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INTERNATIONAL MONETARY FUND

September 26, 1986

Duncan:

The attached memorandum may be

of interest to you.

Attachment

G. Russell Kincaid



Office Memora ndum

’;3 To ¢ Mr. Duran-Dovning , July 14, 1986

From : R. Kronenberg f%

Subject: Mexico: IBRD Trade Policy Loan

1 . The TPL negotiations were obviously protracted and difficult;
the Bank staff agreed to certain concessions with great reluctance,
taking into account Mexico's parallel negotiations for accession to the
CATT. Nevertheless, the final package isxdisappointing, particularly in
view of the Bank staff's contention that many of Mexico's present diffi-
culties were caused by inadequate trade liberalization earlier in the
decade.

1. A primary objective of the program is to increase Mexico's exposure
to external competition by replacing quantitative restrictions with an
appropriate tariff structure. The Government's refusal to éstablish QR
targets pending the outcome of the GATT negotiations provides little
assurance that adequate progress will be achieved toward this end.
Arguments for excluding agriculture (very broadly defined) because it
“could be the subject™ of a separate sector loan are unconvincing.

2. The program's present formulation does not present a convincing
’ case for gradualism of the degree proposed. The authorities contend

‘]' ' that gradualism 13 necessary "to reduce the uncertainty caused by sudden
changes and to grant industry enough time to make the adjustments needed
to adapt to the new condition of openness to international competition™
(Annex IV, p.7). Absent a preannounced, product-specific liberalization
schedule, it 1s difficult to see how the gradual approach will achieve
the desired results. The authorities' concern that a sudden opening to
foreign competition will discourage investment also seems misplaced; if
anything, their fear should be that gradualism, without an aanounced,
product-specific liberalization schedule, will result in further
wasteful investment, perpetuating political pressures against future
liberalization.

3. Given that the thrust of the program has shifted to the tariff
side, the progress planned in this area seems vnduly slow. The ability
to offset tariff reductions with tariff surcharges is worrisome, despite
their "temporary” nature. Does the Bank have a clear idea of how exten-—
sively these surcharges will be used, and for how long? Why should two
and a half years be required to reduce the number of tariff rates by
three? . : . ‘

i 4.w In 1985, export controls applied to 44 percent of non-oil exports.
The program's failure to address this issue seems inconsistent with its
goal of reducing the bias against exports.




5. While one of the loan's stated objectives is to reduce dependence
_on subsidies (paragraph 92), little is said about export subsidfes and
their adverse effects on production efficiency.

6. Table VIII.8 indicates that, between July and December 1985, the
sectoral dispersion of effective rates of protection increased sharply.
What factors were responsible for this development?

7., The project description indicates that the loan would finance part
of the additional imports from the removal of NTBs. Since less progress
1s being achieved in this area than originally intended, is the full
amount of the loan still justified?

cc: Mr. Anjaria (o/r)
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Office Memorandum

To: The Managing Director September 23, 1986
The Deputy Managing Director
£6.
From: C. David Finch and Francois Gianviti

-Subject: Mexico~-Linkage of Commercial Bank

Disbursements to O0fficial Involvement

The draft financing principles recently proposed by commercial
banks for Mexico incorporated provisions for very tight and comprehensive
linkage of the banks' disbursements to Fund and Bank actions and to con-
tributions of export credit agencies and the Paris Club. These proposals
represent an extreme example of the recent tendency for commercial banks
to make new money disbursements so conditional on the performance of
other parties in the debt strategy that the timing and extent of their
own participation can no longer be securely counted upon. Under these
circumstances, the assurance provided by the "critical mass” of bank com—
mitments is seriously weakened, raising questions as to the viability of
the members' balance of payments and hence the adequacy of safeguards for

* the use of the Fund's resources. It 1s notable that the network of links

embodied in the proposed bank financing principles for Mexico would in
effect arrogate to commercial banks the role of financial monitoring and
coordination of financing flows that customarily has devolved on the Fund
as organizer of the financing package. )

The types of linkage adopted in recent bank financing
agreements have varied widely. 1In several instances, they have posed
risks of serious delays in the disbursement of bank finance through link-
age to different sources of financing. Recent cases involving official
bilateral financing include conditions relating to export credit
disbursements in the Philippines and to Paris Club debt relief in
Ecuador. Concerns also have arisen about indirect cross—conditionality
between the Fund and the Bank. The issue of indirect cross=condi-
tionality was 1llustrated in the case of Panama, when two commercial bank
disbursements were delayed because of a World Bank related performance
condition; this delay in turn contributed to noncompliance with the Fund
program, which resulted in still further delay in the commercial bank

disbursements. Recent examples of cross-linkage to the Fund and the Bank ..

are summarized in Attachmént I.

In addition to these concerns, provisions in commercial bank
agreements have, in some cases, appeared to conflict with Fund policies
as laid down in decisions or guidelines of the Executive Board. Examples
of. such conflict have included: the linkage of bank agreements to
extended periods of enhanced surveillance or performance under future
Fund arrangements; the inclusion of covenants to provide Fund staff
papers outside the context of enhanced surveillance; the attempt to
inhibit early repurchases in the Fund by making thils a trigger for early
repayment of banks; and the failure to acknowledge that a purchase may
not take place because of the absence of balance of payments need.

‘



We will need to work with the authorities and the banks to
facilitate agreements that provide adequate assurance to banks, but in
ways that are not rigild to the point of unworkability. The question
arises how best to achieve this and to begin to establish, more gener-
ally, a degree of control over practices in this area of bank linkage to
official involvement. ¥irst, 1t may be appropriate for the Fund to go as
far as possible in ensuring that the financing contributions of other
participants in the debt strategy are on track. This would not only

safeguard the Fund's own resources, but assist in reassuring commercial
banks.

A second, parallel step would be to develop some guidelines on
commercial bank linkage, identifying key concerns and dndicating
approaches to be avoided. First, the problems associated with cross-
linkage could be mitigated by less frequent intervals (annual or
semiannual) for linkage to the Bank; this would also reflect more realis-
tically the different nature of the Bank's relations with member
countries. Indeed, it might be preferable for commercial banks to link
separate disbursements to the Fund and the Bank, avoiding the policy con—
cerns arising from cross—linkage. As regards the other concerns
mentioned above, preconditions felating to the terms and scale of offi—
cial financing should be resisted, and clauses relating to Fund
involvement should respect existing guidelines and decisions of the
Executive Board. The second attachment to this memorandum suggests ten-—
tative guidelines covering these varlous areas.

While these are important issues for the Fund, some flexibility
will no doubt be required to arrive at practical solutions. Moreover,
care will be necessary to ensure that the Fund is not drawn into arbi-
trating on issues that are primarily for commercial judgment.
"Nevertheless, there may also be a need to take action to alert member’
countries and banks in general to these various concerns. In due course,
a review of experlence in this area might approprilately be presented to

the Executive Board in conjunction with the next review of enhanced sur-
veillance.

This memorandum has been discussed with the Western Hemisphere
Department. '

Attachment

cc: Mr. Wiesner
Mr. Beza
Mr. Brown
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Linkage of Commercial Bank Financing to World Bank Conditions

There has been considerable diversity in the types of linkage to
World Bank activities that have been -incorporated in‘comﬁercial bank
financing packages. In some cases the linkage has been broadly defined,
with commercial banks requiring evidence of "progress”™ in negotiation or
implementation of structural reforms. In other cases, the linkage to
Bank loans has been based on certification by the Bank that debtor coun—
tries have borrowed a épecified amgunt by a particular deadline. In some
cases, all commercial bank disbursemeqts under a new mbney package have -
been tied to performance under both Fund- and Bank—-supported programs,
while in other cases linkage to the Bank applied to only one disbursement
from a new money package.

In the new money agreemeﬁt foriggélg_signed in November 1985, in
addition to certification fromvthe Fund, banks required a notificatien
from the World Bank before each disbursement confirming tﬁat Chile's
Structural Adjustment Loan (or "comparable facility") was in effecf, and
that Chile had drawn by specified dates ﬁhe fuil amount expected to bé
available to it under the SAL. v

| In the new money agreement with Colombia of December 1§SS, all
commercial bank disbursements were linked to the Fund, but.one was also
contingent on coqfirmation from the World‘Bank that Colombia would have
access to the second tranche of a trade poliéy loan.

In 1985, commercial banks conditioned their restructuring and new
money agreements with Costa Rica on the'implemgntation of a World Bank
SAL, as well as on a Fund pgogram. -Successive delays with implementation

of the SAL and the Fund stand-by arrangement meant that the second dis-
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bursement of new bank money-—expected originally in mid-1985--was made in -

November 1985.

For Cote d'Ivoire, some disbursements undef a 1985 new money
agreement were conditional on a statement by the Bank on tﬁe eligibility
of the borrower for drawdowns under a SAL and indicative statements about
future lo%ns. The restructuring agreements for 1984 and 1985 maturities
also contained refinancing ¢onditions involving both the Fund and the
World Bank. The World Bank condition waé not mef, as the 1985 SAL was
not signed as expected, and banks waived that condition during 1985 in
order to continue the refinancing.

In addition to conditions involving the Fund, the new money
agreement. with Panama for 1985-86 required certification from the World
Bank regarding-progress in negotiating and implementing a structural
adjustment loan. The double linkage to the Fund and the Bank created’
difficulties in this case. Although the Fund program was on track, com-
mercial banks did not make the first disbursement when 1t waé scheduled,
because adequate progress had not been made with the World Bank. Some
months later,lprogress had been made with the World Bank, but‘Panama was
no longer in compliance with the Fund program, and so the initial dis-

bursement by commercial banks was again delayed.
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Tentative Guidelines on the Linkage of

. Commercial Bank Financing to Official Actions

1. Problems of cross linkage to the Fund and the Bank

a. The nature of the involvement of the Fund and the Bank in
member éountries' economies differs in important ways, and these differ—
ences need to be reflected in the procedures for linkage adopted by
commercial banks. ;j It may be more in keeping with the nature of the .
Bank's operations to link annual or semignnual commercial bank disburse-
ments to major Bank actions such as approyal of a new sectdr loan or an
éssessmen; by the Bank covering progress in implementing development
policies. This would tie gommercial bank disbursements to éevents that
evidence advancement of the Bank’s deﬁeloping relationship with a
country.

b. To avoid any impression of créés—conditionélity on'indi%idual
disbursements, separate commercial bank disbursements should ﬁreferably
be tied to each institution. Some disbursements would be linkéd to quar-
terly evidence of compliance with a Fund arrangement, and certain other
disbursements would betlinked to World Bani certifications. If any com~

mercial bank disbursements are linked both to Fund arrangements and to

' 1/ Specifically, a country's ability to make purchases from the Fund
provides evidence, generally on a quarterly basis, that macroeconomic
policies remain on track. The Bank's normal pattern of disbursements in
a’ country relates to continuing aetivities under project, sector and
structural adjustment loans in different time frames. Moreover, the
Bank's monitoring procedures differ from those of the Fund.
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the World Bank, léss frequent inter?als for linkage to éhe World Bank
would reduce the scope for operational problems.

e It would seem particularly inappropriaée for cofinancing
arrangements with the World Bank to contain performance clausés predi~
cated on Fund arrangements, since in these cases the closeness of
'associétidn with the quld Bank raises the issue of implied cross—condi-

tionality particularly sharply.

2. Problems of potential conflict with ther Fund policies

de Clauses that seek to precommit future resources or procedures
of the Fund, indl;dingvenhanced surveillance, should be worded in ways
that do not appéar to prejudice the autonomy of the Fund in deciding on
its future relations with memgers, and also take account of existing
Board guidelines te.g., on the duration of enhanced s?rveillance). The
underctanding reached in the case of Uruguay would represent an accept-
able compromise where future Fund procedures are at issue. In essence,
.the Fund management would indicate general willingness to propose to the
Board future prﬁcedures (such aé a financial arrangement or enhanced sur-
veillance) that are requested by the member and are consistent with Board
guidelines.

b. "Commercial banks would preferably include Fund ihvolvemeﬁt\
among the conditions precédent for specific financial deciéions, such as
a disbursement of new money or activation of an annual tranche of
restructuring under a MYRA, but not as a direct event of default on the
couﬁtry's>debt, as was also agreed in the case of Uruguay. Such an
approach would help to avoid unrealisticAconditions relating to Fund

involvement over a long period.
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c. Agreemeﬁts with commercial banks should acknowledge that the
release of Fund staff reports outside the context of enhanced surveil-
lance is not permitted at present, and should not put t° member ih the

-position of having to seek specific approval by the Executive Board.

d. Agreements’should not inhibit a member'g right or obligation to
make early repurchases in the Fund; thus early repurchases in the Fund
should not trigger early repayment of a member country's bank dgbt.

e. While commercial bank disbursements may continue to bevcondi-
tioned on purchases from the Fund (as is the general practice), provision
sﬁould be included for an alternative certiﬁicatién by the Fund if a
purchase is not made for reasons unreiated to the ogservance of
performance critéria, e.g.,‘becau;e of the absence of balancé of payments

need.

3. Precommitment of other official financing

a. Member countries should be advised of the difficulties that may
arise if they agree to clauses that seek to establish in advance the
scale or terms of. bilateral official financing, such és debt relief in
the Paris Club or export credit commitments and disbursements.

b. Similar considerations arise with regard to the World Bank's
future financial involvement in debtor countries;‘the Horld Bank has

recently objected to the coutent of such clauses.’

4, Other issues concerning flexibility
a. Member countries should be advised of the need for adequate

periods for corrective action to be set after dates for economic perfor—~
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~ mance conditions Eobbe met by the member under a Fund arrangement, so
that such actions can be taken witﬁogt a waiver by banks being necessary.
b. Meﬁber countries should be‘adbised that, where walvers under
agreement with commercial banks may be necessary, a qualified mdjority of
the banks should be able to approve the wai?er, which would avoid undue

leverage by individual banks.

5. Assistance by Fund staff
In order to give effect to the guidelines, staff would stand ready
to provide technical assistance to members in connection with the

formulation of linkage in bank financing agreements.



Office Memorandup,

The Managing Director oL :‘f September 22, 1986
The Deputy Managing Director . - )

iﬁstRoH: _Kix. Burke nillonig

- SUBJECT:. Meeting of Export credit Agencies on MeXiCO R

o On Thursday and Friday, September 11 and 12, representatives:
_of the export credit agencies of the G-10 countries plus Denmark and . "7
Spain met in Brussels to discuss Mexico's adjustment program and‘ﬁ'“ ER
.~ economic prospects. A Mexican delegation, headed by Mr. Alfredo ' . .:
"' Phillips ‘and including Mr. Ariel Buira, made an initial presentation on -
7 Thursday morning and returned for brief further discussion with the

-~. Mr. Braut of Société Générale, reported on the banks' discussions with
- "Mexico 'and answered questions from the agency representatives. Staff ..
. from the Fund, the Bank, and the IDB also participated in the meetings. . - -

The Fund staff was represented by Mr. Joaquin Pujol, Mr. Luis Duran—u*-:f"“

‘"' ‘Downing, and myself.

N This was the first time that the export credit agencles had
. i+ met to discuss a particular debtor country, and the meeting was seen by
+ '+, all concerned as a radical departure from the low profile the agencies
have maintained in the past. As you will recall, the impetus for such a
- meeting originated in a discussion of the Baker initiative at last
© . February's Berne Union meeting. At that time a task force was formed on
. the role of export credit agencles in the debt strategy. The task force
. fCOncluded that the main deficiency in present procedures was that there
- . existed no forum for the discussion of export credit policies in which
.*".~.all of the key creditor governments were represented by the appropriate
.- »decision makers, and it recommended that procedures be established
“whereby ad hoc meetings could be convened to discuss particular debtor
...countries. The task force report was presented to the June Berne Union
. . meeting, where its recommendations were supported by most delegations
... but strongly opposed by the export credit agencies from France (COFACE)
"and Getmany (Hermes).

RREIRE The Brussels meeting on Mexico was, therefore, organized -’
<outside the formal framework of the Berne Union. It was convened by the

:invitations provided for the participation-of governmental export credit
. authorities where that was considered appropriate. COFACE and Hermes
* initially declined to attend the Brussels meeting but, at the last

" minute, decided to be represented at a low level for "purposes of

" information.™ In the end, no delegation included governmental oo

. authorities outside the export credit -agency, although this would appear
.to be an important consideration only for France and Germany.

sgfagencies on Friday. A representative of the bank steering committee, *=‘«': ’

:Belgian agency (OND) and, with a view to French and German concerns, the o



A - Given this background and the general awareness of precedents
.that might be set, the delegates focused as much on their own procedures
as they did on the situation of Mexico. Much of the time devoted to the
Mexican case-—perhaps too much--was taken up by presentations from the
Mexican delegation and the international organizations, and there was
only limited exchange of views among the delegates on Mexico's prospects
“and on thelr own credit and cover policies. It was, nevertheless,
“encouraging that discussion and questions tended to focus on how
agencies could select projects or support programs that contributed most
. -effectively to Mexico's adjustment effort. To that end, the agencies
= made clear that they expected the World Bank to play a major role.

- Delegates appeared generally.to consider that the meeting had been

"worthwhile, improving their understanding of Mexico's program and
.economic outlook. Both the Canadian and Spanish delegates indicated

" .that they came away with a more positive assessment of Mexico's

"ad justment efforts. Although there was no attempt to agree on a
~concerted approach among agencies, Mexico's four major creditors all
-announced that they planned to resume or maintain cover, which should
_have a positive competitive effect on the policies of .other agenc1es. A
chairman's summary of the discussion is attached.

A tour de table and direct discussions with delegates
permitted the staff to obtain further information on recent cover
policies and demand for cover that appeared, in some cases, to be more
~ firmly grounded than indications received through other channels. 1In
particular, information provided to the Fund staff by the U.S. Eximbank '
on the loan pipeline and typical disbursement patterns would indicate
.that the level of Eximbank disbursements for Mexico in 1987 that has
been suggested by U.S. Treasury officials is unrealistic. Overall the
discussions with agencies indicated a low level of approvals over the
first nine months of 1986, reflecting the low demand experienced by most
agencies and the tighter policles applied by some. This would
" underscore the appropriateness of projecting only a slow recovery in
disbursements, even if most agenciles adopt a fairly open stance over the
~period of the Fund arrangement.

‘ Agencies expressed a desire to have follow-up with the Fund
and Bank staffs on the Mexican case. It was noted that such follow-up
could be provided in the context of the usual country discussions at the
- February and June Berne Union meetings, as well as during the annual
visit of a small group of Bernme Union representatives to Washington, .

" “which is scheduled this year for early November. Follow-up could be

improved, the staffs indicated, by increasing the number of agencies
represented in the Washington visits and, perhaps, by having such visits
more than once a year. ' .

) It was'unclear what the next move will be regarding the

_ broader question of ad hoc meetings on particular countries. On the one
hand, it was reported that France and Germany intended to raise the
issue in the EEC in an attempt to get a concerted EEC position that such



country discussions should take place only in the OECD export credit
group. Other agencles were, however, already talking about possible
candidates and hosts for future similar ad hoc meetings. Nigeria and
Egypt were mentloned as possible candidates, and the Canadians might be
prepared to host the next meeting.

Attachment
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Office Memorandum

To: Mr. Finch September 22, 1986

From: /C. M. Watson%}

Subject: Mexico: Commercial Bank Linkage

I attach a revised draft on the issue of commercial bank
linkage, with particular reference to the banks' financing proposals for
Mexico. This draft reflects discussions with the Legal Department and

the Western Hemisphere Department, but is subject to their final

clearance.

