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ESCAPING CONFRONTATION:
LATIN AMERICA'S DEBT CRISIS IN THE
LATE EIGHTIES

Edmar L. Bacha



SUMMARY

This is an evaluation of the current stage of the Latin
American debt crisis, and of its likely outcomes. After
characterizing the current stage as "pre-confrontational",
consideration is given to the confrontation scenario as a
natural estuary of current posture of debtors and creditors.
Institutional changes required to defuse the confrontation
and to set the stage for a more satisfactory outcome of the

debt problem are then outlined.

RESUMO

Trata-se de uma avaliacao do estagio atual da crise da divida
externa latino-americana, e de seus possiveis desdobramentos.
Depois de caracterizar o estagio atual como "pré-confrontacio-
nal", considera-se o cenario do confronto como um estuario na-
tural das posturas atuais de devedores e credores. Mudancgas ins
titucionais requeridas para desarmar o confronto e en-
caminhar uma solucao mais satisfatdério do problema da divida

sao entao consideradas.



= SUAR THE CONFROMNTATIONM:

LATIN AMERICA'S DERT CRISIS IN THE LATE EIGHTIES

Edmar L. Hacha
Catholic University of Rio de Janeiro

September 1987

The Brazilian moratoriuam on interest paveoents to banks and

the Citicorp decision to enhance its loan-loss reserves closse a

chapter on the debt drama of Latin America. The heaviest olavers

i bthe field have told the industrial countries and multilatesral

institutions that euddling-through as cwrently conceived is notb

working and that they ars framing their own individual
salutione te the debt-overhang problem. The institoutional
tramewor ik devised in 198Z, which the Haker initiative saughh bo
rescue 1n 1785, 18 now endangered. & new, more condrontationail

phase of the debt problem sesems to be taking shape.

ot
1

With Hrazil = decisiaon

=

t Fedbruary, there are now at leass

.t.

@lght L.abtin American countries (besides Cubalr which have declared



an unilateral moratorium on interest payments: Bolivia, Brazil,
Costa Rica, Domindcan Republic, BEouasdor, Homduras, Micarasgua, and
Fearu. Srgentina, after coming closse to caxlling e moratorium last
January, nas already failed twice to mest the guarterly targelbs
af its IMF programs. The 1987 Latin American debt scene is notb
entirely hopeleass only because Mewico, in epite of record high

rates of intlation, has managed o acoumulate sizable foreign

Y

exohange ¢

f

e ves, while Dhils, Colombis, Gueatemala, Urugusy, and

sabtlstactorily.

1

Yensruela are muddling through more or less

i

The next section attesmpts to characterize the current "pre-—
controntational® stage of the debt probiem. The confrontation
scenario, which may be & natwal estuary of cwrent postures of
debtors and creditors, 18 considered in Ssction 2. Institutional

charnges required to defuse the confrontation and to set the stage

Ffor a move sabisfactory owbcome of the debt problem are oubtlined

section 4. The argument and cornclusions are summarized in

Section 9.

2o THE ANTECHAMEER OF CONFRONTATION

i

Together with the depressed prices of U.5. bank shares, the

]

goondary market valuation of Latin fAmerican debt reflects the

1

poor judgement of financial market participants on the viability
ot cwrrent procedures to deal with the Latin American debt
crisis. fable 1 reports the values obsesrved over the last

thirtesen months in the New York secondary market for the debt of

il



the majior Latin American debltors,

Except for the peculiar case of Balivia?'mmly Colombia and
Chile are now selling theilr paper for the same price as & vear
ago. Frices of ohbher countries’ debt papesr have fallen
dramaticallv. For Brazil and Ecuador, the plungs can be explalned
by their respective unilateral moratoriom decisions. Bub the
prices tor debt paper of other countries, like Srgentina and
Mexico, which managed to fimalize long-term agreements with their
creditors undse IMF supervision, also fell sharply.

Fart of the explanation is in the Citibank s May 19 decision
to set aside an additional USHET billion loan—loss reserve to

cover posslible write-offs of third world loasns. Citicorp chailvman

Jahrn Beed also has outlined plan

B

to become a major plaver in
debt-—{tor—-equity swaps, as & means of getting part of these loans
atf the bank ' s books. Obther banks followed suit. As a result, the
otter of loans in the swap market for Latin American debt now may
graw from the present USFES billion in 1986 to some USELO - Lo -
UEF1E billion & vear, according to a Salomon Brothers sstimate.

P

Writing for tThe Christian Bolence FMonitor (June 1é, 1287, p. 217,

H

Dawid Clark Scott imputes the recent drop in the price of Mexican

i

paper to the swge in loan supply cause by the Citicorp move.
Market observers arg also walting for the beginning of the

oparations of the Japanese RBanking Association, JBA Investment,

the factoring company that the major Japanese banks have recently

gztablished in the Cayvman Islands, pooling USES0 billion of their

devaloping-countey debt. The move by the Japansse banks received

o

sz attention than the Citibank decision, being interpreted



maraely as a tax shelter mechanism. But if JEA Investment starts
to trade this debt actively, it will alter the face of the
secondary market completelv.

