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MEMORANDUM
NATIONAL SECURITY COUNCIL

‘April 20, 1982
_INFORMATION

MEMORANDUM FOR NORMAN A. BAILEY
SUBJECT: ROGER W. ROBINSON, JHW®.

SUBJECT: Comments Related to Federal Reserve Staff
Paper on IMF dated 4/5/82 for Meeting of
International Monetary Group on 4/20/82

As per our discussion of 4/19, please find below some brief
comments/questions concerning the Federal Reserve Staff proposal
referenced above after a "once over" reading.

1. Overall, I concur with the general thrust of the paper
proposing some type of new permanent "second tier" facility of
IMF support for the increasing number of insolvent semi-~develope
and developing non-oil producing countries. However, the scope
of the potential "shock" to the international financial system
caused by this rash of sovereign debt reschedulings, in my
judgment, has been substantially underestimated. As a result,
the prescription recommended does not provide sufficient amounts
in the new permanent "facility" to cushion the financial communi
particularly the private commercial banks, from the domino impac
of substantial risk assets frozen in gquestionable reschedulings.

2. In order to achieve a consensus view on the approach
the U.S. should adopt to restructure or enhance the capabilities
of the IMF, a major educating effort will have to be undertaken
concerning the nature of .the emergent challenges confronting the
international financial system. The problem largely involves a
fundamental shift in the method of recycling petrodollars that
has been in force since the @il price hikes of 1973. Commercial
banks (via London merchant banking activities) are withdrawing
rather precipitously from untied balance of payments lending
to the wvulnerable category of countries referenced above due
to having largely reached internally determined exposure ceiling: 1d

tl of inardin: risk at+ached +n continued sov g
Le , o at 2d wt tl ir Lt. a2l _ar_ing sow 5
are uncertain and volatile, i.e., >anks cannot bridge

Yugoslavia's financial short-fall if the FRG, UK and Swiss

banks refuse to fully participate and vice versa. Although most
of these vulnerable countries have implemented austere stabiliza-
tion programs, it will probably take between 4~10 years until
the major economic adjustments entailed can close current account
deficits and thereby sharply curtail or eliminate borrowing
requirements. During this "window" period, the IMF, which is



not constrained by consideration for private shareholders,
has to be reinforced and restructured to offset this sharp
reduction in available financial resources.

3. Consistent with the above scenario, the proposed new
permanent "facility" would probably have to be implemented
in tandem with a large increase in quota subscriptions, perhaps
from SDR 60 billion to SDR 125-150 billion. The new permanent
"Restructuring Facility" (possible name for new facility) would
probably have to be at least SDR 25 billion or higher if a
method is found to consolidate other IMF facilities (i.e. SAMA,
the 0il Facility) into the "Restructuring Facility." To support
and "fine-tune" these high figures will require considerable
research,but at this preliminary stage it may suffice to examine
the growing crisis in commercial bank exposure to sovereign
borrowers. At present, Poland, Costa Rica, Senegal and Romania
are engaged in rescheduling discussions with Argentina, Yugoslavi:
the Ivory Coast and possibly Mexico waiting in the wings. 1In
addition, abhout a dozen other countries are either already in
reschedulings or will be imminently. It is probably no exag-
geration to estimate the assets involved at between $75-100 billic
(of course only a portion of this is rescheduled in any given
year). The top U.S. commercial banks probably have between $400-
$1 billion in "classified" sovereign risk assets and therefore are
rapidly approaching the threshold of sustaining substantial
balance sheet damage.

