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I. INTRODUCTION

1. From a Latin—American point of view, perhaps the most
important recent evolution of the debt crisis 1s the increasing
acceptance of the idea that the appropriation by the debtor
countrises of the deep discounts at which their debts are being
traded in the secondary MNew York market is not only possible but
may &lso offer a promising avenue for the resolution of the debt

overhang problem.

P In fact, market discounts increased enormously in the last
few vears, with the deepest cuts occwring last vear, as shown in
Table 1. More recently, there is a tendency towards price
stabilization, with average discounts for the most important Latin

debtors in the 30465 percent range.

%, I¥f an average S0 per cent discount were applied to all
long term Latin American debt to private creditors (an estimated
¥2E2 hillion, or 325 per cent of Latin America’s GNF in 1987), the
total net external debt of the region (an estimated #3353 billion,
or 5% per cent of Latin fAmerica’s GNF) would fall by one third.
Frovided that private net capital inflows remained unatfected, the
resulting decline in interest payments ~ an estimated #10 billion
per vear -~ would amount to a reduction of about 1.5 per cent of

GNF of the financial transfers of the region to abroad. Combined

with an increase in the internal savings rate of 1.25 per cent of



GNF, and an expansion of official external credits of .73 per cent
af GNF {or 5.0 billion per vear), this would allow fixed
investment to increase from the current 17.95 to 21 per cent of
GNP, thus permitting Latin America to resume growth at the rate of

5 per cent per year *.

4. The previous calculations suggest that two conditions need
to be satisfied, for a scheme "to capture the discount’ to have a
decisive impact on the growth perspectives of Latin America.
First, rnet official capital inflows should be stepped up, and
private capital inflows maintained at current levels. Second,
complementary domestic resource mobilization ~ i.&., & higher
domestic savings rate — should be an integral part of the scheme.
in nther words, additional domestic adjustment efforts and a
callaborative international framework are necessary complements
for the success of a sheme 'to capture the discount’.

The next section discusses the alternatives that are open
to individual debtor countries 'to captuwre the discount’ through
direct offers to its private creditors. Section Z reviews the
possibilities and the problems associated with the creation of an

international debt facility. Conclusions are summarized in the

final section.

t The figures for the above calculations are from the World Bank
and the IMF, as presented in the annex tables to Edgardo
Barandiaran, "The adjustment process in Latin America’s highly
irndebted countriess" (Washington, DC: World Bank, March 1988,
pracessadl . ’ The estimated
incremental capital output ratio of about 4 is much lower than the
average for the sighties, but slightly higher tham in the 19464/31
period.



11. ‘CAPTURING THE DISCOUNT : NATIONAL INITIATIVES

S & maior economic difficulty for ‘capturing the discount’
either directly or through internatiornal means should be pointed
out at the outset: it cannot be done through purely market
oriented means. Currently, the market value of Latin America debt
is about 4% cents on the dollar, But, in the measure that the
outstanding debt is reduced by a buy-back or a swap scheme, this
market value will maturally increase, reflecting the increased
probabhility that the remaining debt will be punctually serviced.
Hence, only & small fraction of the outstanding debt would be

voluntarily redeemed at prices close to those currently prevailing

in the secondary marbket.

S The reason is that any individual creditor has a clear
incentive to stay put, because the market value of her claims
woulc increase in the measure that others creditors accept to
trade their claims at a discount. Thus, creditors will need to
face an “all or nothing’' choice in order to be collectively
irnduced to sell their claims at current market prices. For
evample, creditors would have to be told that "old’ claims, which
ars nat sold out or swapped by ‘new’ claims, would be serviced at
orly 45% of its previous contractual value. This, however, would
clearly be an event of default, raising the possibility that any

payvment made by the debtor through the international payment



S
mechanisms would be subject to the the legal claims of the
creditors. Less drastically, in case of discounted debt swaps, the
‘mew’ claims could be given explicit seniority over the "old’
claims, i.e., debt retained by the private creditors would be
subordinated to the new discounted claims ~ but this decision
might also raise thorny legal problems, and, in any case, could

not be applied in case of cash buy-backs.