The argument that the sscondary market is to thin to reflect
the "tundamentals" of the situation has been proffered before,

and wndoubtedly loan trading prices are stronoly affected, for

i
i
=
T
1B

by the existence of liberal debit-for-sguity swap
schemnss, as shown by the value of Chilean debt.

Bul the "fundamentals" sesm also to be deteriorating. In
1984, Latin American countries managed to twn around their trade
balances sg remarkably that even the most extravagant projections
ot a yvesr before seemed pessimistic. Most important; three vears
ago, L.A&. governments entertained the hope of an sarly retuwn to
"voluntary® market acoesss - provided that thevy behaved according

Lo the rules of the gams. The costs of the syiernal adiustment

i

wenr e viewsd as oan investment in reputation - & sort of market

1]

carrot at the end of the racession stick.

This may still hold in bthe case of soms countries, but
certainly not in Argentinag or Brezil. Adtesr battling the banks
and the IMF for nearly five years ~ and still wnable to bring
intlation and budget deficits under controgl - the governments of
these countries arse now realizing that the stabilization of their

eoonomies, which 15 & prereguisite for their retwrn to voluntary

it}

cogss o international capiltal markets, i1s nowhers in sight.
Mareover , with dollar interest rates going up, and the world
economy =luggish, 1t will be a decade before closely watched

indicators, such as debib-export ratios and interest-sxport



ratios, will i1mprove sufficiently to attract voluntary lending to
these heavily indsbted countries.

Today, it 1s the fear of being shubt oubt of official
Dilateral and multilateral souwrces of finance and the regular

channaels of international trade, rather than the supectation of

futures economic gains, which 1s holding the debtor countriez more

i less in lines. Even so, under tLh

£T7

i

circumstances, these

.
it

countries aleso will be increasingly reluctant to continue
compressing domestic demsnd mErely Lo keep cwrent on foreign
interest pavmenits. Says Brazil s former finance minister, Mario

S MOMNSer s

"Orie of the +tundamental messages of the pump priming
concept, namely, that indebted LDOs should treat transfers abroad
as an investment to regain access to voluntary external oredit,
has lost any orsdibility. LDOs gontinue to service their debbs
{with some notable exceptions, like Brazil and Ferwl because they
percalve that the cost of the present transfers abroad is lowse
thamn the costs of default, Yet one should recognize that once
transters are peroerved as costs and not as investments, their
acceptable limits are considerably narrowed (Simorsen, M., "The
developing country debt problem", mimego, 1987307

Gricther fundamental change is the Uiticorp move. When the
debt crisis erupted in mid-1983Z, the banks suffered a fall off in
stoock prices, bubt they were still able to obtain substantial
spreade and fess in the first "concerted lending' packages. By
throwing good money after bad to avold ismmediate detaults, they
hopsd that the increased probability of being repaid was
sufficient to justify the costs involved in providing new money.
Faced with the lingering threat of a debtors’ cartel, the banks

were forced to reduce thelr spreads and fess in 2ach new



rescheduling as & means of keepling the allegiliance of individual
debtors to the case-by-—case approach. However, in the
oligopalistic context of the rescheduling exercilises, they were

urnabile bto prevent these reductions from spreading system wide.

i

The debtors’ cartel was averted, but the banks’ esconomic interest

i continuing to play the game was dampenesd at sach new

!

resohedual ing move.

In the recent Mexican negotiation, the big U8, banks saw
that, in practice, the Baker initiative would require them to
becoms instruments of .S, policy toward the Latin American
debtors, irrespective of their own profit calculations. Forced by
the U.%. government to accept the contingent lending provisions
ot the Mewican agrsement and very large reductions in spreads,
some of these bhankse began wondering whether they might not be

etter of+ tryving Lo guit. BHankers tried to maintain that the

Mexican desl was "excepltional” and "non-repetitive', but atter
the Brarilian moratorium, they found themselves extending some of
the terms of the Medicen agreemsni to Srgentina and the
Fhillipines. The glass was nearly full, but it was the last big
drop of the Brazilian moratoriom that forced some of these banks
to start searching for alternatives to the rescheduling

WEF L GEE .,

|3

Se THE CONFRONMTATION SCEMARIO

{ine way to solve the debt tangle might be simply to allow



the markets operats and leb the divestiture process run 1ts
course. Caught bstween an unresolved fiscal crisis and dismal
prospects for dollar interest rates and worid economic growth,
Latin American governments will continue to be unable to honoe
thelr foreign debt commitments. Faced with the banks’ reluctance
to expedite new loans under the rescheduling agreements, they
Will continue to declare unilateral moratoriums, partial
limitations or suspension of interest payments. Banks, as a
consegquence, will nesd to continue incressing their loan—loss
reserves, while loan prices decline further. In the process, some
of the more exposed and less lucrative banks might go under,
while the more aqQgressive among the debtors may lose access to
the regular channels of international trade and to official
financing souwrces. Eventually, the paper of the big debtors will
becoms cheap enough for the governmasnts of these countries to be
able to buy them back. Repeating the melancholic conclusion of
the debt-repudiations of the 1930s, one more chapter will then be
clomed in the history of international sovereign debt.