Attachments

cc: Mr, Gianviti
Mr. Wiesner
Mr. Beza
Mr. Guitian
Mr. Silard
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To: " The Manéging Director September 22, 1986
' The Deputy Managing Director o

From: C. David Finch

Subject: Mexico~-Linkage of Commercial Bank
- Disbursements to Official Involvement

The draft figanciﬁg principles recently pfoposed by‘commercial

" banks fgr Hexico incorpSrafed pfﬁvisions for verf tight and éompreheﬁsi?é
iinkage éf the banks' disbﬁ%sements to Fund and Bank actions and to con-
tributions of export credit agencies and the Paris Club. These prqposéls
represent an extreme example of.t%e recent tendency for commercial banks
to mage new money disbursements so conditional on the performance of
other parties in the debt strategy that the timing and extent of their
own participation can no longer be securely counted upon. Under these
circumstances, Ehe‘assurance provided by the "critical mass” of bank com-
_mitments is seriously weakened, raising questions as to the viability of
the members' balance of payments and hence the adequacy of safeguards for
the use of the Fund's resources. It is notable that fhe network of links
embodied in the proposed bank financing principles for Mexico woula in
effect arrogate to commercial banks the role of financial monitoring and
coordination of financing flows that custom&rily has devolved the Fﬁnd as
prganizer of the financing package. )

The types of linkage adopted in recent bank financing

agreements have varied widely. In several instances, they have posed
risks of serious delays in the disbursement of bank finance through link-
age to different sources of financing. Concerns have also arisen about

indirect cross—conditionality between the Fund and the Bank. The issue



of indirect cross—conditionality was illustrated in the case of Panama,
when two commercial bank disbursements were delayed because of a World
Bank related performance condition; this delay in turn contributed to
noncompliance with the Fund program, which resulted in still further
delay in the commercial bank disbursements. Recent examples of cross—
linkage to the Fund and the Bank are summarized in Attachment T.

In addition to these concerns, provisions in commercial bank
agreements have, in some cases, appeared to conflict with Fund policies
as laid down in decisions or guidelines of the Executive Board. Examples
of such conflict have included: the linkage of bank agreements to
extended periods of enhanced surveillance or performance under future
Fund arrangements; the inclusion of covenants to provide Fund staff
papers outside the contegt of enhanced surveillance; the attempt to
inhibit early repurchases in the Fund by making this a trigger for early
repayment of banks; and the failure to acknowledge that a purchase may
not take place because of the absence of balance of payments need.

We will need to work with the authorities and the banks to
facilitate agreements that provide adequate assurance to banks, but in
ways that are not rigid to the point of unworkability. The question
arises how best to achieve this and to begin to establish, more gener-
ally, a degree of control over practices in this area of bank linkage to
official involvement. First, it may be appropriate for the Fund to
strengthen its own monitoring to ensure that the financing contributions
of other participants in the debt strategy are on track. This would not
only safeguard the Fund's own resources, but assist in reassuring commer-—

cial banks.



A second, parallel step would be to develop some guidelines on
commercial bank linkage, identifying key concerns and indicating
approaches to be avoided. First, the problems associated with cross—
linkage could be mitigated by less frequent intervals (annual or
semiannual) for linkage to the Bank; this would also reflect more realis—
tically the different nature of the Bank's relations with member
countries., It would also be preferable for commercial banks to link
separate disbursements to the Fund and the Bank, avoiding the policy con-
cerns arising from cross-linkage. As regérds the other concerns
mentioned above, preconditions relating to the terms and scale of offi-
cial financing should be resisted, and clauses relating to Fund
involvement should respect existing guidelines and decisions of the
Executive Board., The second attachment to this memorandum suggests ten-—
tative guidelines covering these various areas.

While these are important issues for the Fund, some flexibility
will no doubt be required to arrive at practical solutions. Moreover,
care will be necessary to ensure that the Fund is not drawn into arbi-
trating on issues that are primarily for commercial judgment.
Nevertheless, there may also be a need to take action to alert member
countries and banks in general to these various concerns. In due course, .
-a review of experience in this area might appropriately be presented to
the Executive Board [in conjunction with the next review of enhanced sur—
veillance, which it is planned to offer as a Board Paper in the first

half of next year].



This memorandum has been discused with the Legal Department and

the Western Hemisphere Department.
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Linkage of Commercial Bank Financing to World Bank Conditions

There has been consiéerable diversity in the types of linkage to
World Bank activities that have been incorporated in commercial bank
financing packages. In some cases the linkage has been broadly defined,
with commercial banks requiring evidence of "progress™ in negotiation or
implementation of structural reforms. In other cases, the linkage to
Bank loaps has been based on certification by the Bank that debtor coun-
tries have borrowed a specified amount by a particular deadline. In some
cases, all commercial bank disbursements under a new money package have
been tied to performance under both Fund- and Bank—-supported programs,
while in other cases linkage to the Bank applied to only one disbursement
from a new money package.

In the new money agreement for Chile signed in November 1985, in
addition to certification from the Fund, banks required a notification
from the World Bank before each disbursement confirming that Chile's
Structural Adjustment Loan {or "comparable facility”) was in effect, and
that Chile had drawn by specified dates the full amount expected to be
available to it under the SAL.

In the new money agreement with Colombia of December 1985, all
commercial bank disbursements were linked to the Fund, but one was also
~contingent on confirmation from the World Bank that Colombia would have
access to the second tranche of a trade policy loan.

In 1985, commercial banks conditloned their restructuring and new
money agreements with Costa Rica on the impleﬁentation of a World Bank
SAL, as well as on a Fund program. Successive delays with implementation

of the SAL and the Fund stand-by arrangement meant that the second dis—
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bursement of new bank money-—expected originally in mid-1985--was made in
November 1985.

For Cote d'Ivoire, some disbursements under a 1985 new money

agreement were conditional on a statement by the Bank on the eligibility
of the borrower for drawdowns under a SAL and indicative statements about
future loans. The restructuring agreements for 1984 and 1985 maturities
also contained refinancing conditions involving both the Fund and the
World Bank. The World Bank condition was not met, as the 1985 SAL was
not signed as expected, and banks waived that condition during 1985 in
order to continue the refinancing.

In addition to conditions involving the Fund, the neéw money
agreement with Panama for 1985-86 required certification from the World
Bank regarding progress in negotiating and implementing a structural
ad justment loan. The double linkage to the Fund and the Bank created
difficulties in this case. Although the Fund program was on track, com—
mercial banks did not make the first disbursement when it was scheduled,
because adequate progress had not been made with the World Bank. Some
months later, progress had been made with the World Bank, but Panama was
no longer in compliance with the Fund program, and so the initial dis-

bursement by commercial banks was again delayed.
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Tentative Guidelines on the Linkage of

Commercial Bank Financing to Official Actions

1. Problems of cross linkage to the Fund and the Bank

a. The nature of the involvment of the Fund and the Bank in member
countries' economies differs in important ways, and these differences
need to be reflected in the procedures for linkage adopted by commercial
banks. l/ It may be more iIn keeping with the nature of the Bank's opera-
tions to link annual or semiannual commercial bank disbursements to major
Bank actions such as approval of a new sector loan or an assessment by
the Bank covering progress in implementing development policies. This
would tie commercial bank disbursements to events that evidence advance-
ment of the Bank's developing relationship with a country.

b. To avoid any impression of cross—conditionality on individual
disbursements, separate commercial bank disbursements should preferably
be tied tQ each institution. Some disbursements would be linked to quar-
terly evidence of compliance with a Fund arrangement, and certain other
disbursements would be linked to World Bank certifications. If any com-
mercial bank disbursements are linked both to Fund arrangements and to
the World Bank, less frequent intervals for linkage to the World Bank

‘would reduce the scope for operational problems.

1/~ Specifically, a country's ability to make purchases from the Fund
provides evidence, generally on a quarterly basis, that macroeconomic
policies remain on track. The Bank's normal pattern of disbursements in
a country relates to continuing activities under project, sector and
structural adjustment loans in different time frames. Moreover, the
Bank's monitoring procedures differ from those of the Fund.
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C. It would seem particularly inappropriate for cofinancing
arrangements with the Worid Bénk to contain performance clauses predi-
cated on Fund arrangements, since in these cases the closeness of
association with the World Bank raises the issue of implied cross—condi-

tionality particularly sharply.

2. Problems of potential conflict with other Fund policies

2. Clauses that seek to precommit future resources or procedures
of the Fund, including enhanced surveillaﬁce, should be worded in ways
that do not appear to prejudice the autonomy of the Fund in deciding on
its future relations with members, and also take account of existing
Board guidelines (e.g., on the duration of enhanced surveillance). The
understanding reached in the case of Uruguay would represent an accept-
able compromise where future Fund procedures are at issue. In essence,
the Fund management would indicate general willingness to propose to the
Board future procedures (such as a financial arrangement or enhanced sur-
veillance) that are requested by the member and are consistent with Board
guidelines.

b. Commercial banks would preferably include Fund involvement
among the conditions precedeﬁt for specific financial decisions, such as
-a disbursement of new money or activation of an annual tranche of
restructuring under a MYRA, but‘not as a direct event of default on the
country's debt, as was also agreed in the case of Uruguay. Iﬁcorporating“
member countries' relations with the Fund under financial arrangements or
enhanced surveillance in this form, rather than as direct events of

default on the country's outstanding debt, would help to avoid

unrealistic conditions relating to Fund involvement over a long period.
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c. Agreements with commercial banks should acknowledge that the
release of Fund staff repo?ts outside the context of enhanced surveil=-
lance is not permitted at present, and should not put the member in the
position of having to seek specific approval by the Executive Board.

d. Agreements should not inhibit a member's right or obligation to
make early repurchases in the Fund; thus early repurchases in the Fund
should not trigger early repayment of a member country's bank debt.

ee While commercial bank disbursements may continue to be condi-
tioned on purchases from the Fund (as is the general practice), provision
should be included for an alternative certification by the Fund of
economic performance if a purchase is not made, e.g., because of the

absence of balance of payments need.

3. Precommitment of other official financing

a. Member countries should be warned of the difficulties that may
arise if they agree to clauses that seek to‘establish in advance the
scale or terms of bilateral official financing, such as debt relief in
the Paris Club or export credit commitments and disbursements.

b. Similar considerations arise with regard to the World Bank's
future financial involvement in debtor countries; the World Bank has

-recently objected to the content of such clauses.

4, Other 1lssues concerning flexibility

a. Member countries should be warned of the need for adequate
periods for corrective action to be set after dates for economic perfor-

mance conditions to be met by the member, so that such actions can be

taken without a waiver by banks being necessary.
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b. Member countries should be warned that, where waivers are
required, only a qualified majority of the banks should be necessary to
approve the waivér, which would avoid undue leverage by individual

banks.



INTERNATIONAL MONETARY FUND

Sept. 19, 1986

Mr. Beza:

We have obtained, on an
informal basis, from the IFC
a summary of their proposalsfor
a Mexican Fund. While their
thinking is at a fairly early
stage, you may be interested to
glance at these proposals,

.
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FMexico (M$632.9 = = US$1)

“

IFC—Hex1co Debt Conversion Fund. In line with 0fflClal -

'1n1tlat1ves aimed at’ LDC debt reduction and, specifically, the recent o

Mexican Debt agreement of July 23, 1986, IFC proposes to form a
closed-end investment company whose principal objective would be

long-term capital appreciation through investment in securities,

primarily equity securities, of Mexican companies. The Fund as currently
conceived would initially be capitalized at US$25 million with IFC as
principal shareholder, and would be expected to grow to approximately
Us$250 million.” These funds would primarily be generated through the
issuance of foreign currency denominated certificates of participation to
commercial banks in exchange for a portion of their existing foreign
currency loans to Mexican private (or in some cases public) sector

- corporations. It is intended that the Fund shares or certificates be

ultimately widely sold through a public secondary offering and be
registered and listed on a major developed country stock exchange. The
Fund would contribute to reducing Mexico's foreign debt and foreign
exchange outflows, facilitate the restructuring of the Mexican private
sector, improve the liquidity of commercial bank creditors,.and st1mu1ate
the local securities market. IFC is currently awaiting specific

_ operational assurances from the Mexican Ministry of Finance and the
‘mandate to implement this concept. (New Item).

. 97004
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MEXICO:
SUMMARY OF A PROPOSAL FOR
AN IFC MEXICO FUND

. July 1986

Capital Markets Department



MEXICO

IFC MEXICO FUND

PROPOSAL

Project Summary:

1. IFC proposes to form a closed-end investment company (tentatively
called IFC Mexico Fund, Inc. (The Fund) whose principal investment objective
would be long-term capital appreciation through investment in securities,
primarily equity securities, of Mexican companies. The Fund would eventually
be capitalized with shares to be initially wholly-owned by IFC at
approximately US$250 million (including up to US$25 million from IFC) through
issuance of foreign currency (dollar) denominated certificates of
participation to participating commercial banks in exchange for a portion of
their existing foreign currency loang to Mexican private (or in some cases,
public) sector corporations. It is intended that the Fund shares or
certificates be ultimately widely sold through a public secondary offering and
be registered with appropriate authorities and listed on a major developed
country stock exchange.

Operational Considerations: <

2. - There are essentially three phases to the Fund's operations, namely:
a) Phase I (Start-up): The Fund is established as an IFC Fund; that is,

. IFC would originally own all the shares of the Fund and issue "certificates of

participation” in the Fund to participating international commercial banks
(the Banks) in amounts which reflect the real value-of the financial assets
transferred by the Banks to the Fund. THe proposed debt for equity exchange
by the Banks would be a non-cash transaction involving a discount to face
value of the loan(s) that would reflect the current "interbank" market
valuation of Mexican foreign debt. The price would be established through
negotiation between the Fund managers and the Banks on a case by case (company
by company) basis with some outside assessment provided by independent
consultants, as needed. Cash, blocked funds or other commercial bank. Mexican
assets may also be priced for exchange,

{
b) Phase II (Initial Operations): Management would initially concentrate
on the matter of "collection" or conversion, that is, turning the Fund's
assets into marketable securities or cash available for investment purposes.
In this operational phase Management will require maximum flexibility to
negotiate a wide range of financial options including restructurings and
recapitalizations, while operating more as a venture capital investor with a
"hands on" approach, and finally,
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c) Phase III (Maturity), the Fund would enter into more traditional
practices of trading and investing in a diversified pool of marketable
securities with selection, after analysis, based on yield, risk and projected
returns. It would be at this time that the Fund would attempt the public sale
of the certificates of participation or shares, depending on circumstances at
that time, through a market offering.

Policy/Regulatory Considerations:

The Fund would haQe.to be large enoﬁgh to be of interest to an
independent foreign investment manager and to cover start-up and operational
expenses; yet ‘it could not be too large relative to the overall size of the

. Mexican domestic securities market for reasons of preventing the perception or
"actual possibility of foreign domination or control. Mexican authorities

e e

would be expected to provide prior approval of foreign management and pass
through to the Fund existing benefits relating to the assets to be acquired by
the Fund, such as collaterals, FICORCA coverage, withholding tax exemption,
foreign exchange coverage, etc. Adequate protections are required to permit
foreign portfolio investment such as is contemplated by the Fund and the right

. of the Fund to purchase and sell securities without restriction other than

that which would normally apply to such investment funds (asset, industry,
foreign investment limits, etec.). Taxation policies would be reexamined in
order to ensure that equitable tax treatment for dividends, interest and
capital gains is still in place (as with the current "Mexico Fund”.).
Adequate arrangements for repatriation of income and capital gains and access

. to foreign exchange must be negotiated. Finally, full coordination with

regulatory authorities in the lending countries is required. This will assist
the Fund shares to qualify as appropriate investments for meeting applicable
regulaticns and investment diversification criteria and to facilitate the
registration, listing and eventual public offering.

Management:

4, Subsequent to receipt of initial approvals from Mexican authorities
and more in-depth discussions with potential participating banks on the matter
of design, IFC would commence the process of selection of an independent
international Fund Manager. This is the most important operational

. considerations for ensuring the participation of commercial banks, and the

(market perception of) ultimate financial success of the Fund. A Mexican
advisor would be selected as a logical and necessary complement to the Fund
Manager. The indicated candidate or candidates would combine market knowledge-
with venture capital investment skills, and a proven investment management
track record.

Rationale/Benefits:

5. The current Mexican economic situation has severely reduced the
ability of the country to service its external debt obligations. The

1
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Baker/Bradley initiatives' shift from incremental loans to debt relief puts a
debt to equity swap proposal such as the IFC Mexico Fund in a more appealing
position from both the viewpoints of the country and of the commercial banks.
The Fund would (1) provide an infusion of cash for investment purposes of up
to US$25 million; (2) eventually reduce the Mexican foreign debt in an amount
equal to the total face wvalue of the exchanged loans; (3) reduce debt service
payments and foreign exchange outflows in the early years; (4) facilitate the
restructuring and financial recovery of a number of Mexican private sector
corporations (5) reduce risk, enhance collectability and improve potential
liquidity of commercial banking assets; (6) partially centralize the debt
renegotiation process with Mexican obligors and improve Mexico's foreign
banking relationships; and (7) provide a potentially attractive vehicle to
encourage institutional investor consideration of Mexican portfolio investment
risk.

Summary of Issues and Sequence:

6. The following are the principal issues:

1) Before proceeding further with details of the Fund design, it will
be necessary to receive certain clear assurances from the Mexican
authorities. The most important of these is with regard to the matter of
independent foreign management.

2) Most other issues have been satisfactorily resolved in practice in
connection with the existing Mexico Fund, Inc. and with outstanding market
instruments such as bonds and FRNs. However, IFC would wish assurances that
suitable treatment would be instituted for this Fund with regard to custodian
arrangements, ownership and voting rights, taxation treatment of dividend
income and capital gains, repatriation rights and access to foreign exchange.
Decisions for purchase and sale of securities must be made by the Fund Manager.

3) TFC would require assurances that the conversion from debt to
equity in a corporation would not result in that corporation losing its
FICORCA benefits,

4) An important question is one of size of the Fund; at this writing
US$250 million is considered a target minimum.

7. The general sequence of events are:
1) Receive necessary assurances from Mexican authorities.
2) Once the above is in place, contact potential bank participants

for detailed work on project design.

3) Discussions with developed country banking regulators in order
to ensure cooperation for the debt conversion and equity fund
approach.

4) Initial contacts with potential management and/or possible

consultant organizations.
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Thank you very much for your letter about the idea for an
equity fund for Mexico. I am so pleased to have your support. It
will not be a panacea, but I believe it could have a significant
psychological influence.

We are just revising a paper describing the idea and, in view
of your interest, I shall send that to you when it is ready.

We are not yet sure that the Mexican Government will accept
the conditions we believe are necesssary for this project to succeed.
One key condition is that the fund should be managed by a non- Mex1can
-- otherwise the banks will simply not participate. However,
Petricioli is showing considerable interest. If in your contacts with
him you felt able to encourage him, we should greatly appreciate that,

Mr. J. de Larosiere SR

" Managing Director

International Monetary Fund
Washington, D.C. 20431
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Messrs. Sterie T. Beza, Associate Director
Joaquin P. Pujolh Division Chief
(Western Hemisphere Department, IMF)

The attached (revised) draft telex for .
Mr. Conable's signature to commercial banks
re Mexico has now been cleared by Mr, Stern.
Please let us know if you have any comments.
It is my understanding that a similar telex
would be sent by Mr. de Larosiere at the
appropriate time. f’f)

.

