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I. THE INTERNATIONAL MANAGEMENT OF THE
DEBT CRISIS. 1982-1987

When the debt crisis broke out in August 1982 there were cbjective conditions
for an international financial collapse akin to those others in history which
have marked the end of cyclical upswings in the flow of private capital fram
developed to developing areas.l/ The wvulnerability of the international
financial system in 1982 is well illustrated by the fragile condition of the
U.S. banks: at the outset of the payments crisis they had loans outstandlng
in Iatin America and the Caribbean equivalent to 124% of their primary
capital. Moreover, the region's payments problems were led by three big
debtors (Argentina, Brazil and Mexico) whose loans alone represented over 80%
of the U.S. banking system's capital. The situation of the nine big money
center banks —-the heart of the U.S. financial system-— was even more critical
as their 1loans to the region absorbed nearly 200% of primary
capital (table 1).

Indeed, in some respects the stage was set for a crisis of potentially
greater proportions than that witnessed earlier in history. To wit, the
international lending that preceded the collapse of the 1930s was typically
undertaken by individual investors who held bonds; hence, defaults directly
affected the wealth of the risk takers themselves. With this, the financial
collapse's effect in the spreading of depression to the real economy was
largely limited to the loss of the investor's wealth and consequent reduced
consumption.2/ In contrast, one or two major country defaults in 1982 would
have severely eroded the capital base of a number of important international
banks. Given the tightly intertwined national financial networks of the
North, this could have been sufficient to destabilize world banking, with
possible devastating consequences for the level of trade and ocutput in the
OECD economies.3/

In practice, however, the internmational financial system proved to be
surprisingly resilient; notwithstanding a seriocus payments crisis in no less
than 16 Iatin American and Caribbean debtor countries, as well as problems in
Africa (e.g., Nigeria, Togo, Senegal, Zaire, Zambia, Liberia and the Sudan),
Asia (the Philippines) and Eastern Purope (Poland, Rumania and Yugoslavia) a
classic financial collapse was avoided. Indeed, up through 1986 the private
banks ironically experienced increased profitability even though they were in
the midst of the worst financial crisis since the 1930s (table 2). Moreover,
those healthy balance sheets helped the banks to dramatically reduce their
exposure in the region relative to capital, thereby substantially assuaging
the world financial system's vulnerability to default by the debtor countries.
Again, the U.S. banks are illustrative; by March 1987 ILatin American and
Caribbean exposure relative to capital had been nearly halved with respect to
1982. The small and medium-sized institutions were especially well placed as
Iatin American and Caribbean loans fell to below 40% of capital (see again
table 1).
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Table 2

EARNINGS OF LEADING U.S. BANKS

(As a percent of total assets)
1980 1981 1982 1983 1984 1985 1986
Net_interest revenue 0.76 0.67 0.67 0.67 0.67 0.67 0.67
Money Center Banks 2.4 2.4 2.9 2.9 3.2 3.2 3.2
Regional banks 3.4 3.3 3.4 3.6 3.9 4.0 4.0
Net income 0.62 0.59 0.58 0.65 0.63 0.64 0.65
Money Center Banks 0.51 0.52 0.54 0.63 0.60 0.68 0.71
Regional banks 0.76 0.67 0.63 0.66 0.66 0.59 0.58

Source: Salamon Brothers, A Review of Bank Performance: 1987 FEdition, New
York, April 1987.

The financial system has so far survived the challenge of systemic
payment problems in the developing world due to an unprecedented co—ordinated
international management of the debt crisis. The officially sanctioned
formula for avoiding defaults and financial collapse is by now well known: On
a case-by-case basis the IMF negotiated adjustment programmes in the problem
debtor countries which acted as a "green light" for the banks to restructure
debts on commercial repayment terms. Mearwhile, the OECD goverrmments
supported the process by encouraging negotiations between the debtors, and the
banks and Fund, as well as by rescheduling goverrment-to—govermment debt
through the Paris Club and extending bilateral loans to camplement commercial
bank and IMF funding.4/ All told, since 1982 there have been four rounds of
reschedulings of ILatin America's bank debt which have involved restructurings
totalling more than US$296 billion and new medium-term concerted lending of
more than US$39 billion. This undoubtedly represents the most massive
reorganization of international debt in financial history.5/

Notwithstanding the evident success in avoiding a collapse of the world
financial system, the officially sanctioned management strategy has
encountered increasing defections by creditors and debtors alike. This in
turn has substantially altered the complexion of the management of the debt
problem as well as the prospects for adjustment and econamic restructuring in
Latin America and the Caribbean.
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1. 1982-1984: Converging interests and concerted
international management

Creditors and debtors instinctively have different individual first
preferences regarding the management of a severe debt service problem. On the
ane hand, prudential interests lead creditors to naturally prefer that the
debtor fully adjust its current account so that debt can be serviced normally
with the aid of little or no new net lending. Debtors, on the other hand,
naturally want to protect their national incame and ocutput and thus prefer new
financing to adjustment, at least in the near term. Clearly, if given the
opportunity to negotiate there is, at least in principle, space for a mutually
acceptable "“second best" solution to emerge between the two parties that
involves same cambination of new finance by the creditors and adjustment by
the debtors. However, historically, such solutions have only been reached
after long, protracted negotiations. This has in turn given full play to the
noted divergent primary reactions of the two parties, often leading to an
explosive situation in which the former has cut off the flow of new loans and
the latter has defaulted under the burdensome weight of unrefinanced payment
obligations. Indeed, default has been a typical component of the "solution"
which also includes a reduction of the market value of debt instruments that
forces creditors to share the costs of an excessive build up of credit.6/

In 1982, however, three circumstantial factors helped to suspend the
classic market solution. First, development in the postwar world economy had
made internmational policy co-ordination and global management of a systemic
financial crisis feasible. Second, that formidable institutional
infrastructure could be effectively mobilized to stave off defaults, because
at the time of the crisis perceptions of self interest on the part of the
major actors =--private banks, creditor goverrments, multilateral agencies and
debtor countries—— caused all parties to converge on the same second best
cormpromise solution to confront the crisis; third, debt was documented in
forms difficult to market presenting, in the initial stage of the crisis, a
reduction in the market prices of debt instruments.

a) International co—ordination

Central banks and finance ministries of the creditor goverrments had
became accustomed to routinely co-operating on glabal economic issues both
directly, as well as indirectly through multilateral agencies such as the IMF
and the Bank for International Settlements. Thus, when the debt crisis broke
out in 1982, intermational channels of communication were open and ready to
deal with it. For their part, private banks -—unlike the bondholders of the
1930s— also had available to them an established institutional procedure for
co-ordinating among themselves to negotiate en bloc with problem debtors to
evade defaults. In effect, private banks, which have an oligopolistic market
structure that permits them to easily identify each cther and commmicate, had
learned to respond to isolated payment problems in developing countries during
the 1970s by forming a Steering Committee to represent their interests in
direct negotiations with the debtor country. By the late 1970s banks had
worked out a standard procedure to avoid defaults: in return for the debtor
country's acceptance of an IMF adjustment programme, the banks agreed to
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relieve debt service through a rescheduling of principal and partial
refinancing of interest payments.

The availability of this international institutional infrastructure
provided an unprecedented opportunity for debtors and creditors to negotiate
an agreement. But to exploit that opportunity they had to first overcame a
major additional hurdle. In effect, the Latin American and Caribbean payments
prablem that emerged in 1982-1983 was so severe that the finance derived from
a rescheduling of principal alone was insufficient to maintain the debtors in
a regular payments status. Yet private banks custamarily refused to reschedule
interest payments.7/ Mearmhile, multilateral financial agencies could not fill
in the financing gap due to the erosion over the previous decade of their
capacity to finance the world's balance-of-payments deficits.8/

A quick and innovative response to the financing dilemma appeared when
the IMF boldly decided to directly position itself between debtors amd
creditors to ensure that a campramise was struck between the two parties
regarding their respective concerns about adjustment and new finance. The IMF
addressed the banks' preoccupation about adjustment and regular payment of the
debt by i) agreeing to monitor the debtor countries' econamic policies
through stand-by agreements and ii) making a regular payments status with
creditors a condition for the debtors' successful compliance with those
agreements. However, in view of the scarcity of its own resources, the Furd
insisted as part of the quid pro quo that the banks not only reschedule
capital, but also commit new loans (termed involuntary lending) designed to
help it finance the stand-by programmes. The banks disbursed their new
credits pari passu with the Fund's, thus effectively linking the availability
of their finance to the successful completion of the successive stages of that
organization's rigorous conditionality.

In its new role the Fund effectively became a "catalyst" for private
financing of problem debtor countries. During the first round of
reschedulings in 1982/1983 the official ex ante formula called for creditor
banks to expand their exposure by 7% per annum on a pro rata basis to those
countries subscribing to Fund programmes. The involuntary loans —-in matter of
fact a disquised rescheduling of interest-- were designed to cover roughly
half of the interest burden. During the first round of reschedulings the
banks comitted US$14 billion of new medium-term money to finance nine Iatin
American countries (table 3). The ex-post increase of the exposure of the
banks, however, was scomewhat less than 7%, in part due to the erosion of
short-term credit lines and reduction of other types of lending.

b) Convergence of interests

The arrangement of such a complex package of rescheduling and new
involuntary loan packages was facilitated by circumstances that induced the
major actors in the debt crisis to suppress their primary reactions and
converge on a secornd best compromise solution.



Table 3

IATIN AMERICA: PRIVATE BANKS' INVOLUNTARY
MEDIUM-TERM IOAN COMMITMENTS a/

Millions of dollars)

Rescheduling exercises

1st Round 2nd Rourd 3rd Rourd 4th Round

1982/1983 1983/1984 1984/1985 1986/1987
Argentina 1 500 cee 4 200 1 950
Brazil 4 400 6 500
Costa Rica 225 .o 75 ces
chile 1 300 780 1 085 b/ cee
Ecuador 430 .o 200 350
Mexico 5 000 3 800 . 6 000
Panama 100 oo cos .
Peru 450 cee cee cee
Uruguay 240 ‘e 45 cee
Total 13 645 11 080 5 665 8 300

Source: ECIAC, Economic Development Division.

a/ Gross loans organized in conjunction with rescheduling exercises. Scme
commitments remained undisbursed because of problems in completing IMF
targets.

b/ US$150 million of which was covered by a World Bank guarantee.
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Once a changed perception of risk in latin America and the Caribbean
pushed the private banks to their points of credit rationing, individual
rationality dictated against new lending. Yet, as mentioned, many banks
——especially the bigger ones— were extremely vulnerable to any defaults that
might occur. Thus when presented with a collective proposal for lend:'mg that
praomised to assuage the so-called "free-rider" problem,9/ it was in the
interests of most private lenders to co-operate with new involuntary lending.

As for creditor govermments, in the beginning of the 1980s many of them
disavowed public intervention in markets and active support of multilateral
lerders. However, when the crisis broke out the urgent need to rescue
damestic and international financial systems from collapse induced them to
quickly rescind their resistance to increased quotas for the IMF and to give
emergency public bridge loans to problem debtors to support their reserve
levels until the banks disbursed new loans. Moreover, behind the scenes, the
OECD govermments cajoled banks -—especially the smaller ones with less
incentive to lend— and borrowers to co—-operate in debt restructurirgs.