But such protracted confrontation is not in the interest of
either side. Banks would be badly hit in this scenario, and the
debtors’ access to the facilities of international trade and to
official financing might be dameged for & whole generation.
Hevertheless, under current institutional arrangements, debt
devaluation through confrontation ssems to be a nmatural outcome
of present trends in debt renegotiations. Consider the prospects
for Brazil = upcoming debt talks.

an important part of the strategy of banks following the



Citicorp move is for debbt-equity swaps far the debts in their
books. 1t's a major hope the banks have of improving the marbket

value of LDC debts, given the option of start trading in the

secondary market. But the fiscal crisis that underlay Brazil's

Fabruary moratoriam decision should also limit the scope for such

wap opportunities. This is a general point: One major reason

i

fuad

Fat =0 many Latin Gmerican governments have already declared
unilateral moratoriums iz thet they found themselves unable to
operate the domestic transter of resources —~ from the private to

the public sector, which is a prereguisite for government s being

fu

able to buy from the suport sector the foreign currency 1t needs
to service the public sector externsl debt.

Too much of the debate in the past has focussed on the
difficulities of the Latin Smerican sconomlies Lo gernerate
sufficient trade surpluses to pay their interest, either because
of genesral foreliogrn-eschange constraints or an aggregate savings
constraint. These are real enough, to be swe, but the analysis
seems to assums that government budget deficits belong to some
other departmant of the adjustment process. The reality is that
since most of the external debt is of the responsibility of the
government , budget constraints are central in any assessment of
whether a country will be able to keep its interest payvments

curerant .,

Swapping external ~public-debt-for-private-gquity represents

Y

et addition to the fiscal expenditwes of any government

because they reguire the govermment to retive itz external debt.

fhe only differsnce is that payvments are made in domestic rather



than foreign currency — a point that is immaterial when the
relevant constraint is the capacity of the government to tasx

resouwces from the domestic private sector. Unless governmant

budget deficits are brought under control, debbt-equity swaps have

1ittle room to grow. Bub in view of the importance of interest
aviments to explain these deficits, 1t 'e difficult to ses how the
pracy b ¥

deficits can be brought uander control unless the burden of the
exterral debt on government expendituwes is first reduced
signifticantlv.

Thess discusesions are gesnerally couchsd in terms of the
negative impact that such debi-equity swaps would have on
domestic monetbary aggregates, but this is only berause the

central bank is the government agency normally in charge of these

1

mperations. The arguments ars in any caze the main reason for the
reluctance of the Brarilian government to authorize public debt
for private eguity swaps. instead, the Brazilian government is
planming to offer Lo the banks the suspension of its current

moratorium on interest pavments, provided that 10074 of the

i

interest dus in 1987 and &0% of the interest due in 1988 {(plus an
vet undstermined Bt positive fraction of the interest due in
1989 and 19920) is retwned to the government in the form of new
loans with pari-passu clauses linking theilr disbursements ta the
interest payments on the previouws debt. Slternatively - and, in

fact, preferably, from the point of view of the BErazilian

government — the banks may opt to swap their debts for long term

i
m
n
-

ities with an interest payment, initially fixed in the range

of B oto 4 per cent per yvear, but later on floating upwards



conditionsd on the behavior of the Brazilian econoamy.

e

#il iz also not accepting an IMF stand-by as a condition
for an agresment with the banks. The reasan is a fundamental
difference with the IMF on how to resclve the budget deficit
issue, invelving problems similar to those which are currently
leading the IMF arrangemsnt with Argentina to the point of near
rupture. Over the medium haul, there is much restructuring
resded in the public sector, both to reduce the number of public
employees and to close or privatize public-sector activities
{eventually through public debt for public equity swaps !1.
Fiscal raftaorm looks good on paper, but 1t takes long ta push
through a Congress deeply involved in witing & new Constitution,

and longer still to put in practice. In the short-term, 14 i1s
difficult to find a better candidate for budget-cutting than
interest pavments on the foreian debt — particularly when public
investment has already besn pared to the bone and voters aren’t
very keen Lo pay higher taxes to service the fToreign debt.