Pieter“ESEEgig;:

Division Chief
LCIMX/WB
Attachment

ce: Mr, Steckhan, LCIDR-

PBottelier/slc
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September 18, 1986
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CITY, THE MEXICAN SECRETARY OF FINANCE AND HIS COLLEAGUES
PROVIDED THE DETAILS OF THE PROGRAM. AS WE INDICATED AT THE NEW
YORK MEETING, THE WORLD BANK HAS.WORKED WITH THE GOVERNMENT oN-

' THE PROGRAM OF ADJUSTMENT AND. IS OF THE VIEW THAT, IF |
IMPLEMENTED EFFECTIVELY WITHIN THE NEXT 18 MONTHS, IT .
CONSTITUTES A BASIS FOR MEXICO TO RESUME GROWTH ON & SUSTAINABLE’
BASIS, WHILE GRADUALLY REDUCING ITS DEPENDENCE ON EXTERNAL
CAPITAL AND RESTORING ITS CREDITWORTHINESS. ON JULY 29, THE
EXECUTIVE DIRECTORS OF THE WORLD BANK APPROVED THE FIRST OF OUR
LOANS IN SUPPORT OF ONE OF THE MAJOR REFORMS, TRADE |
LIBERALTIZATION. ON SEPTEMBER 8, THE IMF APPROVED A STAND-BY, IN
PRINCIPLE, IN SUPPORT OF MEXICO'S PROGRAM. THE FUND'S RESOURCES
AND OUR LOANS IN SUPPORT OF THE ADJUSTMENT PROGRAM ARE |
CONTINGENT UPON THE AQAILABILITY OF ADEQUATE SUPPLEMENTARY
FINANCI&L_RE#OURCES FROM PRIVATE BANKS. = THE PURPOSE OF THIS
TELEX IS TO EXPLAIN, IN BROAD TERMS, THE NATURE OF MEXIgo'é
ADJUSTMENT PROGRAM AND TO RECOMMEND IT FOR YOUR SUPPORT.MEXICO'S
PROGRAM IS DESIGNED TO IMPROVE THE EFFICIENCY AND |
COMPETITIVENESS OF THE ECONOMY, WHICH WILL ENABLE MEXICO TO

RESUME BADLY NEEDED GROWTH OF PRODUCTION AND EMPLOYMENT AND TO
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- PREFERENTIAL CREDIT SCHEMES. »UNDER THILIS AGRELMENT, BY IHE ;uu
OF.?HE YEAR INTERES?ARATES IN THE MAJOR SECTORS WILL BE AT OR
ABOVE THE AVERAGE CbST OF FUNDS. BETWEENVIQSB AND 1985, PﬁBLIC'
INTEREST RATE SdBSIDIES CHANNEtLED THBOUGH DOMESTIC DEVELO?MENT

BANKS AND TRUST FUNDS DECLINED BY'MORE'TﬁAN HALF.

A C?NTRAL FEATURE OF THE MEDIUM-TERMMADJUSTMENT PROGRAM IS TﬁE
PUBLICASECTOR INVESTHENT PROGRAM. THE WORLD BANK AND THE
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COMPATIBLE WITH THE CONCLUSIONS OF THE JOINT PUBLIC INVESTMENT
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TO FALL iO A PRECARIOUSLY LOW LEVEL OF '5 PERCENT OF GDP, LEéS
THAN HALF THE AVERAGE FOR THE PERIOD 1977-82, THE WORLD BANK
BELIEVEé THAT THE'QUALITY OF MEXICO'S CURRENT PUBLIC SECTOR

INVESTMENT PROGRAM IS GENERALLY SATISFACTORY AND WE PLAN TO
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INTERNATIONAL MCNETARY FUND

September 17, 1986

"Mr. Beza

Mr. Guitian
I attach a draft concerning
commercial bank linkage in the case

of Mexico, along the lines dis-
cussed yesterday. )

Attachment

ce: Mr. Silard

C. Maxwell Watson

T
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To: " The ﬁandging Director September 17, 1986
; The Deputy Managing Director

From: - S.T. Beza and Manuel Guitian

Subject: Mexico--Linkage of Commercial Bank
Disbursements to Official Involvement

The draft financing principles recently proposed by commercial
banks for Mexico incorporate provisions for very tight and comprehensive
linkage of the banks' disbursements to Fund and Bank actions and to con-
tributions of export credit agencies and the Paris Club. These
proposalé represent an extreme example of the recent tendency for com—
mercial banks to make new money diébursements so conditional upon the
perférmance of other parties in the debt strategyﬁthat the timing and
extent of their own participation can no longer be securely counted
upon. Uader.these circumstances the assurance provided by the "eritical
mass” of bank commitments is seriously weakened. It is notable that the
network of links embodied in the proposed bank financing principles for
Mexico in effect seeks to arrogate to commercial banks a role of
- financial monitoring, and coordination of financing flows, which
properly devolves on the Fund.

The types of linkage adopted in recent cases have varied
widely. 1In several instances they have posed risks of iﬁappropriate
delays in the disbursement of bank finance through linkage to different
sources of financing; concerns have also arisen about indirect cross-
conditionality between the Fund and the Bank, and about conflict with
the letter or spirit of existing Fund procedures as laid down in

guidelines or decisions of the Executive Board. The issue of indirect



cross—conditionality was illustrated in the case of‘Panama, when two
commerciél bank disbursements were deiéyed because of a World Bank
related performance condition; this delay in turn contributed to
noncompliance with the Fund program, which caused still further delay in
the commerciai bank disbursements. The main examples of conflict with
Fund policies have included: the linkage of financing agreements to

- extended periods of enhanced surveillance or performance under future
arrangements; the inclusion of covenants to provide Fund staff papers
outside the context of enhanced surveillance; the attempt to inhibit
early repurchases in the Fund by making this a trigger for early
repayment of banks; and the failure to acknowledge that a purchase may
not take place because of the absence of balance of payments need.

We 'will need to work with the Mexican authorities and the
banks to try to facilitate agreement on arrangements which provide ade-
quate assurance to banks that lending will be suspended at times when
policies are seriously off track, but which are not rigid to the point
of unworkability. The question arises how best to satisfy these two
objectives and to begin to establish, more generally, a degree of
control over practices in this area. First, it would be appropriate to
clarify and emphasize the action that the Fund will take, for example at
the time of reviews in the course of the program, to ensure that the
financing contributions of participants iﬁ’the debt strategy are on
track. This element could assist in reassuring banks as to the

execution of financing commitments, as well as in safeguarding the

Fund's own resources.



A second, parallel step would be to develop some guidelines on
commercial bank linkage, identifying kéy concerns and indicating
approaches to be avoided. In essence, it would appear preferable for
commercial banks to link separate disbursements to the Fund and the
Bank, avoiding the policy and practical concerns érising from cross~-
.linkage.' Preconditions relating to the terms and scale of official
financing should be resisted, and clauses relating to Fund involvement
should respect existing guidelines and decisions of the Executive
Board., [The attachment to this mempranduﬁ suggests tentative guidelines
covering these areas.]

While these are important issues for the Fﬁnd, and vigilance
in this area is needed, some flexibility will no doubt be required to
arrive at a practical solution., Moreover, care will be necessary to
ensure that the Fuad is not drawn into arbitrating on issues that are
primarily for commercial judgment. There may also be a need to take
action to alert member countries and banks, more widely, to these
various concerns. In due course, a review of experience in this area
might appropriately be combined with the next review of enhanced sur-—
veillance, which it is planned to offer as a Board Paper in the first
half of next year.

If this approach meets with your approval, it could serve as a
basis for seeking to facilitate an acceptéble agreement in the case of

Mexico.

Attachment

cec: Mr. Brown
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l burséments woﬁldrbéfiinked to Wofld—Baqk éer;ifiéétion éf ééﬁiqns:Fjlﬁ
- relating fo structufal reformé. o |

| b: -it would seeg pgrticularly inappropriate for cofihénéihg
arraﬁgémghts.ﬁith éhe Worid Bank‘tq coﬁtaih performande éléﬁses”pfedi—
:cated on arrangemeﬁté with the Fund, since in these cases the closeness
of asséciation'with the World Bank raisgs the.issue of impiiedréross;
conditionality pafticularly sharply.

Ce The nature of the involvment of the Fund and the Baank in
member countries' ecénomies-differs in important ways, and these differ-
ences need to bévreflected in the frocedures for linkage adopted by
commercial banks. 1/ Ait may be more in keeping with the hature-ofvthe
Bank's’operations to link aﬁnual or semiannual commercial bank disburse-
'meﬁts to major Bank actions suqh as approvai of a new sector.loan or
satisfactory cpﬁpletion of é réview covering a particular set of de%elf

opment pqlicies.' This would tie commercial bank disbursements to eveats

-

_ lj Specifically, a country's ability to make purchases from the Fund
provides evidence, generally on a quarterly basis, that macroeconomic
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‘that evidence‘adﬁahcement of the Bank's developing pelationshib}with a

country. 1/ SR T J'IA> j1~f

2. ?foblemg of'pétengial‘conflict Wifh[otﬁer'Fuﬁd policies

‘ a.c.fciéuéés‘that seek‘to‘precommit future;resoﬁrces or procedurés
{ of the>institution, including enhanced survelllance, should be worded in
' forms that do not appear to prejudlce the autonomy of the Fund in -
dec1d1ng on its future relations with members, "and also take account of
existing Board guidelines (e.g., on the duration of enhanced surveil-
’lance). The understandlng reached in the case of Uruguay would
represent an acceptable compromise where future Fund p;oqeduresvare at
issue. In essence, tﬁe‘Fund management would iédiéate general
ﬁillingnesé to propése to thé Board future procedures (such as a
fiﬁanéial_arraﬁgemgnt or enhanced éurveiliance) tﬁat are requested by
the ﬁember and aré consistent’with Board guidelines. In turn, the
-commercial banks could include the existencevof Fuﬂd involvement among
'phe conditions precedent for specific finéncial decisions such as
aétivation of an annual tranche of restructuring, bﬁt not as a direct

‘event of default on the country's debt. 2/ In addition, as in the case

lj If any commercial bank disbursements are linked both to Fund
arrangements and to the World Bank, less frequent intervals for linkage
to the World Bank would also reduce the scope for operatloaal
: problems.
2/ Incorporatlng member countries’ relatlons with the Fund under

. financial arrangements or enhanced surveillance in the form of condi-

tions precedent to commercial bank disbursements, or to annual tranches
of rescheduling under a serial MYRA, rather than as direct events of
default on the country's outstanding debt would help to avoid
unrealistic conditions relating to Fund involvement over a long period
since such conditions would not extend after new money disbursements
have been completed or after the consolidation period of a
rescheduling.
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of Cote d'Ivoire, a telex chould be OBtainedvfromvthe banks indicating

’that the agreement does not préjudice'thé Executive Board's future

. freedom of action. - -

b. Agfeémehts'withieomme}ciai bénké(shbuld acknowledgé that the

release of and staff reports outside the context of enhanced sur- .-

‘veillance is mot pefmitted,at'present,'and should indicate that the
‘ member‘is not compelled to seek specific approvél'by the Executive

Board.

C. 'Agreements‘shbuld'not inhibit a member's right or obligation

to make early répuréhases in the Fund; thus early repurchases should not

trigger early repayment of a membef couﬂtry's bank debt.

d. '~ While commercial bank disbursementsvmay'continue to be
conditipnéd on purchaées from the Fuﬁd kas is the general practice),
provision should be included for an alternative certificatioan by the
Fund of economic performance if a purchase is not made because of‘the

absence of bélance of payments need.

3. Precommitment of other official financing
a. Member countries should be warned of the difficulties that may
arise if they agree to clauses that seek to establish in advance the

scale or terﬁs of bilateral official financiag, suéh as debt relief in

. the Paris Club or export credit commitments and disbursements,

b. Similar considerations arise with regard to the World Bank's
future financial involvement in debtor countries; the World Bank has

recently objected to the content of such clauses.

t
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4. Other issues concerning flexibility

a. Member countries should be warned of the need for adequate
grace pefiods to be set aftervdates for economic performance conditions
to be met by the member, so‘that corrective actions can be taken without
a waiver by banks being necessary.

b. Member countries should be warned that, where waivers are
required, a qualified majority (for example, 66 2/3 percent) of the
banks should apply, to avoid providing undue leverage to individual

institutions.

-
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/
Linkage of Commercial Bank Financing to World Bank Conditions

There has‘been considerable diversity in the types of linkage to
Wbrld.Bank activiéies that have been incorporated in commercial bank
financing packages. In some cases the linkage has been broadly defined,
with commercial banks requiring evidence of "progress™ in negotiation or
implementation of structural reforms. In other cases, the linkage to
World Bank loans hés been based on certification by the World Bank that
debtor countries have borrowed a specified amount by a particular dead-
line. In some cases, all commercial bank disbursements under a new
money package have been tied to performance under both Fund- and Bank-
supported programs, while in other cases linkage to the World Bank
applied to only one disbursement from a new money packége.

In the ﬁew money agreement for Chile signed in November 1985, in
addition to certification from the Fund, banks required a notification
from the World Bank before each disbursement confirming that Chile's
Structural Adjustment Loan (or "comparable facility") was in effect, and
that Chile had drawn by specified dates the full amount expected to be
available to it under the SAL. .

In the new money agreement with Colombia of December 1985, all
commercial bank disbursements were linked to the Fund, but one was also
contingent on confirmation from thé World Bank that Colombia would have
access to the second tranche of a trade poiicy loan.

In 1985, commercial banks conditioned their restructuring and new
money agreements with Costa Rica on the implementationqbf a World Bank
SAL, as well as on a Fund program. Successive delays with implementa-

tion of the SAL and the Fund stand-by arrangement meant that the second
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disbursement of new bank money——expected originally in mid-~1985--was

made in November 1985,

For Cote d'Ivoire, some disbursements under a 1985 new money
agreement were conditional on a statement by the Bank on the eligibility
of the borrower for drawdowns under a SAL and indicative statements
about future loans. The restructuring agreements for 1984 and 1985
maturities also contaiﬁed refinancing conditions involving both the Fund
and the World Bank. The World Bank condition was not met, as the 1985
SAL was not signed as expected, and banks waived that condition during
1985 in order to continue the refinancing,

In addition to conditions involving the Fund, the new money
agreement with Panama for 1985-86 required certification from the World
Bank regarding progress in negotiating and implementing a structural
adjustment loan. The double linkage to the Fund and the Bank created
difficulties in this case. Although the Fund program was on track, com—
mercial banks did not make the first disbursement when it was scheduled,
because adequate progress had not been made with the World Bank. Some
months later, progress had been made with the World Bank, but Panama was
no longer in compliance with the Fund program, and so the initial dis-

bursement by commercial banks was agaian delayed.
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TO: The Bank Advisory Group for Mexico September 15, 1986
and the International Banking Community

FROM: J. de Larosiére, Managing Directord& the

International Monetary Fund
I wish to inform you about the Mexican economic program and

about actions taken by the Executive Board of the International Monetary

Fund as regards financial support to Mexico. (égﬁion by the Executive

"

Board of the International Monetary,Eund”EE/the program of Mexico has

L

been accompanied by a similar decision on the part of the Executive
T ——— .

e
Board of the World Bank as regards Mexico's program of structural

-

reforms, about which the president of the Bank will inform you_in
J

R

greatér detail.

The economic program adopted by the Mexican authorities late
in 1982 and supported by an extended arrangement with the Fund brought
about a marked turnaround in economic conditions in 1983 and 1984.
Under this program, the overall public sector deficit was reduced by
more than 10 percentage points of GDP from 1982 and 1984, inflationary
pressures abated, and the balance of payments improved markedly; in
addition, prospects for sustained economic growth were enhanced by the
improvement in Mexico's competitiveness stemming from the adjustment of
the exchange rate and a prudent wage policy. Economic performance began
to falter in late 1984 and worsened in 1985, however, partly reflecting
the weakening of the international petroleum market and the effects of
the earthquakes that struck Mexico City a year ago, and partly

reflecting slippages in domestic policy implementation.
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The sharp and rapid decline in oil prices that has occurred
since the beginning of 1986 has exacerbated Mexico's difficulties.
While the Mexican authorities had initially framed a budget for this
year that aimed at correcting prevailing imbalajces, the more than
50 percent drop of oil prices during the first half of 1986 had massive
negative repercussions on the public sector finjncial position and the
balance of payments, and thus dealt a severe blow to an already weakened
economy. The authorities have tried to limit the pressure on prices and
on the balance of payments by tightening credit to the private sector
and by depreciating the currency in real terms. In the process,
however, interest rates have moved up sharply, aLd interest payments on
the public debt are now estimated to exceed 18 percent of GDP in 1986,
up from some 12 percent of GDP in 1985.

In response to this difficult situation, the Government of
Mexico has embarked on an economic and financial!program designed to
address the country's external and internal imbalances and put the
economy back on a path of sustained growth. On geptember 8, 1986 the
Executive Board of the Fund considered, on the bgsis of this program,
Mexico's request for an 18-month stand-by arrangement amounting to
SDR 1.4 billion. The arrangement was approved in prﬂ%gﬁpie, pending
completion of the package to finance the programi

The Mexican program combines financial:and structural policies
designed to restore balance of payments viability, to help break the
inflationary trend, to strengthen the savings peéformance of the

economy, and to improve economic efficiency. A central component of the
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program is the strengthening of the public sector finances. Fiscal
measures to be implemented over the period of the program are to yield
the equivalent of 3 percentage points of GDP. These actions—-which
include tax increases, price and tariff adjustment, and spending curbs—-—
are to be implemented in addition to the adjustment already in progress
under the 1986 budget. The fiscal effort is to be accompanied by
monetary and credit policies geared to the objective of reducing
‘inflation and attaining the balance of payments targets, while making
provision for a volume of credit to the private sector consistent with
the growth objective of the program. In addition to the continued
pursuit of a flexible exchange rate policy, the authorities have
assigned an important role to policies aimed at improving resource
allocation. Steps are being taken to increase the scope of market
forces in interest rate determination, to realign prices and tariffs and
raise efficiency in the operations of public enterprises, to liberalize
the trade system, and to promote foreign direct investment. The World
Bank is to play a centrai role in assisting the Mexican authorities in
their efforts to implement the structural reforms.

The program seeks to strike a reasonable balance between
financing and adjustment. Mexico's current account is projected to
register a deficit of US$6.4 billion during the period 1986-87. 1In
order to finance this current account deficit while permitting the
replenishment of international reserves and certain net payments of
public and private debt, the program calls for net offisial capital

inflows of US$12.5 billion over the same two-year period. Of this
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amount, official sources (including the Fund) are to provide

U

US$6.5 billion. Besides net drawings from the Fund amounting to Ny 4

US$1.3 billion, net disbursements of US$$2,7 billion are envisaged from ?ﬁ}&g

the World Bank and the IDB. Net borrowing from official bilateral
sources amounting to US$2.5 billion includes balance of payments relief
related to the rescheduling of debt service payments falling due during
the program period as well as a continued flow of new credits for the
financing of imports. This leaves a financing gap of US$6 billion for
the period 1986-87 that would have to be covered by commercial banks.

