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Burns "ﬁg@ u&mgéj I thought it best to take up an executive session .

One is to discuss a little the Mexican situation and what . the

+

Sub—committeelof this committee has been pp to and the second is to, the
second item that I wish to discuss with the Board is Mr. Reussis;request
for the minutes of reserve bank board méetings. Now let me say a little
about the Mexican situation and then call on Mr. Wallich to talk to you
. 0w oWy

about developments there and aroumd relation to those developmeg#s and

- perhaps in detail. As you may recall wé have a swap facilitj éé Mexico
and Mexicp can draw on us up to $360 million such a drawing was made
earlier this year, and-that amount was later repaid or rgpaid recently.
The originial 1oan‘to Mexico of $360 million was not made by us with

due deliberation with = due CaRE. W< .acted I think a little

mechnically, there was this arrangement they asked for the money a

we asked a few questions, grumbled a little and just went alonU.
The fact of the matter is that we are very poorly informed about
financial condition and I'm not progd of the way in which we have
conducted oursglves. I'm not talking about the decisions, I'm talking
about the amount of degree of knowledge, the amount of information we

had at the time we made the decision. Now since then we have taken
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strong steps to familiairize ourselves eaxrly with the situation in

va NV )
Mexico awmd—=xx<te current basis but to keep up to date records as through

’

as we can make them for each of the countfies with which we have a swap
arrangement.gnd we are far better organiged today to dgal with a £équest
for a loan or a swap drawing than we xxE were previously. Now there was
a time when swap drawings were virtually automatic. The, our attitude

has changeQ)mine certainly has, when Britian came in earlier this year
3,

the initial request was for 3 billion dollars. Without going through

the détails, I agreed with the British on the sum of $2 billion’

indicated we would not go above that, and then I mmEkx went to
Treasury, and asked the Treasury to become our partner. The reas

once
being that Britian is no longer as creditworthy as it/was. And I'm

afraid that is the kind of world we live in as far as axm;gugorrowing
from us much of it is concerned. We have not said anythingbabol; that
publicly and I don't think we should. We would only ps=rs to anxiety

and uncertainty. But I no longer regard the swap facility as being
quasi- automatic, I don't think it should be.  Now I haven't found anyone

who anticipated a depreciation of the Mexican pesec. of 50 per cent or

over. The financial policies conducted by that country have been
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A.scandalous, we were inadequately informed. Well we understand I think

. . .
now the situation in Mexico with reasonable tqéoughness. The Mexicans

3

have now come in fo;?%equest for a new borrowing. The that request

was studied with the ulmost care by your sub-committge. We ha§ one
meeting after another on the issue, raised one question after another

one kind of conversation after another with the Mexicans, one conversatic

71¢/bn3 5’

after another with the Treasury. Weld=i= short of it is that Mexico

. PRYS uGE—“"‘ LO
may be very close to bankruptcy, I mean by that the enoromousfééreignv
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debts Mexico has contracted fis by no means clear that Mexico ill be,ﬁ/
y 1583

able to service these debts and the moritorium tkey need to be declared.
Tle olobtz |
But—that's being rescheduled. Now that would be a most unfortunate
development because our banks are heavily involved in lending to Mexico.
And of course it could set off moretorin_mes%;y around the world.

The taking things all and all, recognizing that Mexico is not ;hgood
borrower, recognizing that any amount that we might loan to Mexico

may not be repaid for some time. The sub-committee still decided
unamiously to make a loan of $150 million and not go above thatl That

is exactly that the Treasury has made available to the Mexicans, so

177.%
we're be;ng partners end that gear just as we were on the British case.
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Now you might wonder why would we make a loan in a case of a cogntr}

the prospects of which are so gloomy and the prospects s#s which in any
event are so highly uncertain. ‘ghe faceé%ﬁat lea me finally to conc;u=
that it was desirable I believe that othe? members of the sub-committee