Im summary, the prospechts for the forthooming debt
negotiations under the current institutional framework are for a

seriouns deadlock, from which the dismal scenario of debt

devaluation should evolve naturally.

s

et
i

there an altermnative to this serious deadlock

4. AN ALTERNMNATIVE SCENMARIG

fis a starting point it is useful to classidy Latin Amerilcan

10



4

debtors according to two criteris: absolute size of external debt

t

and dagree of salvency. The large is the debt, the more
problematic it will be for the creditors to try to deal in a
mon—-conventional manner with an eventual debt overhang problem.
The lower is the solvenoy, the more presseing the need for debt
reliet will be. Three groups of countries may be distingulshed
according to the First criteria: small debtors (total external
debt less than USFEES billiorn), medium size debtors (debt betwsen
USFS and UB#25 billiony, and large debtors (over US¥25 billion in
extaernal debt).

Solvency 1s harder to grasp: =lements to measuwre 1t are the
debt/GNF ratio, the debt service ratio; per capita income, the
absolute +all in GMF and fixed investment since 1980, the ability
to kesp cuwrrent on interest pavments while maintaining GNF
growth, and, last but not least, the secondary market valuation
nt the debt. Basic data 1e presented in appendix, from which ths
tentative five-way classification in Table 2 is obtained:
countriss with a low solvenoy index have bthele debts tvpically
priced at discounts of 75 % and over; medium-low solvency carries
discaunts higher than 53%:; medium-medium solvency involves
mirmimum discounts of 40¥; medium-—-high, discounts higher than 2503
and high =olvency, dizscounts of less than 25%.

Table 2 reveals an interesting fact: countries with the
lowest solvency indexes tend to cluster in the small external
debt range. Thess countries tend also to be those with lowest per
capita incomss in L., This shouwuld facilitate the task of

providing debt relief, for the smaller and the weaker economlies

i1



are also those which are most in nesd of 1t. Total esternal

public debt of the countries in Table 2 with small debts and low
o medium—-low salvency indeses {(Bolivia, Haiti, Micaragua, Costa
Fica, Dominican Republic, Jamaica and Honduras — to which we add
El Salvador and Faraguay) was USER22.7 billion in 1985, according
to the World Bank., Feru, with an external public debt of USFIG.5
Billion, is the only exception to the general ruls that the

weakest debtors carry small external debts.

4.1. Debt Relief in the Small

THe international community is already moving in the case of
Bolivia, to permit this country to buy back its medium to long
term debt to commercial banks at a deep discount. Forgiveness of
principal and interest on official bilateral debt cwed by the
amal ler and weaker countriss is also being considered by a number

of industrial countries.

Deibt reconstruction through secuwritization is xlso been
actively considered for some African countries. This involves
swapping both official and commercial bank debt for long-—-term
securities, with a fixed interest rate plus am annual redemption
furgd pavment, allowing full repavment at matuwrity. In present
value terms, these conditions imply a considerable loss aver ths

face v

iy

Tue of ths debt which, however, i1s lower than the 73%
cdiscount at which the paper of the weakest economies are

currently being sold in the New York secondary market. The new



securities would carry an implicit guarantes of principal, as the
transfers to the redemption fund would be effected by means of an
antomatic deduction from the sals prooceeds of certain primary
product exports, in the way which has been used by arrangement
with the Federal Reserve Bank of New York for Faris Club
creditors,. Interest rate guarantses to +tinal investors would have
to be provided by the holders of the original debits themselves,
opting to sell these obligations in the international capital
markets, Multilateral institutions would not be asked to alter
the terms and conditions of their outstanding debts, nor ta
provide guarantees for the principal or the interest of the new

sacuritiss. However, they would be expected to asswe positive

i

net inflows into these African countries, by continuing their
efforts to put in place new programs which wonld permit
increasing disbursemsnts over the period of securitization.

The interest of these initiatives is that they can be
implemented essentially within the cuwrrent institutional
enviranment, as the dollar amounts involved are relatively small.
There is apparently no need to establish new tunds or new
institutions, which might require complicated legislative action.

Thare is now strong intellectual support for the development
of such debt relief schemes for bthe weaker economies, and the
political will to act in this direction is increasing in the
industrial countries. Two problems are where Lo draw the line
betwsen small-and-poor and medium-and-not-so-poor countries, and

Mow to prevent spillovers to the large countries. Thers is a

political elesment in the first problem, but the international



coammunity has already satistactorily dealt with such

-

classification problems in the past, and there is no reason why a
woartable solution could not be found to define entitlemsnt
criteria 1in this vase as well. In Latin America, the borderline
countries seem to be Feru, on the inside, and Ecuador, on the
outside.

The spillover guestion is thormier and this is what has led

Martin Feldstein in & recent article in The Economist (June 27,

-4

1987 Z1-5

fasl

o recommend banks Yto accept, for now, the de facto
fargiveness entailed in the non-—payment of interest by Bolivia
Faru and others with weak economies than to grant de jure
forgiveness and risk the almost certain pressures %ér similar
treatment from the major debtor countries.”