I should add thaf the program contains two special mechanisms
that are aimed at insulating performance under the program from further
external shocks and allowing for some flexibility., In view of the
unsettled conditions in the international petroleum market and of the
vulnerability of ﬁexico's economy to changes in petroleum export
receipts, some of the targets of the program and the structure and size
of the financing package are related to the evolution of oil prices. A
combination of additional foreign financing and adjustment is called for
if the price of oil should fall below US$9 a barrel, and a reduction of
financing is envisaged if the oil price should rise above US§14 a
barrel. A second mechanism provides for additional foreign financing
for certain investment projects—-screened and reviewed by the World
Bank—-if the economic recovery fails to materialize despite the
effective implementation of policies under the program.

As I have noted, the Executive Board of the International

Monetary Fund has considered Mexico's request for a stand-by arrangement
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in support of this program. However, since the external financing
package required to support the program has not been completed, the
Executive Board decided to approve the arrangement in principle. Within
the period until September 29, 1986, the arrangement will become
effective when it is established that the program is fully financed,
While the Executive Board of the World Bank has recently approved a
major loan package for Mexico and creditor governments have just agreed
to a rescheduling of part of debt service payments falling due over the
period September 22, 1986-March 31, 1988, this assistance alsoc depends
upon the full cooperation of Mexico's commercial bank creditors. Hence,
to ensure the early availability of financial support from the Fund and
other sources, I would request written assurances from the international
banking community by September 29, 1986, to confirm its participation in
meeting Mexico's financing requirements for 1986 and 1987 as indicated

above,
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September 12, 1986

Mr. Finch:
2 S Co I attach a summary of linkéges
x L in the draft financing principles
“ for Mexico, prepared by Mr. Hansen,
/
Attachment -
: ce: Mr, Beza
Mr. Beveridge
Mr, Guitian
A C. Maxwell Watson
A ’
P -
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Memorandum for Files September iﬁ, 1986

Subject: Mexico--Linkages in Proposed Bank Agreement

Only incomplete information on the proposed financial agreement
between Mexico and commercial banks is available at the present time,
but from the documentation which has been provided it seems that
disbursements of new money and restructurings will be closely tied to
financing provided from other sources including IMF, IBRD, IDB, Paris
Club restructuring, and aggregate levels of new usage of bilateral
credits. Covenants and events of default are not specified in detaill,
but seem to imply the same type of linkages as for conditions precedent.

New money will be provided under seven different categories, with
the amounts in the different categories yet to be decided: (i) in
parallel financing with the World Bank; (ii) in cofinancing with the
World Bank; (i1ii) with a "put” option to the World Bank; 1/ (iv) loans
convertible into equity; (v) in the form of an on-lending facility;
(iv) in the form of petroleum indexed debt; and (vii) in other forms.

The type of linkage varies slightly from category to category. For
the parallel financing the total amount will be divided into tranches
for parallel disbursement with World Bank sectoral loans (five specified
and one category “other"). Conditions for drawdown of such loans will
include parallel disbursement by the World Bank under specific sectoral
loans but also IMF purchases, multiyear Paris Club restructuring, actual
aggregate levels of new usage of bilateral credits, implementation of
program financed by World Bank structural adjustment loans, and several
other references to World Bank loans.

For the cofinancing loans, the conditions for the drawdown of these
B-loans will include, in addition to those mentioned for parallel
financing, prior or simultaneous disbursement of World Bank A loans
which are being cofinanced. Drawdown of A-loans is conditioned on there
being no payment default or acceleration under any B-loan to Mexico.
There is also mandatory sharing of principal and interest payments by

_the World Bank, and a mandatory World Bank cross default on the
commercial bank B-locans.

As far as amendments to the restructuring agreements on existing
debt are concerned, there seem to be similar linkages in the covenants
and events of default as for new money. In addition, there is an
amendment relating to linkages in the US$23.6 billion (1982-84
maturities) agreement., The conditions for the second tranche extension

l/ In return for payments of the World Bank fee, the commercial banks
will have the option to put any unpaid prineipal to the World Bank at
the time of the scheduled final maturity under the facility.



date (now to be tested at end 1988 rather than at end 1987) have been
amended to include IMF drawdowns (presumably under the new stand-by
arrangement), World Bank drawdowns, Paris Club restructurings for the
years 1986 - 19 , and levels of actual usage of bilateral credits.

It should be noted that in the remaining existing restructuring
agreements (and perhaps also in the one referred to above although this
is not specifically stated) the covenants have been revised to make
purchases from-the IMF refer to the new stand-by arrangement and the
disbursement schedule under this arrangement. Also, the monitoring
procedures (which no doubt refer to the enhanced surveillance by the
Fund) have been revised to begin in 1988 and to end with the payment in
full of 1983 and 1984 new money agreements and, in addition, new money
extended in 1986-87. This would probably imply a later final date for
the enhanced surveillance procedure.

Leif Hansen /W

Senior Economist
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September 5, 1986

To: Mr. Finch -
Mr. Beveridge
Mr., Guitian (o/f1)
Mr. Watson v~

Atrtached please find a copy of
the proposal on the terms of servicing
outstanding loans and new financing
that the Mexican authorities have
submitted to commercial banks.

Luis Duran-Downing
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August 28, 1986

UNITED -MEXICAN STATES

CONCEPTUAL FRAMEWORK FOR A FOREIGN fINAﬁCING STRATEGY:
SERVICING OF OUTSTANDING LOANS FROM COMMERCIAL BANKS
AND NEW COMMERCIAL BANK FINANCING

I. Introduction

In June of 1986, Presidant Miguel de la Madrid
launched an economic strategy the basic objective of which .
is to achieve sustained growth in a context of financial
stability. ~This objective is reflaected in the pathbreaking
program agreed to by Mexice afid the IMF in July, which
encompasses appropriate aggraegate demand management and
structural reforms. The new program requires a new strategy
for the axternal sector of the economy. The fundamental
aspects of external trade, foreign investment and exchange
rate poldicy were announced to the international banking
community in the communication of July 24, 1986 from the
Ministry of Financa. .

The new external flnancing strategy is now being
dafined. As regards official creditors, substantial
progress has been achieved as evidenced by the direct
participation of the World Bank and the IMF in Maxico's
1586-1987 flnanc1ng program and tha forthcoming negotiations
with the Paris Club. Mexico is now addressing the most
important aspect of its foreign financing: the
participation of commercial bhanks, Set forth below'is a
conceptual framework offered as a working propeosal, togethar.
with illustrationa of how the ideas embodied in the outline

might be applied. . -

IT. Basic objectives T

The underlying premise of the working proposal is
that a successful external strategy must satisfy both the
external financing requirements of the Mexican economy and

the concerns of Mexico's bank, creditors in light of the

v

LDy
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constraints to which’ ‘they are Eubjact. The basic objectives
¢f the strategy are: :

1. To meet Maxico's antlcipated financial
requiraments for 1986 and 1987 within the framewerk of its
IMF-supported economic program.:

2. To achleve a more realistic matéhlng of debt
saervice requirements and Mexico's capacity to pay and, at.
the same tima, to ninimize thae amounts of additional new .

monay to be procured through separate negotiation over the
medium term. ,

3. To protect the Mexican economy from oil price
and interest rate shocks.

4, To achieve a longer-term solution to Mexico's
debt problem that will foster the reestablishment of normal
accesa to the financial markets,

Bt

III. Warking Preposal

The framework for the working proposal consists of
threa parts that addraess, respactively, the cost of Mexico's
previously rescheduled commercial bank debt and its 1983 and
1584 new money loans, the repayment profile of this debt and
the means of financing Maxico's 1986 and 1987 new money
requirements,

1. The aliminaticn of spreads on praviously
rescheduled commercial bank debt and on the 1983 and 1984
new nmoney loans, together with the substitution of cost-of-
funds rates for the prime rate, would provide savings of
more than U.,s, $600 milllon per annum, These savings would
in turn reduce future extarnal financing requirements.

2. To meet the baailc objectives outlined above,
repayment of the principal of and interest on this existing
debt would ba based on constant present valus payments
adjusted to reflect changes in the relationship betwaen oil
prices and intaernational interest rates. Takle’l
illustrates a constant present value payments amortization
scheme with an assumed rapayment period of 25 ysars and
varying interest rates. Under such a scheme, actual
payments are constant if measured at present value, but grow
in nominal terms over tima. Table -2 illustrates the same
schame with the same assumptions, but the payments are
adjusted to reflect variations in the relationship between
oill prices and interest rates. °The prices of oil and
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interest rataes shown in Table 2 for thae years 1987-1991 are
consistent with the assumptions contained in Mexico's
medium~-term economic program. For illustrative purposes,
the table reflects an unfavorable ralationship between oil
prices and interest rates through the year 1997 and a more
ravorable relationship thereafter. The affect of the
adjustments in Table 2 is to reduce payments in early years
and to increase payments in later years in comparison to the
payments stream shown in Tabla 1. This example raflects the
symmetrical nature of the adjustment mechanism contemplated.

3. As regards new money for 1986 and 1987, the

-quality of the banks' assat would be enhanced if a portion
.of this new money were used to purchase a zero coupen bond

issuad by the World Bank and pledged to secure repayment of
the principal of the new monay. The zero coupon bond would
have a value at maturity equal to the total amount of new
money borrowed. From the banks' peint of view, the risk of
principal repayment would not bae a Mexican portfolio risk,
but a World Bank risk. From the Mexican point of view,

_defeasance.of the additional_debt from the outset would

improve axpactations as to Mexico's gcononic future,

Iv. '~ Conclusion
\t This working proposal is meant to constitute an
integral and flexible approach to the questions of debt

management and new money. It is intended to provide a basis
for constructive discussion, and its essential features have
been presented to the Bank Advisory Group for Mexico.
Mexico's agreed letter of intent addressed to the
International Monetary Fund on July 22, 1986 (and
distributed to Mexico's commercial bank creditors)
raferences two contingent financing schemes related to the
pehavior of oil prices through the end of 1987 and the
racovery of Maxico's econemy in 1987. The precise méchanism
by which these schemes are to be implemented and thair
relationship to the other elements of Mexico's 1986-1987
commerclal bank financing program are in thae process of

definition. B e

-
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TABLE 1

25-YEAR AMORTIZATION SCUEME WITH CONSTAKT PRESENT .VALUE PAYMENTS

PRINCIPAL

.l St

a1 W]

- YEARK INTEREST REFERENCE ALTUAL FRIMNCIFAL
RATE BALANCE L PAYHENT 2 PAYMENT 3 ADJUSTMENT4
1597 7 .00 S2460,.00 I672.20 2245, 29 1426, 914
1988 7.00 538D6. 91 I7F72.089 2402.44 1369.63
19g9 7.00 55256.54 3867.90 2570.63 1297.33
19770 7 .00 56552.87 3I958.77 2730.57 1208, 20
1991 7,00 S7762.06 4343, 354 2943.11 1100, 2%
19972 .00 58862, 29 4708B.98 217B.546 19230, 42
1993 8.00 L&DE92. 7L 4B31.42 z472.85 1798.57
1994 7.00 e1791.28 55461.22 Z741.41 1919.41
1 P05 .00 63610, 69 S724.94 4078.57 1646, 39
1994 10,00 &5257.08 6525.71 4486. 42 2039.2
1957 10,040 E7226.77 &7Z29 . 64 4925, 07 1794.57
19983 2. 00 LP0590.94 6218.18 SI79.22 BIg.96
1999 Q.00 69929.90 62RZE. 69 5863, 25 42054
Q00 8.00 ZOTAHO, 24 36428B.82 T332 482 =703 .60
Q01 8. 00 69654663 5572.53 6839.101 ~-1266.48
2002 7 .00 &B3R0. 1S3 4787.3 7I172.7S ~25%0.44
03 7.00 65857.71 4610, 18 7829.99 ~-53219.81
2004 7 .00 L25632.21 4384,79 8378.0% -39R3%.29
2005 7,00 S8446. 061 4105, 26 BY44.55 -4859.29
2004 7.1 53797.32 3765, 11 RE92.07 ~-3826.96
2007 7.00 47960 .34 3IIS57.2 LO263%.52 ~6906. 29
20046 7.00 410583, 07 2873.74 10981.9646 -81048.18
AL 7.00 32945.89 230&6,21 11750.70 ~9444.4%
210 7. (0 23001.484G 1645. 10 12323.25 -10928.1%5
~ard 7.00  1287X.25 880.173 12457, 6 -125732.05
7.7 109U24.61  1420B3.61 =526, Ay
1. Principal Balance from preceding period plus 3. Constant present value payment: Principal
. Principal Adjustment from preceding period Balance at beginning of each year divided
L by remaining number of years and wmultiplied
. by 1 plus interest rate for such year
“2“ Inter . on Principal Balance . {eference Payment minus Actual Pavmen

. v e L
s
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TABLE 2

. 25-YEAR AMORTIZATION SCHEME WITH ADJUSTED CONSTANT PRESENT VﬁLUEgPAYMENTS’

e TSR L TY D mma s e e

" YEAR

—— Sy ot 5

OIL PRICE - INTEREST PRINCIFAL_  REFERENCE ACTUAL PRINCIFAL

us ¢ RATE BALANCE + FRYMENT P&YMENT3 ADJUSTMENT 4

1987 11.00 7« OO S24560.0 Z672.210 1411.32 ~2460, 88
1983 L. 40 7.-00 S4720.88 3830.44 15465.03, | 2264.43
1989 11.3¢ 7 a2 - 06986&.31 3985.04 1748.073 ., f 2241.01
1990 12.40 7.00 56227.32 4145.91 1948.98 2196.93
1991 12.94a 7.00 H1424.25 4299, 70 2169.50 ' 2130.20
1992 14,00 Bl 04 £355%.44 5084.34 2224.99 285%. 36
1993 14,00 8. Qi) 66417%.82 S313.11 2746.28  P566.87
1994 18.00 7,00 &89840. 44 L2008, 26 S 29935.44 Z 3214.81
1995 L0, 00 ) 9,00 72195. 446 Ha4RF. 0% IHZS.AT 2872.20
1994 22.00 10,00 759047 .66 750677 I248.05 L2558, 7)y
1927 24,00 10,00 78626.37 TBLHZ. 64 Q47E7. 846 124,97 .
1928 26,00 Q.00 g1751.34 TE37.42 &215.99 1141.63
1299 CZ0L00 Q.00 82B92.97 7460, %7 7817.80 ~257.44°
2000 T, 0O B.00 2835.03 &E02.84 498. 63 —Z8%3.7%9
- 200L . I, 00 8. G0 TR639.75 D 6371.18B 10258.52 -iBB7.Z4
- 2Qa 20,00 7.0 75792.40 B532A2.67 12544.71 -7242.04
23073 Z0,00 7,430 68%10.36 4795.73 13422.84 —-B6Z7.118
2004 T, 00 7.00 52083.25 4191.83 143462.44 -10170.61
2005 S0, 00 7 .00 49712. 64 3479.89 T 1S347.91 ~-118872.92
2006 J30,00 7. 00 X7824.72 . 2697.73 L644Z%.55 -12795.82
2007 20,00 T .00 24028.940 1682.02 1759%4,60 -15912.58
L2004 30,00 7 « 0 BL14&.322 568. 14 8&44.47 -811s6. 32
2009 20,00 7 .06 Q.00 0.00 0,00 .2
T TG00 7L 2,000 G0 O, 00 Che 30
- R, G0 7 .00 e 3,00 0,00 D00 UL 20

23.58 7.72 108870.04  161330.04  -52340.00

1.  Principal EBEalance from preceding period plus 3. Constant present value payment as shown

Prin?igal Adjustment for preceding period in Table 1 adjusted to reflect relation-

ship between 0il prices and interest rates

q%- ;nterest on Principal Balance , ’ 4. ueference Payment minus Actual Payment
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BI;\\hnounces contxngency support for/g:izb BIS

PRESS COMM \_WUE, 27/8/86.

The BIS announces that, with the support of the
central banks of the following Group o©f 10 countries =
Belgium, Canada, Federal Republic of Germany, France, Italy,
Japan, Netherlands, Sweden, Switzerland and the United Kingdom
- and of Spain, it has agreed to grant the Banco de Mexico a
credit facility of US$ 400 million. This is part of the near-
term contingency support for Mexico's international reserves,
of which US$ 1,100 million is being made available to the
Banco de Mexico by the US monetary authorities, the central
banks of Argentina, Brazil, Colombia and Uruguay and the BIS.
The whele facility is granted in the light of the agreement
between the United Mexican States and the managements of the
IMF and World Bank on a growth-oriented eccnomic programme,
and is intended to bridge disbursements from Dboth
institutions. )

Reserve Bank of Australia reviews domestic and international

supervision of banks RESERVE BANK OF AUSTRALIA, REPORT AND FINANCIAL

STATEMENTS, 30/6/86.

Bad‘g'round

Prudential supervision in Australia is based broadly
on institutional rather than functional lines. The
Reserve Bank is responsible for the supervision of
banks authorised under the Banking Act and also
has the co-operation gf the State banks on
prudential matters. Formal responsibility for the
supervision of non-banks rests with other
Commonwealth or State authorities. This
demarcation in supervisory responsibilities is
mainly a historical development reflecting the
different characteristics of banks and non-banks:
despite some blurring of these characteristics in
recent years, banks continue to have a special status
- " and position in the community.

* Work of the Bank's Supervision Unit in 1985/86
" included: the lead-up to the authorisation of new
banks; further development of the supervisory
framework in relation to bank liquidity, large
commitments and off-balance sheet activities: the
establishment of links with external auditors of
banks: and regular consultations with individual
banks on their domestic and overseas operations.

A.ppronch to supervision

The broad principles of the Bank's approach to
supervision were set oul in a paper published in
February 1985 entitled “Prudential Supervision of
Banks™. Deregulation of the financial system and
international precedents have led to rapid
expansion and innovation by banks; with more

banks now operating, banking business has become
more complex and competitive and potentially
riskier. In this environment, the Bank has
encouraged the banks — with whom prime
responsibility for their stability lies — to maintain
high prudential standards, and has itself moved
towards somewhat greater formality in supervision.
One step was the inclusion by the Government of
conditions in all new banking authorities requiring
new banks to consult with the Reserve Bank on
prudential matters and to operate within prudential
standards determined by the Bank.

C)ntlnuing supervision

Supervision of individual banks continues to be
based on assessment of the adequacy of
management systems for controlling exposures and
limiting risk. on the observance of standards
relating to levels of capital and holdings of prime
assets, and on analyses of statistical returns and
other information covering aspects of banks’ global
banking operations. There is a formal consultation
with each bank at least once a year about its
operations. Matters covered include corporate
strategy. capital adequacy. earnings. the quality of
assets, risk exposures both on and off-balance sheet,
and management and control systems. The Bank
may-initiate discussions with a bank at other times
as matters of interest arise. Banks are also
encouraged to consult the Reserve Bank in advance
in respect of new activities.

The international operations of Australian banks
continued to grow faster than their domestic
operations during the year. However. the rate of
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August 13, 1983®Q:7

[\
The attached memorandum, V
prepared during my absence by
Mr. Kronenberg, makes some
worthwhile points about the
TBRD's txade policy loan to,
Mexico.

Mr. Finch:

Shailendra J. Anjaria




EYEa.

