adopted by Mexico to redress
the econornic and financial imbalances and to attain the targets of the growth program supported by an
Extended Arrangement with the International M onetary Fund. _

3. The represzntatives of the International Monetary Fund described Mexico's economic situation
and the major elements of the adjustment program undertaken by the Government of Mexico and suppaorted by
an Extended Arrangement with the Interational Monetary Fund approved by the Executive Board of the Fund
on May 26, 1989. This arrangement covers the period ending on May 25, 1992. By

4. The representatives of the Govemments of the Partcipating Creditor Countries notad the
measures of adjusmment in the 2conomic and financial program undertakzn by the Govemment of Mexico and
stressed the importance they attach to the continued and full iraplementation of this prograrm, in pardcular, the
revitalization of the productive sactor of the economy and the strengthaning of public finances.

II-RECOMMENDATIONS ON TERMS OF THE REORGANIZATION

In view of the external payment difficulties faced by Mexico as described in the above mentioned
Fund arrangement, the representatives of the Participating Creditor Countries agreed to recommend to their
Governrnents or their appropriate institutions that they provide, through rescheduling o refinancing, debt relief
for Mexico on the following terms :

1. Debts concerned

The debts to which this reorganization will apply are the following :

A




a) commercial credits guaranteed or insursd by the Governments of the Participating Creditor
Countries or their appropriate institutions, having an original maturity of mare than one year, and which wers
extended to the Government of Mexico, or to one of its public sector agencies, organizations or insututions,. or
covered by a guarantze of payment of one of its public sactor agencies, organizations or institutions, pursuant to
a contract or other financial arrangement concluded before December 31, 1985.

b) loans from Governments or appropriate insttudons of the Participating Creditor Counuies,
having an original maturity of more than 'one year, and which were extended to the. Government of Mexico, or to
one of its public sector agencies, organizations or institutions, or covered by a guarantee of payment of one of its
pgsbslic sector agencies, organizations or institutions, pursuant to an agreement concluded beforz December 3,
1985. ‘ :

For the imhlementation of the present Azreed Minute, the Mexican public sector shall include
those enterprises in which, as of the date of the present Agreed Minute, the Government of Mexico is directly
or indirectly a majority shareholder (mare than 50 %), including representative offices and branches of Mexican
banks abroad. ~

Itis understood that debt service due as a result of the pravious consolidations dated June 22,
1983 and Septeraber 17, 1986 is not aifected by the present reorganization. '

Itis understood that debt service due as a result of debts described above in the present Minute
and effected through special payment mechanisms or other external accounts is included in the present
reorganization. Participatng Creditor Countries will reschedule, refinance, or take other appropriate measures
to ensure that this category of debt is treated in a manner comparabe to other debr subject to this Agreed
Minute. :

2. Terms of the consolidation

Subject to the provisions of Article IV, the debt relief will apply as follows :

. A} As regards amounts due from June 11939 up to March 31, 1990 inclusive :

100 % of the amounts of principal and 160 % of the arounts of interest (excluding late
interest) due from June 1, 1959 up to March 31, 1990 inclusive and not paid on loans and credits mentonzd in
paragraphs 1 &) and 1 o) above will be rescheduled or refinanced.

Repayment by the Government of Mexico of the corresponding suras will be made in 8
equal and successive semi-annual payments, the first payment to he made on April 30, 139 (end of the grace
period) and the final payment to be made on October 31, 1999 (end of the rspayment period).

»-
B/ As regards amounts due from April 1, 1990 up to March 31, 1991 inclusive -

100 % of the amounts of principal and 90 % of the amounts of interest (excluding late
interest) due from April 1, 1990 up to March 31, 1991 inclusive and not paid on loans and credits mentioned in
paragraphs 1 &) and 1 b) above will be rescheduled or refinanced.

Repayment by the Governraent of Mexico of the corresponding sums will be made in 8
~  equal and successive semi-annual payments, the first payment to be made on April 30, 1997 (end of the grace
period) and the final payment to be made on October 31, 2000 (end of the repayraent period).
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fon, L The remaining 10 % of intere st will be pad accordmng to the onzindl schedule
o F K
P C/ As regards amounts due from April 1, 1991 up to May 31. 1992 inclusive

. 100 % ot the amounts of pnncipal and 80 % ui the amounts o mnterest (vxcluding late H .
A interest) due from Apnl 1, 1991 up to May 31, 1992 inclusive and not paid on loans and credits mentoned n
4 paragraphs 1 a} and 1 b) above wall be reschedulsd or refinanced
| Repavment by the Government of Mexco of the corresponding sums will be made m § H
\ equal and successive semu annual payments, the tirst payrnent to b2 made on Apnl 30, 1998 (end of the grace

penod) and the final payment to be made on October 31, 2001 (end of the repayment penod)