The trouble with this reasoning is that some of the malor
debtors — Brazil and &rgentina, specitically — are already
insisting in a non-oconventional breatment for thelr sxbernal
debts, as witnessed by Dresser Fereira’s recent suggestion to
swWwap up to S04 of Brazil s bank debt for securities, and far
Fresident Alftonsin’'s expectation that interest rates on
Argentina’s debit should return to theilr "historical norm". The
frustration over existing rules and the expectation of changed
onses are already inducing a confrontational behavior on the part
of some of the big debtors which is also very costly for the

bamks. Mew rules may be bebter thanm arn wrnruly world.

4.2, Reciprocal Comditionality in the Large

i4



The main difficulity at the moment to accommodate the bDig
debtars in a major debt reconstruction schems is clear enough: it
is the sheer size of their debte vis-—a-vis the bhanks’  primary
capital. In spite of recent provisions by U.Sulbanks, there 1=
still not nearly enough financial space for a maior debt
securitization program for the big debtors, given the banks’
unwillingness to take the deep “hair cuts"” that would be
invalved., Neither there is the political will in the industrial
countrigs to generate the rescowces needed to support a new
international debt entity to buy bank debt and convey the
dizcounts to the debtor countries.

Fortunately, as the classification of the big debtors in the

"micgdle-middle" solvency range in Table 2 suggests, 1t is still
ot entirely clear that their debts cannot be dealt successfully
through "creative muddling through' {(the words are Feldstein’'s)
or "a strengthensd Baker Flan® {(in the words of William Tline
L23.0

a4t stake is the need for a signifticant reduction in the
negative transter of financial resouwrces (external financing
mirnus net factor services!) which Latin American countries have
been experiencing since the sarly eighties. In 1979780, according
to ECLA data, these transfers were positive to the tune of I per
cent of aggregates Latin American GHF. They then tuwned negative,
ta reach the valus of ~4.5 per cent of GNP in the 1983/8% period.

G a o

msegueanoe, fixed investment in Latin America dropped feom

ZE ke 17 per cent of GNP betwesn 1979/80 and 1983/8%5 [E1.



Fesumption of steady growth in the region reguires an
increase in the ftized investment ratio to GNP of & to &
percentage points from current levels, and for thiz, according to

t

st i mate

s

some ra

]

(=44

i
W
i

for Brazil, the negative financlal transfer
to abroad would resd to decline to the range of 1.5 to 2.0 per
cent of GHF. fAssuming realistically that ftoreign direct
investment will remain depressed wuntil the domestic economy picks
wp e mesting this target in the 1988-90 period would reqguire zerag
ret transters to official dnstitoutions {i.e., new loans eqgual to
debt service) and new bank money to cover approximately 50 per
cernt of interest owed [41.

Extrapolating these results for all of Latin America, the
conclusion is bthat restricting net finarncial transfers o 1.9 to
2.0 of GNF would reguire net financial capital inflows in the
order of USEZ0 Lo USHFIE billion per vear. This compares with a
realized value of USFI.7 billion in 1784, and prolections of
HSF1h. 4 illion in 1987 and UEFE10.8 billion in 1988, according to
the IMF [51.

Accompaniied by a program of strouctuwral adiustment which
would ensure higher exporits and domestic savings over the medium
run, the new financial commitments of the internatiomnal communi by
would be consistent with a sustained recovery of GNP growth rabtes
and a declins of debt ratios in Latin édmerica — provided that
Libor stays in the range of 7 bto 7.5 per cent per annum,
commodity prices are steady, and OECD growth does not drop much
below 3.0 per cent per vear.

Such "oreative ouddling through' would manage to reestablish



rormal access of the large Latin fAmerican debbtors to the

0

international capital markets in the late 19%0s, as suggested by
Martin Feldstein s recent projesctions for Hrazil in The
Feonomiet. This however mesans that, over the mnext ten vears, the
real alternative to massive debt sscwitization for the big
debtors is a majior medium-term concerted external lending proagream
assoclated with meaningful domestic struchural reforms.

Robert MoMamara hag proposed that such progrem should

.

involve the following slements 4]

i. Debtors and creditors should explicitly agree that the
ohijective in dealing wibth the debt crisis 1s to achisve long term
sustained growth at rates sufficient to achieve social Jjustice
and assuwre a democratic order.