Office Memorandum '

To : Mr. Duran-Downing S July 14, 1986

From ¢ R. Kronenberg %%

Subject: Mexico: IBRD Trade Policy Loan

The TPL negotliations were obviously protracted and difficult;
the Bank staff agreed to certain concessions with great reluctance,
taking into account Mexico's parallel negotiations for accession to the //
GATT. Nevertheless, the final package 1s disappointing, particularly in
view of the Bank staff's contention that many of Mexico's present diffi-
culties were caused by inadequate trade Iiberalization earlier in the %
decade. : - , f;

PR A

1, A primary objective of the program is to increase Mexico's exposure
to external competition by replacing quantitacrive restrictions with an
appropriate tariff structure. The Government's refusal to establish QR
targets pending the outcome of the GATT negotiations provides little
assurance that adequate progress will be achieved toward this end.
Arguments for excluding agriculture (very broadly defined) because it
"could be the subject”™ of a separate sector loan are unconvincing.

2. The program's present formulation does not present a convincing
case for gradualism of the degree proposed. The authorities contend
that gradualism is necessary "to reduce the uncertainty caused by sudden
changes and to grant Industry enough time to make the adjustments needed
to adapt to the new condition of openness to international competition™
(Annex IV, p.7). Absent a preannounced, product-specific liberalization
schedule, it 1s difficult to see how the gradual approach will achieve
the desired results. The authorities' concern that a sudden opening to
foreign competition will discourage Investment alsoc seems misplaced; if
anything, their fear should be that gradualism, without an announced,
product-specific liberalization schedule, will result in further
wasteful investment, perpetuating political pressures against future
liberalization. o : ' )

Gt s % e o & one i+ et e I

3. Given that the thrust of the program has shifted to the tariff . - .
side, the progress planned in this area seems unduly slow. The ability

to offset tariff reductions with tariff surcharges 1s worrisome, despite

their "temporary” nature. Does the Bank have a clear idea of how exten-—

sively these surcharges will be used, and for how long? Why should two

and a half years be required to reduce the number of tariff rates by

three? : : :

4. In 1983, export controls applied to 44 percent of non-oil exports.

The program's faflure to address this issue seems inconsistent with its

goal of reducing the bias against exports. '




5. While one of the loan's stated objectives is to reduce dependence
on subsidies (paragraph 92), little is said about export subsidies and
thelir adverse effects on production efficlency.

6., Table VIII.8 indicates that, between July and December 1985, the
sectoral dispersion of effective rates of protection increased sharply.
What factors were responsible for this development? :

7. The project description Indicates that the loan would finance part
of the additional imports from the removal of NTBs., Since less progress
is being achieved in this area than originally intended, 1s the full
amount of the loan still justified? :

cc: Mr. Anjaria (o/r)
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| PLEASE FIND- BELUW. THE TEXT OF A MESSAGE WHICH A’HAVE.

U TODAY SENT TO MR, PALUL VOLCKER AT THE FEDERAL_R, ERVE.f«-35'
-, BOARD IN WASHINGTON: .- : SO

IT IR CMORE THAN THREE§HEEH’-’1N!F THE MANAGINh ﬁIREnTnR"'

. OF THE IMF CSENT HIZ MESSAGE TO MINISTERS AND GOVERNORS oo
o OF THE G107 AND SPAIN ASKING WHETHER THEY. WOULD CONSIDER o
S FARTICIPATING IN' A BRIDSING' CREDLT FOR-MEXICO TO HELP - - - -~
UMAINTAIN THAT COUNTRY /S RESERVES.-AT A SUFFICIENT:LEVEL'.
CAND GENERALLY To SUPFORT. ITS ECONOMIC PROGRAMME, WHILE .10
BOTH THE FUND AND THE WARLD BANK WERE WORKING CUT THE - 7" 7
+UNECESSARY FINANCING. PACKAGE. DURING . THIS TIME WE HAVE,}~g-T
o FOLLOWING FPOSITIVE IF SOMETIMES CAUTIOUS RESPONSES FROM - -
‘"ALL ELEVEN ‘CENTRAL BANKS, BEEN. WIRKING ‘CLOSELY WITH THE -
CFEDERAL RESERVE ON THE DETAILS OF FOSSIBLE ARRANGEMENTS.
CLAST WEEK WE WERE ABLE T SEND PRELIMINARY. DRAFTS OF 7
THESE VERY COMPLEX. FROFOSALS TO THE CENTRAL BANKS FOR .
THEIR INFORMATION AND CONSIDERATION. WE. HAVE. NHT,, .,?ﬂ'
1 HOWEVER;  HAL - ANY' DITRECT CONTACT NITH THE EBANK OF '
::MEXIIU S T v AR Shewoe

@ U,ij
I

~f-;THIZ MHRNiNh hE READ NEWS ﬁthlY‘REFHRT’ GF A CTATEMENT e
BY MEXICO S FINANCE MINISTER TO THE EFFECT THAT WHAT HE .-
IS SEEKING IS NOT S0 MUCH A SHORT-TERM FACILITY. BRIDGING
THE TIME GAF BEFORE DISBUREEMENTS BY THE IMF-AND THE .
P WORLD BANE ARE LIKELY TO QCCUR, BUT A STANDEY FACILITY R R
P FOR 18 MONTHE WITH THE REFAYMENT OF DRAWINGS NOT. SPECIFI- S R
U CALLY LINKED TOANY IDENTIFIAHLE NEW REfuuRnEu.-_ﬁ_?'““"f*+"'“

IR HHAT_HE'READ I- 1RHE1 AND IT I“ NGT INCONE I TENT -
WITH SOME OF THE MOST RECENT INDICATIONS WE HAVE HAD -
O IN EXCHANGES WITH YOUR STAFF, IT SEEMS TO ME THAT THE
WHOLE FOUNDATION ON WHICH LET?TT? EEN TRYING TO BUILD
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. DATE : 12.02.1934

S TQ = INTERNATIONAL MONETARY FLIND

WASHINGTON D.C.
FROM @ BANK FOR INTERNATIONAL SETTLEMENTS - BASEL

OUR REFERENCE : BIZ 07173

MR. RICHARD L. ERB
DEFUTY MANAGING DIRECTOR

REFERENCE YOUR MANAGING DIRECTOR S TELEX OF ZOTH JULY
AND MINE OF 22ZND JULY PROMISING TO KEEP HIM INFORMED ABOUT
PROGRESS ON OUR SIDE CONCERNING A POSSIBLE BRIDGING FACILITY
FOR MEXICQ.

WE LINDERSTAND FROM THE CONTACTS WE HAVE HAD WITH THE

_CENTRAL BANKS OF THE G-10 COUNTRIES AND SPAIN THAT YOU HAVE
"RECEIVED A FAVOURAELE RESPONSE TO YOUR REGLEST CONCERNING A

BRIDGING FACILITY IN FAVOUR OF THE BANCO DE-MEXICO. ALL THE
CENTRAL BANKS IN GWESTION. WITH THE EXCEPTION OF THE FEDERAL
RESERVE, HAVE EXFRESZED THE WITH T3 ACT THROUGH THE BIS.

WE HAVE ALREADY MADE CONSIDERAEBLE FROGRESS WITH THE
PAFPERWORK BUT -HAVE NOT YET ASKED FOR ANY FORMAL COMMITMENT
FROM THE CENTRAL BANKS. I WOULD NOT BE ABLE TO ASK FOR ANY

_..=:-SUCH COMMITMENT UNLESS I CAN AT THE SAME TIME ENLIGHTEN THEM

o,

ON TWO MATTERS TO WHICH THEY ATTACH GREAT IMPORTANCE.

© THE FIRST OF THESE MATTERS CONCERNS THE STATE OF PROGRES
OF NEGOTIATIONS WITH THE CREDITOR EANES REGARDING SUPPORT BY
THE COMMERCIAL BANKS FOR THE TOTAL FINANLINu PACKAGE AS WELL
AS FOR-THE EBRIDGING OPERATION. THE SECOND, WHICH IS LINKED
TO THE FIRST, 15 THE DEGREE OF PROEBABILITY OF THE IMF ROARD
APPROVING THE ZTANOBY FACILITY FOR MEXICO IN EARLY JEPTENBEH
COULD I HAVE YOUR VIEWS ON THESE TWl MATTERS?

REL’AF\HQ "
A. LAMFALUSSY
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INTERNATIONAL MONETARY FUND
WASHINGTON. D.C.

ATTENTION: MR. JACRUES DE LARDSIERE. CHAIRMAN OF THE
EXECUTIVE RBOARD AND MANAGING DIRECTOR
I HAVE SENT TODAY THE FOLLOWING TELEX TO:

CITIBANK N.Y.
NEW YORK

e it ot et o e e So008.

BAZLE, AUGUST 11, 1926 FL/IR EA

MEXICO — STAND-RY CREDIT 1984 ~

B T Py p— — —

SWISS BANK CORPORATION HAD DECIDED TO WITHIDIRAW ITS PROPOSAL
TO OFFER THE BANKS PARTICIFPATING IN THE STAND-EBY CREDIT
THE COPTION TO MAKE THEIR CONTRIBUTION OF THE FORM OF A
TEMFPORARY INTEREST DEFERRAL RATHER THAN THROLUGH CA%SH.

WE RECOGNIZE TWO COMPELLING CONSTRAINTZ: THE LIMITED TIME
AVAILABLE FOR THE IMFLEMENTATION OF THE SCHEME ANQ,LEQQL
QESTACLES RELATED TO CERTAIN CLAUSES IN THE IMF_ARTICLES.
CFAGREENENT - B T e

OUR CONCLUZION IS BASED N THE UNDERSTANDING. CONFIRMED BY
YOUu AND FRACTICALLY

HECES\ECER0 QZ—~Z00Z~




ALL MEMBERS OF THE ADVISORY GROUWP, THAT THE
PROPOSED SCHEME WILL BE DISCUSSEDR IN CONNECTION WITH THE
FREFPARATION OF THE 1986/87 REFINANCING PACKAGE FOR MEXICO.

I DO NOT HIDE FROM YOU THAT THE DEVELOPMENT OF THE MEXICAN
RESTRUCTURING NEGOTIATIONS IS A SOURCE OF GREAT CONCERN

TGO US. ONCE AGAIN THE BANKS ARE EXPECTED TO CONTRIBUTE

LARGE AMOLINTS OF NEW MONEY INVOLUNTARILY. BASED ON FARTLY
LUNRELIABLE MEXICAN DATA, AND WIHTOUT ENOUGH TIME TO DIsS-

CUSS PRESSING AND FUNDAMENTAL FROBLEMS RELATED TO THE NEW
SERIES OF DEBT RESTRUCTURING NEGOTIATIONS IN LATIN-AMERICA
AND' ELSEWHERE. WE PERPEIVE A GROWING UNEASINESES ON THE FART

OF BANK DEPOSITORS AND SHAREHOLDERS EVERYWHERE OVER THE
CONTINUJING FORCED- ADDITION TO BANK ASSETE WHICH ARE FERFORMING
ONLY IN THEORY. THESE PROBLEMS.PRESENT A GROWING THREAT TO THE

- INTERNATIONAL BANKING SYSTEM AND SHOULD BE ADDRESSED ON A GLOBAL

SCALE ANLDI WITHOUT DELAY..

WITH BEST REGARDS,

FRANZ LUTOLF
SWISS BANK CORFORATION

TO BANK OF AMERICA NT AND SA, SAN FRANCISCO

cc:
EANK. OF MONTREAL, MONTREAL
THE BANK OF TOKYO, LTD., TOKYQ S
BANKERS TRUST COMPANY. NEW YORK
THE CHASE MANHATTAN BANK, N.Y.», NEW YORK
CHEMICAL BANK, NEW YORK -~
CITIEANK N.A., NEW YDRK
DEUTSCHE BANK AG, FRANKFURT
LLOYDS BANK PLC, LONDON
MANUFACTURERS HANOVER TRUST COMPANY, NEW YORK
MORGAN GUARANTY TRUST COMFANY OF NEW YORK. NEW YORK
SOCIETE GENERALE., PARIS -
NNNN
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Office Memorandum

S
O
To: Mr. Finch August 6, 1986
Frém: C.M, Watson Y™

Subject: Mexlco——Securing Support from Commercial Banks

. The Management asked that thought be given to modalities for

securing participation in the Mexican financing package of: banks with

medium and small exposures. The attached draft seeks to bring out some
of the difficult issues that arise in desigﬂingvan instrument for this
purﬁose. Perhaps it would be useful to have a meeting within the
Department at whicﬁ the issues raised here could bé discussed, with a

view to preparing a memorandum to Management.

Attachment

cec: Mr, Beveridge
Mr. Guitian
Mr. Boorman
Mr. Brau ) .
Ms. Dillon .



ntécmwmex -
August 6, 1986

Mexico——Securing Support From Commercial Banks

1. Introduction

The 1983 and 1984 new money packages for Mexico were arranged by
means of an equiproportional increase in exposure by virtually all of
Mexico's creditor banks. Banks' contributions were based on their totai
exposure to Mexico in August 1982, including loans to the Mexican
private sector, interbank exposure, and trade financing. Since the 1982
base date, many commercial banks have made substantial provisions
against their exposure to Mexico, and some banks have disposed of their
medium term loan claims. Some private sector debt has been repaid
through FICORCA, and the pattern of holding of trade claims against
Mexico has no doubt evolved considerably. 1/

Because of these changes in bank exposure, the 1982 base date has
become somewhat artificial. In light of these developments, a new money

. package endofsed by the Advisory Committee and acceptable to other major
creditor banks may fail té command sufficient support from banks with
medium and small exposures. This memorandum raises for discussion
issues concerning alternative instruments for banks with medium and

small exposures.

l/ Interbank exposure has been largely maintained through the formal
interbank facility. Exposure to Pemex may also have been maintained
through the acceptance facility, although the shrinkage in oil earnings
has resulted periodically in regulatory difficulties relating to this
facility.



2. Design of an instrument for banks

unwilling to provide new money

In the circumstances envisaged above, the creditor group can be

divided into four categories:

— Banks assenting to the new money package

-~  Banks prepared to provide relief through some modaligy such as
interest capitalization, but unwilling to parficipate in the form
of new money |

~—  Banks currently recelving interest but not prepared to participate
in burden sharing of any kind

——  Banks who no longer hold claims on Mexico.

In the event of difficulties in securing support, the question
arises whether a form of claim could be designed to facilitate their
participation in burden sharing of banks in the second category above.
{8uch an instrument could possibly alsoc be used to compel participation
.by banks in the third category.) Aiternative options have been
requested by some banks in the past, Usually, their preference has been
for an option to reschedule (“"capitalize”) interest during the new money
period. Another possibility sometimes discussed has been to issue’to
such banks in lieu of their existing claims—-marketable instruments
bearing a submarket interest rate ("exit bonds™).

In considering what instrument might appéal to reluctant banks,
these still appear to be the two main possibilities. If "exit bonds™
were issued that would pay interest at a lower raﬁe than existing
claims, it would be very difficult to establish an interest rate for

such bonds. If banks were compelled to exchange existing claims for



"exit bonds,” it would be hard to argue that they had been treated
equitably. Thus, in the case of banks that wish to dispose of claims at
a discount, there may be attractions in arrangements such as the
debt—equity/discounted loans claim scheme in Chile, which allow
claimholders to extinguish their claims voluntarily at a discount
determined by the market, diminishing the interest flow ffbm the debtor
country while also eliminating the call for new money on the

" claimholder. l/ More generaliy, the secondary market in debt allows
banks to dispose of debt at a discount, but sales on this market do not
reduce debt service payments or necessarily affect banks' base date

exposure.

Under the alternative——some form of interest capitalization——the

debtor country would pay interest on existing claims of banks with small
exposures partly in cash and partly in additional claims, during the new
money period. Claims in lieu of full interest payment could be providéd
in book form or in the form of bonds which could be sold. The advantage
of this route is that the proportion of interest paid in cash could be
varied each year in line with future new momney packages (and could in
principle revert in due course to 100 percent).

The interest capitalization route would potentially be more
equitable than "exit bonds," since banks—-whether they participated in
new money or not——could receive the same net cash transfer and

experience the same increase in claims on the debtor with respect to

1/ However, one of the two variants of the Chile scheme apparently
does not result in a full extinction of the claims in the new money
base.



their medium~term debt. Of course, equitable treatment is not the only
possibility. In principle, such claims in lieu of interest payments
could be designed to offer a claim superior to that of "new money”
banks, a claim with the same financial terms, or a claim that would
penalize banks that did not participate in new money.

Banks have examined in a working group on new money gackages the
possibility of preferential claims for banks with small exposures, and
have discarded this route. Tﬂe reasons for this were the difficulty of
establishing a cut—off point for banks receiving such preference,
and-—to some degree——the unwillingness of multilateral organizations to
offer protection for selected claims. The possibility of a penal claim
has so far been considered unviable by banks. It would probably not
appeal to banks on a "voluntary"” basis, while 1f it were issued on a
forced basis the penal nature of the terms might involve the agent'bank
in legal aisputes with other creditor banks. Moreover, penal terms
might preclude the debtor government, creditor governments, or the Fund
from arguing in court that a fair multilateral agreement had been
devised.

These considerations suggest that there are advantages in issuing a
claim with similar financial terms to the new money package as partial

payment of interest to reluctant banks.

3. Problems inherent in interest capitalization

Even if new claims were offered to reluctant banks on similar terms
to the new money package, there are two particular operational concerns

in distributing interest payments in this form. Filrst, interest



payments may have to be made In an identical form to all banks under the

loan/restructuring agreement——including banks willing to use the new
money modality. This issue could probably be avoided if claims in lieu
of interest were issued only to banks who selected such an option
willingly, in order to avoid advancing new money while still
participating in burden sharing. However, if an element Jf forcing were
introduced, the fact of paying full interest to some banks only (albeit
as a quid pro quo for particiﬁation in new money) éould jeopardize the
‘legal position of agent banks. If forcing appears a real possibility in
the long run, the form of payment might therefore need to be identical
for all creditors under any loan agreement from the outset. Issuance of
claims in lieu of interest to banks that wish to record full income in
their published accounts (principally U.S. monef center banks) would
pose some accounting and regulation difficulties, although these may not
be insuperable. |
Second, this technique could open up difficult problems of

inter—creditor equity relating to different kinds of debt. The

technique of issuing claims in lieu of interest would appear to be
applicable mainly to medium term public sector debt. Where banks are
receiving interest payments on short term trade related debt—-—whether
through the Pemex facility or through general trad? finance—-it would
seem highly undesirable in a longer term perspective to pay them only
partly in cash. It could be argued that trade loans also should be
converted into a facility, and interest partly paid in new claims. Such
an approach could p;oduce a strong disincentive to open external trade

lines to Mexico. Analogous concerns arise in the case of interbank



exposure——although this might be viewed as already having been partially
transformed to medium term debt. Interest payments under FICORCA
mechanism could also perhaps be handled by part payment in claims.

If short-term cléimholders were paid in cash in full, this would
substantially change the pattern of burden sharing. Among other
results, the burden of financing would tend to shift to soﬁe degree away
from U.S. regional banks toward U.S. money center banks. More broadly, -
it might shift the burden froﬁ U.S. banks to other nationality groups of
banks. Even if it were desired to pay all existing claimholders in part
in new claims, banks no longer holding trade related claims (or private
sector claims that have been repaid) would no longer be receiving
interest payments on such debt against which to offset a new money
contribution. Thus, some shift in ex ante burden sharing would be
unavoidable.

