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Foreword

As part of its ongoing research effort to help deal with the "voluntary, market-based" added soto voce by the heads
consequences of the debt crisis, the World Bank organ- of the World Bank and IMF, was signaling their conclu-
ized a conference in January 1989 at which academics sion that it was time to move on.
and Bank researchers presented papers on selected as- Second, academic research, writing, and opinion have
pects of the debt problem. Rather than attempt in this been far more influential on the debt issue than the
foreward to summarize the fine introduction to the vol- academics may believe, or than officials like to pretend,
ume by the editors, Ishrat Husain and Ishac Diwan, I will for the academics are unencumbered by the official need
take the opportunity to discuss the role of public and to support the official strategy. It was academics who
academic debate in the debt crisis (and by extention more were first to point out that the stabilization focus of the
widely in public policy formulation), before concluding programs imposed on debtors to deal with the debt crisis
with brief comments on the post-Brady world. from 1982 to 1985, while necessary, was not sufficient for

First, a preliminary question: is material presented at growth. The Baker strategy's emphasis on growth-al-
this pre-Brady conference still useful after the radical though unfortunately unsuccessful-was a response not
change in the debt strategy that began to take shape in only to the lack of growth and consequent political pres-
1989? The answer is of course yes: analyses of the fiscal sure in the highly indebted middle-income countries
impact of the debt crisis on the debtors, of the bargaining through 1985, but also to the well-informed public de-
situation among the debtors, creditors, and the interna- bate in the United States and in Latin America during
tional financial institutions (IFIs), of the impact of the that period. Similarly, the academics' drumbeat of criti-
tax and regulatory environment on the position of the cism against the Baker strategy during 1987 and 1988
banks and the bargaining, of the impact of the debt helped keep up the pressure for change-especially the
overhang, of the effects of conditionality, and of the pressure from Congress on the U.S. administration.
lessons of interwar and recent history, all bear directly Third, in the debt crisis, as in the earlier crisis of the
on what will happen in the next few years. Bretton Woods system, the solution that was adopted,

The debt crisis is likely to end with a whimper and not while heavily influenced by the preceding debate, was not
a bang. But however it ends, several lessons of recent based directly on any of the many earlier proposals. The
experience deserve to be emphasized. First, the record public debate helps describe the ingredients for and the
shows that frank and open debate does not take place in menu ofpossible solutions: the official processespickand
official and banking circles. It was clear to the partici- choose items from the menu, and usually concoct their
pants in this conference at the beginning of 1989, as it own recipes-and in so doing they are not guided solely
had been clear to many much earlier, that growth in the by the underlying economic factors.
debtor countries would not return without debt relief. Fourth, some of the academic developments need to
Butthe official agencies operate on the basis ofan agreed- be interpreted carefully. One example is the research
upon strategy, and none of them could openly confront showing that it does not make sense for a country to buy
the existing strategy without having an alternative to put back its debt, unless the resources for debt buybacks are
in place. And to propose such an alternative would have restricted to that purpose. Superficially this seems to
required agreement among the major shareholders of support the set-aside aspect of the Brady plan, which
these institutions. So long as the United States was not requires certain amounts of official support to be used
willing to move, the IFIs were not free to speak-though only for buying back debt and not for credit enhance-
to be sure the repeated emphasis on debt reduction, with ment. In fact, it does not, for the question remains for
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the IFIs of whether they should set aside funds for debtor countries has to be slowed and preferably re-
buybacks-and the logic of the analysis is that they versed. That will require actions by the debtors, by the
should not. In addition, it turns out that the issue has creditor governments, by the IFI the IFIs which are
nothing to do with the choice between buybacks and increasingly replacing the commercial creditors, and by
interest support, as the unwary-present company in- the commercial banks. Beyond the need for the banks to
cluded-might have believed. The underlying issue is pay their share, the debtor countries have to maintain
whether additional resources should be used for invest- the adjustment processes they have started. It is encour-
ment or in some way to lighten the burden of the existing aging that many of them are doing so, even in the face of
stock of debt, and here the distinction between interest political difficulties.
support and buybacks is of no consequence. Whether the Brady plan, which has as an essential

If buybacks and credit enhancement do not-accord- element improved policies in the debtor countries, suc-
ing to the logic of some papers--make sense, what is the ceeds in restoring growth and creditworthiness in the
rationale for the Brady plan? Debt and debt-service re- heavily indebted countries, or whether another plan will
duction plans begin to make sense if the debtors' esti- be needed later, depends on the foresight and wisdom of
mates of the probability that they will service the debt the policymakers in creditor and debtor countries, the
exceed the creditors' estimates. They can also make sense international financial institutions, and the commercial
if a concerted approach, with official backing, makes it banks. That is well understood. But political wisdom is of
possible to reach an overall solution which the free-rider little use without an understanding of the economic
problem prevented being reached earlier. issues-and for that, the reader is advised to proceed.

Will the Brady plan restore growth in the debtor coun-
tries? The answer is that we do not know. It is absolutely Stanley Fischer
essential to restore investment in the debtor countries. Vice President, Development Economics,
For that to happen the outflow of resources from the and Chief Economist, The World Bank
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Introduction
Ishrat Husain and Ishac Diwan

The debt crisis of the 1980s--now likely to drag on into the new strategy must be addressed. What is the role of
the 1990s-has launched a constellation of competing domestic adjustment in highly indebted countries? What
aims and conflicting possibilities. In 1982 the highly will be the effects of debt reduction? How much reduc-
indebted middle-income countries took in about 1 per- tion is needed, and by whom? Should debt or debt service
cent of GDP through external debt.' In 1988 they paid be reduced? How will these reductions be achieved? And
out about 4.7 percent of GDP. During 1986-88 the net what are the constraints on action?
transfer of resources from the highly indebted countries To begin to address these questions, the World Bank
to the industrial countries was more than $100 billion. organized a symposium in January 1989 under the theme
These massive transfers were still too small, however, to "Dealing with the Debt Crisis," bringing together many
cover the interest due, and the total debt of the highly specialists, both academics and practitioners. The aim
indebted countries increased. By the end of 1989 their was to determine what recent research can contribute to
debt is projected to be about $508 billion, roughly 30 our understanding of the debt crisis-and to identify the
percent higher than in 1982. And in 1989 net transfers gaps that remained tobe filled. Unlike the previous World
abroad will take 24 percent of their export earnings. Bank Symposium in 1984, when participants focused

The debtors have been hurt badly by the shutdown of their analysis on involuntary lending, most of the atten-
commercial lending since 1982. In many highly indebted tion this time was devoted to the effects of high debt and
countries, investment ratios have declined, growth has to the need for (and methods of) debt reduction. Since
slowed to a halt, per capita consumption has not in- the symposium, French, Japanese, and American officials
creased in a decade, capital flight has added to the pro- have announced the need for a new focus on debt reduc-
gressive decapitalization, and inflation is on the increase. tion. By June the World Bank and the International
The continuing economic expansion of industrial coun- Monetary Fund had approved guidelines for their financ-
tries-and the high demand for traded goods-have ing for this purpose, and by July Mexico reached an
helped debtor countries little. Many highly indebted agreement with its commercial creditors that included
countries cannot repay their debts on current schedules, an important debt reduction component.
and to repay at all, they must get their economies back The papers presented at the symposium were written
onto a path of sustained growth. Unable to squeeze more during a period of intense discussions about public policy
from their already austere economies, they now need new for dealing with the debt crisis, discussions that helped
resources from abroad-from the commercial banks and shape the Brady initiative. Reflecting many important
from the international financial institutions (IFIs)-to controversies and warning us against potential pitfalls,
boost investment and growth. the introduction is arranged in four sections: the debt

The Baker plan tried to avoid this situation by forsak- crisis in perspective; debt management: from the Baker
ing write-offs of debt and debt service in favor of encour- plan to the Brady initiative; the need for debt reduction;
aging new lending in the context of the explicit policy debt reduction and the menu approach. Given the many
conditions underpinning adjustment programs. But participants, we have not tried to summarize each con-
with the breakdown of concerted lending, the focus has tribution in this introductory chapter, choosing instead
shifted to debt reduction. Several broad questions about to produce a synthesis and draw out the main lessons.
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Introduction

The Debt Crisis in Perspective countries were not threatened by large sanctions or
penalties.

The international debt crisis of the 1980s differs in
fundamental ways from that of the 1930s. Lending in the The Crisis of the 1980s
1930s was mediated by the bond markets, that in the
1970s and 1980s by the commercial banks. The mecha- Since the start of the debt crisis, the focus has been on
nism for negotiating readjustmentof defaulted debts also two distinct groups of countries: those with large debts
differed. In the 1930s outright default was common; in to commercial banks, and those indebted mainly to gov-
the 1980s serial reschedulings and other expedients have ernments. These groups coincide broadly with the 17
prevented a significant spread of formal defaults. And the highly indebted middle-income countries, mainly in
rise of such supranational agencies as the World Bank Latin America, and with the low-income countries of
and the IMF has greatly changed the global financial Sub-Saharan Africa.
scene. At the end of 1988 the highly indebted countries had

Despite these differences, the earlier crisis offers in- more than $275 billion in long-term loans from commer-
sights about the current one. It stresses the advantages, cial banks outstanding. Only a few years earlier, nonpay-
for financial stability, of dispersing foreign obligations ment of these debts had threatened the survival of the
among many private investors rather than concentrating global financial system. Large defaults today could still
them in the hands of financially vulnerable commercial bring down some of the banks, but most of them have
banks. And it spotlights the serious obstacles to global steadily strengthened their capital base and their provis-
plans of debt relief. ions for doubtful assets. By contrast, low-income Africa's

Eichengreen and Portes's analysis of the debt crisis of total external debt, about $70 billion, isless thanMexico's
the 1930s concludes that alone, and the exposure of international banks there is

* The readjustment of defaulted debts in the 1930s less than $10 billion, with most of the rest being in loans

entailed protracted negotiation. In many cases, debt ser- from (or guaranteed by) official creditors. The debt of

vice was interrupted, and uncertainty about the size of low-income Africa-Nigeria and C6te d'Ivoire are not

transfers lingered for decades. with this set but with the highly indebted set-is thus no

* Government intervention in the 1930s and 1980s threat to the international financial system. But it is a

differs less in extent than in direction. In recent years, more severe economic burden to economies there than

creditor-country governments have exerted continuous the debt of the middle-income countries is to theirs.

pressure on debtors to maintain service on their external Humphreys and Underwood argue that conventional re-

debts. In the 1930s and L940s those governments pres- scheduling makes less sense for Sub-Saharan countries

sured debtors and creditors alike. than some combination of increased concessional aid

* Global schemes to short-circuit the protracted bi- and concessional rescheduling.

lateral negotiations proved unavailing in the 1930s. The paper by Cuddington sets the historical stage for

Nearly every aspect of the global solutions proposed in the debt crisis by reconsidering the roles of debtors,

the 1980s-a special international lending facility, creditors, and the external environment of the 1970s,
matched injections of public and private funds, conver- when lending to developing countries changed signifi-

sions of existing assets into new assets with different cantly. By forming syndicates, commercial banks became

contingencies-was first suggested in the 1930s. Ulti- the dominant source of funds to middle-income coun-

mately those global schemes floundered on the issue of tries, intermediating the large surpluses of oil-exporting
who should fund them and control their administration. countries. This process-a historical aberration in the

* Unlike global plans, market-based debt reduction words of Fishlow-accelerated after the first oil shock,

helped to resolve the debt crisis of the 1930s-but the with some countries borrowing to finance import deficits

resolution was slow, with long periods of arrears. provoked by rising oil prices. Later, countries also bor-
rowed to meet rising debt-service obligations and to

In her comments, Skiles emphasizes the difference be- sustain macroeconomic policies of exchange rate over-
tween the 1930s and the 1980s, concluding that default valuation. The historical rise in interest rates in the early
was a logical policy choice in the 1930s. A great depres- 1980s and the drop in commodity prices made the sus-
sion and a wave of protectionism in the industrial coun- tainable debt level relative to resources lower than had
tries led to the collapse of international trade. Import been previously assumed, triggering a global crisis.
substitution still paid off well as a development strategy. The impact of the oil, commodities, and interest rate
And the debt crisis was highly dispersed and did not shocks varied greatly among countries, depending on
threaten the stability of the financial system. Conse- their past macroeconomic, financial, and development
quently, default was more tempting, as defaulting debtor policies. Some countries with bad policies-overvalu-
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Introduction

ation of the exchange rate, inward orientation, financial public finance to contribute to savings, investment, and
repression-accumulated large debts without a corre- growth, more effort should go into tax collection and less
sponding increase in productive capacity. Those coun- into cutting public investment. Smaller transfers abroad
tries lacked the flexibility needed to adjust to shocks will help as well. Easy solutions are disappearing, how-
without engendering a serious crisis. ever, and large deficits cannot be stopped by a burst of

Cuddington and Fishlow both conclude that the debt inflation, because the demand for base money is now too
problem is not a temporary difficulty that can be solved small relative to public domestic debt.
by a couple of years of worldwide economic growth. The Why did actual policy choices diverge from desirable
debt crisis is now a development crisis, and the debtor ones? In the crisis countries, tax revenues remained
countries laboring under their debt burden are rapidly stagnant or declined. These countries would have been
falling behind. Debt service with austerity will not restore better off increasing the rates and coverages of broad-
voluntary lending, and public policy changes are needed based taxes. But as Tanzi stresses in his description of
to slow down and reverse the capital outflows. fiscal policy in developing countries, the main reason

traditional tax revenues are low is that the structure of

Macroeconomic Management during the Crisis their economies and the quality of their tax administra-
tions do not make a higher tax ratio possible. So, raising

The cutoff of external finance in 1982 called for two conventional taxes is inherently slower than resorting to
adjustments in the debtors' economies. The first was an quick (though distortionary) policies. And in some coun-

increased external transfer, which required generating a tries, these policies were set in motion when the reversal

trade surplus in the balance of payments. The second was of net external transfers required quick action.

a fiscal adjustment-an internal transfer from the pri- More delicate forces may also be at play. Rodrik points

vate sector to the public-which worsened as govern- out that there is no simple explanation for governments

ments assumed the external liabilities of their private to reach for the capital budget when they are short of
sectors. For the highly indebted countries, the external funds. "If governments discount the future very heavily,
adjustment has been staggering: their trade balance rose how can we simultaneously explain the presence of typ-
from $4.4 billion in 1982 to $30.5 billion in 1988, and ically bloated investment budgets prior to the crisis? Or

their current account deficit fell from $50.8 billion to $9 is it that the discount rate increases only in periods of

billion. But the internal adjustment has proved tricky, crisis? Simplistic answers like this one will not do."

and in many countries the needed increase in the internal Indeed, that diverse countries have responded to the

financing of fiscal deficits could not be managed without crisis by slashing investment and generating inflation

engendering a serious macroeconomic crisis. Today, the suggests that common factors are at work. The flood of
binding constraint in most of the highly indebted coun- foreign resources before 1982 entrenched claimants
tries is fiscal, not external. from both the public and the private sector. In 1982 the

Easterly examines the patterns of internal adjustment main political issue became scaling down these claims,
in the highly indebted countries. For some countries something requiring strong government action. While
(call them crisis countries) the debt crisis contributed to some governments could make large transfers of re-
a parallel fiscal crisis. The crisis countries (Argentina, sources abroad without generating inflation (Chile, Ven-
Brazil, Chile, Mexico, Morocco, Yugoslavia, and the Phil- ezuela, and Colombia), others could not, passing the
ippines) generated a resource surplus mainly by expen- buck to inflation. The main constraint in the debt crisis
diture cutbacks rather than revenue increases, and pub- has proven to be the difficulty of forging a united front
lic investment bore the brunt of the adjustment. Many of to mobilize considerable resources without losing au-
them managed a dramatic improvement in the primary thority or legitimacy. Candidates in favor of long-term
deficit (thetotal deficitexcludinginterestpayments). But reform today have little at hand to offer to the public,
their fiscal adjustment did not match the decline in while candidates with more immediate messages of a

external financing, and they resorted increasingly to debt moratorium and a (transitory) wage increase have a
domestic borrowings and the inflation tax-depressing much more attractive offer to many people (Sachs).
private investment, generating capital flight, boosting
inflation, and damaging long-term growth. Debt Management: From the Baker Plan to the

What is the best way to accommodate a shortfall in Brady Initiative
foreign funds? Reisen and Easterly examine the possible
policy choices. Faced with an increase in its costof funds, Reductions of the stock of debt and its service are now
the public sector should reduce domestic expenditures, at the core of the strategy to bring the debt crisis to an
but the actual choices seem to have relied too much on end. Japan's former finance minister, Kiichi Miyazawa,
domestic financing and on investment cutbacks. So, for proposed officially supported debt reductions before the

3



Introduction

1988 IMF-World Bank annual meetings in Berlin. plan stressed that the debt crisis was a development
France's President Mitterand proposed them for Africa at problem that required more than short-term balance of
the Toronto Summit in 1988. Since the Toronto Summit, payments stabilization programs. And it confirmed the
official bilateral creditors have been offering a menu of industrial country governments' intention of resolving
three options to low-income African countries: partial the crisis through the intervention of the IFIs. The plan's
write-offs, longer terms, and lower interest rates, with major weaknesses were related to the tension between its
the combination tailored to the circumstances in each stress on new lending and the perceived need to reduce
country. President Mitterand has also suggested an ex- debt to more sustainable levels. This tension explains the
traordinary use of SDRs through the IMF to support debt modest capital flow targets-to reduce the annual net
reduction for middle-income countries and, in May 1989, transfers from the highly indebted countries from $26
forgave France's public debt to 35 low-income African billion to $13 billion-and the lack of a mechanism to
countries. enforce even this modest goal. To counteract free-rider

In March 1989 U.S. Treasury Secretary Nicholas Brady problems-the temptation of individual creditors to
proposed a new initiative for dealing with the debt crisis. avoid new lending and still receive repayments because
The Brady initiative, in most general terms, is a series of of lending by others-the official sector had only moral
measures to induce commercial banks to exchange debt suasion to ensure that the private sector met the plan's
either for cash or for secure liquid assets on better terms targets.
than those under existing contracts. The reduction of The plan fell short of its targeted net flow, with the
debt has the official support of the IMF and the World contribution of the commercial banks subject to some
Bank, as long as it goes hand in hand with strong pro- controversy (see Cline, Shilling, and Husain and Mitra).
grams of adjustment. The banks provided $13 billion in new money but when

The new strategy challenges the traditional relation- repayments are netted out, the net flow was only about
ships between debtors and creditors. But public policy $4 billion, far short of the $20 billion targeted. But some
has already progressed through three distinct phases in of the repayments were for debt conversion operations
the last seven years, and the new strategy is a logical step (which, according to Cline, should be added back in). The
of an evolutionary process, with the medicine getting public sector provided about $15 billion over 1986--88.
stronger with the protraction of the crisis and with the With multilateral lending as the most important source
inadequacies of timid treatment. of finance to developing countries, the commercial

* New money with conditionality by international banks' share of total debt declined from 60 percent in
financial institutions (1982-85). 1986 to 56 percent in 1988 (compared with 67 percent in

* New money, conditionality, and a menu of op- 1982).
tions-the Baker plan (1986-88). But as Teitel stresses, controversies, even of a few

* All of the foregoing plus official support and funding billion dollars, miss the point: the transfer of resources
for debt reduction-the Brady initiative. from the highly indebted countries to the industrial

countries for external debt was more than $100 billion

The Baker Plan, 1986-88 during 1986-88. Moreover, there was a growing asymme-
try in the distribution of these flows. Commercial lending

The Baker plan, devel oped in 1985, "served notice that to the highly indebted countries was increasingly con-

the absence of major new money programs in 1984-85 centrated in a few large debtors with considerable bar-

theldabsence ofee m or newconne pro msinm 14term" gaining strength (Brazil, Argentina, and Mexico, with
could not be expected to continue in the medium tr' Chile and the Philippines picking up a little). Smaller
(Cline). The initiative envisioned new lending by com- de got th in en when te produed Sar
mercial banks of about $7 billion annually ($20 billion
for the three years 1986-88, representing an interest economic adjustments (as in Morocco, for example).
refinancing ratio of about 25 percent). The IFIs would
increase their net flows to $7 billion annually, implying What Went Wrong with the ConcertedApproach?

a shift of risk to the public sector. The strategy rejected
debt write-offs in favor of growing out of the problem. Concerted "involuntary" lending emerged early in the
Accordingly, the plan also called for major structural crisis because of the banks' collective need to protect
reforms in debtor countries in exchange for this financ- their assets and to buy time for reducing their exposures.
ing, including liberalizing trade and foreign investment Facing the threat of international financial collapse, the
and reforming state enterprises. IMF and the creditor governments enforced the banks'

Cline recounts the story of the Baker plan, assesses its participation. In rescheduling exercises, banks bargained
strengths and weaknesses, and attempts to ascertain with the debtor countries for a net repayment, and they
what it teaches us for the future. On the positive side, the lent the difference between the amount owed and the
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amount paid. Sachs, Bouchet and Hay, and Husain and A menu of voluntary, market-based methods was not
Mitra analyze why concerted lending declined over time. new to the commercial banks, for they began working
In essence, coordination within the banks' group weak- such methods to reduce their developing-country debt
ened, the bargaining power of the banks' group strength- exposure in 1986. Secondary markets for developing
ened, and the pressures from creditor governments country debt have become more liquid and more cohe-
abated. sive, and the number of participants has grown as many

There were inherent tensions in the creditor coalition banks raised their provisions for doubtful assets suffi-
all along. Because of the collective action of involuntary ciently to cover losses from loan sales (Huizinga). Butthe
lending, small banks had incentives to ride for free. The market is not liquid enough for debt prices to represent
sharing clauses of loan contracts preclude any mecha- an efficient valuation of country debt (see Hajivassiliou
nism to prevent free-riding-an unintended side-ef- for an econometric test). The total face value of debt
fect-by legally allowing some banks to benefit from conversions-transactions that actually reduced exter-
other banks' contributions to interest refinancing oper- nal bank debt-is estimated to have been about $21
ations. The threat of an international financial collapse billion in 1988. And the bulk of the transactions re-
could override divergences between banks only tempo- mained highly concentrated. Brazil and Mexico ac-
rarily. The divergences are due to differences in expo- counted for more than 72 percent of that $21 billion in
sures, in expectations, in business strategies, and in both formal and informal conversions. A rough estimate,
international tax and accounting practices. As the banks' taking into account the increase in debt and equity
financial positions improved, individual banks regained investment liabilities, puts the net reduction of external
more autonomy, slowing the process of putting together liabilities in 1988 at $8.5 billion. Today, most debtor
rescheduling agreements with new money. Steering countries, facing fiscal difficulties and inflationary pres-
committees have become less successful in preventing sures, have become more cautious in their approach to
free-riding, and creditor governments became less will- these conversions.
ing or able to force their (now stronger) banks to partic- Market-based transactions to reduce debt and debt
ipate in financing packages. service can be divided into three broad categories:

The outward orientation of many debtors also buybacks, exchanges of foreign debt against other for-
strengthened the bargaining power of the banks by mak- eign assets with different terms, and exchanges of foreign
ing the default penalties (partly related to trade) greater. debt against domestic assets.
As a result, the net transfer of resources from debtor
countries increased steadily, reaching more than $30 Bugbacks. In this type of operation, a country buys
billion for the highly indebted countries in 1988. But back its debt at a discount for cash. Bolivia and Chile are
arrears have also been mounting, supplementing net two such examples. In both cases, exceptional circum-
lending as a source of finance but increasing the risk of stances facilitated the buybacks-the Bolivian operation
breakdowns in relations. Countries in arrears as of July had to be financed by aid agencies, and Chile had excess
1989 include Argentina, Bolivia, Brazil, Costa Rica, COte reserves because of unexpected increases in the price of
d'Ivoire, Dominican Republic, Ecuador, Hondura, Libe- copper (see Sachs, and Bouchet and Hay). Few countries
ria, Nicaragua, Nigeria, Panama, Peru, Sudan, Zaire, and in debt difficulties have much ready cash (without exter-
Zambia. nal support for such transactions, as envisioned by the

Brady initiative).

The Menu Approach Exchanges ofclaims. The exchange of debt for another
debt instrument with less principal or interest requires

The 1988 Brazilian financing package was the first that the new instrument be a more secure asset and that
package specifically based on the market-based menu the probability of the borrowers' fully servicing this asset
approach to debt workouts (see Lamdany). The approach, is stronger than that of servicing the old debt. Three
first associated with U.S. Treasury Secretary Baker in measures would make new assets more secure. First, the
April 1987, allows banks to choose from various options, banks could collectively agree that exit bonds have se-
including various exit instruments and new-money facil- niority over other claims. Second, the IFIs could guaran-
ities, instead of being offered a uniform package. The tee them. Third, the new asset could be backed by collat-
menu was intended to allow some banks to exit from the eral for the principal or for interest payments--or it
concerted new-money process by offering relief; but could have special conversion rights. To purchase the
without making it contingent on similar relief by all collateral, the country has to have resources that it can
banks. use, or it has to obtain (part of) the resources from other
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sources, such as the IMF and the World Bank, under the is not unfair. They hold more than 55 percent of the
Brady initiative. claims on the highly indebted middle-income countries

and have $275 billion in long-term debt to protect. More-
Debt-equity swaps. An investor exchanges a foreign over, a net flow to developing countries of $10 billion

loan for local currency to make domestic investments. would still leave the banks with a net transfer of more
When the retired debt is public debt, the government is than $12 billion.
effectively prepaying its debt in domestic currency, If this $10 billion were new money (doubtful, given the
sometimes at a discount. Even when private debt is recentflows), the developing countries'debt ratios would
retired, the government loses cash flow, as the debt rise unless their economies grew rapidly. At the other
service would otherwise have been paid to the central extreme, the $10 billion might come from a reduction of
bank for later payment (under the terms of rescheduling commercial debt service: if the banks sold their claims atagreements) to external creditors.

a 33 to 50 percent discount, about $30 to $50 billion

The Brady Initiative would be needed-in cash-to reduce commercial
claims by $100 billion and debt service to commercial
banks by about $10 billion. But reductions funded by new

The main features of the Brady initiative are the fol- lonicraetemutneddoahevagvn
lowing. Debtor countries should maintain growth-on- reduction in debt service.
ented adjustment programs and take measures to en- . . .
courage the repatriation of flight capital. The IMF and The Brady initiative has already mobilized about $34
World Bank would provide funding for debt and debt-ser- billion-$24 billion from the IMF and the Bank and $10
vice reduction through debt buybacks, exchanges of old billion from Japan-funds that could reduce the highly
debt at a discount for new (partly) collateralized bonds, indebted developing countries' commercial debt by $68

and exchanges of old debt for new bonds at par value with billion to $102 billion (for prices in the range of 33-50

reduced interest rates. Over a three-year period, the Fund percent of par). This debt reduction would reduce the

and the Bank would provide somewhere between $20 debt service to commercial banks by about $6.8 billion

billion and $25 billion. Japan would provide about $10 to $10.2 billion a year-total debt service by $3.4 billion

billion over the next several years as additional financing. to $6.8 billion, taking into account the interest on the

In principle, commercial banks would provide debt re- new loans. That leaves a gap of $3.2 billion to $6.6 billion

duction and new money-and support the accelerated to be filled by new money. The total debt of the highly
reduction of debt and debt service. Creditor governments indebted countries would be reduced 10 to 20 percent.
would continue to reschedule their loans through the Could this work? Four factors will be crucial. First,
Paris Club and to maintain export credit cover for coun- achieving simultaneous debt reduction and new money
tries with sound reform programs. Tax, accounting, and in a single package will be difficult. It is uncertain

regulatory impediments to debt reduction would be whether enough banks would get out voluntarily at a
eliminated. 50-66 percent discount (the agreed-upon discount in the

recent Mexican deal appears closer to 35 percent), even

The Arithmetic of the Brady Initiative though the prospect of collecting a net transfer of $12
billion (plus the $28.5 billion of prepayment) and pre-

The external financing of the highly indebted coun- venting a breakdown in their relations with debtors must

tries falls far short of the requirements (see Husain and be attractive to the commercial banks as a group. Second,
Mitra). Between now and 1995 the 17 highly indebted given the recent weakening of concerted lending, it is

countries require about $18 billion to $20 billion of net going to be less than easy to round up $4 billion to $6
new disbursements each year to reverse recent invest- billion in new money while many banks realize losses on
ment trends, bring some modest growth in per capita existing claims. Third, the key assumption in these pro-
incomes, and pay interest on their external debts. Of this jections is a big improvement in domestic policies, espe-
$20 billion, $6 billion can come from nondebt flows cially in the four large debtor countries-Argentina,
(mainly direct foreign investment and official develop- Brazil, Mexico, and Venezuela. There naturally is concern
ment assistance, but excluding debt conversions). Offi- whether the forthcoming debt reductions will increase
cial creditors should be able to contribute another $5.5 adjustment incentives sufficiently. Fourth, unstable in-
billion a year (up from $3.6 billion in 1988). The gap for terest rates or commodity prices could derail the best of
the commercial banks to finance is thus about $9.5 adjustment efforts. Each percentage-point rise in inter-
billion-compare that with a small negative flow in 1988. est rates boosts the highly indebted countries' annual
The commercial banks' burden of picking up half the tab interest bill by $3.5 billion.
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The Need for Debt Reduction may also need such infusions, but they surely need some
debt and debt-service reduction as well. The provision of

Most speakers at the symposium recognize the seri- liquidity alone would leave the disincentive problem
ousness of the decline in growth rates and emphasize that unresolved. But when a debt overhang and illiquidity
the tenacity of the debt problem has demanded a new coexist, both debt relief and liquidity are needed: debt
strategy for the 1990s. Without reductions in debt and reduction alone can reduce debt to levels where it does
debt service, the period needed for the debt workout-to not pay to default, but very large debt reductions would
restore to acceptable levels such key indicators of credit- be needed if the liquidity problem is not taken care of.
worthiness as debt-GDP ratios and debt-export ratios -
would be too long. And so far the countries that have How Sensitive Will Growth Be to Reductions in Debt
rescheduled debt in the 1980s have been unable to obtain and Debt Service?
voluntary long-term loans of any size from private cred-
itors. Empirical estimates on this issue remain scarce. The

Is debt reduction really necessary for a substantial decapitalization of the highly indebted countries is ap-
improvement, and cannot higher investment be financed parent in statistics showing a remarkable drop in their
by new money instead? While most papers express some rate of capital accumulation, with the drop being larger
views on the subject, two papers-by Claessens and than the increase in external transfers, suggesting that
Diwan and by Cohen, and the comments of their discus- disincentive effects must be at work (Sachs).
sants Calvo and Borenzstein-examine this question in Hajivassiliou attempts to shed some more light on the
detail. Both conclude that conventional debt reschedul- issues of illiquidity and disincentives using panel-data
ing cannot mimic efficient recontracting under a debt econometric techniques. He finds evidence suggesting
overhang. Both analyses, as well as that of Sachs, imply that illiquidity is not the sole reason for repayment
that the biggest single failure of the debt management problems. First, with everything else constant, longer
process to date is the progressive decapitalization of the debt maturities are associated with bigger repayment
debtor countries. Claessens and Diwan, and Borenzstein, problems, not what would be expected under pure illi-
argue that the burden of external debt can depress invest- quidity. Second, when a country gets into a debt problem
ment below its optimal level and thus slow economic and builds arrears-thus alleviating the liquidity
growth below its potential through two channels. One is crunch-it is very likely that its problems will persist and
the inability to get as much foreign borrowing as de- even get worse. Indeed, 90 percent of the countries that
sired-the liquidity constraint. The other is the expected run arrears in any given year are likely to run arrears in
future loss of output to foreign creditors-the debt over- the following year. The persistence of problems suggests
hang. The debtoverhang creates disincentives for growth that liquidity cannot be the sole culprit. But as several
by acting as a tax on adjustment efforts: as the share of participants pointed out, careful econometric work of
output a debtor has to transfer overseas increases, aus- full-fledged structural models of investment, growth,
terity for the sake of growth becomes less attractive. A and debt payments are required to draw robust conclu-
country's willingness to repay its debts decreases when sions about the incentive effects of a debt overhang.
its liquidity constraint becomes more binding and when Cohen's analysis sheds some light on how to approxi-
its indebtedness relative to resources becomes larger. mate an efficient rescheduling. He contends that incen-

Illiquidity and disincentives for growth hurt the cred- tive problems stem from the inability of banks to commit
itors as well as the debtors by blocking the effective themselves to sufficient refinancing to accompany the
recovery and growth of the debtor countries. In such debtor's growth. He goes on to argue that a simple debt
circumstances the interests of the two parties do not write-off is not the most appropriate form of debt reduc-
necessarily diverge, and it may then be in the collective tion, because it does not guarantee that service on the
interest of commercial banks to do whatever is needed to written-down debt will be scaled down appropriately in
ensure that the debtors do grow by providing a mix of the future. Instead, flows from the country should be
liquidity and future debt-service reductions. Needed, optimally scaled down, with the scaling factor set equal
then, is a typology of countries to distinguish the reform- to the discount on the market value of a country's debt.
ing debtors from the intransigent and to tailor solutions How would this process work? Creditors would split a
to situations (Selowsky). Otherwise, it may well be more country's debt into two parts, one performing, the other
profitable for uninformed creditors to deny relief to all nonperforming, with the split determined by the market
debtors rather than to grant it to all. Countries that are value of the debt. While the performing part would be
constrained only by illiquidity merely need substantial serviced, some of the nonperforming part of the debt
infusions of new funds to take advantage of good invest- would be kept on the banks' books so that they might
ment opportunities. Countries under a debt overhang benefit from positive developments that would raise a
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country's ability to repay. The scheme's main virtue is But if commercial banks can afford to provide relief
that it undoes the costs of a debt overhang-increasing and gain from it, why has there been so little debt reduc-
the country's incentives-without locking creditors into tion to date? Several papers focus on various explana-
a once-and-for-all reduction of the stock of debt. This tions, all related to problems of collective action and
gives the creditors incentives for being more generous coordination. Debt reduction may benefit the whole
on flows rather than on stocks, because they can recap- group of creditors. But each party in the crisis has incen-
ture the upside potential of positive shocks. tives to enjoy the benefits without supporting the costs

Besides debt and debt-service reduction, there are of debt reduction, resulting in an inferior equilibrium
other ways of increasing the solvency of debtors. without relief. The small banks want the large banks to
Lessard's analysis focuses on efficiency gains that can be pay, the large banks want official and public bailouts, and
unlocked by alternative forms of finance in the inevitable individual creditor governments wait for other govern-
restructuring of highly indebted countries' debt, irre- ments to pick up the bill. Added to this is the mistrust
spective of whether this restructuring includes much between creditors and debtors.
debt reduction. He describes the shortcomings of exist- Thx, regulatory, and accounting practices in the vari-
ing debt contracts as a form of external finance and ous creditor countries also discourage debt reduction:
compares their characteristics to those of other external
finance contracts. If the characteristics of the new claims * Book value accounting distorts the incentives of

are better, the transformed claims could provide gains for money-center banks that dominate the steering commit-
both debtors and creditors. Lessard classifies financial tees providing relief. Large banks resist concerted debt
instruments along three dimensions: cost, risk-sharing, reduction even when debt reduction can raise the market
and managerial participation, with instruments that value oftheir claims. Debt reduction requires booklosses
score low on the first and high on the second and third that they cannot afford given their large exposure and
characteristic preferred. Debt finance is low in cost but weak financial position. While the ratio of net exposure

to Latin America to equity of the world's top 100 banksinvolves little or no risk-sharing and no managerial par- declined from 125 percent in 1982 to 57 percent in 1987,
ticipation. Other forms of finance-commodity bonds, the money-center banks' net exposure to equity ratios
direct investment, portfolio investment, quasi equities, temney-centerc n t exposu touet ao
nonrecourse finance, and the like-are similarly classi- raipa
fied and assessed in relation to commercial debt finance. Hay).
Lessard also studies the obstacles to new forms of finance * When banks can realize their tax benefits upon
and implementation problems due to the debt overhang. provisioning, there are limited tax incentives to recog-

In his comment, Eaton focuses on the enforceability nize losses. Partial deductibility of loan-loss reserves for

of contracts. He distinguishes between exogenous and corporate income tax purposes is allowed in all the major

endogenous types of risk and argues that "much of the creditornations (Canada,France,Germany, Switzerland,

risk associated with foreign investment arises from en- and the United Kingdom) except in the United States,

dogenous sources of risk: whether the recipient will pay, where general provisioning is not tax deductible. In Ger-

or encourage policies that facilitate repayment. Unfortu- many, for example, provisions are so large that banks

nately, the more successful a particular instrument is in would have to recognize a capital gain if claims are sold

allocating exogenous risk, the more likely is it to create (Huizinga, and Bouchet and Hay).

endogenous risk." * Some countries allow their commercial banks to
include loan-loss provisions in capital (United States,
France, and Japan). This creates a further disincentive to

Why Has There Been So Little Debt Reduction to Date? formally recognize losses on developing country debt
because of the capital losses it would entail (Bouchet and

Huizinga analyzes the relation between banks' stock Hay).
prices and the secondary market price of their debt * Another constraint derives from the operation of
exposure. Based on empirical work, he argues that the deposit insurance and other regulatory safeguards. Valu-
stock prices for U.S. commercial banks already reflect a able subsidies to stockholders-such as mispriced de-
high discount on developing country debt-and that no posit insurance and forbearance over capital adequacy
major U.S. bank is likely to fold if it gets a repayment rules-may have increased in value as the debt crisis
consistent with the prices of such debt on the secondary worsened. Inotherwords, the taxpayers are underwriting
market. The top banks in Japan, France, Canada, the a lower bound on stock prices. This reduces the incen-
Federal Republic of Germany, and the United Kingdom tives for banks to undertake actions that will end up
are less exposed than their U.S. counterparts-and thus saving taxpayers' resources-rather than their
less imperiled by the debt crisis. shareholders' (Sanders).
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Cohen, and Claessens and Diwan, focus on problems work that removes from banks the luxury of not sharing
of consistency over time. Because the credit relationship the burden of debt reduction. Otherwise, the possibilities
continues over time, efficient solutions have to involve for free-riding by dissenting banks would undermine the
promises by both parties to take future actions. The effort.
banks cannot crediblypromise to debtors that theywould Needed, then, is the right institutional setting to en-
extractonly a small share of future resources if the debtor courage the sharing of the burden of debt reduction by
imposes austerity and increases investment. And the all the creditors while preserving some flexibility to
debtorcannot credibly promise to invest new loans ifthey acommodate differences between banks. What actions
were forthcoming. Coordinated action can increase the should be allowed to be voluntary? For one thing, the
available resources that will have to be shared, but it will items of the menu must be the resultof a group decision.
not occur in the absence of some commitment mecha- A concerted agreement is required for the menu to be-
nism. And while such a mechanism is available for debt- come legally operational. The permission of most credi-
ors in the form of IFI conditionality, complex financial tors is needed because debt repurchases by borrowers
contracts would be needed to get the banks to commit to and debt exchanges generally are not allowed under the
lower debt-service payments in bad times-without cre- contractual terms of loan agreements. Various covenants
ating a serious moral hazard that would make it attrac- must be modified, especially the mandatory prepayment
tive for countries to grow more slowly than they other- and sharing clauses (repayments mustbe divided pro rata
wise might. among all creditors) and the negative pledge (which

Moreover, when investment disincentives are strong, prohibits the selective pledging of assets) (Bouchet and
conditional loans by the IFIs require an increase in Hay). It is therefore the choice between the elements of
investment incentives and thus some form of debt relief, the menu that remains a voluntary decision for individ-
Otherwise, conditionality would hurt the debtors. As ual banks, with the relative pricing of those items done
Calvo stresses, conditionality can be beneficial because either through the market or in a concerted way.
some form of precommitment always dominates discre- This imprecision about what is voluntary and what is
tion, but it may reduce a debtor's bargaining power and concerted has been a fundamental ambiguity in the
in some cases lower its welfare. Third parties that enforce Brady plan. In principle the plan was presented as mar-
conditionality should therefore have a clear notion of ket-based. But as the Mexican negotiations show, the
what is a fair distribution of wealth between borrowers official community seems at times to be leaning away
and lenders. from so much voluntarism, as it compared the debt

reduction the banks seemed prepared to offer against the
Debt Reduction and the Menu Approach amounts deemed necessary. As a result, the negotiations

focused on the pricing of the options, and a concerted
In principle, a concerted approach can directly pro- agreement was reached to present banks with a package

duce an efficient rescheduling process. But given the of three priced options: the first is the exchange of debt
constraints on concerted action, the flexibility provided for debt reduction bonds (discounted bonds at 65 percent
by presenting the banks with a menu of options can of face value and carrying an interest rate of LIBOR plus
strengthen the rescheduling. The banks, Cline writes, are 13/16), the second for debt-service reduction bonds (par
not monolithic, neither within nor across national bonds at a fixed interest rate of 6.25 percent), both
boundaries. Some banks await the recovery of their options implying a discount of about 35 percent in pres-
clients' economies and consider their claims to be worth ent value terms. The third is the provision of new money
something much closer to face value. For these banks, (25 percent of principal over four years).
the sale of a dollar's worth of debt at a discount would
force them to write down the value of the rest of the debt Financing Debt Reduction
they hold, so they stay in. Many others, by contrast, would
accept fifty cents (or less) on the dollar for cash-or in Can the voluntary approach mimic or approximate an
exchange for another asset if the asset is secure. efficient rescheduling that combines liquidity and debt

relief in a way that optimizes the joint interests of cred-
Concerted, Voluntary, orMarket-Based? itors and debtors? The answer depends on the pricing of

the options in the menu and on the amounts and sources
It has long been recognized that in the case of new of the funds to finance debt reductions (from the com-

money packages, a concerted arrangement rather than a mercial creditors, the debtor, and the IFI). The Mexican
voluntary arrangement is needed because of collective agreement, for example, rejected market pricing. It left
action problems. The same is true for debt reduction. the mix of debt reduction and new money from commer-
Resolving the debt problem requires a concerted frame- cial banks to individual choice and included a commit-
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ment by the Mexican government to make available $7 debtor and profit the creditors. Without buybacks, the
billion up front to enhance the exchange bonds (of which creditors' payoff depends mainly on the debtor's willing-
a portion comes from Mexican reserves and the rest from ness to pay-and thus on the relative bargaining power
the Japanese government and the IFIs). of the two parties. When the debtor uses additional funds

to buy back some of its debt, a larger amount goes to
New money. If the nonexiting banks provide the debtor creditors. True, the face value of the country's debt goes

with enough new money to resolve the liquidity problem down, but this helps the country only if a large share of
and to repurchase the exiting banks claims (or to collat- the debt is ultimately repaid. If, instead, the country
eralize a new exit instrument), the debtor cannot lose defaults on its remaining debt, creditors will probably
because its debts are reduced. The division among the recover as much as they would without a buyback. The
various creditors of the gain from increased creditwor- reason is that marginal debt is always worth less thanthiness depends on the volumes and relative pricing of average debt. In lharas's words: "Selling assets is no
the exit and new money instruments. And this added
flexibility of the menu increases the complexity of the solution in an insolvent situation because the countryfleibiityof he enuinceass te cmplxit ofthe does not have enough of them, so it ends up poor andnegotiation. The interests of banks that want to exit and bankrupt rather than rich and bankrupt."
those that want to stick to the new money approach-es- Bnkrup the han ichand bankrupt."
pecially the money-center banks--diverge. And each Besidesthechangeinsharingthedebtor'soutput,debt
class of creditors can veto contract changes perceived to reductions financed by the debtor can decrease or in-
hurt its interests (Sachs, and Bouchet and Hay). crease resources to be divided between the two parties

The money-center banks gain if the overall package because of the way investment is affected. So, the case for
can reduce debt-and increase debt prices-enough to market buybacks turns out to hinge partly on the level of
offset their increased exposure. For the exiting banks, the the rate of return on domestic investment. For plausible
price at which their claims are sold must make this values of this rate, the debtor gains less by spending a
alternative more attractive than staying in. Given the dollar on buybacks than on domestic investment. More-
prospect of improved creditworthiness, this price could over, there is no guarantee that the banks gain overall
be quite high if they were allowed to free-ride and get paid when buybacks reduce investment and future growth.
out of the new-money package. But the higher this price, Debt overhang arguments strengthen the case against
the less tempting the deal is for the remaining banks, market buybacks because the rate of return on domestic
since their increased exposure will not be compensated investment has to be very high under a debt overhang
by substantial debt reduction. So, for an agreement to be because of induced investment inefficiencies. Buybacks
reached, exiting must occur at prices that the remaining make more sense when domestic investments yield a very
banks consider a bargain. Exiting would occur voluntar- low rate of return. But in some cases, buybacks financed
ily at a lower price when some bank is more pessimistic by the debtor can be profitable to both parties, even
than others about future prospects, when by selling its though the sharing of output turns against the debtor.
claims it can enjoy larger tax advantages, or when its For this to occur, buybacks must increase resources (or
operational costs are too high relative to its exposure. But reduce deadweight losses) considerably. This can happen
conference participants in the symposium find it unlikely when capital is badly misused domestically, when the
that the voluntary approach can reduce much of the debt, debt crisis imposes large deadweight costson the debtor's
unless new money is found from other sources to buy economy (costs unrelated to investment financing con-
back the claims of exiting banks. straints), or when the debtor has no other way of signal-

ing its creditworthiness.
The debtors. At the other extreme is a situation in Although case-by-case analysis is clearly required, the

which the nonexiting banks do not increase the amount creditors' group generally needs to offer some conces-of their new loans and the debtor finances the buyback sintohedbr-wmnyorarcivpiesn
with funds that could otherwise be used alternatively for eionsfo the debtor ton fr arke prbcso
domestic investment In this case, analyzed by Claessens .
and Diwan and by Rogoff, the operation has two effects In particular, a concerted pricing of the exit option below
on the debtor's and creditors' welfare. One is the size of the market price can make the deal acceptable. But the
the pie that the two parties can share; the other, the other options on the menu should not be more attractive
division of this pie. When the pie increases, both the than the exit options; otherwise, debt reduction would
debtor and the creditors can gain. But when the pie is not be chosen voluntarily. And since free-riding can be
reduced, both can lose. more attractive than all the other options, some mecha-

If buybacks had no secondary effects on the debtor's nism must guarantee enforcement of the concerted part
economy (fixed pie), market-based buybacks hurt the of the agreement.
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Introduction

The Role of the International Financial Institutions arrears, the results could be destabilizing. Feinberg feels
more strongly about the necessity for the IFIs to increase

Debt relief must go along with stronger economic the bargaining power of the debtors in the context of
reforms in the highly indebted countries, and official what he calls "guided voluntarism."
support is needed. About this, there is little disagree-
ment. But the workability of confronting banks with a * * *

choice between reducing debt and recycling interest
hinges on how much of the tab the IFIs pick up and on In conclusion: the key to improved growth is balancing
the bargaining between debtors and creditors. Is it a good the burden that the developing countries, the IFIs, and
idea for debtors to borrow IFIs' money to finance volun- the commercial banks and their governments bear. Each
tary debt reductions? The answer depends on the alter- player is being asked to share the burden. Debtors are
native uses of funds. As the foregoing analysis indicated, being asked to make their adjustment programs even
the answer might in many cases be "no" if the banks do stronger. But hampering their adjustment efforts is the
not make any concessions in return. considerable uncertainty over the timing and amount of

In considering whether financing from the IFIs should outside financing they will receive. Meanwhile, IFIs are
go for market-based debt reductions, the relevant alter- being asked not just to step up their lending but to
native use of funds is not only domestic absorption but assume some of the exposure of commercial banks-this,
also external debt repayments to commercial banks. The while the commercial banks pursue more attractive lend-
IFIs have an important stake in maintaining political and ing opportunities elsewhere. And commercial banks are
economic stability in the debtor countries, and they are being asked to write down doubtful loans and tenuous
thus willing to put money into the process if the banks interest payments while pumping in new loans-just as
do not. Indeed, expectations of official bailouts may have they're convincing shareholders that they're gettingback
been a major reason for the fall in private financing in on their feet.
recent years. That is why the financing of debt reduction A reduction of debt-r of debt service-is what manyby the IFIs may in the long term involve smaller leakages Aeeduin of d e-or of deervice-iswh t ydeveloping countries need. A set of developing-countryto banks than the financing of new money under the policies that would lead to higher repayments is what theBaker approach (Rogoff. commercial banks want At the center of the negotiation,

In any case, for the IFIs to be able to convince debtor the IMF and the World Bank do what they can to frame
countries to make stronger adjustments, the interna- fragile deals-providing the official finance and policytional community must deliver stronger support-a advice that can bring all parties closer together. Thecombination of the IFIs' own resources, of more favor-
able taxes and regulations in creditor countries, and of parties are closer than they were in the early 1980s. But
concessions from the banks. The new strategy is moving they are still far from together. The only thing that can
in these directions. A key element of the new plan is the move each of the players to accept its share of the burden
decision that the IMF can lend into arrears. That is, the is to make sure that all players are doing the same. That
IMF-and by implication, other IFIs--no longer act as requires a considerable amount of negotiation-and a

police for the banks by withholding disbursements if a considerable amount of confidence in a system that lacks
country has not worked out an agreement with the banks it. In short, it requires money, ingenuity, and leadership.
but is deemed to be making its best efforts. For the IFIs,
this solution has the benefit of avoiding arrears on their Note
claims. More important, it allows debtors to negotiate
new commercial packages from a stronger bargaining 1. The highly indebted middle-income countries--also
position, since quick agreement is not needed to get the known as the Baker 17- are Argentina, Bolivia, Brazil, Chile,
IFIs' money. For Cline, this new flexibility should be used Colombia, Costa Rica, C8te d' Ivoire, Ecuador, Jamaica, Mexico,
with great caution. If it encourages more rigid negotiat- Morocco, Nigeria, Peru, Philippines, Uruguay, Venezuela, and
ing demands, and prompts otherwise avoidable entry into Yugoslavia.
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The Extent and Causes of the Debt Crisis of the 1980s

Jolm T Cuddington

The Emergence of the Debt Crisis increase in their productive capacity. Hence their eco-
nomic and financial flexibility has been weakened

The hope in 1982 when the debt crisis emerged was considerably.
that it would be short-lived. Renewed economic growth The need to consider alternative policy actions by
in the major industrial countries would remove the po- official institutions, both national and multinational, is
tential threatto thestabilityof the international financial as real today as it was at the time of the Bank's earlier
system, and previous levels of capital inflow to developing conference on developing-country debt in early 1984. Yet
countries would be restored. the nature of the proposed solutions will undoubtedly

Although the threat to the banking system has been have a somewhat different emphasis. The primary issue

alleviated, the debt problem continues to be the number is how to regain the development momentum of the

one economic development issue, and it is likely to 1960s and early 1970s. Is this best done through more

remain so throughout the 1990s. Without substantial lending? What are the merits of case-by-case versus more

debt forgiveness, the debt "work out" period to bring generalized debt forgiveness schemes?

creditworthiness indicators back into the "acceptable"
range will be a very long one.' So far, none of the coun- Origins of the Crisis
tries that rescheduled debt in the 1980s has subsequently
succeeded in obtaining voluntary loans from the private Internal policies in the developing countries can con-
credit markets (except in conjunction with World Bank tribute to debt problems or help to avoid them. Debt-rid-
cofinancing). Highly indebted developing countries in den countries typically share the following characteris-
Latin America and Africa remain in a state of siege, tics: they have highly distorted price systems as a result
threatened by impatient creditors, on one hand, and of overvalued exchange rates and inward-oriented trade
restless domestic constituents, on the other. policies. Furthermore, they often respond inappropri-

This chapter sets the historical stage of the debt crisis ately to transitory booms and busts, leading to fiscal
by reconsidering the role of debtors and creditors. The disequilibrium and unsustainable deficit financing
analysis of causal factors also includes policy actions by strategies.
the Organization of Petroleum Exporting Countries Most observers would date the beginning of the gen-
(OPEC) and the Organisation for Economic Co-operation eralized debt crisis of the 1980s as August 1982, when the
and Development (OECD) countries. It shows how the Mexican finance minister announced that Mexico was
price shocks of 1973-74 and 1979-80 and the industrial unable to service its public sector's external debt obliga-
countries' macroeconomic policy response adversely af- tions. Mexico's debt-servicing moratorium was notewor-
fected national economies in both the industrial and thy because of the sheer magnitude of Mexico's external
developing worlds. These factors shaped the interna- liabilities In addition, the large commercial bank expo-
tional environment in which the massive expansion in sure, especially in the United States, brought attention
sovereign lending occurred. The shocks' impact, how- squarely to the systemic risks. Even by early 1983, dis-
ever, varied greatly among countries depending on their agreement remained regarding emerging debt-servicing
past macroeconomic, financial, and development strate- problems. At that time the World Bank, with its charac-
gies. Developing countries with bad policies accumu- teristic optimism, argued that: "There is no generalized
lated large amounts of debt without a corresponding debt crisis; rather, the mutual difficulties of developing
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The Extent and Causes of the Debt Crisis of the 1980s

countries in servicing foreign borrowing and of commer- Causes of the Debt Crisis
cial banks in obtaining service payments on foreign lend-
ing are an outgrowth of the broader economic problems" There is no shortage of commentary on "causes" of the
growing out of three years of global disinflation, which debt crisis. Rudiger Dornbusch and Stanley Fischer
began toward the end of 1979.3 The report stresses re- (1986) conclude:
storing economic growth in order to overcome these
transitory difficulties. Echoing a widespread view, the The question of the origin of the 1982 debt crisis is
Bank argued that the global disinflation, which was push- easily answered. Imprudent borrowing policies in the
ing many high-debt countries into debt-servicing crises, debtor countries and imprudent lending by commercial

banks had a chance encounter with extraordinarily un-
was the consequence of deliberate policies of the major favorable world macroeconomic conditions that ex-
financial powers (as well as many other countries, includ-
in deeoigcutis .olmtageaedmn posed the vulnerability of the debtors and the creditors.mng developing countries) to limit aggregate demand
growth after the second oil shock. Mario Simonsen, former finance minister of Brazil

What ensued was more than a typical cyclical down- (1985, p. 120), places much more emphasis on systemic
turn in the world economy. It was a "crisis," not only for factors and their inevitable consequences for debt
Mexico, which had to engineer massive external adjust- dynamics:
ment of its economy, but also for a number of other To sum up, neither the errors of the lenders nor those of
American heavy borrowers in Latin America and Africa. the borrowers can explain the global debt crisis that
Massive exposure of North American and European com- emerged in late 1982. The central cause has already
mercial banks in these regions caused legitimate fears been indicated in the discussion on debt dynamics: the
about the international banking system's stability. The sudden and unanticipated change in sign in the differ-
real threat was that cascading sovereign debt problems, ence between the growth rate of developing-country
coupled with high interdependence of international exports and international interest rates. From 1974
banks, would trigger a "meltdown" of the financial sys- through 1980 a typical interest rate on developing-coun-
tem of the sort encountered in the 1930s. try loans, LIBOR plus 1.5 percent a year spread, aver-

Even as the vulnerability of commercial banks has aged 10.7 percent Meanwhile, exports of nonoil-ex-
declined, the number of developing countries encounter- porting developing countries were expanding at 21.1
ing debt-servicing problems has grown. Virtually none of percent, overfulfilling the weak solvency test (that nom-
the troubled debtors has regained access to the private inal export growth exceed the nominal interest rate). In
credit markets. "Of the countries that have rescheduled 1981-82 the interest rate soared to 16.3 percent a year,
debts since 1982, only C6te d'Ivoire and Uruguay have while the annual rate of growth of exports declined to I

been able to raise long-term loans from financial markets percent, challenging any solvency criterion. Even if

outside the context of a formal restructuring agreement. balance of payments finance had been provided by a

In each case, new lending by commercial banks was part single central lender, such a change would have required

of a cofinancing arrangement with the World Bank."4  drastic adjustment policies. Under competitive recycl-

Even countries that have not experienced debt problems ing, the result could be nothing but a crisis.

have found their access to external funds greatly William Cline (1984, p. 1) also focuses on global mac-
reduced.5  roeconomic considerations:

What remains after six years of intensive effort to The global debt problem stems from forces dating to the
restructure external debts and restore growth, however, mid-1970s, and to the first oil price shock (1973-74) in
is indeed a debt-servicing crisis. In many cases develop- particular. The intensification of the problem in 1982
ing countries continue to service external obligations derived primarily from the effects of global recession
only at a very high cost of forgone economic growth and from 1980 to 1982, combined with adverse psycholog-
drastic declines in per capita consumption, with little ical shocks to credit markets caused by events in indi-
prospect of a return to voluntary lending. As observers vidual major countries. In a broad sense the problem is
have emphasized, the decade of the 1980s has become a a consequence of the transition from inflation to disin-
"lost decade for economic development," as per capita flation in the world economy. Funds that were borrowed
incomes in a number of regions have fallen to their 1960 when inflation was high and real interest rates were low
levels, before the economic growth miracle of the 1960s or negative are no longer cheap in an environment of
and 1970s began. lower inflation and high real interest rates.
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While agreeing that global shocks were important, hunting" aside, a thorough understanding of the current
Jeffrey Sachs (1985, p. 526) stresses that country-specific debt problem's causes is worth pursuing. "Much as the
factors, in particular their policy choices, were decisive study of disease is one of the most effective ways to learn
in determining which developing countries escaped the about human biology, the study of financial crises pro-
"debt trap" and which did not: vides one of the most revealing perspectives on the func-

tioning of monetary economies" (Eichengreen and
The debt crisis of the early 1980s was triggered by a Portes 1987, p. 10).
combination of global economic events and domestic Beyond this intellectual motivation are more prag-
developments in the debtor countries.MTe best evidence Byn hsitleta oiainaemr rg

matic ones. First, an understanding of the causes of debtfor the contribution of global events is the simultaneous
onset of the crisis in more than forty developing coun- cses may indicate the need for systemic reforms to
tries. The best evidence for the role of distinctively reduce the vulnerability of the world economy. Second,

national developments is the success of many debtor it may help to predict incipient debt-servicing problems

countries in surmounting external shocks without an and to take timely action to avert them. Third, it may
emergency rescheduling. suggest equitable solutions to current difficulties.