ii. EBEach debtor country should prepare i1ts own long-term
growth pragram taking social, political, and sconomic conditions
into account. This program should include structuwral , proceduarsl,
and financial reform measureas,

iii. There must be an active leader esxternal to the
countries and the commercial barmks which promotes agresment and
progress in resolving the debt crisis. This leader would nurture
the reform process in debtor countries,; encourage debtor
irnittiative, help clarity the sowces of funding and similar

task

i

At oan opesrational level, these stabilization-with-growth
programs should differ from current IMF supported stabilization
programs in saveral respechts:

i. Cuwrrent IMF programs are based on a set of "financial



exercises’, through which performence criteria are established
for domestic credit and budget deficits of the program countries.
fie the G244 recently recommended to the IMF, these exercises
shauld be supplemented by a sst of "growth erxercises", through
which the foreign finance reqgquirements to support adeqguate
seonamic growth in the prageam countries would be determined

ii. The pringiple of "reciprocal conditionality” — or
“raciprocal commitnents? - should be introduced in these
programns. In the same way that domestic credit and budget deticit
limits are an obligaticorn of the program countries, the foreign
credit reguirements in the "growth exercises’ would be an
ohrligation of the creditors, both private and official. The level
of Ffunding to which the banks would be committed would be part of
the negotiations, which may as a result reguire a special
arbitrator, Failwre to comply with these requirements would
authorize the program countries to an auntomatic capitalization of
their external debt service. Since the interest bill on past debt
would mnormally be larger than the new funds, in practice this
could be achieved simply by & contractual setting off procedure —

or a pari passu clauwse - linking interest pavments on past debts

to bhe relesee of new monesy tranches, In line with the “"menu

approach, rather than participating of the interest financing
program, barnbks could opt to swap their debts for an "esit bond!
carvving an interest rate consistent with the net financing
regquirements of the debtor countery.

iii. The principle of contingenocy lending first introduced



in th
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1984 Mexican package should become a standard feature of
these new lending programs. Interest rate capping and financial
compengsation for commodity price shortfalls showld ensurs that
the growth targets of the program are nobt compromlsed by adverse
external shoocks.

iv. The policy review process should be less intrusive and
more respectful of the member countries’ soverelgnty than the
Highly visible guarterly IMF missions of pressnt programs.
Current procedures have tended to generate more hzat than action,
arnd could profitably be replaced by a periodic consultation
mechaniam, directed at an evaluation of the direction and
intensity of the adjustment sffort. Creditors’ compliance with
thelir share in bthe program would also bs part of the review
orocedure.

& critical regquiremsnt of this new collaborative framework

the leadership and arbitration role which showld be plaved by

P
i

an international organization, either the World Bank or the IMF.
in the recent past, the IMF came to be seen in debtor countries
as a collector agency for commercial banks. The institution is
now under new leadership and has apparently changed 1&s
perception on the natwe of the debt crisis. The Bank, on the
obher hand, hes a less tarnished image than the Fund in desbtor
courntries, and for this reason might bs better pleaced to play the
role of an active leadsr. I+ thse Bank would act more
indepesndently of the U.S. government, its effectiveness in this
capacity might be significantly improved. Sucocesstul negotiations

woulod also be facilitated by increassed funding for the Bank,



zince at the current Bank +funding levels, new money for the
debtors would have to come disproportionately from commercial
banks, a scenario which these bkanks would not seem as equitable.
A stronger presence of the Japanese government in the Hank should
provide it with both more capital and more indespendence from the

.S, government.

T. SUMMARY AND CONMCLLUSIONS

The main points of this paper can be summarized as follows:

i. The current stage of the Latin Amgrican debt problem can
be described as pre-confrontational. With the decision taken by
the Brazilian government, there are now sight Latin American
countrigs f‘besides Cubal which have declared an unilateral
moratorium on the interest pavments of theilr foreign debts.

ii. Fartially as a conssguence, the price of Latin American
debt in the New York secondary market took & deep plunge in the
last twelve months. An additional explanation for the recent drop

izable
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in market valwues is the Citicorp decision to seb aside a
loan-loss reserve to cover possible writeoffs of third world

loans. Citicorp has also oublined plans to become a major plaver

1ii. Thres years ago, Latin American governments entertained
the hope of an sarly return to valuntary market sccess. The costs
of the esxternal adiustment were viewed as an investment in
reputation, as there sesmed to be a market carrobt at the end of

i



the recession stick.

iv. This conception is no longer entertained in most Latin
American debtors. Nowadays, it is the anticipated costs of
prclusion from the regular channels of international trade and
affirial financing sowces which is holding the Latin American
countries more or less in line. Under these circumstances, these
countries will be increasingly reluctant te continue compressing
domestic demand for the purpose of keeping cuwrent on forelgn
interest payvmenis.

v. The Citicorp move also marks a deftinite change in the
negotiating stance of some of the big U.5. banks. Through the
reschedul ing agreements, they managed to avert the creation of a
cebtors’ cartel. But their sconomic interest in continuing to
nlay the game decreased at each new reduction of spreads in
sucoessive reschedulings. I the recent Mexican deal, thess banks
saw that the Baker initiative would require them to becoms
instrumants of 1.8, external policy, irrespective of their own
profit-making caloculations. The glass was nearly full, bubt 1t was
the last big drop of the Brazilian moratoriuwm which forced the
banks to start searching for new alternatives to the rescheduling
BHENCLS85.