4. The extent of U.S. leverage should be key in determining
our level of support for the structure and size of any new
permanent facility. The impending disruption of the international
financial system is already laced with security dimensions and the
the need for the Administration to differentiate among countries
who are to receive funds, amounts, and terms and conditions (i.e.
Hungary differentiated in Eastern Europe and a fire-wall construct
around Yugoslavia to offset continued Eurodollar market denial).
We should support a "case by case" determination in all of these
categories with particular emphasis on terms and conditions to
discipline economic programs, the level of data disclosure, and
potentially moderate geo-political behavior. Pursuing our policy
objectives within the "neutral" context of the IMF would also
be more palatable on Capitol Hill than seeking untied emergency
aid to countries such as Yugoslavia on an ad hoc basis.

efor






MEMORANDUM NON-LOG /"y
NATIONAL SECURITY COUNCIL A4 ry‘e

¢

April 28, 1982

INFORMATION

MEMORANDUM FOR WILLIAM P. CLARK
FROM: NORMAN A. BAILEY 77¢

SUBJECT: Bank Credit Analyst

Thank you for sending me the April 1982 issue of the Bank
Cr2dit Analyst. The analysis is brilliant and right on track,

I rticularly the following excerpts:

"The U.S. and world economy is now approaching the
moment of maximum danger. A stampede for liquidity

at this point would result in a mass liquidat: 1 of
asset holdings, pushing many prices, al: ady depressed,
to ridiculously low levels. The financial system

would be very quickly bankrupted, followed closely by

a great many property owners and many industrial
corporations . . . . In fact, liquidity would be greatly
reduced, if not eliminated altogether."

* * *

"Mass liquidations have been avoided so far, but without
eliminating the problem. Debt burdens have continued

to mount and the debt structure has become ever more
fragile. . . . The longer such an approach continues the
greater the fraility and the more potentially vulnerable
the financial system and the economy becomes."

". . . for the moment there is a worldwide attempt to

turn back the inflationary tide primarily through the

use of restrictive monetary policy. Only time will tell
how successful that attempt will be, but one thing is sure.
It imposes extreme pressure on the economy, particularly
on debtors, and there is the danger that a very fragile
financial system will break with catastrophic consequences

foar the whnale . « it is not ¢~ ¢
z i ) y aware of the raisks 1t 1s taking."
* * *

"Gradually, piece by piece, the international financial
jigsaw puzzle is coming apart, and in the process destroying
the assumptions on which it was built up in the first place.'



ccC:

"Russia is in no position to bail out Poland and may

yet go into technical default as well . . . . The Russians
have been consistent throughout. If their behavior is

now unacceptable we have to ask why on earth they were
allowed to go into debt on such a massive scale in the fir:
place."

". . . in the present deflationary environment, this is an
extremely dangerous time to try to change direction -- jus:
when the vehicle is starting to run out of control . . .
the major change required is a tightening of the condition:
under which credit is granted, both internationally and
domestically."

"As in the number of technical defaults (reschedulings)
increase . . . the financial sector could become extre :3:1ly
vulnerable."

* * *

"The financial system, both internationally and domestical:
is highly fragile . . . For the moment it looks as though
the system can be held together, although some companies,
countries and financial institutions are likely to go unde:

Henry Nau
Gus Weiss
Roger Robinson

A\



BRAZIL-UNTTED STATES BUSR MEN'S CONFERENCE
Washington, D. C. }( ' | \
May 12 - 13, 1982 [ !
Speech by Antonio Gebauer
Senior Vice President, bbrgah Guaranty Trust Company of New York
President, Brazilian-American Chamber of Commerce
"Brazil: A Banker's Perspective'

In today's increasingly troubled world, international lending
requires thorough analysis of a wide range of interrelated political and
econanic variables if a banker expects to distinguish between more and
less attractive lending opportunities. In my address to you today, I
would like to focus on five of these variables and consider how they
have affected Brazil and how the country has responded to them over the
past several years. First, we must take stock of the country's internal
resources, both natural and human - its assets, if you will. Second, we
need to understand the external enviromment in which the country must
operate. Next, it is essential to assess the manner in which the country
is managing its economy , especially with respect to resource developme
and adjustment to the external envirorment. Fo{xrth, we must consider
the financing requirements arising from both internal policies and

ternal forces as well as the country's ability to service its existing
and projected financial obligations. Finally, we need to appraise the
many  in the 4
its external borrowing activities.