Mearwhile, the IMF had traditionally eschewed direct interference in the
marketplace. Its decision to play the role of quasi-referee in the debt
restructurings undoubtedly was influenced by the urgency of crisis. But also
of importance was the opportunity to reassert the position of the Fund in
balance-of-payments financing after that institution had been marginalized by
the great banking expansion of the 1970s.

As for the Iatin American and Caribbean debtor countries, they all
initially co-operated with the official management strategy even though it
ed the classic risk sharing mechanism of default and thereby
effectively shifted to them a greater share of the costs of resolving the
crisis. The debtors! co-cperation was elicited by at least two factors.

First, creditors promised that a quick adjustment of the debtors!
economies would restore creditworthiness and access to credit markets. There
also existed the implicit threat that default would ostracize debtors from
those credit markets and bring costly sanctions.l0/ Thus conventional wisdom
based on a narrow rational economic calculation justified co-operation:
assuming markets are efficient, it was entirely plausible that the present
value of future flows of private credit, less that actual cost of short-term
adjustment, would be greater than the present value of debt service saved by
default less the lost income derived from sanctions.

Secord, broader criteria than narrow self-interest motivated the
cooperation of the borrowing countries. Throughout the 1970s —partly due to
an abundant access to foreign credit-- the Iatin American and Caribbean
countries broadened their integration into the world economy. At the ocutset of
the 1980s latin America also initiated a period of political integration as
manifested by the process of democratization in the region. These developments
reinforced the region's shared values with the North, making debtor
governments disposed to shared solutions through international co-operation.
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Finally, an important glabal factor that contributed to a convergence of
interests for a co-operative solution was the widely-accepted diagnosis that
the debtor economies suffered from illiquidity ——as opposed to insolvency—
and would therefore be quickly pulled cut of trouble by the then
sustained recovery of the world econamy.ll/ In these circumstances it became
more rational for the creditors to attempt "to lend" themselves out of
trauble and for the debtors to accept the short-term costs of adjustment.

2. 1985-1987: Diverging interests and a break up of the coampramise

The first round of reschedulings was followed almost immediately by a second
and third round carried out between late 1983 and early 1985. Private banks
rescheduled US$130 billion of debts and camitted new money totalling US$17
billion. These reorganizations were not without their difficulties, however,
as same of the less exposed banks displayed growing resistance to further new
lending and debtors camplained about the increasing burden of recessionary
adjustment as well as the high financial costs of the restructuring exercises.
Debtors also began to express doubts about whether the commmnication among the
creditors constituted co-operative management of the crisis, or the operation
of a creditor cartel which colluded to avoid bearing a fair share of the
costs of a solution. Indeed in early 1984 the debtor countries responded to
their problems with the initiation of commmication among themselves.l2/ By
mid-1984 communication had gelled into a formal debtors' forum: the eleven
country Cartagena Consensus which facilitated ministerial-level discussion of
issues of mutual interest concerning debt. While the Cartagena Consensus
explicitly disavowed intentions of becoming a "debtors' cartel", fears
nevertheless arose in creditor circles that this might be the eventual outcame
of the co-operative efforts.

The creditors contained the centrifugal forces emerging in the debt
crisis by making concessions to the debtors: at the urging of their home
goverrments, the banks lowered commercial spreads and fees on the debt
restructurings as well as granted much extended maturities and consolidation
periods on those operations.13/ By the third round of reschedulings, the
negotiated cost of credit had fallen well below the extraordinary high levels
registered in the first round of negotiations; indeed in most cases that cost
was below levels recorded in the normal credit market that preceded the
crisis (table 4). The official management strategy also received help in late
1984 from declining international interest rates and the strong recovery of
the world econamy. Since world growth was led by a vigorous expansion in the
U.S. economy, latin American and Caribbean exports gained a special stimulus
which dynamically boosted trade surpluses and allowed the region's econamy to
grow, albeit modestly, for the first time since 1980. All this calmed tensions
in the debtor countries. With only Bolivia, Peru and Nicaragua in protracted
arrears at the ocutset of 1985, some observers felt that the international debt
management strategy had successfully defused the crisis.l4/
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Table 4

IATIN AMERICA AND THE CARIBBEAN (13 OOUNTRIES): THE CONDITIONS OF THE
INDEBTEDNESS WITH PRIVATE BANKS a/ b/

(Index: 1980~June 1981 = 100)

Reschedulings
Country First round Second round Third round Fourth round
1982/1983 1983/1984 1984/1985 1985/1986
Argentina 317 - 116 42
Brazil 144 108 43 oo
Costa Rica 133 - 84 cee
Cuba 148 93 65 coe
Chile 250 151 89 50
Dominican Republic 235 - 61 ces
Ecuador 342 191 109 49
Honduras 153 - 63 ‘e
Mexico 281 160 83 44
Panama 274 - 79 o
Peru 197 133 - -
Uruguay 349 - 97 44
Venezuela - - 68 43

Source: Calculated on the basis of data provided by the Economic Development
Division of ECIAC.

a/ Based on an index of elements of the cost of credit which are subject to

negotiation.
The formula is:
C1 Co
__t M — t ¥
A A9
( ) /A« ) x 100
A A9

where: C = comnissions; A = amortization period; M = margin over LIBOR and
the subscript 1 refers to conditions during the respective reschedulings,
while 0 refers to the conditions of the normal credit market of 1980-June
1981.

b/ During the reschedulings the banks often forced the State to assume
responsibility for unguaranteed prlvate sector oabligations. This
deterioration of terms is not captured in the index.
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However, 1985 did not mark the triumph of the international debt
management strategy. Instead, abjective conditions contributed to a partial
unraveling of the second best campromise which had been struck among
practically all the participants during the first three rounds of the
restructuring exercises. This in turn considerably changed the camplexion of
the debt problem and the way the major participants choose to deal with it.

a) The creditor banks

The banks' key contribution to the official strategy consisted of new
involuntary general balance-of-payments loans. Their involvement in the new
money packages was predicated upon: i) their severe vulnerability to default;
ii) the expectation that the world economy would undergo a strong and
sustained recovery; iii) the notion that the debtors suffered from
illiquidity, not insolvency and iv) the expectation that the IMF would enforce
adjustment. All these variables, however, evolved in such a way as to
undermine the contimued willingness of the banks to participate in
involuntary lending packages.

i) WVulnerability to default. The debt crisis arose because most Iatin
American and Caribbean countries became unable to normally service their
foreign debt. Yet the mechanics of the international debt management strategy
successfully kept most of the region's loans very profitable for the banks,
albeit through creative accounting involving the extension of new loans to
facilitate payment of interest on old loans.l5/ Keeping latin American and
Caribbean loans current bought time for the banks to bolster primary capital
(equity and loan loss reserves) and thereby reduce their wvulnerability to
exposure in the region. lLess vulnerability, however, objectively damped the
incentive to grant involuntary loans.l6/ Moreover, the creative accounting of
the banks (extending new loans to maintain old ones current) did not impress
the market. On the one hand, banks with significant loans outstanding in latin
America and the Caribbean suffered erosion of their stock share prices.l7/ On
the other, the more involuntary loans a country received, the greater the
discount tended to be on the secondary market price of that debt.l18/

Ancther repercussion of the strengthened balance sheets was that they
progressively drove a wedge into the banking community and made it much more
difficult for the banks to maintain a co-ordinated position to confront
problem debtors. As illustrated in table 1, small and medium-sized U.S. banks
had made considerably more progress than their bigger brethren in bringing
down their relative exposure in the region. For them new lending became
technically unnecessary and even perceived as a threat to their ability to
compete with the big banks in the increasingly deregulated home market. large
lerders therefore found it much more difficult to corral the less cammitted
banks into involuntary 1loan packages. Moreover, even when they did
participate, the small and mediumsized lenders often partially neutralized
the effect by withdrawing short-term lines of credit.
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A further rift developed between the big U.S. barﬂtsandm.ropeanard
Japanese institutions. The latter, often more conservative in their accounting
practices, had quickly built up relatlvely larger reserves against their Iatin
American and Caribbean loans.l9/ Moreover, bank regulatory authorities of some
cauntries found the aforementioned creative accounting umacceptable, forcing
affected banks to reserve one dollar for every dollar they contributed to new
involuntary loan packages. This made new lending extremely unattractive.

These corditions contributed to ever-greater delays in the organizing of
new involuntary loan agreements, and, as can be observed in table 5, a
dramatic decline in new net credit flows to the region. Indeed, by 1986 that
net locan flow had turned negative.20/ Furthermore, the prospects for
involuntary lending received a major blow in the second quarter of 1987. Faced
with the growing dissension in the banking commnity, as well as other
problems to be described below, the big U.S. banks decided to dramatically
raise their reserves against loan losses.2l/ That strategy damaged quite
severely the technical foundation of the involuntary lending programme.

Table 5

PRIVATE BANK NET LENDING TO IATIN AMERICA a/

1979 1980 1981 1982 1983 1984 1985 1986

Latin America 23.2 27.4 30.5 12.1 8.3 5.3 1.7 =-1l.6

Source: Bank for International Settlements, Fifty-Seventh Anmual Report,
Basle, March 1987, p.1l0l.

a/ Change in assets adjusted for exchange rate movements. This may slightly
underestimate loan flows because data on assets incorporate the effects of
write offs and debt conversions. Note that in contrast to table 3 which
contains partial commitments, these figures represent total net lending.
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ii) The sluggish world economy. The creditors' co-operation partly
rested on the expectation that a strong recovery in the industrialized
countries would pull most debtor countries out of their servicing problems.
The OECD economies did in fact recover from the 1982 recession. However,
growth quickly peaked at 5% in 1984 ard slipped sharply thereafter. By 1986
the industrialized econcmies rates of expans:.m had fallen below the 3% rate
whlch sane had established as the minimm necessary to bring considerable

in the debtors' capacity to pay.22/ Moreover, the outlook for 1987
and 1988 involved ocontinued mediocre econamic performances in the OECD

area.23/

The envirorment of slow growth, along with structural changes in
international production functions, also kept commodity prices generally
depressed. The sharp fall in oil prices in early 1986 proved extremely
damaging since the region is a net exporter of petroleum products. In any
event, Iatin America and the Caribbean --where commodities account for 80% of
exports— suffered further sharp terms-of-trade reversals in 1985 and 1986,
leaving the overall index 20% below the level recorded in 1980.24/

Mearmhile, although in the latter half of 1984 nominal international
interest rates began to drift downward, during 1985-1987 those rates remained
high and burdensome in real terms (4.5%). A considerably more dire picture
appeared when naminal interest rates were deflated by the debtor countries!’
export price indices; in that case real interest rates ranged between 15 and
20% (table 6).

iii1) Illiquidity vs. insolvency. The faltering world economy contributed
to a worsening of the debtor countries' economic situation and therefore made
more banks reassess their original assumption that the debt crisis represented
a short-term problem of illiquidity that would be quickly overcome.25/ Indeed,
by the end of 1986 most conventional indicators of debt burdens (debt/exports,
etc.) in Iatin America and the Caribbean had become as bad as, or worse, than
they were at the outset of the crisis.26/ Consequently, the bankers' foresaw a
protracted payments problem in the region.27/

iv) The monitoring of adjustment. Viewed from the narrow perspective of
current account balances, lLatin America and the Caribbean adjusted in

spectacular fashion: a deficit of US$41 billion in 1982 fell to nearly zero by
1985. However, the adjustment was achieved at the expense of growth in the
debtor countries, causing adjustment fatigue to set in. For many debtor
countries the IMF became a serious political liability.