7 By themselves, countries have a rnumber of alternatives to
try "to capture the discount’ ' : buy-back schemes, debt-for-
securities swaps, debt-—for-eguity swaps (of which debt-—for-
domestic currency swaps are an important subset), and debt-—-for-—
export swaps. Their characteristics are discussed in the
following, but, from the point of view of providing sufficient
debt relief, all have strong limitationse which might however be
overcome thirough the intervention of an official international

AQENCY .

H. Buy—-backs refer to schemes by which the country buys its
debts back from the banks for cash i US dollars {(or the currency

of denomination of the original debt).

F. Pebt—for—-secuwrities swaps are schemes by which the debtor
country swaps its debts with the banks for new securities,
normally derominated in the same convertible currency as the old

debts.



1o, Debt—for—equity swaps refer to schemes by which the debtar
country buys its debts back from the banks — or from & third party
which had previously bought the debts from the banks in the
secondary market with US dollars — with domestic currency, which

ig then invested, as equity, in domestic firms in the debtor

i

countries. Debt-for—local currency swaps may be considered a
subset of these, which skip the last Dpekatian, They involve the
evchange by the central bank of local currency for a foreign debt
mlaim. Domestic residents can thus buy their country’'s debt in the
secondary market using edpatriate capital or foreign currency

acguired in the parallel market.

11. Debt—~for—erport swaps refer to schemes by which a
prospective importer buys a debtor country debt from the banks in
the secondary market with US dollars, and then redeems this debt
in the domestic currency of the debltor country, using the
proceedings of this redemption for payment of ewports from this
country. Alternatively, the original creditor itself may
intermediate the exports of the debtor country, receiving the
dollar payments from the importer and ‘paying’ the country at
least partially through the cancellation of & portion of its

original debts.

12. fpart from the technical difficulty discussed in paragraph

%, buy-backs also face some legal difficulties, related to the



‘sharing clauses’ in syndicated credits, that specity that all
participants in the credit should share in eventual buy-backs.
Thus, a waiver of these clauses would have to be obtained from the
criginal creditors before such an scheme could be implemented. But
the most important problem with buy-backs is that typically a
debtor country will not have sufficient international reserves to
make an appreciable dent on its debt overhang. Hence, gsignificant
cash buy-backs would have to be financed by international sowces,

s in the recent case of Holivia =2,

135, To provide significant debt relief, debt—for—-security
swaps would have to incorporate discounts approximating those in
the secondary market. But, in this caze, banks would not have any
incertive to do the swap. This was illustrated by the failure ot
the ‘exit bonds’, introduced by fArgentina in its 19287 rescheduling
agreement with the banks, as the present value of the bonds was
then approximately equal to the cash value of Argentina’s debts in

the secondary market .

14. More generally, banks would be interested in voluntary
exchanges of this type only in the measurs that the expected

market price of the new securities were higher than the observed

= With funds provided by official donors, Bolivia expects to
repurchase about half of the debt owed to banks at 11 cents on the

dollar.
®= The 'exit bonds’ offered by frgentina were Z5 vear 4 percent

bonds, providing exemption from future new lending.
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secondary market prices of the old debt. This effectively denies
the possibility of significant debt reliet through voluntary debt-
for—-equity swaps, unless guarantees on future payments are
provided by a third party, with an unblemished credit rating, such
as the World Rarnk. But the failure of Mexico, in capturing a
significant discount in its recent debt—for—security swap offer,
evern in face of its pledge of US government bonds as a guarantee
of principal payments, illustrates the point that financial
gimmicks cannot remove the fundamental economic difficulty
discussed in paragraph S5, to fully capture the discount through
voluntary means. Given the opportunity, major creditors will opt
to stay out of & swap scheme abt current market prices, in the
expectation that this schame will increase the market value of

their original claims.