Fourth, in addition to "fairness" considerations, there is
While agreeing that external shocks and developing- the issue of efficiency-maintaining or establishing ap-

country policies were important in bringing on the debt propriate economic incentives to prevent excessive bor-
crisis, there are many students of the debt crisis (like rowing and a future full-blown financial crisis. Paul
Swoboda 1985 and Guttentag and Herring 1985) who Krugman emphasizes, "the current debt strategy in-
blame the commercial lenders and their regulators. volves, de facto, an element of bailout of debtors by their
Banks allegedly "overlent," aggressively expanding loans creditors, on one hand, and bailout of both debtors and
in the 1970s with insufficient attention to individual creditors by official agencies, on the other. If the prob-
borrowers' creditworthiness or the profitability of the lems of debtor countries basically reflected irresponsible
projects being financed. Later, following the onset of the behavior, such a bailout would provide encouragement
debt crisis, they abruptly cut back on sovereign lending, for more such behavior in the future. If, on the other
thereby worsening the liquidity crunch. Guttentag and hand, the debt crisis can be viewed basically as an act of
Herring (1985, pp. 129-30) focus on the excesses in the God (or his earthly manifestation, Paul Volcker), this is
commercial banking system and the inadequacies of not a concern" (Diaz-Alejandro, 1984, comment, p. 391).
prudential and supervisory regulations: This is the moral hazard issue.6

The conventional story about the debt crisis places some
emphasis on imprudent borrowing (or endogenous fac- The Nature and Extent ofDebt-Servicing Problems
tors in the borrowing country), but most of the emphasis
is placed on the deterioration in the world economy... Debt-servicing difficulties vary greatly in terms of
We believe this conventional story is incomplete. Im- character and duration. Debt-payment problems include
prudent borrowing is usually impossible without impru- a range of maladies: arrears on interest payments, arrears
dent lending. In several instances, commercial banks a rnofaladies: as n interest , aiger
continued to lend in support of unsound economic pol- orncIparpayments weleas teres,ehghe
icies long after the residents of the borrowing countries tranc fm arane or reqets T schdule
had demonstrably lost confidence in their government's loansfrom proae or ofca cdo The sy of
policies. The consequence was a substantial amount of db-evcn rbesbten17 n 92b c
bankolendin That wsquedtfiance capital flight from Fadden and others contends that "Of these, arrears are
bank lending that was used to finance likely to be the first symptom, or even a deliberate signal,the borrowing countiy. of difficulties. Rescheduling or IMF arrangements come
They develop three hypotheses about how and why later as part of the resolution of problems after their

overlending by commercial banks occurred: (1) banks presence is generally recognized" (1985, pp. 186-87).
were subject to "disaster myopia," (2) banks underesti- Their transition matrix for various types of repayment
mated risks because of inadequate information, and (3) problems for their sample of 93 countries (which in-
banks took calculated gambles based on the expectation cludes problem and nonproblem debtors) confirms that
of official support in the event of adverse outcomes. They "arrears are the most common problem, present in 73.4
also express concern that "bank regulatory authorities percent of the years where any form of problem occurs.
were so ineffectual in constraining growing concentra- Furthermore, arrears are a strong one-year-ahead indi-
tions of country exposure in individual banks." cator of future problems: 83.3 percent of countries with

There are lots of possible culprits to consider in the arrears in year t have a problem in year t + 1, while this
"witch hunt," to use Mario Simonsen's (1985) colorful is true for only 20.6 percent of countries without arrears
terminology, to assess blame for the debt crisis. 'Witch in t."7
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Table 2-1. Net Tansfers to DRS Countries, 1971--88
(US$ billions)

1971 1975 1980 1981 1982 1983 1984 1985 1986 1987 1981
Net transfers 5.0 19.0 26.1 25.5 22.9 12.2 0.7 -12.7 -19.4 -28.8 -39.9

Official creditors 3.2 9.9 14.5 16.6 14.5 12.6 11.9 5.4 4.6 0.9 1.4
Private creditors 1.8 9.0 11.6 9.0 8.4 -0.4 -11.1 -18.1 -24.0 -29.6 -41.3

GNP 512.2 1,051.8 2,083.2 2,199.5 2,161.7 2,063.4 2,092.7 2,153.7 2,229.9 2,411.9 2,555.2

Ratio of net transfer to GNP (percent)
Net transfers 1.0 1.8 1.3 1.2 1.1 0.6 0.0 -0.6 -0.9 -1.2 -1.6

Official creditors 0.6 0.9 0.7 0.8 0.7 0.6 0.6 0.3 0.2 0.0 0.1
Private creditors 0.3 0.9 0.6 0.4 0.4 0.0 -0.5 -0.8 -1.1 -1.2 -1.6

a. Long-term public-guaranteed debt only.
b. Estimated.
Source: World Debt Tables, First Supplement.

The number of rescheduling operations involving of- in the latter half of 1981, after falling gradually in 1979
ficial and private creditors rose from one a year in 1975 through early 1981. As debt-servicing difficulties seemed
and 1976 to eight in 1980. It then jumped to 14 in 1981 inevitable in early 1982, the spread climbed sharply to
and to a higher plateau of 30 to 40 after 1983. Looking at 1.5 percent.
the estimated dollar value of loans restructured, the big A second indication of deteriorating developing-coun-
surge occurred in 1983, the year after the Mexican debt try creditworthiness is the high discounts for which
moratorium was announced. Restructuring activity has developing countries' bank debts are being traded on the
continued since that time, reflectingthe enduring nature secondary market. The magnitudes of these discounts
of the crisis. Between January and September of 1987,25 over the last couple of years are particularly interesting
restructurings occurred. The estimated face value of the as they show just how far the current international
debt was over $102 billion, which represents fully 10 environment is from the point where voluntary lending
percent of the total outstanding external debt of the will be restored.
World Bank's Debt Reporting System (DRS) countries as A third indication of the debt problem's severity is the
of year-end 1986. low level of commercial lending in recent years. Much

The vast majority of reschedulings have been concen- new lending that has occurred has been "involuntary,"
trated in two regions: Latin America and Africa. Many involving increased participation by existing creditors as
countries experiencing debt-servicing difficulties have part of rescheduling agreements. In 1985 and 1986, for
had to restructure their debt obligations several times. instance, there were significant resource transfers from
Once debt-servicing problems arise, they tend to dog the developing countries to creditors as aggregate debt-ser-
countries involved. This entails considerable time and vice repayments exceeded new loan disbursements. This
negotiating costs for the developing-country policymak- negative transfer is because of large reflows to commer-
ers and brings into focus larger economic and political cial banks in industrial countries that are only being
costs. partially offset by positive resource transfers from multi-

Not surprisingly, these debt-servicing problems have lateral institutions. This pattern of net transfers emerges
been accompanied by, and to some extent have caused, a even in the aggregate data in table 2-1, which includes
severe deterioration in the financial markets'assessment all DRS reporting countries. If one considers the major
of developing-country creditworthiness. The timing and debtors and Sub-Saharan Africa separately, the negative
extent of this deterioration is suggested by several fac- transfer begins in 1983 and is much more dramatic
tors. First, spreads over London Interbank Offered Rate (tables 2-1, 2-2).9
(LIBOR) for individual borrowers jumped as debt-servic- In sum, this section emphasizes that the debt crisis is
ing problems became imminent. First came Brazil with severe, especially in Latin America and in Sub-Saharan
a jump in its spread from less than 1 percent over LIBOR Africa, and is likely to be very protracted-contrary to the
in late 1979 to over 2 percent by the end of 1980. In early optimistic assessments in the international financial
1981, deteriorating economic conditions and domestic community in the early years of the crisis. The high costs
political uncertainty caused Argentina's loan spreads to of the enduring crisis of debt and economic stagnation
jump from less than 0.6 percent to 1.1-1.2 percent over on debtor countries makes the roles of various causes of
LIBOR. For Mexico, the spread began to increase slowly the crisis worth studying.
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Table 2-2. Net Resource 7Yansfers to Debtor Countries, 1981-88
(US$ billions)

Category 1981 1982 1983 1984 1985 1986 1987 1988a
Major debtor countries

Official creditors 5.5 4.7 2.7 2.6 0.5 0.9 -1.0 -2.8
Private creditors 4.8 3.9 -2.9 -11.0 -18.4 -19.8 -13.9 -23.2

Latin America
Official creditors 3.0 3.0 1.9 2.8 2.1 1.8 -02 -1.1
Private creditors 4.2 3.2 -3.2 -9.3 -16.1 -17.4 -12.3 -19.7

Sub-Saharan Africa
Official creditors 3.2 3.5 3.6 2.3 1.3 2.6 2.9 2.1
Private creditors 2.1 2.7 -0.1 -2.3 -2.7 -1.1 -0.3 -1.6

a. Estimated.
Source: World Debt Tables, First Supplement.

Debt 1rends and Creditworthiness Indicators plete data are available over a longer time period, one can
infer that short-term lending rose sharply in 1980-a

The total external indebtedness of the 109 countries precursor of the debt-servicing problems to come."
included in the DRS grew from $67 billion in 1970 to These aggregate data mask important features of the
$579 billion in 1980, before the debt-servicing difficul- debt buildup. First, the growth in debt differed signifi-

ties. These figures represented roughly 16 percent of cantly across regions and among individual countries
their collective GDP or 142 percent of exports of goods within each region. Generally speaking, debt burdens are
and services in 1970; total external debt amounted to 28 greatest in Latin America and Africa, with the developing
percent of GNP and 130 percent of exports in 1980 (table countries in Asia and Eastern Europe being considerably
2-3). By 1987, total external debt had skyrocketed to over more conservative. Of the World Bank's 17 highly in-
1 trillion dollars ($1,170 billion) or 50 percent of DRS debted countries, only two (the Philippines and Yugosla-
countries' GNP and 212 percent of their exports of goods via) are outside Latin America or Africa.12
and services. Also hidden in the table is the pronounced shift in

Total external debt (EDT) grew at a compound annual relative importance of creditor sources toward commer-
rate of 24 percent between 1974 and 1980, after which cial lenders and away from multilateral lenders, particu-
time the growth rate fell sharply.10 Comparing the larly for Latin American debtors. With this shift came
growth in total external debt to the long-term publicly higher average interest rates and shorter loan maturities,
guaranteed debt component (DOD), on which more com- albeit with less in the way of "conditionality" or restric-

Table 2-3. ExternalDebt, GNP, and Exports ofAllDRS Countries, 1970-87
1970 1975 1980 1981 1982 1983 1984 1985 1986 1987

US$ billions
Total external debt (EDT) 67.0 166.7 579.4 673.7 7522 815.5 851.3 962.6 1,052.9 1,170.8
Long-term public-

guaranteed debt (DOD) 49.6 126.8 362.1 407.5 460.1 533.2 576.6 690.1 799.6 908.0
Gross national product

(GNP) 469.9 1,024.1 2,089.3 2,205.5 2,188.1 2,063.4 2,092.7 2,153.7 2,230.0 2,411.9
Exports of goods and

services (XGS) 47.2 171.8 4472 497.4 469.4 464.9 500.6 487.4 475.3 584.0

Percent
DOD/GNP 10.6 12.4 17.3 18.5 21.0 25.8 27.6 32.0 35.9 37.6
DOD/XGS 105.1 73.8 81.0 81.9 98.0 114.7 115.2 141.6 168.2 155.5

EDT/GNP 14.3 16.3 27.7 30.5 34.4 39.5 40.7 44.7 47.2 48.5
EDT/XGS 142.0 97.1 129.6 135.4 160.3 175.4 170.1 197.5 221.5 200.5

EDT growth rate - 20.1 27.4 16.3 11.7 8.4 4.4 13.1 9.4 11.2
DOD growth rate - 20.9 22.1 12.5 12.9 15.9 8.1 19.7 15.9 13.6
GNP growth rate - 33.0 15.5 5.6 -0.8 -5.7 1.4 2.9 3.5 8.2
XGS growth rate - 0.3 29.4 11.2 -5.6 -1.0 7.7 -2.6 -2.5 22.8

Source: World Debt Tables, First Supplement.
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Table 2-4. ExternalDebt Indicators, Asia's lower debt-export ratios to its superior export
1981 and 1980-83 performance.
(percent) External debt grew at an average of 21.9 or 24.4 per-

Curnulative cent a year between 1971 and 1980, depending on
accent whether one looks at EDT or DOD. As this was somewhat
deficit, Debt- Debt- Debt faster than the average growth rate in GNP of 17.5
1970-80 GDP export service percent, the debt-GNP ratio grew over the period. The

Country (eea G f ratio 1rai ra abrupt climb in the ratio as the debt crisis emerged after
Latin America 1980 reflected primarily the collapse in GNP growth, not

Argentina 2.3 31.6 334.7 214.9 a surge in the debt level.
Brazil 22.8 26.1 298.7 132.6 In contrast to the debt-GDP ratio, the debt-export ratio
Chile 19.8 47.6 290.0 153.3 actually fell slightly during the 1970s because export
Mexico 13.9 30.9 258.8 161.8 growth outpaced growth in external debt. The movement
Venezuela -7.5 42.1 134.0 117.8 of the aggregate debt-GNP and debt-export ratios in the

Weighted 1970s for the DRS reporting countries would hardly have
average 13.6 31.3 271.5 153.8 suggested that a debt crisis was imminent. These data, of

Colombia 0.4 21.9 182.9 103.8 course, hide widely differing trends in individual
East Asia countries.

Indonesia 0.6 24.1 87.1 n.a.
Korea, Debt Dynamics

Rep. of 24.6 27.6 76.6 90.1
Malaysia -2.0 27.8 51.8 16.9 In judging the sustainability of developing-country
Thailand 22.4 25.7 103.1 581 debt burdens, the relationship between export growth

average 11.9 25.9 82.1 61.7 rates and the interest rate on external liabilities has
Philippines 18.3 40.6 214.6 152.7 received considerable attention.14 The relation on which

these discussions are based is obtained by rewriting the
n.a. Not available.
Note: Thedebtserviceratioequalstotaldebt-servicingexpenditures DOD-export ratio in terms of percentage changes:'

relative to exports. Debt-servicing equals interest payments on all debt,
plus amortization of principal on medium- and long-term debt, plus the (2-1) %A(DOD/XGS) = %ADOD - %AXGS.
stock of short-term debt (the principal of which by definition comes due
within the year). Debt stocks are end-of-year total gross debt.

Sources: Debtstocksare from the DRI International Data Base. The Next, using a simplified version of the balance of
cumulative current account deficit is computed from International payments identity, the growth in debt (%ADOD) in the
Financial Statistics data and is divided by the GDP of the country
measured at the official exchange rate. Exports are from the national above identity is replaced with the accounting identity
account series for exports of goods and services ofInternationalFinan- relating changes in the debt (ignoring nondebt capital
cialStatistics. Sachs (1985), p. 533. flows) to net interest payments (iD) and the noninterest

current account deficit (CAD): ADOD = iDOD + CAD,
tive loan covenants than was typical on loans from mul- where i is the nominal interest rate on external borrow-
tilateral lending institutions. ing. Using this identity, (2-1) becomes:

Debt-GNP, debt-export, and debt service ratios are
widely used when studying the external debt's evolution. (2-2) %ADOD/XGS) = (i - g) + CAD/DOD,
They are also used in informal and econometric assess-
ments of creditworthiness. In limited dependent variable where g is the growth rate in the dollar value of exports.
models that attempt to predict debt-servicing prob- Taking the debt-export ratio as a measure of the debt
lems,13 the debt service- export ratio and debt-export burden, the relationship in equation (2-2) shows that,
ratio are typically the most significant explanatory vari- even if the noninterest current account is brought down
ables. More often than not, the debt-GNP ratio is not to zero, the debt-export ratio will grow without limit if
significant. Interestingly, this is consistent with Sachs' the nominal (dollar) interest rate on the debt exceeds the
(1985) study comparing Latin American and East Asian growth rate in the dollar value of exports. This explosive
debtors (table 2-4). He finds that the problem debtors growth in the debt-export ratio is an indicator that debt-
(primarily in Latin America) differed from the non- servicing problems will ultimately emerge unless bor-
problem countries (concentrated in East Asia) in terms rowers or lenders implement corrective policies.
of their debt-export ratios. Debt-GNP ratios, however, Mario Simonsen stressed that it was the sharp rise in
were similar across the two regions. Sachs attributes world interest rates coupled with the collapse in devel-
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Figure 2-1. Nominal Export Growth Figure 2-2. Real Interest Rates and LIBOR, 1975-86
and International Interest Rates, 1973-82
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oping-country export growth rates that brought on the Note: The real interest rate is defined as the six-month dollar
LIBOR deflated by the change in the export price index for develop-

global debt crisis. Figure 2-1 shows the abrupt change ing countries. The U.S. real interest rate is defined as the six-month
in the relationship between interest rates and export dollar LIBOR deflated by the U.S. GDP deflator.

growth rates for nonoil developing countries as a group, Source: World Debt Tables, 1986-87Edition, p. xii.

and for Mexico and Brazil alone. Although interest rates
rose steadily from 1977 through 1981, it was the drastic volumes, and thus leaves open the question of underlying
turnaround in exports that was primarily responsible for "causes" of the debt-servicing difficulties that emerged
the collapse in the simple solvency condition (or rule of in 1982.
thumb) that i - g be less than zero.

One gets a slightly different perception of the relative Predicting Debt-Servicing Problems
importance of interest rate increases and the collapse in
export growth if one considers real interest rates and the Researchers have proposed econometric models using
growth in export volumes and prices. To convert the financial and macroeconomic indicators of creditworthi-
relation (i - g < 0) to one about real interest rates (i - -x) ness to predict or "explain" the occurrence of reschedul-
and the real export growth rate (g - n) , one would have ing problems by using data on a cross-section or panel
to measure changes in an appropriate (that is, volume) (that is, cross-section time-series) of developing coun-
exportprice deflator (it) and interpret "real" interest rates tries. Many of these statistical exercises used discrimi-
(i - n) accordingly. The rule of thumb for debt sus- nant or logit models and were carried out using data from
tainability then becomes: (i - 7t) - (g - 7r) < 0, where the 1960s and early 1970s. In a few cases, the data
(g - n) is the growth in export volume. The jump in real extended through the early 1980s, but most studies do
interest rates after 1981 is remarkable; see figure 2-2. not include the period since 1982 when debt-servicing
The inference from figures 2-1 and 2-2 is that the growth difficulties took on systemic dimensions and a rash of
in export volume must have collapsed after 1981. Thus, reschedulings occurred.' 6

the sharp turnaround in the simple solvency condition These studies provide a useful starting point for exam-
reflects both higher real interest rates and lower export ining various "causes" of the debt crisis by examining
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various debt ratios (such as those we examined above) in 'able 2-5. SignificantMacroeconomic Correlates
bringing on debt crisis. Nevertheless, these variables are of Repayment Crises in Developing Countries
in most cases only proxies for more fundamental causes. Study
As McFadden and others (1985) have noted, early studies Feder-

also have statistical shortcomings. For example, they Frank- Just- Saini-
Cline Grinols Ross Sargen Bates Cline

generally ignore time effects (that is, before and after Variable (1971) (1976) (1981) (1977) (1978) (1983)
1982 when the debt crisis began) and country-specific Debt servicelexports + + + +
effects. From a conceptual standpoint, the prediction Principal
models make no attempt to isolate separate influences service/debt -

affecting the supply of and demand for new loans to Imports/r6erves + + +
Debt/GDP + _

sovereign states. Thus, they are at best estimations of Debtlexports + + +

reduced-form models (table 2-5). Debt
The second shortcoming has been remedied in recent service/reserves +

work following Eaton and Gersovitz (1981) that applies GNP per capita - b
the "regime-switching" econometric technique to allow Foreign exchange
for the possibility of disequilibrium credit markets. The inflows/debt
underlying model assumes that interest rates may not service a

adjust continuously to equate supply of and demand for (Current account)c
exports -_ _

new credit. Two types of disequilibrium, or more pre- Exports/GNP
cisely non-Walrasian equilibrium, can arise in the Eaton- Rate of domestic
Gersovitz model. In one, the borrower faces a credit- inflation +
availability constraint at the prevailing interest rate (that Growth rate of
is, there is excess demand for funds); in the other regime, money supply +
a borrower's demand for credit at the prevailing interest Growth rate of
rate is completely met (and there may be an excess reserves -rate ompltely (andGrowth rate of GNP
supply). In estimating this two-regime model, the pa- r cata of GNP

per capitarameters of both supply and demand schedules for exter- Total borrowing/
nal loans are estimated, as is the probability of facing a total imports _

credit-constrained situation given a country's determi- a. Variables with significant effects are indicated by sign of effect.
nants of credit supply and demand. These studies differ in countries and time periods considered and in

McFadden and others (1985) and Hajivassiliou (1987) details in definitions of both dependent and independent variables.
b. Defined relative to U.S. GNP per capita.

extend the two-regime model of Eaton-Gersovitz to three c. This variable is multiplied by the sign of the current account
regimes, thereby allowing for the possibility of debt-ser- surplus.
vicing problems. Hajivassiliou improves on the econo- d. Cline reports significant positive and negative signs on this

metric techniques used in his earlier work with Source: McFadden and others (1985), p. 188.
McFadden and others by correctly allowing for the coun-
try- and time-specific effects in the (panel) data. He Under this approach, it is possible to estimate not only
delineates the three separate regimes as follows.1 7 In the the supply and demand schedules for new loans but also
first, there is excess credit, so the borrowing country is a function specifying the allowable level of arrears (the
not credit-constrained; no arrears occur, and there is no country's credit limit) that creditors will tolerate before
rescheduling. In the second, there is "moderate" excess pushing for formal rescheduling. Hajivassiliou's estima-
demand for credit. Suppliers are on their notional supply tion results are reproduced in table 2-6. The demand for
schedules, but the available credit is less than the new loans depends significantly and positively on the
borrower's demand at the prevailing interest rate. The amount of debt service due relative to exports, and posi-
borrower responds by incurring arrears in debt-service tively on the import-GNP ratio. The real GNP per capita
payments. By assumption, however, arrears fall short of had a statistically significant negative effect on new loan
the country lending limit established by lenders, so they demand, all things being equal. The supply of new loans,
do not put pressure on the borrower to reschedule. In the however, depended positively on the debt-export ratio,
final regime, there is a large excess demand for credit. In while the export-GNP ratio was statistically insignificant.
particular, the borrower's excess demand and, hence, its The presence of IMF support, rescheduling, or arrears
arrears are so large that it exceeds the lender's country tended to reduce the supply of new funds. Finally, the
lending limit. Rescheduling occurs. limit on arrears that lenders permitted was influenced
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Table 2-6. Panel Estimates of Three-Regime Model; In spite of this limitation, the financial indicator re-
Dependent Variables Are D VDEL, DNEW and ARR gressors used in most statistical models may reflect

Variable New loan New loan Limit on changing trends in debt-servicing potential. Some vari-
(lagged one year) demand supply arrears ables, such as the export and GNP growth rates, enter

Constant -0.342 0.460 0.0356 discussions of "debt dynamics" (as in Simonsen 1985)
(2.051) (8.841) (0.067) and so are reflecting causes of the debt crisis at this more

Debt service due/exports 5.650 - 1.983
(20.072) (2.680) mechanical, but arguably less fundamental, level. To

Real GNP/capita -0.439 - - date, the empirical analysis based on the three-regime
(5.405) disequilibrium model has not focused specifically on the

Imports/GDP 1.149 - - internal and external factors that were the most impor-
(6.205) tant causes of the 1980s debt crisis. They use data for the

Reserves/imports - 0.116 - precrisis period. This is unfortunate, because the three-
(1.274) regime model using panel data (as in Hajivassiliou 1987)

Debt/exports - 0.0625 0.146 is ideal for isolating the supply-side and demand-side
(1.915) (1225) factors-both country-specific and systemic-that have

Indicator for IMF support or - -0.175 -1.375
rescheduling (2.358) (6.435) contributed to debt crises. A thorough analysis would

Indicator for arrears - -0.261 - attempt to incorporate the effects of both global shocks
(4.963) and individual developing countries' policy choices out-

Interest due/exports - 0.436 - lined on the supply of and demand for loans in the
(0.485) international capital markets.

Principal due/exports - 0.0624 -
(0.310)

Standard deviation 0.944 0.453 The Macroeconomic and Financial Environment
(2.375) (20.975) of the 1970s

Correlation 0.182
(3.828) Policy decisions regarding foreign borrowing, ex-

Randord eects 0. change rate management, government expenditure, and
Standard deviation 0.369 0.109 revenue raising must take into account the uncertain

(7.529) (6.425) world environment in which developing countries oper-
Likelihood value -1,607.892 ate. For students of the debt-crisis, a critical question is:

Note: Asymptotic t-statistics in parentheses. DVDEL = 1 if either a did individual developing countries experience debt-ser-
rescheduling is requested or an IMF agreement is in effect; DNEW=
total new debt obtainedwithin the period (scaled by the flow of exports); vicing difficulties primarily because of "bad policies" or
ARR = total significant principal and interest outstanding arrears on "bad luck"? That is, did they undertake policies that
debt obligations. should have been considered suboptimal when they were

Source: Hajivassiliou (1987), p. 219. undertaken, given, say, the size and persistence of various
shocks to their economies? Alternatively, did they en-

significantly by two variables: the debt-service ratio en- counter problems because of the extraordinarily adverse
tered with a positive effect, and the indicator of an IMF shocks in the early 1980s?
support or rescheduling had a negative impact on allow- One often hears that cyclical fluctuations in worldwide
able arrears.' economic activity were particularly pronounced during

The regime-switching approach represents an impor- the 1970s and early 1980s. "Supply shocks" buffeted the
tant conceptual and econometric innovation in explain- world economy with higher oil prices, sharp increases
ing and predicting debt-servicing problems (arrears, IMF and decreases in the prices of various nonfuel primary
support, rescheduling). The approach has, to date, commodities, surging real interest rates in the early
yielded useful insights into the financial and macroeco- 1980s, and so on. Although these shocks were exogenous
nomic variables that affect the supply of and demand for for most debtor countries, some of them might be con-
credit, as well as allowable arrears. sidered direct consequences of industrial countries' pol-

Most econometric models of creditworthiness and icies. For instance, the sharp recession in the early 1980s
debt-servicing problems typically include variables, such was, to most observers, induced by disinflationary aggre-
as the debt-service ratio and the debt-GDP ratio as "de- gate demand policies in the major industrial nations and
terminants" of debt-servicing problems. While these some developing countries. The World Bank pointed to
variables may be rough "indicators" of the likelihood of this policy shift in outlining the events that brought on
encountering debt problems, they are typically not the the debt-servicing difficulties in a growing number of
true underlying "causal" factors. developing countries:
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* Excessive reliance on monetary restraint rather supply and demand for external funds in developing
than on a balanced mix of monetary and fiscal policies countries are considered.
led to very high and widely fluctuating real interest rates.

* The change in operating procedure of U.S. mone- The Oil Shocks
tary policy toward control of monetary base and aggre-
gates rather than interest rates led to increased interest
rate volatility. As Cline's quotation in the introduction suggests,

* The resulting worldwide economic slowdown had a many debt analysts focus on the oil price shocks in
negative impact on developing countries' export 1973-74 and 1979-80 as major causes of the debt crisis.
growth.19  Several channels exist through which oil shocks might

give rise to increased vulnerability of developing coun-
Suppose policy shifts in industrial countries do cause tries to debt-servicing difficulties. Price hikes implied

key macroeconomic variables in the world economy to large real income losses for oil-importing nations, but
move far from their normal values, and that these devel- there was a corresponding gain for oil-exporting nations.
opments bring on debt-servicing problems in many de- The impact that such income shocks have on domestic
veloping countries, perhaps those developing countries saving and investment and on the current account of the
that borrowed most aggressively or invest unwisely. balance of payments depends on the perceived perma-
Under such a scenario, one might consider it "equitable" nence of the oil price shock and the adjustment of cate-
to have the industrial countries absorb some costs that gories of expenditure to altered income levels and rela-
the debt crisis subsequently imposed on debtor nations. tive prices.

Before jumping to such a conclusion, however, it is The price hike of 1973-74 was unprecedented relative
obviously desirable to briefly reexamine the macroeco- to past movements (figure 2-3).20 Developing-country
nomic and financial environment facing developing policymakers can hardly be faulted for not anticipating
countries in the 1970s and early 1980s-the period of the such shocks and taking preventative actions to reduce
major buildup in external debt. Just how atypical was this their countries' vulnerability to them. These shocks are
period from a longer term historical perspective? In particularly difficult to cope with from a policy stand-
answering this question, several factors that affected the point because of the high uncertainty about their dura-

Figure 2-3. Real Price of Oil, 1900-83
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tion. Past history of oil prices provides little guidance. ual countries exhibited more volatility. After a drop from
Instead, one must rely on theoretical conjectures about more than 5 percent in 1973 to less than 0.5 percent in
the likely survival of cartels and so on. In the volatile 1975, GDP growth rebounded to 5 percent in 1976.
external environment such as that following the first oil Thereafter, the growth rate fell rather steadily through
price hike, therefore, it is hardly surprising that policy the trough of the worldwide economic slowdown in 1982.
responses in both industrial countries and developing The sharp drop in economic growth in 1974 as oil
countries varied widely. Some countries undertook con- prices surged was felt more strongly by industrial coun-
tractionary aggregate demand policies to moderate the tries than by either the Latin American or African devel-
oil shock's inflationary impact. Others were more ex- oping countries (taken as regional aggregates). In Latin
pansionary, working to reduce losses in output and America, real growth continued relatively undisturbed
employment. by the adverse developments in the global economy-it

was not until 1981 that their real GDP growth came to
Fluctuations in World EconomicActivity an abrupt halt. Strong primary commodity prices in the

mid-1970s undoubtedly also contributed to the moderate
The behavior of world real GDP growth measured by impact of the industrial country recession on some Latin

the IMF's index is markedly different after 1973 than it American and African countries.
was in the 1960s (figure 2-4). Before 1973, it fluctuated Africa has experienced wide fluctuations in real GDP
rather narrowly between 3 and 6 percent. This was a repeatedly over the past 25 years, although the
period of relative stability for world GDP, although-not continent's output growth reached new lows in the
surprisingly-the GDP of different regions and individ- downturns of 1978 and 1982 (figure 2-4). The sharp

Figure 2-4. Real GDP Growth Comparison, 1960-85
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downturn in 1978, during the widespread drought, only a brief respite in 1977-78. An alarming acceleration
proved to be a mere preview of the persistent negative in Latin American inflation occurred in the early 1980s.
growth the region was to experience in the post-1982 External borrowing in Latin America during the mid-
period when foreign loans dried up and primary com- to-late 1970s may have contributed to the diverging
modity prices softened. inflationary trends. These countries sustained high eco-

nomic growth by borrowing to support high, in fact

Inflation and Disinflation excessive, aggregate demand. This greatly moderated the
economic downturn they experienced following the first
oil shock, but with the cost of a sharp rise in inflation

Inflationary pressure in the IMF's Western Hemi- rates. This does not appear to be the case for the African
sphere and African country groups also differs signifi- continent as a whole (although it may characterize indi-
cantly from the world aggregate. As figure 2-5 shows, vidual African countries well). Foreign borrowing facili-
developing-country inflation before the first oil shock tated at least a partial replacement of the larger drop in
was somewhat higher but otherwise roughly followed the aggregate demand that would otherwise have accompa-
trend for the world as a whole (except in 1964). By the nied the drought-induced recession in 1978.
mid-1970s, however, inflationary trends began to diverge To the extent that Latin American countries had fi-
sharply. Africa experienced a relatively short-lived in- nanced large fiscal deficits with large amounts of external
crease in inflation relative to the world aggregate in borrowing, they were especially vulnerable when their
1973-74. Latin America, in contrast, experienced stead- access to foreign capital collapsed after 1982. They were
ily rising rates of inflation throughout the 1970s, with forced to undertake fiscal adjustment or turn to money

Figure 2-5. International Comparison of Inflation Rates, 1960-85
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creation to finance the deficits. In many cases, the second atypical. It is somewhat misleading to argue that negative
option prevailed. As a result, inflation skyrocketed. terms of trade shocks have played a major role in the

creation of debt-servicing problems for several reasons.
Primary Commodity Prices First, some debtor countries-those that were oil export-

ers--greatly benefited from the price surge in the 1970s.
The decline in developing countries' terms of trade In spite of this real income gain, many became mired in

during the world recession of 1980-82 is often men- severe debt-servicing problems because of massive "over-
tioned as a factor that contributed to the debt buildup. borrowing." Countries like Nigeria and Mexico, which
"The total loss to nonoil developing countries from dete- became major oil exporters during a decade when the
riorating terms of trade in 1981-82 was an estimated $79 real price of oil skyrocketed, serve as perhaps the most
billion" (Cline 1984, p. 13). Much of this estimated loss dramatic examples of this phenomenon.
resulted from the downward movements in the prices of Second, if one considers only nonoil countries, should
various primary commodities exported by developing depressed commodity export prices in the early 1980s be
countries (table 2-7). It is well known that primary considered as a factor contributing to the debt buildup?
commodity prices exhibit considerable volatility.21 This In fact, there was a sharp runup in nonoil commodity
was true in the 1970s, and it was by no means peculiar to prices (relative to the index's norm of roughly 100) dur-
that period. Whether realized movements in commodity ing the mid-1970s, before the collapse in the early
prices should be considered gains or losses in real income 1980s.22 Thus, if one considers the negative income effect
depends critically on one's impression about the "norm" of the commodity price collapse in the early 1980s, one
and the persistence of deviations from the norm. To put should also consider the income gain from the commod-
various authors' estimates of developing countries' ad- ity price increase during the 1970s.
verse terms of trade shocks into context, it is useful to Various commodity price booms in the 1970s should
review the historical behavior of fuel and nonfuel pri- have reduced the external borrowing needs of developing
mary commodity prices. Grilli and Yang (1988) recently countries exporting those commodities. A comparative
produced an index of nonfuel primary commodity prices analysis of developing-country experiences with com-
between 1900 and 1986. Figure 2-6 shows this index modity booms (Cuddington 1989) shows, however, that
(GYCPI) deflated by two alternative indices of manufac- developing countries experiencing booms in the 1970s
tured goods prices, the modified manufacturing unit often responded by increasing, not decreasing, their use
value index (MUV), and the U.S. manufactures price index of foreign resources. In most instances, this borrowing
(USMPI). The figure certainly confirms the sharp deteri- strategy was hardly an optimal response to the opportu-
oration in the relative price of primary commodities in nities provided by the export booms. Adept, well-planned
manufactures in the early 1980s, which is the basis for management of temporary booms has been relatively
the real income loss calculated by Cline. When placed in rare. If the booms of the 1970s had been well managed,
historical context, however, the degree of volatility in less borrowing would have occurred, and the resilience
primary commodity prices during the 1970s was not of these economies to subsequent downturns in com-

modity export prices would have been greatly enhanced.

Mkble 2-7. Impact ofExogenous Shocks on Erternal By looking at the downturn in commodity prices in the
Table 2-7.n impateofExogeoutres oearly 1980s, but ignoring the periodic years of strong

(US$ billions) price performance during the 1970s, too much blame for
the debt crisis is placed on external shocks and not

Oil price increase in excess of U.S. inflation, enough blame on domestic policy responses by the de-
1974-82 cumulativea 260 veloping countries themselves.

Real interest rate in excess of 1961-1980
average: 1981 and 1982 41 The Pattern of Current Account Imbalances

Terms-of-trade loss, 1981-82 79 during the 1970s
Export volume loss caused by world

recession, 1981-82 21
Total 401 The aggregate behavior of the nonoil developing
Memorandum items countries' current account in the 1970s and early 1980s
Total debt 1973 130 was quite different from the pattern in the industrial

1982 612 countries. First, these countries maintained deficits
Increase 1973-82 482 throughout the period. Their collective deficit moved

a. Net oil importers only. from roughly 1 percent of their GNP before the first oil
Source: Cline (1984), p. 13. Copyright @1984 Institute for Interna- shock (although this may have been atypically low) to 4

tional Economics, Washington, D.C. Reprinted by permission. percent of GNP in 1975. From there the deficit shrank to
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Figure 2-6. Indices of Relative Prices of Nonfuel Primary Commodities, 1900-86
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2 percent of GNP, where it remained until the second oil looning government budget deficits. These factors affect-
shock. ing the loanable funds in the international financial

Thus, there was little attempt to adjust, or at least little markets, coupled with the dramatic change in market
success in adjusting, the current account back to its psychology regarding developing-country creditworthi-
pre-oil-shock levels. Instead, the current account deficit ness, led to a retrenchmentof lending to most developing
stabilized at a level that was roughly twice what it had countries unequaled in their postwar histories.
been before 1973.

Developing countries' tardiness in adjusting to the FYnancing Current Account Imbalances
first oil shock-or more precisely the decision to finance
rather than adjust-was aided by two developments.23  Current account deficits, of course, need not imply a
First, the industrial countries returned rather quickly, buildup in external indebtedeness. Other financing
albeit temporarily, to external balance, so that the in- methods include drawing down holdings of foreign ex-
creased saving generated by oil exports could be funneled change reserves, or selling equity rather than debt claims
to nonoil developing countries. Second, a number of to foreigners. Nevertheless, there is a strong presump-
developing countries benefited from surging commodity tion that at least part of countries' current account
export prices. These booms offset the negative income deficits will result in an increase in the already substan-
effect of higher oil import costs on their external ac- tial external borrowing. Table 2-8 summarizes sources
counts. Current account deficits of the nonoil developing of financing for nonoil developing countries' current
countries peaked at roughly 4 percent of their aggregate account deficits during the 1970s.
GNP in 1981 and 1982 before being compressed over the The 1970s witnessed massive shifts in both the direc-
next five years as voluntary lending ground to a halt tion and the composition of international capital flows.
following the debt crisis. Flow of capital from private sources in the industrial

Unlike after the first shock, developing countries were world through the international banking system grad-
forced to adjust abruptly to the second oil shock as ually replaced official sources as the dominant provider
external funds were unavailable. This reflected in part the of development capital to developing countries (table
much faster erosion of current account surpluses in 2-9). The possible role of such massive shifts in the
oil-exporting countries. It was also caused by growing pattern of international capital flows as a precondition
industrial country demand for external funding for bal- for financial crisis is highlighted by Eichengreen and
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'able 2-8. Current Account Financing, NonoilDeveloping Countries, 1973-83
(US$ billions)

1973 1974 1975 1976 1977 1978 1979 1980 1981 1982 1983
Net oil exporters
Current account deficit 2.6 5.1 9.9 7.7 6.4 7.9 8.5 12.5 23.5 15.6 14.2
Use of reserves -1.3 -1.5 -0.3 -0.7 -1.9 -1.2 -3.8 -3.7 -0.7 2.8 -0.6
Non-debt-creating

flows, net 2.2 3.3 3.7 2.7 3.3 3.9 5.5 5.6 7.2 5.3 4.9
Net external borrowing 1.6 3.3 6.5 5.7 5.0 5.2 6.8 10.6 17.0 7.5 9.9

Long-term borrowing 2.2 3.2 7.6 7.5 7.7 7.6 7.2 8.6 15.4 11.5 21.6
From official sources 0.8 1.2 3.4 2.2 4.2 3.4 2.4 3.0 3.5 3.3 3.9
From private sources 1.4 2.0 4.2 5.3 3.4 4.2 4.8 5.5 11.9 8.1 17.7

Reserve-related liabilities - - - 1.2 -0.1 - - - -0.1 3.0 0.3
Other short-term

borrowing -0.6 0.1 -1.1 -2.9 -2.6 -2.4 -0.4 2.4 1.5 -6.9 -12.0
Major exporters of

manufactures
Current account deficit 3.6 18.8 19.1 12.2 7.9 9.8 21.7 32.5 37.6 34.3 18.6
Use of reserves -5.8 2.0 2.0 -7.1 -4.4 -10.2 -3.1 2.1 -2.3 4.0 -5.0
Non-debt-creating

flows, net 3.8 4.4 2.9 4.6 4.5 6.4 7.5 7.4 7.9 8.2 8.1
Net external borrowing 5.6 12.4 14.1 14.7 7.7 13.7 17.3 23.1 32.0 22.0 15.5

Long-term borrowing 5.6 8.6 9.8 9.7 8.0 15.9 11.7 13.2 23.1 8.4 22.7
From official sources 1.8 2.1 2.5 2.7 2.6 3.7 3.3 3.1 3.1 3.5 3.7
From private sources 3.8 6.5 7.3 7.0 5.4 122 8.4 10.1 19.9 4.9 19.0

Reserve-related liabilities - 0.2 1.1 1.9 0.3 -0.5 -0.6 0.5 1.0 3.3 3.3
Other short-term

borrowing 0.1 3.5 3.2 3.0 -0.6 -1.7 6.2 9.4 7.9 10.3 -10.5
Low-income countriesa
Current account deficit 3.4 6.6 7.3 5.5 5.4 8.4 9.9 11.8 12.1 12.0 11.4
Use of reserves -0.5 -0.3 0.4 -0.7 -1.0 0.1 -0.2 -0.2 0.1 0.3 -0.1
Non-debt-creating

flows, net 2.3 3.2 2.4 2.3 2.7 3.0 4.0 4.3 4.5 4.2 3.6
Net external borrowing 1.6 3.7 4.4 3.9 3.7 5.3 6.1 7.7 7.5 7.6 7.9

Long-term borrowing 1.6 3.0 3.1 2.9 2.8 3.9 5.1 5.5 4.9 4.7 4.7
From official sources 1.0 2.1 2.8 3.0 1.9 3.0 5.6 4.6 5.8 4.5 7.3
From private sources 0.6 0.9 0.3 -0.1 0.9 0.8 -0.5 0.8 -1.0 0.2 -2.6

Reserve-related liabilities 0.1 0.5 0.4 0.4 0.1 0.1 0.4 0.6 12 1.1 1.4
Other short-term

borrowing -0.1 0.3 0.9 0.5 0.8 1.4 0.6 1.6 1.4 1.7 1.8

Other nonoil developing
countries

Current account deficit 1.1 5.6 9.7 8.3 12.0 14.7 18.9 27.6 33.0 26.4 23.1
Use of reserves -2.9 -2.4 - -2.7 -2.7 -5.0 -3.7 -2.8 1.3 4.9 1.7
Non-debt-creating

flows, net 1.8 1.7 2.7 2.6 3.6 4.2 6.1 6.1 7.3 6.8 7.1
Net external borrowing 2.2 6.3 7.1 &4 11.1 15.5 16.5 24.2 24.4 14.8 14.3

Long-term borrowing 1.9 42 5.6 6.9 6.3 10.0 11.3 16.6 18.0 14.5 12.3
From official sources 1.4 1.4 2.0 2.3 3.7 3.9 3.9 7.9 9.8 7.3 8.7
Prom private sources 0.4 2.8 3.6 4.6 2.6 6.1 7.4 8.7 8.2 7.1 3.7

Reserve-related liabilities 0.1 0.3 0.8 1.4 0.3 0.8 0.6 0.7 2.7 1.6 4.4
Other short-term

borrowing 0.2 1.8 0.6 0.1 4.4 4.8 4.5 6.9 3.7 -1.3 -2.5

a. Excluding China and India.
Source: IMF, WorldEconomic Outlook (1983), p. 195.

Portes, where they compare the systematic vulnerability The 1920s were marked by three sets of developments
of the international financial system during the 1920s which increased the international financial system's
and the 1970s (1987, p. 13): susceptibility to destabilizing shocks: flux in the foreign
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Table 2-9. Financial Flows to Developing Countries, 1956-80
(US$ billions)

Private
Official Direct

development private Export
Year Total assistance Total investment Portfolio credits

1956-60 21.9 13.2 8.7 - - -

1961-70 29.0 16.2 11.5 6.0 2.6 2.9
1971-80 76.6 28.1a 38.1 10.7 19.9 7.4

Note: Data between periods are not strictly comparable because of redefinition. Dollars have been deflated by GDP deflator for industrial countries.
a. $19.8 billion excluding assistance from the Council of Mutual Economic Assistance and the Organization of Petroleum Exporting Countries.
Sources: 1956-60: OECD, Development Assistance and Efforts in 1961 of the Members of the Development Assistance Committee (September

1962); 1961-70: OECD, Development Assistance, 1971 Review (1971); 1971-80: OECD, Development Cooperation, 1981 Review (1983). Pishlow
(1988), p. 193.

exchange markets, rapid institutional change in the real income gain for debtor nations, just as high real rates
banking system, and dramatic shifts in the volume and at the end of the decade represented real income losses.
direction of international lending. Each set of develop- Throughout the mid-1970s, new loans to developing
ments had its immediate origins in the dislocations countries from both official and private sources far ex-
associated with World War I. ceeded existing developing-country debt-servicing com-

They argue further that the same factors were at work mitments. Although loan disbursements peaked in 1982

in the 1970s but that institutional differences prevented (at $94 billion), net transfers to developing countries

the debt-servicing crisis from becoming a full-blown peaked much earlier-in 1977-at roughly $30 billion.

financial crisis. To some extent the shrinking of net transfers was inevi-
and invest among the table. As Diaz-Alejandro points out, a massive shift in the

OPEC, OECD, and nonoil developing countries had im- composition of the portfolios of banks in the industrial
OPE, OCD,andnonil eveopig cuntieshadim countries took place as they expanded aggressively into

portant impacts on both supply and demand for funds in thntentoonalarenai the lae s andressiv Tis
the international capital markets. Following the oil price
shocks, many major oil-exporting countries became portfolio adjustment to achieve international diversifica-

tion was bound to trail off as international investors went
large net savers, providing loanable funds to the banking from asposito of aintewndeveloing-ount
system in unprecedented quantities. Although there was fo oiino aigtofwdvlpn-onr
syserableoceentequatities.te Athoug thentrwas assets on their books toward a sustainable long-run equi-
ionsdable oncssera itatmteitim. the inn librium share of bank assets. To some extent the dimin-

tional banking system readily intermediated these funds ished flow of financial resources from commercial banks
to meet credit demands in both developing countries to developing countries was also a natural consequence

many industrial countries. Lending to developing coun- of more rapid current account adjustment following the
tries by the banking system continued to grow for the second oil shock. Oil exporters' surpluses of 1979-80
rest of the 1970s, greatly outpacing official financing, disappeared much more quickly than they had after the

The abundant supply of loanable funds from OPEC quadrupling of oil prices in 1973-74. At the same time,
following the first oil shock put considerable downward the major industrial countries were having increasing
pressure on real interest rates. The six-month LIBOR difficulty reining in their fiscal deficits, which led to
deposit rate was forced considerably below its general considerable crowding out on a global scale-as slowly
upward trend in the mid-1970s (see figure 2-2). Spreads adjusting developing countries ran head on into indus-
over LIBOR charged to developing countries also fell trial countries with large fiscal deficits and restrained
during this period. Softness in nominal interest rates monetary policies.
coupled with rising world inflation rates drove real rates
down in 1975. (See the LIBOR rate deflated by the U.S.
GNP deflator in figure 2-2.) Perhaps because of lack of Commercial Bank Recycling ofPetrodollars

experience with rising inflation, savers were slow to
demand interest rates that adequately compensated for Oil-exporting nations initially saved much of their
the rising inflation rate. Furthermore, banks viewed neg- greatly magnified export proceeds following the quadru-
ative rates as a blessing as long as profitable spreads pling of oil prices in 1973-74. In some OPEC countries,
between borrowing and lending rates prevailed. domestic investment was limited by absorptive capacity,

From the debtors' viewpoint the negative real interest among other things. Conservative investment attitude
rates of the mid-1970s should hardly have been consid- led to the deposit of funds in the Euromarket at short
ered the historical "norm." Instead, these abnormally maturities. Because these funds were deposited in the
low rates should have been recognized as a temporary Euromarket, commercial banks whose international op-
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erations had been expanding rapidly even before the price Retrenchment by Commercial Banks
shock took a central role in the international financial
intermediation process. Because international loans Not only have commercial banks been accused of cre-
were underrepresented in bank portfolios in the early ating preconditions for a debt crisis by "overlending" in
1970s, there was considerable room for direct commer- the mid-1970s, but they have also been accused of bring-
cial lending to developing countries. This greatly re- ing on the 1982 crisis by abruptly cutting back on inter-
duced the burden for recycling petrodollars that fell on national lending.
official lenders, including multilateral institutions such [W]hat could have been a serious but manageable re-
as the IMF and the World Bank. Unlike official lending, cession has turned into a major development crisis
which had predominated during the 1960s, recycling of unprecedented since the early 1930s mainly because ofpetrodollars by commercial banks involved large the breakdown of international financial markets and anamounts of maturity transformation. Even though inter- abrupt change in conditions and rules for internationalest rates were typically somewhat higher and the terms lending.. . in short, the 1982 collapse of a reasonably
of maturity were typically shorter on commercial lending competitive, if flawed, international capital market (atthan on official credits, many developing countries pre- least for Latin America) constitutes the major externalferred commercial loans because there were less restric- shock to the region during the early 1980s
tive loan covenants and conditionality. (Diaz-Alejandro 1984, pp. 335, 356).

In addition to improvement in loan terms as the mar-
ket adjusted to absorb the massive supply of petrodollars, This interpretation is somewhat controversial. Paul
it is quite possible that many developing countries also Krugman complains that "the sharp cutback of new
experienced a relaxation in credit constraints imposed by lending to debtors in 1982-83 is treated (by Diaz-Al-
lenders. Banks paid insufficient attention to developing ejandro) as an exogenous event-rather as if Robert
countries' creditworthiness in their aggressive efforts to Shiller (a well-respected rational-expectations
recycle petrodollars. macroeconomist) had descended from heaven and de-

Empirical evidence on the petrodollar hypothesis is creed lending to Latin America suddenly unfashionable.
rather weak.25 Nevertheless, most students of the debt This is not a satisfactory procedure ... I would prefer to
crisis list the oil price shocks of the 1970s among the regard domestic economic management, the terms of
important causes, either because of their influence on trade, and interest rates as the fundamentals here, and
developing-country borrowing behavior or their influ- the supply of funds as an endogenous variable. This
ence on the level of world economic activity. supports a view that assigns heavy weight to the external

Jeff Frieden (1983, p. 3), however, takes issue with this factors, but it does so to a somewhat less dramatic extent
emphasis on the shocks in inducing developing countries than this paper's approach" (Krugman 1984, p. 391).
to undertake massive external borrowing: "In this inter- Diaz-Alejandro's discussion of international banks in re-
pretation, the 'oil shocks' of 1973-75 and 1979-80 drove ducing lending ignores the evolving structure of current
the oil-importing developing countries to borrow heav- account imbalances following the first and second oil
ily, while simultaneously flooding the Euromarkets with price shocks. The huge current account surplus of oil-ex-
petrodollars available for lending." He argues that major porting countries dissipated slowly-over a four-year
borrowing from the financial markets began before the period-after the first oil shock. The corresponding def-
first oil shock. Do these facts presented by Frieden con- icit of the industrial countries shrank very quickly. In
tradict Gersovitz's (1985) explanation of why credit ra- fact, they restored their earlier surplus position by 1975
tioning appears to have been more common in 1974 than (although it subsequently deteriorated). The nonoil de-
in 1970? Perhaps not. Although commercial bank lend- veloping countries, however, sustained large current ac-
ing to developing countries was well under way before countdeficits.Relativetotheirpreshocklevels, theywere
1974, the first oil shock induced a major change in the major recipients of capital in recycled petrodollars.
magnitude and direction of international capital flows. Current account imbalances following the second oil
In particular, there was a massive wealth transfer to shock were quite different. First, the surplus of oil-ex-
oil-exporting countries; these new suppliers of funds porting countries dissipated within two years; thus these
(OPEC) differed in important ways (that is, they sought countries provided loanable funds only temporarily. Sec-
high liquidity and short terms) from the major source ond, several industrial countries became large capital
countries who supplied funds to the Euromarkets in the importers-if the data are taken at face value in spite of
pre-1974 period. the large statistical discrepancy at the global level. In

31



The Extent and Causes of the Debt Crisis of the 1980s

addition to these factors, different perceptions about the lier "overborrowing." From a conceptual standpoint,
permanence of the two oil price hikes and growing cau- there are several market failures that might give rise to
tion about further lending to developing countries un- overborrowing in a laissez-faire environment.6
doubtedly played a role in reducing commercial lending First, overborrowing must be clearly defined. Suppose
to developing countries. the term is interpreted in its welfare-theoretic sense: it

With these factors contributing to a much-reduced is a situation where private incentives or unenlightened
inflow of petrodollars to the commercial banks, a sharp government borrowing cause the country's foreign in-
cutback in lending was unavoidable. It is not clear from debtedness to exceed the socially optimal level. Before
casual inspection of the data just what caused this there can be a need for foreign borrowing strategy (that
"abrupt change in conditions and rules for international is, government policy action to prevent inappropriate
banking" (Diaz-Alejandro 1984, p. 335). levels of borrowing), one must believe that there is a

discrepancy between the private and social costs and
Developing-Country Policies benefits of external borrowing.