By mid-1985 the Fund's grip on the Iatin 2American and Caribbean
adjustment process had clearly began to weaken. Only a handful of problem
debtors had been able to consistently caomply with its targets. Indeed, same
countries had made it a matter of public policy to eschew the IMF entirely, or
accept only partial and indirect contact through Article IV consultations.
Thus, themleoftheFundasarefereemthenegotlatlonsbetweendebtorard
creditor faltered. Moreover, with a growing rmumber of stand—by programmes
paralysed, the IMF's net transfer of resources to the region declined and
turned negative in 1986. Ironically from the banks' perspective the Fund had
become a free rider, which provided them with additional disincentive to

participate in new money packages.28/
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Table 6

NOMINAL AND REAL INTERNATIONAL INTEREST RATES

(Percentages)
Variation
in the Real Real
Nomi . CPI, unit LIBOR rate Prime rate
ominal Nominal . dus- | ¢
LIBOR  Prime 'MCvs ~ Vv3lueo
rate” race’ mahze.d Lan.n
countries American 3 d ¢ d
exports (Hy/(3) (/4 (2)/(3) 2)/(4)
of goods
(hH (2) (3) 4) (5) (6) ) (8)
1974 11.20 10.81 13.3 65.7 -1.9 -32.9 -2.2 -33.1
1975 7.61 7.86 11.1 2.6 -3.1 4.9 -29 5.1
1976 6.12 6.84 83 7.5 -2.0 -1.3 -1.3 -0.6
1977 642 6.83 8.4 17.2 -1.8 -9.2 -1.4 -8.8
1978 8.33 9.06 7.2 0.3 1.1 8.0 1.7 8.7
1979 11.99 12.67 9.2 22.7 2.6 -8.7 3.2 -8.2
1980 14.15 15.27 11.9 26.6 2.0 -9.8 3.0 -8.9
1981 16.52 18.85 99 -0.9 6.0 17.6 8.1 19.9
1982 13.25 14.77 7.5 -9.9 5.3 25.7 6.8 27.4
1983 9.79 10.81 5.0 -7.1 4.6 18.2 5.5 19.3
1984 11.20 12.04 4.8 2.6 6.1 8.4 6.9 9.2
1985 8.64 9.93 4.2 -6.0 43 15.6 5.5 16.9
1986 6.82 7.99 2.3 -12.7 4.4 224 5.9 23.7
1987¢ 7.29 8.14 3.1 4.2 5.0
1984
i 11.10 11.68 5.1 5.7 6.3
11 11.30 12.40 4.5 6.5 7.6
1985
1 9.05 10.37 4.4 4.5 5.6
11 8.23 9.50 4.0 4.1 5.3
1986
1 7.43 8.98 2.8 4.5 6.0
11 6.20 7.70 1.9 4.2 5.7
1987
1 6.86 7.64 2.6 4.2 1.9
4 7.72 8.64 35 4.1 5.0

Source: ECLAC. on the basis of information from Morgan Guaranty Truse. World Financisd Markers, and International
Monetary Fund, Internattonal Financid Statictics.

“Corresponds to the interest rate for 180-day eurodollar deposits in London. “Preferential rate which United S:ates
banks grant to rheir best clients. "Nominal rate deflated by the consumer price index of the industrislized
countries. "LIBOR rate deflated by the unit value of Latin American exports of goods. ‘January-
November “July-November
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b) The IMF

The IMF's main contribution to the official debt management strateqy was
to insert itself directly between creditor and debtor in the restructuring
negotiations. However, as already suggested, with time the Fund's
relationship with both parties became increasingly awkward and this undermined
its effectiveness in the adjustment process.

The recessicnary nature of the IMF's programmes =-—which alienated many
debtor countries— had some of its origins in the design of the agreements and
conditionality.29/ However, the decisive factor has been shown to be a severe
short fall of finance vis-a-vis the requlreme.rrts of socially efficient
adjustment.30/ The scarcity of finance in turn highlighted the structural
weakness of the Fund and its shortcomings as a catalyst for the mobilization
of private finance.

Ostensibly the IMF designed its adjustment programmes flexibly on the
mich touted "case-by-case" principle, which should have allowed accammodation
for the different economic and social conditions of the debtor countries. Yet
in practice the IMF's reliance on the private banks for the finance of its
adjustment programmes led to the application of a fairly rigid
across—the-board formula for the management of debt service. First, countries
wanting to co-operate with the Fund also had to reach a parallel agreement
with the private banks since the former made the existence of debt arrears
sufficient grounds for violation of a stand-by arrangement. Second, to arrive
at an agreement with the banks the debtors had to accept the creditors' demand
that debt reorganization packages bear commercial interest rates. Third, since
forced lending by the banks was conventionally viewed as "bad" for a country's
image of creditworthiness, de minimus criteria governed the volume of loans.
Thus, in practice, a sufficient flow of credit emerged to keep the countries
current on their debt payments, but not enough could be raised to support
socially efficient adjustment. In sum, the new relationship with the banks
created an anomaly in which a public macro-economic adjustment programme
hinged on the narrow variable of debt service to private banks on commercial
terms. All other variables ——in particular growth in the debtor countries—
effectively became residuals in the adjustment process.

The debtor countries criticism of the recessionary adjustment process,
coupled with the creditors declining response to its exhortations for new
loans, eventually brought forth in late 1987 some rethinking in the Fund about
its role in the adjustment process. This reflected itself in the September
1987 IMF/World Bank meeting in Washington, D.C., in which the new Managing
Director, announced that the Fund would in the future consider: i) a longer
time path for adjustment; ii) the introduction of more comprehensive
contingency financing and iii) reduction of the number of variables employed
in the application of conditionality.31l/ Iater, in October, the IMF anncunced
a new USS$65 million stand-by agreement with Costa Rica in which there was no
requirement that the govermment reach prior agreement with the private banks
concerning its arrears with them.32/ The new accord represented an important
sign that the Fund might be formally delinking its adjustment programmes from
the crisis management of the banks' assets.
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c) The creditor governments

Being clearly reluctant interventors in the marketplace, industrialized
country govermments began as quiet behind-the-scenes players who encouraged
negotlauasbetwemﬂmbaNGarﬁthebonmsarﬁpxwidedemxgawybridge
fmammgwhennecessary However, as the initial state of converging
interests among the major players began to evolve into a more divergent
pattern, creditor govermments, in behalf of their lender of last resort
function, had to progressively step forward to directly corral all major
parties into an agreement.

That process reached full maturity in September 1985 with the
announcement of the "Program for Sustained Growth'", more cammonly known as the
Baker Plan. The Plan promised to introduce renewed vigour to a strategy which
had bequn to sag on all fronts. In effect, the Baker Plan dramatically shifted
the official management focus from austerity to growth, from balance-
of-payments adjustment to econamic reform amd structural adjustment. To
support growth the initiative promised to raise US$29 billion of new money
over three years for 15 problem country borrowers, most of which were in ILatin
America. The contribution of the banks was announced as US$20 billion, which
represented a modest 2 1/2% per annum expansion of bank exposure. The rest of
the money would come from public lenders. Importantly, the Plan assigned a
much greater role for the World Bank, which heretofore had been overshadowed
by the IMF's daily short-term management of the debt crisis.

The Plan largely represented an initiative of the United States
Govermment; the banks and debtor countries literally were "informed" of their
respective participations in the programme.33/ However, the banks responded
cooly to the new money commitment, while the borrowers displayed open
skepticism of the Plan's ability to improve their plight.34/ This contributed
to a difficult take-off for the new strategy. Indeed, it took nearly a year
for the Plan's pilot case to emerge and even then it grew out of an emergency:
a threat in late 1986 of a unilateral moratorium in Mexico if the official
adjustment programme failed to attend to the growth aspirations of that
country. On this occasion the banks --again "informed" of their new money
canmitment of USS$7.7 billion (including contingency funds) to support a
growth-oriented adjustment programme for Mexico-- reportedly were infuriated
by public intervention which they interpreted as a forced abdication of
control over their own loan portfolio.35/ As an indication of dissension, it
took more than six months to finalize the participation of the banks in a new
money package that marked the formal initiation of the Baker Plan (and the
fourth round of reschedulings).

The diverging interests of the private banks and their creditor
goverrments reflected changing conditions. By 1986 a critical mass of banks
had improved their capital positions to a degree that they could become much
more selective about the amounts and terms of the debt restructuring packages.
Yet not all institutions were equally well protected. Thus from the public
perspective of industrialized oountry goverrments, at the margin there still
remained a risk of systemic bank failure and hence a role for concerted

lending programmes.
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However, in early 1987 signs appeared that the creditor goverrment
authorities also began to sense that the systemic threat had subsided. They
began to actively support the incorporation of non-lending options in the
restructuring exercises, such as debt-equity swaps and exit bonds. Also,
authorities did not intervene to stave off the declaration of a moratorium in
Brazil, the Third World's largest debtor. As if to confirm that the
intermational financial system was stronger, the Brazilian moratorium
provoked no panic in creditor bank circles either. Indeed, the big U.S. banks
responded to the Brazilian declaration not by offering new loans to refinance
interest payments, but rather by sharply raising loan loss reserves. This, of
course, made them less wvulnerable to official pressures to lend new money,
whether fram creditor or debtor goverrments. With incentives for new lending

ing, and a growing mumber of countries functioning outside the
framework of the international debt management strategy, the Baker Plan lost
same of its original definition.

However, the U.S. stock market collapse in October 1987 gave renewed
impulse to public intervention in the ILatin American and Caribbean debt
problem. In effect, U.S. banking authorities must declare loans with overdue
interest in excess of six months 'Value Impaired" unless there is a reasonable
prospect of a settlement of those arrears. A reclassification to Value
Impaired brings with it the requirement that the banks cover the problem loan
with a specific reserve equivalent to 10% of its nominal value. Each year
thereafter an additional specific reserve allocation of at least 15% is
required against the questionable credit until it is fully written down.36/
The 6-month limit on arrears in Brazil coincidently arrived in the middle of a
period of extreme fragility in world equity markets. The need to avoid more
bad news contributed to the creditor governments application of direct
pressure on the banks to reach an agreement with that country.37/ This led to
an interim accord in which Brazil's major bank creditors promised to provide
US$3 billion to refinance roughly two-thirds of 1987s interest arrears; the
remaining third would be covered by a direct payment from Brazil.

d) The debtor countries

Even while preferring a global debt relief plan that would minimize their
loss of income and ocutput, the debtor countries immediate perception of self
interest caused them to converge on the second best campromise arrangement
that emerged out of international debt management strategy. However, with
time perceptions changed about that management and about the options available
to the debtors to reduce the burden of payments.