24 | |
were ggzzzgﬁed by similiar thoughts, was that if Mexico were to
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a moritorium in the near future j&=md receive no help at all:ﬁ%mlthis =

central bank, than we would inevitably share a certain responsibs

i
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that e«t=ps and for the difficulties that would be caused to 6&%2#m414¢q£,
demznds. Now if you ask me am I at all sure that a loan of a $150 millio
by us woulid prevent such a default, the answer is, oh no by no means, its
really a drop in the bucket considering Mexico's enoromous need to
AoV | -
devalue But there isAa new government will come into power and that
of course influenced our thinking to %g%ge and if a reflow of capital
took place Mexico could straighten out its affairs, if a reflow‘doesn’t'

\J;
take place then I am afraid Mexico Wil}Tgown the drain. Now I am going

to call on Mr. Wallich to add to my comments in any ways he see's fit.

w&i?ﬁjiiﬁﬁgﬁ/ ,
Wallich Mr. ChairmanYthere's a great deal I can't add to

what you say, = adequately~ac uatly described the situation of Mexico.

Going into a little more detail, they have moved into a period of un-




¢

. A . . '
certainty about the exchange rate after many years #rem which it was
taken for granted with the exchange rate was stable. As a result, thege
developed in Mexico a great degree of ease of moving ®re—geing dollars
and Pkuﬁm, there is no exchange control, people can maintain do;lar
deposits in Mexican banks, they can take their dollars.ou%?%ge country

oy W3V .
of course. This system wests stability has been abandoned, it comes
very troublesome. The dolla{ée deposited in Mexican banks can befsent

abroad very easily or they can be w1thdrawn in currency, that

reason why we have these heavy currency shipments to Mexico

a form of passzbte flight that is difficult to manage by means of

interest rate policy, the—e%ra&ght policy affects the corporate borrower

but it is not on the whole & the corporate borrower who is taking his

money out ef Mexico, its the individual who has dollar deposifs or even

.ty
wa
:

has pesos saveings and cashes those in and buys dollars. Now in the

ey
face of that, the bank of Mexico, in my opinion nevertheless, i= tried

far toglong and far toohard to hold up the rate. The fﬁnd told them

4BxkX at the begining of the negotiations that led to the last agreement

The Fund boo hode

XEXRX -Upop—whieh~besides 3 missions there this year. The fﬁnd told
50

them that they had concluded that a 4= per cent depreciéfion would be
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needed. The initial depreciation was much less than that. They held

gé SR LAALE LD,
the rate at this level that cost about a billion dollars $ .

:

Finally they had to let go, and went to what is in effect close to 50
per cent depreciation. The peso useito be 8¢ and now it is around 4.
Even then the Mexican central bank xxxX has tried to manage the

and convey a sensation of upward £riend in order to reduce the

flight. They have invested less money in this effort than before, but
they needed additional resni%s, that is fhe one reason for the drawing.

The other reason for the drawing on Treasury and the Federal -Reserve is

ﬂ/W«ufu

that they need compensatiqg balances, they pertreurarity keep mREX 1.2 to
- - MHeae cne

1.6 billion of compensating balances with their various banks beeanse-

them\ exchange reserves. Now these are down into the low hundereds.

kg The Treasury examined the possibility of a swap that would give the

Mexicans only compensatiég/balances that they couldn't in =mxr effect

draw out but it was abandoned because it would create ax mXXgxx -¥legal

problems and there £p no particular strings attached to either the

}
Treasurysor our drawing. We had in the new drawing that was agreed a

shgrp cut back from the originial level of the swap, that level: remains

as being a general authoriziation, but then this particular case instead
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of 360 -wes said a limit of 150 this they wre to take down ints & #%R#QJKL

of 75 each. The second one to occur after they had secured a loan from

H

the bank ofAmerica which is being negotiated 800 million and which

- ]

a-cmduug | Lo | |
forming’ to reports from the Mexicans 3 being signed today. So that

would create the conditions in which the second drawing could be madeJ

He 1T

boesttse drawing was made right after the agreement. We have a new

wrinkle in this swap which gives us a little added protection, although

BRI

. 2 e ' -
I would caution not to overrate it. They had to agree to a maintaince

& ket
of value clause if the peso which fluctuatea in the maré;a should go
down during the period of the 90 day drawing then in the first place
ot <ceeprd, A<Q

they're expected to repax)-ﬁef—éastanne it is by mutual agreement,

agreed nmot to repay s kaﬁw&dg/ﬁi Slaafd

Burns You mean repay at the end of 3 months. \\’ )
Burns e
Wallich _ 3 months. But if we agree that it is to be = over

and if the peso has depreciated at that time they have to put in

Halo

additional pesos so gf the dollar value k=t collateral is<maintained.

v .