15. Debt—for-equity swaps change the nature of the obligation
of the debtor country — from debt to equity, which might in
principle be advantageous to the debtor - but not its total
foreign liabilities, unless mechanisms are devised -~ as in the
Chilearn and Brazilian auction systems -~ to share the market
discount between investors and debtor country. Indirectly, these
swaps may also end being just & complicated buy-back scheme, in
the measure that they replace foreign investment in hard currency,
or facilitate ‘round tripping’ through the official foreign

exchange market %,

4 4 indirect cash buy-back would happen when, for example, &
gsubsidiary of a multinational corporation in the debtor country
legally repatriates capital in US dollars through the official
foreigrn exchange market, which is then used by its headguarters to
buy discounted debt in the MNew York secondary market, to be



1&. A fiscal problem emerges as a consequence of debt—-for-
eguity swaps, when ~ as it has frequently been the case in Latin
america — public sector external debt is swapped either for cash

mr for eguity in the domestic private sector. From the perspective
of the government accounts, external debt is being redeened before
maturity (as redefined by the rescheduling agreements with the
barnks) without the creation of a corresponding sowce of tinance.
I¥ the budget is not adjusted, either the money supply will have
to increase or the intermal debt to expand. Simply keeping the
external debt in the government books may tuwrn out to be less
costly than either alternative. Frivatization programs, involving
the sale of public enterprises shares to foreign investors would
be a wav out of the fiscal problem, but this may raise difficult

political problems.

17. Debt~for—-exports swaps, finally, may be considered as a
third best export promotion mechanism for sectors with excess
capacity but unable to compete externally (and which would
otherwise have to be subsidized by the government), but are hardly

a viable mechanism to achieve signiticant debt reduction.

swapped for additional equity investment in that same subsidiarvy.
AGfter all rounds, the debtor Central Bank finds itself with less
external debt and lower foreign exchange reserves. Round
tripping’ may also occur with illegal US dollar remittances
through the parallel foreign exchange market, which have the
effect of increasing the premium of the parallel over the official
exchange rate, thus inducing — through underinvoicing of exports
and overinvoicing of imports, for example — a reduction in the
supply of foreign exchange in the official market.
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18. This brief review suggests that the alternatives open to
debtor countries '‘to caphure the discount’ through unilateral,
market oriented actiorns are limited. International action is
clearly required to provide the cash and/or the guarantees for the
discounted debt repurchases and/or swaps, and to induce the
original creditors to collectively accept 'all or nothing’' swap

offers without creating a legal nightmare.

I1I. TOWARDS AN INTERNATIONAL DERT FACILITY

19. Recently, an influential and comprehensive proposal to
solve the debt problem was offered by James D. Robinsonm III,
Chairman of the Americarn Express Company. He proposed the creation
af an Institute of Intermnational Debt and Development (1202 9.
This would be a Jjoint venture of the IMF and the World Bank,
funded by major developed country governments, which would
negotiate with creditor banks to purchase their third world loans
at a discount in exchange for its cwn obligations. These discounts
would then progressively be passed on to the debtor countries
governments, in the measure that they "would agree to implement

sconomic and financial policies that lead to growth, open markets

and build creditworthiness".

= f, James D. Robinson, "6 Comprehensive Agenda for LDE Debt and
World Trade Growth". A speech before the Uverseas Development
Council. Washington, DC: February 29, 1984.
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20. A key feature of Robinson’'s proposal is that I2D2 credits
would be subordinated to all new debt issued. That means that new
loans would have a prior claim on resouwrces aver debt purchased
and owned by IZ0DZ. This subordination step is intended to be a key
factor in opening up new sowces of credit for the countrvy. Free
riders would not be allowed. All sovereign bank debt owed by a
contracting debtor country would have to be acquired by [2DZ.
Eanks that choose not to participate would be offered lower
vielding exit bonds, or would be regquired by regulators to mark

dowr the loans to market value without the special regulatory

treatment benefitting participating banks.

21, Sovereign bark debt of the seventeen reschedul ing
countries covered by the Raker Flan is about #2350 billion. If [32D2
ultimately acquired all of that debt, at an estimated value of 60%
nf face, F150 billion of IZDZ securities would be needed in the
exchange. Splitting this into #1235 billion of consols and 25
billion of participating preferred stock, Robinson finds that the
Institute could be supported by #12.9% billion in equity capital
raised from the sponsoring goverrnments. The equity capital would

cerve as a reserve, and it might be paid in or callable.