Two welfare distortions that might give rise to over-
Several developing-country policies potentially affect borrowing come to mind. The first is based on the well-

a country's vulnerability to debt-servicing problems, par- known optimum tariff argument: if the country's cost of
ticularly if the external economic environment becomes borrowing rises as it takes on more debt, then the mar-
unfavorable. These include: (1) its external borrowing ginal cost of borrowing lies above the average cost. Policy
strategy, that is, the extent to which foreign capital is action to limit borrowingto thepointwhere the marginal
used, and management of the sources, maturity struc- cost equals the marginal (social) benefit is required. 2 7

ture, and contractual aspects (fixed versus variable inter- A second justification for policy limits or optimal tax-
est rates) of debt, (2) exchange rate management, (3) ation of foreign borrowing is to reduce probability of
trade orientation and other policies affecting market financial distress, which rises sharply with the level of
incentives in allocating resources, and (4) aggregate de- borrowingor "leverage."28 Using an analogy with individ-
mand policies. Countries may also differ significantly in ual firms, sovereign nation states can grow more rapidly
structural characteristics. These characteristics, in turn, (in terms of per capita consumption and dividend pay-
affect the distributional impact and political and eco- ments, respectively) to the extent that they undertake
nomic feasibility of various policy options. investment projects whose net present value is positive.

In financing such investments, countries-like compa-
Foreign Borrowing Strategy nies-must decide on the appropriate balance between

self-financed internal growth and external resources (in
Whenconiderng ossile auss ofthedebtcriis, the form of debt or equity finance). Other things being

two difficult questions must be addressed: (1) did devel-
oping countries borrow "too much" from external cred- equal, a country becomes more vulnerable to economic

itors and (2) were the borrowed funds used efficiently? shocks-such as fluctuations in the prices of oil imports
The second question is part of the broader issue of or primary commodity exports or surging world interest

whether the developing country's economic structure rates-when it takes on more external debt. Excessive

and policy environmentis conducive to overall efficiency reliance on debt, by increasing the "financial leverage" of
and oliy evirnmet i coducie t ovral eficincy the country, raises the likelihood and expected costs of

in resource allocation. Credit allocation rules, exchange "financial distress" in the event of adverse economic or
rate management, trade orientation (that is, taxes, sub-
sidies, and quantity constraints facing exporters and im- political shocks.29 These costs can be extremely high for

porters), and government expenditure and revenue-rais- borrowers and their creditors, as recent examples of
ing policies all play a part. To the extent that these Third World debt and the real estate financing problems
policies cause borrowed resources to be misallocated, of U.S. savings and loan institutions vividly illustrate.
they increase difficulty in debt servicing. In extreme Even if borrowed funds are used efficiently, high financial
cases, national welfare can actually be lowered by using leverage has potential costs. When loans are funneled
foreign capital (Brecher and Diaz-Alejandro 1977). into inefficient investment or excessive consumption,

potential for financial distress is exacerbated.
Overborrowing? Given these negative externalities of borrowing, un-

monitored borrowing by either a decentralized market
It is often claimed, without detailed empirical support, system or semiautonomous governmental bureaucracies

that many of the developing countries currently experi- will lead to overborrowing.30 A well-articulated borrow-
encing debt problems are suffering consequences of ear- ing strategy thus makes good sense.
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Using External Funds both gross debt and debt net of official reserves in order
to get a complete picture of their debt burden and vul-

Capital flows provide recipient countries with poten- nerability to changes in world interest rates.

tial to expand domestic consumption more smoothly and
more quickly thanwould otherwise be possible. There are Capital Flight
attendant costs, however, in reduced national autonomy
and financial flexibility. A second form of foreign asset accumulation, private

Regarding the consumption-smoothing motivation "capital flight," has received much greater attention as
for borrowing, countercyclical borrowing enables con- contributing to debt problems. Capital flight is notori-
sumption-smoothing dictated by the permanent income ously difficult to estimate. There is no agreement on how
theory of consumption. This type of borrowing may be it should be defined (Cuddington 1986 and Lessard and
limited by credit constraints, which tend to be adjusted Williamson 1987). Even once it is defined, the nature of
procyclically rather than countercyclically by creditors. capital flight is difficult to measure. In some countries,
Furthermore, the credit ceiling is often not exogenous domestic capital can be moved abroad only by violating
from the borrower's standpoint It may be a function of capital controls. In others, export of capital is perfectly
how the funds are used. Countries with high investment legal. Motivation for moving capital abroad may be to
ratios allegedly face more liberal credit constraints than escape domestic taxation or to hide illegally earned in-
countries with potentially unsustainable consumption come from domestic authorities. Incentives to "cover the
rates.31  tracks" of flight capital are obvious; thus the difficulty in

The second motivation is to undertake profitable cap- measuring its extent.
ital investments. These investments raise the economy's Based on early estimates using various residual tech-
economic growth rate and therefore permit higher niques calculated from balance of payments and debt
steady-state consumption levels. Whether foreign bor- data (Cuddington 1986, Dooley and others 1986, and
rowing did, in fact, raise countries' economic growth Morgan Guaranty 1986), there seems to be general agree-
rates during the 1970s is unclear because of the lack of ment that capital flight in the 1970s and early 1980s was
empirical studies on the question. large in several Latin American countries, most notably

Two other uses of capital have also been of considerable Mexico, Argentina, Uruguay, and Venezuela. Outside
importance during the debt buildup of the 1970s: the South America, the Philippines appears to be the country
accumulation of official foreign exchange reserves and where capital flight has been most problematic.
private capital flight. As table 2-8 shows, the external Massive capital outflows estimated in table 2-10 oc-
borrowing of nonoil developing countries more than curred during the period when these countries were
covered their current account deficits over this period. borrowing so heavily abroad.32 Thus, the question arises
Part of the difference reflected a substantial buildup in whether capital flight has been an important "cause" of
foreign exchange reserves (shown as negative numbers the debt crisis. Of course, such two-way flows of capital
in the table). In some countries (such as Venezuela) these might reflect portfolio diversification or maturity trans-
reserves were so large as to make it essential to look at formation occurring on a global scale. Without market

'ble 2-10. Estimates of Resident Capital Outflow and Capital Flight, 1976-84
(US$ billions)

Republic of
Argentina Brazil Korea Mexico Philippines Venezuela Total

Cuddington measure 16.0 -0.1 2.8 36.2 3.7 13.1 71.7
Morgan Guaranty measure 25.0 17.3 3.5 53.4 3.7 29.6 132.5
Bank deposits (end-1984) 8.2 8.8 0.4 15.1 1.0 12.2 45.7
Interest-compounding 4.9 0.0 n.a. 17. n.a. 1.9 n.a

adjustment
Misinvoicing adjustment -5.4 -2.1 -10.8 -18.4 n.a. 0.0 -36.7
Stock of "legitimate" resident

external capital, end-1984 2.4 12.0 6.5 18.9 4.8 2.5 37.1
Zedillo's residual n.a. n.a. n.a. 26.0 n.a. n.a. n.a.
Preferred measure 16 9 0 27 4 30 86

n.a. Not available.
a. This estimate is an exaggeration inasmuch as the Mexican balance of payments figures already contain some allowance.
Sources: Row 1, Cumby-Levich (ch. 3) estimate of Cuddington measure using consistent data set Row 2, Cumby-Levich (ch. 3) estimate of

Morgan-Guaranty measure using consistent data set. Row 3, International Financial Statistics. Row 4, Cuddington (ch. 3, table 3.2). Row 5, Gulati
(ch. 3.). Row 6, Cumby-Ievich (ch. 3) estimate of Dooley measure. Row 7, Zedillo (ch. 7). Row 8, see text. Lessard and Williamson (1987), p. 206.
Copyright @ 1987, Institute for International Economics, Washington, D.C. Reprinted by permission.
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failures, there need not be a policy concern. When capi- to investment have been used productively. According to
tal-scarce developing countries that borrow heavily in Kharas and Levinsohn (1988), for example:
international capital markets are involved, however, Conventional wisdom holds that less developed country
there is a strong presumption that massive private capital (LDC) debt rescheduling problems reflect, in part, the
outflows are socially counterproductive. In short, capital failure of borrowers to invest their loans in productive
flight is usually a reflection of highly distorted private activities with returns, evaluated at border prices, higher
incentives rather than the true opportunity cost of capi- than the interest rate on their debt. This worry became
tal in the home market Policy intervention to limit such particularly acute because of the rapid switch of external
capital flows may be justified. financing in the 1970s away from official sources,

Limited empirical work on the determinants of capital mostly tied to closely supervised investment projects,
flight points to the overvaluation of the domestic cur- towards commercial loans without such ties .. . The
rency as perhaps the most important macroeconomic perceived danger was that such loans could be used to
factor (Dornbusch 1985 and Cuddington 1986). Other finance consumption and ... would lead to long-term
empirically significant determinants of capital flight in- insolvency. Indeed, most non-oil developing countries
clude domestic inflation and interest rates (Cuddington had lower average savings rates after 1973. [Middle-in-
1986), the domestic economic growth rate (Conesa come oil-importing developing countries on average
1987), and, in some countries, loan disbursements (Con- had savings rates of 21.5% in 1973 and 18.0% in 1981.]
esa 1987 and Cuddington 1987). For the most part, these Dornbusch and Fischer (1986) claim that:
variables are only the proximate causes of capital flight.
They are, like capital flight itself, best viewed as symp- A large part of Latin American borrowing was wasteful
toms of underlying macroeconomic disequilibrium. or unjustified in that it primarily financed consumption
These same distortions often give rise to overborrowing. and government deficits rather than investment. A very
It is, therefore, rather simplistic to view capital flight as significant part of the increase in external debt has as its
an independent cause of debt-servicing problems. counterpart capital flight by residents of those countries.

Cline (1984, p. 16) apparently disagrees, stressing that:
Impact on Domestic Saving and Investment

Aside from the notable amount of capital flight in [Ar-

Even if overborrowing in the welfare-theoretic sense gentina, Mexico, and Venezuela], the use of most bor-

did not occur during the 1970s, the question remains of rowing appears to havebeen productive. Thus, domestic
how efficiently borrowed funds were utilized. If there savings did not decline in the 1970s when external
were no distortions affecting domestic saving and invest- financing was heavy. For middle-income oil-importing

n bcountries, gross domestic savings were 21 percent of
ment behavior (such as regulated submarket interest GDP in 1980 compared with 19 percent in 1960, and
rates and administrative credit-rationing mechanisms), GDo in vstmen was 27 percent compad

foregn apial nflws oul genraly cusebot hiher gross domestic investment was 27 percent compared
foreigncapitalinflows would generally causeboth higher with 21 percent, suggesting that not only did foreign
investment and reduced domestic saving, that is, higher financing help increase domestic investment, but also
private or public consumption. This is an efficient re- that it was not used for the purpose of raising domestic
sponse--effects on investment and saving will depend onl consumption and reducing domestic savings (World
their respective interest elasticities. It is incorrect to Development Report 1982, p. 118). Similarly, for 10
conclude that funds have been allocated inefficiently if major borrowing developing countries, the average say-
investment does not increase one-to-one with higher ings rate rose from 20.6 percent of GNP in 1965-73 to
capital inflows. 21.9 percent in 1974-79, and the investment rate rose

But if financial repression keeps domestic saving far from 20.4 percent to 22.6 percent (Sachs 1981, pp.
below its socially optimum level, further declines in 201-68).
saving resulting from increased foreign borrowing would

The World Bank also echoes this view in the 1982-83
be cause for policy concern. By exacerbating existing WorldDebt Tables (p. vii):
welfare distortions, borrowing may impose high costs on
the economy. Current and future growth will be ham- The resulting special difficulties encountered by the
pered, and financial distress during world recession will developing countries in the turbulent opening years of
be more likely. the 1980s do not support the widespread contention that

Views differ widely on the extent to which borrowed banks lent imprudently to developing countries as a
funds have been funneled into investment rather than whole during the 1970s and that the countries wasted
consumption and the extent to which the funds devoted the proceeds. On the contrary, the record shows that

34



The Ertent and Causes of the Debt Crisis of the 1980s

mostof themusedexternalcapitalfor productive invest- concludes that developing countries used a large portion
ment, which sustained their growth and helped them of their external funding for investment, the question is
increase their capacity to earn foreign exchange. if the efficiency of this investent remains, in part due to

The evidence theyprovideto substantiate this conclusion inherent difficulties in measuring the productivity of

is suggestive, although hardly definitive (World Debt investment. Diaz-Alejandro (1984, p. 338) argues that

Tables, 1982--83 Edition, p. ix). some, but not all, Latin American debtors suffered from
a deterioration in investment productivity after 1973:

Effects on Consumption Using gross fixed investment and GDP data, one can
compute marginal capital-output ratios to obtain a rough
index of the productivity of the investment. With three-

Has increased foreign borrowing been associated with year averages and investment lagged one year, the ratios
a fall in average savings rates (or, equivalently, a rise in are as follows:
the consumption share of GDP)? Has there been a dis-
cernable difference between consumption out of project 1961-63 to 1971-73 to
and nonproject foreign financing? Kharas and Levinsohn 1971-73 1979-81

(1988) examine these questions by checking for struc- Argentina 4.4 11.1
Brazil 2.9 3.3

tural breaks in individual countries' consumption func- Chile 3.8 5.0
tions between the 1960s and early 1970s-when project Colombia 3.1 3.3
financing presumably dominated-and more recent Mexico 2.5 3.1
years-when nonproject financing became increasingly Venezuela 4.2 7.2
important.33 They find that 12 countries out of 26 studied Brazil, Colombia, and Mexico-the fastest growers-
experienced rises in consumption when foreign borrow- had the lowest marginal capital-output ratios, and the
ing increased. As the authors recognize, however, this is ratios increased only slightly from one period to the
not necessarily indicative of a welfare loss from borrow- next. Argentina, Chile, and Venezuela had lower invest-
ing for the reasons outlined above. Nevertheless, some ment productivity (which could be because of either
countries exhibited very high propensities to spend out supply inefficiencies or poor management of aggregate
of borrowed funds, leaving little for increased investment demand) throughout the years under study and experi-
(unless the capital inflow causes a large multiplier effect enced a sharp decline in that productivity after 1971-73.
on national income). In Bolivia, for example, the mar- For Venezuela, disaggregation into oil and nonoil sec-
ginal propensity to spend out of foreign loans was 0.88; tors might yield a better picture for the nonoil sector;
in Colombia, it was 0.99; in Guyana, 1.2. On the basis of nonoil output has grown more than OPEC-restricted
this evidence, the hypothesis that foreign borrowing petroleum production since the early 1970s.
facilitated a consumption binge in these countries can-
not be ruled out, but more comprehensive and conclu- Although the changes in these incremental capital-out-

sive evidence would certainly be desirable. put ratios are suggestive, it should be noted that similar

Regarding the possibility of different propensities to calculations for the early 1980s would yield meaningless

consume out of official loans and private loans, Kharas values, because income growth turned negative in many
and Levinsohn conclude: "for most developing countries countries and resulted in considerable excess capacity.

there is no strong evidence that the expansion of non- This highlights the limitations of such crude aggregate

project lending in the 1970s led to a structural change in measures of investment productivity.

the propensity to consume out of foreign inflows" (1988, In short, existing empirical evidence does not yield

p. 782). "It appears that from a macroeconomic view, definitive conclusions regarding the efficiency of exter-

foreign funds have been sufficiently fungible with domes- nally financed capital investment (or overall investment,

tic resources such that their impact on domestic invest- for that matter). It would be highly desirable to investi-

ment and consumption has remained unchanged, re- gate the ex-post profitability of foreign-financed capital

gardless of whether the loans were tied to specific investments on a project by project basis to shed more

projects or not" (1988, p. 785). light on the rates of return realized in practice.
Without firm conclusions on the productivity of capi-

tal investment in various developing countries, it is also
The Impact of Foreign Borrowing on Investment difficult to reach strong conclusions about the impact of
Efficiency and Economic Growth foreign borrowing on economic growth. Without de-

tailed econometric work, further circumstantial evi-
Were the borrowed funds that found their way into dence makes a contribution. The 1982-83 edition of the

investment, rather than financing higher current con- World Debt Tables makes a simple comparison of eco-
sumption or capital flight, used efficiently? Even if one nomic growth rates across countries with low and high
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levels of foreign borrowing. It concludes that regions While some developing countries experienced shocks
where borrowing was heavy did seem to grow more that reduced their real income, others-most notably the
rapidly during the 1970s. Unfortunately, the extent to oil-exporting countries, but also exporters of other pri-
which differential growth performance might be ex- mary commodities-benefited from net positive shocks.
plained by factors other than use of foreign funds is The latter group includes such countries as Mexico,
unclear.3 This is an area where further empirical evi- Venezuela, and Nigeria that nonetheless encountered
dence is essential. After all, the advisability of further debt-servicing problems. The terms of trade movements
lending to developing countries depends critically on its were not markedly different for groups of reschedulers
expected impact on investment and, hence, long-term and nonreschedulers (Donovan 1984 and Roubini
growth. 1985).35

Regardless of whether oil exporters are involved
i T(Sachs 1985, p. 529-30), this observation suggests that

positive terms of trade shocks are more likely to induce
excessive debt buildup and subsequent debt-servicing

Many government policies in developing countries problems than are negative shocks. Perhaps this is be-
have a direct impact on allocation of both domestic and cause credit constraints are relaxed by lenders during
foreign resources. Exchange rate management and trade periods when borrowers' export markets are booming. In
orientation, for example, are important because they such situations, the booming developing country often
affect the likelihood that funds borrowed abroad will be rushes to take advantage of the greater credit availability.
employed efficiently, thereby insuring that debt can later Unless the funds can be invested wisely, however, the
be serviced. In highly distorted economic environments, country's debt-servicing burden will grow. This scenario
potential for gross misallocation is much greater. In has been all too common.36

addition to their impact on long-term economic growth,
the two policies affect the economy's ability or flexibility Tade Orientation
to respond to external shocks-adjustment is much less
costly in efficient economies than in economies with
major rigidities and distorted incentive structures. Divergent views exist about an individual country's

trade orientation in determining the efficiency with
which it adjusted to the external shocks of the 1970s.

The Importance of External Shocks, Their Size, Although "outward-oriented economies" are more vul-
and the Policy Response nerable to external shocks because of their greater open-

ness to trade and international capital movements, they
There seems to be general agreement that the debt- also exhibited greater resilience in adjusting to these

servicing problems do not depend in any systematic way shocks, thereby avoiding excessive reliance on external
on the external shocks faced by developing countries borrowing (Balassa 1982, 1984a, and 1986). Trade orien-
during the 1970s and early 1980s. Countries' policy re- tation is highly correlated with "free market orientation"
sponses to external shocks and their economic structure, or a relatively noninterventionist stance by the public
rather than the magnitude of the shocks, determined sector:
which countries adjusted efficiently and which became Outward-oriented economies by-and-large adopted re-
ensnared in debt-servicing problems. Aquiles Almansi alistic exchange rates and interest rates; gave similar
summarizes: incentives to industry and agriculture; eschewed price

Recent studies by Balassa (1984, 1986) and Sachs controls; limited the scope of public investments while

(1985) have provided renewed support for the belief, giving attention to efficiency considerations in the

very popular in the development literature, that the choice of these investments; and had a relatively small

economic peformance of a developing country facing deficit in the government budget. By contrast, inward-
econmicpefrmace o a eveopig contr faing oriented economies tended to have overvalued ex-

an external shock is explained mainly by the country's
policy response to it, and not by the shock's direct change rates and negative real interest rates; biased the

system of incentives against agriculture; made use of
effects on the country's economy. In particular, different pri cent;h a agria re of e nef
commercial policies are credited with success or failure puic intep cs; a incrre relaiveligh

public investment projects; and incurred relatively highin preserving economic growth after the onset of the budget deficits. (Balassa 1984a, p. 9).17
"debt crisis" in 1982. Both Balassa and Sachs point to
the contrasting experiences of countries in East Asia and Balassa (1984a, table 2) provides estimates of the ex-
Latin America in the aftermath of such events (1988, ternal shocks faced by nonoil developing countries in two
p. 1). five-year periods: 1973-78 and 1978-83. Countries are
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grouped according to whether their trade orientation indicates the rapid growth of exports relative to GDP in
was outward oriented or inward oriented. Perhaps not East Asia since 1965, compared with a fairly flat pattern
surprisingly, the group of outward-oriented economies in Latin America" (Sachs 1985, p. 536). Sachs also at-
suffered adverse shocks of greater magnitude due to their tempts to assess differences in economic structure (in
openness to trade and international capital movements. part, policy-induced) by comparing the service sectors in
In 1974-76, the outward-oriented countries' external Asia and Latin America: "The data suggest that the Latin
shock amounted to 6.4 percent of GDP, while inward-ori- American countries have a much larger service sector,
ented economies experienced a negative shock of roughly and hence presumably a much larger nontraded goods
3.5 percent. Similarly in 1979-81, outward-oriented sector, than do the Asian economies" (1985, p. 537).
economies faced external shocks equal to roughly 11.1 Countries with large nontradables sectors will, Sachs
percent of GDP, while inward-oriented economies' exter- believes, feel less pressure to carry out rapid external
nal shocks were only 4.2 percent of GDP.38 adjustment than countries with small nontradables

Almansi (1988), however, is skeptical about this view, sectors.
noting that it is based, in part, on the empirical observa-
tion that Latin American debtors adjusted to the cut-off Exchange Rate Management
in external credit by reducing imports by more than the
collapse in their exports. In contrast, Asian debtors ad- Developing countries that encountered debt-servicing
justed by expanding exports more rapidly than imports. problems experienced much more dramatic movements
He shows that these differing outcomes may be because in their real exchange rates in the early 1980s than
of structural differences in the economies of the two countries that avoided difficulties. This is because oftheir
regions, rather than their trade policies. He assumes that exchange rate management policies and other policies
the Latin American economies export primary products (such as expansionary fiscal policy) that affect real ex-
and import manufactures. For Asia, the opposite trade change rates. Over the 1976-83 period, most Latin Amer-
pattern prevails. Manufactures require intermediate im- ican countries experienced large real exchange rate ap-
ported goods, whereas primary products, by assumption, preciations and significant black market premiums on
do not. In this context, if governments in both regions foreign exchange. The same was not true for most typical
protect their respective import-competing sectors by Asian economies. It seems highly unlikely that underly-
placing quantitative restrictions on final-goods imports, ing determinants of equilibrium real exchange rates jus-
an exogenous reduction in the availability of foreign tify this geographic pattern of changes in actual rates.
capital (as happened in the early 1980s) will cause very Presumably, exchange rates were, in fact, becoming se-
different outcomes: Asia will expand exports by more verely overvalued in many LatinAmerican debtor nations
than the growth in imports. Latin America will contract as inflation skyrocketed relative to world rates (table
imports by even more than the fall in exports. These 2-11).
differing responses of exports and imports in the two Overvalued exchange rates contribute to debt prob-
regions need not tell us anything about differences in lems through several channels. First, they undermine
their trade orientations. "Beyond the particular details of the competitiveness of the country's exports while mak-
the example studied here, the main implication... is that ing imports seem artificially cheap. The result is unsus-
we should pay more attention to structural differences, tainable current account deficits, which are financed by
and less to political idiosyncrasies, in order to understand external borrowing. Exchange rate overvaluation also
policy behavior in developing countries" (Almansi 1988, fuels capital flight by creating expectations that a deval-
p. 11). Perhaps more important, one must be careful not uation is imminent. Capital flight, in turn, contributes
to conclude that all changes in import-GDP and export- to erosion of the domestic tax base. Unless public expen-
GDP ratios reflect policy rather than endogenous eco- ditures can be reduced correspondingly, foreign borrow-
nomic adjustments (efficient or otherwise). ing and domestic money creation must be used more

While Almansi's argument is compelling if one consid- aggressively.
ers trade changes in the post-1982 adjustment period,
Latin America and Asia have exhibited very different Structural and Income-Distribution Considerations
long-term trends in export performance-presumably in That Limit Policy Choice
large part because of their trade orientations. "It is not
easy to get good measures of the size of the tradables A recent study by Berg and Sachs (1988) goes beyond
sectors over time . . . The typical recourse . . . is simply simple financial indicators in simple econometric mod-
to measure the extent of actual exports relative to total els of debt-servicing problems by examining some polit-
income to get an estimate for the growth of the tradables ical economy considerations that make it difficult for
sectors,. Though admittedly imperfect, the data strongly developing-country policymakers to undertake policies
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'Iable 2-11. Exchange Rate Management, a inequality. Income inequality is measured as the ratio of
Selected Periods the percentage of total income received by the highest 20
(percent) percent of the households divided by the percentage of

Real income received by the poorest 20 percent. "[A] high
appreciation, Black market premium degree of income inequality should be associated with a
1979-80 over on currency

Country 197- 78 1977-81 1982-83 high probability of rescheduling, since the income in-
Latin America equality undermines the political stability and political

Argentina 36.9 10.7 36.0 effectiveness needed for successful macroeconomic
Brazil -20.5 16.9 51.8 management" (Berg and Sachs 1988, p. 14). Regarding
Chile 7.5 6.1 29.6 the first variable: "The share of agriculture in production
Mexico 13.3 2.4 32.7 is included to offer a rough indication of the extent to
Peru -7.2 5.0 1.0
Venezuela 7.0 0.2 b which governments can derive their political backing

Weighted average 2.9 9.4 40.4 from rural interests rather than urban interests." A rural
Colombia 10.4 0.9 6.9 power base tends to be more stable and more supportive

East Asia of export-promoting policies.
Indonesia -29.7 2.3 9.1 One potential shortcoming of the Berg-Sachs work is
Korea, Republic of 3.8 9.0 10.0 that it ignores supply-side considerations: why do credi-
Malaysia 4.6 0.1 0.5 tors who observe undesirable structural or political char-Thailand 1.0 -0.7 0.5.

Weighted average -10.5 3.7 6.9 acteristics lend amounts sufficient to create servicing
Philippines 6.7 6.8 16.2 problems in such countries? It would be interesting to

a. The real exchange rate is calculated for each year asEP*/P, where include the Berg-Sachs measures for political and struc-
E is the official exchange rate in units of domestic currency per dollar. tural characteristics in the supply and demand schedules
P* is the U.S. consumer price index, and P is the domestic price index. for foreign loans in a three-regime model of the sort
All variables are annual averages. The black market premium is com- estimated in McFadden and others (1985) and further
puted for the months of March, June, September, and December, using
official rates and the black market rates. Annual average premiums are improved upon by Hajivassiliou (1987).
then computed.

b. Not comparable for Venezuela, since in the split exchange rate
system operating since 1983, nontraditional exports are sold at the Conclusions
parallel market rate, and hence are subsidized. However, private sector
nontraditional exports represent less than 3 percent of total exports.

Source: Sachs (1985), p. 541. This paper has reconsidered the role of debtors and
creditors in bringing on the crisis. The analysis of causal
factors also considered the contribution of policy actions

needed toavert servicingdifficulties.So, theyinvestigate by the OPEC and the OECD countries. As anticipated
the potential role of several structural characteristics of earlier, there is lots of blame to go around. The price
individual debtor countries. 9  shocks of 1973-74 and 1979-80 and the industrial

Like earlier work by Balassa (1982, 1984a) and Sachs countries' macroeconomic policy response, which ad-
(1985), they show that a country's foreign trade regime versely affected national economics in both the industrial
is an important determinant of debt crises (defined as the and developing worlds to some extent, undoubtedly
occurrence of rescheduling of debt to private creditors). played a central role. These shocks were by their nature
Unlike earlier work, which proxied the orientation of global or systemic rather than country-specific. They
trade policy with output-based measures such as growth shaped the international environment in which the mas-
in the export-GDP ratio or the excess of this ratio relative sive expansion in sovereign lending occurred. But their
to a predicted value, Berg and Sachs use a World Bank impact varied greatly from country to country, depend-
measure of the orientation of trade policy itself. Their ing, on their past macroeconomic, financial, and devel-
findings corroborate existing research concluding that opment strategies. Developing countries with bad poli-
outward-oriented trade policy not only enhances growth cies accumulated large amounts of debt without a
prospects, but it also improves their capacity to adjust to corresponding increase in their productive capacity. So
external shocks. their economic and financial flexibility has been weak-

Berg and Sachs maintain that: "For many countries, ened considerably.
the debt crisis reflects a political crisis as well as an Although these policies caused some countries to be-
economic crisis" (1988, p. 12). This leads them to con- come especially vulnerable to worldwide economic
sider some political determinants of rescheduling in downturns, domestic reforms to correct policy distor-
their cross-section of 35 developing countries. These tions will probably not be sufficient at this point to undo
structural variables are: (1) the fraction of total income the damage inflicted by the current debt overhang. Al-
obtained from the agricultural sector and (2) income though bad policies by individual developing countries
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may well have caused their difficulties, good policies by 14. See Simonsen (1985) for a recent application.
creditors and the international community are now re- 15. DOD = long-term public-guaranteed debt. XGS = ex-
quired to extricate them. ports of goods and services.

It is now clear that the debt problem is not just a 16. An exception is the Berg and Sachs (1988) paper, which
temporary difficulty that a couple of years of strong uses data from 1977 through 1985.
worldwide economic growth can "solve"-contrary to 17. See, especially, the technical appendix (pp. 224-25) in
optimistic expectations in the early years of the crisis. Hajivassiliou (1987).
Thus, the need for new policy initiatives by official insti- 18. These findings about the negative impact of IMF sup-
tutions and the "international community" at large is as port contradict the "seal of approval" thesis regarding the
pressing as ever. Dealing with or coping with the devel- signaling effect of IMF programs on private lending.

oping-country debt crisis is likely to be the single most 19. World Debt Tables, 1982-83 Edition, p. vii.

important issue in global economic development policy 20. Cuddington and Urzua (1987) have recently fit univar-

for the 1990s. iate time series to a number of real commodity prices before
using the Beveridge and Nelson (1981) technique to decompose
the price series into permanent and temporary components. It

Notes is noteworthy that the oil price shocks of 1974 and 1979 had to
be captured by dummy variables; they are indeed outliers.

1. See Selowsky and van der Tak (1986) for a simulation 21. There is also an ongoing debate initiated by Prebisch
exercise that substantiates this claim. and Singer about whether or not developing countries have

2. According to the World Debt Tables, total external debt experienced a secular deterioration in the relative price of
by DRS reporting countries was an estimated $672 billion at commodity exports in terms of the price of imported manufac-
the end of 1981, of which approximately $78 billion was in- tured goods.
curred by Mexico. 22. Commodity prices continued to be soft well into the

3. WorldDebt Tables, 1982-83 Edition, p. vii. mid-1980s. More recently, they have again turned upward.
4. World Debt Tables, 1986-87 Edition, p. viii.
5. Wchegeen Tandbes (196-85Edi, 987) hvei. m23. The level of oil imports undoubtedly had a pronounced

5. Echegree an Pores 198, 197) ave adethe effect on the changes in the current accounts experienced by
interesting observation that this drying up of external funding effecon.tes in the urret aunts expeien

for robem nd nnprble detorsalie aso caraterzed various countries in the very short run. In the intermediate runfor problem and nonproblem debtors alike also characterized folwnthoisoc,hwer,Shs(91haagudht
the debt-servicing crisis of the 1930s. following the oil shocks, however, Sachs (1981) has argued that

changes in countries' patterns of fixed capital formation were6. Richard Portes has warned economic policymakers not much more important in determining what happened to idi-
to overestimate the practical importance of the moral hazard vidual countries' current accounts. These investment fluctua-problem. In the current search for a resolution to the debt crisis,
he argues, "hazardous moralizing" may be slowing progress tions may be exogenous shocks or responses of investment to
much more than the potential complications caused by moral shifts in the relative price of energy inputs. The latter may
hazard! reflect the fact that oil is a key intermediate good. As firms

7. These calculations, of course, assume that the individual reassess factor input mixes, major structural adjustments with

country observations are independent. That is, they ignore the high levels of investment may be needed. In addition, decisions

impact of one country's problems on problems elsewhere-a by domestic monetary and fiscal authorities on how to respond
phenomenon that typifies periods of generalized debt crises, to the economic slowdown caused by higher oil prices may have

8. The Argentines' surprise invasion of the Falkland Islands a significant impact on investment.

came in April 1982. 24. One can examine the long history of real interest rates
9. Based on provisional data for the 1988 World Develop- in the U.S. compiled in Ibbotson and Sinquefield (1979) if there

mrent Report, Eugene Versluysen (1989) comments that "de- is any doubt about this.
spite numerous reschedulings and concerted lending by banks, 25. As Hajivassiliou (1987, p. 218) explains, "According to
[the 17 largest debtor countries] have suffered a total resource [the 'petrodollar hypothesis'], the current debt problems in
drain of some $105 billion, or about2 percent of their aggregate international capital markets have been caused to alarge extent
GDP during the last six years." (p. 3 of the 1988 typescript). by 'too easy' availability of credit following the influx of

10. The series on total external debt jumps in 1977 because 'petrodollars' in search of a borrower, that took place after 1973
reasonably comprehensive data on short-term debt becomes events, and by developing countries atttempting to maintain
available from that date forward. their declining standards of living after the oil shock by obtain-

11. Short-term debt data reported in the World Debt Tables ing higher external debts." The one relevant article by Eaton
for the years after 1977 confirm this inference, and Gersovitz (1981) provides evidence on the prevalence of

12. The other 15 highly indebted countries are Argentina, credit rationing in 1970 and 1974. They concluded that al-
Bolivia, Brazil, Chile, Colombia, Costa Rica, C6te d'Ivoire, Ecu- though the credit rationing was more prevalent than the unra-
ador, Jamaica, Mexico, Morroco, Nigeria, Peru, Uruguay, and tioned regime in both years, relatively more countries were
Venezuela. credit constrained in 1974 than in 19701 Gersovitz's (1985, p.

13. In the simplest of such models, the dependent variable 74) explanation for this finding seems to be that "bank lending
takes on a value of one if the country is experiencing debt-ser- was much less important [than official lending] before 1973-
vicing problems and a value of zero otherwise. 74." This explanation presupposes that commercial lenders are
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more likely to impose credit limits than are official lenders-a during 1978-83 were comparable for the two groups, Roubini
hypothesis that has not been tested. shows that for the rescheduling group, the terms of trade

Hajivassiliou (1987) examines the empirical support for the improved more during 1977-81 and then fell more during
petrodollar hypothesis by including a post-1973 dummy vari- 1981-83 than it did for the nonreschedulers. This finding seems

able in each of the three equations in his three-regime switch- to hinge on the heavy representation of oil exporters in the
ing model (discussed above). The variable was found to have a rescheduling group."
statistically insignificant impact on the supply of external 36. See Cuddington (1989) for a discussion of developing

credit, the allowable limit of arrears, and also on the demand economies that experienced booming commodity export mar-
for credit by the borrowing countries (after controlling for kets during the 1970s and yet later encountered debt-servicing
other explanatory variables, of course). Thus, he is unable to difficulties.
find empirical support for the petrodollar hypothesis. Given the 37. See Balassa (1982) for corroborating evidence on this
plausibility of the hypothesis, I suspect that the test is not point.
sophisticated enough. Hajivassiliou's data sample begins in 38. This characterization of external shocks included the
1970 (through 1982), so only fouryears are not in the post-1973 net effect of adverse terms of trade movements, declining export
period. His petrodollar dummy variable takes a value of zero in volumes, and (in the 1979-81 subperiod) rising world interest
1970-72 and a value of one for the rest of the sample period. It rates. The same pattern emerged between outward-oriented
might help to extend the sample back in time. In addition, a and inward-oriented countries when the various external
more direct measure of the supply of petrodollars could be shocks were considered separately.
employed. For example, one might use OPEC's current account 39. In addition to fitting a simple probit model attempting
surplus or cumulative surplus after 1973 rather than the to explain the cross-country pattern of reschedulings and no
dummy variable just described to pick up the petrodollar reschedulings, they use a tobit model to explain the level of the
impact. discount on a developing country's bank debt in the secondary

26. For a more detailed discussion of this issue, see Cooper market, arguing that this discount is a good cardinal measure
and Sachs (1985, pp. 42-45). of creditworthiness. The conclusions regarding the statistical

27. I know of no countries that implement this policy by significance of the foreign trade regime, as well as their measure
imposing an optimal tax on foreign borrowing. There are many of income inequality and of the agricultural share of GDP are
quantitative limits on borrowing, but these limits may or may similar across the two models.
not be designed to achieve the above-mentioned objective. 40. The authors provide a detailed discussion of the political

28. See Brealey and Myers (1988) for a good textbook treat- science literature on these hypotheses in order to provide

ment of the costs of financial distress. adequate justification for the explanatory variables chosen.

29. In addition, the probability of increased debt-inducing
financial distress depends on the maturity structure of the debt References
and on whether it is contracted at fixed or variable interest rates.
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Comment

Albert Fisllow In the 1970s, developing-country lending changed
significantly. By forming syndicates through the Euro-

John Cuddington's paper, in which he reviews the currency market, commercial banks became the domi-
evolution of developing-country borrowing in the 1970s nant source of flows to middle-income countries. This
and the crisis of the 1980s, provides an ample and useful lending process, already under way before the first oil
context for the volume. He summarizes existing litera- shock, was given a significant impulse by the preference
ture and underlines sometimes divergent views on the of oil exporters for liquid assets. Their acceptance of
principal causal factors for increased lending in the negative real interest rates underwrote the banks' capac-

1970s and those that provoked the contraction of the ity to satisfy initial borrowing by developing countries to
1980s. finance import deficits provoked by rising oil and other

The scope of the paper is great so I shall confine myself prices. Later, borrowing motives diversified. Large debt-
to four issues. The first is the special form of the capital ors needed new loans to meet rising service require-
market that evolved in the 1970s and rapidly receded in ments. Southern Cone countries borrowed to sustain
the 1980s. The second is public policy, a subject on which macroeconomic policies of exchange rate overvaluation
the paper is surprisingly sparse. The third is again ad- to combat inflation. And oil-rich countries increased
dressed only to a limited degree, the consequences of their debt based on the rising value of their collateral.
adjustment with substantial debt service, characteristic Econometric studies fail to capture this significant
since 1982. In conclusion, I address potential solutions: shift in the 1970s. Estimated supply functions do badly,
understanding the problem should help to clarify policy and fail to bring attention to variables influencing banks'
choices. behavior. Bank lending was short- to medium-term and
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at variable interest rates. Risk was shifted wholly to in doing so. Lending was prompted not only by the profits
country borrowers, making banks bolder. Because of inherent in expanding to new international markets, but
negative real interest rates and rising export prices, many also by the industrial countries' decision to allow private
countries were willing to choose finance over adjust- markets to recycle the large current account surpluses
ment. During the 1970s, as debt grew, so did the debtors' of the oil-exporting countries. When the magic of the
incomes and the strategic choice seemed vindicated. But market failed in 1982, itwas suddenly necessary to deploy
not for long. A new oil shock, rising interest rates, and policy to save the international financial system. The
an OECD recession (that contributed to export volume IMF's leadership in imposing concerted lending was not
and price effects) suddenly changed the panorama. simply for the good of the countries; it also was essential

Cuddington's distinction between bank and country for the banks.
mistakes is not as useful as it first seems. The errors The financial integrity of the system was assured by
largely arose because borrowers and lenders based their maintaining debt service. After 1982 banks were able to
behavior on the special circumstances of the 1970s and take out in interest payments much more than they put
failed to anticipate a less favorable state of the world. The back in new lending. What was much more difficult was
interesting question is how much of an increase in inter- to shift priorty to the plight of the indebted developing
est rates and deterioration of export proceeds would have countries. Despite the Baker plan's intention to make
been compatible with the earlier financial pattern. The restored economic growth the principal determinant of
reliance on debt had proceeded to a point where even debt policy, developing-country performance remains
more normal real interest rates and export performance the residual. U.S. domestic policy does not help: Japanese
would have posed a problem. Disinflation and recession and German current account surpluses flow to finance
were obviously more than enough to push matters over U.S. budget deficits as interest rates are bid up.
the edge. In the last few years, there has been a fundamental

So, the question posed as to whether reduction in shift in the supply of credit. Banks now trumpet debt
capital supply was endogenous or exogenous seems reduction also, but emphasize debt-equity swaps that
slightly off the mark. The point is that countries could provide modest gain on the external transfer dimension,
no longer depend on flows that were comparable to those at the cost of an exchange rate subsidy and increased
of the 1970s. There were two key factors. First, the pressure on domestic resources. After all, to engage in
change in the interest rate made the sustainable debt the swap is to take principal that could otherwise be
levels relative to resources lower than had previously substantially postponed and to redeem it immediately.
been assumed. Second, the significant rise in the ratio of At the heart of the matter has been the inability of
developing-country loans to bank capital led banks to almost all highly indebted countries to extract the
want a much lower rate of new commitments. No change needed interest payments without severely penalizing
in premium above LIBORor even reasonable curtailment their economies. Export surpluses have complicated
of imports could help. In this sense there was a clear macroeconomic policy considerably. Their counterpart
capital shock and it especially affected the most highly in public sector purchase has contributed to issuance of
indebted countries that counted on inflows of resources money or domestic debt, the latter pushing up domestic
to cover rising debt service. Less lending made countries interest rates and future deficits in a destabilizing fash-
less creditworthy. ion. Real exchange rate depreciation has been accom-

The Latin American countries had to cut imports to plished by accelerated inflation and increased social ten-
the bone to service debt. In a three-year interval, imports sion and pressure. At high inflation rates, distributional
were reduced by almost a third, primarily because of shares are subject to wide variance; uncertainty is sub-
smaller capital flows. Relative to their export capability, stantially increased. Inflation and high ex-ante domestic
the shocks to Latin American countries were greater interest rates are the principal instruments by which
than the East Asian countries experienced. It is no won- public sector debt service has crowded out investment;
der that the Latin American countries were overwhelmed consumption has held up, in part because it is protected
even with the more realistic exchange rates and export by more open politics in many of the principal debtors.
performance in the 1980s. They were too deeply mired in The debt crisis has led debtor countries to fulfill the
a debt trap for a change in trade orientation to work a single objective of debt service at the expense of other
miracle. The more favorable domestic management of objectives. Getting the balance of payments under con-
debt in some Asian countries is related to the initial trol has not automatically translated into better perfor-
curtailment of imports. mance. Instead it has created new distortions. The diffi-

The capital market of the 1970s did not endure. In bad culty of adjustment for most highly indebted countries
times lenders suddenly recalculated. Banks had no inten- does not excuse domestic policy errors. More austere
tion of being development institutions or any experience fiscal policy is needed in many countries to enhance
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domestic saving and avert inflationary pressures. Be- neglect contributed. But policy in the 1980s has been
cause of the debt crisis, debtors can no longer rely on the based on the long-run continuity of that structure of
luxury of foreign finance. They will have to increase and finance. Debt service and austerity were deemed neces-
channel domestic resources more efficiently. But the key sary to restore voluntary lending. That is "waiting for
policy issue is whether those needed changes will emerge Godot." While it was justifiable to focus on repayments
because of continuing stringency or whether some alle- to avert financial distress in 1982, that phase is long over.
viation of the debt burden is now likely to be more It is time to understand that the debt crisis has matured
productive. into a development problem. African and Latin American

What we have seen is that the capital market of the countries laboring under their debt burdens are rapidly
1970s was an aberration to which industrial country falling behind.
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The External Debt Difficulties of Low-Income Africa
Charles Humphreys and John Underwood

Two debt crises affect developing countries. The more Official creditors and donors have recognized the se-
highly publicized crisis affects the middle-income "Baker vere and long-term nature of the debt and development
plan" countries, including Nigeria and CMte d'Ivoire in problems facing highly indebted low-income countries.
Sub-Saharan Africa. The other, less well-known, debt Since 1978, several bilateral donors have converted con-
crisis affects the majority of a set of 34 low-income cessional development loans to grants in many of these
African countries. The total external debt of these coun- countries. The World Bank's Special Program of Assis-
tries, about $70 billion, is less than Mexico's alone.' tance (SPA) and the International Monetary Fund's En-
International bank exposure in low-income Africa is less hanced Structural Adjustment Facility (ESAF), both
than $10billion; theirexternal liabilitiesare mainlyloans backed by bilateral donors, were launched in 1987 to
from, or guaranteed by, official creditors. address these problems more directly. Most recently, at

Because their debt represents no threat to the interna- the 1988 Toronto Summit, donor governments endorsed
tional financial system, these countries receive little pub- concessional debt relief for low-income debt-distressed
licity about their plight. Yet, their external debt repre- countries. Industrial country governments have worked
sents, by many measures, a more severe burden to their out the forms of that relief and have rescheduled debts of
economies than the middle-income country debt repre- Benin, the Central African Republic, Guinea, Niger, Mad-
sents to those economies. On average the debt of the agascar, Mali, Mauritania, Senegal, Tanzania, Togo,
low-income African countries is 500 percent of their Uganda, and Zaire under the new arrangements. The
exports. For ten of these the ratio is twice as high. near-term relief from these reschedulings will not be
Scheduled debt service for these 10 countries averages large, but the important principal of orderly debt reduc-
80 percent of annual exports. The last ratio-which un- tion has now been put into practice. Together, these
like the debt-to-export ratio takes into account the more actions by official creditors and donors are important
concessional terms of low-income Africa's debt-is 40 steps in restoring normal creditor-debtor relationships
percent higher than the comparable ratio for the highly in these countries. In some countries, more will be
indebted middle-income countries. required, in additional assistance or the maintainance of

In addition, the poverty and economic rigidities in a high level of special assistance for some time beyond
these countries make it harder for them to grow out of the scheduled expiration of the SPA and other special
their debt problems without special assistance. Low-in- programs.
come African countries are more dependent than the Although they are not a major share of total claims on
highly indebted middle-income countries on fewer pri- low-income African countries, commercial bank claims
mary commodity exports, which often require long in- remain a significant problem in some of the most debt-
vestment periods to increase production. Their popula- distressed low-income African countries. The additional
tions live in more difficult conditions with respect to the aid and debt reduction provided by official creditors may
availability of health care and access to safe drinking tend to benefit commercial banks disproportionately.
water. Their education systems completely miss over a Some method of burden sharing would help to ensure
third of school-age children. Under these conditions the that these official resources support growth. One method
expansion of the output of tradable goods that is central would be to use concessional aid to buy up long-term
to adjustment is more difficult and is likely to be slower commercial bank claims, at heavily discounted prices,
than elsewhere. and to pass the discount on to the debtor country. This
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process would be similar to-but if possible without the 'able 3-1. Borrowing by Low-Income Africa, 1970-87
price increases of-the Bolivian buyback. Other methods (US$ billions; numbers in parentheses are percentages)

include increased official tax and regulatory support for Kind of debt 1970 1980 1987

commercial banks for both concessional debt-exchanges Total nonconcessional debt 2.0 18.2 37.5

and donations of claims to aid or charitable organiza- (Share of total

tions. The organizations would use the local currency long-term debt) (48) (65) (63)
payments to add to their support of programs in the ECA-type debt 1.0 10.1 19.0

debtor country. (Share of total

To grow out of debt, even with the extraordinary exter- lang-term debt) (25) (36) (32)
nal support forthcoming, debtor countries must take the Debt-service payments on

lead in establishing and maintaining workable medium- ECA-type debt 0.1 0.9 0.9

term adjustment programs. It is in the interest of donors (Share of payments on total
and creditors to provide adequate external resources to long-term debt) (42) (41) (34)
support these programs, once orderly and sustained ad- Note: Excludes short-term debt. ECA-type debt is defined as direct

bilateral official nonconcessional lending plus all private-source
justment is occurring. The external support now in place suppliers' credits and fixed rate commercial bank loans, which are
covers mainly the years 1988-90. With its economic assumed to be guaranteed by creditor governments or agencies.

rigidities, low investment and savings rates, and in- Source: World Bank Debtor Reporting System.

frastructural weaknesses, recovery in low-income Africa
will extend at least well into the next decade. Donors (or guaranteed) by export credit agencies (ECAs). Direct
must keep in mind the special external financing needs and guaranteed export credits grew rapidly during the
of these countries after 1990, especially during discus- 1970s (see table 3-1). In addition, a few low-income
sions surrounding the upcoming Ninth Replenishment African countries had some access to the international
of the International Development Association (IDA), the syndicated loans of commercial banks.
soft-loan window of the World Bank, and the next Lom6 Even countries that did not go through major com-
Convention between the European Community and de- modity export price booms (for instance, copper export-
veloping countries in Sub-Saharan Africa and other re- ers like Zaire and Zambia and iron ore exporters like
gions (including replenishmentof the SeventhEuropean Liberia and Mauritania) could borrow more because of
Development Fund.) their previous growth, their mineral reserves, and the

expectation that these mineral prices would eventually

Why Low-Income Africa's Debt Problem is Different rise along with those of other commodities.
Many African economies fell out of step with the world

Origins of the Debt Problem economy when too optimistic images of the future faded
and unrealistic development strategies failed. Export
prices declined sharply, growth in industrial countries

The origins of low-income Sub-Saharan Africa's debt slumped, governments were slow to react, and the econ-
problem are in many respects similar to those of other omies were unable to adjust. The conditions of these
highly indebted countries. World commodity prices, in nonconcessional export credits turned out to be unreal-
real terms, for many of their major commodity exports istically hard, in terms of both interest rates and repay-
(including bauxite, cocoa, coffee, cotton, sugar, tea, ment periods.
groundnuts, and uranium) peaked in the mid- or late- The windfall resources from the boom years of the late
1970s. These commodity booms lowered the real cost of 1970s and early 1980s did not accelerate development.
borrowing (it was negative in the last half of the 1970s) Instead, they led to unrealistic expectations, overex-
and led to optimistic expectations that future export tended borrowing on commercial terms, and an unman-
revenues would rise in line with the growth in external ageable debt burden.
obligations.

This optimism fueled two converging tendencies.
Strong commodity prices increased government reve- Th CnsbteeniLo-Income Afric d
nues and allowed governments to ratchet up expendi- HighlyindebtedMiddle-Income Countries
tures, which were difficult to compress when commodity
prices fell (Krumm 1985). But these low-income coun- Differences exist between low-income Africa and the
tries appeared creditworthy at a time when export credit highly indebted middle-income countries. (See table 3-2
agencies were under pressure to promote exports to help for a list of these latter countries.) Increases in real
offset the rising cost of oil imports. As a result, there were interest rates were less of a factor in low-income Africa,
short, but intense, bursts of exports to low-income Africa the debt crisis came earlier, and, most importantly, the
for intermediate and capital goods, which were financed debt burden is, by most measures, more severe.

46



The External Debt Diffleulties of Low-IncomeAfrica

Although the unexpected increases in real interest indebted middle-income countries. The comparison with
rates were a key element in the highly indebted middle- low-income Asian countries, where the external debt
income countries' debt crisis (Cuddington in this vol- ratios average less than a third of the ratios in the severely
ume), they played a much smaller part in low-income indebted low-income African countries, is more telling.
African countries because much less of their bilateral Because more of this debt is concessional (almost half
official and private debt carries variable rates (5 percent of total debt in low-income Africa compared to 5 percent
compared to 66 percent for the highly indebted middle- in the highly indebted middle-income countries), the
income countries in 1987). usual ratios may overstate low-income Africa's real debt

The debt problem emerged earlier in low-income Af- burden 2 The most straightforward adjustment for con-
rica than in the highly indebted middle-income coun- cessionality is to reduce the debt stock by its grant
tries. Beginning with Zaire in 1976, 10 low-income Afri- equivalent, which can be estimated as the difference
can countries rescheduled official claims on 19 occasions between the nominal face value and the discounted pres-
and commercial bank claims on five occasions before the ent value of all scheduled debt service on all outstanding
first rescheduling by a highly indebted middle-income debt. The estimated grant equivalent in low-income
country in 1982. Africa's existing debt is about $17 billion. On this basis,

Low-income Africa is more heavily indebted. Although its ratios of debt to GNP and to annual exports drop to
the amounts are small relative to financial stocks and about 80 and 400 percent, respectively. Even adjusting
flows in other developing countries, the debt is worse for for this higher concessionality, low-income Africa's bur-
many low-income countries. The usual ratios are as den (debt as percentages of exports and GNP) remains
severe, and the economies of these countries are less able more severe than the highly indebted middle-income
to absorb the required adjustments (see table 3-2). countries. In addition, the bite that debt-service pay-

Most methods of assessing debt burdens show that ments take out of exports is about as large.
low-income Africa faces a more difficult debt situation Another element that mitigates low-income Africa's
than the highly indebted middle-income countries or debt burden is the high level of grants in its capital
low-income countries in other developing regions. The inflows. Grants make up more than half of the total gross
low-income African countries owe debt of 100 percent of capital inflows of these IDA-eligible countries in Sub-
their GNP and 500 percent of their annual exports. These Saharan Africa, compared with less than a fifth for the
debt ratios are two-thirds higher than those in the highly rest of the region (World Bank 1989). In 1987, grants

were $6.4 billion, including technical assistance grants
Table 3-2. Indicators of Debt Burdens, 1987 that were 35 to 40 percent of the total. If these grants
(Percentages unless otherwise noted) were included with exports in foreign exchange receipts

Highly in that year, the adjusted debt service ratio would have

ide Low - been much lower than the conventional debt service
income income income ratio (21 percent compared to 31 percent).

indicator countriesa Africa Asiab No matter how it is measured, the strong conclusion
Total debt (US$ billions) 527 71 113 from these data is that low-income Sub-Saharan Africa

(official source) 28 77 68 is more severely indebted than the highly indebted mid-
Debt-service payments dle-income countries. The short-term real cost of this

(US$ billions) 56.4 4.2 11.8 higher indebtedness (debt service paid) is almost as se-
(official source) 33 68 56 vere for low-income Africa as for the highly indebted

Ratio of debt to exports 357 520 158 middle-income countries when compared to export re-
Ratio of debt to GNP 63 104 19 ceipts. But the region's capacity to bear this burden is
Debt-service ratio limited by its weaker, more rigid, economies.

(payment basis) 38 31 17

Debt-service ratio Economic Factors behind Low-Income Africa's Debt
(obligation basis, using Difflculties
1987 exports) 59 52 17

Note: Total debt includes IMF and short-term obligations. Debt- Although the origins and characteristics of their debt
service payments include IMF repurchases and charges and estimated
interest on short-term debt. problems are similar to those of the highly indebted

a. Argentina, Bolivia, Brazil, Chile, Colombia, Costa Rica, C6te countries, the weaker, less flexible economies in low-in-
d'Ivoire, Ecuador, Jamaica, Mexico, Morocco, Nigeria, Peru, Philip- come Africa are more severely limited in their ability to
pines, Uruguay, Venezuela, and Yugoslavia.

b. Bangladesh, Bhutan, Burma, China, India, Lao PDR, Maldives, adjust sufficiently and rapidly enough to restore credit-
Nepal, Pakistan, Sri Lanka, and Vanuatu. worthiness. Structural economic rigidities have been

Source: World Bank Debtor Reporting System. compounded by policy rigidities. These economies have
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an arguably lower capacity to adjust to their debt bur- 'Rable 3-3. Indications of Structural Differences
dens. As a result, a strategy of simply delaying debt- between Low-Income Africa and Highly Indebted
service payments to allow these countries to grow out of Middle-Income Countries
their debt problems is much less likely to work. Highly

indebted
Low- middle-

Structural weaknesses. Structural weaknesses pre- income income
clude most of these economies from achieving the rapid Indicator Africa countries

growth necessary to escape from their debt difficulties Average population per country

under conventional debt-relief mechanisms. They are (millions, 1987) 9 36

smaller, poorer, and more dependent on primary com- Population growth (annual per-
modities than the highly indebted middle-income coun- centage, 1987) 3.1 2.4

tries. The lack of a diversified economy and export base GNP per capita (Atlas basis)
makes it more difficult to adjust to changing world (US$, 1987) 287 1,452
economic conditions. Gross domestic savings

Population growth is higher by almost a percentage (percentage of GDP in current
point compared to the highly indebted middle-income prices, 1986-87) 6 14
countries (see table 3-3), making it harder both to in- Gross domestic investment (per-
crease per capita income and to provide for basic human centage of GDP in current
needs. Living conditions and the quality of human capital prices, 1986-87) 14 20
are worse. Infant mortality is about double that of highly Exportsa as share of GDP
indebted middle-income countries, and life expectancy is (percent, 1980-86) 19 16
some ten years less. Only about two-thirds of the school- Importsa as share of GDP (per-
age children attend primary school, compared with al- cent, 1980-86) 28 15
most 100 percent in the highly indebted middle-income Share of manufacturing in ex-
countries; and only 16 percent attend high school, com- ports (percent, 1986-87) 8 26
pared with about half in the highly indebted middle-in-
come countries. Relative to population, there is only a Notef Aver ags acr w eryices.
seventh as many physicians in these low-income coun- Source: World Bank data.
tries.