First, the debtor countries began to question the distribution of the
costs of the crisis management. This had generated a large ocutward transfer
from Iatin American and Caribbean debtors to creditor countries equivalent to
more than 4% of GDP, aflgure'matexceededeventhefanmsbuxdenofGerman

war reparations after WWI.38/ The official strategy alsc validated the prlvate
banks' claim to high cammercial interest margins and fees on the restructuring
exercises. The marked contrast between the lenders' profitability and the
borrowers' depressed econamies was too striking to be overlooked by the
latter. This created resentment in the debtor countries and induced them to
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press very aggressively for lower interest margins and the elimination of
fees.

As mentioned, the banks did came forth with concessions, but these tended
to lag behind the deteriorating condition of most of the borrowers. Thus the
pressure on the banks' lending terms intensified; indeed margins and fees
gained a life of their own and became symbolic test of burden sharing in the
debt restructurings. Moreover, by 1987 many Latin American and Caribbean
debtors had begqun to demand non-camercial rates in the form of zero or
negative interest margins. There also emerged wide support in debtor circles
for formal limits on payments.

Second, the debtor countries initial perception of a transitory crisis
changed when it became evident in 1985 that the medium-term ocutlook involved
sluggish world economic growth, depressed commodity prices, and high real
international interest rates.

Third, private credit markets failed to fulfill their promise to respand
to successful adjustment with renewed lending. In effect, most latin American
and Caribbean countries had made Herculean efforts to adjust arnd generate
large trade surpluses. Moreover, some, like Brazil, Mexico and Venezuela, had
by 1984 generated large enough trade surpluses to integrally finance interest
payments without the help of imvoluntary loans from the banks. In late 1984
Venezuela even agreed to begin amortizing the debt. However, the debtors fourd
that renouncing involuntary loans did not bring forth voluntary lending:;
rather it only became an excuse to accelerate the banks' retreat from the
region. The problem has been recognized by the IMF. As Managing Director
Camdessus recently remarked:

"... it takes too 1long to have recognition of strengthened
creditworthiness after implementation of adjustment policies. We have

learned in this process that even if countries make impressive efforts
and obtain results in the balance-of-payments field, in reducing their
fiscal deficits, in embarking on structural adjustment change and better
exchange rate policies; even if the reflow of flight capital begins to
occur, the creditor community remains cautious and the delays in putting
together the financing packages then are taken badly, and sometimes they
tend to became samewhat destructive of the process itself."39/

The market's failure to respond with new lending clearly represented a
degenerative influence on the international debt management strategy. As
mentioned earlier, illiquid borrowers will naturally be inclined to accept the
relatively high short-term costs of adjustment and commercially-priced
restructuring packages. This is because underlying internal rates of return
on capital are high; after a relatively brief period of adjustment the
borrowing country expects to gain access to foreign loans which could be
deployed to exploit that high rate of return. Thus, the net of foregone
lncanetodayandﬂuepmentvalueoffumrelncmefrannewloansls
positive. This co-operative spirit, however, can change when markets fail to
respond to pos:.tlve developments. The 1illiquid borrower can gradually
perceive that it is in his interest to behave like an insolvent borrower, even
though it may not be one. The insolvent borrower, of course, calculates the
net of foregone incame today arnd the present value of future income generated
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from new loans as negative. Thus the best way for an insolvent borrower to
maximize the present value of future resource flows from private markets is to
negotiate debt forgiveness, or enter into full or partial moratorium.

This latter conclusion became reinforced by a fourth factor. With
experience, the debtor countries realized that the creditors' threats of
dramatic sanctions for non—co-operative behaviocur were greatly exaggerated.40/
In practice, the major cost of de facto default was rather subtle: more
difficult access to short-term credit lines. While the loss of short-term
credit is undoubtedly troublesome, its negative impact can be controlled by
countervailing strategies in the debtor countries.

lastly, the debtor countries gradually realized that co-cperation among
themselves could enhance their individual negotiations with the Steering
Camittee. As mentioned, a regional approach to the debt problem began to
emerge 1in early 1984. It has taken diverse forms such as regional
goverrmental meetings, the formation of the Cartagena Consensus, the
establishment of a formal "G-3" consultation group (Mexico, Argentina and
Brazil), a G-8 Presidential Summit as well as ad hoc bilateral talks between
goverrments on debt strategies.

These changing circumstances amd perceptions in Iatin 2America and the
Caribbean led the countries to gradually reposition themselves vis-a-vis the
international debt management strategy. A snapshot picture of the year 1987
summarizes well the diversity of the situation in Iatin America. Argentina,
Chile, Uruguay, Mexico, Venezuela and Colambia were =-as they have largely
been throughout the crisis—-41/ current on the interest payments to the banks.
However, Brazil, Bolivia, Ecuador, Costa Rica, Honduras, Cuba, Nicaragua and
the Dominican Republic had been explicitly or implicitly in a state of
conciliatory moratoria with these institutions throughout most of the year.
Mearwhile, Peru contimued to unilaterally limit the service on its pre-July
1985 debt to 10% of export earnings.42/

3. The future course of the international debt strateqy:
the market menu approach

The diverging interests of all the participants in the debt crisis contributed
to a loss of definition in the internmational debt management strategy. One of
the strategy's main pillars in particular -—new involuntary loan packages to
finance growth and economic reforms in the debtor countries— suffered
structural damage due to aggressive loan loss provisioning by the banks,
coupled with their more negative perception about the region's future payments
capacity. Indeed, with the banks actively exploring the altermatives to
expanded exposure in lLatin America and the Caribbean, even the modest ——and
according to many analysts inadequate--43/ lending targets of the Baker Plan
remained unfulfilled in 1986-1987. Furthermore, the lending that did
materialize generally represented a last minute patch work response to a
threat of unilateral moratorium by a big Latin American borrower, or a scheme
to erase arrears in interest payments.44/ All this contributed to a sensation
that the international strategy had in fact degenerated into little more than

"mddling through".
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Notwithstanding the above, authorities in the creditor govermments,
miltilateral agencies, and many major camercial banks have steadfastly
supported the notion of a well defined international debt strategy. The basic
principles set forth by Secretary Baker in September 1985 were reaffirmed in
September 1987 as: i) pramotion of econamic growth in the debtor countries;
ii) market-oriented policy reforms in those same countries; iii) additional
capital —in the form of equity, debt, and repatriation of flight capital—— to
support the reforms and iv) respect of the case-by-case approach.45/ There
was, however, at the same time tacit admission that the centrifugal forces at
play in the arena of Gdebt could not be entirely dominated. Thus, the
involuntary loan packages —a centerpiece of the Baker Plan's "Program for
Sustained Growth"—— drifted into the background and became absorbed by the
newest camponent of the international debt management strategy: the emerging
"Market Menu Approach".

a) The market menu approach

The menu approach simply legitimizes the different altermatives to
involuntary lending that the banks began to develop on their own to sanitize
their loan portfolios in 1ILatin America and the Caribbean. The two
philosophical pillars of the menmu approach are that the options contained
therein be: i) market-based and ii) voluntarily negotiated between creditor
and debtor.46/ As for the basic options themselves, they have been officially
denoted as the following:47/

- Trade and project loans. loans which are tied to specific cammercial or
investment activities. Banks are attracted to this option because
returns are more identifiable than general purpose loans and therefore
perceived to be more secure.

- On lending. Provisions which give the banks an opportunity to
rechannel part of their loan payments to the local market.

- New money bornds. The replacement of all or part of the involuntary
loan package with an emission of bonds by the debtor country. The
bonds would likely enjoy seniority over old debt.

- Convertible notes. Debtors emit notes to the banks which they can
convert into local equity.

- Exit bonds. A portion of outstanding debt is converted into fixed
interest rate bonds. This will allow selected banks to "exit" from the
rescheduling/new money packages.

- Debt—equity swaps. The transformation of outstanding debt into local
equity. This can be done directly by the bank, or indirectly through
secondary market transactions.

- Debt-charity swaps. Non-profit organizations purchase Ilatin American
and Caribbean debt at a discount in secondary markets and exchange it
for local currency that is deployed in a philanthropic fashion.
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- Interest capitalization. These schemes, however, must be voluntary and
limited in scope.

- General balance-of-payments loans. Traditional involuntary loan
packages are also part of the meru.

b) What is not in the meru

The mem explicitly excludes all options which the market will not
sanction. In particular, mechanisms such as general capitalization, debt
forgiveness, moratorium, partial arrears, unilateral limits on payments (e.q.,
debt service as a percentage of exports) are excluded. This is because
so-called non-market options are considered harmful to the debtor countries!
creditworthiness and therefore foreclose the possibility of inherently strong
econamies gaining access to voluntary credit markets. In the official view,
the debtor countries' "course into the Twenty-First Century must be built upon
increasing their trade and financial linkages with the rest of the world,
undermining them".48/
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IT. EVAIIATION OF THE MENU OF OPTIONS

Almost everyone agrees that a sclution to the latin American and Caribbean
crisis must rest on econamic restructuring in the debtor countries to promote
more open and internationally campetitive economies, coupled with the
availability of adequate external finance to support that process. However,
the international debt management strategy's market mem unfortunately does
not adeguately address the question of reform and its financing.

1. The market mermu: basically a creditors' memu

As mentioned, the memu of options is an outgrowth of the banks' efforts to
break out of the international debt management strategy's new lending
packages. The banks developed the approach for their own commercial
objectives.49/ Not swrprisingly, it serves their immediate interests
reasonably well. However, the same does not hold true for the interests of
the debtor countries.

The international debt management strategy initially put the hundreds of
creditor banks into one homogeneous vehicle: rescheduling cum involuntary
loans. The approach did not accommodate the fact that the banks are a very
heterogenecus group; banks compete with each other, express different business
objectives, have different exposures in ILatin America and the Caribbean and
are subject to different banking regulatory enviromments. The banks could
therefore be voluntarily contained in the official vehicle only for a very
limited amount of time. In this sense it must be recognized that the menu
approach is a healthy development because the creditor banks can more freely
pursue the options that most suit their commercial preferences for portfolio
development. In effect, each bank can better choose its own mix of
instruments and establish the most convenient time path to exploit them. The
mermu is therefore a good vehicle for portfolio adjustment.

Nor is the memu devoid of attractions for the debtors. When presented
with the memu the Iatin American and Caribbean countries have always found
something of interest to select. Different forms of debt-equity swaps have
interested goverrments in the region as almost every commercially indebted
country has introduced or is introducing some type of programme.50/

However, with regard to the central macroeconcmic issue of financial
support for economic growth and restructuring in Iatin America and the
Caribbean, the market mermu is less helpful. Indeed, the memu repeats the basic
flaw of the earlier stages of the debt crisis: the day-to-day mechanics of an
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international miltilateral debt management programme remain very biased
towards the dbjective of an orderly adjustment of private financial
portfolios. The initial phase was overly characterized by a "holding action"
to avoid accounting losses —via commercially priced reschedulings and new
money packages— in the internmational financial system. The latest phase is
now primarily oriented to the gradual adjustment of the banks' asset values
and enhanced risk diversification through schemes involving debt swaps and
securitization. The macroeconamic issue of improvement of the debtor
contries'! capacity to pay remains largely a passive residual to this
process. It is in this sense that the market memu is basically a private
creditors' mem.