I shall be very brief on the subject of Brazil's internal resources,
recognizing that the people attending this conf u : are quite fi: 1li



with Brazil and th t& e is an abundance of published material on this
particular topic. ! Efice it to say that Brazil has been blessed with a
tremendous variety and wealth of natural resources which very few countries
can match. These include a large land mass, a temperate climate, varied
and abundant mineral depc;sits, vast hydro resources and enough arable

land both to satisfy the domestic demand for food and to export large
quantities of asgricultural products. In addition, the country's population
is large and, by developing country standards, well-educated. These
factors lead the prospective lender to conclude that Brazil does indeed
have the potential to continue its development of a vigorous and diversifie
econany under appropriate management,

lLet us turn our attention, again' briefly, to the second major

variable: the external envirorment and its impact on Brazil. In recent
years, this envirorment has changed rapidly and, in several respects,
adversely for Brazil. Three important developments are especially worth
mentioning. First, world oil prices inax sed over 2507 between the end
of 1979 and early 1981. This imposed a heavy burden on Brazil, which
depended on oil for 417 of its total energy consumption at the beginning
of this period. The country's oil import bill jumped from $4.2 billion
in 1978 to well over $11 billion in 1981, almost a 407 compound anmual

growth rate.

standards and reached record highs in response to relentless inflationary
pressures and the tightening of U. S. monetary policy. The resulting
high interest rates had a severe impact on Brazil, one of the world's

major borrowers. The country gross i1 :rest payments on its external



debt rose from $3.3 billion in 1970 to $10.1 billion in 1981, a 457
compound anmual growth rate. This was well above the 127 compound
armmual growth rate of the country's gross long term external debt over
the same period. '

Finally, industrial countries entered into ¢ momic recession in
1980. This resulted in lower demand for many of Brazil's traditional
exports of agricultural, mining and manufactured products, a decline in
the prices of many commodities w ch Brazil exports and an intensification
of protectionist pressures abroad. Although the recession in North
Arerica may be close to bottoming out and West n Europe is showing
tentative signs of recovery, the tent and speed of e eventual
ecomomic improvement in these countries is far from clear.‘ A significant
pick-up in many of Brazil's export markets will not likely occur until

late this year, and even then may not prove to be very robust.

This constellation of unfavorable external develc nents - increased
oil prices, high intere rates and v k export marl s - combined with
the strong internal growth of the Brazilian economy, produced a sharp
rise in the country's external fi ‘ng requirements and a simultaneous
lessening of its debt servici ility. By late 1979/early 1980,
len¢ s became concerned about Brazil's dor :ic economic management ¢ 1
external financial position. Through its reluc nce to lend and demands
for larger spreads to compensate for the perceived increase in risk, the
international banking community effectively ¢ mmmicated to Brazil the
need to adjust to the changing external conditions.

Brazil met this challenge, although the process of adjustment
proved to be a mixture of campromise and innovation. Consider the case



of energy: although petroleum remains the single most important source
of energy for the country, it has declined as a percentage of total
energy consumption. ‘This reduced depenk ice on oil was the result of
continued efforts by Brazil to implement the energy policies formulated
after the first oil shock of 1973. The fundamental strategy remains the
generation of sufficient foreign exchange to pay for the country's
petroleum imports while at the same time undertaking long term projects
to substitute these imports with domestic energy sources. These projects
inc. de enhanced domestic production of oil, with average annual production
increasing over 177 to 220 thousand barrels per day in 1981, limitation
of the growth of domestic oil consumption, aggressive exploitation of
Brazil's hydro-electric resources and the development of non-conventional
sources of energy, particularly alcohol, coal and, to a lesser extent,
nuc. r energy. Moreover, the country has for several years implemented
a w1-balanced and broadly-! ied import substitution program designed

to render Brazil less dependent on imported steel, non-ferrous :tals,

fertilizers, heavy equipment ¢ 1 pulp and paper.