Savings and investment rates are, on average, the with most being much higher) were about the same as
lowest in the developing world, making it harder to
strengthen low-income Africa's productive base; savings t e or st er n t h eed e
rates are only a third those in the highly indebted mid- countnes (most were about three).
dle-income countries, and investment rates, for all low- Eonomi eforanc in these criss be
income Africa, are some five percentage points lower (see po bo bfra durng t et cri G970grew
table 3-3). Low incomes make it difficult to increase inlow-incomeAfricabyonly2percentayearinl 970-80,
investment and savings. Low-income Africa is almost declining in per capita terms. Over the same period, GDP
twice as dependent on imports as the highly indebted grew by almost 6 percent a year in the highly indebted

middle-income countries, but export shares are not middle-income countries. Since the onset of the interna-

much larger. Consequently, low-income African coun- tional debt crisis in 1982, when new flows of non-

tries have substantial resource gaps, and foreign capital concessional capital virtually dried up for these coun-

is essential to finance both trade deficits and domestic tries, their export growth has been lower and more

investment. Gross aid flows, including technical assis- erratic than that of the highly indebted middle-income

tance and other grants, are about $10 billion a year, countries, and their per capita consumption has been

equivalent to about 90 percent of gross domestic invest- declining faster (see table 3-4). Low-income Africa's ex-
ment in these countries, and are three times their actual port volume is lower now than in 1970, and the failure of
debt-service payments on nonconcessional debt. exports to expand in line with expanding world trade

Investments that are made are less productive than in (including that in primary commodities) goes far in

other developing countries. Incremental capital output explaining the region's debt-servicing difficulties. If
ratios (ICOR) measure the units of investment required these countries had simply maintained export volume
to raise annual output by one unit; smaller ratios imply growth in line with other developing countries, their
greater efficiency and productivity than higher ratios. debt service ratio in 1987 would have been more than a
Those in low-income Africa are much higher than in the third lower. Had they simply maintained their market
highly indebted middle-income countries. During the shares in developing-countries' nonoil primary com-
1970s, the better ICORs in low-income Africa (about five, modities, the additional export revenue would have
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Table3-4. Selected Economic Performance official creditors' efforts must focus on reducing debt-
Indicators service obligations and payments in an orderly fashion,

Highly and on increasing gross capital inflows.
indebted Well over half (60 percent) of the official claims are

Low- middle-
income income bilateral, including private loans guaranteed by official

Indicator Africa countries export credit agencies. Most low-income African coun-
GDP growth tries could not borrow to any significant degree without

(annual percentage, 1982-87) 1.8 2.0 external guarantees provided by official export credit

Export growth agencies. When borrowers were unable to pay debt ser-
(annual percentage, 1982-87) 0.6 4.3 vice due on these loans, the ECAs pick up the share of

Instability of export revenuesa these claims that they guaranteed. Altogether, this cred-
(median country values, 1970-85) 20.8 20.2 itor-guaranteed private lending by commercial banks

tgrowth and suppliers' credits to low-income African countries
Import grt account for about 8 percent of their total debt, or a

(annual percentage, 1982-87) -1.1 -3.0 quarter of their nonconcessional, bilateral official debt. 3

Per capita consumption growth About half (52 percent) of this bilateral official and
(annual percentage, 1982-87) -1.7 -0.4 creditor-guaranteed debt is nonconcessional. Although

Note: Growth rates are based on totals for all countries for each official bilateral nonconcessional direct and creditor-
group and computed in constant prices using least-squares regression. guaranteed loans (mainly ECA exposure) represented

a. Defined as the average annual absolute percentage deviation
from the trend during the period. almost 30 percent of the long-term debt in these coun-

Source: Development Committee, (1987) and World Bank data. tries, it accounted for 27 percent of debt-service pay-
ments on long-term debt (including IMF transactions) in
1987 and 53 percent of scheduled debt-service obliga-

amounted to about twice as much as their debt-service tions in 1988.
payments in the mid-1980s. Multilateral creditors, including the IMF, hold about

Failure to diversify their exports out of primary com- $25 billion (39 percent) of the claims on low-income
modities has also contributed to their problems in coping Africa (see table 3-5). More than 60 percent of these
with higher debt burdens. Manufactured exports repre- claims are at concessional interest rates and represent a
sent the most rapidly growing segment of developing- small proportion of scheduled debt-service obligations.
country exports, particularly for the highly indebted mid- IDA holds almost $10 billion in claims on the 34
dle-income countries during the 1980s. But the highly countries (excluding Mozambique) and is their largest
indebted middle-income countries also substantially in- single creditor. Although IDA credits account for 15
creased nonoil commodity exports, in contrast to their percent of low-income Africa's total long-term debt, debt
decline in low-income Africa. service to IDA amounted to less than three percent of

Poor policies have compounded these structural rigid- their actual long-term debt-service payments in 1987.
ities and contributed to poor performance. As in the
highly indebted middle-income countries, these policies Table 3-5. Low-Income Africa's Multilateral
must also be rectified if the region is to recover from the Debt, 1987
debt crisis. They have been dealt with at length else-
where, including in recent reports on progress on re- Percentage
forms (World Bank and UNDP, 1989). But regardless of long-term
the reforms adopted, a solution to low-income Africa's US$ billions debt

debt problem must take into account the structure of Multilateral debt 25.5 39

their debt. World Bank 3.0 5
IDA 9.6 15
IMF 5.6 9

Low-Income Africa's Debt Structure Is Different AfDB/F 2.8 4

Debt-service payments on
multilateral debt 2.0 54

Almost 90 percent of low-income Africa's total debt World Bank 0.4 10

represents claims directly from or guaranteed by official IDA 0.1 3

agencies, both bilateral and multilateral. (See appendix IMP 1.0 27
tables 3-1 and 3-2 for a breakdown by creditor of low- AfDB/F 0.2 5

income Africa's debt.) Thus, most of the creditor effort to Note: AiDB/F is the African Development Bank and African Devel-
help deal with the problem in these countries must be by opment Fund.
official agencies, not commercial banks. In the short run, Source: World Bank Debtor Reporting System.
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Table 3-6. Summary ofDebt Structure, the gaps-assuming creditors were prepared to lend-
Year End-1987 would push future scheduled debt service ratios well

Highly indebted above levels that these countries have been able to meet
Low-income middle-income in the past. Some of the assumptions made then about

Year end-1987 debt Africa countries
Official direct bilateral export price and volume growth now appear optimistic,

US$ billions 30 54 reinforcing the results of the World Bank 1986 study.
Percent 42 10 The magnitude of effort that might be required to

Creditor-guaranteeda extract low-income African countries from their debt
US$ billions 6 34 difficulties can be assessed by analyzing the 19 countries
Percent 9 6 eligible by early 1989 for the Bank's SPA for debt-dis-Multilateral
US$ billions 26 83 tressed low-income African countries. Real imports are
Percent 36 16 targeted to grow one percentage point faster than popu-

Private (including lation growth, starting from a 1988 base, providing for
short-term debt)b some recovery of imports from the extremely depressed
US$ billions 19 35 levels of the mid-1980s. (This level of imports in 1988-90

corresponds to that agreed to by donors in setting targets
a. Defined as suppliers' credits and fixed rate commercial bank for the SPA.) The target growth rate of real importsloans.
b. Defined as private loans not guaranteed by debtor governments, translates into an 8 percent nominal growth rate. (See

variable rate commercial bank loans, short-term debt (which may appendix table 3-3a.) With projected export growth of 8
include interest in arrears on public loans), bonds, and nationalization
obligations. percent in nominal terms, which is a turnaround from

Source: World Bank Debtor Reporting System. the declines in export volumes over the past 20 years, the
implied current account deficit (including interest, be-

Private commercial lending to low-income Africa, fore receipt of grants) would be $8.8 billion in 1989.

mostly by commercial banks, that is not guaranteed by In the first exercise, the nonconcessional equivalent of

creditor governments or agencies is relatively small- the 19 countries' total external debt was held constant,
less than $10 billion (13 percent) of total external debt. relative to exports, through 1995. This target would

Most of this is short-term debt, including interest arrears represent a minimum requirement: creditworthiness

on long-term debt. In several of the most severely in- should not deteriorate.4 The change in the level of non-

debted low-income African countries, much of this debt concessional debt is the sustainable current account

is in arrears. deficit in each year after grants and payment of interest.

This debt structure contrasts sharply with the highly The difference between this current account deficit and

indebted middle-income countries, whose claims are net exports of goods and all services is the needed level

highly concentrated in private creditors (two-thirds), of grants. The results indicate that the grant equivalent
with only a sixth from bilateral creditors (direct and of any combination of loans and grants must be 68
guaranteed), and the rest from multilateral creditors (see percent to keep the ratio of the nonconcessional equiva-
table 3-6). lent of debt to exports constant. At one extreme, com-

mercial rate loans can be combined with pure grants. The

The Debt Problem's Magnitude other extreme would be financing entirely by conces-
sional loans, with a 68 percent grant element. 5

The low-income countries of Sub-Saharan Africa are To represent a move toward creditworthiness, the 1995

much less creditworthy than anticipated at the time most target ratio of the nonconcessional equivalent of debt to

of the original nonconcessional loans were made. Their exports was lowered, in a second exercise, to 200 percent,
current debt structure is, in most cases, inappropriate to compared with its present level of 330 percent. Casual

their current economic circumstances or prospects. Mar- empirical work indicates that a debt-export ratio of 200

ginal adjustments to past strategies for dealing with debt percent is a rough divider between countries that have

are, with few exceptions, not sufficient to resolve their maintained creditworthiness and those that experienced
debt distress. debt-servicing difficulties. This ratio would be an upper

Medium-term projections made in 1986 show that bound to creditworthiness in low-income Africa, given
many of the low-income African countries will face con- the lower short-term growth potential of the region.
tinuing debt problems (World Bank 1986). Most of the 34 Achieving this target would require reducing debt by
countries would be unable to finance imports adequate almost $12 billion as measured in terms of its net present
for adjustment and growth while at the same time fully value. The grant equivalent of the debt relief required
servicingtheir existing debts.Additionalborrowing to fill each year between now and 1995 would raise the overall
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grant equivalent of all combined grant and loan flows to maturities, including 10 years' grace, compared with
these 19 countries to over 90 percent. 15-year maturities with 6 years' grace for the five other

These results indicate the extent of medium-term sup- low-income Sub-Saharan African countries that resched-
port that these low-income debtor countries need in uled during 1987-88.
aggregate. A case-by-case study taking into account the
conditions of individual debtor countries would be re- Debt Cancellation
quired to make a more definitive calculation for specific
countries. In 1978, the United Nations Conference on Trade and

Development (UNCTAD) adopted a resolution calling on
Responses to Date official creditors to cancel concessional debt owed by

least developed countries (27 of the 34 low-income Afri-
The low-income countries of Sub-Saharan Africa have can countries are currently classified by the United Na-

benefited from both regular and special measures to help tions as least developed). During 1978-87, 14 OECD
alleviate their debt problem. These include reschedul- countries that are members of the Development Assis-
ings, cancellations of concessional debt, increased con- tance Committee (DAC) canceled over $1.4 billion of
cessional inflows, and concessional debt relief. Because concessional debt, about a fifth of their concessional
of some of these measures, debt-service payments have, loans to IDA-eligible countries in the region.7 Much of
in aggregate, been less than the level of debt of these the service on this debt would probably have been re-
countries (even adjusted for its higher concessionality) scheduled by the Paris Club (about $1.2 billion in debt
would have suggested. service owed on concessional debt was rescheduled in

1980-87, or about $150 million a year). Thus, the addi-

Reschedulings tional savings in any year from the cancellations would
include only the moratorium interest charges on the

During 1980-88, 21 of the 25 Sub-Saharan countries consolidated amounts, or some $5 million a year on
that rescheduled their debt with official and private cred- average. But additional savings from cancellation in-
itors were low income. These countries had 88 agree- crease over time, because cancellations reduce the
ments within the multilateral frameworks of the Paris growth in the stock of consolidated debt from reschedul-

and London Clubs, about 85 percent of the total number ing, which progressively increases moratorium interest

of agreements. About three-fourths of these agreements charges. 8

were with the Paris Club, and, in total, during the eight
years 1980-87, these reschedulings reduced scheduled Increased OfficialAid Flows
debt-service payments by $10 billion, 6 equivalent to 57
percent of the total debt-service payments. The annual In addition to their efforts to alleviate debt burdens
consolidation of debt-service obligations has been in- directly, creditor governments and agencies have sought
creasing, from an average of $0.6 billion in 1980-81 to a to increase the net flow of new funds. Multilateral agen-
peak of $1.8 billion in 1986. cies (including the IMF) have increased their net official

Nor is the official debt of other creditors fully serviced. development assistance (ODA) disbursements to Sub-
Paris Club agreements oblige debtor governments to Saharan Africa even faster than bilateral donors. When
seek parallel treatment from creditors that do notpartic- deflated by the region's import prices, net ODA disburse-
ipate in the Paris Club, especially Arab and Eastern Bloc ments (including grants) by multilateral agencies grew
countries. Although details of such arrangements are by 12 percent a year between 1983-85 and by 13 percent
seldom reported, it would appear that only about one- a year in 1986-87. IDA accounts for most of this increase;
third of the obligations on Soviet and Arab debt are being since 1983, net disbursements from IDA have grown 25
regularly paid. percent a year in real terms, three and a half times the

In June 1987, the Venice Summit agreed that "for annual rate for other multilateral agencies. Bilateral ODA
those of the poorest countries that are undertaking ad- rose by 12 percent a year in 1986 and 1987, as measured
justment efforts, consideration should be given to the by the volume of imports the aid could finance, despite
possibility of applying lower interest rates on their exist- the shrinking global aid and the decline of food aid and
ing debt, and agreement should be reached, especially in emergency relief for Sub-Saharan Africa since 1985.
the Paris Club, on longer repayment and grace periods
to ease the debt burden" (New York Times, 11 June 1987, The World Bank's Special Program ofAssistance
p. A16). Since then, several Paris Club reschedulings
have reflected the new approach. Mozambique, Somalia, At a donors' conference in December 1987, the World
Guinea-Bissau, Niger, and Malawi all received 20-year Bank formally launched the SPA for low-income, debt-
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distressed countries in Sub-Saharan Africa. The objective mated to be additional to aid disbursements already
of the three-year (1988-90) program is to help eligible planned by donors for these countries. By early 1989,
countries adjust and grow while restoring and sustaining donors had indicated specific commitments of over $5
normal debtor-creditor relationships. The program pro- billion, of which about $1 billion had been disbursed by
vides for substantially increased highly concessional, year-end 1988. If a high rate of disbursements (about 80

quick-disbursing financing, and debt relief on softer percent over 3 years) can be achieved, these commit-
terms to expand import capacities in eligible countries. ments could be expected to disburse some $4 billion

Donors have agreed on three eligibility criteria for the during 1988-90. Additional commitments would further
SPA- first, poverty (eligibility for IDA credits but not IBRD increase disbursements.
loans); second, debt problems (originally a projected debt
service ratio of 30 percent or more in 1988-90); and SupplementallDA Adjustment Credits
third, adjustment (the country must be currently imple-
menting apolicy reform program supported by the World A special allocation for supplemental IDA adjustment
Bankand IMF). Nineteen countriesare currently eligible, credits for IDA-only countries with outstanding IBRD
and others may soon be approved. 9 debt (other than for enclave projects) was added in Sep-

The program established a framework of five elements tember 1988 to support the SPA. The global allocation
for case-by-case assistance to eligible countries. This would average 10 percent of IDA reflows and investment
framework includes increased adjustment lending from income on IDA donor encashments in fiscal 1989-93,
IDA-8, increased cofinancing and coordinated financing divided among qualifying countries in proportion to
from bilateral and other multilateral donors for adjust- their IBRD interest payments. Supplemental IDA adjust-
ment operations, and supplemental IDA adjustment ment credits totaling over $150 million will be provided
credits. These resources would be provided in conjunc- in 1989-90 for eight countries (which is equivalent to
tion with additional IMF resources from the ESAF and about 60 percent of their annual IBRD interest obliga-
greater debt relief. These five components constitute the tions). In support of this initiative, Norway and Sweden
additional assistance being made available to eligible also made grant funding available to help meet IBRD debt
debt-distressed countries under the SPA, although the service in four African countries in 1989.
total resources available for some components are not
necessarily restricted to African low-income, debt-dis- Enhanced StructuralAdjustment Facility
tressed countries or limited to 1988-90.10

At the end of 1987, the International Monetary Fund
AdditionallDA-8 Adjustment Lending set up ESAF to help low-income countries with pro-

tracted external payments problems adjust their policies
About half of the eighth IDA replenishment has been and grow over the medium term. This program supple-

set aside for Sub-Saharan Africa. Two-thirds of this is ments the original Structural Adjustment Facility (SAF),
earmarked to debt-distressed countries, and over half will established in March 1986. Together, these two programs
be quick disbursing. This high allocation reflects the can provide $11.7 billion (31 percent from the SAF and
addition of $1 billion above regular project and program 69 percent from the ESAF) in 10-year credit, including
lending as IDA's contribution to the SPA. The additional five years' grace, at interest rates of 0.5 percent, to low-
disbursements from IDAs SPA contribution to the 19 income countries, mostly in Africa." By the end of 1988,
currently eligible countries are projected at $0.7 billion SAF arrangements totaling $1.3 billion had been agreed
in 1988-90. Overall, the program should enable IDA to on for 22 Sub-Saharan African countries, with disburse-
increase its disbursements to the low-income, debt-dis- ments of $0.6 billion. In July 1988, Malawi became the
tressed countries of the region by about 50 percent, first country to receive assistance from the ESAF, and
compared with levels of the previous three years. programs for four more African countries had been ap-

proved by the end of 1988 with commitments totaling

Increased Cofinancing ofAdjustment Operations $0.9 billion and disbursements of $0.2 billion. ESAF
arrangements approved so far provide an average access

Eighteen donor governments and multilateral agen- of about 165 percent of quota, much higher than the 70

cies pledged an initial $6.4 billion in concessional, quick- percent now available under the SAF.

disbursing funds for low-income African countries with
debt problems. These funds will be provided through More Concessional Debt Relief
both formal cofinancing of specific IDA-supported ad-
justment operations and other financing coordinated The SPA calls for continued rescheduling on conven-

closely with these same operations. About half was esti- tional terms to provide cash-flow relief during 1988-90.
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Such rescheduling has occurred, or is expected, for 15 of Creditor governments have described these options as
the 19 countries. But the SPA also calls for more conces- comparable in that partial write-offs and lower interest
sional debt relief in two forms: (1) further conversion of rates offer similar concessionality, while longer terms
bilateral ODA loans to grants, and (2) softer terms on (though less concessional) involve greater risk since
rescheduled commercial loans from or guaranteed by creditors choosing them would not begin to receive
creditor governments. Much has been accomplished on principal payments until after those choosing the other
both fronts. options were repaid.

By year-end 1988, this menu of options had been
More Official Development Assistance Conversions applied by the Paris Club to five Sub-Saharan countries

(Mali, Niger, Tanzania, Madagascar, and Central African
In 1987-88 Canada and the Federal Republic of Ger- Republic) and was applied to Benin, Guinea, Mauritania,

many moved to convert their ODA loans to grants. After Senegal, Togo, Uganda, and Zaire by mid-1989. In apply-
the Toronto Summit, Japan added eight low-income ing the options, two creditors have forgiven a third of the
countries to its program of financing debt service on its debt-service obligations on loans covered by the resched-
ODA loans with additional grants, bringing the total to uling arrangements (option A); four creditors have pro-
14 in Africa. France recently announced cancellation of vided longer maturities of 25 years (option B); and the
debt service due on ODA loans worth about $2.5 billion other Paris Club creditors have reduced the interest rates
for 35 African countries, beginning in 1990. And the charged on the rescheduled debt by up to three and half
United States is also considering forgiving or allowing percentage points (option C). One chose a mix of options
repayment in local currencies for certain types of conces- depending in part on the type of loan rescheduled. Based
sional debt, worth almost $1 billion in up to 23 countries. on the debt service on nonconcessional debt that the five
But the actual short-term cash savings of these cancella- debtors that rescheduled in 1988 owe to the Paris Club
tions, as explained above, would probably be small--on creditors in 1989, which the agreements cover wholly or
the orderof $3 million to $10 million ayear over conven- in part, about half would be covered by option A, a
tional rescheduling. seventh by option B, and a third by option C. 13

The Toronto-Berlin consensus is a helpful step, and it
The ConcessionalDebt-ReliefMenu should be applied in future reschedulings of the debts of

eligible SPA countries. But it is not a full solution. First,
The Toronto agreement, finalized in Berlin at the 1988 debt owed to regular Paris Club creditors does not ac-

Annual Meetings of the World Bank and the IMF, repre- count for all official bilateral nonconcessional debt. The
sents a major breakthrough by creditor governments to nonconcessional debt owed to Paris Club creditors gives
reduce the burden of their official nonconcessional debt rise to only about a third of the total debt-service obliga-
in low-income, debt-distressed countries, mostly in Sub- tions of the five SPA countries whose debt was resched-
Saharan Africa. It is a way to lower debt-service payments uled under the menu approach in 1988. Second, the
in the short term with less buildup of nonconcessional reduction in debt-service payments, over and above that
debt that must be serviced in the long term. And it achieved by conventional rescheduling, is limited in the
established the principle of reducing the stock of official short term to the savings on moratorium interest pay-
nonconcessional bilateral debt. 1 ments. For these five countries, the additional reduction

Creditors agreed on a menu of comparable options to in the first year may be no more than $10 million. But
increase the concessionality of rescheduling official non- the gains will accumulate progressively, which is why the
concessional debt. These are: consensus is important in addressing the long-term debt

A. Partial write-off. Forgiveness of one-third of eligible problem of these countries. Third, some creditor govern-
debt service due during the consolidation period, and ments are financing the debt reduction provided for by
rescheduling of the remainder at market interest rates the menu by transferring funds from their aid budgets to
with a 14-year maturity. their creditor agencies. This practice reduces the ad-

B. Longer terms. Rescheduling of eligible debt service ditionality of the Toronto-Berlin consensus.

due during the consolidation period at market interest
rates, but with a 25-year maturity. Evaluating the Options

C. Lower interest rates. Rescheduling of debt at lower
interest rates (either 3.5 percentage points below or The relief to debtor countries that the options agreed
one-half of market rates, whichever gives the smallest on at the Berlin meeting would provide can be compared
reduction), with a 14-year maturity, including eight using two general criteria: increasing net financial trans-
years of grace. fers and contributing to creditworthiness.
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Net Resource nFansfers Conventional Rescheduling

Increased resources are needed to enable debt-dis- This option represents the average rescheduling terms
tressed countries to import, invest, and grow. Conven- that the Paris Club has given the 10 low-income debt-dis-
tional rescheduling does not increase net resource trans- tressed countries that rescheduled during 1987-88 be-
fers; it simply alters the profile over time of the transfers. fore the menu of options began to be applied. These
Rescheduling actually reduces cumulative net transfers consist of rescheduling virtually all nonconcessional
because of the additional financing charges when inter- debt service at market rates with an 18-year maturity,
est is consolidated (although the net present value of including eight years' grace. No country received exactly
transfers is unchanged). Concessional debt relief can those terms (half got better terms, half worse), but they
increase transfers by reducing debt-service payments serve as a benchmark for the current practice, against

over a specified time period. But this increase will mate- which the more concessional rescheduling options can

rialize only to the extent that creditors do not finance be assessed.

concessional rescheduling out of existing aid budgets, The analysis that follows compares the benefits of
and that debtors would have eventually serviced their these options for 22 low-income debt-distressed coun-
debt. Permanent reduction in nominal debt-service pay- tries currently eligible for the SPA. It is based on results

ments can be achieved by forgiving debt, writing off debt using the World Bank's rescheduling model (Humphreys

service as it comes due, or rescheduling at reduced inter- and Underwood 1989) and debt data compiled for the

est rates. Extending terms reduces debt-service pay- World Debt Tables and focuses only on nonconcessional

ments for only a limited period. debt owed by these countries to Paris Club creditors
(including pari passu debt). Although the specific empir-
ical results depend on the debt structure of the countries

Restoring Debt-Servicing Capacity analyzed and on the various assumptions about the im-
plementation of the options, the results nonetheless in-

Restoring normal debt-servicing capacity for these dicate the relative merits of the proposals. (See appendix
countries will usually require reducing the stock of non- for comparative indicators for the five rescheduling sce-
concessional debt (or the nonconcessional equivalent of narios studied.)
the stock of all debt). 14 Debtors that have less non-
concessional debt after rescheduling should be better Comparative Results
able to service both that debt and any new borrowing.
One way to measure the movement toward debt-servic- The options can be compared by first examining the
ing capacity is to look at the reduction in the non- increase in net financial transfers to debtor countries
concessional equivalent stock of debt under each option that results from reducing debt-service payments (col-
at the end of a specified period (for example, when the umn 10 of appendix table 3-4). Over the consolidation
consolidation period ends). Nonconcessional debt can be period (1988-2000), total debt-service payments, if made
reduced by borrowers repaying it as scheduled, by re- on time, in nominal terms, would be roughly three-
scheduling it at below-market interest rates, or by cred- fourths of the level that would result with conventional
itors writing it off. Rescheduling on conventional terms rescheduling (second line in appendix table 3-4). How-
alone does not reduce the stock of debt, and consolida- ever, there are significant differences. Option A results in
tion of interest obligations actually increases it. higher total interest payments during 1988-2000 and in

These criteria are used here to compare the three higher annual debt-service payments until 1996, when
options now being applied by the Paris Club with two the grace period ends and the principal payments start
other options chosen as benchmarks for comparison. coming due, which are larger under option C. Option B

(longer terms) would result in somewhat higher overall

No Rescheduling debt-service payments than options A and C, although
still substantially less (about 17 percent) during 1996-
2000 than under conventional rescheduling. Option B

This option assumes that debtor countries are able to would also result in lower annual debt-service payments
pay all of their debt-service obligations on time, which than either A or C between the late 1990s and the early
they are unlikely to be able to do without a substantial 2000s, during the period after the end of the grace period
increase in financial resources or a severe compression for A and C and before the end of the grace period for B.
of growth. This option, however, provides a point of In terms of increased concessionality, which is a mea-
reference for assessing the benefits of the various re- sure of the quality of the increase in net financial trans-
scheduling options. fers, both options A and C are substantially more conces-
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sional than the conventional practice (compare figures scheduling-a lorger period during which debtor coun-
in column 3 of appendix table 3-4), with option A (partial tries would be able to restructure their economies and
write-off) being more concessional under the specific attempt to regain creditworthiness. In a sense, option B
empirical assumptions in this analysis. 1s Option B pro- postpones longer the problem of the future bulge in
vides no additional concessionality compared to recent debt-service obligations. But the timing of this bulge
Paris Club rescheduling practice (second line), because depends on the grace period used, while its size depends
rescheduling at market interest rates with no forgiveness on the length of the actual repayment period.
merely postpones repayment while accruing additional The year-by-year profile of the stock of debt is also
charges at commercial interest rates in the interim. important.As figure 3-1 on nonconcessional debt shows,

In terms of the second criterion-the extent to which option C (lower interest), and repayment as scheduled
different options reduce the stock of nonconcessional (no rescheduling), brings down the stock of non-
debt and thereby help debtor countries regain creditwor- concessional debt quickest, although the remaining debt
thiness--options A and C again accomplish more. Under service due on the concessional debt is substantial in the
option A (partial write-off) the stock of nonconcessional case of Option C. Option A reduces the nonconcessional
debt at the end of the consolidation period (the year2000) stock of debt the most. Other options (longer terms [B]
would be less than 60 percent of the level remaining after and conventional rescheduling) temporarily increase the
conventional rescheduling (compare figures in column stock of debt because of interest capitalization. Option B
5 of appendix table 3-4). Option C (lower interest rates) prolongs the debt burden the longest
would reduce the nonconcessional equivalent end-2000 In sum, the possible concessional debt relief from the
debt by one quarter. By contrast, option B (longer terms) Paris Club will vary depending on the economic circum-
would actually increase the stock of debt at the end of the stances of the country, its particular debt profile, and its
consolidation period (the year 2000) compared to recent mix of creditors. But the options outlined at Toronto and
practice because there would be no repayment of any of adopted by the Paris Club are clearly constructive steps
the debt until 2001. in the right direction. They would provide the conces-

The year-by-year profiles of debt and debt service also sional debt relief that these countries require to lower
are important. As appendix table 3-5 and figure 3-2 show, debt-service obligations in the next few years and to help
all of the rescheduling options studied, including the assure that their debt-service remains manageable in the
recent practice, have something in common. All reduce near future.
debt service compared to obligations without reschedul- The three proposed options have similar concessional-
ing for eight years (the length of the grace period under ity when the higher risk faced by creditors granting
conventional rescheduling as well as the one assumed for longer terms is taken into account. But the options affect
options A and C). But they do so at the expense of higher the debtor's debt-service profile differently, and some
debt service later on, lasting well into the next century. combinations might serve best the needs of certain debt-

In figure 3-2, showing the profile of debt service, each of ors while different ones would help others more. Partial
the options starts out below the line representing no forgiveness (A) would provide the lowest and shortest

rescheduling. The distance by which they are below this debt-service profile, which should speed a country's re-

line shows the amount of debt-service relief, or the in- turn to creditworthiness. But as currently proposed, it
crease in net financial transfers. By 1996, all of the would not provide the most financial relief in the near

options are above the no-rescheduling line. The distance term. Longer terms (B) would give financial relief for a

above shows by how much the rescheduling increases longer period, but would offer no better relief than con-

debt service in the future. ventional rescheduling in the short term and would

In figure 3-2, options A and C provide more debt-ser- eventually require larger overall debt-service payments.

vice relief in the early years, up through 1995. Option B Lower interest rates (C), as defined in the proposal, would
give more financial relief up front but at the cost of

and conventional rescheduling are identical during this reuirinand telef th cntury, the highest
period. In general, debtor governments probably con-
sider debt-service relief up front to be worth more than debt-service payments of any option.
the same amount of debt-service relief later on, because
of their immediate needs and the uncertainty of the The Problem of Commercial Bank Claims
future.

Figure 3-2 shows that beginning in 1996, debt service Holders of commercial bank claims on debt-distressed
would rise more slowly under option B than under A and countries may tend to benefit disproportionately as the
C, until early in the next century. Option B would thus Paris Club puts into place these concessional reschedul-
provide a somewhat longer period during which financial ing proposals. 16 Several debt-distressed countries have
obligations would be less than under conventional re- been identified as countries in which a reduction in the
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face value of claims (implicit in the case of a concessional claims to the recipient. The recipient aid, charitable, or
rescheduling) would increase the likely future repay- environmental agency uses the local currency proceeds
ment stream, making both the debtor country and the for local projects, reducing the debtor's external transfer.
creditors better off (see Claessens 1988 and Cohen in this Currently, the tax advantage for these donations is out-
volume). That benefit would accrue heavily to the holders weighed, at least in the United States, by the combined
of commercial bank claims if bilateral official creditors cash and tax proceeds from secondary market sales (see
were to provide the entire amount of debt forgiveness. Burton 1988). In other cases, ODAor donated funds have

A debt facility would be one way to reserve this gain for been used to purchase commercial bank claims on the
the debt-distressed countries, instead of allowing a gain secondary market. These purchases run the risk of rais-
to holders of commercial bank claims at the expense of ing secondary market prices and relieving commercial
official creditors. A debt facility is defined as an official banks from burden sharing. (If the problem commercial
entity that would buy all or part of the commercial bank bank debts are a small part of a country's total debt,
debt of a developing country and forgive a portion of that burden sharing with banks may not be a major issue.)
debt. A facility can operate directly on its own behalf or
indirectly, loaning or giving the funds to the debtor Conclusions
country (see Corden 1988). In the last case, the debtor
country would negotiate to repurchase its debt, as Bolivia
has recently done. A debt-distressed country facility The above analysis leads to the following conclusions
would provide a way to spread the costs of debt forgive- with regard to the external debt difficulties of low-in-
ness to commercial banks, in keeping with the concept come Africa. The efforts of the debtor countries, and the
of equitable burden sharing among creditors. special programs of the official creditor and donor com-

Proposed facilities have been criticized in the past for munity in support of these efforts, are the first steps in
potentially breaking important creditor-debtor relation- the process of economic recovery. The structural adjust-
shtetip. y F reaking mos pdt-d tredion tor lalof- ment problems of low-income African countries are notships. For most debt-distressed countries-and all of amenable to quick solutions. The debtor countries andthose debt-distressed countries whose debt would be tednrcmuiyms aemdu-emcm
considered eligible for facility purchase-that relation- the donor community must make medium-term com-
ship is likely to be quite unimportant for the foreseeable uitenstoti sltion tor coniesgmust
future. An exception is the short-term trade-credit rela- untdert e and incin ce cnp ic gove-
tionship. These claims (except for those that have been ment b u ge dts icincs in cresoruse, to encourage domestic savings, to increase exportin arrears for a long period and are de facto long-term competitiveness and to maintainbasic infrastructure and
debt) should be excluded from consideration for pur- health and education programs that underpin long-term
chase by a facility, growth. The donors must realize that the special effortsUnlike a facility designed for the purchase of the debt undertaken on behalf of the Bank's Special Program ofof highly indebted middle-income countries, a facility for Assistance and the Fund's Enhanced Structural Adjust-
the purchase of the long-term commercial bank liabili- ment Facility must continue into the 1990s. In particu-
ties of the debt-distressed low-income countries would lar, adjustment support for the debt-distressed countries
not necessarily face large potential losses or put large must be taken into account in the upcoming Ninth
amounts of official funds at risk. An estimated $3.5 billion Replenishment of IDA and the next Lom6 Convention.
would be eligible for purchase by such a facility. At
current market prices, most of that debt could be pur-
chased for less than $350 million.' 7 A combination of a Notes
"take it or leave it offers" plus regulatory persuasion may
convince banks to sell at prices near current levels. If the The authors would like to ackowledge the able assistance of
debt were to be purchased at open auction, the commer- David Stewart, who designed the mechanism to project the
cial banks would, of course, reap the benefit of the post- effects of alternative rescheduling terms, and Maria-Cristina
purchase debt forgiveness. The auction price at which Germany and Carmini Luther who prepared the data used in
they would sell to the facility would be substantially the paper.

above the current market price (see Dooley 1988). 1. See appendix table 3-1. Appendix table 3-2 lists the

Other options for sharing the burden of debt relief low-income African countries.
2. Debt is conventionally defined as concessional when its

terms are long enough and its interest rates low enough that it
ulatory support for donations of claims to aid agencies or contains an implicit grant element of at least 25 percent, using
to charitable organizations. "Debt for nature" and "debt adiscount rate of 10 percent. (See OECD 1987, annex.) Because
for development" swaps have already occurred on a small of the convention of using a 10 percent discount rate, debt on
scale. In some cases commercial banks donated their regular commercial terms may sometimes appear to have a
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grant element. This anomaly can be eliminated by using the buybacks, debt-for-debt swaps, conversion of debt to equity, exit
current commercial interest rate as the discount factor. bonds, or direct contributions by creditor institutions.

3. This figure includes private lending not guaranteed by 11. SDRs have been converted to U.S. dollars at $1.35 per
creditor governments or agencies plus guaranteed debt for SDR, the exchange rate at the end of 1988.
which the guarantee has not been called. It has been estimated 12. On ODA debt, the Toronto-Berlin consensus provides
from the loans recorded in the World Bank's Debtor Reporting for 25-year maturities at interest rates no higher than those
System on the assumption that all supplier credits and all originally contracted.
commercial bank loans issued with fixed interest are guaran- 13. Exact coverage is difficult to ascertain in advance be-
teed. cause not all debt service owed to Paris Club creditors is eligible

4. The nonconcessional equivalent of debt was calculated for consolidation (for example, debt contracted after the cut-off
as the present discounted value of scheduled debt-service pay- date-1983 in five of the seven applications-is excluded, some
ments on disbursed debt, using a discount rate of 9 percent. An previously rescheduled debt-one-fifth of previous reschedul-
average 9 percent rate of interest was also assumed on the ing agreements-is excluded, and arrears may be rescheduled
nonconcessional equivalent debt over the projection period. on less favorable terms). It is also up to the debtor to seek similar

5. Grants can include the grant equivalent of debt forgive- terms from other creditors that do not formally participate in
ness. Forgiveness of concessional loans has a grant equivalent the Paris Club.
of no more than the part of the loan in excess of its implicit 14. The nonconcessional equivalent of the debt stock is
grant element. simply the present discounted value of the future debt-service

6. This is a gross reduction and does not take into account payments, calculated using a market discount rate. Its useful-
the moratorium interest payments on the consolidated debt ness as a concept is illustrated by a simple example. Suppose a
service. country has $100 million of debt at a seven percent rate of

7. These creditors report higher cancellations-about $2 interest, with a 25-year maturity and one-year grace period. If
billion for 1978, through the period of 1987-88, which is creditors agreed to change the interest rate to 6 percent, the
two-thirds of their worldwide cancellations (UNCTAD 1988). country's nonconcessional debt would fall to zero, under the

8. To illustrate, $150 million rescheduled annually at 3 standard OECD definition of concessionality (25 percent grant
percent interest would, after ten years, give rise to additional element, using a discount rate of 10 percent). Yet annual
interest obligations of $250 million a year. interest payments would fall by only $1 million to $6 million a

9. The eligible countries are: Burundi, Central African year. The nonconcessional equivalent of the stock of debt would
Republic, The Gambia, Ghana, Guinea, Guinea-Bissau, Kenya, fall much less dramatically, from $80 million to $74 million,
Madagascar, Malawi, Mali, Mauritania, Mozambique, Niger, Sao using a discount rate of 10 percent.
Tom6 and Principe, Senegal, Tanzania, Togo, Uganda, and Zaire. 15. Option C becomes more concessional, relative to other
In April 1989, Chad became eligible, and Benin and Somalia options, at lower interest rates; at 7 percent, for example, it is
have since become eligible. about as concessional as Option A.

10. Some donors have discussed including proposals to 16 Ironically, the commercial banks originating the loans
deal with commercial debt not eligible for Paris Club resched- may not be the primary beneficiaries, to the extent that they
uling within the framework. This private debt is about 3 percent have sold their claims at a discount on the secondary market.
of total external debt and 7 percent of debt-service payments of 17. Prices are not quoted for the debt of many of the
the 19 countries currently eligible for the SPA. An objective of potentially eligible countries. The above estimate was based on
any proposal to reduce this private debt would be to transfer to the secondary market prices for the debt of Sudan and Zaire,
debtor countries the prevailing market discounts on it (which considering more of the debt to be closer to the price of Sudan's
can be as high as 90 percent or more). This could be accom- debt.
plished through a variety of mechanisms, including direct cash

Appendix: Interpreting the Data

Appendix table 3-4 shows comparative indicators for table 3-4) is based on all payments during the life of the
the five rescheduling scenarios studied. Appendix table loan, taking into account any rescheduling.' For these
3-5 shows annual debt-service obligations during 1988- columns, the period covered is 1988-2025, whereas the
2025 and the remaining stock of debt at the end of each rest of the table refers to the cumulative consolidation
year for each of the five options. Figures 3-1 and 3-2 period, 1988-2000.
compare the streams of debt-service payments and the The relative grant element of each option (column 3)
stocks of remaining nonconcessional debt after resched- is the proportion by which the NPV of debt-service pay-
uling under each option. ments without rescheduling is reduced by each option.

The net present value (NPV) of total debt-service pay- It measures the concessionality provided by the option
ments during 1988-2025 (columns 1 and 2 of appendix (higher values denote options that are more conces-
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Figure 3-1. Debt Service-Toronto Term Comparison for 22 SPA Countries, 1988-2025
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sional) and can be used to rank the options in terms of smaller than the sum of columns 1 and 2 because the
overall concessionality.2  former do not include payments during 2001-25.)

The nonconcessional equivalent debt stock atyear-end The amount of debt service rescheduled (columns 12
2000 (columns 4 and 5) shows the present discounted and 13) is simply the sum of annual consolidations of
value, as of the year 2000, of all future principal and debt service during 1988-2000. The amounts shown
interest payments outstanding at the end of the cumula- variously overstate the actual contribution of each option
tive consolidation period. Nonconcessional equivalent to increasing net financial flows because they have not
debt increases because of the rescheduling of interest been reduced by the additional interest that accrues on

obligations at market rates during 1988-2000 and de- rescheduled principal obligations and on consolidated
creases as a result both of actually paying principal after interest obligations (which is shown in column 9) or by
the end of the grace period and of applying concessional principal payments on debt service that may have been

moratorium interest rates on rescheduled amortization rescheduled during the first part of the consolidation
obligations. Longer terms result in higher debt at the end period but has come due after the expiration of the grace
of the consolidation period, because principal payments period.

are delayed longer and are smaller each year.
Information on debt-service obligations during 1988- Notes

2000 (columns 6-11) covers principal and interest on 1. For these columns the period covered is 1988-2025,
both original debt and new debt resulting from consoli- whereas the rest of the table refers to the cumulative consoli-
dating interest obligations. Total debt-service obligations dation period, 1988-2000.
are shown in both nominal dollars and in terms of their 2. The NPV of debt-service payments without rescheduling
net present value. (The NPV figures in column 11 are is slightly less than the actual stock of debt at the end of 1987

58



The External Debt Difflculties of Low-Income Africa

Figure 3-2. Debt Stock-Toronto Terms for 22 SPA Countries, 1988-2025

16

15 s No rescheduling
-- - Standard rescheduling

14 - --- - - - Toronto option A
- - - - - - - Toronto option B

13 Toronto option C

12 -

10

8

S6

4

3*

2

018 199 1995J_4L -- -

1988 1990 1995 2000 2005 2010 2015 2020 2025

because the discount rate is higher than the average interest Policy, Planning and Research Working Paper 225. Washing-
rate on existing debt. ton, D.C.
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Appendix table 3-1. IDA-Only Countries of
Sub-Saharan Africa- External Debt at Year End-1987

US$ Percentage
Year end-1987 billions share

1 Total debt 71.6 100.0
2 Long-term debt 59.4 83.0
3 Public and publicly guaranteed 58.2 81.3
4 Official Creditors 50.8 71.0
5 Multilateral 19.9 27.8
6 Concessional 15.4 21.5
7 Nonconcessional 4.5 6.3
8 Bilateral 30.9 43.1
9 Concessional 17.9 25.1

10 Nonconcessional 12.9 18.1
11 Private creditors 7.4 10.3
12 Paris Club eligible 6.0 8.4
13 Other 1.4 2.0
14 Private nonguaranteed 1.2 1.7
15 IMF 5.6 7.8
16 Short-terma 6.6 9.2

Memorandum items
17 Concessional debt 33.3 46.6
18 Nonconcessional debt 38.2 53.4
19 Exposure of private creditors

(13 + 14 + 16)b 9.2 12.8
20 Exposure of official creditors

(4 + 12 + 15)b 62.4 87.2

Note: Guaranteed debt in this table is that guaranteed by debtor
governments. Debt presumed to be guaranteed by creditor govern-
ments is shown as Paris Club eligible.

a. Including interest arrears on long-term public debt.
b. A small share of the short-term debt is likely to be from an official

source or to carry an official guarantee.
Source: World Bank Debtor Reporting System.
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Appendix table 3-2. Structure of External Debt for IDA-Only African Countries in 1987
(US$ millions)

Official bilateral debt Private-source debt Official multilateral debt

Non- Paris London Non-
Debtor Con- con- Club Club Short- Con- con- DP
country cessional cessional eligible eligible term Other cessional cessional purchases 7btal

Benin, People's
Republic of 145 26 360 35 204 324 40 1,133

Burkina Paso 196 70 35 3 67 437 54 861
Burundi 201 3 20 37 440 55 . 755
CapeVerde 32 13 3 11 57 16 131
Central African

Republic 148 87 26 28 . 230 29 37 585

Chad 55 22 42 0 38 146 4 10 318
Comoros 77 1 0 15 95 14 203
Djibouti 71 3 3 29 75 181
Equatorial

Guinea 55 68 9 11 36 7 8 193

Ethiopia 1,106 45 257 140 94 9 811 66 63 2,590
Gambia,The 70 19 8 9 23 148 19 23 319
Ghana 662 41 192 110 108 994 238 778 3,124
Guinea 793 258 93 6 138 . 359 108 30 1,784
Guinea-Bissau 99 37 82 31 154 19 2 424

Kenya 1,328 327 722 56 591 496 835 1,213 381 5,950
Lesotho 12 5 14 3 4 175 29 . 241
Liberia 413 79 74 123 175 211 252 291 1,618
Madagascar 616 1,366 149 126 119 777 80 144 3,377
Malawi 194 99 24 25 98 660 152 110 1,363
Mali 1,119 31 55 5 94 1 624 12 75 2,016
Mauritania 929 263 120 7 119 . 375 174 47 2,035
Niger 251 276 102 129 75 254 446 55 91 1,679
Rwanda 136 0 11 39 . 396 2 583
SAo Tom6 &

Principe 30 18 1 4 35 0 87

Senegal 923 836 134 124 319 42 818 232 267 3,695
Sierra Leone 140 96 84 3 63 171 19 83 659
Somalia 1,343 187 66 20 92 81 566 25 154 2,534
Sudan 2,453 2,388 2,022 27 2,019 . 1,216 143 859 11,126
Tanzania 1,105 1,131 424 1 192 9 1,070 338 65 4,335

Togo 119 404 39 43 102 . 387 50 78 1,223
Uganda 153 112 58 . 60 . 662 130 229 1,405
Zaire 1,616 3,485 382 496 462 . 1,136 219 833 8,630
Zambia 1,340 1,143 389 221 1,089 . 524 738 957 6,400

Total 17,930 12,939 6,000 1,712 6,550 892 15,390 4,532 5,615 71,557

Note: For the purposes of this chapter, the set of low-income African countries is taken as those African countries whose access to the World Bank
is limited to the World Bank's soft loan facility, the International Development Association (IDA). External debt data for Mozambique, an IDA-only
country, were not available.

. Amounts less than one-half million.
a. Estimated; Paris Club includes all suppliers' credits and fixed rate bank loans.
b. Estimated; London Club includes only variable rate long-term bank loans to, or guaranteed by, the debtor country.
Source: World Bank Debtor Reporting System.
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Appendix table 3-3a. Grant Equivalent Flows and Grant Element of Flows to Keep NonconcessionalDebt-Export
Ratio Constant at End-1987Levelfor 19 Sub-Saharan African Countries Eligible for the Special Program of
Assistance, 1987-95
(US$ billions, unless otherwise noted)

1987 1988 1989 1990 1991 1992 1993 1994 1995
1. Nonconcessional

equivalent debt 32.4 34.9 37.7 40.8 44.0 47.5 51.3 55.4 59.9
2. Debt-export (percent) 330 330 330 330 330 330 330 330 330
3. Exports of goods and services 10.6 11.4 12.4 13.4 14.4 15.6 16.8 18.2
4. Imports of goods and services

excluding interest 15.8 17.1 18.4 19.9 21.5 23.2 25.1 27.1
5. Noninterest trade deficit

(4 -3) 5.2 5.6 6.1 6.6 7.1 7.6 8.3 8.9
6. Interest on debta 2.9 3.1 3.4 3.7 4.0 4.3 4.6 5.0
7. Current account deficit,

before grants (5 + 6) 8.1 8.8 9.5 10.2 11.0 11.9 12.9 13.9
8. Current account deficitb 2.6 2.8 3.0 3.3 3.5 3.8 4.1 4.4
9. Grants required (7 - 8) 5.5 6.0 6.4 7.0 7.5 8.1 8.8 9.5

10. Grant element of loan and
grant flows (percent)c 68 68 68 68 68 68 68 68

Appendix table 3-3b. Grants Required to Return DIE to 200 Percent by 1995for 19 Sub-Saharan African
Countries Eligible for the Special Program ofAssistance, 1989-95
(US$ billions, unless otherwise noted)

1989 1990 1991 1992 1993 1994 1995
Target level of debt 36.3
Debt in 1995 (from table 3-4) 59.9
Present discounted value of

difference 11.8
Annual supplemental grants

required to achieve D/E target
11. 1989-95

(undiscounted total = 16.9) 1.84 2.01 2.19 2.38 2.60 2.83 3.09
12. Total grants required (11 + 8) 7.4 8.0 8.6 9.3 10.1 10.9 11.9
13. Current account deficit after grantsb 0.7 0.8 0.8 0.9 0.9 1.0 1.0

(2-11)
Grant element of loan and grant 91 91 91 91 92 92 92

flows (percent)

a. Assuming an average interest rate of 9 percent on the nonconcessional equivalent external debt.
b. Deficit implied by the target change in debt, abstracting from exchange rate changes among major currencies. This is the current account

deficit financed by nonconcessional borrowing. The current account deficit would be larger if it were financed by concessional loans, with a
corresponding drop in grants. As long the grant element (line 10) remains unchangedhowever, the level of nonconcessional equivalent debt over
time would be identical to that shown in line 1.

c. Line 9 divided by the sum of lines 9 and 8.
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Appendix table 3-4. Comparative Indicators for Rescheduling Options: All Creditors Each Option
(US$ millions)

Payments, 1988-2000
Net present value Amounts

of total debt - Remaining rescheduled in
service paymentsa debt stock nominal terms

1988-2025 (end-2000) Principal Interest Total 1988-2000
On

Relative Noncon- On consoli-
grant cessional On consoli- On dated Net

element equiv- original dated original debt Nominal present
Principal Interest(percent)b Total alent debt interest debt service value value Principal Interest

Options (1) (2) (3) (4) (5) (6) (7) (8) (9) (10) (11) (12) (13)
1. No

rescheduling 6,921 3,419 0 202 182 10,610 0 4,887 0 15,497 10,286 0 0
2. Pre-Toronto

reschedulingd 3,506 7,141 (3) 12,485 12,108 2,006 1,208 8,379 4,222 15,815 7,024 10,610 4,887
3. Toronto

options
A. Partial

forgivenesse 2,733 4,366 31 6,962 6,720 2,229 1,342 5,436 2,723 11,730 5,088 7,074 3,258
B. Extended

termsf 2,034 8,680 (4) 15,699 15,380 0 0 8,716 4,428 13,145 6,111 10,610 4,887
C. Lower in-

terest rates 4,077 4,003 22 10,342 9,056 3,344 2,014 4,983 2,496 12,836 5,371 10,610 4,887

Note: The figures presented here are based on data from the World Bank's Debtor Reporting System (DRS) and a World Bank rescheduling model.
All rescheduling options are for serial rescheduling over a cumulative consolidation period of 13 years (1988-2000), 100 percent consolidation of
principal and interest, and no rerescheduling after 1987. The moratorium interest rate (9 percent) is the average dollar-denominated interest rate on
rescheduled loans in 1988. Projections are based on March 1989 exchange rates and market interest rates and assume no new disbursements. The
creditor countries are all bilateral creditors (including pari-passu creditors). The type of debt is total nonconcessional Paris Club eligible debt. The
debtor countries are the 22 SPA-eligible countries: Benin, Burundi, Chad, Central African Republic, The Gambia, Ghana, Guinea, Guinea-Bissau,
Kenya, Madagascar, Mali, Malawi, Mauritania, Mozambique, Niger, SAo Tom & Principe, Senegal, Somalia, Tanzania, Togo, Uganda, and Zaire. Data
exclude Mozambique.

a. Based on 9 percent discount rate.
b. Degree of concessionality of each option compared with no rescheduling.
c. Face value less grant equivalent assuming a 9 percent discount rate.
d. Rescheduling all debt service at market rates with 8 years' grace and 18 years' maturity, average Paris Club terms accorded to these countries

in 1987-88.
e. Annual cancellation of 1/3 debt service, rescheduling remaining debt service at market rates with 8 years grace and 14 years maturity.
f. Rescheduling all debt service at market rates with 14 years grace and 25 years maturity.
g. Rescheduling all debt service at 350 basis points below market rates with 8 years grace and 14 years maturity.
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Appendix table 3-5. Reductions in Debt Service Payments and Remaining Debt Stock under Rescheduling Options:
All Creditors Each Option, 1988-2025
(US$ millions)

Options 1988 1989 1990 1991 1992 1993
1. No rescheduling

Debt service due 3,883 1,978 1,789 1,673 1,534 1,394
Remaining debt stock, end period 8,735 7,201 6,083 4,969 3,888 2,839

2. Rescheduling all debt service at market ratesa
Reduction in debt service due compared with option 1 3,708 1,540 1,181 909 626 355
Remaining debt stock, end period 12,618 13,062 13,733 14,292 14,745 15,090

3. Toronto options
A. Partial forgivenessb

Reduction in debt service due compared with 3,767 1,686 1,383 1,164 929 701
option 1

Remaining debt stock, end period 11,323 11,109 11,183 11,184 11,126 11,007
B. Extended termsc

Reduction in debt service due compared with 3,708 1,540 1,181 909 626 355
option 1

Remaining debt stock, end period 12,618 13,062 13,733 14,292 14,745 15,090
C. Lower interest ratesd

Reduction in debt service due compared with 3,776 1,710 1,417 1,206 979 759
option 1

Remaining debt stock, end period 12,618 13,062 13,733 14,292 14,745 15,090
Nonconcessional 8,735 7,201 6,083 4,969 3,888 2,839

Options 2007 2008 2009 2010 2011 2012
1. No rescheduling

Debt service due 7 6 4 4 3 2
Remaining debt stock, end period 36 31 28 25 23 21

2. Rescheduling all debt service at market ratesa
Reduction in debt service due compared with (1,374) (1,111) (872) (656) (467) (307)

option 1
Remaining debt stock, end period 3,154 2,280 1,576 1,032 635 370

3. Toronto options
A. Partial forgivenessb

Reduction in debt service due compared with (500) (336) (203) (114) (63) (36)
option 1

Remaining debt stock, end period 711 419 239 137 79 44
B. Extended termsc

Reduction in debt service due compared with (2,135) (2,154) (2,140) (2,086) (2,001) (1,896)
option 1

Remaining debt stock, end period 11,560 10,387 9,119 7,789 6,423 5,039
C. Lower interest ratesd

Reduction in debt service due compared with (703) (475) (289) (162) (91) (52)
option 1

Remaining debt stock, end period 1,048 613 344 193 107 56
Nonconcessional 36 31 28 25 23 21

Note: The figures presented here are based on data from the World Bank's Debtor Reporting System (DRS) and a World Bank rescheduling model.
All rescheduling options are for serial rescheduling over a cumulative consolidation period of 13 years (1988-2000), 100 percent consolidation of
principal and interest, and no rerescheduling after 1987. The moratorium interest rate (9 percent) is the average dollar-denominated interest rate
on rescheduled loans in 1988. Projections are based on March 1989 exchange rates and market interest rates and assume no new disbursements. The
creditor countries are all bilateral creditors (including pari-passu). The type of debt is total nonconcessional Paris Club eligible debt (including
pari-passu creditors). The debtor countries are the 22 SPA-eligible countries: Benin, Burundi, Chad, Central African Republic, The Gambia, Ghana,
Guinea, Guinea-Bissau, Kenya, Madagascar, Mali, Malawi, Mauritania, Mozambique, Niger, Sao Tomd & Principe, Senegal, Somalia, Tanzania, Togo,
Uganda, and Zaire. Data exclude Mozambique.

a. With 8 years' grace and 18 years, maturity, average Paris Club terms accorded to these countries in 1987-88.
b. Annual cancellation of 1/3 debt service, rescheduling remaining debt service at market rates.
c. Rescheduling all debt service at market rates with 14 years grace and 25 years maturity.
d. Rescheduling all debt service at 350 basis points below market rates with 8 years grace and 14 years maturity.
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1994 1995 1996 1997 1998 1999 2000 2001 2002 2003 2004 2005 2006

1,214 889 503 276 142 123 100 85 71 14 12 10 10
1,865 1,122 706 481 376 281 202 132 70 61 53 46 40

56 (363) (997) (1,521) (1,810) (1,946) (2,056) (2,209) (2,229) (2,214) (2,155) (2,061) (1,761)
15,330 15,476 15,368 14,932 14,294 13,473 12,485 11,259 9,912 8,512 7,043 5,537 4,205

442 54 (579) (1,121) (1,419) (1,562) (1,677) (1,834) (1,651) (1,343) (1,126) (905) (692)

10,842 10,691 10,394 9,812 9,051 8,096 6,962 5,608 4,333 3,320 2,440 1,710 1,135

56 (363) (811) (1,073) (1,226) (1,257) (1,291) (1,395) (1,563) (1,802) (1,926) (2,020) (2,090)

15,330 15,476 15,562 15,614 15,651 15,679 15,699 15,629 15,391 14,939 14,317 13,539 12,615

506 124 (615) (1,321) (1,727) (1,972) (2,183) (2,430) (2,221) (1,816) (1,541) (1,252) (966)

15,330 15,476 15,239 14,478 13,389 12,003 10,342 8,346 6,465 4,950 3,634 2,542 1,683
1,865 1,122 706 481 376 281 202 132 70 61 53 46 40

2013 2014 2015 2016 2017 2018 2019 2020 2021 2022 2023 2024 2025

1 1 1 1 1 1 1 1 1 1 1 1 1
20 20 19 19 12 4 4 4 3 3 3 2 2

(183) (102) (57) (33) (17) (5) (0) (0) (0) (0) (0) (0) (0)
210 120 70 40 17 4 4 4 3 3 3 2 2

(19) (6) (0) (0) (0) (0) (0) (0) (0) (0) (0) (0) (0)

26 20 19 19 12 4 4 4 3 3 3 2 2

(1,615) (1,260) (1,014) (793) (596) (425) (279) (166) (93) (52) (30) (16) (5)

3,821 2,859 2,064 1,426 927 561 321 176 95 49 22 7 2

(28) (9) (0) (0) (0) (0) (0) (0) (0) (0) (0) (0) (0)

29 20 19 19 12 4 4 4 3 3 3 2 2
20 20 19 19 12 4 4 4 3 3 3 2 2
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Comment

Stephen A O'Connell sical production function would show about growth
prospects in low-income Africa.