The rematnung 20 35 ol nterast will be pad according to the onzmnal schedule H
’ D/ Late interest charges are those mterest charges accrung between the contractual payment
dates of principal and mteresr due and not paid, and 2 date to be fixed i the bilateral agresmants cnneluded for
the mplementaton of the present Minute
3 Rate of interest

N The rate. and the conditiuns uf Interest on the tnancial aTanZsments cuvered by thi, Minute will
y he dersrmuned bilaterally between the Government of Mexico and th8 Government or appropnars msatutons ol

gach Parucipating Creditor Country an ths Basts af the appropnate market rate

| 4 Guarantee of payment of the Government of Mexico

_parazraphs 2 and 3 above, without any deducnon for taxes, tees or ather publc charzes or any other cnsrs,

The Governrent ol Mexico 15 responsible tor all payrachts of principal and mnterest under

accruing In the United Mexcan Statss

A> a consequencs, and as 1ong as the bilateral agreciuents o be concluded under this Agreed
Minute are n force, the creditors will not entorce the correspanding payrent obliganons »n the nngmal
debtors

II1 - GENERAL RECOMMENDATIONS

-

1 Inorder o securs comparable treatment of public and pnvare extemal credirors on therr dabts,
the Government of Mexico comunuts 1Lelf to seek from external creditors, ncluding banks and supplers,
rescheduling or refinancing arrangements on terms no less favourable to Mexco than those set forth i this
Agreed Minute for credits of corparable matunty The Govemnment of Mexue will inform m wnung the |
Chairman of the Pans Club not later than Fehmary 28, 1990 of the progress made for this purpose i negonaton
with other craditors

<

2 The Government of Mexico wall seek to secure, from any creditor counay not participating mn
this Agreed Minure, reschaduling or refimancing arranzements on terms comparable to’these ser forth In this
Agreed Minute The Government of Mexco agrees not to accord any such creditor LOUNUY repayment temms
more 1avourable than thase accorded to the Parucipaung Creditor Counties

m——

3 The Government of Mexico azrees that it wall promptly negotate rescheduling or refinancinz
arrangements with all uther creditors on debts of a comparable term. )
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S 4 The provisiuns set forth n this Agreed Minute do not apply to creditar rountrie, with prncipal

and interest falling due dunpg the reerzanzanon penad on Yehts specitied i Arncle {1 Paragraph 1 of l2ss than
SDR 1,000,000 The payments owed to these countmes should be made on the ongina due dates Any payraent
already due and nor paid should be made as soon a» possible and, n any cas, notlater than September 30, 1989

5 Each ot the Parucipating Creditor Countnes agrees to make avallable, upon the request of
another Partucipaung Creditor Country, a copy of 1ts bilateral agreement with the Government of Mexico which
implements this Agreed Minute The Gavernment of Mexco acknowledges this arranzement,

6 Each of the Parucipatng Creditor Countmes agrees to indicate ta the Charman of the Pans
Club the date of the signature of 1ts bilateral agreement, the interest rates and the amount. of debts mvolved.
The Government of Mexico acknowledges this arrangement,

7 The Government of Mexco wall keep the Chawrman of the Pans Club informed of the content -
of 1t> bilateral agreements with creditors menuoned m paragraphs 1, 2 and 3 abave

_ 8 The Government of Mexico undertakes to pay any debt service due and not paid as at the date
of the present Agreed Minute on loans or on creaits extended or cuaranteed by the Covernments of the
Parucipatng or Obscrver Creditor Countnes or their appropriaté nsututions, <nd not covered by this Agreed
Munute, as sonn as possible, and in any case not later than September 30, 1989 Late mrerest will be charged nn

R those «maount
- -

9 The Government of Mexico will cuntinue to grant acce.s to and an'er ot foreign exchange to
prwvate sector debtors tor the servicing of their debe,

IV - IMPLEMENTATION

, The deraled arrangements 1or the resrhedulins nr rettnancing of the debrs wall b2 accomplished
by bilateral agreements to be coucluded by the Government or the apprapriate msuwuaons ot each Parucipating
Creditor Country with the Government of Maxicn or 1t apprapnate nsttugons on the hasis of the followng

ptinciples
1 The Government or the appropriate msututons of 2ach Participating Creditor Country wall

either refinancs debts by placing new funds at the dispusal of the Governrent of Mexco or its
appropnate msututons accrrding to exi.ung payment schedules dunng the reorganizaton penod and for the
above mentioned percentagss of payacnt These funds will be repald by the Govemiuent of Mexco or its
appropniare Insntuaons according to the f,'chedules menunned abnve in paragraph {2,

or reschadule the corresponding payments

2 All other matters involving the rescheduling or the retmancing of the debts wall be set forth In
the bilateral agreements which the Government of Mexico and the Governments or the appropriate Instututons
of the Parucipatng Creditor Countries will seek to conclude with the least delay and in any case before