2. Irn their statement on the ocassion of the April 1988

meetings of the Interim and Development Committees, the G-7

Ministers edplicitly repudiated attempts at a comprehensive
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salutian of the debt overhang problem, as that proposed by James
Robinson, and reiterated their continuing support for “muddl ing
through’ the debt crisis with the case-by-case approach &, But the
fact is that there is an increasing tendency both at the World

Bank arnd the IMF to search for more innovative soclutions to the

debt overhang problem.

2 The reason is that "debt fatigue’ is taking its toll

everywhere. For example, in its March 18, 1988, letter to the
Chairmen of the Interim and Development Committees, says Horst
Schulmann, Marnaging Director of the Institute of International

Finance (a Washingtorn-based think-tank of the international

private banking communityd:

"L hanks have encountersd growing strains in the
concerted lending process...there are increasing
difficulties in agreeing new loans and gaining widespread
participation. Concern exists about the safety and
soundrness of the loans, their tenor and pricing, the
allocation of the burden among lenders, and the capital
cost of having to make provisions...for creditors, too,
thare must be some ‘light at the end of the tunnel ”."

Sechulmann’'s bottom line is that "if new bank lending is to
come forth in adequate amounts, ways must be found to provide
measirable credit emhancement,” through explicit World EBank

guarantees, The provision of such guarantees is in fact one of the

mxin demands of Japanese and European banks in the package of

@ Cf., "Group of 7 statement - Ministers stress exchangs rate
stability, oppose global debt-forgiveness plans', IMF Survey,
April 18, 1988, p. 114,



173
US$E5.2 hillion in new money currently being negotiated with

Brazil.

24. The World Bamk in tuwrn is increasingly worried about the
prospective expansion of its commitments in the highly indebted
medium income countries. To sustain growth in the range of 4-5
percent per year in these countries, the Bank estimates the need
for commercial banks financing in the range of at least #6-9
hillion per year. This compares with net flows over the past three
years of less than #4 pillion per vear, which was concentrated on
a few large countries and part of which was in the form of
interest arvrears. The Bank correctly doubts that the sharp decline
in concerned new money packages is likely to be reversed,
particularly for some of the smaller countries. Frospects are in
fart that all countries will continue to experiencs serious

difficulties in mobilizing support from commercial banks.

25, The failure by the heavily indebted countries to secure
adeguate financial relief from private barnks and other souwrces
creates difficult problems for the World Bank. First, because the
adiustment programs supported by the Hank becomnes underfunded, and
hence, the risk of breakdowns of debt service increases. Second,
because the Rank s sharese of total debt service rises over time,
thus weakening the capacity of the borrower to respect the
preferred creditor status of the Bank. Hence, to maintain the

quality of its loan portfolio, the Bank has a strong interest in
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helping ensure that countries secwe adequate financial relief
from other creditors. The Bank thus anticipates that it will need
to play a more extensive and diversified catalviic role in two

areas: new money packages and debt reduction schemes.

Ea However , the difficulties of ensuring new money packages
for all but the largest debtors are probably unsurmountable. The
wisdom of insisting with new money packages for the largest
debtors may also be guestioned. Although some proved capable of
generating sizable trade surpluses, in many the fiscal zituation
is hopeless and inflation rampant, and in none sustainable growth
ig within sight. Under these circumstances, the most productive
catalytic role for the Bank may be to facilitate a consensual

reduction in existing debt service rather than a furthesr addition

to the debt stock.

ET . The main difficulty here is the reaction of the commercial
banks. & number of commercial lenders may now be prepared to grant
financial relief to middle income countries the commercial debts
af which represent a relatively small degree of exposure in
relation to these banks’ capital and/or provisions. But some of
them are concerned about the "contagion” of their negotiating
position in the maior debtor countries, wers they to agree to

grant financial relief in other countries.
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Z8. According to The Economist, commercial bank creditors seem
to be split roughly in two camps on this issue 7. On one side are
American regiomnal banks, the big Swiss and German banks and most
of the Japanese who want and can afford to wrrite off or sell off
their third world loans. On the other side are the big American
money-center banks who still cannot afford to refuse new loans to
the large debtors or to write off old ones. .K. banks seems to
be in & similar position to that of the U.5. morey center banks.
Far instance, The Economist calculates that if Chase Manhattan
were to sell its entire Latin portfolioc of about $6.7 billion of
loans, it would have to take a loss of at least 30-40% of that at
current secondary-market prices. That loss would be six times the
bank ‘s 1986 post-tas profit and not far shortl of its entire common

equi ty capital.