Unfortunately there is less that Brazil can do to reduce the adverse
effect on its balance of payments of volatile and h 1 interest rates as
they relate to the country's exte ¢ t. Alt has
much discussion 1 ;arding the high spreads which B lian borrowers
nmust pay, their overall effect on the balance of payments is
relatively insignificant compared to that of the high base rates -

LIB_.. and prime. Brazil has, however, made some useful interest



rate-related policy adjustments. In view of the present high level
of @ 1rnal interest rates, the Brazilian govermment has raised domestic

rates to even higher lewvels in order to encourage offshore borrowings

and hence maintain a steady inflow of foreign capital. More specifically,
Brazil has adopted a very restrichvé monetary policy and limited the

exp 3ion of domestic credit, resulting in high real domestic rates.

This policy seeks to maintain the attractiv s of foreign currency,
mainly . llar, financings to Brazilian borrowers. Being restrictive in
nature, it also discourag domestic consumption and has brought rates

of growth to more realistic levels given the country's internal and
external capabilities. This curtailment of da tic economic activity
has :rmitted the country to reduce its imports. This, in turn, has had
a mat 'ial positive impact on the balance of trade and the current

account deficit.

Perhaps the most impressive aspect of Brazil's adjustment to unfavorable
external conditions has been its ability to generate healthy export
grov 1 in the face of sluggish economic activity in the industrialized
nations. Between 1979 and 1981, the value of Brazilian exports increased
from $15.2 billion to $23.3 billion, a 247 compound anmual growth rate --
rem :wable, given the generally depressed econamic conditions abroad. As
a result, the country was able to reverse its $2.8 billion balance of
trade deficit in 1980 to a $1.2 billion surplus the following year.
This performance was achieved through an aggressive export pramotion
program, including fiscal incentives for a wide range of industries and



very at active export financing terms. At the same time, the growth of
imports was held down. Brazil now seems more willing to retrench and
accept lower rates of economic growth in the inter : of containing
import demand. This is evidenced by a 3 1/27 decline in real GDP in

1981 and anticipated future growth rates of 3 to 57 per annum as compared
to a 77 compound anmual growth rate fram 1975 to 1980. The country's
strong export orientation, however, should allow it to take maximm

adw :age of the industrialized economies' eventual recovery and higher
dem: 1 for Brazilian goods and serv]

The international banking community : ponded to Brazil's successful
ady 3 it effort by increasing its lendi to the country. Brazil
borrc :d over $17 billion in 1981, enabling it to meet all of its financing
ne¢ 5 and to increase its level of reserves by 10 million to $7.5
billion at year-end. Moreover, Brazil has closed transactions totalling
$6 billion through the first four months of 1982. Together with a $2
billion carryover from 1981, this represents nearly 607 of the country's
$15 billion external borrowing objective for the current year. The fact
that spreads remain high & not reflect a negative perception of Brazil's
creditworthiness by foreign banks so much as the size of the country's
armmual borrowing requirements, the high level of Brazilian exposure in
most major banks' portfolios and increasi uncertainty in the area of
international lending.

Alt 1 the present international enviromment is somewhat brighter
than the picture I painted earlier, there is little scope for Brazil to
relax its adjustment efforts. Oil prices have:declined and could fall















Brazil's adaptation to tr g and unpredictable international
economic conditions has been truly remarkable. Its officials have
managed the country's financial affairs with the care and discipline
that inspires confidence in the intermational financial commnity, and
continued application of well-thought-out econamic policies should
foster continued growth. The future of Brazil - a nation exceptionally
rich in resources of every kind - from the banker's perspective appears
brighter than ever.