vi. &An apparent option to solve the debt tangle would be
simply letting the markets operate and the divestiture process
run its cowrse. Latin American governments will most likely
continuws to be unable to honor their foreign debt commiitments,
Banks will need to increase loan-loss reserves further, while
market prices continue to drop. Some of the more exposed and less

o
.



lucrative banks may Qo under, while the more aggressive amaong the
debtors may lose access to the regular channels of international
trade and official financing. Eventually, the big debtors’ paper
will become sufficiently cheap for the governments of these
countries ti be able to buy them back.

vii. Such protracted confrontation between creditors and
debtors do not seem to be in the best interest of either.
However , under cuwrrent arrangements, debt devaluation through
confrontation seems to be a natural estuary of the present trends
in debt renegotiations. This is is illustrated by the Brazilian
CAEBE.

viii. The debt-equity swaps which interest some of the banks
represent a net addition to the Brazilian government fiscal
expendi tuwres, as they reguire the government to retire its
external debt. The fact that payvments are made in domestic
instead of foreign currency is immaterial, as the main constraint
is the capacity of the government to tax away rescources from the
domestic privete sector. Unless government budget deficits are
first brought under contral, public debt for private eguity swaps
Mave little room to grow. But in view of the importance of
interest pavments to explain these deficits, it 1s difficult to

see how the latter can be brought under control, unless the

T

wrder of the sxternal debt on government expenditures is first
reduced significantly.

ix. Brazil is also insisting in its position of asking banks
either to accept intersst refinancing at zero spreads or Lo swap
their credits for long—-term secuwities at low intersst rates.

it
wlal



Moreover, Hrazil does not want to accept an IMF stand-by as a
precondition for an agreement with the banks.

. The prospects for the forthcoming debt negotiations under
the current institutional framework thus seen to be for & serious
deadliock, from which the dismal scenario of debt devaluation
through confrontation could evolve natuwrally.

#1 . Imagining & realistic alternative requires country
ifferentiation. In Latin America, the countries with the lowest
solvency ratings tend to cluster in the small external debt range
(up to USES billion total external debt). These countries also
tend to be those with lowest per capita incomes. This should
facilitate the task of providing debt relief, for the smaller and
the weaker economies are alseo those most in neesd of 1t.

¥il. The intern
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tiomal community is already moving in the

Golivia. Debt reconstruction through securitization is

il
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hean actively considered for some African countries. The
interest of these initiatives is that they can be implemented
sssentially within the current institutional environment, as the
dollar amounte involved are relatively small. Two problems are
where to draw the line bstween small-and-poor and medium-and-
not-so-poor , and how to prevent spillovers to the big debtors.
#iii. The main difficulty of accommodating the big debtors in
a major debt reconstruction scheme is the sheer size of their
debts vis—a-vis banks’ capital. Fortunatesly, it is still not
entirely clear that their debts cannot be dealt successfully
through an enhanced Baker Flan. At stake 13 the nesed for a

sigrificant reduction of the negative transfer of financial



resources which these countries have been experiencing since the

sarly elightiss.

i

viw. Freliminary calculations indicate that the resumption

of investment rates n

l'f'&

scessary to sustain GHNF growth in Latin
Gmer-ica will reguire a decline of mnegative net financial

transfers to abroad from 4.5 per cent of GNF in 1983/85 to 1.5 to

4,

.0 per cent for the remaining of the decade. &t 19785 dollar

interest rates, this translates into a net financial capital

i

inflow reguirement of betwesn USFE20 te USFID billion per year
over tha next few vears.

. Accompanied by a program of domestic structural
adijustment which would snsure higher exporits and domestic savings
mver the medium run, such "creativié muddling through” can be

evpectad to reestablish normal access of th

W

large Latin Amerilcan
debtors to the intermational capital markets in the late 1990g.
Until them, concerted sxbternal lending associated with domestic
structural reforms 1s the only realistic a&lternative to a maior
program of debt secwiltizaetion.

Hwi. The principle of Y“reciprocal conditionality" - or
"reciprocal commitments” - should be part of these programs.
Since the interest bill on past debt would normally be larger
tharn the new funds, ic practice this could be achieved simply by

a contractual setting off procedure — aF

sl

pari passu olauss -

W

Linking interest paymeEnts bto the release of new money tranches.
“Wil. A critical reguirement of this new collaborative
fFramework 1s the leadership and arbitration role which should be
plaved by an indepsndent international organization. I+ the World

~x
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indepandently of the U.5. government, i1ts effectiven=s:

capacity would be significantly isproved.
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tark, with the support of the Japanese government, woul



TaeLE i
MARFET VALUES FOR L.A. DERT, JULY 1984/AUGBUST 1987

Country % Face Value

Juely Movember May July August

1984 1984 1787 1987 1987
Argentina Lot & =55 45 47
Brazil 74 7E &l o8 47
Bolivia & - - 13 1
Chile &7 &7 &8 &HT bé
Colombia HE s - G52 2
Eouador H2 . - 432 g
Feru 20 13 - Lo 15
Mexico 57 5 5E 53 =1
Venezuesla g 74 72 6T &5

Souwrces: July 1984, November 1986, and May 1987: Merrill Lyvnch,
according to Business Weelk, June 15, 1987, p. Z1. July 1987:
Mereill Lynch, according to The Economist, July 18, 1997, p. &1,
August 1987: Salomon Brothers, simple average of bid and offer
LIRS .