Charles Humphreys and John Underwood provide a use- These countries are among the poorest in the world.

ful introduction to the debt problem facing low-income They should therefore be natural borrowers, having ex-

Africa. I will highlight what I found most interesting in tremely high domestic returns to investment. This

the paper and identify some analytical issues that are should mean high growth in per capita incomes in the

important in the Sub-Saharan African context but are transition to steady-state levels of high capital per worker

only partially addressed, if at all, in the literature on and substantial participation by foreign capital markets

highly indebted countries. in supplementing domestic saving along the transition.

The authors establish that the debt problem in low-in- But in reality, no region of the world has grown more

come Africa is severe, and that it differs from the crisis in slowly since the mid-1960s (including the group of low-

the highly indebted countries in two key respects: it has income countries outside of Africa). As the authors point

older origins and it involves primarily official creditors. out, private creditors have largely been unwilling to lend

The point here is that the debt crisis in low-income Africa to low-income African countries without a guarantee

is part of a deeper development crisis. The most revealing from a developed-country export credit agency. And

indicator is growth per capita income: the positive when one looks at ICORs, one can only admire, in grim

growth achieved in the 1960s now looks like an aberra- retrospect, private banks' judgment in staying out of the

tion from the entire post-independence period perspec- region.

tive. Per capita incomes in these countries will not be
much different in the early 1990s than they were in the Infrastructure and Markets
early 1960s, even under optimistic assumptions about
debt relief and export growth. Much oflow-incomeAfrica Of the three failures of the straw model, the most
is not concerned with restoring growth, but instead with telling is the absence of private creditors, since it sug-
one of establishing- essentially for the first time in the gests that this is the wrong model for analyzing growth
post-independence period-secular growth in per capita in poor countries (the other failures might be explained
incomes. by bad luck, and low-income Africa has had plenty, par-

The development crisis in low-income Africa has an ticularly in the last decade).
intellectual as well as an economic dimension.' The What is missing here? Consider first infrastructure's
African crisis has come under intense scrutiny by the role in development. Long-standing traditions exist in
donor community since 1980, with the result that official development economics that view transport services,
debt relief is now beginning to be mobilized in exchange education, health, and financial services as complemen-
for fiscal reform, removal of anti-agricultural price dis- tary inputs to domestic capital, implying that low levels
tortions (including overvalued exchange rates), and of these inputs can be bottlenecks limiting the return to
greater reliance on markets (for example, through capital accumulation.
privatization of government enterprises and trade liber- Each of these forms of infrastructure throws off im-
alization). This tidy prescription, however, obscures the portant externalities and has characteristics of a public
keen sense of uncertainty of participants on all sides good. This gives government a natural role, since private
about African growth prospects and the probable out- markets will tend to underprovide public goods or goods
come of relief-supported economic reform programs. with positive externalities. This role would seem partic-
There is a strong sense that practice, as embodied in the ularly important in a growth context, given the dynamic
various initiatives of official creditors, is ahead of eco- nature of infrastructure externalities: today's investment
nomic theory. in human capital raises labor quality today and leaves a

higher stock of human capital to begin with next period,
The Growth Puzzle which may raise the productivity of tomorrow's human

capital investment. Decisions on infrastructure can
Some writers have recently observed that the African therefore have long-lasting effects on the path of output,

experience of the past three decades is a glaring anomaly and perhaps even on growth rates.
from the standpoint of standard growth theory. To set up The World Bank and other donors, particularly the
a useful straw man (or straw model), consider what the United States, have taken a strong implicit view that the
simplest intertemporal optimizing model with a neoclas- externalities in infrastructure investments (and in devel-
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opment more generally) operate most strongly in private externalities (for creditor countries) associated with Af-
markets. This view leads to the prescription that govern- rican growth and development The type of project that
ments remove themselves, to the degree possible, from such aid should support is presumably not simply the
production and trade-thus promoting private market transfer of blueprints, but instead projects like infra-
development-while focusing on the provision of basic structure and agricultural research and development,
infrastructure. While this view has basic appeal, the aimed at overcoming fundamental barriers posed by the
issues are complex, and there is a high potential return demographical and physical environment.
to work that seeks to identify the nature of dynamic The second interpretation, which addresses moral
externalities, and what features of market organization hazard problems and limitations on the penalties banks
are important for capturing them. Specific policy issues, can impose, seems to be extremely relevant in explaining
such as the relative benefits of import substitution and private-lending risks to low-income Africa. At the most
trade liberalization, seem to depend crucially on these obvious level, a number of countries in low-income Af-
relationships. rica have been openly hostile to foreign private partici-

What is the role of private external capital markets in pation in their economies. This is particularly true with
helping governments capture infrastructure or external- respect to direct investment, but such a stance must also
ity-led growth? Along with externalities, infrastructure affect the political risk perceived by commercial bank
investments often involve large fixed costs and long lenders.
gestation lags. None of these features, however, rules out More fundamentally, sociologists and political scien-
high social returns and therefore a potential role for tists suggest that many low-income African states are
private international capital markets. It does seem clear "soft," constrained by the need to buy political support
that borrowing must be long term, and that it should be through economic concessions to powerful interest
public borrowing, or publicly guaranteed borrowing. The groups. Outwardly hegemonic, governments lack the
lag problem suggests that there may be some reason for legitimacy needed to implement growth-oriented poli-
reschedulings that provide significantly longer maturi- cies (Ravenhill 1986). This issue has important implica-
ties and grace periods than are currently provided, even tions for interpreting the notion of "debt overhang" in
if (like option B described in the paper) these arrange- low-income Africa and conditionality's role in official
ments do not lower the present value of repayments. The debt relief.
puzzle remains however why, if socially profitable infra- Key in most formal analyses of the debt overhang is
structure investments are available in these countries, debt reliefs effect on the borrower's incentives to invest.
borrower government guarantees have not been enough In low-income Africa, the "investments" in question are
to attract private lenders. policy reforms that are costly today but possibly produc-

tive over time. What is needed to design such reforms is

Finance for Development? normative models of growth and resource allocation and
positive models that realistically treat the objectives and

Sovereign debt theory states that private banks will not constraints of governments. If "soft" governments are

lend unless they anticipate sufficient bargaining power concerned not only about growth, but also about their

over the sovereign borrower (or its guarantor) to recover own tenure, and perhaps disproportionately about the

the cost of funds. This suggests two reasons for the welfare of particular groups, adjustment programs-im-

abstinence of private creditors in low-income Africa. peccable by the standards of normative models-may fail

First, poor African countries simply do not have projects repeatedly in practice. The challenge is to identify poli-

(including infrastructure investments, and factories or cies that have desirable growth-promoting properties

policy reform) with above-market expected rates of re- and also create immediate and sustained political con-

turn, given uncertainty about exogenous events. Second, stituencies and therefore have a chance of actually being

such projects exist, but governments (or their succes- implemented.

sors) cannot be induced to carry them through or to
appropriate the returns on behalf of creditors in a suffi- Commodity Dependence
ciently wide range of states of nature.

While the first interpretation goes profoundly against As the authors observe, commodity price fluctuations
the optimistic instincts of development economists, it is have been key in the African debt problem. Government
at least conceivable that existing technologies are inade- expenditures in many countries rose dramatically in the
quate to generate bankable projects given the adverse face of commodity booms, and then fell only gradually,
demographic and physical characteristics of some of with a buildup of debt, as prices collapsed. While export
these countries. This would lead to the "pure" case for diversification will eventually reduce exposure to terms
multilateral (or even bilateral) development aid based on of trade fluctuations, the reality in the medium term is
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that commodity dependence will continue to pose sub- cial creditors, including export credit agencies, have
stantial problems for most of low-income Africa. For different objectives than commercial banks. Official
some countries (especially the agricultural exporters, as creditors give weight not only to narrowly defined risk
opposed to the mineral exporters), exposure may even and return, but also (and perhaps primarily) to promo-
increase in the medium term as policies discriminating tion of home exports and to such foreign policy objectives
against the agricultural sector are dismantled as part of as providing aid and buying friendships. The implications
structural adjustment efforts. are both negative and positive.

The problem is designing sustainable and appropriate On the negative side, aid-financed development (and
policies for handling commodity price fluctuations. It is by implication, debt relief) may be particularly prone to
tempting to characterize past behavior of many debt-rid- high ICORs given the need to satisfy the donor interests.
den countries in low-income Africa as reflecting the In fact, the World Bank itself has identified donor pres-
assumption that all terms of trade improvements are sures as a key source of inefficiencies in investment in
permanent and all deteriorations temporary. But since low-income Africa. But on the positive side, that official
the data exhibits no basis to justify such a view of com- creditors are capable of looking beyond the bottom line
modity price movements, and no reason exists to suppose means many of the blockages to commercial bank coor-
that African policymakers are systematically poor price dination may not operate as strongly in the case of official
forecasters, the challenge is one of understanding the creditors. This presents an institution like the World
economic and political constraints that generate such Bank with a real opportunity to contribute to the resolu-
superficially irrational behavior. tion of the low-income Africa crisis by informing and

The authors point out that creditworthiness in private coordinating the debt relief efforts of bilateral official
markets, while sporadic at best, appears to be strongly creditors.
linked to commodity prices. Given the central impor-
tance of commodity price fluctuations for these coun- Note
tries, it is somewhat surprising that one does not see
more commodity-based finance. If moral hazard prob- 1. Much intellectual ferment followed the publication of the
lems could be overcome, there would seem to be a strong World Bank's AcceleratedDevelopment in Sub-Saharan Africa
case for lending with repayments linked to commodity (1981), which differed in style and substance from the views of
prices, based on the preferable risk-sharing attributes of African heads-of-state as expressed in the 1980 Lagos Plan of
such contracts. Action. For a balanced overview of the issues, see Ravenhill

(1986) and Berg and Whitaker (1986).

The Behavior of Official Creditors
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Dealing with Debt: The 1930s and the 1980s

Barry Eichengreen and Richard Portes

The history of foreign lending in the 19th and 20th floated in the 1920s. Little evidence exists that capital
centuries offers a rich lode of evidence on the operation markets have grown more sophisticated or that banks
of international capital markets. The last hundred years have a comparative advantage in processing information.
have been punctuated by a series of crises-in the 1870s, On the contrary, the bond market's response to borrower
1890s, and 1930s, to cite three instances-bearing a characteristics during the 1920s bears a remarkable re-
striking resemblance to the debt crisis of the 1980s. For semblance to experience during the post-1970 era of
the historian, that experience provides an exceptional bank finance.
opportunity to study the long-term evolution of interna- * Neither monocausal explanations nor, for that mat-
tional markets and their adaptation to repeated shocks. ter, multivariate explanations limited to economic vari-
For the economist, it provides an opportunity to reflect ables can explain the incidence and extent of default.
on how the current debt crisis may be resolved. It is not Althoughauthors like Diaz-Alejandro (1983) and Fishlow
possible to extrapolate directly from historical experi- (1985) point to the magnitude of the external shock,
ence since institutional aspects of the lending process,

incldin th reatie iportnceof ankandbon f~ proxied typically by terms of trade deterioration, as aincluding the relative importance of bank and bond fi- .edn niao fdfut,ohreooi aibeleading indicator of default, other economic variables,nance, the rise of supranational agencies such as the includingthesizeofthe debtburdenand domesticpolicy
World Bank and the International Monetary Fund, and

the o[eof cedior-ounty gverment inre- response, and noneconomic variables, such as proximity
scheduling have changed fundamentally over the past to a major military power and international political

century. But even though the extent of institutional links, are also relevant.
variation renders naive the hope that one might be able * The implications of different debt management
to draw simple "lessons from the past," it still offers the strategies for subsequent macroeconomic performance
only evidence we have on the efficiency and distributio- remain difficult to isolate. In the 1930s as in the 1980s,
nal effects of different approaches to organizing interna- maintaining debt service tended to be associated with
tional lending and readjusting existing debts. fiscal austerity, import compression, and export subsi-

In a series of papers, we have examined the interwar dies, while the decision to suspend payments was often
debt crisis from this perspective. Our analysis has accompaniedbyfiscalexpansion,monetaryreflation,and
spanned the lending of the 1920s, the defaults of the import-substituting industrialization. This wholesale re-
1930s, and the debt readjustments of the 1940s and 1950s orientation of a country's macroeconomic stance makes
(Eichengreen 1988, 1989, and Eichengreen and Portes it difficult to differentiate the effects of external debt
1986, 1987, and forthcoming, a and b). This paper sum- management from the entire constellation of policies.
marizes and extends the main conclusions of that re- The accumulation of evidence nonetheless points to the
search. The discussion will be organized around nine conclusion that countries that interrupted service on
major findings. their external debts recovered more quickly from the

* Interwar investors exhibited sophistication and GreatDepression than did countries that resisted default.
foresight at the lending stage. Our analysis suggests that This contrasts with the experience of the 1980s, for which
the past repayment record of a country, its current polit- it is even more difficult to discern a relationship between
ical circumstances, and its economic policies all figured different debt management strategies and subsequent
in the determination of risk premiums on foreign bonds macroeconomic performance.
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* Countries that defaulted in the 1930s did not have 1930s does not leave one optimistic about their prospects
inferior capital market access after World War II. Follow- in the 1990s.
ing the conclusion of negotiated settlements with their * Unlike global plans, market-based debt reduction
creditors, countries that previously had suspended inter- made a useful contribution to resolving the debt crisis of
est payments and amortization were offered virtually the 1930s by reducing the debt overhang and eliminating
identical access to the capital market as were countries marginal creditors. Little evidence exists that debt
that maintained debt service without interruption. This buybacks had a significant impact on secondary market
is not to suggest that default was without costs in terms prices, whose movement seems to have been influenced
of loss of market access, only that those costs were not primarily by changes in the prospects for a negotiated
borne differentially by countries that interrupted debt settlement. In contrast to their public statements of
service once they reached settlement agreements with disapproval, creditororganizations were willingprivately
the creditors. Many of the costs were external to default- to entertain buybacks out of reserves as part of the
ing countries: neither defaulting nor nondefaulting debt- readjustment process.
ors had significant access to portfolio capital in the
decades immediately following World War II. The Lending Stage

* Readjustment of defaulted debts entailed a pro-
tracted negotiation process. The analogy with Chapter 11 The international capital markets in the 1920s are
corporate bankruptcy proceedings in the United States, accused of having engaged in all manner of excesses. The
in which default and readjustment permit a clean break issue houses pushed questionable obligations on hesitant
with the past, is no more applicable to the 1930s than to borrowers and questionable bonds on otherwise cautious
the 1980s. In many cases, interruptions to debt service investors.' New entrants into the supply side of the
were sporadic, and uncertainty over transfers lingered for market-large New York banks that "foresaw a series of
decades. lean years in wholesale and industrial banking, and

* In contrast to the experience of the 1980s, interwar jumped on the new bandwagon of retail banking"-were
default in some cases led to a substantial reduction of particularly guilty of such infractions (de Cecco 1985, p.
transfers from debtor to creditor. What we might call 57).2 But they were not alone. Private investors discrim-
"selective debt relief" was, however, compatible with a inated inadequately between good and bad credit risks
reasonable overall rate of return to the creditors. The risk (U.S. Senate 1932). Governments failed to monitor the
premiums charged ex ante sufficed to elevate the average industry adequately and to discourage dubious activities,
realized rate of return on sovereign loans above theyields even erring in the other direction as when, for instance,
on British and U.S. Treasury bonds. Losses to creditors they encouraged the flotation and purchase of German
on provincial, municipal, and corporate loans, although bonds (Schuker 1988).
more extensive, still permitted British investors to reap So it is alleged. Unfortunately, most of these assertions
positive ex-post returns. are difficult to test with precision. Successive authors

* Despite the contrast conventionally drawn between have cited the poor ex-post performance of interwar
government involvement in debt negotiations in the loans as proof of the interpretation. There are obvious
1930s and the 1980s, creditor-country governments dangers of drawing conclusions on the basis of 20-20
often were intimately involved in interwar debt readjust- hindsight, however. There was no way that investors in
ment. The difference between the 1930s and 1980s lies the 1920s could anticipate an unprecedented macroeco-
not in the extent of government intervention but in its nomic crisis on the scale of the Great Depression. That
direction. In recent years creditor-country governments their loans performed poorly given the exceptionally
have exerted continuous pressure on the debtors to poor state of the world does not suffice to impugn the
maintain service on their external debts. In the 1930s and lending process.
1940s, in contrast, creditor-country governments pres- It is more informative to consider the market's ex-ante
sured debtors and creditors alike. assessment of foreign lending risks. Table 4-1 contains

* Global schemes to short-circuit protracted bilateral estimates of the determinants of spreads over risk-free
negotiations proved unavailing. Nearly every element of rates on foreign loans floated in New York and London in
the global plans proposed in the 1980s-a special inter- the 1920s. This analysis utilizes ex-ante yields to matu-
national lending facility, matched injections of private rity on two samples of foreign bonds.3 The regressions
and public funds, conversion of existing assets into new relate the spread between those ex-ante yields and con-
ones featuring different contingencies-was first sug- temporaneous Treasury bond rates (consol rates for the
gested in the 1930s. Ultimately, those global schemes United Kingdom) to country characteristics, current
foundered on the issues of who should fund and control economic policies, and shifting capital market condi-
their administration. Failure of the global plans of the tions. The specification parallels Edwards' (1986), who
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Table 4-1. Determinants of Spread The regressions in table 4-1 seek to replicate the
over Risk-Free Rate essence of this analysis for the 1920s. The spread on each

Dollar bonds Sterling bonds loan is related to the debt's value (scaled by exports), to
Coefi- Standard Coeffi- Standard the category of borrower (national governments versus
cient error cient error others), to the year in which the loan was issued, and to

Constant 2.61 0.31 1.97 0.46
Valuelexports -0.07 0.24 0.0007 0.0007 the borrower's geographical location. Also included are
Municipal 0.11 0.18 - - two measures of current economic policies and condi-
State 0.07 0.17 - - tions in the borrowing country: the tradebalance and the
Corporate 0.76 0.16 - - budget balance. For the 1920s it is not possible to con-
National bank 0.04 0.34 - - struct a measure of the investment share of GNP like that
Other bank 0.14 0.28 - - used by Edwards for the 1970s and 1980s. But neither
Dominion etc. central - - -1.52 0.38
Dominion etc. local - - -1.25 0.69 were investment statistics available to prospective bond-

Foreign corporate stocks - - -0.45 0.25 holders. Instead, contemporary investment manuals
Trade surplus -0.20 0.25 -0.56 0.40 urged investors to focus on trade and budget balances as
Budget surplus -0.80 0.40 -0.12 0.41 the two most important indicators of a country's capacity
1921 -0.12 0.26 - - to generate and mobilize the foreign exchange required
1922 0.04 0.25 - - to service external debts.5
1923 -0.01 0.36 - - The spread on the dollar loans in the first column
1924 0.17 0.29 0.18 0.48 varies considerably, with a mean of 2.6 percentage points1925 0.19 0.27 0.39 0.52
1926 0.40 0.26 0.09 0.44 and a standard deviation of 1.1. The omitted alternatives

1927 0.38 0.26 -0.01 0.45 from the vectors of dummy variables (which are picked
1928 0.07 0.27 0.22 0.45 up by the constant term) are 1920, Germany, and na-
1929 0.06 0.28 0.20 0.48 tional government bonds. The coefficients on years indi-
Western Europe -0.73 0.18 0.33 0.26 cate little tendency of the spread to widen or narrow, as
Eastern Europe 1.21 0.26 1.15 0.33 one would have expected had foreign lending come into
Canada -1.38 0.19 -0.69 0.85 or fallen out of fashion.6 Relative to the omitted alterna-
Central America -0.79 0.29 - - tive (national government loans), higher spreads were
South America 0.50 0.21 0.38 0.67
Japan 0.05 0.36 -0.03 0.38 charged on loans to states, municipalities, corporations,
Australia -0.91 0.45 -0.29 0.67 and banks, which is consistent with the ex-post evidence

that loans to national governments outperformed these
Note: Dependent variable is spread. For dollar bonds 1920 is the

omitted year, while for sterling bonds 1923 is omitted. The omitted other loans from the creditors' point of view. (This is
country is Germany, while national government is the omitted category discussed below, under "Terms of Settlement.") Only the
ofsborrower. coefficient on loans to corporations is significantly dif-R-squared 0.69 0.91

Standard error of regression 0.00654 0.3876 ferent from that on the omitted alternative, however. In
Number of observations 207 43 the case of sterling loans, where the omitted alternative
Sources: Eichengreen and Portes (forthcoming, b); Stock Ex- is government-guaranteed British funds, again there is

change Yearbook; Young (1931)..
evidence of informed behavior: higher risk premiums
were charged on loans to local governments than on

sought to address Guttentag and Herring's (1985) con- loans to central governments, and on foreign than on
tention that rates charged foreign borrowers on bank Dominion issues. These results contrast with those of
loans in the 1970s could not have incorporated adequate Edwards for the 1970s; he detected no discernible differ-
country risk premiums because they varied so little ence in spreads on loans to different categories of bor-
across loans. Edwards tested this hypothesis for both rowers.
bank loans and bondsby regressing spreads on indicators In the dollar-bond equation, the coefficients on re-
of country risk such as the magnitude of the debt burden, gions suggest, not surprisingly, that the best bond mar-
the level of investment, measures of debtor-government ket reputations were enjoyed by Canada, Central Amer-
policy, and other borrower and loan characteristics. Al- ica, and Western Europe. Both Canada and Western
though he found for the bond market that the spread rose Europe had unblemished records of foreign debt servic-
with the debt-GNP ratio and fell with the investment- ing, while the small Central American countries econom-
GNP ratio, consistent with the hypothesis that lenders ically or politically dependent on the United States had
distinguished among good and bad credit risks, his other little choice in the matter 7 Conversely, the Eastern Eu-
coefficients were insignificant, suggesting that investors ropean nations were charged the largest risk premiums.
paid inadequate attention to other indicators of country These geographical variations are suggestive of bond-
risk.4  holder sophistication, insofar as the pattern of ex-post
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returns indicates that loans to Eastern Europe were stage, whose dawn coincided with the Monetary and
relatively risky and those to Western Europe and Central Economic Conference of 1933, was dominated by default
America were relatively safe. With hindsight, only the by Germany, the largest foreign debtor.
German loan riskpremium is anomalous. The spreads on As in the 1980s, the debt crisis of the 1930s did not
loans to Germany, the leading borrower of American have a single cause. Liberal foreign borrowing in the
funds, were smaller on average than those on loans not 1920s increased the debtor countries' vulnerability to
only to Eastern Europe and South America but to Aus- external shocks. Central government debt-export ratios
tralia and Japan as well. This is consistent with the view in many Latin American countries had risen to more than
of the U.S. State and Commerce Departments, voiced in 100 percent by 1928, and interest and amortization on
1925, that American investors underestimated the risks this component of the debt alone would have required 10
associated with investment in German bonds percent of export receipts.9 In certain cases, debt-export
(Eichengreen 1988). ratios were considerably higher (table 4-2). Germany

The results for sterling bonds are basically consistent. had reparations and commercial debts with which to
The average spread is smaller (1.8 percentage points contend; in 1928 reparations transfers plus commercial
compared with 2.6 for the United States), perhaps reflect-
ing the perception that British loans were less risky
because of their different geographical destination; the
standard deviation of the spread is virtually identical to Table 4-2. Central GovernmentDebt-Export Ratios
that for dollar bonds (1.0 versus 1.1). High risk premiums (percentage points)

were charged the Eastern European countries, while 1929 1931 1933 1935

Latin America, Greece, and Germany stood in the middle, Heavy defaultersBrazil 153 163 215 127
and the Dominions and Japan enjoyed the lowest costs of Bulgaria 263 288 n.a. 416
borrowing. Chile 102 327 842 573

The dummy variables for countries and regions cap- Colombia 58 101 123 67
ture political factors influencing default and, presum- Costa Rica 96 130 174 158
ably, reputational factors related to past repayment per- El Salvador 106 153 183 157

formance. In a well-functioning market, investors should Germany 7 34 62 42
Greece 415 750 633 474also take into account current economic policies. Coef- Guatemala 65 97 162 123

ficients on the trade and budget balances speak to this Hungary 124 251 347 256
question. In equations for both sterling and dollar bonds, Poland 135 212 472 355
their coefficients have the anticipated negative signs Uruguay 147 185 212 148
(larger trade and budget surpluses tended to reduce Unweighted averages 139 224 311 241
spreads), although only the budget surplus in the equa- Light defaulters
tion for dollar bonds differs significantly from zero at Argentina 49 73 113 81
standard confidence levels.8  Australia 162 684 621 585

Absolute statements about market efficiency are al- Austria 78 157 310 274
ways problematic, but comparative evaluations are more Belgium 87 111 190 240
straightforward. In this case, there is no evidence that Canada 44 82 98 107
investors were less discriminating in the 1920s than in Czechoslovakia 26 48 119 98

the 1970s. There is no evidence that either banks or the Denmark 45 56 57 54
Finland 52 128 74 51

bond market possessed a comparative advantage in prc- France n.a. n.a. 22 18
ing foreign loans. Italy 12 17 28 30

Japan 69 132 76 57
Causes of Default New Zealand 278 454 400 350

Nicaragua 30 42 53 46
Norway 107 165 133 118

The debt crisis of the 1930s unfolded in three stages Spain 43 95 137 157
(Eichengreen and Portes 1987). The first, spanning cal- Venezuela 5 1 1 1
endar year 1931, was dominated by Latin American de- Unweighted averages 72 150 152 142
faults. Interest and amortization payments were partially n.a. Not available.
suspended by every South American country except Ar- Note: War debts and reparations are excluded for France. Figures
gentina. In the second stage, from early 1932 to mid- forAustralia starting in 1931 include state debts assumedby the federal

authorities. Those for Brazil and Chile include selected state and local
1933, default spread to Southern and Eastern Europe. debts assumed by the federal authorities.
The proportion by which payment fell varied across Source: League of Nations, Annual Statistical Yearbook (various
countries, but most countries were affected. The third issues).
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debt service required more than 20 percent of gross ity lottery" was only one of several determinants of the
export receipts (Harris 1935). response of borrowing countries. Regressions relating

Starting in 1928 the debtor countries were battered by the percentage of government and government-guaran-
a series of external shocks that increased their transfer teed debt in default (for all levels of government) at
burden and reduced their debt-servicing capacity. First various points in the 1930s to a vector of country char-
was the sudden decline in lending by the United States acteristics confirm the importance of the commodity
and other creditor nations. The mounting boom on Wall composition of exports and the export price shock
Street diverted American funds from foreign to domestic (Eichengreen and Portes 1986). More severe terms of
uses and, like a powerful suction pump, siphoned off trade declines increased the probability of default. But in
liquidity from the rest of the world. At the beginning of addition to the commodity lottery, default was signifi-
1928 approximately US$800 million was required to cantly related to other variables. Holding constant the
meet foreign debt-service payments on dollar debts.10  terms of trade decline, more heavily indebted countries
Net short- and long-term foreign lending by the United were more likely to default.
States exceeded $1 billion in 1927 and reached nearly In addition to these changes in the debt burden and in
$700 million in 1928. Thus, despite the collapse of new debt-servicing capacity, however, two other sets of vari-
lending in summer 1928, the new money provided be- ables conditioned the default decision. First, the domes-
tween January and June nearly sufficed to finance that tic response to the external shock played an important
year's dollar debt-service costs. In 1929 net short- and role. Countries that prevented large government budget
long-term lending by the United States turned negative, deficits from emerging, through either tax increases or
and the $800 million bill came due. As in the 1980s, part expenditure reductions, were less likely to default than
of the problem was the suddenness of the shift. their spendthrift counterparts. To put the point another

There could have been no less opportune time for the way, governments least willing orable to retrench fiscally
collapse of global commodity markets. Primary com- were least able to avoid default. Second, political aspects
modity exporters had already come under strain. Their of the decision whether or not to suspend debt-service
terms of trade had deteriorated steadily over the course payments appear to retain a role even after controlling
of the 1920s. These then dropped like a stone with the for the country's economic characteristics. For instance,
onset of the Depression. Lewis (1949, p. 56) provides the our equations significantly underpredict the level of debt

sad litany: "From 1929 to 1930 the average price of wheat service maintained by Australia. That Australia never

fell by 19 percent, cotton 27 percent, wool 46 percent, defaulted on its external debt (notwithstanding attempts
silk 30 percent, rubber 42 percent, sugar 20 percent, to suspend interest payments by a left-leaning state gov-
coffee 43 percent, copper 26 percent, tin 29 percent; the ernment in New South Wales in 1931, which were coun-

index of prices of commodities entering world trade fell termanded by the national authorities) can be attributed

from 1929 to 1932 by 56 percent for raw materials, 48 to political ties to Britain, to which the vast majority of
percent for foodstuffs, and 37 percent for manufactures." the debt was owed.

It is these developments that Diaz-Alejandro (1983) and This analysis provides a nuanced picture of the debt-

Fishlow (1985) stress as determinants of default. They servicing decisions of borrowing countries. One cannot

emphasize first that the collapse of real export revenues sustain the argument that the severity of the external

was so severe that countries could avoid default only shocklefteach defaulting country without otheroptions.

through the most decisive action. They suggest that the Nor does it appear that the only factor differentiating the
countries' situations was the extent of the terms of trademagnitude of the terms of trade decline determined for deln.Textrashc'svriyteeooms

whom the necessary steps were still feasible. Argentina .eln,Teetra hck eeiy h cnm'
who Autelia oneca stserve tei eats A r ina vulnerability, the domestic policy response, and politicaland Australia continued to service their debts, for in-.
stance, because as wheat exporters they suffered milder factors combined to influence the decision.
terms of trade declines than countries like Brazil, which
exported coffee, or Bolivia, which exported tin. Macroeconomic Repercussions of Default

The impact of the export price collapse on foreign
exchange receipts was reinforced by the contraction of In the 1930s as in the 1980s, efforts to maintain exter-
export volumes. Between 1929 and 1932, world trade in nal debt service entailed import compression to generate
foodstuffs fell by 11 percent, trade in raw materials by 19 foreign exchange, and a surplus on the noninterest cur-
percent (Lewis 1949, p. 58). These observations are con- rent account of public authorities to mobilize receipts for
sonant with the explanation for default that emphasizes government and government-guaranteed debt service.
the magnitude of the external shock. As tax revenues declined with the deepening Depression,

Empirical analysis of the incidence and extent of de- governments were forced to impose draconian cuts on
fault suggests, however, that Diaz-Alejandro's "commod- current expenditures to avoid the emergence of unman-
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ageable public sector deficits. Export revenues declined, For the 1930s it is possible to compare economic
and international reserves were run down, forcing the performance across countries adopting very different
authorities to adopt increasingly stringent monetary policies toward their external debts (figures 4-1 and
stances to strengthen the balance of payments. In com- 4-2).11 Both GNP and industrial production expanded
bination, these policies would be expected to have de- more quickly in the "heavy defaulters" after 1931. The
pressed domestic demand in general and investment simple comparison suggests that countries that de-
demand in particular. Governments willing to suspend faulted recovered more successfully from the ravages of
interest payments had more scope for adopting monetary the Great Depression.
and fiscal policies conducive to recovery. There are several reasons to treat the comparison with

There are obvious parallels with the 1980s, when the caution.For one, the constellation ofpolicies influencing
Latin American debtors, in a desperate effort to maintain growth may have differed across countries in ways that
service on their debts, have been forced to adopt austerity are not attributable to their different debt management
policies that have resulted in nearly a decade of slow strategies. Moreover, there is the problem of sorting out
growth. But many observers have cautioned the debtors the direction of causality: countries suffering more se-
that a moratorium or default, although it may offer vere declines in income were more likely to default now
immediate macroeconomic benefitsin terms ofscope for it seems that defaulting countries enjoyed more rapid
reflationary policies, may also have macroeconomic income growth. There is nothing incompatible in the two
costs in terms of disruptions to export and capital market arguments, but two-way causation poses identification
access. Exporters may encounter difficulties in obtaining problems. Even if the problems posed by the joint en-
trade finance or suffer retaliatory trade sanctions. dogeneity of default and output growth can be solved,

Table 4-3. Default and Economic Performance in the 1930s: A Statistical Description
Ordinary least-squares regression 71o-stage least-squares regressions

Terms of trade -9.67 -18.89 -824 -10.39 -3.98 -4.41
(6.45) (8.35) (5.63 (9.32) (11.51) (7.08)

Percent of debt in 0.26 0.33 0.2C 0.46 0.99 0.59
default (0.04) (0.05) (0.02 (0.09) (0.15) (0.15)

Import-GNP ratio x 100 1.47 0.61 2.51 1.30
(0.26) (0.1 (0.41) (029)

1930 -1.95 2.71
(2.37 (3.46)

1931 -10.48 -7.37
(2.22, (3.12)

1932 -18.11 -15.83
(2.28) (2.83)

1933 -12.21 -12.83
(229) (2.92)

1934 -2.91 -4.26
(2.26) (2.89)

1935 5.31 - 3.19
(2.39) (2.89)

1936 16.07 11.82
(7.30) (2.95)

1937 24.53 19.69
(10.62) (3.36)

Standard error of
regression 16.49 16.12 10.64 17.03 20.93 12.74

0.15 0.23 0.68 0.10 0.10 0.52
Number of

observations 214 214 214 204 204 204

Note: The dependent variable is annual percentage change in industrial production between the previous and current years, where the current
year runs from 1929 through 1937. The variables terms of trade and import-GNP ratio are defined as deviations from country mean for that variable
for the sample period to eliminate country effects. Standard errors are in parentheses. The number of observations varies because some variables are
not available for some countries for some years.

Source: Authors' calculations.
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Figure 4-1. Growth of Real National Income, 1929-37 Figure 4-3. International Terms of Trade, 1929-36
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Source: Data are from the sources described in Eichengreen Source: Data are from the sources described in Eichengreen
and Portes 1986, appendix. and Portes 1986, appendix.

there is still the possibility that, because production need for a constant term.14 To control for changes over
declined more dramatically before 1931 in countries that time in the global economic environment, we include a
defaulted, higher unemployment and excess capacity vector of dummy variables for years. Although the coef-
may have offered more scope for output to snap back ficient on the terms of trade exhibits instability, itappears
later. After suffering more serious terms of trade declines that countries suffering more severe external shocks
before 1931, serious defaulters may have benefited from grew more slowly. And strikingly, countries with a larger
more rapid terms of trade improvements as international share of their external debt in default grew more quickly.
commodity markets recovered thereafter. In fact, figure This continues to be the case when the vector of dummy
4-3, while confirming the greater severity of the terms variables for years is added and when the terms of trade
of trade shock suffered by heavy defaulters immediately variable is dropped.
after 1929, suggests that, with the exception of 1934, the One problem with basing inferences on these regres-
terms of trade of the two groups of countries subse- sions is that the default variable is endogenous. In de-
quently evolved more or less in parallel.12  fense of ordinary least-squares regressions, one might

When the rate of change of industrial production is argue that only past output growth affects current de-
regressed on both the terms of trade and the measure of fault, but current default influences future output, ren-
default (table 4-3), both variables tend to have an impact dering the system recursive. In practice, however, it is
on output growth.13 To control for cross-country differ- possible for effects to run in both directions within a
ences in the secular rate of growth, the dependent vari- calendar year. But the direction of endogeneity bias
able is defined as the deviation from the country mean should only reinforce conclusions drawn from the ordi-
for that variable for the sample period, eliminating the nary least-squares regressions. Output growth should

have a negative effect on default, while according to table
F 4-3, default had a positive "impact" on growth. If en-

dogeneity is present, it is likely to bias the coefficient on
default toward zero, rendering the estimates in the first

15 three columns of table 4-3 lower bounds. The final three
columns therefore report two-stage least-squares esti-

Heavy defaulters, mates, which use as instruments for the percentage of
5/ debt in default the determinants of default identified in

Light defaulters our previous work (Eichengreen and Portes 1986). These
o confirm that the coefficient on default tends to increase

with this adjustment.15

-5 -To test the "rubber-band effect" (that countries suffer-
10 Iing the largest declines in output in the early stages of

1929 1931 1933 1935 1937 the Depression had the greatest scope for recovery sub-
sequently), we regressed the rate of growth production

Source: Data is from the sources described in Eichengreen in the recovery period (1931-37) on our default variable,
and Portes 1986, appendix. the percentage change in the terms of trade, and the
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percentage change in production between 1929 and a need to generate foreign exchange receipts nor as
1931. The rubber-band effect is present, but its inclusion favorable access to certain creditor-country markets and
does not reverse the coefficient on default (table 4-4). had reason to shift resources into the import-competing

Such regressions may fail to control adequately for sector.18 The simple correlation of -0.30 in table 4-3
other respects in which the external environment and between default and the import share of GNP (pooled
the stance of domestic economic policy conditioned the time-series cross-section data, defined as the deviation of
pattern of growth.16 Whether to continue external debt the import share from the country average for the sample
service was only one of several interrelated policy re- period) is consistent with this view.
sponses to macroeconomic shocks of the 1930s. Lacking The consensus view of such policies as they operated
an explicit model of fiscal policy, there was little con- in the past quarter century is that they have proven
scious manipulation of budgetary instruments in the inferior to export promotion (Krueger 1978). Experts
1930s.1 Monetary policy was more widely used, although indict import substitution strategies for insulating pro-
monetary authorities were constrained by inflationary ducers from the chill winds of competition, for diverting
fears, by the desire to defend the gold standard, and by resources into sectors far removed from comparative
doubts regarding effectiveness of monetary reflation. The advantage, for raising input costs, and for discouraging
most widely adopted measures were the complex of pol- industry from achieving minimum efficient scale. But it
icies referred to as "import substitution." With the col- need not follow that import substitution was an inferior
lapse of their export markets following 1929, govern- strategy in the 1930s. Some country studies suggest that
ments adopted policies designed, in varying degrees, to import substitution worked well in particular instances
reduce their economies' dependence on exports and to (Fishlow 1972 and Thorp 1984). It is conceivable, for
shift resources to import-competing uses. Exchange instance, that the effectiveness of import substitution
rates were devalued, first in New Zealand and Latin relative to export promotion may depend on the rate of
America, and then in other parts of the world. Increas- expansion of international trade. When trade expands
ingly comprehensive systems of tariffs and quotas, often rapidly, as it has since World War II, it may make sense
supplemented by exchange controls, were used to limit for developing countries to hitch their economies to this
imports. In some countries credit was extended by the locomotive; when trade expands slowly, it may pay to
public sector on favorable terms to import-competing consider other options.
industries, and other measures were adopted to promote To capture this complex of policies, we added to the
their growth. Such policies may well have been related regressions in table 4-3 the import share of GNP relative
to the choice of debt management strategy. Countries to the country average for the sample period. This mea-
like Argentina, for instance, that continued to service sure captures not the different growth prospects of more
their debts, did so by retaining resources in the export and less open economies but rather the implications of
sector and by relying on imports for provision of other policies tending to increase or reduce openness. The
goods. Other countries like Brazil, which reduced or coefficient enters with a positive sign and differs from
suspended debt-service payments, had neither as urgent zero at standard confidence levels, suggesting that coun-

tries that raised their capacity to import most rapidly in
'Pable 4-4. Percentage Growth of Output the 1930s recovered most quickly from the Depression.

More significantly, the coefficient on the percentage of
Dependent variable debt in default is robust to the inclusion of this additional

Explanatory Industrial measure of economic policy stance.
variable production GDP

Constant 0.353 0.151 If the data for the 1930s suggest a positive relationship
(0.094) (0.056) between default and subsequent economic performance,

Percentage change in -0.417 -1.313 the evidence for the 1980s is much more ambiguous. Part
dependent variable, (0.419) (0.403) of the problem is distinguishing different debt manage-
1929-31 ment strategies. Most authors' measure of interruptions

Percentage of total government 0.002 0.002 to debt service, namely the prevalence of rescheduling,
debt in default (0.001) (0.001) is an imperfect proxy. Figure 4-4, which compares

Percentage change in -0.074 -0.089
terms of trade, 1931-37 (0.023) (0.174) growth rates of GDP for 20 defaulting and nondefaulting

Standard error of countries, confirms that the growth rate of reschedulers
regression 0.258 0.188 accelerated in 1984-85 relative to 1982-83, but that their

0.113 0.522 performance was still substantially worse than that of the
Number of observations 25 24 nonreschedulers. Whereas only one nonrescheduler

Note: Standard errors are in parentheses. shows a deterioration in fiscal position (India), six
Source: Authors' calculations. reschedulers do (Argentina, Brazil, Chile, Peru, Philip-
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pines, and Uruguay). Investment ratios drop much more fact-following the defaults of 1931-33 portfolio lending
dramatically in reschedulers than in nonreschedulers.19  remained depressed. Only in the late 1960s and early

Onceagain,theproblemwithsuchcomparisonsisthat 1970s did portfolio capital flows recover with the entry
they fail to control for other respects in which countries of the money-center banks into international retail bank-
differ. One attempt to do so finds little evidence that ing. American and European investors concluded from
rescheduling promoted growth. Analyzing macroeco- 1930s experience that foreign direct investment was pref-
nomic performance in 52 developing countries, Lindert erable to foreign bond purchases. As a spokesman of the
(forthcoming) finds that reschedulers performed less U.S. National Association of Manufacturers put it in 1949,
well (as measured by the GDP growth rate) than did other "After the experience of the thirties and the serious
countries. This result emerges even when instrumental balance of payment difficulties now plaguing most of the
variables are used in an attempt to eliminate simultane- world, the superiority of equity over loan financing has,
ity bias. we believe, a universal appeal" (cited in Eichengreen

Two explanations for this difference between the 1930s 1988). Few deceived themselves into believing that the
and the 1980s suggest themselves. First, compared with risk of nationalization of foreign direct investments was
rescheduling in the 1980s, default in the 1930s offered negligible; that it was thought to be significantly less
more opportunity for redirecting domestic resources than the danger of default on foreign portfolio invest-
toward investment and other domestic uses. Interrup- ments is an indication of the scars left by the interwar
tions to debt service in the 1980s have been partial and entsrisn ith.experience.
intermittent, and the net resource transfer to creditors xpBut there is scant evidence that defaulting debtors
remains large. Second, the macroeconomic repercus-
seins frdefu mayon thae eeadfroeon c en errup- were differentially affected. Jorgensen and Sachs' (forth-
sions of default er ve ee iered as interrup- coming) study of six large Latin American debtors shows

rather than relatively isolated, as in the 1980s. no observable capital market penalty for 1930s default in
the period 1950-64. Lindert and Morton (1988) conclude

Default and Capital Market Access from their study of over a century of international lend-
ing experience that "defaulting governments have sel-
dom been punished, either with direct sanctions or with

Excluding debtors from the capital market was the discriminatory denial of late credit." Eichengreen (1988)
immediate way for creditors to retaliate against default. analyzes borrowing by a cross-section of 32 countries in
Starting in 1825, the London Stock Exchange refused the first postwar decade, relating foreign borrowing to
quotation to new loans of governments in default on both demand-side variables (as proxied by country char-
outstanding obligations, and, in extreme instances, re- actesc uhsie variability a -

fuse toquoe al lansof te ofeninggovrnmnt. acteristics such as openness, export variability, and in-
fused to quote all loans of the offending government.
There was no comparable arrangement in New York, herited debt) and supply-side variables, notably past debt-

though it was still possible for individual creditors to servicing performance. In those results there is no

refuse accommodation to defaulting borrowers. apparent relationship between severity of interwar de-

That capital markets reacted strongly to the defaults fault and ability to borrow immediately following World

of the 1930s is beyond question. For years-decades in War II.
This does not mean that lenders were unaware of

Figure 4-4. Average Growth Rates of GDP 1979-85 default. But reaction against portfolio investment abroad
was general rather than selective. "A general sigh of

d,n resolve was to be heard over the United States," Herbert
Feis wrote. "Never again should we lend or invest our
money in foreign lands" (Feis 1950, p. 1).20 American
investors, having been rudely reminded of the special
risks of foreign loans, revised their assessment of lending
abroad. The British and others reacted similarly and were

Note: Figures are unweighted averages. Reschedulers are countries significantly constrained by controls on capital move-
categorized in World Debt Tables as major borrowers or highiy in-
debted countries, excluding Sub-Saharan Africa, which had not re- ments until the end of the 1950s. Thus the market for
scheduled before 1983 but did reschedule 10 percent or more of their portfolio investments remained becalmed for more than
total debt during 1983-85, thereby restricting attention to countries a third of a century. Sovereign default may have had costs
that rescheduled only after the 1982 crisis; they include Argentina,
Brazil, Chile, Costa Rica, Ecuador, Mexico, Morocco, Peru, Philip- in disruptions to capital market access, but many of these
pines, Uruguay, and Yugoslavia. Nonreschedulers include Colombia, costs were external to the defaulting countries and af-
Egypt, India, Indonesia, Israel, Republic of Korea, Malaysia, and Vene- fected the market access of defaulters and nondefaulters
zuela.

Source: IMF, International Financial Statistics. alike.
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Two caveats to this conclusion are in order. First, the state, and local loans partial interest (from 17.5 to 50
generality of the capital market's reaction may have been percent of contractual levels); and certain state and mu-
a function of the generality of default. Default having nicipal loans no interest. At the end of 1937, with the
been so widespread, it led to a comprehensive reassess- external situation little improved, debt-service payments
ment of the risks of international lending that redounded were suspended again. Following sporadic negotiations
unfavorably even on countries that kept their debt ser- with creditors, in 1940 Brazil announced another tem-
vice up-to-date. In contrast, in periods like the 1920s, porary, four-year settlement, under which the seven cat-
when the only countries in serious default were Mexico, egories of bonds distinguished in 1934 were to receive
Ecuador, and the Soviet Union, and the 1970s, when debt interest at modified rates. Finally, in 1943 Brazil and her
problems were much more isolated than they became creditors negotiated a permanent readjustment in which
later, the market may have been more inclined to focus bondholders had the option of choosing between two
on particular countries' creditworthiness and less in- plans, one that reduced interest rates from 30 to 70
clined to reassess the entire enterprise. Second, the percent of contractual levels, and a second under which
market's tendency to discriminate among countries ac- they would surrender 20 to 50 percent of capital in
cording to their debt-service records may be different in exchange for a cash payment of 6 to 60 percent of par
periods of stagnation and buoyancy. Ozler (1988b) sug- value and somewhat higher interest rates on the remain-
gests that during the boom in bank finance in the 1970s, der.
larger spreads over the risk-free rate were demanded of So, while there may be some truth to the notion that
countries with records of having defaulted on loans in in the era of bond finance debtors were better able to
the past.21 Still, there is little evidence that defaulters jettison their debt overhangs and redirect resources to-
were rationed out of the market, or that faithful servicers ward domestic uses, the extent of the difference should
were rationed in. not be exaggerated. Even when payments were sus-

pended, there was often a real possibility that they would
The Settlement Process be restarted. In the 1930s like the 1980s, investors had

reason to be wary about committing funds to domestic

Observers of the current debt crisis deplore its pro- investment because government still might tax the re-

tracted nature. Investment and growth remain low. Un- turns and devote them to debt service. The difference

certainty about the resolution of the crisis continues to between periods lies not in the uncertainty or in any
depress bank share prices and to increase the money-cen- difference in investment-debt service links, but in

ter banks' vulnerability to destabilizing shocks. A con- governments' willingness and ability to reduce payments

trast is often drawn with the era of bond finance, when by a substantial fraction of contractual rates.

debtors were able to make a clean break with past prob- Negotiations were complicated by the existence of a

lems and divert scarce resources to productive domestic large number of bondholders. It was even harder than in

uses. But even in the era of bond finance readjustment the era of syndicated bank lending to solicit opinions of
of defaulted debts involved a protracted process of spo- the creditors on a settlement proposal. Yet the British

radic suspension and renegotiation. Service might be and, after 1933, the Americans came up with a remark-
suspended in part or in full, restarted for some years, ably efficient solution to the representation problem.
suspended again, and so forth. Negotiations with the Committees were appointed to negotiate with debtors.
creditors often proceeded on an on-again, off-again basis Bondholders were sometimes asked to lodge their bonds
and required as much as a quarter of a century to with the committee and at other times simply to register
complete. as interested investors. Readjustment plans were sig-

Brazil's experience is illustrative.22 The Depression naled by publication of an offer or by an announcement
caused a precipitous fall in Brazilian exports, leading the that bond covenants were henceforth modified. If the
government in October 1931 to suspend interest pay- plan was deemed fair or at least the best that could be
ments unilaterally on most of the nation's external debts. expected, the committee would recommend its accep-
In March 1932 a plan was announced to issue 20- and tance by the bondholders. Bondholders signified their
40-year funding bonds to capitalize interest arrears and approval by cashing a coupon or, when requested, ex-
to resume normal interest payments no later than 1934. changing the old certificate for a new one. The only
But in 1934, with the advice of British financial experts, option available to dissident bondholders was to hold out
Brazil announced a plan to readjust the debt. The Aranha for better terms.
Plan, designed to run through 1937, limited debt service Recommendation of a reputable bondholder's com-
to roughly half of Brazil's net export receipts. Bonds were mittee was the seal of approval on an offer. In Britain,
divided into seven grades, with funding loans and other where the Corporation of Foreign Bondholders (CFBH)
select obligations to receive full interest; other federal, had been in existence since 1868 and was universally
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acknowledged to represent the creditors, that recom- debtor countries received what can be interpreted as
mendation carried considerable weight. When the CFBH substantial relief, the defaults of the 1930s did not inflict
recommended an offer, any stock exchange sanctions unsupportable losses on creditors.
could be expected to be withdrawn, and dissident bond- Investors in different bonds had rather different expe-
holders had little hope of obtaining better terms. In the riences. First, for both sterling and dollar issues, loans to
United States, a comparable organization was created national governments yielded higher realized returns
only in 1934 when, with State Department prompting, than loans to states and municipalities; loans to states
the Foreign Bondholders Protective Council was formed. and municipalities in turn yielded higher realized re-
Before then, bondholders relied on ad hoc committees turns than loans to foreign corporations. And American
created to deal with individual defaults. The ad hoc investors purchased a disproportionate share of specula-
nature of such committees inflated administrative ex- tive bonds issued for foreign municipalities and corpora-
penses, while the existence of rival committees, and tions. Second, London specialized in new overseas issues
committees of dubious reputation, made it difficult for for the Commonwealth and colonies and devoted a
both debtors and creditors to determine who best repre- smaller share of capital than New York to riskier loans to
sented the bondholders' interest. Latin America and Central Europe. It is difficult to know

if London's behavior is attributable to a more experienced

Terms of Settlement market, to long-standing political and financial ties with
the Commonwealth, to preferential British tax treatment
of colonial issues, or to the Bank of England's intermit-

In contrast to the experience of highly indebted coun- tent embargoes on foreign issues. But the combined
tries in the 1980s, interwar default led to a substantial resultof these factors was a significantly lower incidence
reduction in net resource transfers from some debtors to of default on sterling than on dollar issues.
creditors. Estimates of Lindert and Morton (1988), Jor- The prevalence of default does not by itself account,
gensen and Sachs (forthcoming), and Eichengreen and however, for international differences in realized rates of
Portes (1986 and forthcoming, b) agree on this point. Our return. British creditors also recovered more success-
own calculations, based on two large samples of foreign fully in the event of default. For the bonds in our sample,
bonds issued in the 1920s, also reveal considerable var- the average default on a dollar issue cost creditors more
ation in debtor and creditor experience.23  than 4 percentage points of realized rate of return, while

To summarize performance of foreign loans issued the average default on sterling issues cost them only
between 1920 and 1929, we calculated the nominal own- thout 2 percentage points. Part of the difference may
currency internal rate of return on more than 300 issues reflect the greater effectiveness of the CFBH than its
(table 4-5). For dollar bonds, at one extreme the realized American counterparts,4 and part may also reflect dif-
return marginally exceeded the contractual rate, as with ferent stances of the British and American governments.
Norway and Canada, because of early debt retirement. At
the other extreme, the realized internal rate of return
might reach substantial negative levels, such as -7.4
percent for Brazil, -9.8 percent for Bolivia, and -14.76
percent for Hungary, indicating that not just interest but 'Table 4-5. Realized Rates of Return on Overseas
substantial principal was written off. Bonds Issued in the 1920s, by Borrowing Region or

On average, however, both British and American cred- Country
itors recovered their principal. Our calculations suggest (percentage points)
that, for creditors with diversified foreign bond portfolios Region or county Dollar bonds Sterling bonds

who were willing to hold out for final settlement, the Central America 1.46 -

1930s defaults were not as disastrous as typically por- South America 3.50 1.44
Germany 1.12 3.61

trayed. The average nominal internal rate of return Other Western Europe 4.83 4.81
(weighted by issue value) was roughly 4 percent on dollar Eastern Europe 2.04 1.45
bonds and about 5 percent for sterling issues. Although Canada 5.08 5.18
dollar bondholders settled for approximately half of con- Australia 5.97 5.26
tractual interest and sterling bondholders settled for only Japan 620 5.30
slightly more, dollar bondholders did only slightly worse OtherAsia - 5.92

than if they had held domestic Treasury bonds, and Africa - 5.62

sterling bondholders did slightly better. Ex-ante risk Note: Rates of return on sterling bonds are calculated on the

premiums were nearly sufficient to compensate Ameri- assumption that repurchases occurred at market prices. Returns ondollar bonds use market price or par retirements as specified in the
can bondholders for foreign lending risks, and they more bond covenants.
than sufficed for British bondholders. Although some Source- Eichengreen and Portes (1989 and forthcoming, b).
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Government Intervention As the war approached, creditor-country pressure for
settlement intensified. But in contrast to the 1980s,

A theme in much recent literature on debt (see Sachs considerable pressure was often applied to creditors as
1986) is that creditor-country governments have contin- well as debtors. In addition to providing information and
ually pressured debtors to service their obligations. One advice to the bondholders' representative committee and
might think that in the 1930s and 1940s, when creditor- objecting to discriminatory provisions included in settle-
country banking systems held only a small share of their ment offers, governments sometimes intervened directly
portfolios in foreign bonds and therefore were not at risk in negotiations if they felt that progress was inadequate.
in the event of foreign default, creditor-country govern- Obtaining a favorable settlement for the creditors was a
ments might have felt less compelled to intervene. 25 This lower priority than international trade concessions and
view is supported by the tendency of British officials international security agreements. Creditors were urged
between the wars to cite the remarks of their well-known to settle, in no uncertain terms, if their obstinacy stood
19th-century predecessors that the British government in the way of these other goals.
was not a debt collector. American officials also argued The essential difference in government intervention in
that higher returns on foreign loans than on contempo- the 1930s and 1980s, then, lies not in its extent but in its
raneous domestic investments represented implicit ac- direction. While U.S. officials in the 1980s have made
knowledgment of, and compensation for, the special risks clear the priority they attach to maintaining debt service,
of lending abroad, and that investors had no justification in the 1930s and 1940s, when governments intervened,
for seeking assistance. they might pressure both debtors and creditors to reach

In fact, governments were intimately involved in inter- early agreement.
war debt readjustments. This involvement varied across
creditor countries. British governments in the 1930s Global Plans
were more willing to intervene than the Roosevelt ad-
ministration. The British used the Ottawa Agreements of The Mexican and Brazilian crises in August-September
1932, which provided preferential British market access 1982 transformed the perception that debt difficulties
to the Commonwealth and Empire at foreign exporters' were country specific. These countries not only required
expense, to secure favorable treatment of sterling debts emergency rescue packages, but their problems made
by Argentina, in return for tariff preferences under the the international financial community aware of the gen-
provisions of the 1933 Roca-Runciman Treaty.26 The eralized nature of the debt crisis.
Americans were more hesitant to link trade and debt, The policy reaction was designed to avoid contagion
especially once Roosevelt was persuaded by Secretary of effects that might lead to a financial crisis like that of the
State Cordell Hull to give priority to the restoration of early 1930s (see Eichengreen and Portes 1987 for a
free trade and the U.S. began to move in that direction comparison). The perception that serious debt-servicing
by adopting the Reciprocal Trade Agreements Act in problems were already widespread prompted the elabo-
1934. ration of several proposals for global solutions. These

Links between U.S. Export-Import Bank loans and plans have been surveyed and analyzed by Cline (1987)
commercial debts varied. On some occasions, the United and Fischer (1988). Most involved taking debt off the
States extended Eximbank loans despite unsettled de- books of commercial banks at a discount and reducing
faults; on others, officials made clear that Eximbank debtors' repayment obligations correspondingly. Typi-
decisions had a political dimension and might be torpe- cally, they required an international financial institution
doed by Congress without progress on the debt. Along to implement the scheme.
with several European governments, Britain threatened There are three obstacles to these global solutions.
to impose clearing arrangements on Germany following First, there mustbe political agreement to authorize and
its default in 1933, leading to partial or full resumption initiate the scheme. Second, there must be uniform
of service on Germany's European bonds. No clearing procedures for all debtors or at least criteria for discrim-
was threatened by the United States, and no significant inating among them. Third, taxpayers in creditor coun-
interest payments were made to Germany's American tries mustbe willing to help defray the costs of debt relief.
creditors in the 1930s. After the outbreak of World War All three factors mitigate against the successful imple-
II, governments became directly involved in interna- mentation of such schemes.
tional trade and finance, and intervention was limited Most authors of global solutions to the 1980s debt
largely to instances where public officials promoted the crisis are unaware that similar plans were widely dis-
original bond issues (as with Germany's Dawes and cussed half a century earlier. Some, like current propos-
Young Plan loans) or when the debtor discriminated als in which the World Bank or International Monetary
against one national creditor in favor of another. Fund plays a central role, suggested that the then newly
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established Bank for International Settlements (BIS) be ference. In meetings with U.S. officials, Britain proposed
endowed with funds and authority to readjust defaulted a "normalization fund" to channel capital to countries
debts. Others advocated an independent facility under requiring foreign funds for purposes including the re-
the bondholders' control. Some advocated converting sumption of debt service. British officials suggested up
existing debts into new obligations, not unlike the debt- to $2 billion of capitalization for the fund, to be sub-
equity swaps and seniority provisions so fashionable scribed to by creditor-country governments. Representa-
today. Others emphasized the need to index payments to tives of debtor countries endorsed variants of the plan.
export revenues (compare Peru under Garcia) or to ser- It is a pessimistic commentary on the global plans
vice debt in local currency (Dornbusch 1988). currently under consideration that none of their inter-

Four sets of global schemes can be distinguished war predecessors bore fruit. Implementing those
(Eichengreen 1989). The first proposed to endow the BIS schemes would have required a serious commitment by
with the resources needed to resolve the crisis. The BIS leading creditor-country governments. But at each junc-
was established in 1930 as part of the Young Plan to ture, domestic problems diverted their attention from
reschedule German reparations; it was logical to propose the international debt crisis. In 1931 Britain was battling
that it might also take charge of other debt problems. increasingly intense balance of payments difficulties,
Hubert Henderson, a highly placed British government which ultimately drove it from the gold standard in
economic adviser, suggested that the BIS issue "Interna- September. In 1933 the Roosevelt administration turned
tional Certificates" to exporting countries to finance toward devaluation and away from international policy
debt-service payments and other economic needs. coordination precisely when the World Economic Con-

The 1931 Kindersley-Norman Plan, named after Mon- ference was poised to act on the debt problem. As a result
tagu Norman, governor of the Bank of England, and that conference limited its attention to the increasingly
Robert Kindersley, one of its directors, proposed a new turbulent exchange rate situation.
international facility to make loans to countries and Even when governments and banks were willing to
corporations unable to obtain them through normal entertain an international debt facility, there remained
channels. This new international entity was to be capi- insoluble problems of finance and control. Under the
talized by the leading creditor-country governments and Kindersley-Norman Plan, for instance, the bulk of new
financed through bond sales to private investors. The finance was supposed to come from private investors. But
agency would extend new loans to indebted countries large investors, like J. P. Morgan, expressed their unwill-
unable to obtain them through the market, "reestablish- ingness to contribute unless control over any new orga-
ing the credit of the foreign Governments, corporations, nization also rested in private hands. Governments in-
etc., to whom the money is lent. .. improving the price sisted that control be allocated according to the
of their securities. .. and the purchasing power of their nationality of the finance. In 1931, for instance, the Bank
nationals" (cited in Eichengreen 1989). Like a mutual of France insisted that control rest with it because the
fund, it would in effect resell packages of these claims to largest single share of the funds would be donated by
private investors in the creditor countries. Paris.