Some difficult issues could also arise with regard to interest

‘capitalization even for medium term debt. In particular, banks that
have exercised a currency conversion option into low interest rate
currencies might receive very little interest in cash in order to absorb
new claims equivalent to the same percentage of existing exposure as
banks that have lent in U.S. dollars. Changing to an identical
proportion of interest payments in cash and claim would alter the new
relative exposure positions.

These same difficulties, relating to the possible need for
identical claims and the change in burden sharing, could also apply in a
slightly modified form to thé issuance of exit bonds in lieu of banks'

stock of existing loans.



4, Broader implications for the restructuring process

A general concern exlsts that an optional modality for reluctant
banks might eventually spread to the entire new money package or to-
other countries, First, some banks could prefer the "passive” route of
contributioq, to avoid shareholder éuits relating to active
participation in new money (although a limit could be setA;n banks'
option amounts). Second, if it were necessary to force banks, an
identical financing modality ﬁight become necessary for reasons of
equity; this could result in a more widespread shift to rescheduling
interest on medium term debt and letting short term debt float free.
Third, some debtor countries could take the forecing of banks outside a
multilateral context and move directly to unilateral rescheduling of

Interest payments.
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0 f f ice Memorandum

August 4, 1986

MEMORANDUM FOR FILES

Subject: Enhanced Survelllance—~~Commercial Banks
Receipt of Fund Reports '

' The MYRA for Venezuela, includes a covenant committing
Venezuela to maintain the monitoring procedures for enhanced
survelllance during the life of the restructuring. A violation of this
covenant (as all others) would be an event of default. The monitoring
procedures attached to the document state that "the government will
provide the creditor banks with coples of the reports received by the
government from the international agencies as such reports become
available.,”

N
In the case oﬂfﬁé;I;;} failure to implement the monitoring
procedures set forth by ithe baan and Mexico could also constitute an
event of default under t%e MYRA. An amended set of financing principles
to the loan agreements séﬁtes that a qualified majority of banks may
call an event of default if banks believe that the reporting procedures
that are set out in another clause of the document (where a timetable is
given for the transmission of Fund documents to the banks) are not being
implemented as had been contemplated by monitoring procedures, described
in a document dated September 8, 1984 (the monitoring procedures
themselves do not gpecifically provide for the transmission of documents
to the banks).

In the case of Yugoslavia, there is an explicit reference to
the possibility of a stand-by arrangement in place of enhanced
surveillance in the clause dealing with “"trigger” mechanisms. This
states that "notwithstanding any provision to the contrary, the
‘triggers,' and the covenants and conditlons precedent relating thereto,
will be suspended and not apply during any period when a stand-by
arrangement with the Fund is in effect.” However, the financing
agreement treats Yugoslavia's request for enhanced Article IV monitoring
geparately from the terms and conditions providing for "triggers.”

Thus, it could be interpreted that enhanced surveillance should
continue, even with a stand-by arrangement. 1In any event, the
Venezuelan authorities agreed with banks to continue to provide Fund
documents throughout the period to 1991. The enhanced ménitoring
arrangements’with the Paris Club provide for Yugoslavia to have "an
appropriate relationship with the Fund” defined as either enhanced
monitoring under Article IV, or (under exceptional circumstances) a
stand-by arrangement, Thus, officlal creditors clearly view these as
alternative forms of Fund involvement.



e,

In Ecuador, the bank MYRA includes as a condition precedent
for each annual tranche of the rescheduling from 1987 that "the
consultation and reporting procedures outlined in the Monitoring

Procedures Memorandum have been implemented and maintained in effect as

contemplated thereby."” The events of default under the MYRA also
include the failure to carry out these procedures. A qualified majority
of lenders is needed to call an event of default under this clause. The
loan documents include a timetable for the transmission of reports to
the banks,

C» ./\ ¢ k —'.)."g__, rjl n'\‘/—t\’“‘"\

Caroline Atkinson
Economist
International Capital Markets Division
Exchange and Trade Relations Department

Attachments
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The Deputy Mangging Director > ) mif‘
FROM: " A. F. Mohammed ) _ ;%9' : Qgg /
SUBJECT: Senate Hearing on Mexican Economy CE; ]

5

Attached. for information is a report by Mr. Russell on the

o

hearing held yesterday in the Senate Foreign Relations Committee.

Attachment

cc: Mr. Finchv///
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Mr. Wiesner/Mr. Beza .
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“T03 Mr. Mohammed | |  June 11, 1986

FROM: R. W. Ruseelljszb4ﬁi

SUBJECT: Senate Hearing on Mexico's.- Financial Situation

.The Senate Foreign Relations.Committee held a hearing
yesterday on Mexico's financial situation. The hearing was held jointly
by Senator Helms' Subcommittee on Western Hemisphere Affairs and

,Senatpr Mathias' Subeommiqtee on International Economic Policy.

Senator Helms defended his decision to.hold a hearing last
month on the Mexican drug traffic and corruption issue-—a hearing that
attracted unfavorable comment in the press of both countries. Senator
Helms displayed charts tracing the declining exchange rate for the peso
(which he said chronicled the ."spiral down" of the Mexican economy), and
the rise in Mexico's total foreign debt. Senator Helms said U.S.
taxpayers were called upon in August 1982 to bailout Mexico with $9
billion; he would not support another bailout.

Senator Mathias observed that Mexico's, problems are to a large
degree not of its own making, citing high interest rates in the early
1980s, and declining oil prices more recently. Both he and Senator
Evans (Republican from Washington) deplored the fact that so little
attention is paid to Mexico by the United States, compared to the
attention given to smaller Central American nations. Senator Evans
remarked that he thought that some of the Administration's testimony at
the earlier hearing held by Senator Helms had been “imprudent and
inappropriate,” and noted that it is "easy to bluster about U.S.
taxpayers and what we will and will not do,” but Senators have a
responsibility to proceed carefully and study the situation before
pronouncing. .

'The first witness, Senator Phil Gramm .of Tean,Acontended that

-many of Mexico's problems are "self-produced,”and he emphasized the

importance of a change in Mexico's policies toward its private sector

.and toward foreign direct investment. He referred to a survey of

Fortune 500 companies which found that 52 percent of companies would
expand existing investments in Mexico or make new investments there if
Mexico were to treat foreign investment as favorably as East Asilan

‘economies do. Senator.Gramm said that in the absence of changes by

Mexico in its economic policies, U.S. taxpayers would not have enough
resources to bail out Mexicokzbut if Mexico's policles change they
"won't need our help... Do TR

Assistant Treasury Secretary Mulford testifying for the -

Administration, emphasized the difficult steps the Mexican government

has already taken, saying that he felt Mexico has not received the

-credit that is due it and suggesting that criticism of Mexico comes too



e

- quickly. Secretary Mulford urged Senators to view current problems in

the context of a period of years which has included a major adjustment

.effort by Mexico. Mexico was “"adjusting quite well” until it ran into

problems in 1985. Secretary Mulford said Mexican officials have
consistently "demonstrated a constructive attitude toward their
problems.” He noted that Mexico, in contrast to some other indebted
countries, had never let interest arrears grow.

' Secretary Mulford was asked several questions about current
negotiations. He sald discussions are continuing with the Fund on a
standby of "about $1 billion." Mexico's projected fiscal deficit still
is "an area of disagreement.” Mexico is negotiating a large trade
liberalization loan with the World Bank, which together with other Bank
loans, would bring Bank disbursements to Mexico “to §1 billion this

year. If Mexico is able to complete negotiations with the Fund and
‘Bank, "I have no doubt the commercial banks will agree to put new money

in.” He said commercial banks would be counted on for $2.5 to $2.7
billion in new money. The remainder of the $5 billion to $6 billion of
external financing needed by Mexico thils year would probably come
primarily from Paris Club rescheduling (savings of $600 to $900 million)
and an export credit package under discussion with Japan (no amount -
mentioned). Senator Murkowski (Republican from Alaska) asked whether
the Administration had considered additional o0il purchases from Mexico
for the strategic reserve, The Secretary said only -that oil is one of
many areas that have been discussed with the Mexican government.

Secretary Mulford sald the estimated $6 billion loss in oil
revenue for 1986 will be offset in part by: savings from lower interest
rates ($1.3 billion to $1.4 billion),. savings on the “pricing” of loans
from commercial banks (about $700 million), a reduction of past spreads -
on commercial bank loans (about $400 million), and increased export
Opﬁoftpnities due to strouger economic growth in oil consuming countries
(8300 million). Thus, declining world oil prices will result in a net
loss to Mexico of $2.5 to $3.5 billion, not $6 billion.

Secretary Mulford discussed debt—-for—equity swaps at length in

- response to questions from Senators. He pointed out the potential for

Mexican companies and individuals holding liquid assets abroad to buy
foreign bank loans at a discount and swap them for equity positions in
Mexican state—-owned companies to be privatized. He noted that the
Mexican government plans to sell;ggg\state—owned companies, some of
which might present good opportunitiés for debt/equity swaps. The
Secretary also mentioned that some foreign companies have used
debt/equity swaps recently to expand investments in Mexico

The Secretdry waggaékedéébout a Wall Street Journal article of

~ June 10 which stated that Mexico would owe its creditors $1.8 billion on

July 1. Secretary Mulford said the number was "not right,” repeating a’
statement he made earlier in the hearing that Mexico's debt service on
commercial borrowings is fairly even throughout the year and averages



~about $750 million per month. Mexiéo, he emphasized, has been meeting
" its debt service obligations and can continue to do 80.

A panel of nongovernment witnesses completed the hearing.
Professor Paul Craig Roberts said recent developments confirm his view
that piling debt upon debt only worsens the problem; U.S. banks should
write off the worst loans; Mexico should open its economy to foreign

-investment and reach .agreements with banks to convert debt into equity

quickly. - An analyst for Coopers and Lybrand described his company's
recent report which rates Mexico's economic prospects poorly in relation
to those of other developing countries, primarily because of its
dependence. upon commodity earnings. Coopers and Lybrand expect
commodity earnings to remain depressed for another ten years; they
suggest Mexico shift its economy quickly to "a high value-added
manufacturing base.! Dr. Richard Feinberg of the Overseas Development

Council said Mexico's good behavior has not been rewarded by commercial

banks; instead, banks have tried to reduce their exposure in Mexico. An -
econonist_ from the Bank of America who said his bank.is looking for: 1)
actions by the Mexican government demonstrating a willingness to
undertake adjustment; 2) the adoption of an IMF program, which he termed
"very important”; and 3) progress in medium—term structural adjustment

in Mexico. : : ) - '
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Office Meimorand.um

To: Mr. Finch June 2, 1986
From: C.M. Watson ?H

Subject: Visit of Mr. Lutolf

I attach a letter sent by Mr. Lutolf to the ‘ng Director
on April 30 reviewing the meeting of European banks oy Mexico,) This
provides his agenda for the meeting with the Managing or on

Wednesday. A general concern 1s that the letter and attachment indicate
a "walt and see” attitude on the side of commercial banks. The Managing
Director will no doubt wish to emphasize that the banks need to show

- greater responsibility than this. He may also wish to enquire what

general progress has been made as regards ways to handle the small bank
problem. The Managing Director may also wish to update Mr. Lutolf on
developments in various debtor countries, and in particular on progress
in negotiations with Mexlco. This would provide a context in which to
comment on the "oil facility" proposal.

Of the issues raised in Mr. Lutolf's letter and attachment,
four are of particular importance in operational terms:

1. The banks lay great stress on direct linkage of their
contribution to the debt strategy to actions by creditor governments,
for example in providing export credits, If unduly rigid linkages were
introduced, progress in the debt strategy could be seriously impeded.
Recent efforts in this direction have included attempting to specify in
debt restructuring agreements the percentage of relief to be provided by
the Paris Club {in Ecuador) or the drawdown of export credits (in the
Philippines). Where overly rigid preconditions are introduced for
implementation of commercial bank restructurings or disbursements,
lengthy delays could result and waivers be required. (This problem of
linkages has also arisen in excessively complex legal clauses to key
bank disbursements to simultaneous progress under both Fund and World
Bank policy reforms.) '

2. The attachment to Mr., Lutolf's letter emphasizes that World
Bank guarantees will be necessary. It is crucial at this stage to
discourage banks from conditioning thelr disbursements on the
availability of such guarantees. -

3. It is also suggested that no new money will be made
available by commercial banks, outside the framework of World Bank
cofinancing, unless this is strictly transaction-related. In this
cohneptibn it will be important to emphasize that, while rebuilding
trade and project lending is important, a certain volume of medium~term
general purpose balance of payments financing will remain indispensible
for some key debtor countries in the period ahead.



4, There is also a statement at the end of the submission that
trade~related debt should be given priority for interest servieing, as
well as exempted from rescheduling. This sentence may be an indication
that such financing should be removed from the new money base where
concerted packages are belng arranged. The capital markets mission
discussions with Swiss banks indicated remaining pressure for such
exemption. This was cited as one reason to advance the modality of
interest capitalization——which would normally be applied to medium-term
debt only. While all advisory committee banks acknowledge the degree of
erosion that has taken place in the 1982 base for new money packages,
the dangers of seeking to find a new basis for burden-sharing among
commercial banks at this point (in cases where concerted packages are
still necessary) are manifest.

w
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Office Memorandum

MEMORANDUM FOR FILES March 25, 1986

Subject: Meeting with U.S. Members of Mexico Advisory Committee

The Deputy Managing Director met on March 19, 1986 with U.S.
members of the bank advisory committee for Mexico. Mr. Rhodes opened
the discussion by stating that the chairmen of the advisory committee
banks had agreed that committee members should approach their respective
national authorities to discuss a number of issues of mutual concern.
The U.S. banks had held discussions earlier in the day with the
Treasury, the Federal Reserve and also with the World Bank. The purpose
of this meeting was to pursue these issues with the Fund. The banks
raised three main issues: progress in securing policy reform in Mexico,
the rollover on Friday, March 21 of the $950 million principal payment,
and the structure and terms of the next financial package for Mexico.

With regard to policy reform, Mr. Rhodes emphasized that the
banks wished to see a letter of intent to the Fund and a comprehensive
and convincing program of structural reform with the Bank agreed before
commi tment of a new financial package. Both he and Mr. Coleman empha-
sized the need for linkage of bank financing to policy reforms endorsed
by both the Fund and the Bank., Mr. Rhodes sald that Mr, Gurria was
optimistic on progress with the Bank. However, the discussions earlier
in the day had indicated that Bank officials were somewhat disappointed
with the speed of progress on trade reform and the degree of movement on
other structural issues. The banks were concerned that Mexico had done
nothing to implement the debt/equity clauses in its multiyear resche-
duling agreement (MYRA), and feared this indicated a continuing
unwillingness to open the economy to foreign investment.

On macroeconomic policies, the bankers were hopeful that rapid
progress might be in prospect; the Deputy Managing Director warned that
it might take time to secure a satisfactory agreement on fiscal policy
in particular, Mr. Rhodes pressed the need for the exchange rate and
interest rates to be kept realistic, to induce corporations to
repatriate dollars held outside Mexico. The bankers expressed strong
concern about Mexico's willingness to take measures that would prevent
capital flight, and indicated that they would resist building a reserve
increase into the macroeconomic program, in part because 1t would
increase the scope to finance capital flight. Pressed by the Deputy
Managing Director, they did, however, acknowledge the general case for
including reserve increases 1n the Fund programs. They also believed
that the Mexicans were still overestimating the financing needs,
including an overly pessimistic interest rate projection.

Turning to the rollover of the $950 million payment, Mr.Rhodes
stated that the Mexicans were pressing extremely strongly that the
rollover on March 21 should be for six months instead of the customary
three months. Such an extension would be difficult to secure from the



generality of creditor banks, in part because of a concern that this
request reflected a tactic of deferring bank pressure and leverage,
because of a likely emergence of arrears during the next three months,
The banks had suggested 90 days renewal with a goodwill clause. This
had been refused and the situation was at a deadlock. Mr., Volcker had
not given specific advice on this issue. With regard to the
negotiations in general, he had counselled adopting a low profile,
seeking to work out an agreement with the Mexicans over time, and
avoiding confrontation. The Deputy Managing Director made clear that
the decision on the rollover was one for the banks to take in light of
thelr assessment how lmportant and sensitive this question was for the
Mexican authorities,

With regard to the prospective financing package the hanks
emphasized very strongly that the next package should not be a tradi-
tional "plain vanilla" medium term balance of payments loan. The
maximum use should be made of equity conversion, trade facilities,
parallel financing and coflnancing with development banks, and oil
related transactions. There was concern among the banks whether the
Fund and the World Bank appreciated the degree of resistance to a
traditional new money package. The Deputy Managing Director warned them
that the financing need of the Central Government, even though
restrained under an agréement with the Fund, was likely to imply some
medium term general purpose balance of paymentsyflnancing. Mr. Rhodes
said that Mr. Volcker had warned of strong pressure from the Mexicans
for some concession on the interest rate. He had advised the banks to
think about repackaging the financing in ways that could give a signal
of movement and allow the Mexicans to claim progress in obtaining con-
cessions from the banks., Mr, Mulford had ruled out interest capping,
interest capitalization, or a submarket interest rate; he pointed to the
case for a concession on the Interest spread.

The banks pressed the need for a Paris Club, but were
concerned about the possibility that German and Japanese export credit
agencies would come off cover. They emphasized that this was a crucial
problem that governments must be pressed by the Fund and the Bank to
resolve.

The banks enquired about the modalities of Fund financing,
following their earlier discussion with Messrs. Mulford and Dallara.
Mr. Rhodes quoted Mr, Mulford as hinting that exceptional access might
be available, but 'said Mr. Dallara had challenged that view. The Deputy
Managing Director said that Mr., Dallara's caution no doubt reflected a
concern--which was real-—about the wider implications of increasing
access for Mexico. He confirmed that the Special Disbursement Account
could not be widened to cover Mexico, and that creditor governments had
not indicated readiness to make a CFF available. The question was-
raised whether the EFF could be revived so that an event of default
under the MYRA (involving the need for a waiver by creditor banks) could
be avoided. The Deputy Managing Director said that this was not
realistic. The banks admitted that there would be more worries about
the MYRA than a waiver on this particular event of default.



On linkage to the Fund and the Bank, the Deputy Managing
Director assured the banks that neither the Fund nor the Baink could
proceed without satisfactory progress on their respective sides, but he
added that they could not proceed either without the commercial banks.
The Deputy Managing Director indicated to banks that the Fund would wish
to have discussions at a future date about technical problems that were
arising from very rigid clauses in bank agreements relating to cross
linkage, and from the requirement that 100 percent approval be secured
from creditor banks for any waiver of economic performance covenants or
events of default. Mr. Rhodes and Ms. Bauer appeared to indicate that a
qualified majority could be introduced in future agreements to avoid
making approval of such waivers dependent on 100 percent approval by
banks.

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

cc: The Managing Director
The Deputy Managing Director
Mr, Finch
Mr, Wiesner
Mr. Beza
Mr. Brown
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INTEHNATIONAL MONETARY FUﬁD

~ March 13,.1986

Mr. Boorman
Mr. Belanger

You may be interested in the

attached memorandum prepared by

Klaus Regling. 4@

Attachment /

cc: Mr. Guitian
Ms. Dillon

C. Maxwell Watson
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Office Memorandum

“To: Mr. Watson ' o . March 13, 1986
From: Klaus Regling é([?