February 28, 1990

3 The provisions of the present Agreed Mmnute will contnue to apply provided that the )
Government of Mexico continues to have an extended arangement wath the Interanonal Monetary Fund. For
thi> purpose, the Government of Mexico agrees that the Internatonal Monetary Fund mform the Chatrman of
the Pans Club regarding the status of Mexico's relations wath the Internatonal Monetary Fund.
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4. The provisions of this Agrsed Minute will apply for the period frem April 1, 1990 to March 31,
1991 provided that: :

a) Mexico continues to have an extended arrangement with the International Monetary Fund;

. b) The Chairman of the Paris Club has notified the Government of Mexico not later than
March 31, 1990 of the positive assessment of the Participating Creditor Countries on the progress made in the
negotiation of the agreements with other creditors mentioned in Article 11 paragraph 1, including banks, taking
inta account the consideration given to this point by the International Monetary Fund, in order to secure the
orderly financing of the balance of payments on the period coverad by the present Agrzed Minute ;

¢) The International Monetary Fund informs the Chairman of the Paris Club not later than
March 31, 1990 that the Executve Board of the International Monetary Fund has completed the review of the
extended arrangement thatis scheduled to be completed by end-February 1990.

In the event the review has nat been completed, the Participadng Craditor Countries may
dacide to continue to apply the provisions of the present Agzreed Minuta.

5. The pravisions of this Agreed Minute will apply for the period from April 1, 1991 to May 31, 1992
provided that:

) ¢
a) Mexico continues to have an extended arrangement with the Intemational Monetary Fund;

) The Chairman of the Paris Club has notified the Government of Mexico not later than
March 31, 1991 of the positive assessment of the Pardcipating Creditor Countries on the progress made in the
negotiation of the agreemants with other creditors mentioned in Artcle I11 paragraph 1, including banks, taking
into account the considaration given to this point by the International Monetary Fund, in order to secure the
orderly financing of the balance of payments on the period covered by th2 present Agreed Minute ;

¢) The International Monstary Fund informs the Chairman of the Paris Club n.otv.later than
March 31, 1991 that the Executive Board of the Intemational Monetary Fund has completed the review of the
extendsd arranzement that is scheduled to be completed by end-February 1991,

In the svent the review has not been completed, the Participating Creditor Countries may
decide to contnue to apply the provisions of the present Agreed Minute.
6. In response to the request of the representatives of the Government of Mexico, the
Participating Creditor Countries agreed in principle to a meeting to consider the matter of Mexico's debt service
payments falling due after May 31, 1992 and relating to loans or credits pursuant to a contract or other financial
arrangement concluded before December 31, 1985 pravided :

) - that Mexico continues to have an extended arrangement with the International Monetary Fund
or an other arrangement involving the use of the Fund's resources in the upper credit wanchss ;

- that Mexico has reached with banks and other creditors effective arrangements meeting the
conditions described in Article I1I paragraphs 1, 2 and 3 above and has reported in writing to the Chairman of the
Paris Club, pursuant to Article I1I paragraphs 1 and 7 above ;
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- and that Mexico has complied with all conditions set out in this Agreed Minute.
7. For the purpose of the implementation of paragraphs 4, 5 and 6 above the Government of

Mexico agrees that the [nternational Monetary Fund inform the Chairman of the Paris Club rezarding the status
of Mexico's relations with the Intemational Monetary Fund.

5. The represei‘xtativ’e% of the Governments of each of the Partcipating Creditor Courries and of
the Government of Mexico agrezd to recommend to their respective Governments or appropriate institutions
that they initiate bilateral negotations at the earliest opportunity and conduct them on the basis of the principles

set forth herein.
Done in Paris, on May 30, 1959
in two versions, Enzlish and French,
both texts equally authentic,
The Chairman | The Head of the Delegation
of the Paris Club of Mexico
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Delegation of Belgium _ Delegation of France
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Delezation of the Federal Republic
of Germany
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Delezation of Japan
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Delegation of Norway
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Delezation of Spain
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Delezation of Switzerland

Delegation of th2 United Kinzdom
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Delezation of the United States
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