A TEMTATIVE TAIONOMY

Debht size:

Solvency
inder:

Medium-—-high

High

NOTE:

less than

Insufficient
Salvadar and Faraguay,
US$Z billion.
Development Report 1987,

Small

Eolivia
Haiti
Nicaragusa

Costa FRica
Dominican R.
Hondur as
Jamaica

Fariama
Uruguay

Guatemala

poth of which
RBasic data Ffrom the World Bank,

and from the same sources as in Table 1.

TEBLE 2

OF LATIN AMERICAN

Medium

Fresr g

Eouador

Chile

Colombia

i
e £

DERTORS

Argenting
Brazil
Mewico

Venerusl a

information is available to classify EL
with total external debts of

Worid



NOTES

1. Frepared for the Inter-—-Americen Dialogue. I am indebted for
commantes to an early version to the members of the Inter-American
Dizalogue Task Force on Debt and Trade, and to Dionisioc Carneiro,
Chris Canavan, Andre Lara-Resende, Fedro Malan, David Roberts,
Faul M. Sacks, Richard Weinert, and Rogeric Werneck. The wsual
raveats stromgly apply.

2. CF. Cline, W. R., "4 guick fix that would be harmful’,; New
Yoark Times Op-Ed Fage, ...

%, Hasic data is from &. Bianchi, R. Devlin, and J. Ramos, "The
adiustment process in Latin America, 1981-84". Faper presanted on
the Symposium on Browth—-Oriented Adijustment Frograms. Washington,
DC: Worid Banmk and IMF, February Z5-27, 1987. As processed in
Tahle T of R. Feinberg and E. Bacha, "When supply and demand

dorn 't intersect: Latin America and the Bretton Woods institutions
in the 1980s", mimeo, 1987.

4. These are approximately the external financing targets in the
Macroeconamic Control Frogeram of the Brazilian Government for the
1987/9% period. For more detall on the estimates, see Winston
Fritsch, "Hrazil growth prospects: domestic savings, external
finance, and DECD performance interactions®. Faper presented at
the IEFG/CEFER Conference on Maorosconomic Interactions betwesen
Morth and Scuth. University of Sussew, 18-20 September 1987.

S, DF. International Monetary Fund, World Economic Outlook.
Washington, DC: April 1987, Table A4l, pp. 16970,

L. OF. "Tramscript of Intesr-éGmerican Dialogue Task Force Meeting
o Debt and Trade". Washington, DO dugust 34, 1987, mimeo,
pa2%.

7. Cf. "Group of 24 Report Focusses on Fund's Role in Fromoting
adjustment with Growth', IMF Survey, August 10, 1987.
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COMSTRUCTION OF THE SOLVENCY INDEX

COLINTRY FER CAFRITA ARRMUAL FERCEMTABGE EXTERNAL MEW YORE
INCOME 1985 CHAMEE IN 1980/8% LONG~-TERM LOAN
(LIS GDF INVESTHENT DEBRT a5 %4 FRICES AS
GhF 198D %W FACE
VablUE
(81997

Mexico 2080 O il a1

Haiti S10G ~(r, & s Q.0 ZO.0

Eolivia 470 . —%. 5 136.8 2
Honduwras TEO O d —Ea 7 TE.Z 40
Nicaragus 770 0.2 G. 2 185.2 &
Dom. R. TR0 g, —2.7 L. 2 4.3
El Salv. 20 ~1.8 —2. 1 2.5 o on
Faraguay B0 1a4 —~. &8 GF. 5 .
JdJamai C& G40 0.5 aal 171.% 400
Feru 101G ~1.& ~1&H.5 V4.9 1=
Ecuador 1140 1.5 ~7 . &51.5 =8
Guatemala 1256 -1 .4 S, 0 20,8 T
. Rica 1RGO 0.5 -1.% 113, & 5
Colombia 13520 1.9 0. & ZEL3 gz
Chile 14730 -i.1 —-13.5 123.9 &&
Brazil 1640 1.3 5. 5 4. 47
Uruagueay 1650 —A. 9 -19.1 . 4 &9

# ~F. 1 52.8

Farnama 210G 2.4 -~ . 4 Ti.0 &0
Argentina 2130 ~1.% -1%.8 Déa i 47
Venezuel a 2080 -1.6& w e 4éra 1 &5

Souwrces: World Bank, World Development Report 1987, except {for
loan prices which are the simple average of bid and offer prices
estimated by Salomon Brothers.