The Beyen and Crena de Jongh Plans, offered by two Finally, there were debilitating disputes over what
Dutch bankers to the Standstill Conference in the winter countries and obligations to include. At the 1933 World
of 1931-32, addressed short-term debts. Beyen proposed Economic Conference the United States declared war
to convert short-term debts frozen by debtor govern- debts off limits. The realization that official forgiveness
ments into long-term obligations repayable in install- of inter-allied obligations was unlikely weakened the
ments over as long as 20 years. Debtors that did not willingness of the Europeans, who would have preferred
possess enough foreign exchange to meet current obli- to reschedule the whole interlocking set of debts, to push
gations might be permitted to make payment in local for the adoption of a global plan.
currency and to extend preferential treatment to creditor
countries who were their best export customers. Crena Market Solutions
de Jongh took the idea of payments in domestic currency
a step further. He proposed the creation of a special In contrast to global plans, market-based debt reduc-
administrator to issue foreign-currency-denominated tion made a useful contribution to the interwar debt
bonds; the administrator would accept repayment of crisis. One type of market-based debt reduction involves
short-term obligations in domestic currency, invest the repurchases of bonds on the market, often at prices
currency at home, and pay the creditors out of the substantially below par.27 The argument that buybacks
proceeds. from reserves leave the debtor in worse shape (since

A variety of proposals were mooted in preparatory reserves are sacrificed and the market price of remaining
meetings that preceded the 1933 World Economic Con- obligations simply rising to reflect the country's un-
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changed debt-servicing capacity) is difficult to reconcile For instance, in December 1936, after the unilateral
with the actions of interwar governments, many of which imposition of restricted repayments and interest by
used the option extensively, and with the market prices Chile, representatives of the U.S. bondholders refused to
of the bonds repurchased at the time. In 1939 the Foreign accept the reduced interest payments thatwere deposited
Bondholders Protective Council estimated that a dozen in New York. Chile then borrowed from Schroeders in
countries in default had repatriated between 15 and 50 London on this security to purchase bonds in the market.
percent of their bonds since 1930. Jorgensen and Sachs The CFBH did not object; it noted with satisfaction that
(forthcoming) estimate that Bolivia repurchased 5 per- "the Finance Minister so far has obtained and used $4
cent of its defaulted debt at an average price of 16, that million for purchases." As part of the 1940 temporary
Chile retired 18 percent at 59, Colombia 22 percent at 22, settlement recommended by the Council, Brazilian au-
and Peru 31 percent at 21. thorities devoted "at least $400,000 in each of four years"

Buybacks were controversial. Dornbusch (1988) to purchases in the British market. In the 1941 Colom-
points to opposition by some creditors, while Skiles bian negotiations, the CFBH was asked to agree that all
(1988) notes that "because creditors objected so strenu- sterling debt be repurchased in the market. While it
ously to the practice, most of these bond repurchases objected to the "disastrous precedent" that might be set,
were carried out through intermediaries." Intermediar- its members admitted that "we have long become accli-
ies were also used by debtors to avoid driving up bond matized to the idea of a debtor being allowed to devote
prices by signaling their policy through first-person ap- some sums to amortization, provided that he is paying
pearance in the market. In fact, the time-series behavior an agreed percentage on the principal of his debt." Typi-
of bond prices suggests that, while repurchases put up- cally, the bondholders argued that purchases below par
ward pressure on prices, the effects were not particularly should take place only if at least partial service was being
large. There is little evidence that debtors sought to paid. Thus, in 1944 the CFBH decided "to refuse to
depress prices immediately before repurchases or that consider a settlement of the Ecuadorean debt by means
buybacks had a major impact on price trends. Figure 4-5, of a purchase offer at below par" unless at the same time
for example, displays high and low market prices for a the bondholders were offered an option of partial service
sterling loan to the Chilean government issued in the on the debt (Council of the Corporation of Foreign Bond-

1920s, along with estimates of the volume of repurchases holders, Minutes, 31 May 1944).
of bonds (valued at par). We imputed the quantity of Perhaps the most revealing exchange surrounded the
buybacks from figures provided by the CFBH, as de- hearings of the U.S. Securities and Exchange Commis-
scribed in Eichengreen and Portes (forthcoming, a). The sion (SEC) investigation into defaulted foreign bonds in
data for a variety of other bonds tell a similar story. 1937 (U.S. Securities and Exchange Commission 1937).

The Chilean case is particularly interesting since the The SEC had recommended that, to curb the repatriation

country was one of the first to engage in extensive of bonds by defaulters, measures be introduced to re-

buybacks and was the target of criticism by creditors. The strain bankers and brokers from dealing on behalf of

buybacks of the second half of the 1930s, second half of governments in default. Representatives of the bond-

the 1940s, and first half of the 1950s were not preceded holders noted that such restraints on repurchases would

by unusual declines in bond prices, nor did they result in be met with "strong and . . . effective criticism on the

major price increases, although in the 1930s and 1940s ground that, by limiting the market in such bonds, it
would act detrimentally to the bondholders" (Council ofsome upward movement in prices is observed (figure thCoprinofFegnB dolrsMnus,3

4-5). the Corporation of Foreign Bondholders, Minutes, 31

The private attitude of bondholders' committees to- May 1937).
their Clearly, debt buybacks were controversial. But many

British and American experts regarded them favorably,public position 8 In public, bondholders' committees
insisted that available foreign exchange should be allo- eseiy en th re a nd o-
cated to resumption of debt service and contractual
amortization rather than to repurchases of defaulted
bonds at a discount. They objected to debtors' potential Conclusions
capacity to manipulate bond prices by declaring their
inability to service their debts, and then to turn around The international debt crises of the 1930s and the
and retire the debt when market prices fell. In private, 1980s differ in fundamental ways. In the 1920s lending
committees were more receptive to the practice, espe- was mediated by the bond market, in the 1970s by the
cially if it was accompanied by the resumption of at least commercial banks. Since the lending mechanism dif-
partial debt-service payments, and when the creditors fered, so did the mechanism for negotiating readjust-
were unlikely to receive a better offer. ments of defaulted debts. In the 1930s outright default
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Figure 4-5. Repayments and Market Prices for a Representative Sterling Bond of Chile from the 1920s, 1929-53
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was common, albeit sporadic. In the 1980s, in contrast, on this project, the Council of Foreign Bondholders for permis-
serial reschedulings and other expedients so far have sion to cite materials from their archives, and the Institute of
prevented a significant spread of formal default. Business and Economic Research at the University of California

Despite these differences, this earlier debt crisis sheds at Berkeley for logistical support. Albert Fishlow, Marilyn
light on many aspects of the current situation. It high- Skiles, and Steven Webb provided helpful comments, as did
lights the advantages, from the viewpoint of financial participants in seminars at Oxford University and the Institute

stability, of dispersing foreign obligations across large for International Economic Studies (Stockholm). This paper is

numbers of private investors rather than concentrating part of a project on the history of developing-country debt,

them in the hands of financially vulnerable commercial funded in part by a research grant from the World Bank to the

banks. Although it reminds us of the bond market's Centre for Economic Policy Research.
1. For two accounts of loan pushing in the 1920s,the first

sophistication, it shows that bondholders historically of which is more agnostic than the second, see Skiles (1988)
have been no more adept than the banks in avoiding loans and Darity and Horn (1988).
to countries with a repeated tendency to default. It alerts 2. See also the evidence on the lending practices of different
us to the fact that creditor-country governments can play issue houses in Mintz (1951).
a central role in promoting or impeding a negotiated 3. The two samples of foreign bonds are described in
resolution of the crisis. Finally, it reminds us of serious Eichengreen and Portes (forthcoming, b). For Britain we con-
obstacles to implementation of any global plan for resolv- structed estimates for all 125 overseas bonds offered for sub-
ing the debt crisis and underscores the useful contribu- scription and listed by the Stock Exchange Yearbook, while for
tion to resolution offered by market-based debt reduction the U.S. we drew a stratified sample of 250 foreign bonds from
schemes. the list of more than 1,400 such bonds published in Young

(1931). After adjusting for the actual price paid by the pur-
chaser, we then tracked interest and amortization payments

Notes until the bond issue was extinguished and calculated the nom-
inal own-currency internal rate of return. The number of bonds

We thank Andrew Brociner, Tony Humm, Mara Leounaki, Anita included in the regression analysis was limited by the availabil-
Santorum, and Carolyn Werley for assisting with the research ity of explanatory variables. For a similar analysis utilizing
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grouped data thatyields results generally consistent with those approach is to rely instead on simpler descriptive analyses.
reported in table 4-1, see Eichengreen (1988). None eliminates all of the problems acknowledged above, but

4. Edwards's results for bank loans are basically consistent. all point in the same direction.
In addition, see Ozler (1988a), who suggests that spreads de- 13. Table 4-3 displays regressions relating rates of growth
cline with the length of time the borrower has been in the of industrial production to both debt management strategy (as
market. measured by the share of government and government-guar-

5. See for example Madden and Nadler (1929). Other vari- anteed debt, for all levels of government, in default) and the
ables to which investment advisers referred included the natu- severity of the external shock (as measured by the terms of

ral resource endowment of the country and the position of the trade). We use industrial production indices rather than GDP
central bank. because their wider availability permits the inclusion of more

6. For both sterling and dollar bonds, the coefficients have countries. (We also suspect that the industrial production indi-

signs consistent with this hypothesis, but it is impossible to ces are more reliable.) Table 4-4 documents that the choice of

reject the hypothesis that each individual year effect is zero. dependent variable is of little consequence.

This contrasts with the analysis of grouped data for the United 14. When the constant term is included, it differs from zero
States in Eichengreen (1988), where there was some tendency only because of rounding. The first equation of table 4-3

of the spread to rise in the 1920s, suggesting that investors becomes:

recognized foreign loans' increasingly risky nature. IP= -0.15 - 9.70 Terms of Trade + 0.26 Default
7. Under the provisions of the Hay-Bunau Varilla Treaty of (1.08) (6.47) (0.04)

1904, the United States was permitted to intervene in Panama with standard errors in parentheses.
to preserve order and to supervise the expenditure of govern- 15. Instruments include the debt-income ratio, the 1928
ment loans placed in the United States. Under the Platt Amend- export-GNP ratio, and dummy variables for British Common-
ment, the United States was entitled to object to "improvident wealth and Latin American countries (all variables that were
or otherwise objectionable fiscal policy" in Cuba. The Domini- shown to be significant determinants of default in Eichengreen
can Republic was under United States military administration and Portes 1986).
until 1924, and thereafter the United States retained the right 16. Defining the dependent variable for each country in
to object to changes in Dominican tariffs and public debt. Haiti table 4-3 as the deviation from that country's average growth
was under U.S. martial law from 1916 to 1931. See Angell rate during the sample period should, by picking up secular
(1933), pp. 8-27. differences in national growth rates, eliminate problems poten-

8. Obviously, the greater precision of the estimate of the tially caused by pooling countries at different stages of eco-
coefficient on budget balance in the equation for dollar bonds nomic development.
compared to its sterling counterpart may reflect the larger 17. There were, however, independent expenditure pro-
sample size. gains that de facto had fiscal effects, such as commodity price

9. Central government debt-export ratios are not represen- stabilization schemes and unemployment insurance systems,
tative of total debt. They are, however, the only debt indicators although their effects are much debated.
available for a range of countries, which is why we present them 18. Contrast Anglo-Argentine trade relations as discussed
in table 4-2. Where state and local government debts were in the section entitled "Government Intervention" and footnote
substantial, the total government debt-to-export ratio could be 26.
much higher. Germany's for 1931 rises from 34 to 212 percent, 19. See Eichengreen and Portes (1989) for complete data
for example. Schuker (1988), p. 65. on reschedulers and nonreschedulers.

10. Lary (1943), p. 6 and table III after p.216, estimates that 20. Feis (1950), p. 1. Other observers were less pessimistic
debt service on dollar loans was $900 million in 1929. The stock about the prospects for the foreign bond market. As King (1950,
of U.S. portfolio investments abroad at the end of 1929 was on p. 11) put it, "And so, economically speaking, I would not call
the order of $72 billion. Subtracting net short- and long-term the prospects unfavorable. If you were to look for a foreign bond
lending in 1928 and 1929, which totaled $576 million (Lewis, as a safe investment you would have to use care and judgement,
1938, pp. 628-29) and multiplying the 1927-1929 ratio of debt you would have to consider the many different factors which I
stocks by $900 million yields $828 million. have mentioned or hinted at, the character of the country and

11. Both figures are constructed from unweighted averages the people, their industriousness, their ingenuity, their good
ofcountry data. The heavy defaulters are Brazil, Bulgaria, Chile, faith, and policies of the governments, their reserves of
Colombia, El Salvador, Germany, Greece, Guatemala, Hungary, strength, their vulnerability to economic and technical changes
Poland, and Yugoslavia. The light defaulters are Argentina, and so forth. But I do not think you would be left high and dry
Australia, Austria, Belgium, Czechoslovakia, Denmark, Fin- without a candidate for admission-except for one thing, the
land, France, Italy, Japan, New Zealand, Nicaragua, Norway, and political situation."
Spain. 21. These results are consistent with those in table 4-1,

12. It is tempting to ascribe the 1934 improvement in the which suggest that in pricing foreign bonds in the 1920s,
commodity exporters' terms of trade to the 1933-34 devalua- investors took the past debt-servicing records of countries into
tion of the dollar. Why the heavy defaulters should have bene- account.
fited more is not clear, however. Data limitations, along both 22. Three accounts of Brazilian experience are Abreu
quantity and quality dimensions, preclude the estimation of a (1978), Cardoso and Dornbusch (forthcoming), and
simultaneous-equations model to sort out these effects. Our Eichengreen and Portes (forthcoming, a).
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23. In what follows we concentrate on the results reported Developing Countries' Foreign Borrowing." European Eco-
in Eichengreen and Portes (forthcoming, b) using samples of nomic Review 30(June):565-89.
207 dollar bonds and 125 sterling bonds issued between 1920 Eichengreen, Barry. 1988. "The U.S. CapitalMarketand Foreign
and 1929. This analysis is an extension of the pilot study using Lending, 1920-1955." In Jeffrey Sachs, ed., Developing
two considerably smaller samples reported in Eichengreen and Country Debt and Economic Performance. Vol. I. Chicago:

Portes (1986). University of Chicago Press.
24. For further discussion of this possibility, see -. 1989. "Resolving Debt Crises: An Historical Perspec-

Eichengreen and Portes (forthcoming, b). tive." In Sebastian Edwards and Felipe Larrain, eds., Latin
25. For the interwar data available on the weight of foreign American Debt: Perspectives and Solutions. Oxfordk Basil

bonds in American banks' asset portfolios, see Eichengreen and Blackwell.
Portes (1987), pp. 23-24. Eichengreen, Barry, and Richard Portes. 1986. "Debt and De-

26. Details on Roca-Runciman and references to the sur- fault in the 1930s: Causes and Consequences." European
rounding literature may be found in Abreu (1984). Economic Review 30(June):599-640.

27. Similar practices have been discussed recently by Portes _. 1987. "The Anatomy of Financial Crises." In Richard
(1987), USUNA (1988), and Williamson (1988) and were used Portes and Alexander K. Swoboda, eds., Threats to Interna-
extensively by Mexico (for private sector debt) and by Bolivia. tionalFinancial Stability. Cambridge: Cambridge University
Their efficacy has been a subject of controversy. See in partic- Press.
ular the critique of Bulow and Rogoff (1988). - . 1989. "Dealing with Debt: The 1930s and the 1980s."

28. We offer more archival evidence to this effect, drawn Policy, Planning and Research Working Paper 259, World
from the records of the Council of Foreign Bondholders, in Bank. Washington, D.C.
Eichengreen and Portes (forthcoming, a). -. Forthcoming, a. "Settling Defaults in the Era of Bond

Finance." World Bank Economic Review.
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Comment

Marilyn Skiles on a debtor country: (1) the transfer burden, which
results from the country's need to generate a foreign

One of this paper's main contributions to the literature trade surplus to service the debt; and (2) a fiscal burden,

on the interwar period is that defaults in the 1930s were which occurs when any substantial amount of the debt

associated with higher growth rates in the defaulting is held by the public sector. That is, debtor countries must

countries. This has long been suspected since countries generate both a trade surplus and a fiscal surplus in order
that reduced or severed their links to the international to maintain external debt servicing when external capital
economy in the 1930s enjoyed higher growth rates than inflows have dried up or are no longer sufficient. Indeed,
those countries that retained open trading systems. But the fiscal constraint may have been even more binding
this paper is the first systematic attempt to relate the in the 1930s than it has been in the 1980s, since domestic
defaults of the 1930s to economic performance. Although capital markets in many of the debtor countries were

the effort is laudable, the underlying statistical analysis nonexistent.
that supports the authors' argument could be expanded A default alone, that is, simply suspending debt servic-
through more complete specification of how default con- ing, will not have any effect on economic performance
tributed to improved economic performance the 1930s. unless it is accompanied by other changes in economic
In addition, the authors need to direct more attention to policy. What is important is how the resources that are
other important policy changes that accompanied the generated, or saved, through the default are used. De-
defaults. faults contribute to improved economic performance

As is evident from the experience of both the 1930s and through relaxing the foreign exchange constraint, which
the 1980s, a debt-servicing crisis imposes two burdens allows countries to channel scarce foreign exchange to-
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ward imports, or relaxing the fiscal constraint on debtor comparison. The countries that have rescheduled in-
governments, which allows them to run less restrictive clude Argentina, Peru, and Ecuador, while the countries
macroeconomic policies than they could otherwise. that have not rescheduled include the Republic of Korea,

The authors only discuss the first channel; that is, they Indonesia, and Malaysia. Obviously, there are important
see defaults as important because they allowed govern- differences among these countries, including differences
ments to relax contractionary macroeconomic policies. in economic structure and policy. These differences must
But the statistical analysis does not directly test this be taken into account in explaining different economic
hypothesis. Instead, the effect of default, measured as the performance. Moreover, the authors do not address the
proportion of the country's total debt for which debt problem of causality. Did countries reschedule because
servicing has been suspended, is regressed on variations of poor economic policies and performance, or has the
in the level of industrial production. Therefore we do not rescheduling caused the poor economic policies and
have any information on which of the two channels- performance? This section of the paper has some
that is, relaxation of the foreign exchange constraint or weaknesses and is potentially misleading.
relaxation of the fiscal constraint-was more important The obvious real question here is not why some in-
in stimulating industrial production after the defaults. debted developing countries in the 1980s have performed

More important, the authors ignore the effect of other better (or worse) than other developing countries, but
policy changes on economic performance in the 1930s. rather: why have highly indebted developing countries in
Most countries that defaulted in the 1930s experienced the 1980s not defaulted, as did a large number of debtors
significant economic and, in many cases, political in the 1930s? This question can only be answered by
changes when they defaulted. One case in point is Ger- looking at the differences between the conditions of the
many, which defaulted on all of its foreign bond obliga- 1930s and those of the 1980s, rather than focusing simply
tions in 1933. Obviously, the growing role of the state in on the similarities. For example, despite low commodity
the economy under the Nazis, the reliance on high im- prices and that most highly indebted developing coun-
port protection, and the incorporation of much of East- tries still do not have access to the voluntary capital
ern Europe as a quasi-colonial empire, had an important market, debtors are facing a different situation than in
effect on German economic performance during the the 1930s, when both international trade and capital
1930s. Most Latin American countries that defaulted also markets had collapsed. One could argue that default was
suffered from abrupt regime shifts, both economically a logical policy response to the world macroeconomic
and politically, during the 1930s. This era saw the expan- situation in the 1930s. Because trade and capital markets
sion of the state in economies throughout the region, the had collapsed, countries that defaulted in the 1930s did
adoption of high import barriers, and an underlying shift not suffer penalties or sanctions from creditors. Such
in economic policy away from reliance on external mar- sanctions, which could have taken the form of reduced
kets and toward increased reliance on domestic demand. capital inflows or reduced access to export markets in

The authors attempted to account for these other creditor countries, were impossible to apply in a situation
policy changes by including an import coefficient into where world trade and capital markets no longer existed.
their regression analysis. This variable is used as a proxy More important, no 1930s economy experienced high
for "import substitution policies." But the import coeffi- growth rates based on links with the international econ-
cient alone is clearly not sufficient to capture the effect omy; on the contrary, those economies that grew the
of policy changes that were convulsing many defaulting most rapidly, such as Germany, did so largely based on a
countries in the 1930s. Because these other economic closed economy model. But in the 1980s, the developing
and political shifts were so important, if the analysis were countries that are experiencing the highest growth rates
expanded the authors might find that the defaults were, are precisely those that devote a large share of their
in many cases, more of a handmaiden to growth rather output to export markets. Although these economies
than the engine of growth. may not be completely open, they clearly have retained

One of the paper's main themes is that substantial strong links to the international economy and have con-
similarities exist between the debt crisis of the 1930s and tinued to flourish in large part because of those linkages.
that of the 1980s. Eichengreen and Portes conclude their As a result, the signals that the international economy is
analysis of the 1930s defaults by comparing the growth sending to debtors in the 1980s are completely different
rates in the 1980s of developing countries that have not from the signals that were sent in the 1930s, and the
rescheduled their external debts to the growth rates of argument for delinking from the world economy is con-
developing countries that have rescheduled. Not surpris- siderably less compelling than it was in the 1930s.
ingly, they find that the countries that rescheduled have Secondly, in addition to external conditions, differ-
had far lower growth rates than the countries that did ences in domestic economic structures in debtor coun-
not reschedule. It is not at all clear what is meant by this tries help to explain the different debtor response in the
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1980s compared with the 1930s. In the 1930s, at least in markets. But the debt issue was still a major impediment
Latin America, governments could induce industrializa- to improved inter-American relations, since the admin-
tion relatively easily, since the industrial base in most of istration was subject to pressure from both the debtors
the countries was quite small. But many Latin American and bondholders. Once the war broke out in Europe in
countries have long since exhausted the "easy" stage of 1939, and the Roosevelt administration realized that the
import substitution. Because of the Latin American in- United States would need Latin American support if it
dustrialization since the 1930s, further increases in out- were to join the war, the official stance toward the de-
put and productivity depend critically on continued ac- faults changed dramatically. The administration in-
cess to high technology imports and export markets in creased its involvement in the settlement process, and in
the creditor countries. Any unilateral moves to break some cases went so far as to approve debt settlements
relations with international creditors could threaten before bondholders had a chance to review the proposal.
debtors' access to both technology and export markets in In large part because of increased U.S. pressure, most
creditor countries. Latin American defaults were settled within five years

In the final section, Eichengreen and Portes note that after the outbreak of war in 1939, and in many cases on
creditor governments played an important role in the terms that the creditors regarded as highly favorable to
settlement of the defaults of the 1930s. This important the debtors.
point is often ignored in discussions about 1930s' de- Obviously, the political conditions that hastened the
faults and deserves to be expanded in the paper. For most resolution of the debt crisis in the 1930s are not present
of the 1930s, the Latin American debt situation was not in the 1980s. Once again, to understand the behavior of
a high priority in Washington, primarily because the debtors in the 1980s, relative to the behavior of debtors
defaulted bonds were held outside of the banking system in the 1930s, it is necessary to examine the differences
and thus did not threaten the stability of U.S. financial between the two periods, rather than just the similarities.
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Fiscal Adjustment and Deficit Financing
during the Debt Crisis

William R. Easterly

The reduced external financing to most high-debt coun- Sachs 1985, Berg and Sachs 1988, and Cuddington in this
tries in the 1980s forced major adjustments in macro volume) and so will be treated as exogenous events in this
policy, especially in the management of fiscal deficits. paper. Discriminating between the two groups shows the
The debt crisis initially worsened public finances, since adverse consequences of the cutoff in external financing
the governments of debtor countries often felt compelled to the crisis group and the resulting policy response. The
to assume external liabilities of the private sector and combination of wiser policy choices and a more favorable
financial system. At the same time, the near-termination external environment, partly reflecting the good policies,
of external capital flows required an increase in internal made for better performance in the noncrisis group. The
finance of public deficits. The results in most high-debt external debt crisis contributed to a parallel fiscal crisis
countries were increased inflation, output stagnation, in the crisis countries but not in the noncrisis countries.
and falling private investment. In contrast, some high- Adjustment efforts were concentrated on public invest-
debt countries that avoided drastic declines in capital ment in the crisis countries, while the noncrisis coun-
inflows did not have to reduce public deficits as sharply tries maintained levels of most fiscal aggregates. A re-
or increase reliance on internal financing. The outcome source surplus was generated in the crisis countries
was much more favorable in these countries: steady through the investment-led contraction of absorption,
growth, low and stable inflation, and healthy private even though overall production was stagnant. By con-
investment. trast the noncrisis countries had obtained a resource

Adjustment to the debt crisis can be understood by surplus by the end of 1987 through healthy production
examining seven debtor countries that experienced a and absorption growth. Fiscal adjustment was less than
sharp reduction in external capital flows and rescheduled the decline in external financing in the crisis countries,
their debt during 1982-87: Argentina, Brazil, Chile, Mex- forcing them to rely increasingly on domestic financing.
ico, Morocco, the Philippines, and Yugoslavia. These Larger deficit reductions-preferably implemented
"crisis" countries relied heavily on implicit taxes on through tax reform and reduction of current expendi-
financial intermediation to domestically finance their tures-and less distortionary financing would improve
deficits, which explains the poor private investment and the outcomes in the crisis countries.
the high inflation. In contrast are five countries that Discriminating between countries that reschedule and
avoided rescheduling in 1982-87 and maintained access countries that did not is far from ideal, since it refers only
to external capital: Colombia, Indonesia, the Republic of to a short period and thus does not capture problems that
Korea, Turkey, and Thailand. These "noncrisis" countries may not have become evident during this period. The
eschewed taxes on financial intermediation for domestic distinction between rescheduling and "voluntary" refi-
borrowing at market rates, with better results. nancing may also be more of form than of substance in

The debt crisis was clearly an endogenous phenome- some cases. Turkey and Colombia are borderline cases in
non--and one that had a lot to do with fiscal policy. But this regard, both because they may yet reschedule and
the origins of the debt crisis have already been analyzed because their refinancing operations may have contained
in many other places (see for example, Barandiaran 1988, an element of official intervention. But the rescheduling
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criterion at least has the advantage of being objective, in in U.S. dollars as a percentage of GNP in dollars). Reval-
contrast to the judgmental assignment of countries to uation of debt in nondollar currencies explains part of
"success" and "failure" groups by the researcher. this difference in 1985-86, but this was not a factor in

Specifying two contrasting groups of countries must 1983-84. The residual-the difference between the net
also allow for substantial differences among countries flow (plus revaluation) and the increase in debt-reaches
within each group. This is particularly evident in the 5.6 percent of GNP in 1983 and is over 2 percent of GNP
varying policy responses in the crisis group- ranging in 1984-86. The private sector data display a complemen-
from failed adjustment efforts in Argentina to impressive tary negative residual beginning in 1984-the reduction
adjustment in Chile-and in the incomplete adjustment in the private external debt is not fully explained by the
of Thrkey in the noncrisis group. But the similarity of negative flow of new lending minus amortization, plus
external conditions faced within each group justifies also revaluation (a positive factor in 1984-86). The data on
considering the group as a whole. short-term debt complete the picture. In 1983, the effec-

Fiscal deficits and their financing have recently re- tive reduction in short-term debt (excluding revaluation)
ceived increased attention in the voluminous literature was over 6 percent of GNP, continuing at over 1 percent
on the adjustment to the debt crisis. The framework of GNP in 1985-86. The data imply that there was a
linking public deficits, the decline in external financing, conversion of short-term debt (both public and private)
and inflation has been set out in Anand and van into public long-term debt in 1983-and to a lesser
Wijnbergen (1989) and Buiter (1988). The risk of an extent, into private long-term debt. Private long-term
internal public debt trap and need for eventual moneti- debt was converted into public debt beginning in 1984.
zation has been analyzed in Morley and Fishlow (1987), In most countries, this was accomplished by exchanging
with the classic result on monetization of internal debt the private external liability for a domestic currency
coming from Sargentand Wallace (1985). Reisenand van liability to the public sector. This domestic debt in many
Trotsenburg (1988) contains a comparative analysis of cases was not serviced, or carried negative real interest
internal public financing in debtor countries and its rates. The public sector thus had to absorb a double
macroeconomic implications. Cardoso and Dornbusch shock-the reduction of net flows of new finance and the
(1988) and Dornbusch (1988) have analyses of the inter- need to finance the servicing of newly acquired short-
nal and external debt dynamics in Brazil and Mexico, term debt and private long-term debt.
respectively. Kiguel (1988) has a trenchant analysis of the In contrast, external finance to the public sector in the
role of excessive public financing requirements in the noncrisis countries was steady until 1986, with a modest
failure of the Austral Plan in Argentina. but stable flow to the private sector. Short-term debt also

Many cross-country studies of adjustment to the debt does not show any marked fluctuations. There is no
crisis also give a central place to fiscal policy. Chhibber evidence that the public sector assumed private sector
and Khalilzadeh-Shirazi (1988) and Tanzi (1985) show debt. Thus, the public sector in these countries was able
the importance of public finances in the adjustment to to avoid the double shock that bedeviled governments in
the debt crisis. Barandiaran (1988), Cline (1987), Foxley crisis countries.
(1987), and Edwards and Larrain (1987) all feature inad-
equate fiscal adjustment as one of the main culprits in Fiscal Adjustment during the 1980s
the disappointing macroeconomic outcomes in Latin
America. This section analyzes the fiscal adjustment undertaken

in high-debt countries after the outbreak of the debt
Changes in External Debt Flows crisis. This paper takes the approach of using only con-

solidated public sector data, refraining from any conclu-
Sharp reduction in external debt flows to the crisis sions where such data are not available. This will leave

countries was the hallmark of the external debt crisis. Net gaps in the analysis, but this is preferable to the use of
flows of public external debt to the crisis countries misleading central or general government data. Al-
peaked at 3.8 percent of GNP in 1982 and then declined though central government data are more widely avail-
to 0.8 percent of GNP in 1986 (appendix table 5-1). The able for most countries, these data are inadequate to
reduction in private long-term debt flows began after address fiscal adjustment, in which public enterprises
1981, when it reached a peak of 2.3 percent of GNP. By usually figure prominently.'
1986, there was a small negative flow of external long-
term debt to the private sector in the crisis countries. Changes in FiscalAggregates

The public sector assumed part of the private external
debt. The increase in public external debt is considerably The reduction of net capital flows and the assumption
greater than the net flow of new lending (both measured of private external debt forced the crisis countries to
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adjust their public expenditures, revenues, and overall of a role in adjustment. Tx revenue's ratio to GDP falls
deficits. In several countries-Argentina, Brazil, Chile, or is virtually unchanged in 1982-85 for the six crisis
and Yugoslavia-the debt crisis initially caused an in- countries for which consolidated data are available. An
crease in the public deficit (see appendix table 5-2). After increase in nontax revenues-mainly reflecting im-
1982 most crisis countries reduced their deficits, espe- proved public enterprise performance as a result of out-
cially in operational terms. Argentina, Brazil, Mexico, put price increases-is noticeable in the first year after
and the Philippines had particularly sizable cuts in the debt crisis began, butitproved to be temporary. Some

adjustment's early stages, although deficits later in- noncrisis countries-Colombia, Korea, and Thailand-
creased again inArgentina and Brazil. Chile had a smaller do not show major changes in their tax revenue ratios.

fiscal deficit and achieved more permanent adjustment Turkey did have a rapid rise in taxes, although this was

in the conventional fiscal accounts but experienced high not enough to keep its deficits from rising. Nontax reve-
central bank losses. Yugoslavia also had a major fiscal nues are more variable-falling sharply in Colombia,
problem because of central bank losses. Morocco post- rising in Korea, and remaining static in Thailand.

poned most of this adjustment until 1986-87. The total The adjustment burden in the crisis countries was on

public deficit shows modest fiscal adjustment in the crisis the public expenditure side (see appendix table 5-4).
countries. Capital spending was the most severely cut, falling

There is also some decline in public deficits in the sharply in Argentina, Brazil, Mexico, Morocco, and the

noncrisis countries after 1982, although it is more grad- Philippines, but it increased in Chile. In contrast, Colom-

ual and begins from a slightly lower level. Korea elimi- bia, Korea, and Thailand showed fairly stable public in-

nated its deficit by 1986, while Colombia and Thailand vestment ratios in the period, while Turkey increased its

continue to show moderate deficits. Turkey's fiscal defi- ratio.

cit, however, failed to improve in 1983-86 and even The other expenditure category that shows significant

increased in 1987. reduction is net transfers. This is a loosely defined cate-

The improvement in the primary deficit (the total gory that includes, among other things, social security

deficit excluding interest payments) is more pronounced contributions and payments, benefits of public employ-

than the overall fiscal adjustment in the crisis countries. ees, and consumer subsidies. After an initial increase in
1982-83, net transfers fell in Argentina, Brazil, Chile, theBrazil, Chile, Mexico, and the Philippines Philippines, and Mexico. They were also reduced in Co-

mary surpluses after 1982. In Mexico and the Philippines, lobabuntinthrocissonre.
adjustment in the primary balance was particularly note- Notisurprisin publi nrs exnitei
worthy-a change of 13 percentage points of GDP from Not surprisingly, public interest expenditures in-

worty-achage o 13perentae pint of DP rom creased dramatically in all crisis countries. Even when
1982 to 1987. In the noncrisis countries, the primary i re ted for igh inion-as in xon

defiit' imrovmen wa mor moest alhouh aain interest is corrected for high inflation-as in Mexico and
dheicit'as oemtben n w h. o oe, alou a aand Brazil-the increase is still significant. In contrast, pub-the level was lower to begin with. Korea, Colombia, and .i ineetepniuei.h ocii onre ty

Turkey ~ ~ ~ ~ ~ ~ ~ ~~h mcivdpiaysrlue y18.lciterest expenditure in the noncrisis countries staysTurkey achieved primary surpluses by 1986. stable at around 2 percent of GDP.
Central bank losses--ften not included in conven- sal taon ecn fGP
Cnral baficitdfinktloss-fte not in c in ve- One category that showed considerable variability be-

tionl dfict dfintios-wee amajr fcto inthe tween crisis countries was current expenditure (exclud-
deficit's behavior after 1982 in several countries. These ingeinterest).ountincreasedcinrArgentinadbutrwasecutuin

losss ocured henthecental ankassmedtheex- ing interest). It increased in Argentina but was cut in
losses occurred when the central bank assumed the ex- Chile and the Philippines. In Mexico, current expendi-
ternal liabilities and financial losses of private corpora- tures rose and fell erratically in response to crises and
tions and banks. In some cases, the losses stemmed from successive stabilization efforts. Colombia, Korea, and
exchange rate guarantees or differentially low exchange Thailand, however, show little change in current expen-
rates to private debtors in foreign currency. Data on such ditures over the period.
losses were only found for four countries-Argentina,
Chile, the Philippines, and Yugoslavia-but they were
probably important in other cases. In these four cases, Income andAbsorption
the central bank losses were very important-in Chile
and Yugoslavia they explain virtually the entire public The adjustment pattern in the crisis and noncrisis
sector deficit. The losses prevented the total deficit from countries is very different. In the crisis countries, saving
falling more rapidly (or not at all) in these countries. remained constant but investment was cut. In the non-

The additional revenue effort to achieve the fiscal crisis countries, investment increased while saving rose
adjustment in the crisis countries was small (see appen- even higher, so that a resource surplus was eventually
dix table 5-3). Revenue remained stagnant or declined in achieved. Income was stagnant in the crisis countries but
Argentina, Chile, the Philippines, and Yugoslavia. Tax rose steadily in the noncrisis countries. Absorption grew
and nontax revenue shows that taxes did not play much in the noncrisis countries but was reduced sharply in the
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Figure 5-1. GDP, Absorption, and Consumption Figure 5-2. Current Account and Fiscal Deficits
in Crisis (1980-85) and Noncrisis (1980-86) Countries in Crisis (1980-85) and Noncrisis (1982-86) Countries
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crisis countries (figure 5-1). Thus consumption stayed from the private sector had to be mobilized. The public
flat in the crisis countries, but increased rapidly in the sector in the crisis countries was forced to rely more
noncrisis countries. Imports contracted sharply in the heavily on domestic financing even though its overall
crisis countries, while exports stagnated. Both imports deficit and public deficit declined gradually together, so
and exports grew in the noncrisis countries. The different that there was less need for internal financing.
patterns of adjustment between crisis and noncrisis
countries were because of public finance choices, espe- Financing of Public Deficits and Macroeconomic
cially the financing of the fiscal deficit. Outcomes

Comparing the current account deficit and fiscal def-
icit in six crisis and three noncrisis countries shows that, This section will set out a framework for the analysis
although public expenditure adjustments contributed to of the domestic financing of public deficits and their
the improvement in the crisis countries' resource bal- macroeconomic consequences. The overall flows of fi-
ance, overall fiscal improvement was less than the turn- nancing within the economy will first be discussed to try
around of the external balance (figure 5-2). The greater to pin down what "domestic financing" of the public
reduction in the current account deficit compared with deficit really means. Then the menu of financing choices
the public deficit implies that more net internal finance faced by the public sector will be detailed. Last, the
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macroeconomic implications of domestic financing meaningful as reduced total net external flows led to
choices will be discussed. increased economywide reliance on domestic financing.

Financing Choices for the Public Sector Domestic financing. Six alternative meansof domestic
financing are available:

Financing choices for the public sector are not always * Currency creation. To the extent that currency cre-
what they seem. The government could borrow entirely ation exceeds growth in demand for real balances, it is a
from domestic sources, only to have the banking system tax on currency holdings and so has the advantage that
finance the entire public debt through its own external excess expenditures are paid for now instead of in the
borrowing. If the government borrows from the private future. However, the cost of current distortions caused
banking system instead of the central bank, it can avoid by the inflation tax may be very large.
depending on money creation. But the banks may in turn * Reserve requirements. These also pay for expendi-
get rediscounts from the central bank-with effects on tures now, but through a tax on all financial intermedi-
money creation equivalent to those of direct central bank ation and not just on currency. They increase interest
financing to the government. The government could rates to private borrowers and depress rates to private
even allow the central bank to take over certain public savers. This effect is worse the higher the inflation rate.
expenditures itself, such as credit subsidies or exchange The tax is distortionary because it represses domestic
rate guarantees to private enterprises. The nonfinancial financial intermediation.
public sector deficit might appear low in such cases, but * Required bank holdings of government bonds at
money creation or loss of foreign exchange reserves controlled interest rates. This is equivalent to reserve
would result from the deficit of the central bank. requirements except that the distortion is reduced if the

This tells us that, even knowing the composition of the controlled interest rate is greater than that on reserve
government's financing, it is possible to misread the requirements (usually zero). Controls on government
implications for foreign borrowing and money creation. interest rates expand the potential for the inflation tax to
To predict results of government financing choices, there include real devaluation of government nonmonetary
must be data on the behavior of the other participants in liabilities.
the financial markets. * Government controls on all domestic interest rates

Some of these problems can be solved through the with credit rationing. If domestic interest rates are kept
consolidation of the accounts of the public sector and the below market levels, credit will be rationed and private
central bank. High-powered money less net foreign as- investment will be determined by credit availability
sets and central bank rediscounts can be substituted for rather than its explicit cost. If there is inflation, the
net domestic credit creation to the public sector. This inflation tax will include devaluation of real government
consolidation eliminates any possibility of hiding indi- nonmonetary liabilities, as in the previous option, but
rect money creation or central bank deficits. part of this tax will be shared with the private sector

The problem of indirect foreign borrowing can be through the controlled loan rates.
addressed by examining the balance sheetofthe financial * Borrowing from banks at market rates (the same as
system. Public borrowing cannot be analyzed without those of theprivate sector).This does not distort financial
also considering the outcome for financial flows. What intermediation like the previous options. But excessive
follows is a framework for analyzing how government reliance on this source will drive real interest rates well
financing affects private financial behavior. above the economic growth rate and the return to public

spending-thus only postponing fiscal problems to the

External linancing. External financing would be mea- future-as well as crowding out private investment. If

sured as direct foreign borrowing by the nonfinancial there is unanticipated inflation, this will still generate an

public sector less the change in central bank foreign inflation tax as in the previous options, but without the
reserves. But this must be interpreted carefully because distortionary effects.
in the extreme case of perfect capital mobility, the divi- * Direct government bond sales to the nonbank pub-
sion of government financing into direct internal and lic sector at market interest rates. This is equivalent to
external borrowing has no analytical significance. Al- the government depriving itself of the tax on financial
though there was capital mobility in many high-debt intermediation. But excessive reliance on these bond
countries before 1982, borrowing constraints became sales drives up the domestic interest rate and crowds out
binding after the debt crisis broke out. The breakdown private investment in the same way as borrowing from
between external and domestic finance again became the banking system.
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Consequences of Deficit Financing Choices (5-2) y - [ Afg - Arb - i*(fg - rb)=

Government faces tradeoffs when it chooses between g(Aic - An, Ain) with gi >< 0 g2 > 0

alternative domestic financing methods for a given fiscal where:
deficit. The conclusions of this section are from a simple
theoretical model (Easterly 1989) that integrates portfo- y = the primary deficit of the public sector,
lio equations for three assets--money, debt, and foreign Afg = the change in the ratio of public external
currency-and an equation for fixed capital formation. debt to GDP,
As in recent work of Buiter (1988) and Anand and van Arb = the change in the ratio of foreign
Wijnbergen (1989), the government financing identity is exchange reserves to GDP, and
then used to draw the consequences of government fi- i*(fg - rb) = interest paid on existing net external
nancing choices on inflation (and in this model, real debt
interest rates as well). Controls on interest rates will be
examined after first looking at liberalized financial Thus, the expression on the left-hand side gives the
markets. primary domestic financing requirement of the public

sector. Since the increase in public domestic debt is
Uncontrolled fmancial markets. There are two basic already given in equation (5-1), and money is the resid-

relations in the model, corresponding to equilibrium ual source of finance, this equation gives the equilibrium
conditions in the domestic debt and money markets (see in the money market. The left-hand side can be thought
Easterly 1989 for the derivation of these conditions). The of also as the total "domestically financeable deficit"
relations are written in the form of deviations from the
inta eqiiru.Te.qiiru oniinfrte through money creation.imitial equilibrium. The equilibrium condition for the The domestically financeable deficit is a positive func-
debt market can be written as: tion of inflation as long as we have not passed the maxi-

. Aic - An,An) with f>0 4< 0, mum point of the inflation tax Laffer curve. The in-
creased revenues from money creation will offset the
decrease in demand for deposits and currency in this

where: case. The relationship of the financeable deficit to the real
interest rate depends on existing government domestic
debt. If the debt is low, then increased real interest rates

doesthe c geb thro of gincrease demand for base money by increasing real de-
dc nom l d et t on cposits and thus make possible a higher domestically

oinaint financeable deficit.2 But higher real interest rates alsoloans, and
raise the need for money finance through higher domes-
tic debt-servicing costs. If government domestic debt is
high, higher real interest rates will raise the requirement

The government chooses the increase in the domestic for money finance more than the demand for base money,
debt ratio when it decides the composition of internal and thus lower the "financeable deficit."
deficit finance (external finance is exogenous) between Real interest rates and inflation are jointly determined
debt and money. The increase in the debt ratio will be by the money and debt market equilibrium as shown in
negatively related to the rate of inflation (Easterly 1989). figure 5-3.3An increase in debt finance (with unchanged
Inflation depresses the real deposit rate for a given real domestic financing requirements) shifts up the debt
loan rate and thus lowers the savings flow into the equilibrium line. So, a shift in the composition of debt
banking system. This effect will be only partially offset by finance from money to debt raises real interest rates and
a shift from cash into deposits. There is a positive rela- lowers inflation. This confirms conventional wisdom on
tionship between the debt ratio and the real interest rate. the effect of "tight money." But if government continues
Increased real interest rates increase real deposits (do- to rely on debt increases to finance its deficit, the higher
mestic assets are substituted for foreign assets) and de- debt stock will eventually reverse the slope of the money
press private investment for a given inflation rate, in- market equilibrium as described above. A shift to debt
creasing the domestic debt flow to government. finance could result in increased real interest rates and
Therefore, the debt equilibrium implies a positive rela- inflation (figure 5-4). This is because additional inflation
tionship between real interest rates and inflation for a tax revenues are needed to generate financing to cover
given stock of government debt higher interest costs.

The money market equilibrium can be written in sim- The other comparative static experiment that can be
ilar form: performed with this model is a money-financed increase
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Figure 5-3. Free Interest Rates: Low-Debt Case monetization of additional interest payments may Par-
tially or fully offset this effect. Thus inflation will decline
in the low-debt case (figure 5-3) and increase in the

Ivoney increase high-debt case (figure 54).
M y s- It is straightforward to trace these outcomes for other

- ,- macroeconomic variables. A shift to debt finance for a
/Mne e b - given domestic financing requirement, a money-fi-

M y ir nanced increase in the domestically financed deficit, and
ebtincrease -- substitution of domestic for foreign debt all cause a
S- ' ** decline in private investment through increased real

- - .i interest rates. If the low-debt situation of figure 5-3
Debt equilibnium.

- existed, a shift to debt finance could cause a decrease in
capital flight through the increase in interest rates and a
fall in inflation. But tight money could perversely cause
an increase in capital flight (and a fall in reserves) in the

change in inflation rate high-debt situation of figure 5-4. This would occur if the
negative effect of higher inflation outweighs the positive

in domestic financing (caused, for example, by a decline effect of higher real interest rates on capital flight. The
in external financing). This shifts the money market substitution of domestic for foreign debt could also in-
equilibrium relation upward, but leaves the debt equilib- crease capital flight for the same reason.
rium unchanged. As figures 5-3 and 5-4 show, this It is instructive to see the long-run results of the
increases both the inflation rate and the real interest rate ficincne consee the o del. Tesel be

onlon. h iceae ra itretlonraec.e financing changes considered in the model. These will beon loans. The increased real interest loan rate comes difrnthnheso-tom iu rnrslsd-
about because higher inflation raises the "tax" on finan- siede . F ian c sbst.iun m eyufinane

cia inermditio thouh te rsere equremnt4 scribed above. For instance, substituting money finance
clast in er seiti thou thmbe anreas e r irmet.i for either internal or external debt finance in the shortA last exercise is to combine an increase in domestic .

borrowing with an increase in the domestic financing run will lower inflation (and interest rates) in the long

curves in the graphs). This run because of reduced debt-servicing requirements. A
eeriseqire etshit bo asubstitution of internal for external debt will raise infla-exercise can be thought of as substituting domestic for
foreign debt and has the same effect on interest rates and tion if the domestic interest rate (adjusted for deprecia-

inflation as a debt-financed expansion in the primary tion) exceeds the foreign interest rate. An increase in the

deficit. An exact substitution of domestic for foreign debt primary deficit will also raise inflation and interest rates.

increases real interest rates because of the increased
pressure on credit markets (Easterly 1989). Inflation may Interest rate controls and credit rationing. When
go either way. The increase in interest rates increases the there are controls on interest rates, the trade-off between

demand for money base and so makes possible the same debt and money finance changes. Inflation now worsens

inflation tax revenue at a lower inflation rate. But the the real rate on all domestic financial assets and liabili-
ties. Since there will be excess demand for credit if
controls are effective, credit to the private sector must be

Figure 5-4. Free Interest Rates: High-Debt Case rationed. This assumes that the government is the pre-
ferred borrower and that transaction costs are so high
that they prevent formation of informal credit markets.