2. The shortcoming of the market mermu

To restore their payments capacity, Iatin American and Caribbean economies
must undergo serious socio-economic reform. However, successful
market-oriented structural reform is linked to predictable access to adequate
amounts of external finance through conventional chamnels. Sustained levels of
finance are required for both political and economic reasons. On the one hand,
the costs of reforms are politically easier to absorb if they are diluted by
the effects of econamic growth. On the other, seriocus reform involves
considerable investment in human and physical capital that will raise
productivity to internationally competitive levels. Sustained 1levels of
finance also are important to contain uncertainties and encourage the
participation of the private sector (including the repatriation of flight
capital). Without adequate financial support the most heroic efforts of
structural reform risk being frustrated by the ocutward transfer of national
resources to service foreign debts.

The classic free market solution to a debt crisis can release a large
amount of rescurces through its risk sharing device of default. Historically
this has helped debtor countries sustain GDP levels even in the midst of a
debt crisis; indeed, available evidence suggests that after 1929 Iatin America
suffered relatively little in terms of real output levels.51/ However, the
effects of systemic defaults on world output, trade and finance also
considerably narrowed the debtor countries' channels to the ocutside world,
inducing them to pursue aggressive imward looking development, often with
considerable loss of econamic efficiency. In contrast, a properly designed
international debt management strategy affords the opportunity to support a
style of growth in the debtor countries that will improve economic efficiency
and hence the capacity to service debts. The mermu approach unfortunately does
not pramise to release sufficient resources to promote either adequate growth
or sustained structural reforms in the region.

The merm is based on "voluntary" market responses. However, the
international credit market is on the downside of a portfolio adjustment. That
adjustment to the debt overhang in Iatin America and the Caribbean pramises to
be painfully slow, especially since the internatiocnal debt management strategy
is primarily geared to artificially insulating portfolios fram market
valuations. Consequently, the amount of finance that the memu can release over
the near term will likely fall short of what is required to support growth and
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restructuring in the region. This canclusion is derived from an examination
of the different instruments contained in the market memu.

a) New bank loans

Significant amounts of voluntary lemding for latin America are clearly
not on the horizon. Small as well as many regional banks have shifted their
portfolio strategy to safer hame markets. The big money center banks have as
well, although to a much lesser degree due to a lang-term cammitment to the
1rrtematlonal market. Even so, these latter institutions have established an
agenda to sharply reduce their asset/capital ratios in the problem debtor
countries.52/ Under favourable assumptions for the banks concerning their
anmual capital buildups (12%) and absolute reductions in claims in the
problem Baker Plan countries (5%) those ratios would still remain high (63%)
at the end of 1990. Therefore, unless there were an improvement in the
overall econamic outlock, pressure would contimue into the 1990s to lower
those ratios still further.53/ As one banker recently cbserved "in present
circumstances, there is very little prospect in any case of future voluntary
medium term lending from commercial banks on a significant scale".54/

This conclusion, moreover, is independent of the efforts of the debtors
to improve their creditworthiness. It was noted earlier that credit markets
have not responded well to objective advances of the debtor countries
regarding the adjustment process. However, this is entirely consistent with
the historical experience of private financial markets. In effect, when a
systemic payments problem arises, markets tend to experience '"revulsion".
Thus, credit volume becames paralysed generally by a "neighbourhood prablem";
i.e., "good and bad" debtors in the vicinity of the crisis are Ilumped
together.55/ For example, Argentina was the only country in South America to
service debts in the 1930s,56/ yet its access to credit was equally limited as
other countries. Likewise, Colambia has not had a debt problem as such in the
1980s, but its efforts to secure truly voluntary syndicated loans has
nevertheless been severely frustrated.57/ It also is important to point out
that defaults have typically been followed by a 30-year drought in access to
private credit.58/ Latin America and the Caribbean, although not in de jure
default, has been largely in de facto default since 1982.

There are better prospects forvolmrtaryle:ﬁnagmtheareasoftrade
and project finance. Trade credit is relatively secure and highly profitable
for the banks, making it available even for countries in default. But trade
credit is very short termed. As for medium-term project finance, banks could
be attracted by foreign exchange earning ventures in which they are permitted
to take a direct or indirect lien on the investment's cash flow. However, such
arrangements are awkward and in many cases may be politically unacceptable to
govermments. Also, many countries would have technical difficulties in
quickly formulating a large number of profitable projects, especially since
public sectors are under severe fiscal restriction. Thus, project finance
carmot guarantee a critical mass of sustained financial flows, at least until
countries are in a sustained process of econamic growth.

As far as involuntary medium-term bank loans are concerned, it has
already been pointed out that the inducement for the banks to voluntarily
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participate in that type of credit package is rapidly exhausting itself. Only
a few very big borrowing countries still have the technical strength to force
new lending from the banks. But time is running out even for them as the
banks build up their reserve cushion against loan losses.

b) Debt-equity conversions

Debt-equity conversions have received enormous attention in the last two
years; theycertamlyrepresentcneofthehlghllghtsofthemarketmerm The
conversions have their origin in the region's protracted crisis and the
consequent interest of banks to swap their loans for other assets, including
cash.

Swapping activity has increased markedly over the last few years. Trading
is confidential and very personalized, making it difficult to quantify the
volume of transactions. Nevertheless, informal estimates of trading in this
emerging secondary market go as high as US$S10-12 billion for 1987, althouch
there is a very large amount of double countmg_/Demami however, has not
kept up with the supply of circulating paper, giving rise to considerable
discounts. By late 1987 most Iatin American loans traded at 50% or less of
their nominal value (table 7).

The appearance of discounts has stimulated schemes to convert debt into
local investments in the debtor country. A typical transaction involves a
miltinational firm which purchases a loan in the secondary market at a
discount and then converts it into the debtor country's local currency at par,
or at least at a value higher than that recorded at the time of purchase. Thus
if a country's loans circulated at a 50% discount, a firm could make a USS1
investment there for as little as 50 cents. Banks are not only sellers of
paper, but also buyers and thus also can participate in debt-equity
transactions. However, they terd to prefer to bypass the secondary market and
directly convert their own loans into equity. That way they can avoid the
costly discount.

As mentioned earlier, almost all countries with significant amounts of
cammercial debt have sponsored formal schemes to convert their debt into
equity (see table 8). It has been estimated that up through mid-1987 Iatin
America has transformed US$6 billion of foreign debt into local currency.60/ A
significant part of that has found its way into equity investments. Some
resources even have filtered into charitable schemes to protect the
envirorment in the debtor country; these are so-called debt for charity

swaps. 61/

There has been considerable debate about the utility of debt for equity
swaps. Commercial bankers, investment bankers and creditor govermments are
generally very enthusiastic on the grourds that there are benefits for
everyone. Bankers get to reduce their loan exposure. Investment bankers make
attractive caommissions on the deals they organize. Creditor goverrments have
to monitor a smaller debt overhang in their financial systems. Debtor
cauntries reduce their foreign debt, save on interest payments, and supposedly
also are recipients of a dynamic foreign investment. All this in turn
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Table 7

MARKET VALUE OF FOREIGN DEBT NOTES,
BY COUNTRY

1100 = nominal value)

1985 1986 1987
Country

June  January June December February March May  August October
Argeatina 60-65 62-66 63-67 62-66 62-65 63 58 43 35
Bolivia 7 55-10 11-13 14 8
Brazil 75-81 75-81 73-76 74-77 73-75 69 62 40 40
Costa Rica 40 45 21
Chile 65-69 65-69 64-67 65-68 68 68 71-72 61 51
Colombia 81-83 82-84 80-82 90 74
Ecuador 65-70 68-71 63-66 63-65 62 50 36 30
Mexico 80-82 69-73 55-59 54-57 56-58 58 58 50 50
Peru 45-50 25-30 17-23 16-19 16-19 14 12 5
Uruguay 64 67 63
Venezuela 81-83 80-82 75-78 72-74 72-74 72 72-75 63 50

Source: Eugenio Lahera, “La conversion de la deuda externa: antecedentes, evolucion y perspectivas”, Joint UNDP/ECLAC
project on development financing, Santiago, Chile, ECLAC, September 1987, and “The conversion of foreign debt
viewed from Latin America”, CEPAL Reriew, No. 32, August 1987; and Salomon Brothers, “International Loan

Trading™ High Yield Department, October 19, 1987.
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enhances creditworthiness and brings forward the day when countries will have
renewed access to private credit markets.

Debtor countries dbviously perceive some advantages in the debt equity
swaps because otherwise they would not formally sponsor programmes.
Nevertheless, in development circles concern has been raised about the swap
programmes because of their side effects on such factors as monetary control,
exchange rate management, local interest rates, damestic industrial structure,
the long-term balance of payments and national sovereignty.62/

In any event, what is of interest here is the usefulness of the debt
conversion schemes as a macroeconomic tool to finance growth and restructuring
in Iatin America and the Caribbean. In this respect it appears that in the
immediate future its contribution clearly will not be decisive. The problem
lies in the limits on absolute volume that are derived from both supply and
demand factors.

As mentioned, the upside estimates of IDC loans traded in the secondary
market is about US$10 billion anmually. This figure will surely expand in the
years to come. But it would have to expand quickly and dramatically to
release significant amounts of new finance. For example, if one were to
introduce the exaggerated assumption that the US$10 billion contains no double
counting and is all converted latin American and Caribbean debt, that alone
does not provide new net finance since the region is currently not amortizing
its obligations.63/ The savings on a cash flow basis therefore only comes from
reduced interest payments.64/ With an interest rate of 10%, the retired debt
would generate relief of USS$S1 billion. That is less than 1/20 of estimated
annual finance requirements of the region.65/ The result may be more
significant for some individual countries, as the bulk of debt conversion
operations is concentrated in a few countries.