Heres o) ‘
In the back of this phzse the thought which I am sure is obvious to them

although we have not made it overt that we could go into their market

- e :
and sell these pesgg; for what they would bring. N;;rSf)course, could
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be up by tha by blocking this account and it is a thing that we woﬁld
hardly do in extremes but the fact that they would have to
take further actien to keep us from doing so I think will slightly
weight the scales in their mind in favor ;ZPAoing what they can ‘ean

to meet their obligation. The Treasury tried to get the similar arrange

" ment into their swap but they found again th;}egal problems defeated
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them so they go without this deubie added protection. Now as to the

future, the Chairman has described the situatién, an¥ new gdvéy'-
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minister. It is hoped that he will inspire confidence. His vi are

not 100 per cent known and there is some aFéyhension even with thaf they

might lean in the direction of the agricultural reform ég otherﬁﬁhings

that would certainly not add to confiéence. The Ehnd thinks that the

situation is ménagqﬁ%able if they decide to do the righ£ thinéit that

is cut down government expenditures and keep wages from rising unreason-
finte

ably. On both’fumds so far they have not performed very well. The

government deficit looks as if it mighp be larger than exbeéted and will

have to be renegotiated with the fﬁnd to perserve the standby, on wages

@) :
the incrgases were larger than‘ﬁre seemingly agreed with the IMF. Other

s
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than that .there is as yet no qpyiouS'impgdiment to continued &y _ability
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of Mexico. They claim that this $800 million loan negotiated after the
devéluation was over subscribed;%}s being signed apparently on schedule
to the date that they have said, although they're ggtting the money a
1ittlé later than they Eéigbled us to believe. They have not yet-
negotiated for next year on the ground that when one is negotiating one
big loan, one must not be negotiating something else. They do have to

borrow something of the order of $250 million a month given that they

ot bet 5

will have something like it—less a $2 billion current account?deficit,
and oqg%ﬁ to restore their reserves =2 by about a billion. That €» not
yet allowe® for any reflows. If they get reflows their situation will
be very materially improved. Total outflows just during this year were
roughfly guessed to have been at $2-1/2 billion. So very large Mexican
v/, . G i
amounts abrqg could come back if there's confidence with great profit

b3
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in pesos to the owners and it depends entirely on the attitudef; the
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new government. ! -ﬁ
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Burns Thankyou very much. #£ there is aot additomg¥Wword

. LppRurgys .
that Id like to say before, F-stays=ia mys@df and Mr. Wallich and other

members of the sub-committee to questioning, these conversations with

iV
Mexico were practically #ncluded by November 7,a Sunday, Sunday evening--—
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November 7. November 8, the morning of Nov. 8 we had a teiephone

conference at which time we took up our.longer range monetary targetsxj—

’

The subject on which I had to testify on the 11th. Therefore it would
have been possible for me to take up this subject of the Mexican:;oan
on the morning of Nov. 8 with members of théFommittee. Now 1 Hesss
thoﬁght long and hard about that, that wuld have been certainly my
intention, my skmEE strong preference&jthis is such a highly sensitive

' . : : &@44{M221#%;J
subject and I'm told that our telephone hookup is not &Gﬁ&&i&#@éeeure.

A L0 -
Therefore I wss decided that®% an occu%k?ould cause great convulsions
Uf(,—z,LQi
that wi=l cause waves all around the world, and I decided therefore not
to do it. NJ@ your sub-committee met continuious with the exceptioné
of Mr. Yolcker whg%g?%gt of the country part of the time, so Mr.
‘.{Q,.,LM .

Volcker was[informed and the sub-committee was entirely unanimous but
I did want you to know this techically could have come before é%é

AUt
Committee and my reason for bringing it up at the meeting on the

8th. -
clor Fedood
é£UL?£4ZAJL/ Ag werification a $150 million : Feserve and $150
//QEEQF\ |
at the Treasury? « ; N
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Burns That's right. ‘\ or
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