29. Increasing provisioning of the type that Citibank started
in May last year could be an answer. In fact, some fAmerican banks
continued to increase provisions on their third world debts.
Chicago~based Continental Illinois and First Chicago, Fittsburgh-—
based Security Facific and San Francisco-based Wells Fargo all
increased their loan—loss reserves against third world debt to
around S0% in 1987. But New York-based banks are hard put to match
that. For example, as indicated in Table 2, it would cost Citibank

£%5.% billion — or 47% of its common equity — to double the 25 %

7 Cf, The Economist, A Survey of International Banking, /2671988,
e 9.
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provisions it made against its third world loans last vear.
Moreover , banking supervisors both in the United States and the
United Hingdom are worried about the effect that competitive
provisioning may have on the stability of their largest banks, and
have in fact advised the banks against making "excessive”
provisions against their loans to third world countries, which -
according to Mr. Robin lLeigh-Femberton, Governor of the Bank of

England — would "send misleading signals to the debtors

themselves .

E2O. The sensible alternative to additional provisioning 1s

suggested by the The Economist: -

"One way or another, the big banks are going to be pushed
into reducing the stated value of their third-world
exposures. How can they do that if, as at Chase ar
Manufacturers Hanover, their capital and earnings are too
weak to hear the write-offs and reserves 7 The best answer
is to be taken over. To buy Chase now could cost about *460
& share, or #4.8 billion. Under the rules {for takeover
accounting, selling off assets like third-world debt could
help pay for the acguisition .7

8 Cf., "Timely warning to the banks", Financial Times, 2/5/88. It
is apparently because of a behind the scenes advise from the MNew
York Federal FReserve Bank that both Bankers Trust and J.F. Morgan,
the strongest New York money-center banks, decided not to fallow
America’s biggest regional banks and increase thelir reserves on
third-world debt. Of. "New York banks hang together", The
Economist, /2371988, p. 70

® f. The Economist, A& Survey of International Banking, 3/26/1988,
[p. 8.
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v, CONMCLUSIONS

1. The same developments that are frustrating the new money
packages contemplated in the Baker Flan are also opening doors for
more innovation with respect to alternative consensual forms of
finamcial relief. But this is not .going to be an automatic
process. The main difficulty seems to be the incapacity of a
handful of very important international banks to withstand the
losses in their third world exposure which are indicated by the
secondary market prices. In an effort to protect these banks,
which are techrnically bankrupt, bank regulators both in the U.8S.
ard the U.E. are attempting to prevent their banking systems from
building up reserves in sufficient amounts to be able to sell off
their third world loams at current market diszcounts. This, more
tharm the costs of funding an international debt facility, seems to

be the main stumbling block on the way to a comprazhensive solution

to the debt overhang problem.

Z2. This conclusion is strengthened by the following
reasoning. With a S0% average reduction in their their debt
obligations, indebted countries would in general be able to
service the remaining 50%. They would thus have & strong incentive
to adiust, as this would result in additional growth for
themselves, rather tham in additional debt repayments for the

banks. Agreement with the World Bank and the IMF on policy

packages could thus be reached much more easily than at present -
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as these institutions would cease to be viewed in the third world
as debtor collector agencies for the commsrcial banks. Financial
mechanisms could also be devised by which the debtor countries
themsel ves would take up some of the risk of non—-payment of their

own obligations <.