Subject: Mexico-—Enhanced Surveillance

" Please find attached the relevant paragraphs which cover
Mexico's reporting obligations to banks in the context of ES. Legally,
Mexico is supposed to provide banks with the annual IMF consultation
report for 1986 no later than May 31, 1986 and with the mid-year report
for 1986 no later than November 30, 1986 (paragraphs VIII and IX of the
attachment). There are no provisions in the agreement that would allow
the replacement of the reporting requirements under ES by a stand-by.
(Incidentally, banks probably received the 1985 Article IV consultation
report, as required under paragraph X of the attachment.)

However, as Mr. Duran-Downing has told you, the next
consultation with Mexico will probably not be concluded before
end-June/mid-July, possibly together with a stand-by arrangement. Two
questions could arise:

--Will banks insist on receiving staff reports, even with a
stand-by in place? (They did so in the case of Colombia.)

——1f they do, should they receive a staff report that covers
the consultation and -the program?

Attachments

cc: Mr, Duran-Downing



impact of all debt rescheduling), (C) new external
financing (including details for both official and
commercial sources) and (D) year-end levels for
international reserves (gross and net) and external
debt (long-term, short-term and debt owed to foreign
banks); = S -

Fo

(v) upon request of the Majority Banks and
within 30 days after they become available, each
general financial, statistical or economic report

- with respect- to the Borrower which is furnished
after the date hereof to the commercial holders of
any - External Indebtedness of the Borrower; . .

L//' -~ (vi) as soon as available for each fiscal year
of the Borrower but not later than 90 days after the
beginning of such fiscal year, a copy of the Annual

~_Operative Financial Program (together with an
~English translation) for such fiscal year;
V/ .(vii) as soon as available for each fiscal year
of the Borrower but not later than 30 days after the
beginning of such fiscal year, a copy of the Federal

Budget (together with an English translation) for
such fiscal year;

(viii) within five days after the delivery
thereof to the Borrower (which, on the basis of
conversations between the Borrower and the IMF, is
anticipated to occur at the end of April) but not
later than May 31 of each calendar year beginning
with the calendar year 1986, a copy of the annual

v/ IMF Consultation Report for such year, to be
" prepared by the IMF and delivered to the Borrower
pursuant to the Monltorlng Procedures; -

v (ix) within five days after the dellvery :
thereof to the Borrower (which, on the basis of _ -
conversations between the Borrower and the IMF, is
anticipated to occur at the end of October) but not
later than November 30 of each calendar year
beginning with the calendar year 1986, a copy of the
mid-year IMF Consultation Report for such.year, to
be prepared by-the IMF and delivered to the Borrower
pursuant to the Monitoring Procedures; provided that
the mid-year IMF Consultation Report for the
calendar year 1987 shall be furnished to the Agent
not later than September 30, 1987;

\gcvau,s Sren, ™ by e $5 Al Coatt A prtanin T (3/7//%7)
/@LW HMusts omd W»'QLM Aot osfit-, AateA 3/57
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(x) as soon as finalized between the Borrower

: N ' - and the IMF, a copy of the Letter of Intent for the
SR - calendar year 1985 under the IMF Extended Fund
RS " Arrangement and, within five days after the delivery

j thereof to the Borrower but not later than

December 31, 1985, a copy of the IMF report for the
year 1985 on the consultations with Mexico under
Article IV of the Articles of Agreement of the IMF

. (it being understood that such IMF report is for the
last year under the IMF Extended Fund Arrangement
and will not be prepared pursuant to the Monltorlng
Procedures);

. (x1) such other financial, statistical and
f general information (including reasonably detailed
’ reports on any rescheduling or restructuring of
i ‘ External Indebtedness) about the Borrower, Banco de
' Mexico and any other Governmental Agency as the
Majority Banks may from time to time reasonably
request through the Agent; and

within five days after the occurrence of any Event
of Default or event which, with the giving of notice
or lapse of time, or both, would constitute an Event
of Default, a notice setting forth the details
. thereof and the action which the Borrower proposes
to take with respect thereto.

. (xii) as soon as possible and in any event

End Quote

PART A-11. Amendment to Section 8.01(e) —- IMF. A
Section 8.01(e) of the Credit Agreement is amended to read
as follows:

Quote

(e) IMF. Maintain its membership and eligibility
to use the general resources of the IMF and make each
purchase scheduled to become available in 1984 and 1985
to the Borrower under the IMF Extended Fund Arrangement
not later than 105 days after the scheduled availability
date for such purchase indicated in Schedule 2; provided
that if the purchase scheduled to become available in the
first calendar quarter of 1985 is conditioned upon
compliance with performance criteria for such quarter,
such purchase shall be made not-later than 135 days after
the scheduled availability date for such purchase
indicated in Schedule 2.

End Quote




| | Ma. Wadisn

Offz'ce Memowmdum_

TO: ridge March 7, 1986

FROM: Luis D rap~Downing

L
SUBJEQT: Mexic o7~Visit of Mexican Officials

We met briefly with Mexican officials yesterday. They
explained that the shortfall in petroleum exports with respect to the
1986 budget approved by congress is estimated at US$6 billion~—assuming
a volume of 1.28 mbd and an average.price of US$$14.30 per barrel. About
one-third of this shortfall is expected to be covered through additional
domestic adjustment so that the deterioration in the external current
account with respect to earlier projections would be below US$4 bil-
lion. Another one-third of the shortfall is expected to be covered with
a combination of new money and reflnancing, and the remainder with cuts
in interest payments. The cut in interest payments is US32 billion and
represents a reduction of about 3.7 percentage points in interest rates,
given a stock of public sector debt with commercial banks estimated at
around US$54 billion at the end of 1985.

‘With these adjustments net official external financing in 1986
is now close to US$8 billion up from the US$4 billion that was contem-
plated in the original budget. The increase in net international
reserves has been kept at US$1.1 billion.

In the discussions held with Mexican officials in late 1985
and early 1986, the staff has argued that the current account surplus
for 1986 would be substantially larger than in the official projections
if the public sector deficit was reduced as envisaged in the budget. 1In
these clrcunstances, the original estimate of US$4 billion in net
external financing seemed too high and the programmed increase in
foreign reserves too low. With the new assumptions about price and
volume of oil exports, the need for internal adjustment is more pressing
and staff projections of external financing requirements may differ
substantially from the projections of the Mexican authorities. Indeed,
very preliminary calculations show that after adjusting for the increase
in net international reserves, the staff projections of net’boqrowing
requirements are about US$4.6 billion compared to about US$7 O/billion
on the Mexican side.

/Viﬁﬁfﬂ‘

cc: Mr. Guitildan (o/r)
Mr. Watson
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PROGRAM:

) MEXICO
Updated: 02/28/86

COUNTRY: POLITICAL:

171/83-12/31/85 (expired) ARTICLE IV: June 6, 1985

PROGRAM STATUS

Board approved emergency purchase equivalent to SDR 291 million~—-25% of quota—on
1/10/86. Negotiations on program for 1986 in progress, but complications have
arisen because drop in oil prices.,

MISS IONS

Frequent contacts staff, Mex. officials in Wash. Oct.~Dec. '85 on program '86. Con-
tacts suspended til this week. Mexicans reportedly working on alternative 86 budget.
Visit MinFin U.S. officials this week; information mtg. with MD to explain situation.

PARIS CLUB Agreed Minute: 6/22/83 Consolidation: 6 months
Forum: Creditor Group Meeting.

Included private debt only. Estimate of rescheduling have dropped from $2 bil. to
$1 bil.; $817 mil. signed as of late Aug. Balance owed primarily to Italy, Japan.
Bilaterals with Italy, Austria, Denmark, Netherlands, & Switzerland still not
signed (LDD would like to know whether these creditors are being paid as claimed by
Mexicans). Bilateral with Japan was reportedly signed in 12/85.

Banks pressing Mexico to request an official MYRA starting in 1986; Mexico initially
not interested because possibility of going off cover. If CCC included, principal
due in 1986 about US$1 billion on a stock at end~1985 of US$4.6 billion.

&

An

agreement with the Fund. On @583+ Abanks rolled over $950 mil. for 6 months (the

prepayment of the jumbo loan of 1984.) Mewieo—wes—requaestiang—S$2.o bilitomrrmret—for
s » T—ETOS A—LORINS ba P 6 e A 3 FETRATE or o866

MIS CELLANEOUS

Negotiating ~deweleopmest program loan (trade liberalization) with Bank’(ﬁ8$500 millio;>
& second export development loan('US$250 millioil L_n July 1985 Mexico abolished the
"free market” & legalized the parallel market, & on 8/5 a "managed float" was intro-—
duced in the controlled market. Devaluation of about 20% cfiwessdest=iidib8e.. & the
Gov't. announced a major llberalization of trade. BPhre—ssigical-budget—for-lilb—conmm

o AEORVEH =51

Authorities say impact of oil prices
US$6 billion w/r original budget (overestimatlon). However, no additional financ~
ing needed if no accumulation of reserves, additional petroleum sales to US, debt
relief from PC (US$1 billion) and some adjustment measures.

Division/
mission chief: Pujol 8480 Desk officer: Valdivieso 8481 ETR: Duran—Downing 8315
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Mexico——Briefing Note for Berne Union

I. Relations with the Fund

The 1982 extended arrangement with the Fund went off track by end
June 1985 and expired by end December 1985. Following the earthquakes
of September 1985, the Mexican authorities requested an emergency
purchase equivalent to SDR 291 million--25 percent of quota—-—which was
approved by the Board on January 10, 1986. Negotiations on an
adjustment program for 1986 that could be supported by a ﬁew one year
stand-by arrangement are in progress. Fund financing for Mexico under
the emergency drawing and for the new arrangement would total
SDR 909 million, equivalent to the amount not drawn under the extended
arrangement-—78 percent of quota. The emergency drawing absorbed
SDR 291 million, leaving SDR 617 million-—-53 percent of quota--to be
phased in four similar purchases. Mexico might also qualify for
compensatory financing of an export shortfall during 1986 for as much as
86 percent of quota (SDR 967.4 million) but this will partly depend on
the future outlook of the petroleum market and the timing of the
approval of the new arraﬁgement in order to fulfill the requirement of
cooperation with the Fund. In that event the total entitlement under
any CFF drawing might have to be adjusted to avoid double compensation
with the emergency drawing. The last Article IV consultation discussion
on Mexico was held on June 6, 1985.
II. Background

Mexico's performance during 1985 was much weaker than programmed.

The public sector deficit reached 8 1/2 percent of GDP, double the



proportion envisaged in the program. Net domestic assets of the Bank of
Mexico increased sharply and net international reserves declined by
US$3.4 billion . The strong surplus Iin the external current account
virtually disappeared. As the official capital was 1n virtual balance,
the strong reserve decline reflected a net private capital ocutflow close
to USS$4 billion.

The authorities introduced a managed float of the controlled
official exchange rate at the end of July 1985--following a devaluation
of 17 percent——and authorized commercial banks to operate in the
parallel market through exchange houses. At this time, a widespread
liberalization of import permits was also enacted. For the year as a AV

whole, the effective real depreciation of the Mexican peso reached

e sct——

almOSt_EZ“EEEEEBE: The differential between the exchange rates in the
controlled and the free markets reached almost 50 percent by October but
declined to about 23 percent by the end of the year.

Economic activity expanded at 4 percent (a faster pace‘than
contemplated in the program) and inflation accelerated and reached
64 percent by December compared with about 59 percent in 1985 and with
around 40 percent contemplated in the program.

ITI. Macroeconomic policy

The Mexican authorities have prepared a budget for 1986 aiming at a
f the overall borrowling requirements of the public sector to
about 5 percent of .GDP. The bﬁlk of the adjustment is to fall on
expenditures, with emphasis on current outlays. The budget assumes a
reduction in the rate of inflation to 530 percent and a decline of about

1 percent in real GDP. Key assumptions behind this scenario are the

S
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price of crude petroleum at US$22.5 per barrel and exports at
1.5 million barrels per day on average for 1986.

On the monetary front, the authorities project a decline in
monetary aggregates in real terms of about 11 percent for the year as a
whole. The contraction in total credit in real terms allows for an
accumulation in net international reserves of about US$1l.1 billion. The
current account of the balance of payments is projected to register a
small surplus (US$0.3 billion) similar to that in 1985. Net official
capital inflows are contemplated to reach US$4 billion--required to
finance the public sector--but private sector operations (including
errors and omissiohs) are expected to result in a net outflow of around

US$3.2 billion.

IV. Policy issues

During the discussions in Washington with Mexican officials the
staff has raised a number of issues with reference to the budget and
other projections submitted by them for 1986. Stress was laid on the
need for prompt positive results under the 1986 budget. The authorities
have yet to present the detailed projections that yould confirm such
objectives. The biggest challenge in achieving rapid adjustment in the
fiscal accounts will be in assuring implementation of the expenditure
‘cuts. There remain important questions concerning contingency plans
that will be needed to cope with the fall in petroleum prices below the
level assumed. The staff has noted that a shortfall in fiscal receipts
from the petroleum sector would need to trigger further adjustment

eonhwscvey

measures and that plans should be developed for this purpose. A fall of

USS1 dollar per barrel in the price of oll represents about US$590 mil-



lion at an annual rate in forgone revenues. Working with an assumption
of an average price of o0il of US$15 dollars per barrel for 1986 would
represent a loss of US$4.4 billion or the equivalent of about 2 1/2 per-
cent of GDP on a yearly basis.

The staff has proposed to raise the target of accumulation of net
international reserves for 1986 to at least US$2 billion. This target,
if sﬁffi;ient room for the growth of private credit is also to be
provided, will require the pursuit of sufficiently flexible interest
rate and exchange rate policies. The staff has also insisted on the
need to unify the two exchange markets in order to eliminate the dis-
tortions still present. The staff believes that if the proposed
monetary and fiscal policies are in place, the current account surplus
should be larger and private capital outflows would be smaller than
calculated by the Mexican authorities. Consequently, even allowing for
a larger accumulation of international reserves than envisaged in the
Mexican program, financing requirements for the public sector would be
around US$3.1 billion (under the assumption of oil prices at US$22.5 per
barrel).

V. Relations with IBRD

The Bank is currently negotiating a Trade Development Program Loan
of about US$500 million in support of Mexico's trade liberalization as
well as a second export development loan of about US$250 millionf A
reconstruction loan is also being contemplated. Gross disbursements in
1986 could reach US$1.1 billion for a net contribution of US$0.8 bil-
lion. The Bank and the Fund staff have been in contact in discussions

in a number of areas including the macroeconomic framework and the



medium~term scenario, but important differences remain, with the Bank
staff projecting a higher profile of infl§tion, fiscal deficits and
financing needs than the Fund staff; the work that the authorities are
doing with the Bank in the area of trade policy will be incorporated
into the adjustment program. Following Mexico's request to join the
GATT, the authorities have been reluctant to commit themselves to
further trade liberalization beyond £he ﬁeasures adoptea last July on
the grounds that they do not want to reveal their hand before the
negotiations with the GATT. This attitude seems to be causing some
delays in México's negotiations with the Bank on the Tradé Development
Program loan.

VI. Relations with commercial banks and other creditors

The signing of the MYRA was completed on August 29, 1985. An event
of default éould have been declared since Mexico was not in compliance
or had not purchased the total amount of resources available under the
extended arrangement. So far, banks have given no signs of invoking
this clause and the resolution of this issue will hinge 6n a new agree-
ment with the Fund. 1In dctober 1985, banks accepted to roll over for
6 months US$§950 million corresponding to the prepayment of the jumbo
loan of 1983. Before the fall in oil prices of late January~eatly
february, Mexico was requesting US$2.5 billion net (US$3.7 billion
gross) from commercial banks as part of the financial package for
1986. Assuming no chanée in the net exposure to the private sector this
lending would represent an increase of about 3.3 percent in bank's expo-

sure to Mexico in 1986. Reflecting a large current account surplus and



smaller p%ivate capital outflows, staff projections envisage net dis-
bursements from commercial banks to the public sector in Mexico of
US$1.6 billion in 1986 corresponding to gross drawings of US$2.8. This
1s to cover US$250 million of amortizations due in 1986 under the MYRA,
and the restructuring of the US$950 million prepayment of the 1983
loan. Mexican officials met with the Steering Committee of commercial
banks on February 4, 1986 to discuss the impact on the economic program
of the recent steep decline in o0il prices and the timing of substantive
discussions on the financing requirement for 1986.

In the discussions with the Mexican authorities the banks have
ralsed the question of a MYRA with official creditors under the Paris
Club. In the past, the Mexican authorities have resisted such a
restructuring so as to not impair access to new credits, and have kept
payments on such deﬁts current.

VII. Medium-term outlook

Mexico's outlook for the medium-term is extremely uncertain and
will hinge on the behavior of petroleum prices. The scenario presented
in Table 1 is based on the parameters of the December WEO——ingluding an
average petroleum price of US$22.5 per barrel for 1986--and assumes that
Mexico continues pursuing appropriate policies. During 1937—88, the
fiscal deficit averages.3 1/2 percent of GDP per year and inflation
drops from 50 percent in 1986 to 12 1/2 percent in 1988. The‘external
current account remains virtually on balance and public sector external
financing requirements are estimated at about US$2.4 billion per year.
By 1989-90 the economy recovers tfaditional.growth rates of 6 percent

per year, Inflation approaches that of trading partmers, and the public



sector deficit is equivalent to about 3 percent of GDP. Under these
circumstances the external current account evolves toward a deficit of
around one half of 1 percent of GDP, private capital flows turn
positive, and net external financing needs of the public sector are

estimated at about US$2.7 billion.
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HERICO - MEOTUS TERM BALANCE OF PAYMENTS PROJECTIONS --
“{In billions of US dollars)

1985-Rev. 1986 1987 1968 1989 190 1M

CURRENT RCCOONT 6.3 1.4 61 -6 1.5 -20 -8
Trade balance 58 10,0 8.6 8.3 7.9 7.5 7.4
Exports 29 B2 A1 KBS LT B4 R0
Inports 431 132 55 105 4198 -3 -6
Factor income %0 -85 -9 -8 -u9 81 B2
0f which:int.pnts.on pub.debt -2.3  -2.00  -69 69 .0 -2 -3
Dther serv. & transf, -0.5 B N . R
CAPTTAL RCCOUNT -3.1 0.6 1.0 2.1 30 3 .
Official capital 0.3 3.1 2.3 2.5 2.7 2.7 .
Private capital -40 -5 -3 <04 0.3 1.0 1.9

NONETARY RUTHORITIES (Increase~ 3.4  -2.0  -1,1 -4 -L§ -7 -1

HEHORANDIY ITEMS:
Current acct. as ¥ of BDP

At 1979 real exch.rate 0.1 0.6% 0 -0 0S8 -0t -0
fit current exch.rate 628 082 b.t4 0.3 -0.68  -0.82 1.0
bross reserves,end period 1/ :

In hillions of dollars 4,5 7.2 8.1 9.1 9.9 10,9 124
In months of inports & int.pye 2.3 3.8 3.9 4.1 4,1 41 4.3
In nonths of imports 4.1 6.5 6.3 6.2 6.0 5.9 6.0
Imports/G0P -5.8 5.7 <66 68 -t 1.3 -3
Noneil exports/GOP 3.7 4.1 1.4 4.5 4.6 4.6 4.6

Source: fund staff projections
1/Excludes gold and payments agreements
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SYNDIGATED'EURO:

Mexico

A b_reakth-rough FRN-based debt reorganisation

In what bankers are characterising as a potentially important step in the way that
debt restructuring is handled, a plan is underway to transform the external banking
dollar debt of Mexico's Ualores Industriales SA — Grupo Visa — into floating rate

notes.