Moreover, the loans available for conversion can rise only gradually. On
the one hand, the banks' reserves for loan losses in problem debtor countries
are considerably less than the discounts in secondary markets.66/ Thus, these
institutions are not in a financial condition to shed more than a modest part
of their loan portfolio.67/ On the other hand, investment opportunities are
hard to identify, especially when countries are suffering from low econcmic
growth and possible external insolvency. Another consideration is that banks
will probably resist a big liquidation of their problem loans in the
anticipation that the longer they wait, the more likely they will be able to
draw in taxpayers to share the losses with them.68/

Furthermore, the country's ability to absorb equity conversions has its
annual limits if only due to technical questions of monetary control, exchange
rate stablllty, etc. dule, which has undoubtedly the most liberal conversion
programme in the region, has been able to retire US$2.6 billion of debt over
roughly 30 months. At an interest rate of 10%, that saves US$260 million,
neutralized, in part, by a future stream of proflt remittances. Important as
that is, it palls agamst an anmual interest bill on bank debt of some USS1.4
billion (again assuming an interest rate of 10%). Moreover, if a country
prefers to take a more active role in guiding investments into specific
sectors, the relative impact of the conversion programme over the near term
would be proportionately less.
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In sum, there are mmerous pros and cons to the debt equity swaps.
Nevertheless, this item in the menu should be viewed basically as a mechaniem
to stimilate new foreign investments. Its macroeconamic cantribution to the
finance of the balance of payments is certainly the lesser dimension. As the
recent Group of Thirty investigation concluded, the debt-equity markets'
"inherent limitations...imply that it is unlikely to reach sufficient size to
replace the need for other financing sources. And as the market grows, the
negative side effects [of the conversion process] may increase even more
rapidly".69/

C) Securitization

After an ebullient beginning, most bankers now recognize that debt-equity
swaps are not the panacea for the debt crisis that they once thought they
were. Even as expectations for debt-equity swaps shrink to more realistic
proportions, a new grand market solution has emerged for the debt crisis:
securitization. This, of course, also has a prominent place in the market
mer.

There moreover is manifest interest in the debtor countries regarding
securitization of the debt. In early 1987 Argentina offered same of its
creditors exit bornds as a substitute for participation in rescheduling and new
money packages. Mearwhile, later in the year Brazil proposed that a
substantial part of its foreign debt be converted into bonds.70/ This, again,
was the basis of an innovative debt for securities swap annocunced by Mexico at
the end of 1987, the securities being guaranteed by United States Treasury
zero coupon bords.

The advantages of securitization for the debtors is that their
obligations could be converted into a new instrument which: i) would not
require yearly reschedulings and ii) would carry a fixed and predictable rate
of interest. As for the creditors, they would receive an instrument that
would allow them to take problem loans off their balance sheets; moreover,
securities can be more marketable than a loan.7l/ Securities also can
potentially achieve seniority over old loans in terms of access to a debtors!
cacsh flow. This in turn has raised expectations that bonds may be an
effective instrument for the new money requirements of the debtors.72/

It certainly is useful to explore possibilities to securitize IDC finance
and debt. Bonds have in fact been historically the main source of external
finance for development; in this sense the great banking expansion into the
periphery during the 1970s was a new phenamenon. Moreover, in recent years
growth of international credit has been concentrated in bond markets
(table 9). However, again after closer examination it is evident that there
are serious limitations to capturing large amounts of voluntary finance for
Iatin America ard the Caribbean via this instrument.

i) New money bonds. As shown in table 9, the market for international
bonds is as big as the market for bank loans. If the bond market could be
tapped for new money needs, the region would diversify its creditors, thereby
making the severe restrictions in the banking market less disruptive to the
econamic restructuring process. The fact that new money bonds can enjoy
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Table 9

INTERNATIONAL CREDIT MARKETS, 1981-1986

1981 1982 1983 1984 1985 1986

Total international
credit 197 5

K
[
>
w
~J
w
[38
W
[
w
[+

Net international
bank lending 165 95 85 90 105 160

Net international
bond financing 32 59 58 31 25 156

Source: Bank for International Settlements, Fifty-Seventh Annmual Report,
Basle, June 1987, p.9%4.

seniority over loans also offers potential attractions to creditors, because
the bearers of the former instruments would presumably be first on line for
available foreign exchange to service the region's foreign debt. For example,
assuming an interest rate of 10% on a country's foreign debt, and a 3-year
refinancing of half of the upcoming interest payments through new bond issues,
the stock of the new senior liabilities would be only slightly more than 15%
of the original outstanding obligation. Such an issue could therefore
conceivably be evaluated as a secure transaction by prospective creditors.

However, bornd markets are not easily accessible to Latin America and the
Caribbean because the bulk of their transactions are with borrowers carrying
high credit ratings.73/ Indeed, even in the late 1970s when developing
countries had their best image of creditworthiness, and hence easiest access
to private credit markets, bondholders were not highly receptive to them. As
can be seen in table 10, in the best of times those markets channeled most of
their resources to first class borrowers in the OBECD countries, with
developing areas never capturing more than one-sixth of the total
international transactions. Today, most countries of Latin America and the
Caribbean are manifestly unable to service the stock of existing debt,
generating deep discounts on traded loans. In these circumstances, the
floating of bonds for new debt, without some kind of outside guarantee,
represents a Herculean task, even with seniority for the creditors. Indeed,
traditional purchasers of bonds such as insurance campanies and pension funds
have avoided the region's debt crisis and they are unlikely to became involved
now and risk tarnishing their high credit standings.74/ Moreover, after the
October 1987 crash of the world's stock markets, there has been a dramatic
"flight to quality" issues in the bond markets. _/ Such a development further
distances ILatin America and the Caribbean from this type of creditor.
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Table 10

FOREIGN AND INTERNATIONAL BOND ISSUES, 1976-1980

1976 1977 1978 1979 1980
Total 34.3 36.1 37.4 37.8 38.3
Industrialized countries 23.1 22.8 22.6 24.6 26.3
Developing countries 2.3 4.8 6.1 4.0 2.9
Other 8.9 8.5 8.7 9.2 9.1

Source: Calculated from data in World Bank, Borrowing in International Capital
Markets, Washington, D.C., Octcber 1979 and May 1980.

There does exist, of course, the US$47 billion "Junk Bond" market in the
United States, which specializes in lending to high risk borrowers.76/
However, an international junk bond market has yet to emerge, not to mention
one for sovereign borrowers.77/ The cbstacles to entering this market on a
grand scale are formidable because the purchasers of junk bonds are accustomed
to evaluating corporate risk in their well-known home market. Junk
bondholders also in practice lerd against attachable assets which give them a
quasi-equity stake in the borrowing entity. Raising funds for problem
sovereign goverrmments in distant Latin America and the Caribbean would be an
exotic undertaking even for the hardiest junk bond investors. Moreover, the
crash of world stock markets has all but paralysed the junk bond market.78/ If
that market re-emerges, initial preferences will 1likely be for corporate
issues in the home market, not foreign sovereign developing country borrowers
stricken by a debt crisis.

Aside from the above, junk bond issues are speculative and therefore very
expensive for the borrower. With threshold interest rates of 25% for
distressed corporate borrowers,79/ as well as a maximm maturity of 5-10
years, junk bond issues could in fact worsen rather than relieve the region's
debt burden.

Ancther possibility is that the creditor banks themselves could be a
market for security issues. But then one returns full circle to the original
problem of the Baker Plan of forcing new money out of private banks that want
to retreat from the region. Furthermore, any general issues by most Iatin
American and Caribbean sovereign borrowers would be subject to immediate
discounts and therefore limited marketability. With a limited possibility to
trade new issues, participating banks would clearly remain vulnerable to
further new money demands from distressed borrowers.80/ This effectively
dilutes the attractiveness of any potential seniority that might be conveyed
by the purchase of a bond.
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There also has been discussion of innovations which would allow
developing countries to break into the bond markets for which they heretofore
have been excluded. Two instruments which have gained attention are index
linked bornds, which adjust payments flows to a general index of prices, or to
the fluctuations of a specific commodity price. However, such ideas have not
gained easy acceptance in capital markets and remain essentially exotic.
Moreover, when private capital markets experiment with new instruments, they
traditionally prefer borrowers with the highest standing in credit
markets.81/

In sum, to the extent that Iatin America can successfully issue
securities for their new money needs, they will very likely be transaction
specific and secured by escrow accounts or attachable sovereign assets such as
gold reserves. There are, however, practical and political limits to such
financing techniques. Therefore, without some type of cutside guarantor, the
potential to raise voluntary new money via securities will be very limited as
long as the debt crisis persists.82/

ii) Securitization of old debt. The problems confronting securitization
of old debt are partly manifested in the experiences of Argentina and Brazil.
In early 1987, as part of the fourth round of rescheduling, Argentina offered
banks an exit bond carrying a maturity of 25 years and an interest rate of 3%.
The bond, which was directed to banks wishing to retire campletely from
multiple reschedulings and new money requests, had practically no takers.
Mearwhile, as mentioned, later in the year Brazil proposed to convert roughly
one-half of its medium-term debt into fixed interest long-term bonds. That
particular proposal was harshly characterized as a "non-starter" by one of
the creditors.83/

For a bank, the voluntary securitization of a big block of weak loans can
present more problems than opportunities. Comverting a loan into a security
does not convert a weak obligation into a strong one. Moreover, since old
debt is subject to pari passu clauses and negative pledges which demand equal
treatment among banks, the securitized obligation does not enjoy seniority.
Hence, that new bond would also be subject to big discounts. And, of course,
the appearance of discounts forces the banks to encounter an "accounting
event", which could provoke bank regulatory authorities to question the value
of the remaining loans kept on the books atpar_/Ineffect as lorng as
discounts on Iatin American and Caribbean paper remain substantially higher
than the loan loss reserves of banks, voluntary trading of big blocks of debt,
whether in the form of securities or loans, has practical limits.85/ Those
limits are even more severe if the debtor countries demand a below market
interest rate and maturity on securitized debt; not only would that be open
admission by the banks of a bad debt, but it also would constitute debt
forgiveness, a precedent that banks will rarely accept voluntarily. If all
this were not enocugh, securitization also runs into free rider problems:
creditors know that any bank not participating in a conversion could realize
windfall gains if the reduced debt burden raises the value of unsecuritized
loans.

The market for securitized debt also is limited in size by the fact that
discounts on Iatin American and Caribbean cbligations may not yet be big
encugh! Investors, especially when it is difficult to evaluate the quality of
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collateral, assess downside risk by locking to market valuations during
previous periods of econamic stress. During the Great Depression sovereign
loans fell to values as low as 10-15% of par, which is still considerably less
than quotations in contemporary secondary markets.86/ These downside risks
restrict demand for the region's debt. Under normal market conditions low
daxarximﬂdbrugforththefallmpnc&sthatcwldcreateamrketfor
securitized Iatin American and Caribbean obligations; however, in banking
markets this process is slowed by the fact that loan portfolios are
artificially insulated from market valuations until a trade is actually
effected.