The rationing of credit means that the equilibrating
Money equilibrium variable in debt and money markets will be private in-

-* vestment instead of interest rates. The equilibrium con-
- dition for the debt market can be written as follows:

Debt increase -- -

S - Debt equilibrium (5-3) Ic / Y= h(Alg, An) with h1<O h2><0,

where Ic / Yis the ratio of private investment to GDP (see
-Money mcrease Easterly 1989). Investment is a negative function of the

increase in government debt. The "crowding out" is
one-to-one, since an increase in government borrowing
simply subtracts investment financing credit from the
private sector. The relationship between investment and
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inflation depends on the level of government debt rela- ment. An increase in the domestically financed deficit
tive to total deposits. If government debt is low or total covered by money creation will increase private invest-
deposits are high, enough benefits of the inflation tax ment for the same reason. Higher inflation and lower real
could accrue to private firms to offset the negative effect interest rates will make more resources available for
of inflation on total deposits and total credit. Nonethe- investment.
less, too much reliance on inflation and interest rate But inflation will cause financial disintermediation
controls will eventually lead to a decline in deposits until that will eventually reverse the slope of the debt equilib-
the credit-crunch effect dominates. rium line, as shown in figure 5-6. A money financed

The money market equilibrium condition can be given increase in the domestic borrowing requirement will
as follows: now lead to a fall in investment because the fall in

deposits and credit more than offsets the inflation tax
(5-4) benefit to firms. A shift to debt finance will still lead to a

Ic / Y=j(y-(Afg - Arb - I*(fg - rb)), An) with f < j2 > 0 fall in investment, but now less than one-to-one. The
declines in inflation from tight money will have enough
of a positive effect on the credit supply to mitigate crowd-

Private investment is a negative function of the total ing out of investment in credit markets.
primary domestic financing requirement. Crowding out Substituting domestic for foreign debt has a particu-
is one-to-one regardless of whether domestic financing larly simple result in the credit-rationing model. It will
is through money or debt, since either one displaces have no effect on the inflation rate and will decrease
private credit. Private investment is a positive function private investment one-to-one, regardless of the govern-
of inflation as long as the maximum point on the Laffer ment debt level. The control on interest rates means that
curve has not been passed. The base of the inflation tax no additional interest costs will arise, so no additional
now includes both currency and deposits, and not only monetization or inflation is necessary. With no change
high-powered money, since the interest rate is fixed on in either inflation or interest rates, there will be no
all domestic financial assets. When inflation increases, change in total credit supply and the increase in public
part of the inflation tax accrues to private firms, making domestic borrowing will simply displace private credit.
possible an increase in investment unless the increased How can these policy experiments be compared across
"tax" is more than offset by the decline in real financial regimes-free market interest rates versus interest rate
assets and thus total credit. controls? The comparisons depend very much on the

The money and debt equilibriums are graphed in fig- initial conditions. If government debt is high, then the
ure 5-5 for the case where government debt is low inflationary impact of substituting money creation for
relative to deposits. The slopes of both are positive, but foreign debt will tend to be less in the controlled regime.
the loci of debt equilibriums is flatter than the loci of This is because of the effect on inflation of monetizing
money equilibriums. A shift away from money to debt additional interest costs in the free market regime, as
finance in this case will lower private investment by even opposed to the erosion of real domestic debt service in
more than one-to-one. This is because in addition to the controlled regime. The effect on private investment
crowding out through the credit market, this shift also could also be more favorable under controlled interest
lowers inflation and increases the real interest rate to rates because part of the inflation tax will be passed on to
corporations, decreasing net resources left for invest- the private sector. But as total deposits shrink under

Figure 5-5. Credit Rationing: Low-Debt Case Figure 5-6. Credit Rationing: High-Debt Case

Money equilibrium .. etqulbimMoney equilibirumn

Debt equilibrium

Money increase.--- Debt increase

M- Debt increase
Money increase ,

Change in inflation rate Change in inflation rate
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negative real interest rates, the ranking is reversed. The appears to fit well the adjustment experience of these
inflation tax's base-although broader at the begin- countries in the 1980s.
ning-declines more rapidly under the controlled re-
gime, so a given amount of money creation will lead to Deficit Financing in the High-Debt Countries
more inflation than under free markets. Investment will
also be hurt more under the controlled regime in these This section examines the economic outcomes in cri-
circumstances by the eroding credit flows caused by sis and noncrisis countries in light of the predictions of
inflation, the framework of the previous sections. Since the key

Substituting domestic for foreign debt could also be variables that reflect financing choices of the public
less negative under the controlled regime if government sector are interest rates and inflation, data on these
debt is high. Such substitution could cause more than variables will be presented first. Monetary data will then
one-to-one crowding out under free markets because of show the actual financing choices made in the crisis and
the double effect on real loan interest rates of higher noncrisis countries.
inflation and greater government credit demand. Under
the controlled regime, crowding out is always one-to- Interest Rate Behavior
one, regardless of government debt. But this ranking is
peculiar to the special case of an internal "debt trap." Great variety is seen in real interest rate levels in the
Under more normal circumstances, private investment crisis countries, not only between countries but also for
has the crowding out mitigated by the decrease in infla- the same country over different years (see appendix table
tion and rise in total domestic credit caused by "tight 5-5). Argentina and Yugoslavia have followed a policy of
money" policies in uncontrolled financial markets. financial repression, which resulted in high negative real

How can the theoretical model be applied to the expe- interest rates for 1980-87. Mexico and the Philippines did

rience of the crisis and noncrisis countries? The funda- the same for part of the period, while Brazil lurched back

mental characteristic of the adjustment in the crisis and forth between high positive real rates and financial

countries was the shift from external and domestic fi- repression. (In these countries, the variability of inflation

nancing. Although the model allows for many possible also led to ex-post negative real rates in some years even

outcomes of this shift, they all share certain characteris- when financial repression was not a conscious policy).

tics. Domestic real loan interest rates rise if they are not Chile had market-determined interest rates that were
tics Doestc ral oanintres raes iseif heyarenot extremely high in real terms in 1981-82, declining there-

controlled, regardless of whether the shift is to money or aftemest poitie les M o hdmuchnloer
dometicdeb fianc. Pivat inestentthu alays after to modest positive levels. Morocco had much lowerdomestic debt finance. Private investment thus always ifainadmr oetsig nra neetrts

declines, either through increased real interest rates or ato a t wre ne ative un 1986 icies deter-
rationing of credit to the private sector under controlled g y g

. . .mining interest rates on government securities also var-
interest rates. Inflation will rise if either money creation idnconsiderably.tIn BrazileandeChile,uratessonlTreasry
is used to substitute for external debt or internal debt bills were considerably lower than deposit rates, so that
becomes so high that interest payments must be mone- required holdings of government bonds by banks func-
tized. Thus, we would expect both real interest rates and tioned as an additional tax on financial intermediation.
inflation to increase in most of the crisis countries. For In Mexico and the Philippines, government bond rates
countries that controlled interest rates, we would expect were similar to other interest rates, all of which were
financial savings to decline and inflation to rise even negative in real terms when inflation accelerated. Inter-
more (since the initial level of domestic government debt est rate spreads-reflecting both intermediation costs
was not large in most cases). and implicit taxes on intermediation such as reserve

For the noncrisis countries, a large shift toward do- requirements-were very high in Argentina, Chile, and
mestic financing was unnecessary, so we do not expect to Yugoslavia throughout the period. In Argentina, for ex-
see major changes in real interest rates or inflation. The ample, the high spread is because the banking system has
model also predicts better performance of private finan- over 70 percent of total deposits tied up in reserve and
cial savings and investment under these circumstances forced saving requirements. Other countries do not show
in the noncrisis countries. We will see in the next section high spreads, although data can be misleading since
that these predictions are borne out by the actual expe- quotes on deposit and loan rates do not necessarily reflect
rience of the crisis and noncrisis countries, so the model average rates paid and received by banks for all types of
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assets and liabilities. The overall conclusion is that all of for the money base and rediscounts, where both the
the crisis countries put substantial taxes on financial inflation-adjusted and nominal flows are given. The nom-
intermediation at one time or another in the adjustment inal flows are relevant for the money base because they
process, either through overall financial repression or represent the total "revenue" from the inflation tax. The
through negative real interest rates on government inflation-adjusted flow represents the real change in
bonds or central bank liabilities. demand for the money base, which can be interpreted as

Inthenoncrisis countries, however, policies of positive the real seignorage accruing to the public sector. The
real interest rates have been consistently followed since nominal flow of central bank rediscounts is also impor-
1982. In all of the countries interest rates reached high tant when no interest is effectively paid on these redis-
levels by historical standards-most loan rates were in counts. The inflation-adjusted flows are calculated as the
double digits in real terms throughout the period. The nominal flow minus the inflation adjustment applying to
most extreme case was Turkey, where loan rates reached the previous year's stock.
51 percent in real terms in 1986. Government bond rates For some cases it is appropriate to make adjustments
were also positive in real terms. Spreads were fairly for the negative real interest rates paid on government
modest except in Turkey, where the large spread explains debt. This is done in the analysis for loans from the
the extreme interest rates on loans. Thus, except for financial system and for sales of government securities.
Turkey, most of the noncrisis countries did not rely The adjusted figure can be interpreted as the net domes-
heavily on taxes on financial intermediation, tic transfer, that is, the real net flow minus interest

payments on that particular liability. The adjustment
Inflation Outcomes factor to get from the inflation-corrected flow to the net

transfer can be interpreted roughly as the real interest
Inflation accelerated in all of the crisis countries ex- on government debt times the outstanding stock of debt.

ceptMorocco beginning in 1982 (see appendix table 5--6). Where data on government bond rates are not available,
The aggregate inflation rate accelerated from 41 percent the deposit interest rate is used as a proxy. Where interest
in 1981 to 57 percent in 1982. There was further accel- is paid on bank reserves by the central bank (Argentina,
eration during 1983-84, led by a more than doubling of Chile, and Mexico), the same correction is made for
triple-digit inflation in Argentina and Brazil and the high reserves.
inflation in the Philippines. In 1985-86 there was a The results on financial intermediation taxes and fi-
significant drop in inflation because of the Austral and nancial savings dramatize the policy dilemmas faced by
Cruzado anti-inflation programs in Argentina and Brazil, some of the crisis countries. The tax on financial inter-
respectively. The Philippines also returned to near price mediation-including the inflation tax-was one substi-
stability. But the improvement was transitory, as the tute for the external public financing that disappeared
breakdown of the Austral and Cruzado plans and inflation beginning in 1982, especially as increased central bank
in Mexico and Yugoslavia increased average inflation in rediscounts demanded more resources. With the poor
the crisis countries to over 100 percent in 1987. Inflation financial savings performance in these countries, it could
fell in the noncrisis countries, Korea and Thailand, and generate more financing than conventional borrowing at
remained roughly stable in Indonesia. Colombian infla- market rates. But the tax itself caused further declines in
tion was higher than in the East Asian countries, but it real financial balances, which in turn required even more
was stable at about 20 percent. Inflation was more erratic reliance on inflation or interest controls to achieve the
in Turkey, accelerating in 1984 and in 1987 after tempo- necessary financing. The end result was a severe squeeze
rary declines. The aggregate inflation rate in the noncri- on private sector credit, with baleful consequences for
sis countries is much lower and more stable than in their private investment.
crisis counterparts.

Total domestic fimancing. Most crisis countries show
Domestic Financing Flows a marked increase in domestic financing in 1982 or

afterwards. Argentina, Chile, and Mexico show an in-
The results in this section are from a flow-of-funds crease immediately, even if bank reserves are treated as

exercise to identify what types of domestic finance were debt (see appendix table 5-7).5 After the initial burst of
actually used in the crisis and noncrisis countries. To be financing in 1982, domestic financing slowed in Argen-
consistent with the theoretical framework developed tina and Mexico, even turning negative if reserves are
above, the data are presented in the form of the change treated as debt. In Brazil, Morocco, and Yugoslavia, the
in the financial stock (year-end) as a percentage of GDP. increase in domestic financing was more gradual, but
All flows are analyzed in inflation-adjusted terms except still significant. The Philippines is the only crisis country
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that does not show a sizable increase in domestic financ- savings immediately after the crisis. Only Morocco-
ing in the period beginning in 1982. which had moderate taxes on financial intermediation-

The noncrisis countries show a different pattern. None had fairly steady improvement in financial savings
of them had a marked increase in domestic financing throughout the period. Morocco was also the only coun-
over the period. Some countries show a moderate in- try that avoided a decline in currency balances after 1982.
crease for selected years, such as Thailand for alternating The noncrisis countries had much stronger perfor-
years, Korea in 1986, and Turkey in 1984-85. mance in the growth of financial savings on the whole.

Korea and Thailand had outstanding growth in financial

Tax on financial intermediation. Even the high num- assets, which surpassed their experience in the 1970s.

bers shown for domestic financing in the crisis countries Indonesia, Colombia, and Turkey had more erratic per-
underestimated the impact on the financial system. This formance, but they were still superior to most of the crisis

is because negative interest rates were paid on govern- countries, as well as comparable or superior to their

ment debt in some cases, which meant the real change performances in the 1970s.
in debt was artificially depressed by the amount of "tax"
that was collected from the holders of the debt. Sum- Credit to public andprivate sectors. In 1982, there was
ming this and the "inflation tax" on the money base a credit surge to the public sector in Argentina, Chile,
(which includes both currency and bank reserves) gives and Mexico, with more modest credit flows in the other
the total "tax on financial intermediation." As shown in crisis countries (see appendix table 5-10). In 1983-84,
appendix table 5-8 for crisis and noncrisis countries, the however, the inflation-adjusted flow of credit to the pub-
tax on financial intermediation was an important source lic sector turned negative in Argentina, Brazil, Mexico,
of finance for the crisis countries of Argentina, Mexico, Morocco, and the Philippines. In 1985-86, public credit
and Yugoslavia after 1982 (it is still important, even if we flows increased sharply again in Mexico and Morocco, but
make the correction for the interest paid on reserves in declined in Argentina and Yugoslavia. These erratic flows
Argentina and Mexico). It was also significant in some reflect the increased need for credit to the government
years in Brazil and in the Philippines compared with when financial disintermediation made such credit pro-
precrisis levels. Even these "revenues" from financial vision difficult.
intermediation taxes do not fully reflect the increase in This fatal squeeze had an even greater effect on credit
the "rates" of the tax, since the "base" of the tax was at to the private sector in the crisis countries. Inflation-ad-
the same time being eroded. For example, Brazil had very justed flows of credit to the private sector were negative
high inflation and negative real interest rates throughout in most years for the crisis countries beginning in 1982,
the period, but shows only moderate inflation tax reve- with the exception of'Morocco. The private sector was the
nues because of its miniscule financial base. Only in Chile residual that absorbed the effects of increased public
and Morocco is there little change from precrisis levels. financing demands and lower financial savings.
Among the noncrisis countries, Turkey and Colombia In the noncrisis countries, the credit pattern is drasti-
show a significant revenue from the tax on financial cally different. All of the noncrisis countries improved
intermediation, but this was a decline from the 1979-81 credit flows to the private sector compared with the late
period. Indonesia, Korea, and Thailand do not have sig- 1970s. Only Turkey had a negative inflation-adjusted flow
nificant revenues from this "tax." in one year (1984). Thailand and Korea had particularly

high rates of real delivery of private credit. Credit provi-
Financial savings. Reliance on taxes on financial in- sion to the public sector was more modest, but was

termediation had consequences for the financial saving positive for the period for Indonesia, Korea, and Thai-
in the crisis countries (see appendix table 5-9). Countries land. Turkey and Colombia had more erratic flows of
that had high revenues from financial intermediation public credit, averaging close to zero from 1982-86.
taxes also saw their "tax base" begin to disappear. Argen-
tina, Mexico, and Yugoslavia had negative real financial Central bank rediscounts. The remaining piece of the
savings for most or all of the period beginning in 1982, puzzle is the provision of credit by the public sector-
and a decline in real currency balances. The Philippines through central bank rediscounts-to the banking sys-
had negative financial savings and a decline in real cur- tem and private sector. These flows (measured in nomi-
rency holdings in 1983-84--the same years for which it nal terms as percent of GDP) were very important in
had a higher than usual financial intermediation tax. The some of the crisis countries (see appendix table 5-11).
other crisis countries had mostly positive financial say- Argentina, Chile, and Mexico had a surge in such credits
ings. Brazil increased financial savings compared with a in 1982, which continued afterward for Argentina and
poor performance in 1979-81, but it remained relatively Chile, but not for Mexico. This reflected some form of
low by international standards and currency still de- bailouts of banks and private firms in these countries
clined. Chile had one year (1983) of negative financial after the outbreak of the debt crisis. In Brazil and Yugo-
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slavia, previously high levels of central bank rediscounts superior to that followed in most of the crisis countries-
continued in the 1980s. These flows were comparatively increased domestic finance through taxes on financial
less important in Morocco and the Philippines. intermediation. The crisis countries probably would have

In the noncrisis countries, the flows of central bank been better off raising conventional taxes and cutting
rediscounts are important in all of the countries except current spending instead of raising taxes on financial
Thailand, but do not show dramatic increases over the intermediation and cutting public investment.
period as a whole. Indonesia and Colombia both show the The context in which these policies were made should
effect of financial crises, but not on the same scale as not be ignored. The speed with which external net trans-
Argentina or Chile. fers were reversed required quick action by the crisis

countries. Raising conventional tax collection is an in-
Conclusions and Extensions herently slower process than taxing financial balances.

Cutting current spending is more politically and institu-
What policy lessons should we draw from the country tionally difficult-and thus slower-than cutting public

experience reviewed in this paper? Outcomes in the crisis investment. It is understandable that countries often
countries suggest that policies were not optimal even resorted to quick, though distortionary, policies. To allow
under the conditions imposed by the debt crisis. Large a shift toward sounder policies in the future would likely
taxes on financial intermediation through reserve re- require some breathing space provided by new external
quirements, high inflation, and interest rate controls financing or relief from debt service.
were severely distortionary both in the short run and in
the long run. In the short run, the tax was associated with Notes
capital flight and financial disintermediation. This may
have implied some inequity in the "tax collection," since Research assistance from Deborah Wetzel and Susan Hume and
wealthier people could move their capital out more eas- comments from Bela Balassa, Edgardo Barandiaran, Vittorio
ily. By penalizing private investment, the tax also dam- Corbo, Michael Dooley, Cheryl Gray, Fred Jaspersen, Homi
aged long-run growth. In the noncrisis countries, how- Kharas, Miguel Kiguel, Ruben Lamdany, Johannes Linn, James

ever, government borrowing at market rates was less Parks, Jacques Polak, and Sweder van Wijnbergen are gratefully

costly for private investment because of the rapid growth acknowledged. Earlier research and data collection for this

of financial savings, paper were done for the World Development Report 1988. Any
remaining errors are the responsibility of the author.

More research is needed on how distortions caused by 1. Indonesia is excluded from this part of the analysis on
taxes on financial intermediation compare with effects of this criterion, since data on public enterprises are not available.
conventional taxes. Although any conclusions are spec- 2. The model assumes that demand for currency is a func-
ulative in the absence of such research, it seems likely tion only of inflation, so base money increases unambiguously
that small increases in rates or coverage of broad-based with increased interest rates (Easterly 1989).
taxes (such as those on income or consumption) would .3. Figure 5-3 shows the money market relation for the
generally be less distortionary for the same amount of "low-debt" case, where money market equilibrium implies a

additional revenue than taxes on financial intermedia- negative relation between inflation and interest rates. Equation

tion. Conventional broad-based taxes mainly penalize (5-1), the debt equilibrium, is also shown in the graph.

consumption, while the tax on financial intermediation 4. See Reisen and van Trotsenburg (1988) for a similar

falls more upon investment. This might suggest that the result.5. If interest is paid on reserves, we should treat them as
long-run damage caused by the financial intermediation debt and include the real flow instead of the nominal flow in
tax is more severe. the domestic financing calculation. This correction is done only

The choice of public investment as the main locus of for Argentina, Chile, and Mexico, where interest is paid on
fiscal adjustment also may have hurt private investment reserves and information is available. But the correction is
and growth in the crisis countries. Some public invest- overstated, because not all reserves receive interest in these
ments-such as infrastructure-are essential inputs countries. The numbers presented for Argentina, Chile, and
into private production. By contrast, public investment Mexico should thus be thought of as upper and lower bounds
in the noncrisis countries may have reinforced the for domestic financing.
healthy private investment and growth. These effects 6. Without enough information to evaluate the equilibrium

should be the subject of further research. real interest rate, it is implicitly assumed to be zero for all

The evidence collected in this paper suggests that the countries. If the equilibrium rate is positive, the tax will be

approach followed in most of the noncrisis countries- underestimated.
modest domestic finance at market interest rates-was
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Appendix

Appendix table 5-1. External Debt Flows, 1980-86
(percentage of GNP)

1980 1981 1982 1983 1984 1985 1986
Public long-tern debt
Crisis countries

Change 2.3 2.4 3.8 8.1 4.1 4.4 4.4
Net flows 2.3 2.8 3.8 2.9 2.4 1.3 0.8
Revaluation 4.1 -0.4 -0.3 -0.4 -0.6 1.2 1.3
Residual 0.1 -0.1 0.3 5.6 2.2 2.0 2.4

Noncrisis countries
Change 3.9 2.0 2.6 2.5 2.1 4.9 4.3
Net flows 2.8 2.9 2.9 2.9 2.9 2.5 1.3
Revaluation 0.0 -0.8 -0.6 -0.5 -0.8 2.0 2.7
Residual 1.1 0.0 0.2 0.0 0.1 0.4 0.2

Private long-term debt
Crisis countries

Change n.a. 2.3 0.1 0.5 -0.7 -2.2 -1.3
Net flows 1.1 2.2 0.6 -0.3 -0.2 -0.3 -0.2
Revaluation 0.2 -0.1 -0.2 0.4 0.3 0.3 0.2
Residual n.a. 0.2 -0.3 0.4 -0.8 -2.2 -1.3

Noncrisis countries
Change n.a. 0.7 0.1 0.7 0.6 0.4 -0.4
Net flows 0.5 0.7 0.1 0.7 0.7 0.4 -0.4
Revaluation 0.1 -0.1 -0.1 0.2 0.3 0.5 0.6
Residual n.a. 0.0 0.1 -0.2 -0.4 -0.5 -0.6

Short-term debt
Crisis countries

Change n.a. 2.3 1.4 -6.2 -1.2 -0.9 -1.0
Revaluation 0.2 -0.1 -0.2 0.3 0.2 0.2 0.1
Effective change n.a. 2.5 1.6 -6.5 -1.4 -1.1 -1.2

Noncrisis countries
Change n.a. 0.3 1.3 02 0.3 0.2 -0.1
Revaluation 0.3 -0.1 -0.2 0.4 0.4 0.7 1.0
Effective change n.a. 0.4 1.5 -0.3 -0.1 -0.5 -1.0

n.a. Not available.
Source: WorldDebt Tables, 1987-88 Edition. Estimates of revaluation by IEC Debt Division. Private and short-term estimates assume an identical

currency composition to the public debt.
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Appendix table 5-2. Public Sector Deficits: Public Sector Borrowing Requirement, Operational,
and Primary Deficits, 1979 -87
(percentage of GDP)
Public sector
borrowing requirement 1979 1980 1981 1982 1983 1984 1985 1986 1987
Crisis countries

Argentina-PSBR 6.5 7.5 13.3 15.1 16.1 12.6 6.1 4.3 7.5
-including central bank

losses n.a. n.a. n.a. n.a. n.a. 15.1 8.3 5.9 11.8
Brazil-PSBR n.a. n.a. 12.5 15.8 18.6 23.3 27.5 10.8 n.a.

-operational n.a. n.a. 52 7.0 3.5 2.7 4.3 3.7 5.5
Chile-PSBR -5.0 -5.6 -0.8 3.4 3.0 4.4 2.6 1.9 0.4

-including central bank
losses n.a. -6.6 -2.3 2.9 9.4 10.6 152 11.4 n.a.

Mexico-PSBR 7.4 7.6 14.1 16.9 8.5 7.1 9.6 15.6 15.2
-operational n.a. 5.2 11.3 7.2 -1.2 -1.0 3.5 5.8 -5.4

Morocco a n.a. n.a. 13.5 9.0 10.6 9.8 8.2 4.4 3.8
Philippines n.a. n.a. 7.5 6.5 6.2 3.3 2.1 1.6 1.9

-including financial losses n.a. n.a. n.a. n.a. 8.9 8.4 6.4 6.4 3.2
Yugoslavia-PSBR -0.1 0.6 -0.5 -0.5 -0.3 -0.3 -0.3 0.0 n.a.

-including national bank
losses 2.2 6.1 2.1 6.8 13.4 13.2 13.6 11.5 n.a.

Noncrisis countries
Colombia 0.2 2.8 5.2 6.0 7.6 6.3 3.6 -0.2 1.6
Korea, Rep. of n.a. n.a. n.a. 7.3 3.6 3.9 3.9 0.3 n.a.
Thailand 5.6 7.8 6.5 7.8 5.6 4.3 7.0 4.7 2.6
Turkey n.a. n.a. 6.2 4.0 5.7 6.6 4.7 4.5 8.3

Primary deficit
Crisis countries

Argentina 3.4 4.1 5.9 4.8 10.1 7.7 0.6 0.5 3.5
Brazil n.a. n.a. 1.6 2.1 -2.8 -3.8 -2.4 -0.5 n.a.
Chile -6.2 -6.4 -1.2 2.9 1.2 2.0 -0.6 -0.5 -2.5
Mexico 4.0 4.1 9.1 8.7 -3.9 -4.8 -2.4 -0.9 -4.3
Morocco n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a.
Philippines n.a. n.a. 6.7 5.5 4.9 1.4 -0.3 -2.8 -7.2
Yugoslavia n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a.

Noncrisis countries
Colombia -1.1 1.1 3.8 4.2 5.5 3.9 0.7 -3.2 -2.2
Korea, Rep. of n.a. n.a. n.a. 5.9 2.3 2.5 2.4 -1.0 n.a.
Thailand 4.2 6.4 4.7 5.8 3.2 1.8 4.0 n.a. n.a.
Turkey n.a. n.a. -1.0 2.9 -0.7 4.0 -1.3 -1.0 n.a.

n.a. Not available.
Note: A positive figure indicates a deficit.
a. National government only.
Source: World Bank data.
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Appendix table 5-3. Consolidated Public Sector Review, 1979-87
(percentage of GDP)

1979 1980 1981 1982 1983 1984 1985 1986 1987
7btal revenue
Crisis countries

Argentina 33.9 36.4 35.7 33.1 34.7 33.4 41.5 38.2 36.8
Brazil n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a.
Chile 43.3 43.2 382 40.2 41.1 41.0 43.5 40.5 41.0
Mexico 24.0 25.2 23.9 26.3 30.5 29.2 28.2 30.4 30.0
Morocco n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a.
Philippines n.a. n.a. 15.3 152 15.1 13.7 14.9 13.9 16.6
Yugoslavia n.a. 32.6 31.8 30.5 29.9 28.4 27.1 n.a. n.a.

Noncrisis countries
Colombia 26.7 27.3 24.8 24.6 23.9 18.8 20.5 22.0 18.6
Korea, Rep. of n.a. n.a. n.a. 26.9 28.0 27.0 27.1 26.9 n.a.
Thailand 14.8 15.1 14.9 15.5 16.9 18.3 17.5 19.9 20.1
Turkey n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a.

Tax revenue
Crisis countries

Argentina 20.6 23.3 20.3 18.7 18.6 18.2 22.0 21.9 21.7
Brazil n.a. 232 23.6 25.1 24.4 21.8 n.a. n.a. n.a.
Chile 25.7 26.3 25.2 22.7 22.4 23.7 23.2 23.4 23.8
Mexico 11.3 10.9 10.6 9.9 10.2 10.2 10.0 11.2 10.5
Morocco n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a.
Philippines n.a. n.a. 10.9 10.5 9.3 9.7 10.5 n.a. n.a.
Yugoslavia n.a. 30.1 29.1 27.7 26.6 13.3 24.2 n.a. n.a.

Noncrisis countries
Colombia 15.2 14.5 12.9 13.0 13.3 12.4 13.7 14.5 13.6
Korea, Rep. of n.a. n.a. n.a. 18.2 19.0 18.3 18.3 18.2 n.a.
Thailand 13.1 13.4 13.5 13.1 14.1 14.1 14.5 n.a. n.a.
Turkey n.a. n.a. n.a. n.a. n.a. 14.4 16.8 19.9 20.4

Nontax revenue
Crisis countries

Argentina 13.3 13.2 15.4 14.3 16.1 15.2 19.5 16.2 15.1
Brazil n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a.
Chile 17.6 16.9 13.0 17.5 18.7 17.3 20.3 17.1 17.2
Mexico 0.7 0.8 0.9 1.1 1.0 0.8 0.9 1.0 1.0
Morocco n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a.
Philippines n.a. n.a. 4.4 4.7 5.8 4.0 4.5 n.a. n.a.
Yugoslavia n.a. 2.6 2.7 2.8 3.3 15.1 2.9 n.a. n.a.

Noncrisis countries
Colombia 11.5 12.8 11.9 11.6 10.6 6.4 6.8 7.5 5.0
Korea, Rep. of n.a. n.a. n.a. 8.7 9.0 8.8 8.8 8.7 n.a.
Thailand 1.7 1.7 1.4 2.4 2.8 3.8 3.0 n.a. n.a.
Turkey n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a.

n.a. Not available.
Note: Consolidated public sector includes central, state, and local decentralized agencies and SOEs.
Source: World Bank data.
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Appendix table 5-4. Consolidated Public Sector Expenditures, 1979-87
(percentage of GDP)

1979 1980 1981 1982 1983 1984 1985 1986 1987
Noninterest current expenditure
Crisis countries

Argentina 19.0 21.7 21.2 20.7 24.7 23.4 25.5 22.3 23.1
Brazil n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a.
Chile 12.6 12.4 11.1 11.5 102 10.0 9.3 7.5 8.3
Mexico 17.9 20.4 20.3 25.3 18.9 17.7 19.7 23.5 20.2
Morocco n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a.
Philippines n.a. n.a. 9.2 8.9 8.8 7.1 7.6 n.a. n.a.
Yugoslavia n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a.

Noncrisis countries
Colombia 7.6 8.3 9.3 8.9 9.6 9.1 8.6 8.2 7.6
Korea, Rep. of n.a. n.a. n.a. 15.6 14.9 14.1 14.5 12.5 n.a.
Thailand 12.7 12.8 12.6 13.3 13.1 13.7 14.0 n.a. n.a.
Turkey n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a.

Interest
Crisis countries

Argentina 3.1 3.4 7.4 10.4 6.0 5.0 5.5 3.8 3.9
Brazil n.a. n.a. 10.9 13.7 21.4 27.1 29.9 11.3 n.a.

operational n.a. n.a. 3.6 4.9 6.3 6.5 6.7 4.2 n.a.
Chile 1.2 0.8 0.4 0.5 1.8 2.4 3.2 2.4 2.9
Mexico 3.4 3.5 5.0 8.2 12.4 11.9 12.0 16.5 19.5

operational 2.1 1.5 2.6 -0.4 52 5.4 5.8 6.6 4.0
Morocco n.a. n.a. n.a. n.a. 4.7 6.2 6.2 6.2 n.a.
Philippines n.a. n.a. 0.8 1.0 13 1.9 2.4 n.a. n.a.
Yugoslavia n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a.

Noncrisis countries
Colombia 1.3 1.7 1.4 1.7 2.1 2.4 2.9 3.0 3.8
Korea, Rep. of n.a. n.a. n.a. 1.4 1.3 1.4 1.4 1.3 n.a.
Thailand 1.4 1.4 1.8 2.0 2.4 2.5 2.9 n.a. n.a.
Turkey n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a.

Capital expenditures
Crisis countries

Argentina 10.5 9.5 9.7 8.6 9.7 7.8 7.1 7.1 7.7
Brazil n.a. n.a. 7.6 7.5 5.5 5.2 5.4 n.a. n.a.
Chile 5.2 5.4 52 4.7 4.9 6.4 7.0 7.5 6.9
Mexico 10.0 8.9 12.7 9.7 7.7 6.7 6.0 6.0 5.5
Morocco n.a. n.a. 7.9 10.5 5.2 5.9 4.2 3.1 3.5
Philippines n.a. n.a. 8.7 6.6 7.6 4.5 32 3.6 5.0
Yugoslavia n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a.

Noncrisis countries
Colombia 6.2 6.5 7.4 7.3 8.2 9.5 8.9 7.5 6.3
Korea, Rep. of n.a. n.a. n.a. 10.9 10.3 10.1 9.9 9.0 n.a.
Thailand 6.7 8.5 7.9 8.0 7.3 6.9 7.8 7.2 6.6
Turkey n.a. n.a. n.a. n.a. 102 9.7 11.4 13.6 13.5

(Table continues on the following page.)
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Appendix table 5-4 (continued)
1979 1980 1981 1982 1983 1984 1985 1986 1987

Net transfers
Crisis countries

Argentina 7.7 9.3 10.7 8.6 10.4 9.8 9.6 9.3 9.5
Brazil n.a. n.a. 10.8 11.6 10.9 9.3 10.0 n.a. n.a.
Chile 19.3 19.0 20.7 26.9 27.2 26.6 26.6 23.8 23.2
Mexico 5.3 6.4 7.6 10.8 7.2 5.8 5.1 n.a. n.a.
Morocco n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a.
Philippines n.a. n.a. 0.8 1.4 1.1 0.7 0.8 -1.9 -1.0
Yugoslavia n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a.

Noncrisis countries
Colombia 11.8 13.6 11.8 12.7 11.6 4.1 3.6 2.8 2.3
Korea, Rep. of n.a. n.a. n.a. 3.1 2.1 2.5 2.9 2.9 n.a.
Thailand -0.4 -0.5 -0.7 -0.4 -0.4 -0.5 -0.7 n.a. n.a.
Turkey n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a.

n.a. Not available.
Note: Consolidated public sector includes central, state and local, decentralized agencies and SOEs. Operational interest refers to interest less

the inflation correction on domestic debt.
Source: World Bank data.
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Appendix table 5-5. Interest rates, 1980-87
(percent)

Country 1980 1981 1982 1983 1984 1985 1986 1987
Argentina

Real lending rate 5.1 31.2 -18.7 -22.9 -29.7 -6.3 3.9 2.7
Real deposit rate -4.3 9.7 -27.3 -30.4 -39.0 -21.9 -12.0 -14.8
Real government rate n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a.
Nominal spread 9.8 19.6 11.8 10.7 15.4 20.0 18.1 20.5

Brazil
Real lending rate -2.5 4.9 26.2 0.2 7.5 -0.1 -0.1 n.a.
Real deposit rate -3.6 -3.0 11.6 -1.4 10.7 -0.8 -1.8 n.a.
Real government rate -24.3 -3.9 9.3 0.3 4.5 2.7 -16.8 n.a.
Nominal spread 1.1 8.2 13.1 1.7 -2.9 0.7 1.8 n.a.

Chile
Real lending rate 12.1 38.8 35.7 15.9 11.5 11.1 7.5 4.9
Real deposit rate 4.8 28.5 22.5 3.9 2.5 4.1 1.4 3.1
Real government rate -23.8 -8.7 7.5 0.2 -2.6 -2.7 -0.7 -1.4
Nominal spread 7.0 8.0 10.8 11.6 8.8 6.7 6.1 1.8

Mexico
Real lending rate -1.3 6.2 -26.6 -9.8 -2.8 n.a. n.a. n.a.
Real deposit rate -2.8 0.7 -23.3 -14.4 -6.8 -2.6 -10.2 n.a.
Real government rate -5.7 1.6 -26.8 -11.9 -62 -0.5 -13.3 -25.8
Nominal spread 1.5 5.4 -4.3 5.4 4.3 n.a. n.a. n.a.

Morocco
Real lending rate -2.5 -5.5 0.3 -4.9 -0.5 -2.0 4.2 n.a.
Real deposit rate -4.4 -6.4 -0.3 -5.4 -1.0 -1.9 3.9 n.a.
Real government rate n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a.
Nominal spread 2.0 0.9 0.6 0.5 0.5 -0.2 0.3 n.a.

Philippines
Real lending rate n.a. 4.2 8.9 -5.4 -15.0 21.7 17.9 n.a.
Real deposit rate n.a. 2.7 4.8 -9.9 -19.7 12.5 11.6 n.a.
Real government rate -2.8 2.1 5.4 -9.0 -13.5 19.9 15.9 n.a.
Nominal spread n.a. 1.4 3.8 5.0 5.8 8.2 5.6 n.a.

Yugoslavia
Real lending rate -18.9 -17.5 -8.8 -13.8 -3.3 2.6 -4.5 n.a.
Real deposit rate -23.0 -20.9 -15.6 -30.0 -14.6 -8.5 -18.8 n.a.
Real government rate n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a.
Nominal spread 5.3 4.3 8.0 23.2 13.2 12.1 17.6 n.a.

Colombia
Real lending rate n.a. n.a. n.a. n.a. n.a. 14.1 11.8 9.5
Real deposit rate n.a. 3.9 4.4 9.7 8.8 10.5 82 6.0
Real government rate n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a.
Nominal spread n.a. n.a. n.a. n.a. n.a. 3.3 3.3 3.3

(Table continues on the following page.)
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Appendix table 5-5 (continued)

Country 1980 1981 1982 1983 1984 1985 1986 1987
Indonesla

Real lending rate n.a. n.a. 10.9 9.9 16.4 17.4 13.1 14.3
Real deposit rate -2.4 8.1 5.9 4.8 9.3 12.7 5.0 7.8
Real government rate n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a.
Nominal spread n.a. n.a. 4.7 4.8 6.6 4.1 7.7 6.0

Korea, Rep. of
Real lending rate -12.3 5.1 6.6 7.9 7.4 6.6 8.6 n.a.
Real deposit rate -11.2 4.0 3.0 5.9 6.6 6.6 8.6 n.a.
Real government rate -13.5 3.8 3.0 5.9 5.4 n.a. n.a. n.a.
Nominal spread -1.3 1.0 3.5 1.9 0.7 0.0 0.0 n.a.

Thailand
Real lending rate 1.4 5.9 16.0 13.3 19.2 15.2 15.1 n.a
Real deposit rate -3.8 0.2 102 8.8 13.4 9.4 7.9 n.a.
Real government rate -4.3 0.5 10.4 7.0 12.9 7.5 6.2 3.7
Nominal spread 5.4 5.8 5.3 4.1 5.1 5.3 6.6 n.a.

Turkey
Real lending rate -4.6 502 37.7 28.0 28.7 42.0 51.0 n.a.
Real deposit rate -40.9 -1.4 6.5 10.8 3.1 3.5 7.9 n.a.
Real government rate n.a. n.a. n.a. n.a. n.a. 4.2 13.8 n.a.
Nominal spread 68.3 52.3 29.3 15.5 24.9 372 39.9 n.a.

n.a. Not available.
Note: Real interest rates are calculated from nominal rates: [(1 + r)/(1 + p) - 11 100, where r is interest rate andp is the inflation rate. Spreads

are calculated as [(1 + i)/(1 + r) - 1] * 100,-where i is the loan rate and r is the deposit rate. See Easterly (1989) for description of data sources.
Source: Easterly (1989).

Appendix table 5-6. CPInflation Rates, 1980-87
(December over December rate)

1980 1981 1982 1983 1984 1985 1986 1987
Crisis countries

Argentina 88 131 210 434 688 385 82 175
Brazil 86 101 102 178 209 249 64 432
Chile 31 10 21 23 23 26 17 21
Mexico 30 29 99 81 59 64 106 159
Morocco 10 13 7 13 8 10 4 2
Philippines 16 11 8 26 51 6 0 7
Yugoslavia 37 36 33 60 53 75 92 169

Average 40 41 57 85 98 84 46 102

Noncrisis countries
Colombia 26 26 24 17 18 22 21 24
Indonesia 17 7 10 12 9 4 9 9
Korea, Rep. of 35 12 5 2 2 3 1 6
Thailand 16 12 3 4 0 3 2 4
Turkey 86 30 36 37 50 44 31 55

Average 34 17 15 14 15 14 12 18

Note! Averages are unweighted, geometric averages.
Source: World Bank data.
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Appendix table 5-7. Aggregate Public DomesticFinancing, 1971-86
(percentage of GDP)

Average
1971-75 1976-78 1979-81 1982-86a 1982 1983 1984 1985 1986

Crisis countries
Argentinab 14.65 13.07 6.18 14.72 28.09 17.38 17.70 6.84 3.58
ArgentinaC 5.00 -1.54 3.78 3.64 25.10 -4.60 -2.01 -0.41 0.12
Brazil n.a. n.a. 4.17 6.07 4.08 5.34 6.40 8.46 n.a.
Chileb n.a. 328 0.41 2.85 4.35 2.35 1.86 n.a. n.a.
Chilec n.a. 1.19 -4.61 1.03 3.72 2.08 1.61 n.a. n.a.
Mexicob n.a. n.a. 6.95 10.33 23.45 2.68 4.07 7.57 13.88
Mexicoc n.a. n.a. 4.67 4.08 15.45 -4.69 -1.16 2.31 8.48
Morocco 2.88 3.99 1.97 3.54 1.56 3.33 0.43 3.95 8.46
Philippines n.a. 1.85 0.50 0.68 1.60 0.24 -0.17 1.05 n.a.
Yugoslavia n.a. n.a. 5.50 10.19 7.09 11.13 10.25 9.71 12.77

Noncrisis countries
Colombia n.a. 4.91 2.72 1.98 2.50 1.14 2.28 n.a. n.a.
Indonesia n.a. 1.75 1.67 1.51 1.35 1.83 1.86 0.95 1.55
Korea, Rep. of 2.12 2.78 0.22 1.75 1.25 0.43 1.65 1.81 3.61
Thailand 2.36 1.74 0.93 3.04 3.30 1.31 4.48 1.38 4.72
Turkey n.a. 4.35 2.58 3.04 2.02 1.65 4.60 5.58 1.36

n.a. Not available.
a. Period average for years for which data are available.
b. Including nominal flow of bank reserves.
c. Substituting inflation-adjusted flow of bank reserves.
Source: International Financial Statistics, International Monetary Fund.

Appendix table 5-8. Tax on FinancialIntermediation, 1971-86
(percentage of GDP)

Average
1971-75 1976-78 1979-81 1982-86a 1982 1983 1984 1985 1986

Crisis countries
Argentina b n.a. n.a. 5.70 1524 7.90 29.18 26.00 7.36 5.75
Argentinac n.a. n.a. 2.73 1022 7.47 17.09 17.15 6.09 3.29
Brazil n.a. n.a. n.a. 227 1.25 3.27 2.54 2.03 n.a.
Chileb n.a. n.& 2.16 1.49 2.72 0.91 0.84 n.a. n.a.
ChileC n.a. n.a. 0.80 n.a. 1.82 0.63 0.64 n.a. n.a.
Mexicob n.a. n.a. 3.52 11.64 16.42 13.63 8.32 6.95 12.90
Mexicoc n.a. n.a. 0.83 7.12 12.74 8.23 3.95 1.76 8.90
Morocco n.a. n.a. 2.32 1.24 0.93 2.50 1.20 1.63 -0.07
Philippines n.a. 0.56 1.20 0.89 0.18 2.11 3.69 -0.85 -0.70
Yugoslavia n.a. n.a. 7.12 10.87 6.35 12.12 10.63 12.49 12.77

Noncrisis countries
Colombia n.a. 1.70 2.48 1.21 2.09 0.76 0.74 126 n.a.
Indonesia n.a. 0.85 1.01 028 0.50 0.52 0.24 -0.28 0.42
Korea, Rep. of 129 1.12 1.82 023 0.33 029 0.29 0.23 0.03
Thailand n.a. n.a. 1.31 -0.74 -0.61 -0.38 -1.25 -0.74 -0.70
Turkey n.a. n.a. 7.32 2.80 2.48 2.79 3.82 328 1.66

n.a. Not available.
a. Period average for years for which data are available.
b. Including nominal flow of bank reserves.
c. Including only negative real interest rate paid on reserves.
Sources: InternationalFinancial Statistics, International Monetary Fund; Easterly (1989).
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Appendix table 5-9. Flows ofFinancial System Liabilities to the Private Sector, 1971-86
(percentage of GDP)

Average

1971-75 1976-78 1979-81 1982-86' 1982 1983 1984 1985 1986
Crisis countries

Argentina
currency -0.69 -0.35 -0.31 0.06 -0.40 -0.02 -0.97 127 0.42
deposits -3.08 3.41 1.71 -2.54 -9.76 -2.39 -3.32 -0.20 2.95

Brazil
currency 0.73 -0.12 -0.24 -026 -0.31 -1.04 0.15 0.15 n.a.
deposits n.a. 1.51 0.02 1.72 1.21 0.48 3.69 1.49 n.a.

Chile
currency n.a. 0.69 0.33 -0.31 -0.89 -0.07 0.02 n.a. n.a.
deposits n.a. 4.15 3.48 -0.15 2.24 -5.08 2.40 n.a. n.a.

Mexico
currency 0.35 0.34 0.31 -0.54 -0.61 -1.35 0.13 -0.22 -0.65
deposits n.a. n.a. 3.38 -3.37 -9.15 -2.60 1.42 -3.54 -2.95

Morocco
currency 0.92 0.87 0.31 0.33 0.08 0.16 0.27 -0.19 1.34
deposits n.a. n.a. 1.28 3.07 2.10 3.39 0.94 3.93 4.97

Philippines
currency -0.06 0.37 -0.14 0.11 0.02 0.94 -1.44 0.17 0.85
deposits n.a. 3.37 -0.18 -2.53 1.65 -4.84 -10.44 128 -0.29

Yugoslavia
currency 0.38 0.27 -0.44 -0.45 0.05 -1.82 -0.74 -0.07 0.32
deposits n.a. n.a. n.a. -4.44 -0.23 -8.88 -2.49 -6.50 -4.12

Noncrisis countries
Colombia

currency 0.10 0.54 -0.14 -0.11 0.17 0.51 0.35 -1.49 n.a.
deposits n.a. 1.37 2.46 1.31 -0.04 2.70 1.27 n.a. n.a.

Indonesia
currency 0.48 0.56 0.37 0.29 0.21 0.07 0.08 0.62 0.49
deposits n.a. 1.33 2.02 2.11 0.47 2.84 2.22 4.13 0.88

Korea, Rep. of
currency 0.58 1.00 -0.35 0.41 0.85 0.41 0.24 0.10 0.45
deposits 3.33 4.82 1.10 4.47 5.44 4.26 1.84 4.75 6.09

Thailand
currency 0.25 0.47 -0.08 0.36 0.59 0.39 0.42 -0.16 0.54
deposits 2.79 6.66 1.35 8.12 8.82 8.14 1023 5.52 7.90

Turkey
currency 0.36 0.47 -0.80 -0.04 0.35 -4.15 -0.46 -0.18 0.24
deposits n.a. -0.78 0.68 1.66 3.12 -1.50 1.62 2.60 2.46

n.a. Not available.
Note: Inflation adjusted flows.
a. Period average for years for which data are available.
Source: International Financial Statistics, International Monetary Fund.
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Appendix table 5-10. Flows of Financial System Claims on the Public and Private Sectors, 1971-86
(percentage of GDP)

Average

1971-75 1976-78 1979-81 1982-86' 1982 1983 1984 1985 1986
Public Sector
Crisis countries

Argentina 1.82 -529 0.89 -0.64 21.24 -10.11 -7.07 -4.73 -2.52
Brazil n.a. n.a. 1.37 0.71 1.11 1.23 -0.83 1.32 n.a.
Chile n.a. 0.90 -1.53 1.84 3.87 0.94 0.70 n.a. n.a.
Mexico n.a. n.a. 3.15 2.05 11.70 -6.53 -3.15 1.25 7.00
Morocco 1.03 1.71 0.18 2.10 0.59 1.47 -0.88 2.78 6.55
Philippines n.a. 1.48 -0.82 -0.11 0.66 -1.78 -0.79 1.50 n.a.
Yugoslavia n.a. n.a. -0.57 0.22 1.00 1.90 1.05 -2.47 -0.39

Noncrisis countries
Colombia n.a. 1.60 0.08 0.04 -0.73 0.33 0.50 n.a. n.a.
Indonesia 1.09 0.28 0.31 0.73 0.77 1.00 1.41 0.03 0.46
Korea, Rep. of 0.83 0.78 -0.65 0.91 1.20 -0.71 2.17 1.55 0.36
Thailand 1.13 0.71 -0.08 2.52 2.52 0.64 4.09 1.29 4.04
Turkey 1.93 2.73 -4.07 -0.06 -1.00 -1.75 1.26 2.17 -0.99

Private Sector
Crisis countries

Argentina -1.98 2.69 5.49 -4.93 -2.13 -13.22 -8.50 -0.98 0.17
Brazil 6.75 2.48 -0.66 -0.31 2.32 -3.26 2.57 -2.87 n.a.
Chile n.a. 7.30 8.77 2.23 10.69 -8.19 4.19 n.a. n.a.
Mexico n.a. -1.85 1.76 -2.55 -9.17 -2.75 2.09 -0.35 -2.58
Morocco 2.38 1.92 1.17 1.35 2.25 0.50 2.22 0.45 n.a.
Philippines 2.11 3.99 3.45 -6.31 2.36 0.51 -17.95 -8.54 -7.92
Yugoslavia 0.21 8.60 -1.64 -6.62 -4.20 -12.53 -1.72 -8.91 -5.73

Noncrisis countries
Colombia n.a. 0.88 2.24 2.97 1.83 4.07 3.03 n.a. n.a.
Indonesia n.a. 1.24 1.58 2.63 2.50 1.92 3.04 2.73 2.97
Korea, Rep. of 4.93 5.97 4.69 7.52 9.01 7.54 5.84 8.22 6.98
Thailand 2.76 8.08 0.73 5.66 6.02 9.65 7.53 3.51 1.61
Turkey 2.31 -0.57 0.22 1.45 1.72 1.99 -2.17 1.65 4.05

n.a. Not available. a. Period average for years for which data are available.
Note: Inflation adjusted flows. Source: International Financial Statistics, International Monetary Fund.

Appendix table 5-11. Sum of Central Bank Rediscounts to the Banking System and the Private Sector, 1971-86
(flows as percentage of GDP)

Average

1971-75 1976-78 1979-81 1982-86a 1982 1983 1984 1985 1986
Crisis countries

Argentinab 10.59 3.76 3.19 n.a. 29.61 13.40 15.36 n.a. n.a.
Brazil n.a. 5.34 4.67 3.72 3.83 3.57 3.34 4.15 n.a.
Chile n.a. 1.63 0.46 18.08 11.97 23.78 18.48 n.a. n.a.
Mexicob n.a. 0.38 0.23 0.37 2.77 -1.06 0.20 -0.13 0.05
Morocco n.a. n.a. n.a. 1.62 0.84 0.21 1.38 1.31 4.35
Philippinesb 1.08 0.26 2.23 0.08 1.11 1.79 1.75 0.46 -4.72
Yugoslavia 2.22 5.48 4.86 4.36 4.78 4.48 4.94 3.58 4.03

Noncrisis countries
Colombia 1.28 1.46 0.46 1.34 1.01 1.91 1.23 1.22 n.a.
Indonesia b n.a. n.a. 1.32 2.93 4.63 1.36 4.61 0.95 3.08
Korea, Rep. of 1.88 1.19 1.91 2.03 1.07 1.72 2.69 2.63 2.05
Thailandb 0.58 0.11 0.79 0.47 0.16 0.21 0.43 0.59 0.96
Turkeyb n.a. 5.06 2.43 0.13 -0.35 2.26 -1.98 0.28 0.45

n.a. Not available. a. Period average for years for which data are available.
b. Rediscounts to financial system only. Source: International Financial Statistics, International Monetary Fund.
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Comment

Dani Rodrik countries failed to accomplish it without engendering
serious macroeconomic crisis. By all indications, the

This paper serves the useful purpose of bringing together binding constraint now lies on the fiscal side rather than
consolidated fiscal data for a dozen developing countries, the balance of payments side. Therefore, a paper focusing
The objective is to take a close look at the choices made on the fiscal dimension is especially welcome.
by these countries in the wake of the cutoff in external The stylized facts about the adjustments undertaken
financing in 1982. This cutoff necessitated two kinds of by the crisis countries after 1982 are by now well known.
adjustment. First, an external transfer had to be effected, There was a sharp turnaround in the current account of
which required generating a trade surplus on the balance the order of 4 to 5 percent of GNP on average. The fiscal
of payments. Second, since much of the debt is public or retrenchment, however, was less dramatic (2 to 3 percent
publicly guaranteed, an internal transfer from the private of GNP on average) and partially reversed in later years.
sector to the public sector was needed to generate the Fiscal deficits were reduced primarily by expenditure
resources for debt service. In the years that followed, the cutbacks, rather than revenue increases, and public in-
internal transfer proved particularly tricky. The affected vestment bore the brunt of the adjustment. In the ab-
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sence of foreign inflows, public sector deficits were fi- put has fallen. If the shock is a permanent one, the first
nanced at the margin by the inflation tax. In practically effect would call for reduced consumption and the sec-
all countries, the immediate consequence of the debt ond effect for reduced investment. Relying on domestic
crisis was an acceleration of inflation. High and rising sources of finance to maintain expenditures at unsus-
inflation then caused its usual havoc, setting off financial tainable levels would not be justified. From this perspec-
instability, capital flight, and a collapse of private invest- tive, the actual choices made by the governments can be
ment. In turn, as the base of the inflation tax eroded, the faulted for having relied too little on cutbacks in current
vicious cycle became complete. spending and too much on domestic financing. Given the

One of the strong points of Easterly's paper is that it increase in the effective cost of funds, the investment
tries to consolidate public sector accounts, aggregating response per se need not have been altogether irrational,
the central government with public enterprises and the although the magnitude of the cuts can certainly be
central bank. Once the accounts have thus been consol- questioned.
idated, a meaningful story can be told. Basically, a gov- If the shock is to be viewed as temporary, which with
ernment that faces an increased debt-service payment hindsight does not seem realistic, there would be room
has five options: (1) reduce current expenditures; (2) for domestic financing. The actual choices would then
reduce investment expenditures; (3) increase revenues; fall short on account of both the (unnecessary) invest-
(4) borrow from the domestic private sector; or (5) gen- ment cutback and the bias in domestic financing in favor
erate seigniorage. As Easterly shows, the crisis countries of the inflation tax.
appear to have relied disproportionately on two of these In either case, it is hard to justify the outcome by
options: cutbacks in investment and seigniorage through reference to standard guidelines drawn from welfare
the inflation tax. economics. What then explains the actual choices made

Easterly then compares this experience with that of by the governments? This is a difficult question, and little
some noncrisis countries. This seems to me a rather research has been undertaken on this issue. Yet it seems
empty comparison, since the comparator countries, by to me that we desperately need some enlightenment on
virtue of not having been shut off from credit markets, this issue to be more helpful to governments that are
did not have to face similar pressures. It is no great trying to cope with the consequences of the debt crisis.
surprise to find members of this latter group doing That diverse countries have responded to the crisis in
basically the same things that they were doing prior to rather similar ways-by slashing investment and gener-
1982. That the investment collapse and increased reli- ating inflation-suggests that more than idiosyncratic
ance on inflation tax did not take place in the noncrisis factors may be at work here.
countries establishes neither the suboptimality of the Perhaps the standard explanation for why govern-
response in the crisis countries nor the presence of good ments reach for the capital budget whenever they are
management in the noncrisis countries. It would have short of funds is the relative political ease of doing so.
been more meaningful to undertake a comparison with Cutbacks in current spending deprive current claimants
the reactions of the latter countries to their own (mini-) from government largesse, while it is mostly future
debt crises, where such exist: Indonesia in 1975, Turkey claimants that are affected by a reduction in investment
in 1977-78, and Korea in 1980. spending. Since the unborn do not vote or engineer

Two important questions are posed by the experience coups, the path of least political resistance is clear. To be
of crisis countries. The first question is a normative one, sure, this line of argument is not entirely free of prob-
on which welfare economics and traditional public fi- lems. If governments do, in effect, discount the future
nance can shed some light what is the optimal manner very heavily, how can we simultaneously explain the
in which to accommodate a shortfall in foreign funds? presence of typically bloated investment budgets prior to
The second question is one for which economic analysis the crisis? Or is it that the discount rate increases only
is less helpful: to the extent that actual policy choices in periods of crisis? Simplistic answers, like the above,
differed from desirable ones, what were the reasons for will not do.
the divergence? Asimilarpuzzle exists with inflation. Why do countries

The first question is too broad to answer in detail here, find it convenient to resort to the inflation tax rather than
but some principles can still be enunciated. The way to more conventional taxes or domestic borrowing? Since
think of the cutoff in foreign lending is as an increase in domestic debt ratios are typically small, should domestic
the effective cost of funds facing the public sector. This borrowing have been used more? I think it is somewhat
has two effects on the public sector: (1) a negative wealth misleading to talk here about inflation having been a
effect, as the preexisting stock of foreign debt now has to "choice." It is more correct to say that governments
be serviced at higher interest rates; and (2) an inter- typically "chose" to do nothing, and that inflation was
temporal price effect, as the relative price of future out- simply the result Governments in some cases may have
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explicitly decided to substitute money finance for foreign on it by one group or one government department after
finance, but more often the cause-and-effect links must another, inflation has the function of denying part of
have been indirect and subtle. Resort to central bank what the state, in its weakness, has granted ... The state
credit will be inflationary once reserves can no longer be may be said to hand over to inflation the disagreeable job
drawn down or the central bank cannot borrow abroad, of saying no." (Hirschman 1985, p. 73). Chile's experi-
whereas it used to be perfectly consistent with price ence here is exemplary, in that this pitfall was avoided.
stability before. Tinkering with reserve and liquidity re- Then again, Pinochet had long experience in saying no.
quirements of commercial banks is an unavoidable temp- The key, therefore, seems to be the political paralysis
tation for raising resources in a crunch. More generally, in which these countries found themselves once the debt
the economy responds to unchanged claims on sharply crisis struck. Even deeper questions arise at this level.
reduced resources by generating inflation. In this sense, Governments manage to mobilize considerable amounts
inflation is the ultimate balancing item on ex-ante un- of resources during wartime without losing authority
balanced budgets. and legitimacy. Why could they not do the same during

There is, of course, an important political dimension the debt crisis? One answer is that the accumulation and
here. The availability of foreign resources prior to 1982 the eventual servicing of the debt involved distributional
had created entrenched claimants from both the private choices that precluded the formation of a united front.
sector and sections of the public sector. The central Not everyone benefited from foreign indebtedness; and
political management issue in 1982 became how to re- not everyone is sharing the burden.
duce these claims in line with the reduced resources.
This in turn required a strong central government that Reference
could coordinate the various claimants' actions. The
typical pattern, of course, was that the central leadership Hirschman, Albert. 1985. "Reflections on the Latin American
proved inadequate for the task. The consequences have Experience." In L. L. Lindberg and C. S. Maier, eds., The
been well described by Albert Hirschman: "Where the Politics ofin/ation and Economic Stagnation. Washington,
state defers readily to all the successive demands made D.C.: The Brookings Institution.
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6

Public Debt, North and South
Helmut Reisen

Public finance provides the key for an understanding of public debt. First, why is public debt as a fraction of GDP
the ongoing Latin American debt crisis. The crisis is still on the rise in spite of rationed foreign lending and
reflected by recurrent budget deficits, triple-digit infla- efforts at fiscal consolidation? Major debt determinants
tion, depressed domestic savings and investment, a ten- are: fiscal rigidities because of failure to broadentaxbases
dency toward very high domestic interest rates, and and to cut government consumption; high interest rates
repeated attacks on debtor countries' currencies and and low GDP growth, both largely explained by the na-
foreign exchange reserves. Servicing debt is seriously ture of fiscal adjustment; massive real exchange rate
complicated by the fact that much of foreign debt is owed devaluation (to generate the external transfer); and high
by the public sector, whereas most export earnings and swings in key currencies' value. Second, how can the rise
an important part of foreign assets are owned by the in government debt be contained in a time consistent
private sector (Sjaastad 1983). The external transfer of way and how can fiscal adjustment foster growth while
foreign exchange from debtor countries' governments to minimizing real exchange rate depreciation and reduc-
foreign creditors entails, therefore, an internal transfer ing the cost of domestic public debt? "Easy" alternatives
of resources from the private to the public sector. The to growth-oriented fiscal adjustment-inflationary
legacy of seven years of restricted external finance and blow-out of domestic debt, unilateral default, taxation of
inadequate or recessionary fiscal adjustment is now re- bond returns, and certain foreign debt reduction
flected in demonetized economies, rapidly rising domes- schemes-are dismissed as effective instruments for a
tic public debt, and lost credibility for many govern- sustainable reduction of total public debt
ments. The recent rise in domestic public debt with high
real interest rates in countries such as Brazil and Mexico
imposes a heavier financial burden on governments' Why Government Debt Is Still Rising
budgets than foreign debt. This is a new experience for
developing countries, but not for Organisation for Eco- Because of different definitions of the public sector,
nomic Co-operation and Development (OECD) comparisons of public debt ratios are very precarious. A
countries. comparison of changes in debt ratios is less arbitrary.