Grupo Visa is Mexico’s second largest industrial conglomerate. It ran into deep’

- trouble on its external borrowings —

totalling just over $1bn and almost wholly in

the form of dollar bank loans and credits — after the drastic devaluation of the peso
hich accompanied Mexico's debt crisis of August, 1982.

A proposal is now being made to Visa's 70 bank creditors, chiefly in the US, Canada

and Europe, to translate these loans into FRNs. Continental Illinois is chairman of

the steering committee of bank creditors.

“The proposal for an FRN base for Grupo Visa's debt is now in the process of being
approved by all of the creditor banks,” a US banking source said Friday. While
details of the scheme remain to be resolved in fine detail, reaction among some

creditors is said to be very positive.

The main rationale for employing FRNs is that debt in this form is capable of being
exempt from Mexico's withholding tax. Another - factor is that such notes may allow
Visa's debt to be extended into longer maturities. Additionally, FRNs would

contain roughly the same form of indentures and safeguards as bank loans.

At this stage, it is not clear how many FRNs will be floated for the rescheduled debt.
It may be as few as two, or as many as five. The banks are also working on the
number of FRNs which would finish up as essentially US domestic instruments and
the number needed as “Euro-FRNs”, because of the presence of foreign bank
creditors. Consequently, the issue of the spread on the floaters has not yet been

resolved.

Another key point of the FRN scheme also remains unclear — whether banks

holding the paper would be able to dispose of them in a secondary market, either
formed by the 70 creditors or available in the financial markets generally. If such
disposal at a significant price discount is possible, it-could contain problems for the
US banks, in classifying the health of these facilities with the SEC and US regulatory

bodies.

Says a US source: “We have not yet determined if there will be a secondary aspect,
and this is obviously a sensitive point with US creditors in particular.”

The banks claim that, by transforming the debt into FRNs, they are not attempting
to gain prior treatment over other classes of creditors. In most sovereign debt

|\ reschedulings around the world, FRNs have been up to now exempt —

as opposed

laiming that FRNs should necessarily have preferential treatment. They generally

to bank loans. Says the US source: “I don’t think that legally there are grourds for

on’t get rescheduled because public debt is such a logistical nlghtmare to

refinance.”

e whole shape of the Grupo Visa debt reorganisation should be in place by
( dJanuary, a::!:ouid mark a unique milestone on the tortuous global debt
i d. While it applies to a corporate situation, it will encourage the
major banks in New York and elsewhere which believe more flexible rescheduling

techniques should be employed in connection with sovereign debt problems. One of

the world’s largest banks is working on a plan to apply the FRN formula to at least a
portion of Brazil's near-$100bn of foreign debt.

Bolivia
The Steering Committee has received
$17.5m from Bolivia in payment of 2

instalments of $30m that remains
outstanding. The money has still to be

actually received by the creditor banks.

On December 15, a third instalment is
expected to be paid by the Bolivians.

Uruguay

The final drawdown of the $240m new

money facility is being made by Uruguay.

The loan was part of a $869m
RESCHEDULING package which was signed
on July 29. The RESCHEDULED amount
includes short and medium term debt of
the public sector maturing in 1983 and
1984.
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A £15m line of credit, supported by the
UK Export Credits Guarantee Department
(ECGD), is being extended to Pemex. The
loan is being provided by Bdring Bros
heading a 5-bank syndicate. These are:
Bank of Scotland, CIBC, Grindlays Bank,
Lloyds Bank, Royal Bank of Scotland.
Proceeds are to assist in the financing of
the supply of UK capital goods and
services in connection with the operation
and development of Mexico’s oil, natural
gas, refining and basic petrochemical
industries.

Pemex sterling line

Chile

Last Monday morning saw the receipt by
creditor banks of the long awaited model
RESCHEDULING package which refers to
Banco Central de Chile’s debt. The
documentation, once approved, will be
used for all the other Chilean public sector
RESCHEDULING. It lists the names of the
borrowers, the amounts owed, the terms
and conditions of 2-1/8% above Libor or
2% over the higher of the Agent’s prime
rate or adjusted CD rate, the Agent
inovled in each loan and proposed signing
date. The Republic of Chile acts as
guarantor for each borrower. Out of a list
of 20—25, the first 5 are: Banco Central
de Chile with just under $50m of debt,
CAP ($120m), ENDESA ($195m),
Banco de Chile ($452m), Banco de
Santiago ($520m). These 5 together, in
fact, account for around 53% of the
country’s public sector indebtedness. The
Agent of each old loan will approach the
lending syndicate and propose a deadline
for the creditor banks’ acceptance to the
documentation. Chile hopes to be able to
draw down the $300m remainder of its
new money facility by December 31, but
in order to do so, signing of 40% of the
debt to be RESCHEDULED should be
attained.



T [ TSR
T T

L

)

o

INTERNATIONAL MONETARY FUND /\

2/14/86

Mr. Finch
vMr. Watson

You may already have the
attached, but Mr. Rhodes gave
them to me during the course
of a conversation the other
day.

Attachments

Richard D. Erb

T
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- authorized, which notice shall specify each Credit (or

.-is not transferable on the registration books of such publig.

terms sub]ect to redemption on a basis more favorable to such

5-16 -

European Currency Unxts due on such date and (b) the sum of “° -

‘the Dollar Equivalents (as defined in the definition of

European Currency Unit) on such date of all Specified
Component Amounts (as so defined). : :

SECTION' 5 1t. Cagztalzzatlon of Credlts (a) ;
General. Subject to written agreement between the Obllgor

and any Bank and subject to all required Mexican. governmental
authorizations, 1nc1ud1ng authorization by the Mlnlstry of =
Finance and Public Credit,..the National Commission on Forelgn
Investment and the Ministry of Foreign Relations of" the. S
United Mexican States, all or a portion of the Credits held
by such Bank may be exchanged for Qualified Capital Stock. '
The Obllgor and such Bank will promptly notify the Serv1c1ng g
Bank in writing of any such agreement that has been so A

portion thereof) to be exchanged for such Qualified Cap1ta1
Stock. Upon delivery of such Qualified Capital Stock by or..
on behalf of the Obligor to such Bank or its designee,
(1) each Credit (or portion thereof) in respect of which such
Qualified Capital Stock is delivered shall cease to be a
“Credit” and "External Indebtedness” for all purposes of this
Agreement and the Obligor shall have no further obligatiomns
in respect of any such Credit (or portion thereof) and ' -
(ii) the Obligor and such Bank shall deliver to the Servicing

- Bank a Correction Notice reducing the principal amount of -

each such Credit by the principal amount exchanged for such -

‘Quallfmed Capital Stock. - ?l

{b) Qualified Capital Stock. For purposes of this
Section, "Qualified Capital Stock" means capital stock of any
Mexican public sector entity or Mexican private sector
company (i) which is issued in registered, certificated form =
in the name of such Bank or a Person designated by such Bank . . -~
which is not a Mexican Entity (as defined below), (ii) which - . -3

sector entity or prlvate sector company before January 1, -
1998 to any Mexican Entity and the certificate of which bears'
a legend with such restriction, (iii) which is not by its

Bank or its designee than the amortization of the Credit or:
Credits exchanged for such capital stock, (iv) which is not:
entitled to guaranteed dividends payable irrespective of. ;?
earnings and profits, except as expressly contemplated by -
Article 123 of the Ley General de Sociedades Mercantiles, and
(v) which is not convertible into any instrument or security.:
other than Qualified Capital Stock. As used herein, the term
"Mexican Entity" means any Person who, in the case of an
individual, is a resident of or, in the case of an entity,
has its principal place of business in the Unlted Mexlcan
States. N ) . S




IBRD PARTICIPATION IN THE BAXKER INITIATIVE

IN CONNECTION WITH THE BAKER INITIATIVE, IT IS ANTICIPATED
THAT FOR AT LEAST SOME LARGE DEBTOR COUNTRIES ADDITIONAL
LARGE SYNDICATED LOANS TO THE DEBTOR COUNTRY ITSELF (THE
CENTRAL BANK OR OTHER OBLIGORS UNDER THE REPUBLIC GUARANTEE)
WILL BE REQUIRED. THE BANKS BELIEVE THAT, CONSISTENT WITH
SECRETARY BAKER'S SPEECH, A CENTERPIECE IN THESE PACKAGES,
IN ADDITION TO THE IMF, WOULD BE A SUBSTANTIAL INCREASE IN
THE ROLE OF THE IBRD AND A CHANGE TO SOME EXTENT IN ITS
RELATIONSHIP WITH THE COMMERCIAL BANKS. IN EFFECT THE BANKS

ARE LOOKING TO BUILD A NEW AND ENHANCED PARTNERSHIP WITH THE SETE

WORLD BANK.

WHILE WE UNDERSTAND SPECIFIC ISSUES WILL BE HANDLED ON ,
CASE-BY-CASE BASIS, WE WILL ALL BE WORKING UNDER SEVERE TIME
CONSTRAINTS. THUS THE BANKS BELIEVE THAT IT,IS IMPORTANT TO
ADDRESS AS MANY OF THE ISSUES AS SOON AS POSSIBLE. THE
BANKS BELIEVE THAT THE FOLLOWING REPRESENTS ESSENTIAL NEW
ELEMENTS OF THE IBRD PARTICIPATION. .

l. IBRD WOULD SUBSTANTIALLY INCREASE THE RATE AND MAGNITUDE
OF ITS DISBURSEMENTS (INCLUDING DISBURSEMENTS TO THE
COUNTRIES COVERED BY THE BAKER INITIATIVE). ’

2. A COMPREHENSIVE IBRD STRUCTURAL ADJUSTMENT/POLICY PROGRAM
SHOULD BE DEVELOPED FOR EACH SUCH DEBTOR COUNTRY WHICH
WOULD BE CONSISTENT WITH THE RELEVANT IMF PROGRAM AND
INCLUDE INPUT FROM THE COMMERCIAL BANKS WITH RESPECT TO:
SUCH PROGRAM'S GOALS AND OBJECTIVES. IT IS ANTICIPATED
THAT - THE COMMERCIAL BANK VIEWS WOULD BE OBTAINED THROUGH
CONSULTATIONS BY THE IBRD WITH THE RELEVANT COUNTRY . .
ADVISORY COMMITTEE FROM AN EARLY POINT IN THE DEVELOPMENT

OF THE IBRD PROGRAM AND THROUGHOUT ITS REVIEW AND APPROVAL
PROCESS. '

3. THE CO-FINANCING PROGRAMS SHOULD BE EXPANDED. IBRD
STRUCTURAL ADJUSTMENT LOANS, POLICY LOANS, SECTORAL

. LOANS, TRADE LOANS, ETC. OUGHT TO BE ELIGIBLE FOR
INCLUSION IN CO- FINANCINGS. ' A _

4. TO THE EXTENT THAT IBRD GUARANTEES ARE TO BE UTILIZED,
SUCH GUARANTEES SHOULD BE MADE MORE COMPARABLE TO A
CUSTOMARY COMMERCIAL BANK GUARANTEE. 1IN ADDITION, THE

- IBRD WOULD NOT BE SUBROGATED TO THE RIGHTS OF THE BANKS

"UNTIL THE BANKS HAVE BEEN FULLY REPAID PRINCIPAL AND -

. INTEREST ON THE GUARANTEED LOAN, "THE CO-FINANCING LOAN _
AND/OR ANY ADDITIONAL COMMERCIAL BANK LOAN TO THE BORROWER
UNDER THE PROGRAM WITH OR WITHOUT IBRD PROTECTION. 0



5. THE DEFAULT PROVISIONS OF THE IBRD LOAN (SAL, POLICY

~ LOAN, ETC.) SHOULD CONTAIN CROSS-DEFAULTS TO THE COM- -
.. “.MERCIAL BANK LOANS IN THE PROGRAM (INCLUDING ANY GUAR-
. ANTEED LOAN, CO-FINANCING LOAN AND ANY ADDITIONAL COM-
{ MERCIAL BANK LOAN TO THE BORROWER UNDER THE PROGRAM WITH
- OR WITHOUT IBRD PROTECTION)}. THE PROVISIONS OF THE IBRD
'* STRUCTURAL ADJUSTMENT POLICY LOAN AND THE COMMERCIAL
.~ BANK CO-FINANCING LOAN SHOULD PROVIDE FOR SHARING OF .
\ PRINCIPAL AND INTEREST PAYMENTS ON A PRO-RATA BASIS.

THERE ARE ALSO PROVISIONS IN EXISTING IBRD AND COMMERCIAL
BANK LOANS, SUCH AS CROSS-CONDITIONALITY OF DRAWDOWNS, WHICH
WILL CONTINUE TO BE OF GREAT IMPORTANCE TO BANKS AS REGARDS -
FUTURE FINANCING BY COMMERCIAL BANKS. IT MAY ALSO BE WORTH-
WHILE TO CONSIDER NEW VEHICLES TO FACILITATE. INCREASED :
COOPERATION BETWEEN THE IBRD AND THE INTERNATIONAL BANKING
COMMUNITY. OBVIOUSLY, THE INTER-RELATIONSHIP OF THE PARTS
OF A PARTICULAR TRANSACTION WILL BE EXTREMELY IMPORTANT TO
THE OVERALL STRUCTURE OF ANY SPECIFIC COUNTRY FINANCING
PLAN.

DECEMBER 23, 1985

BN
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MEXICO

1. Relations with the Fund =
* SR
On December 23, 1982 the Executive Board approved Mexico's use of

Fund resources for an amount of SDR 3,611.25 million (450 percent of
quota), including SDR 200.6 million under the first credit t;anchg and
SDR 3,410.6 million under an extended arrangement for the three-year
period ended December 31, 1985. Mexico purchased SDR 2,207 million
during the first two years of ﬁhe arrangement, representing the entire
entitlement for that period, and SDR 295.8 million following the
approval of the program for the third year of the arrangement in June
1985. IBecause of noncompliance with quantitative performance criteria,

Mexico has not made the purchases scheduled for end-August and end-

" November 1985; a total of SDR 907.9 million remained undrawn under the

arrangement as of December 31, 1985,

Mexico has requested a purchase for SDR 291.375 million (25 percent
of quota) under the Fund tranche policies for émergency assistance
following the September 1985 earthquakes. This request is scheduled to
be considered by the Executive Board on January 10, 1985. 1In their
letter réquesting the emergency assistance from tﬁe Fund, the ﬂexican
authoritiés have indicated their intention to seek Fund support for’
their 1986 economic program in the form of a stand-by arrangement.
Following a visit of Mexican officlals to the Fund in mid-January a Fund

mission is scheduled to visit Mexico in late January to negotiate such

an arrangement.




2. Relations with the IBRD

The World ﬁank has been studying ways to increase its lending to
Mexico. The attached téble assumes that net disbursements from the
World Bank would increase by some US$600 million in 1986 over the level
achieved in i985. This increase would reflect partial disbursément in
1986 of a reconstruction loan (for US$300 million), which is being
processed ﬁy the Bank, a new development program loan (for US$500 mil-
iion) and a second export development loan (for US$250 million) which
are currently under negotiation. The latter two loans are likely to
have a more répid.disbursement rate than the reconstruction loan. The
disbursements from the IBRD foreseen for the period 1987-88 have been

projected on the basis of the loans already in existence or in the

_process of belng negotiated; should there be additional development

program lcéns during this period, disbursements would be ralsed above

the levels shown in the table.

3. Relations with commercial banks and other creditors

The attached table assumesvfhat net disbursements from commercial
banks to Mexico will amount to USS$L biilion in‘1986, US$1.8 billion in
1987, and US$1.9 billi?n in 1988. Gross drawings from commer%ial banks
in 1986 are projec;ed to amount to US$2;8 billion, in order to cover

US$250 million of amortizations due in 1986 under the multiyear restruc-

" .-turing agreement, the restructuring of the US$950 million prepayment'of

a 1983 loan which had been Tolled over for six months following the
September earthquake, and some US$600 million of amortizations due on

}oans outstanding to the Mexican private sector. Projections for 1987

and 1988Atake into account the amortization schedules established under




the 1984 multiyear restructuring agreement. Under the terms of that
agreement, a total debt of US$48.7 billion falling due in 1985~-90 was
restructured over a l&é-year period.

Disbursements in 1986 from commercial banks to the Mexican pubiic
sector shown in these projections are smaller than the US$2.5 billion
net financing requested by the Mexican authorities in their commuﬁica-
tion to commercial banks of October 1, 1985 (which was later reiterated
in a meeting held in New York in early December). The difference
between our‘projection and that of the Mexican authoritles 1is based on
our expectatiogs that the banks will not disburse in 1986.the full
amount requested by the authorities because the arrangements with the

Fund and other creditors will not start before the second quarter of the

. year.

With regard to other official lenders, it is possible that the
commercial banks will request an Increase ian offlclal lending if they‘
were to provide additional fresh money in 1986, In their discussions
with the Mexican authorities, the banks have raised the question of a
nultiyear restructuring of the debt covered by the Paris Club. In the
past, the Mexican authoripies have resisted such a restructuring, so as

not to impair access to new credits, and have kept payments on such debt
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Table 1. Mexico:

Selected Economic Indicators, 1984-86

1984 1985 1986
(Annual percentage changes, unless otherwise specified)
GDP at constant prices 3.7 3.9 -1.0
CPI index (December—-December) 59.2 67.8 50.0
Export volume ‘ 7.3 -5.2 2.9
Import volume . 26.1 17.9 -2.0
(In percent of GDP)

Public sector deficit -6.2 -8.3 -4,2
Gross 1nvestment 20.3 20.5 22.9
Current account balance 2.3 -0.4 0.1
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Table 2. Mexico: Balance of Payments, 1984-88

1984 1985 1986 1987 1988
(In billions of U.S. dollars)
Current account balance 4.0 ~0.7 0.2 -0.2 -0.5
Capital account -1.0 -3.3 1.8 1.7 1.6
Net commercial bank lending 1/ 2.5 ~1.1 1.0 2/ 1.8 1.9
(percentage change)3/ (3.4) (~1.4) {(1.3) (2.3 (2.3
Net World Bank lending 0.4 0.2 0.8 0.3 0.3
Disbursements 0.7 0.6 1.1 0.7 0.7
Amortizations -0.3 ~0.4 ~0.3 -0.4 ~0.4
Net lending by other multi-
lateral development banks 0.2 0.2 0.3 0.1 0.1
Disbursements 0.3 0.3 0.4 0.2 0.2
Amortizations ~.1 -0.1 -0.1 ~-0.1 ~-0.1
Net official lending -0.4 ~0.1 0.1 0.3 0.3
Paris Club cae ~-0.2 -0.3 -0.2 -0,.2
Other _3.? "'293 -Ool "‘0.6 —008
Change 1in net international
reserves (increase =) -3.0 4,0 -2.0 -1.5 -1.1
Change in gross international
reserves (increase -) -3. 3.5 -2.6 -1.4 -0.7
0-5 Oo6 -'Ool “004

3
Change in Fund position 1
Change in external arrears : ~0.
Change 1in other llabilities ' 0

l/ Includes lending to private (MLT), public sector, and nationalized banks; except

for

1984 when data are for public sector only.
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2/ The Mexlean authorities have requested a total of US$2.5 billion in net new
drawings from foreign commercial banks for 1986, but in these-projections only USS1 bil-
lion of net disbursements are assumed to take place within the calendar year 1986.

3/ 1In relation to the stock at the end of the previous year.