THANK YOU.
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WORED DEBT BURDEN ¢

Total External Debt Debt/Exports De t Service/Exports e
(billions of S Dollars) (Percent) (Petrcent)
1973 1981(1) 8 Change 1973 1981(1) 1973 1981(1)

rotal kastern Rurope

and Non-oil LDCs 106.5 505.2 374.4 89,2 106.8 14.4 22,1
Fastern Europe 9.7 67.2 592.8 93.3 210.0 20.5 58.2 .
Non-oil LDCs (in-

cluding Mexico) 96.8 438.0 352.5 88.8 100.9 14.0 20.6
Brazil 14.0 75.0 435.7 200.0 277.8 35.0 72.0
Mexico 8.5 67.5 694.1 177.1 225.0 36.0 40.0
Argentina 5.0 36.0 620.0 116.2 260.0 27.0 49,9
Poland 2.8 26.0 828.6 112.0 464.3 19.0 157.0
India 10.5 17.3 64.8 297.5 203.5 18.7 11.7
Korea 3.8 16.7 339.5 85.4 72.3 15.1 12.3
Algeria (2) 2.9 16.0 451.7 119.3 106.8 12,2 23.9
Indonesia (2) 5.2 14.9 186.5 158.8 67.3 6.3 8.0
Turkey 3.0 14.9 396.7 94.1 223.2 6.8 11.6
Egypt (2) 2.2 13.1 495.5 156.5 142.0 40.2 18.9
Israel (2) 4.5 12.6 180.0 152.7 118.2 16.0 11.2
Venezuela (2) 1.5 10.9 626.7 29.9 48.6 6.0 13.2

Exposure of U.S. Banks(3) Exposure of European Banks(3) U.S. Bank Exposure as

(Billions) (Billions) Percent. e of Total

Latin America 55.5 92.9 37.3
Other Non-oil LDCs 28.9 69.9 29.3
Eastern Europe (ex-

cluding Yugoslavia 5.1 37.9 11.9
Yugoslavia 2.6 7.9 24.8
Poland . 2.1 12.6 14.3
Brazil 15.2 31.2 32,7
Mexico 18.1 28.5 38.8
Argentina 7.5 15.5 32.6

(1) Country data is for 1980 with the exceptions of 1981 data estimated for Mexico,
Brazil, Argentina and Pola 4.
(2) Bxcludes debt of private sector entities.
(3) Ihcludes auarantees. Data as of June 1981. )
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i GUIDANCE
(White House, tmeni of Energy, State,
Treasury, Fe« :ral Reserve)

The United States will have no press announcement or
Conference concerning the modification of the existing
contract between PEMEX and the Department of Energy for

purchase of crude for the Strategic Petroleum Reserve.

If asked, the following points should be .nade for

the press:

1. The agreements reached this weekend were
a modification of the long-standing
United States-Mexican crude purch: =

arrangement.,

2. The arrangement was modified simply to
provide an expansion of the purchase
capabilities by the Department of Energy,
and which provided an opportunity for an
advance payment the Mexicans wished at

this time.

3. The mix of Isthmus and Maya crude was

4. As part of the agreement, the Mexicans
secured a commitment from the United States
for $1 billion in CCC credits during the

fiscal year beginning October 1, 1982.



MEMORANDUM 6014
NATIONAL SECURITY COUNCIL

August 24, 198

INFORMATION

MEMORANDUM FOR WILLIAM P. CLARK
FROM: NORMAN A. BAILEY%

SUBJECT: The Course of the U.S. Economy

Please note that when Chairman Volcker looked into

abyss and flinched, i.e., lowered the discount rate
markets responded immediately. As I have frequentl
before, the element of the Administration's economi
that has been missing all along has been the moneta
fear is that Volcker has waited too long; that the

position of the Al :rican economy has become so impa
his last-minute injection of liquidity will not pre
financial crisis.

The whole affair, however, emphasized the peremptor
for reform of the federal reserve system. That the
not to mention the Western world's economic (and th
social and political) future should be subject to t
whim of Volcker and his colleagues is simply unacce

cc: Tom Reed
Carnes Lord
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