There also has been much discussion about the possibility of repacking
latin American and Caribbean loans into high yield junk bonds once the
secordary market discount is high enough to attract speculative investors.87/
Assuming most latin American and Caribbean bank loans bear an interest rate of
9-10%, one needs a discount of the order of 70% to generate the 25% yield that
often is cited as the threshold for attracting this type of irnwvestor.88/
However, all the problems set out earlier concerning the junk bond market
apply equally to old debt. Moreover, the conversion of debt into junk bonds
would offer only potential gains for the debtor. The investor's 25% rate of
return will be realized only if interest on the original loan is paid in full,
that is, if there is no debt forgiveness. The gains for the debtor can be
realized only by locating the hard to identify bearers of those bonds and
forcing them to renegotiate the terms of indebtedness. Moreover, such a
renegotiation might require a prior default to "flush out" bondholders and put
them into a disposition to restructure the terms of the abligation.89/

As far as exit bonds are concerned, the bankers' reception to them may
improve if the terms are designed to give the income stream a present value in
excess of the cash value of the debt in secondary markets. Exit bonds are
directed at the small lenders which constitute a very tiny fraction of the
region's bank debt. Hence, the amount of finance released by exit bonds will
likely be modest even under the optimistic assumption that all small lenders
purchase the instrument. However, exit bonds may facilitate agreement on debt
reschedulings by reducing the number of creditor banks that are required to
acquiece.90/ On the other hand, in lieu of accepting a below market return,
small lenders may seek to collect a regular return by “free riding" on the
loans granted by the big banks, and especially those of multilateral agencies.
On the other hand, if the bank prefers to cut its losses and retire from the
Iatin American and Caribbean market, it may find a swap in the secordary
market for cash more attractive than even a potentially higher yielding exit
bord. This is because the former is a secure reburn and the latter, in
addition to being uncertain, could be interpreted as a precedent for debt
forgiveness, which is anathema to most barks.

In sum, the conversion of debt into securities can only be a very gradual
process.9l/ Today there is no market for such securities and such a market
cannot be created overnight. The pioneering transactions will undoubtedly
offer attractive profits for individual brokers and investors, which explains
the financial commmity's intense interest in securitization. However, the
volume of rescurces that can be mobilized by volum:axy responses to securitize
debt promise to fall far short of the macroeconamic reguirements for new
finance in latin America and the Caribbean.
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3. Conclusions about the market memu approach

Viewed fram the standpoint of the macroeconamic requirements for financing
growth and econamic restructuring in latin America and the Caribbean, the
market memu is very incomplete. The mermu lists some interesting "appetizers"
for the debtor countries, but the "main entrees" simply are not there.

The memu is a market-based approach which relies an the voluntary
responses of the inmdividual creditors. However, conventional market financing
is procyclical in nature and therefore capital will unlikely flow
spontaneocusly to latin America and the Caribbean in any significant volume as
long as potential creditors see discounts on old debt.92/ As for new more
exotic instruments designed around the adjustment of private investment
portfolios, their development will only be gradual. It must be remembered that
private markets operate at the margin and each new instrument will necessarily
start small.93/

In sum, when left to their own devices, private markets urwind from a
crisis only very slowly. The menu approach therefore only chips away at the
corners of the crisis. It clearly does not address the central macroeconamic
prcblem: how to finance in a sustained and predictable way the econcmic
reforms and new investments that lLatin America and the Caribbean will need to
initiate growth now and begin to restore its capacity to service foreign
debts. Only when that capacity is restored will corventional private
investors once again begin to put sizeable amounts of their capital in the
problem debtor countries. The menu approach clearly is a poor substitute for
a coherent multilateral initiative which would liquidate the debt overhang
that is contributing to the vicious circle of stagnation in the region.
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ITII. THE REAL OPTIONS FOR RELIEVING THE BURDEN OF THE
OUTWARD TRANSFER OF RESCURCES

There is little disagreement that resolution of the region's crisis will
require econamic reforms in the debtor countries and adequate flows of finance
to support that effort.94/ In fact, most latin American and Caribbean
economies have undergone spectacular adjustments. Moreover, there has been an
overwhelming political disposition in the region to service debts and pursue
economic reforms that would make the economies more competitive
internationally and the State more functional to accumilation and equitable
income distributions. The missing link over the last five years has clearly
been a stable external economic enviromment which includes predictable and
sustained flows of credit to the debtor countries.95/ Without finance, the
countries have encountered an enormous outward transfer of resources which has
destabilized local econamies and restricted investment and growth. Moreover,
the process may be reaching its political limits. Remedial action must be
taken in one way or another.

1. The first-best solution: a comprehensive
multilateral initiative

Fram the standpoint of world macroeconomic efficiency, the first best policies
are quite cbvious. On the one hand, debtors should persist with reforms and
econamic restructuring. However, more symmetry is needed in the adjustment
process; i.e., the creditor countries must simultanecusly correct the severe
macroeconomic disequilibria in the North. Co-ordinated adjustment in the North
would establish a basis for: i) higher rates of growth in the OECD area;
ii) more normal international rates of interest and iii) higher commodity
prices. The stimilus of a more dynamic performance of the OECD economies would
in turn naturally relieve debt burdens in latin America and the Caribbean and
indirectly contribute to financing recovery and restructuring in the region.

Indeed, a sufficiently favourable external ernvirorment would undoubtedly
help to pull many of the larger debtor countries out of crisis and give them
the means to pursue reforms more or less autonomously through normal channels
of trade and finance. The mumber of debtor countries in the region paralysed
by crisis would be correspondingly less and probably made up of mostly smaller
debtors. 'nusmtumwouldopenthepmspectofthemternatlonalccmmmty
respending adequately to their problems through existing miltilateral
financial chamnels. It should be pointed ocut, however, that as time elapses
without an improvement in external conditions, such improvement grows
increasingly inefficient to produce the desired results.
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In the absence of quick econamic reform and renewal of dynamic growth in
the OECD economies, the debt burden of most of the region's economies will be
unbearable ard represent an cbstacle to growth and econamic restructuring. In
these circumstances, same form of direct or indirect generalized concessional
(below market terms) debt relief becomes inevitable. So many formulas have
been proposed since the outset of the crisis that it is virtually impossible
to summarize them here.96/ However, oneapproachhasrepeatedlyexergedinthe
debate about debt relief that has been going on since 1982: a multilateral
facility which would help convert bank debt into long-term bonds with fixed
interest rates.97/ Moreover, this particular approach has recently enjoyed

support in the U.S. Cangress.98/

The precise mechanics of the debt conversion facility differ according to
whose proposal one examines. However, generically, the idea proposes that a
new or existing multilateral agency purchase outstanding latin American and
Caribbean debt from the private banks. The purchase could be effected at a
discount for cash; alternatively, the debt could be exchanged for bonds
emitted by the multilateral agency. Inscmeproposalstheborxicapb.lresthe
discount fram the banks directly, while in others it is realized indirectly by
exchanging loans for bonds at par, but with the latter bearing below market
interest rates. The banks, of course, would reglster a corresponding loss on
their books,99/ but they receive compensation in the form of a solid
off-balance sheet security that has no downside risk and is probably
marketable.100/ Moreover, most proposals for a debt conversion facility
suggest that the home country banking regulatory authorities change existing
accounting rules in such a way as to make sales of debt attractive. One way to
do this would be to follow a recent precedent and allow the banks to amortize
their losses over a very long period of time.101/

With regard to the debtor countries, the new multilateral facility would,
in exchange for a cocherent, bilaterally organized programme of econamic
restructuring, agree to pass on the bulk of the discount realized on the
purchase of debt. The co-operating countries' debt service would be
correspondingly reduced to more manageable levels.

Various proposals exist to finance the new facility. Some suggest that
its capital base be subscribed to by the creditor goverrments in proportion to
their current participation in the World Bank and IMF. Others suggest that
the major surplus countries contribute the capital, most of which would be
callable, as opposed to paid-in, capital. One of the more recent proposals out
of the United States Congress suggests that the IMF's US$40 billion of idle
gold reserves be mobilized to establish a capital base for the new debt
conversion facility.102/

The virtue of the multilateral debt conversion facility is that it could
securitize a large block of debt much more quickly than one could expect
through private market channels. It also could provide the banks with a
guaranteed return as well as an organized and predlctable way to amortize
their losses.l103/ Debtor countries furthermore would receive immediate gains
fram the securitization process in the form of a reduced debt service burden.
Morecover, lower payments become autcomatically functional to econamic
restructuring because to became eligible for relief a debtor would presumably
camit itself ex ante to an organized structural adjustment programme.
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However, the establishment of a multilateral debt conversion fac:l.llty in
and of itself would unlikely be encugh to turn around the debtors' econamies.
Oamtrleswwldstlllreqtumsustamednewmﬂomofcapltaltosupport
growth and econamic restructuring. This initially would have to come fram
traditional multilateral financial agencies such as the IMF, World Bank, and
IDB. The carditionality of these organizations also would have to become more
flexible if it is to be successfully marketed in the developing countries
themselves.104/

2. A second best solution: a debtors' memu of options

a) The poor prospects for a multilateral initiative

As ECIAC pointed out in its bianmual ordinary conference held in Lima in
early 1984, the debt crisis is a systemic public problem.105/ It has its
origin in a complex interaction of policies pursued by the banks, the Iatin
American and Caribbean countries and OECD govermments over the last decade.
The negative effects of the crisis also impinge on all the parties involved
and weigh heavily on the performances of the econamies of both debtors and
creditors.106/ Since private markets tend to behave procyclically, myopically
overshooting on both the upside and downside of an econaomic cycle,107/
reliance on market forces to resolve a crisis can be a socially costly
strategy. It is well known that confronting a public problem with a strategic
deployment of public goods can minimize lost output and employment and hasten
a solution to a crisis. Furthermore, effective public intervention can ensure
that the inevitable costs of past mistakes are distributed equitably and paid
for dynamically out of future income through growth. The postwar Marshall
Plan is an elegant testimony to the mutual benefits derived from co~ordinated
miltilateral intervention in private markets to stimlate growth amd
restructuring.

In the current debt crisis public goods have been timidly deployed and
those that have appeared have usually been excessively geared to the single
purpose of smoothing the adjustment of private financial portfolios. More
recently, one does cbserve same important progress to balance the framework of
the international debt strategy. For instance, the creditor countries now
openly recognize that there is co-responsibility in the crisis and that all
parties must bear their fair share of the burden in resolving the problem. The
need for renewed growth in ILatin America and the Caribbean now is conventional
wisdom. As mentioned, the IMF appears to be re-evaluating its conditionality
- and seems disposed to delink its stand-by programmes from the management of
the banks' balance sheets. Furthermore a much needed increase in the capital
of the World Bank now has the support of the creditor goverrments. There also
is support for broader use of contingency financing in the IMF stand-by
agreements. As positive as these events are, however, they fall short of a
camprehensive multilateral initiative to tackle once-and-for-all the twin
problems of a debt overhang and the underfinancing of restructuring in ILatin
America and the Caribbean. Moreover, the prospects do not seem good for the
emergence of such an initiative in the near future.
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The northern industrial countries are suffering from their own severe
macroeconcmic desequilibria. The OECD econamic agenda has consequently given
priority to questions relating to the value of the dollar, Japanese and German
surpluses, U.S. deficits, etc. As judged by the cammmniqués of recent G-7
econcmic sumits, the ILatin American and Caribbean debt crisis is a secondary
issue governed by considerable camplacency.

Moreover, political comditions do mnot appear conducive to grand
international initiatives. In the industrialized countries important
political leadership regarding the production of international public goods
has customarily come fraom the United States. However, that country has been
econamically weakened by large fiscal and balance-of-payments deficits that
have converted it into the world's largest debtor nation. It is now being
forced to retrench into greater austerity. Indeed, the recent decision of the
U.S. administration to support a modest increase in the capital of the world
Bank will considerably challenge the good will of a U.S. Congress concerned
about deficit reduction. Grand initiatives such as a new miltilateral debt
facility, coupled with support of big increases in multilateral funding, seem
to exceed the political realities of that country, at least for the moment.