RIKN Under these circumstances, the operation of an
international facility, combined with conditionality and other
arrangemsnts, could substantially reduce the risk of low pavouts,
hence, also reducing the capital needs of the facility perhaps
below the $12.9 billion celculated by James Robinson . Moreover,
arnce the debt facility i1s established, some of the large debtors -
like Brazil, Mexico, and VYenezuela — in the interest of regaining
gquicker access to market-base lending, may opt to ofter the banks
hetter direct deals than those granted by the facility, as

anticipated by Stanley Fischer before joining the World Bank *=,

1O Mexico style collateralization, using World Bank bonds rather
than U.5. Treasury bonds, would be an example. But even 1§ the
debtor country is cash-peoor, the World Bank is now exploring the
possibility of providing partial guarantees on a largely self-
financing basis {(and hence using little or no shareholder
capitall, by which the Bank would charge a premium for the
guarantee approximately equal to the present value of its
aobligation. The premium would be refunded to the borrower i+ the
guarantes were not called.

1+ In his proposal, James Robinson acknowledges the possibility of
other insurance based approaches, which might be “"more readily
acceptable, and less costly, than the I2D2 proposition I 've just
sutlined." Another interesting recent proposal, attempting to
minimize initial capital contributions to & debt facility, is
fArjun Sengupta, "6 proposal for a debt adiustment facility — draft
for discussion'. Washington, DCr International Monetary Fund,
/81988, mimeo.

12 O, Stanley Fischer, "Sharing the burden of the international
debt crisis,” American Economic Review, May 1987.
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This alone could reduce the prospective contingent liabilities of
the debt facility by one half or more. Thus, it is unrealistic to
argue that it is the need for the commitment of huge sums of
taxpavers’ money the reason for the G-~7 opposition to the creation

of an international debt facility.

24, The debt facility would in fact transfer risks from the
private sector to the international institutions and the creditor
gavernments. However, this would be achieved at a relatively low
cost, given the level of debt relief that the banks would provide,
and the positive incentives to adjust that the debtors would face.
Thus, it is as a minimum strange that the G-7 would raise this
objection in its April 1988 comunigue, because pursuing the Haker
Flam will inevitably reguire the extension of World Bank

narantees to enswe the completion of the new money packages. The
volume of these guarantees might be lower than under the debt
facility, but the risks of non-payment by debtors much higher.
Hernce, it is not at all clear that the contingent liabilities of
the international institutions and the creditor governments under
an enhanced HBaker Flan would be smaller than under a debt
reduction program.

2S5 In view of the strong G-7 opposition, proposals as James
Fobinson ¢ Intermnational Institute for Debt and Development, to
establish a full-fledged new institution to buy back the third

world debt, are probably discarded for the moment. But it may not
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he necessary to create a brand new agency for this purpose.
Setting up & Debt Reconstruction Facility jointly at the World
Bank and the IMF - patterned on the experience of the World Bank's
Structural Adiustment Lending and the IMF’'s Structural Ad justment
Facility - is perhaps all that is needed to design and oversee the

orderly implementation of debt reduction on a case—bhy—case

Basis*>.

Eé. The final decision to set-up this Debt Facility at the
Bank and the Fund is in the hands of the industrial countries. But
political pressure to reach this ohjective should be a priority
item in the agenda of the debtor countries in general and of the

Latin American Council in particular.

Huizinga, "U.5. commercial banks and the developing-country debt
crisis", Brookings Fapers on Economic Activity, 2y 1987 S55-601;
arid Roy Culpeper, The Debt Matrix. Ottawa, Canadsa: The North-South

Institute, April 1988.
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TABLE 2

EBalaNCE SHEET ITEMS OF NEW YORK MONEY CENTER BANES
{at September 30, 1987)
i US¥ billion

ITtems Bankers Chase Chem- Civi- Man-— Morgan
ical Corp Han
Total assets Sh.9 1005 FE.O F00.0 7E.E TE.0
Common Eqguity Fats 2.9 I AH.8 21 4.6
Total LDO outstanding 4.0 He7 5.9 14.0 9.2 .4
Total resserves 1.2 2.8 2al 4.8 el 1.7
LDE reserves 1.0 Ha 1.4 2.5 1.9 1.4
LDC non accrual loans 0.6 S 1.1 2.7 1.5 1.3

Effect af increasing LDC reserve to S04 of outstanding loans

Roserve hike 1.0 2 1.4 .5 2.7 1.3
“oequity loss 58 71 86 47 131 27

Source: The Economist, 1/72%/1988, p. 70. Original sowce: Wertheim
Shoroder .
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