Mearwhile, the stronger surplus economies of the North are not accustomed
to leading bold miltilateral initiatives. Japan, has, however, made an
interesting commitment to recycle US$30 billion of its surplus to developing
countries over the next three years (table 11). But it is not clear how much
of those resources will be channeled to latin America and the Caribbean and
what the distribution among the countries will be. Nor is it clear how quickly
the money will be disbursed, especially since an important part of the
resources is being channeled indirectly to developing countries through the
slowly disbursing international development banks and the IMF. Finally,
Japanese banks, which are major participants in the recycling project, have
publicly displayed ambivalence to a programme which will force them to raise
exposure in problem debtor countries.108/

In sum, the picture remains clouded regarding the region's access to
conventional channels of finance. In the face of these uncertainties, and the
political requirements to reactivate their economies, new options mst be
developed by the debtor countries.

b) The debtors' memu: the contents

The debtor countries need to reduce, at least transitorily, the large
artwardtransferofrmtocreditorsinordertorennveitspexvexse
effects on the control of domestic inflation and the mobilization of savings
for econamic growth and restructurmg The international commmity has been
slow to comprehend the region's problems: moreover, even when Ilatin American
and Caribbean positions have finally won legitimization in the North (e.q.,
the Baker Plan's recognition that sustained adjustment can be achieved only in
anenvn'crmentofgrowth) toofewresommhavebeenmadeavallabletoback
up the prop051t1m In view of this situation, and after five years of crisis,
debtors are, in practice, progressively developing their own memu of options
to confront the crisis. Same of the options open to the consideration of
individual debtors are the following:



38

sloiqa(q
waqoly
Bujpnpoul

$auuNo)

Suidojarag

pun,f uoperadoo;) DIIOULI;| SEIIIA )y
SN [BID1]JO JO 5ISBY A} UO “YV.)5] [22dney

suoneZIUEdI( "pUJ 0} SUOTNqUIUC) _’
uoliq 6°¢§SN
{ |
JKNI 0} ueoy g s 38
1 i 1
uoliiq 01 $SN I uoiq 9°£$SN snjding sousde
puny [eoedg yueq priop -
uolpq §°T$SN
sjupuwo) RO ‘d
syuey asousdef’ \_
Suldueupy-0)
uoty
3 essn “ ANVUEWIXH —
SUBO-Y panuf)
uudug Jo YNVANIX T A susoq pappup Jo uopsuedxy )
& — ] syueg osausdup _
SUBOT] UBULOD) L
> suonezZiuediQ
I [eJalB[ NN iim < —] :
uo -
HIa 655N sjuawdAudy 3uroueuy-o) SUBO panu) _ uwdef JO ANVEWIXY l_
— — wow |
Npa) uag 1 v:A240
suonnyfysuf yuawdopaaq (8i18NK Yiim Buppusuyg-0) jo uosuedxy g
— —
aal - supuny 1 syuey asousde
jueg judurdojara(g uejsy — — fimuswagddng
A A PHOM = M PHO
Wollia ¥EsN S| piioyg
do 0 Ao Jujaady pun
[N Lt T 1dpny p1oudr)
JUIUI}SAAUY A SUOR NqU U0 3931(] JLIBIUTIFEYYT3Y
(sa03d ¢ 1240)) suop sy Juawido[aaa (VI B[DIMRY U} JUdUSIANY 'Y

HWYUEO0Ud ONITIADTY ASANVIVL NOIT11d 0£$SN THL 40 NOILNATULSIA AALYWILSH

11 9qeL



39

i) Selection fram the market menu. Countries certainly can select those
items in the creditors' memu that serve their interests. Undoubtedly, scme
debtor countries will prefer to operate entirely within the creditors!'
framework by rescheduling debts, seeking new involuntary loans (where that
proves feasible), opening damestic markets to debt-equity swaps, marketing
exit bonds, etc. Other countries will find some items in the creditors' mem
acceptable, while others not. Thus, certain non-market options will be
explored.

ii) Full moratorium on medium-term debts. Facing the severe limitations
of the creditors' mem, same debtor countries have no other recourse but to
unilaterally enter into a moratorium on payments to the banks (and perhaps
other creditors as well). Moratoria are likely to be conciliatory, since no
debtor country has ever shown an interest in repudiation. Same moratoria can
be very transitory, used to buy time and strengthen a bargaining position that
will be eventually presented to the banks (as a group, or bilaterally) for
formal negotiations. Or, in the absence of acceptable alternatives, the
moratoria could take on a longer term character. In all but the most extreme
cases, payments on short-term debt will be excluded from a moratorium.

iii) Formal 1limits on payments (partial moratorium). Countries can
unilaterally limit debt service to some specified amount that reflects their
capacity to pay. Limiting debt payments to a percentage of exports, or to a
percentage of gross damestic product, essentially forces the creditors to take
quasi-equity positions in the problem debtor country's econamy. Such policies
can be made more acceptable to the creditors if there were some type of
guarantee concerning the future growth performance of exports volume and/or
GDP. Ancther way to limit debt service is to simply establish a target rate of
growth and assign any available excess foreign exchange reserves to the
servicing of the debt.

iv) Conversion of debt into bonds. A debtor could unilaterally cornwvert
its outstanding debt into long-term bonds. Fram a position of full or partial
moratorium the debtor could make a standing offer to settle arrears with
individual banks by giving them long-term bonds. Banks can be given the option
to convert at par with below market interest rates, or accept its financial
equivalent in the form of a discount and a commercial interest rate. Countries
also can enhance the offer to the banks by unilaterally subordinating old
commercially priced debt to the newly issued long-term securities.
Furthermore, the bonds can carry a "bisque clause", that allows for better
repayment terms on the bond if there is improvement of some abjective non-
manipulative indicators of capacity to pay (e.g., the terms of trade).l09/
Again, the bisque clause gives the creditors a quasi-equity position in the
country and may create an expectation that the below market yield on the bords
is only temporary.

v) Interest bonds. Debtor countries can unilaterally issue or offer
bords/notes for all or part of current interest payments. The instruments can
be made eligible for local debt-equity swap programmes.

vi) General capitalization. Countries can unilaterally capitalize
interest payments that exceed a normal real rate of 1-2%. A "“shadow"
coamercial, or below market, interest rate could be applied to the
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capitalized payments for accounting purposes. The debtor also can add
credibility to accumilated capitalized interest by paying the local currency
equivalent into an escrow fund that banks could draw upon for the purpose of
making local loans or equity investments.

vii) Payments in kind. Countries can substitute cash payments with
exported goods that the individual banks could market internationally for
resale.

viii) Co-ordination with other debtors. Countries can cammmicate and
exchange information concerning their negotiations with creditors. Or, instead
of confronting the bank's Steering Committee individually, debtor countries
can consider joint negotiations. A joint approach also can be taken rega.rdlrg
negotiations with creditor goverrments for a political solution to the crisis.
Neither of these joint negotiations has ever been tried. In any event, while
the debtor countries' different econamic and political situations have
hindered co-cperation in the past, those odbstacles are more easily overcome
once the countries' adbjectives converge on the need for below market repayment
terms to deal with their debt burdens.

There are clearly other options that the debtors can explore. The
options carry different benefits and risks, so selections will differ among
the debtor countries. Some countries seeking alternatives to the creditors!
menu may consider a moratorium the safest and least conflictive option. In
any event, those countries would want to combine use of non-market options
with cautionary measures, maintaining at least small trade surpluses in order
to service short-term lines of credit, to make payments to banks which accept
the non-conventional payment formulas for medium-term debt developed in the
debtors' menu, and to avoid a drain on foreign exchange reserves. Those
countries also would seek to minimize the risk of sanctions by i) projecting
a conciliatory image; ii) contimuing to at least partially service debt, even
if only with sporadic payments, and iii) ensuring that the non-conventional
payment options are deployed to support a visibly ccherent economic programme
that will foster investment, growth and improved payment capacity. Finally,
these countries would probably retain council in New York and London to help
them interpret country specific accounting and banking regulations in the
North as well as to deal with law suits should an 1rxi1v1dual bank attempt to
take the debt service problem to court.

c) Growth and recovery

The debtors' mem in fact reflects actual events that are now occurring
in the region. Only a handful of countries are operating entirely within the
market mermu approach; indeed, most countries are in state of full or partial
moratorium on their bank debt. Scme countries have formally established a goal
to limit payments to a percentage of exports or GDP, while one (Peru) has in
fact kept payments on long and medium-term public debt at 10% of its exports
since July 1985. Indeed, the diverse plcture at the end of 1987 regarding debt
service appears smllar to the reglon s status with its creditors during the
1930s. The one big difference is that the international debt strategy has
successfully bought time for the banks to strengthen their loan portfolios so
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that the Iatin American and Caribbean irregular payments positions are
unlikely to create chaos in world financial markets.

The implementation of a debtors' mermu by the Iatin American and Caribbean
countries has been an important contributing factor in the progressive decline
of the outward transfer of resources. But experience has shown that deployment
of the debtors' memu, through a moratorium or other selection, does not in and
of itself guarantee sustained growth for the debtor countries. Clearly, if the
reduced transfer is to stimilate growth, it must be part of a coherent and
sustainable econcmic policy that husbands resources and channels them into
activities that will expand output and employment with a minimm drain of
foreign exchange reserves.

There should be no illusions: the dilemma confronting the region and its
creditors is of great proportions. Today most latin American and Caribbean
govermments largely agree with the creditors that they must restructure their
economies so that, among other objectives, they gain an international
campetitiveness that will allow a dynamic (as opposed to dependent) insertion
into the world economy and permit them to normally service their debt.l10/
However, this goal becomes more politically and technically problematical when
there are limited conventicnal channels for trade and finance.

The countries of the region have found that co-operative participation in
the international debt strategy has been rewarded with a severe and persistent
drought of finance. Mearwhile, the depressive effects of slow world trade ard
depressed camodity prices are aggravated by protectionism of all types in the
industrialized countries. Thus, it is possible that at some point the logic
of more internationally integrated and efficient economies in Iatin America
and the Caribbean will conflict with the logic of narrowing channels of
conventional international finance and trade.

Many of the selections from the debtors' menu, of course, risk narrowing
even further those conventional channels of integration with the world
economy. But the already severe scarcity of finance, and the deteriorating
world economic ocutlook are progressively reducing the opportunity cost of
deploying that memu. If used sagaciously, and as part of a coherent econamic
and political programme <that makes the harsh and restrictive external
envirorment an important endogenous policy variable, the debtors' memu could
be consistent with price stabilization and higher sustained rates of growth.
The big question is whether that growth must come with a marked sacrifice of
gains in efficiency -——as was the case of the ILatin American experience in the
inter-war period. Unfortunately, that could be the cost of escaping the
depressing effects of the international debt strategy. This, too, is a secornd
best strategy for all concerned. The creditors, however, cannot have it both

ways.
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