Economic theory provides little, if any, guidance on Table 6-1 demonstrates for the 1980s the sharp rise in
whether there is debt ratio critical for solvency. In the government debt as a fraction of GDP in all countries
forefront of high-debt OECD countries-Belgium, Ire- except the Republic of Korea. Except for Indonesia,
land, and Italy--public debt relative to GDP is consider- where domestic debt is nonexistent, and Italy, which has
ably higher than in prominent developing debtor coun- almost no foreign debt, the structure of public debt is
tries. Yet for these OECD countries, insolvency has not now quite similar for such countries as Brazil, Mexico,
developed, although the high debt generates consider- Belgium, and Ireland. At first sight the picture is puz-
able macroeconomic problems there also. Based on the zling: the highest debt ratio is in Belgium and Ireland,
recent experience of Brazil, Mexico, the Republic of where there is no "debt crisis." In Brazil, Mexico, and
Korea, Indonesia, and the three high-debt OECD coun- Indonesia, the reduction in foreign borrowing has ac-
tries, this essay will provide a somewhat eclectic and companied a rapidly rising foreign debt ratio. External
anecdotal discussion on some relevant aspects of high transfers have done nothing to reduce government in-
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Thble 6-1. Net Public Debt, 1981 and 1987
(percentage of GDP)

Changes, 1981 to 1986-87 Levels, 1986-87
Country Domestic Foreiqn Total Domestic Foreign Total

Brazil 12.2 12.1 24.3 20.5 26.1 46.6
Mexico 28.5 31.1 59.6 40.4 53.4 93.8
Indonesia n.a 42.7 42.7 n.a. 53.0 53.0
Korea, Rep. of 1.2 -0.8 0.4 6.1 8.3 14.4
Belgium 21.5 11.1 32.6 92.6 21.3 113.9
Ireland 21.1 19.9 41.0 78.3 51.0 129.3
Italy 32.0 1.1 33.1 74.8 2.0 76.8

Note: Foreign public debt is net of official foreign exchange reserves., Domestic debt is net of money base. For Brazil and Mexico, debt stocks at
year-end have been deflated by the consumer price index (1980 = 100) at the end of each respective year. They have then been divided by real GDP in
1980 prices. Data for Italy are based on new national accounts.

Sources: Banco Central do Brasil, Brazil Economic Program; Banco de Mexico, Indicadores Econdmicos; World Bank data; IMF, International
Financial Statistics (for the Republic of Korea); OECD, Economic Surveys for Belgium, Ireland, and Italy.

debtedness when they were prematurely imposed from traded and nontraded goods, money creation, and new
abroad. domestic debt; (ii) uses of funds: interest on domestic

The link between the external transfer of foreign ex- debt and public spending on traded or nontraded goods.2

change from debtor countries' governments to foreign To identify exactly where the debt problem lies, equa-
creditors and the internal transfer of resources from the tion (6-1) must be transformed into a debt-dynamics
private to the public sectors can be well understood by equation:
regrouping the government budget identity, which
shows the link between the public borrowing require- (6-2) xt= xt -1 [(1 - I) r + f(r* + e) - n]
ment (fiscal deficit) and external and internal sources of
finance.' - [(t - g) + (t* -g*) e] - (p + n) m

(6-1) (r*b*- b*) e = (t-g) + (t*- g*) e - rb + M/P + b where:

x = the total public debt ratio to GDP,
f = the percentage share of foreign debt in

where: total public debt,
n = the growth rate of GDP,

r, r= the domestic and foreign interest rates p = the inflation rate,
respectively, m = the ratio of base money to GDP,

b, b* = the domestic and foreign public net debt
respectively, and where the other variables introduced above are now

b, b* = new additions to the domestic and expressed in percentages of GDP. Equation (6-2) reveals
foreign public net debt respectively, that the public debt ratio rises as long as the difference

g, = noninterest public spending in the traded between the public debt burden and GDP growth is not
and nontraded goods sectors compensated by a surplus in noninterest surplus plus
respectively, money finance.

t, t = tax revenues on traded and nontraded Table 6-2 helps to explain why the debt-income ratio
goods respectively, stopped growing in Korea and rose rapidly elsewhere

e = the exchange rate (relative price of during the past five years. Korea could afford a primarytraded goods in terms of nontraded deficit (albeit a moderate one) because extraordinary
goods), and GDP growth moved ahead of interest rates. Mexico, in

MIP = the increase in real base money. contrast, was the only country to run a primary surplus
(almost 4 percent of GDP), but it did not offset the

The left-hand side in equation (6-1) represents the combined impact of negative growth, high interest rates,
external public transfer, which is given by the difference and (summing up the fluctuations of its real exchange
between interest payments on net foreign debt (gross rate) heavy debt-weighted devaluation. The foreign ex-
debt minus foreign exchange reserves) and net new for- change rate is an important debt determinant with two
eign lending. This quantity must equal the domestic components: local currency devaluation relative to the
public balance-on the right-hand side of equation (6- dollar to improve external competitiveness (to generate
1)-which is composed of (i) sources of funds: taxes on external transfers or cope with other external shocks),
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Table 6-2. Debt Determinants
(average, end-1983 to end-1987)

Real Seignorage and
Primary interest Real Share of inflation

deficit less GDP annual foreign tax, end-1987
(percentage growth devaluation debt in (percentage of

Country of GDP)a (percent)b (percent)c total debt GNP)
Brazil 0.7 2.3 2.0 0.56 1.8
Mexico -3.9 9.7 6.6 0.57 1.5
Indonesia 1.2 2.1 18.2 0.99 0.7
Korea, Rep. of 0.9 -0.8 5.1 0.58 0.4
Ireland 1.0 2.5 -5.8 0.39 0.8
Italy 3.2 2.5 n.t. 0.02 1.8

n.t. Not taken.
a. The primary deficit in Brazil excludes interest payments for foreign public debt from the operational public sector borrowing requirement. In

all other cases, it excludes all interest payments from the nominal public deficit. A minus sign denotes a surplus.
b. Real interest is the weighted average of the real domestic and foreign interest rate on public debt. For Brazil and Mexico, only foreign interest

has been considered.
c. Real annual devaluation is based on effective exchange rates (geometric averages based on moving currency debt weights), adjusted for domestic

inflation.
d. Seignorage and inflation tax are defined as changes in the inflation-adjusted money tax times the annual rate of inflation, as a percentage of

GDP in 1980 prices.
Source: See table 6-1.

and movements in the dollar value of key currencies (like sia) where it has been raised by several percentage points
the yen or the deutsche mark). The foreign exchange rate of GDP, as has happened in some developed countries like
was crucial in Indonesia, where most public debt is in Ireland and Italy (see table 6-3).
hard currencies (such as the yen), and where all public Why has there been so little tax adjustment in problem
debt is foreign. Before 1984 (when rationed lending debtor countries? There are at least three views on that
forced debtor countries to switch their trade balances question. First, supply-siders would relate disappointing
from deficit to surplus), the exchange rate also had a tax collection to the microeconomic details of tax struc-
major impact on public debt ratios in all problem debtor tures, in particular to marginal tax rates and the real
countries. Monetary finance did not help in Brazil and income level to which these rates apply (Reynolds 1985).
Mexico (despite high inflation) to transfer more real Table 6-4 examines this claim, showing the top marginal
resources from the private to the public sectors as it did rates for personal income taxes, the associated taxable
in Italy, where inflation returned to single-digit levels. income threshold (in thousands of dollars), the ratio of
High inflation taxes were almost outpaced by negative this income to per capita GDP (as a proxy for bracket
seignorage since the demand for real base money fell creep), and the fiscal yield of personal income tax as a
rapidly. percentage of GDP. Tax pressures intensified (in the sense

that top tax rates were applied to lower income) in Brazil,
Tax Collection, Noninterest Spending, and Inflation Belgium, and Ireland, but did not raise tax revenue in

Brazil. Personal income tax is an important source of

When is there a public debt problem? The intertempo- revenue in OECD countries, but it is a negligible revenue

ral budget identity provides no answer to that question source in the South. Table 6-4 also shows that reduction

because it is compatible with cases of ever increasing of top rates (Korea, Indonesia) and of bracket creep

indebtedness. More binding is Spaventa's definition of
feasibility: "If there are perceived social and political Table 6-3. Nonoil Tar Receipts, 1981 and 1986-87
limits to the government's ability to reduce expenditure (percentage of GDP)

and to increase taxation net of transfers, .. . there are also Countryl/average 1981 198647

limits to the level of the debt ratio which is compatible Brazil 23.6 21.8

with a credible commitment on the part of the govern- Mexico (nonoil) 10.6 10.5
Indonesia (nonoil) 5.9 8.1

ment to meet the intertemporal constraint" (1988, p. 16). Korea, Rep. of 18.2 18.2
Spaventa's definition explains why public debt is more Belgium 42.8 45.2

likely to turn pathologic in many developing countries Ireland 38.8 44.3
than it does in richer countries. Tax ratios of developing Italy 32.9 38.9

countries tend to be much lower-less than half of the OECD average 35.7 36.0

average tax ratio of industrial countries. There have been Source: Easterly (in this volume); World Bank data; OECD for
rare instances among developing countries (like Indone- OECD countries.
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Table 6-4. Personal Income Taxes: 7bp Rates and Fiscal Yield
Threshold

Maximum individual tax ratesa ratio, Fiscal revenue
Country 1980 1987 1987" 1980 Latest

Argentina 45 (73.7) 45 (62.3) 26 0.0 0.0
Brazil 55 (76.4) 50 (15.6) 7 0.2 0.2
Mexico 55 (65.8) 60 (46.4) 27 2.4 2.0
Indonesia 50 (15.4) 35 (50.0) 86 0.4 0.7
Korea, Rep. of 89 (173.2) 55 (73.0) 25 2.0 2.4
Belgium n.a. 67 (140.4) 10 14.1 14.3
Ireland n.a. 58 (22.3) 3 10.9 13.1
Italy n.a. 62 (462.9) 35 7.5 11.4

a. Maximum individual tax rates (percentages) and associated taxable income (in thousands of U.S. dollars). Exchange rates used are period
averages.

b. Income at which the top rate applies divided by per capita GDP.
c. Fiscal revenues from personal income tax as a percentage of GDP.
Sources: Coopers and Lybrand, 1988 International Tax Summaries; IMF, Government Finance Yearbook.

(Indonesia) may produce more tax revenues, even revenues. This situation occurs if each group has enough
though the increase has been moderate. But the table power to 'block' explicit taxes on itself but not enough
does not explain why the fiscal yield on personal income political influence to impose explicit taxes on others."
tax has been almost nonexistent in Argentina and Brazil, This situation is to be contrasted with a "stable" situation
or why there was no adjustment during the 1980s in where one political side controls economic policy deci-
contrast with other sample countries, including Korea sions with a solid majority (say, Indonesia) or without
and Indonesia. polarization between political groups and is thus able to

A second view holds that depressed tax revenues have impose the public debt burden on groups not represented
in part been the immediate consequence of the debt in the government.4

crisis. Lower consumption, profits, wages, per capita The distributional impact of high public debt may well
incomes, and imports, mostly unavoidable for effectively differ between OECD countries and developing coun-
restraining overall demand, also meant shrinking tax tries. To the extent that pension schemes claim a signif-
bases. Moreover, the Tanzi effect-important losses of icant part of domestic public liabilities, as is often the
real tax revenues associated with inflation acceleration- case in developed countries, the taxed groups and the
was confirmed in problem debtor countries. Since pro- rentiers are identical and the distributional concern is
gressive income taxes represent only a small share of less warranted. This constellation is to be contrasted with
total tax revenue in developing countries, fiscal drag is inflationary developing countries, where the poor in the
insignificant. Much of taxes levied with specific rates and informal sectors hold the noninterest part of the public
the long lags in collection lead to inflation-induced losses debt (cash), which is subject to considerable inflation tax,
for the governments (Tanzi 1977). But automatic stabi- while the rich hold the high-interest part of public debt
lizers do not tell the full story. or switch into foreign currency or real assets (for empir-

Low tax ratios and standard tax rates, bracket creeps ical evidence on Mexico, see Gil Diaz 1987). Therefore,
and low fiscal yield suggest a third view: the failure to any external debt strategy that relies on substituting
broaden the tax base is crucial in explaining persistent high-interest domestic debt for foreign debt may be
debt-servicing problems in many developing debtor short-lived, not only because the public sector runs into
countries. Administrative and technical bottlenecks in insolvency but also for its social implications.
tax assessment, levying, and collection prevent tax reve- In problem debtor countries, external transfers have
nues from rising and powerful interest groups have often encouraged growing domestic public debt, and fiscal
prevented tax reform to abolish tax holidays and deadlockshave forced theirmonetization. Inflation isthe
exemptions.' residual outcome. Clark observed (1945) that in several

Repeated failures of stabilization in Argentina and European countries in the interwar period, there seemed
Brazil and interwar evidence from Europe suggest that to be a limit to the tax ratio. Every time this limit was
thorough fiscal reform cannot be expected in countries reached (at about 25 percent), inflation increased. The
in an "unstable" political situation (Alesina 1988, pp. political situation was "unstable" inArgentina and Brazil
34-79). "In an 'unstable' political situation, distributive but was not so in Chile, Colombia, Indonesia, and Korea,
disputes over which taxes to increase (or which type of where noninflationary fiscal adjustment could be ob-
transfers to reduce) generate fiscal deadlocks which un- served (see table 6-5). Mexico was an in-between case.
dermine the government's ability to increase explicit tax The year after tax ratios peaked in Argentina (1980,
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Table 6-5. Tax Ratios and Inflation, 1980-87
Inflation Multiple of inflation compared to year

Tar ratio (percentage when tax ratio peaked
Country Year Highest Lowest per annum) Year 1 Year 2 Year3

Argentina 1980 23.3 101 1.5 2.4 4.9
1984 18.2 627
1986 22.0 90 1.5 n.a. n.a.

Brazil 1982 25.1 98 1.7 2.0 2.4
1984 21.8 197

Mexico 1986 21.4 86 1.5 n.a. n.a.
(nonoil) 1983 18.7 102
Chile 1985 43.5 31 0.6 0.6 n.a.

1981 38.2 20
Colombia 1980 27.3 27 1.0 0.9 0.8
Indonesia 1986 10.1 6 1.5 n.a. n.a.
(nonoil) 1984 6.2 10
Korea, Rep. of 1983 19.0 3 0.7 0.7 0.8

1982 18.2 7

Sources: Easterly (in this volume); IMF, International Financial Statistics; World Bank data.

1986), Brazil (1982), and Mexico (1986), again at about observed in Belgium and Korea, where current public
the level reached during interwar Europe (25 percent), spending was reduced by about 4 percentage points of
inflation accelerated by 50 percent in all three countries GDP, and in Mexico (2-1/2 percent). Even if cuts in
and doubled two years after the tax ratios peaked. noninterest public spending were important, they were

Table 6-5 also confirms the Tanzi effect for high-infla- rarely "growth-oriented," since they often concentrated
tion countries: the lowest tax ratio is noted when infla- on capital expenditure. To the extent that these cuts
tion had risen to triple-digits. But as table 6-2 shows, affect infrastructure capital rather than "white ele-
with the demand for base money falling, there were limits phants," they lower the productivity of complementary
to the resources that governments could acquire private sector capital and future output growth.
through the inflation tax.

When interest rates exceed GDP growth, the need to Interest Rates and GDP Growth
pay growing interest outlays complicates cuts in overall
spending (and tax burdens). This observation is wide- Much of the increase in public debt ratios has been
spread: it is true for the OECD (on average), particularly unrelated to primary deficits in the government budgets.
for the high-debt OECD countries, and there is thus little As table 6-2 shows, since year-end 1983, the difference
reason to believe thatit should be different for developing between real interest rates and real GDP growth accounts
debtor countries. Butby comparing 1981 and 1987, table for one third of the relative debt in the lowest case (Italy)
6-6 reveals that cross-country differences are important. and for two thirds in the highest case (Mexico) increase
In "unstable" cases like Brazil and Italy, there were no in recent years. So for a country like Mexico, one can
cuts in current outlays (such as subsidies and public easily imagine a disaster scenario in spite of its primary
salaries), and the noninterest current account increased budget surpluses: foreign debt service crowds out invest-
by four percentage points of GDP. The opposite was ment and reduces output growth and the tax base; this

Table 6-6. Structure of Public Spending, 1981 and 1986-87
(percentage of GDP)

1981 1986-87
Country Capital Interest Other Capital Interest Other

Brazil 7.6 10.9 8.8 5.4 11.3 12.7
Mexico 12.9 5.0 21.8 5.5 19.5 19.2
Indonesia 6.4 0.7 7.3 8.4 3.3 9.4
Korea, Rep. of 10.9 1.4 18.5 9.0 1.3 14.4
Belgium 5.0 7.9 44.4 2.8 11.1 40.1
Ireland 15.2 7.6 23.2 9.6 11.3 23.5
Italy 5.9 3.4 34.2 5.2 8.7 38.6
OECD average 3.5 2.5 33.3 3.1 3.8 34.3

Sources: See table 6-1. For OECD average, see OECD (1989b), ch. 5.
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process feeds on itself until no resource base is left from are so depressed in many problem debtor countries (like
which to service the public debt. It is thus important to Mexico), and why they are up in Korea (in spite of massive
know to what extent public finance can contribute to external transfers).
higher growth and lower interest rates, and to what Italy's experience reveals, however, that the negative
extent it cannot. effects of fiscal deficits can be offset to some extent. This

Pooled time-series-cross-section regression estimates is not because of "tax discounting" (as embodied in the
reported in the 1988 OECD Survey of Belgium identify Ricardian Equivalence Theory) in the countries charac-
the budget deficit-private saving ratio as a significant terized above as "unstable." Taxpayers do not increase
determinant of real bond yields. The ratio explains a third private savings to prepare for future taxes that govern-
of the increase in bond yields from 1979 to 1983 and a ments will eventually have to levy to pay increased inter-
third of their subsequent decline. Another third is ex- est payments on their debt. Why should they, when they
plained by the U.S. bond yields, indicating that their can easily evade taxation? Even in most OECD countries,
determinants (like the U.S. deficit-savings ratio) are im- the tax-discounting factor appears to be close to zero
portant concerns for the OECD, and more so for devel- (Nicoletti 1988). But fiscal deficits can displace private
oping countries where the foreign share in public debt is consumption and lure savers into purchasing public debt
higher. when high real rates of return, offered by near substitutes

But in countries like Mexico, real bond yields have of Treasury bills, are taxed (Italy) or unhedged against

failed to decline with falling operational deficits (which high inflation (Brazil). The authorities may consequently
corrects for the inflation component in the government's face a trade-off between high output growth (to the

interest outlays). Debt-income ratios have continued to extent that high bond yields reduce private consump-
increase, suggesting that debt stocks have affected inter- tion) and high growth of domestic public debt (fed by the
est rates more than the deficit. The savers have appar- high bond yields). The ultimate outcome for the debt-in-

ently considered the risks of imminent default and infla- come ratio will then depend on how quickly the
tion by requiring correspondingly higher interest rates government's gains in reputation translate into lower

on domestic government debt. Since high interest rates interest.

feed public debt, they not only reflect inflationary expec- The output effect of a given fiscal deficit depends on

tations, but also determine the inflation rate. Whether the (incentive) structure of taxes and public spending.
the economy ends up in a situation with low interest rates When countries like Argentina intensify tax pressure on

and low default risk, or with high interest and high export production, agriculture, and domestic financial

default risk, depends on the credibility of the govern- intermediation, the disappointing performance in say-

ment.5 After a long experience of high and variable infla- ings, exports, and output growth should come as no

tion, coupled with repeated periods of negative real re- surprise (Reisen and van Trotsenburg 1988). Output
turns on government bonds, the risk premium in growth also depends on the composition of government

domestic interest rates is unlikely to fall rapidly. Finally, expenditure. Only cuts in government consumption
as long as a fixed exchange rate policy is not fully credible equal to the increases in debt service succeed in main-

(like in Mexico's 1988 stabilization), in addition to default taining the growth rate without intensifying inflationary

and inflation risks, interest rates incorporate expecta- pressures.6 Instead, cuts in public capital formation

tions of forthcoming devaluations. lower the nation's overall investment and depress private

High inflation, excessive minimum reserve require- investment's profitability, which translates into lower

ments, and forced sales of government bonds have en- growth, lower savings, and lower taxes.

larged the wedge between the interest yield for domestic
savers and the interest costs for domestic borrowers. Real Devaluation and Cross-Currency Movements
Returns on savings are often too low to mobilize saving
for capital formation while credit costs are too high to Efforts to reduce foreign debt demand a real devalua-
finance profitable investment. The concomitant losses of tion of the exchange rate below purchasing power parity
efficiency and opportunities for growth are often exacer- to generate the real transfer (trade surplus) for foreign
bated when rationed credit is extended to favored (big or debt service. Here is one of the main differences between
public) enterprises at preferential interest rates. high-debt OECD countries and Latin American debtors.

When the public budget deficit exceeds the current While Ireland, Italy, and Belgium belong to the European
account deficit, public sector borrowing must be Monetary System, and hence have a de facto peg with the
matched by a surplus of private sector savings over in- deutsche mark, Latin American debtors can no longer
vestment. Public sectors then become net users of house- borrow abroad, calling for sharp depreciations of their
hold and corporate saving, which are then unavailable for currencies. A large shift in real exchange rates is called
private investment. This explains why investment levels for when external borrowing (putting upward pressure
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on the exchange rate) and later external transfers in- the reduced dollar value of spending on nontradables
crease in a short time period. Real effective exchange does not fully offset the losses in tax receipts.
rates (trade-weighted) in major developing debtor coun- A real devaluation exerts a negative price effect on the
tries are now often 40 percent below their 1980-82 public budget when the real interest on net external debt
average. Add to this the major swings in the value among plus the noninterest budget deficit on tradables exceeds
key currencies-for example, the yen has appreciated new net external debt.7 To put it differently, a real deval-
more than 100 percent against the U.S. dollar during uation is likely to improve the fiscal situation only when
1985-87-and it is obvious why changes in the foreign the public budget on tradables is in an initial surplus or
exchange rates have mattered so much for debt when the net foreign exchange flow (net debt minus
dynamics. interest) to the government is positive.8

Problem debtor countries like Brazil and Mexico suf- Exchange rate adjustment may also worsen fiscal im-
fered the heaviest capital losses because of real devalua- balances because of widespread multiple exchange rates.
tion during 1982-83, when their foreign public debt ratio Multiple rates imply an implicit tax subsidy structure
doubled. Debt-weighted real annual devaluation also ac- (Dornsbusch 1986). Imports can be taxed by a high price
counted for much of the rising public debt ratios during of foreign exchange as can exports by a low exchange rate
1984-87. It explains 85 percent of the rise in the public at which foreign exchange earnings must be surren-
debt ratio in Indonesia that engineered massive devalu- dered. But government may also use the multiple-rate
ations, where all public debt is foreign and most of it is system to subsidize imports or exports with preferential
in yen. Debt-weighted real devaluation accounts for 27 rates. The net fiscal revenue from the multiple-rate
percent of the rise in the debt-income ratio during 1984- structure depends on the excess proceeds from foreign
87 in Brazil and Mexico. exchange sales divided by the revenue from purchases.

Devaluation also has an immediate effect on the gov- Devaluation can reduce the differential between offi-
ernment budget. The impact will typically be negative in cial and black market rates and can also be used to unify
the (largely inward-oriented) problem debtor country. multiple rates. Eliminating the exchange rate differential
The rise in tax receipts and new inflow of foreign finance leads to a sharp drop in the implicit export and import
are too limited to make up for the rise in local currency taxes when the affected government is a net seller of
costs of servicing foreign debt after a devaluation. foreign exchange (Pinto 1987).9

While the immediate consequence of a sustained real The second component of the debt-weighted exchange
devaluation is a proportionate rise in the real interest rate is currency swings. In the 1980s, the currency com-
payments on foreign debt, its impact on the noninterest position of foreign debt dwarfs cross-currency differ-
part of the government budget is much more difficult to ences in interest rates as a determinant for foreign debt-
determine. The budget is likely to be affected by devalu- service costs. Because of institutional barriers or high
ation because of changes in prices (price effect) or be- transaction costs that prevent them from participating
cause of changes in various tax bases induced by shifts in actively in futures markets, most developing nations are
wages, corporate income, or export and import volumes not hedged against the risks of exchange rate changes
(output effect). among key currencies. But they can minimize their

By definition, a sustained real devaluation raises the exchange risk exposure by matching the currency mix of
prices of tradable goods relative to nontradables. To an- their debt with the currency mix of their cash flows with
alyze the price effect, it helps to break down the noninter- due consideration, if possible, of the pass-through effects
est budget deficit (or surplus) into taxes and expenditures of exchange rate changes on the different good markets,
that depend on home prices-nontradables-and those and of the covariance of key currencies.10

that depend on world prices-tradables [see equation The World Bank is now the biggest net lender to highly
(6-1)]. indebted countries, but its currency pool seems particu-

For example, expenditure on nontradables includes larly inadequate for almost all developing countries be-
public sector salaries, and on tradables, imported capital cause it tends to increase their foreign exchange risk
goods, while tax receipts fall on nontradables like taxes exposure for the benefit of a very questionable reduction
on labor and on tradables like trade taxes. A government in the pure interest cost of the Bank's lending." Calcu-
of an outward-oriented economy (like Korea) or with an lations for Indonesia show that if it had matched the
important public mineral sector (like Nigeria) is more currency mix of its foreign debt with the currency struc-
likely to profit from devaluation than a government of an ture of its cash flows, it would have minimized the
inward-oriented economy without a large export-ori- foreign exchange risk of cross-currency fluctuations and
ented public sector (Brazil, for example). In the last type saved about $10 billion during 1985-88 against its actual
of country, the dollar value of tax receipts that arises in currency composition. But if the Indonesian government
part from taxes on nontradables will tend to fall, while followed the World Bank's debt-management practices,
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Table 6-7. Money Base and Domestic Public Debt
(percentage of GDP)

Real money base
Real money base (percentage

(Percentage of GDP) of domestic Public debt)
Country 1981 1987 1981 1987

Brazil 3.5 2.2 42 11
Mexico 15.9 4.5 134 11
Indonesia 7.1 8.0 n.a. n.a.
Korea, Rep. of 5.7 7.4 116 121

Belgium 10.3 7.8 14 11
Ireland 11.0 10.0 19 13
Italy 15.0 15.5 35 21

Note: Money bases at year-end have been deflated by the consumer price index (1980 = 100) at the endof each respective year and have then been
divided by real GDP in 1980 prices.

Sources: Table 6-1; IMPF, International Financial Statistics.

itwould have lost about $6 billion during the same period Default
compared with its actual debt structure (Reisen 1988b).

Outright default on foreign or domestic debt cannot

How to Contain the Rise in Government Debt prevent the growth of public debt unless tax revenues
exceed noninterest spending. This condition seems only
satisfied in Chile and Mexico. But default also imposes a

"Easy" Alternatives heavy financial burden on governments. Brazil's tempo-
rary interest moratorium (from February 1987 to Febru-
ary 1988) has cost the country from between $710 mil-

Easy alternatives to growth-oriented fiscal adjustment lio (aco t the overmetn $1 bil
do not exist. Hyperinflation, unilateral default, taxation (according to some Brazilian economists). These figures
of domestic bond returns, and voluntary foreign debt would include higher spreads on short-term trade loans
reduction are often advocated to relieve the public bud- ($140 million); the transfer of official reserves to the
get of debtor countries. But recent evidence suggests that Bank for International Settlements (BIS) to avoid seizure
these devices do not work. ($20 million); delayed restructuring of debt so that Brazil

An unanticipated burst of inflation helped Argentina has had to continue paying for higher interest margins
(1982) and Mexico (1983) reduce domestic public debt over a longer period of time ($550 million); support for
and the real cost of debt service. Such a strategy of foreign affiliates of Brazilian banks that had been ex-
"surprise" capital losses for domestic bondholders has cluded from interbank business ($750 million); and sub-
become increasingly ineffective as a way to alleviate the stantial private capital flight because of reduced confi-
public debt. First, maturities of government bonds are dence from the moratorium.
now extremely short term. Moreover, public debt in Domestic default may generate similar problems.
problem debtor countries is often contracted on a float- Often, loss of reputation because of repeated domestic
ing rate basis or fully indexed to price inflation. Second, default impedes domestic government finance and stim-
rapid monetization of government debt is not a solution ulates capital flight (Ize 1987). But exceptional situations
since most problem debtor countries are by now ex- can develop when an old regime collapses and the new
tremely demonetized (see table 6-7). The money base is regime can credibly commit not to defaultagain.Another
now about 2 percent of GDP in Brazil (down from 3.5 difficulty is that domestic banks are often very important
percent in 1981) and 4.5 percent of GDP in Mexico (down (captive) lenders to their government, and domestic de-
from 15.9 percent in 1981). A policy that doubled the fault would severely deplete their capital and could drive
money base in a week (for example, through open market them into bankruptcy. The government would then be
purchases) would reduce publicly held debt by a mere 11 compelled to support the domestic banking system to
percent in Brazil and Mexico. Note that the respective avoid economic chaos. Otherwise it would face negative
figures are not significantly higher for Ireland, Belgium, consequences for domestic output
and Italy. An inflationary erosion of domestic public debt Taxation of domestic bond returns would dampen debt
does not work anymore in most countries with a long dynamics only if the tax did not raise the bond yields
history of fiscal deficits and would not justify the subse- required from the savers (OECD Survey of Ireland 1987).
quent inflation. Under this unlikely condition, governments could in-
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crease the tax base by the amount of public interest Mexico that would be consistent with constant debt ra-
outlays on domestic debt. But if there is perfect foresight tios, low inflation (5 percent a year), and real interest
and if assets are perfect substitutes, taxing interest pay- rates high enough to make capital flight unprofitable.
ments has no effect on budget deficits. Changes in tax The last requirement would appear to be met in Brazil
rates on any assets bring about an equal change in their for early 1986, when real after-tax returns on Treasury
equilibrium returns, and hence leave after-tax yields un- bills were 14.5 percent and net errors and omissions in
altered (Giovanni 1988). But Italy may have succeeded in the balance of payments were small (Cardoso and
dampening the rise in bond yields with a total tax exemp- Fishlow, forthcoming). In Mexico, the same conditions
tion of interest on public securities, allied to the with- seem to have applied in late 1986, when the tax-free real
holding tax of near substitutes of Treasury bills like bank return on Treasury bills was 15.4 percent (Dornbusch
deposits (Spaventa 1988). Directing savings toward gov- 1988). With sustained fiscal discipline, real domestic
emiment debt was helped by initially high financial say- interest rates would probably find a lower equilibrium
ings in Italy and the decline in the price of real estate. level, as government debt could be sold at a lower risk

Even foreign debt-reduction schemes do not necessar- premium, reflecting more credibility for future fiscal
ily reduce total public debt and debt-service charges restraint. Finally, we require an assumption about the
when domestic bond yields largely exceed the effective ratio of base money to GDP. The remonetization of the
cost of foreign debt. Debt-equity swaps, for example, are Brazilian economy after the Cruzado Plan (when infla-
usually financed by the debtor government (or the cen- tion was zero) brought the ratio up to 4.4 percent (from
tral bank). If this finance does not come from printing 2.3 percent in 1985). In Mexico the 1986 ratio of base
new money, and if the swap does not increase tax collec- money to GDP was very high-at 15.9 percent in 1981-
tions, the government must issue new domestic debt. but has declined continuously, falling to 4.2 percent in
Reduced foreign debt, translated into local currency 1987. Without other evidence, it can be assumed that
through the real exchange rate, will then be offset by with inflation at five percent and real interest rates at
increased domestic debt, corrected for the redemption 15.4 percent, the Mexican ratio of base money to GDP
discount. So, the government budget is likely to benefit would have been 12 percent.
from a debt-equity swap only if the increased interest Further assumptions are that the external positions of
payment on domestic debt falls short of the interest both Brazil and Mexico require no further real devalua-
saving on foreign debt. (See Claessens and Diwan in this tions of their currencies, that the real effective foreign
volume, chapter 15). When there is real appreciation, as interest rate is 7 percent, and that the real GDP growth
occurred last year in Mexico, the redemption discount rates are sustained at 5 percent in Brazil and 4 percent
has to be even higher to improve the government budget. in Mexico. But private agents might deem the public debt

ratios at end-1987 too high to inspire confidence in

Possible Remedies public finances, in which case the required fiscal disci-
pline would be more harsh. Several results must be

How Much FiscalDiscipline Is Needed? stressed:
* First, a higher noninterest surplus will be required

How much fiscal discipline is necessary to restore a for Mexico than for Brazil. This result is largely-but not
government's creditworthiness and credibility? Because exclusively- determined by the currently observed pub-
of changing market perceptions and unstable lending lic debt ratio, which is approximately equal to GDP in
conventions, this question cannot be fully answered. A Mexico, but only half as high in Brazil. In 1988 the
more modest approach is to determine the government Mexican authorities seem to have achieved the required
budget needed to stabilize debt ratios and simultaneously fiscal adjustment (although it is too focused on cuts in
meet other macroeconomic targets. 12  public investment), while the fiscal disequilibrium in

More fiscal discipline is needed to avoid inflation and Brazil is estimated at about 3 percent of GDP.
rising debt ratios when the demand forbase money is low, * Second, the domestic public debt burden often
when GDP growth is low relative to real interest rates, matters more than the foreign debt burden, provided that
when public debt is high relative to GDP, and when real further devaluation-induced increases in the real cost of
depreciation raises the real value of net foreign debt. Only servicing foreign debt can be avoided and that the inter-
when real GDP growth exceeds real interest rates and est cost of domestic debt continues to exceed the cost of
accumulated debt is low relative to seignorage can the foreign debt.
government run a primary deficit without raising the * Third, bringing down inflation from current levels
debt ratio.13  to those observed in stable debtor countries would yield

Table 6-8 (reproduced from Reisen, forthcoming) con- an important one-time gain in seignorage and regular tax
trasts the required noninterest surpluses in Brazil and revenues, especially in Mexico. If this gain is used to
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Table 6-8. Brazil and Mexico: Required Public Sector Non-Interest Surplus
Brazil Mexico

1983 1984-87 From 1988 1983 1984-87 From 1988
Required noninterest surplus as

percentage of GDP (=) 7.5 2.0 2.1 10.6 10.1 5.1
Real interest bill on domestic

debt (+) 1.8 2.3 3.0 1.8 3.2 6.2
Real interest bill on foreign

debt (+) 1.5 2.4 1.8 1.9 3.7 3.7
Monetary finance (-) 0.1 0.5 0.4 0.3 0.5 1.1
New domestic borrowing

consistent with constant
debt ratio (-) -0.3 1.0 1.0 -0.3 -0.2 1.6

New foreign borrowing
consistent with constant
debt ratio (-) -4.0 12 1.3 -6.9 3.4 2.1

Memo: Actual noninterest balance
(negative sign denotes deficit) -0.9 -4.4 -1.0a -0.9 4.1 6.9b

Assumptions
Ratio of money base to GDP 4.4 4.4 4.4 12.0 12.0 12.0
Annual inflation rate 5.0 5.0 5.0 5.0 5.0 5.0
Real interest rate on

domestic debt (net of taxes) 14.5 14.5 14.5 15.4 15.4 15.4

Observations
Real annual GDP growth -2.5 6.3 5.0 -2.9 -1.2 4.0
Real annual devaluation 24.0 2.0 0.0 31.4 6.6 0.0
Real interest rate on foreign debt 10.1 8.6 7.0 9.7 8.5 7.0

a. Refers to January-March 1988
b. Refers to April-June 1988.
c. Data from 1988 are based on assumptions. Real interest rate on foreign debt refers to the effective rate net of inflation in the U.S. consumer

price index.
Sources: Banco Central do Brasil, BrazilEconomicProgram; Morgan Guaranty, World Financial Markets; IMF, In ternationalFinancial Statistics;

Banco de Mexico, Indicadores Econdmicos; Dornbusch (1988).

amortize part of the high-cost domestic debt, the re- How can public finance in problem debtor countries
quired noninterest budget surplus will be reduced. contribute to savings, investment, and growth? More

Debt dynamics continue to impose restrictive fiscal focus should go to increased tax collection and less on

policies on high-debt OECD countries (OECD 1989b). cuts in public spending than usually occurs. First, spend-
Calculations on debt stability requirements, based on a ing cuts have made more strides than increased taxes and

somewhat simpler procedure than that described for cannotbe expected to be further reduced, except in Brazil
Brazil and Mexico, show that Belgium, Ireland, and Italy and Argentina. Second, effective tax ratios are low in
still have a fiscal disequilibrium with rapidly rising debt most debtor countries, and there are nondistorting ways
ratios. The current public borrowing requirements still to increase them. Third, low effective tax rates and low
exceed the level that would stabilize debt ratios, by 3.5 import dependence suggest a high-income multiplier for
percent of GDP in Belgium, 2 percent in Ireland, and 3.2 government expenditure, so spending cuts have a con-
percent in Italy (OECD 1989b, table 5.23). siderable negative short-term effect on output

The menu for tax reform would include (WorldDevel-

Growth-Oriented FiscalAdjustment opment Report 1988):
* Keep marginal tax rates low to strengthen incen-

Running a certain noninterest surplus in the medium tives to work and save, but raise effective average tax
term is not enough to stabilize (then reduce) the public rates. This means broadening tax bases and eliminating
debt ratio. GDP growth must be fostered, real exchange exemptions and special incentives.
rate depreciation contained, and real interest rates cut, * Choose a tax (like the value added tax) that is
for such a strategy to be sustainable. If fiscal adjustment simple, enforceable, has low administrative costs, and
is sought at the cost of lower output growth, it is more raises substantial revenues. Successful performers, like
likely to be disrupted and less likely to reduce govern- Korea, Indonesia, Chile, and Turkey, have all successfully
ment indebtedness. implemented the value added tax. But there is also room
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to increase revenues from personal income tax, espe- vicing on local currency debt to fall. But a devaluation will still

cially by eliminating loopholes for top income levels. exert a negative impact on the fiscal deficit when the foreign
* Raise compliance and enforcement through low tax currency portion of public debt plus the initial tradables deficit

rates, high penalties on outright avoidance, and abolition is higher than the savings made on domestic currency denom-

of discretionary elements in tax legislation. inated debt.
9. Similarly, financial losses in Mexico associated with ex-

* Introduce effective withholding schemes on wages, change rate differentials between dollar assets and debts of
dividends, and interest, and strengthen tax administra- nationalized banks after devaluation added 4 percent of GDP to
tion to cross-check different tax sources. the consolidated public deficit in 1982.

* Stop taxing exports and financial savings. 10. For a discussion of optimal hedging rules for debt-ser-
* With raised tax revenues, public spending should vice constrained countries, see Gawronski (forthcoming).

be shifted back toward investment, and away from con- 11. The World Bank shifts exchange rate risks to debtor
sumption, without reducing its real level. countries by lending the proceeds of the borrowings in the same

* To encourage private investment and to limit de- currencies in which they were borrowed (Lonaeus 1988). Since
valuation-induced capital losses on foreign debt, the pri- 1980, the currencies used for disbursements are pooled, and all

ority for public spending should be on infrastructure that borrowers owe the bank the currencies in the pool in the same

favors foreign trade. proportions.
12. This has been a concern for both OECD Economic

Surveys (see, in particular, OECD Economic Survey of Ireland
Notes 1987) and the World Bank (Anand and van Wijnbergen 1989).

13. To see that, solve the debt-dynamics equation (6-2) for
1. For an extensive discussion of the link between external the required noninterest surplus needed to get the debt-income

and internal transfers, see Reisen and van Trotsenburg (1988). ratio to decline, yielding the stability condition:
2. All variables are adjusted for domestic inflation. [(t -g) + (t* -g*) e] > x [(1 - f )r + f(r* + e) - n] - (p + n)m] .
3. This became particularly apparent in Brazil in late 1987
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Comments

Vito Tanzi three countries are not seen as having a crisis, while
many developing countries with lower debt ratios-for
example, Brazil and Argentina-are generally assumed

Reisen's paper asks three questions. First, why is the ratio to be having economic crises.
of debt to GDP still rising in developing countries? Sec- Reisen proceeds to discuss the changes in debt ratios,
ond, can hyperinflation and default prevent the debt ratio calling attention to four factors: first is the growth rate
from rising over the longer run? And third, what are the of the economy. Other things being equal, the faster the
remedies? Where I have disagreement with the author is growth rate, the lower the ratio. For example, the debt-
where he shows that the debt-to-GDP ratio is still rising, to-GDP ratio in the Republic of Korea has been falling
even in countries where foreign loans have been very very fast in recent years, in part because of the very fast
limited in recent years. Reisen calls attention to the growth rate there. The second factor is the primary
important development that domestic, and more expen- budgetary surplus; that is, the budget outcome when
sive, debt is replacing foreign, and cheaper, debt. He interest expenditures are netted out. The higher is the
reports that the debt ratio is highest in Belgium and primary surplus, the lower the growth of the debt-to-
Ireland and very high in Italy and wonders why these GDP ratio. Third is the real interest rate, and fourth, the
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real exchange rate. The role of the real exchange rate is because the reduction in inflation was brought about
perhaps less obvious than the other three factors. The artificially, and the macroeconomic policies that were
real rate of exchange is particularly important in deter- pursued by the countries were not tight enough to main-
mining the debt-to-GDP ratio when much of the debt is tain the lower inflation rates.
external and when there are close links between the I also have difficulties with his discussion of inflation-
budgetary outcome and the real exchange rate. In devel- ary finance. Like most economists who write on this
oping countries, a substantial proportion of the public topic, Reisen discusses the revenue from inflationary
debt is external, so a devaluation tends to increase the finance in isolation, not taking into account that infla-
debt-to-GDP ratio and the budget deficit by raising the tionary finance, while generating some revenue to the
domestic value of interest payments and foreign debt. government, always accelerates the inflation rate and, in
But it is often forgotten that many taxes and some earn- turn, reduces normal tax revenue. Thus, on balance the
ings of the public sector are closely linked and are posi- government may lose. A proper analysis must focus on
tively influenced by the changes in the exchange rate. the net results from inflationary finance and tax revenue.
Therefore, as the exchange rate is devalued, the revenues Reisen discusses the link between debt and the rate of
that the government receives tend to increase. The links growth of the economy. Higher interest payments nor-
between the budget and the exchange rate are strong, and mally require a reduction in development expenditure. If
go through the tax system (in a typical developing coun- one assumes a direct link between development expendi-
try, maybe 50 percent of total taxes depend on the foreign ture and the growth rate, the conclusion is that as inter-
sector), through noninterest expenditures abroad, and est payments rise, the growth rate of the country falls.
through government ownership of many exports. Reisen Although this connection is very important and should
seems to accept these views with qualifications. not be underemphasized, it is equally important to re-

Reisen blames the public debt problem on the inability member that an improvement in the resource allocation
of developing countries to raise taxes. I have some serious through structural reform and through a better selection
difficulties with this. If Belgium, Italy, and Ireland could of investment projects can maintain the growth rate even
have to raised taxes beyond their present level, they when development expenditure is reduced.
would not have experienced their very heavy debt ratios. pA technical point concerns the relevance of the con-
So in determining what happens to the debt ratios, tax cept of operational deficit compared with the conven-
limitation is no different between developing and indus- tional definition of deficit. The conventional measure oftrial countries.

Reisen asks why tax levels are lower in developing fiscal deficits in a situation of high inflation may give
countries and gives several possible explanations favor- misleading signals. Therere, the operational deficit
ing Alesina's work, which attributes them to unstable may become a better measure for assessing needed
political situations. But this seems to be rather far- changes in economic policy. In assessing the effect of the
fetched. The politically stable Philippines under Marcos, fiscal deficit on the debt-to-GDP ratio, the operational
or Haiti under Duvalier, or Paraguay under Stroessner deficit is a better measure than the conventional deficit,
were not successful in raising taxation above those and the debt-to-GDP ratio is probably an important de-

countries' low levels. The main reason the level of taxa- terminant of the real interest rate. But the operational
tion is much lower in developing countries than in in- deficit is not a good measure of uncertainty when the
dustrial countries is simply that their economies' struc- inflation rate is very high. Thus, real interest rates may
ture and the quality of their tax administrations do not rise even when the operational deficit-and probably the
make a higher tax ratio possible. debt-to-GDP ratio-are falling. This will happen when

Reisen also raises the ghost of Colin Clarkin table 6-5, the rate of inflation is very high.
showing that once the tax level reaches 25 percent, Reisen also discusses the Barro equivalence for indi-
inflation jumps. The table purports to show that taxes viduals when tax evasion is high. If individuals can evade
were very high for some developing countries when their taxes, he says, why should they save more when there is
inflation was low, but then he argues that because of the a growing public debt? It would have been interesting to
high tax level, inflation later accelerated. In my view the see a similar discussion of Barro equivalence for coun-
causation is exactly the opposite. In Argentina, Brazil, tries with external debt and when there is high uncer-
Mexico, Chile, Indonesia, and the Republic of Koreataxes tainty about whether the debt will be repaid. In other
went up when inflation fell. Thisis a relationship thatone words, what is the impact on economic policy of debtor
would expect. But inflation did not increase in the follow- countries when there is a lot of uncertainty as to future
ing years because of the increase in taxes. It increased debt repayments?
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The Commercial Bank Claims on Developing
Countries: How Have Banks Been Affected?

Harry Huizinga

The newly announced Brady initiative calls on the com- standings of $134.8 billion in Asia and $61 billion in
mercial banks to begin serious efforts to reduce their Africa (figure 7-1).
developing-country exposure through voluntary write- Of the total bank debt of $644 billion, $290 billion, or
offs. The banks have previously opposed such action on roughly 45 percent, is owed by a few (17) highly indebted
the grounds that it would threaten their stability, and the countries. Of these 17 countries, Brazil and Mexico stand
question arises to what extent the banks can absorb out with commercial bank obligations of $81 and $74
developing-country loan losses. Extending Sachs and billion respectively. These 17 highly indebted countries
Huizinga (1987), this chapter finds thatbank stockprices are those problem debtors with large absolute amounts
to a large extent already reflect the low quality of devel- of bank debt; they do not include debtor nations such as
oping-country loans. Thus no major U.S. bank goes Liberia and Sudan that have small absolute exposures,
under if it gets a return on its developing-country debt but are beyond solvency by most people's standards.
that is consistent with developing-country prices ob-
served in the secondary market. Banks in the other major
creditor countries, such as Canada, France, the Federal Figure 7-1. Commercial Bank Debt ofDeveloping
Republic of Germany, and Japan are shown to be less Countries by Geographic Region at the End of1987
heavily exposed to developing-country debt than the
main U.S. banks, and to be correspondingly less imper- 700
iled by their developing-country debt portfolio.

The relative safety of almost all the top creditor banks 600 -
renders their unfailing insistence on full servicing of the
developing-country loans less urgent and less appealing, 500 -
and in principle it could open the road to partial debt
forgiveness. But it also enables the banks to boycott the 4 oo-
by now routine reschedulings and new-money packages, 3
and at the same time withstand the accounting conse- 300
quences of such a move.

Commercial bank debt constitutes the largest part of 200 -
developing-country debt, and it is in some ways the most
difficult to handle-both because of the large number of oo -
individual borrowers and lenders and because some of
the relevant information is private. In 1987 commercial o
bank claims on developing countries were $644 billion, Africa Latin Asia Middle Other Eastern Total
which is approximately 57 percent of a total developing- America East Europe Europe

country external debt of $1,130 billion. Somewhat less Note: Country groupings are the World Bank's and are based on
than half of all bank lending, $257billion, is concentrated the geographical breakdown as used by the OECD.
in Latin America, with smaller commercial bank out- Source: BIS, Quarterly Release.

129



The Commercial Bank Claims on Developing Countries: How Have Banks BeenAffected?

Table 7-1. Distribution of Bank Loans to Developing Countries among Creditor Nations
(US$ billions)

Country 1983 1984 1985 1986 1987
United States n.a. 142.2 137.2 133.5 128.8 (Q4)
United Kingdom 89.4 89.1 100.8 104.8 105.1 (Q3)
Germany 26.9 25.5 34.7 44.8 54.7 (Q4)
France n.a. 55.8 592 652 65.2 (Q3)
Switzerland n.a. 13.4 16.6 19.4 n.a. n.a.
Italy n.a. n.a. n.a. 5.8 7.1 (Q2)
Total n.a. n.a. 563.4 601.8 644.4 (Q4)

n.a. not available
Sources: World Bank data. The data are on a territorial basis and are not consolidated. The large numbers for the United Kingdom may reflect

lending to developing countries by branches of non-U.K banks located in London. The U.S. data are from the Department of the Treasury.

On the creditor side, exposure to developing countries been a large recipient of outside aid. Barring these excep-
is highly concentrated within afew countries aswell. U.S. tions, secondary market prices thus appear to indicate
banks are the largest private creditor group, with com- lowered market perception of the debtor countries' abil-
bined claims of $129 billion at the end of 1987, which ity to service the debt.
amounts to about 20 percent of total commercial bank Secondary market spreads between bid and ask prices
loans to the developing countries, down from 24 percent differ widely across countries, indicating substantial dif-
in 1985 (table 7-1). The United Kingdom, and Germany ferences in the liquidity of the loans of the various debtor
exposures to developing countries have increased in the countries.' Discarding the fluke of a mean spread of 290
last four years, to 16 and 8 percent of total developing-
country bank debt in 1987, respectively, partly reflecting
the depreciation of the dollar after 1985. Absent from the
list of creditor nations in the table is Japan, as its com- Table 7-2. Secondary Market Prices and Spreads
bined exposure to developing countries is not precisely Bid Bid Mean
known. Williamson (1988) puts the Japanese proportion Coun at price at Percentage relative

Cuty3111186 6/9188 change spread
of developing-country commercial bank debt at 12 per- Argentina 64 26 -59 3
cent for 1986. Bolivia 5 11 120 24

The chapter first reviews recent developments in the Brazil 75 52.5 -30 2
secondary market for developing-country debt. It then Chile 67 60 -10 3
looks more closely at the experience of the U.S. banking Colombia 84 65 -23 3
system with developing-country debt, extending and up- Costa Rica 53 11 -79 12
dating previous work in Sachs and Huizinga (1987). As Cote d'Ivoire 74 28.5 -61 6

Dominican Republic 45 20 -56 9
far as possible, the analysis is then replicated for the Ecuador 68 27.5 -60 5
major non-U.S. banking systems. Finally, the chapter Honduras 40 22 -45 10
reviews some features of the creditor nations' tax and Jamaica 45 39 -13 11
accounting rules as they relate to developing-country Mexico 60 51.75 -14 2
debt. Morocco 68 49 -28 3

Nicaragua 4 2 -50 55
Nigeria 55 28 -49 9

The Secondary Market for Developing-Country Panama 73 24 -67 8
Loans Peru 19 6 -68 29

Philippines 57 53.5 -6 3
Ever since secondary market prices of developing- Poland 53 42 -21 3

country loans became available a few years ago, they have Romania 92 85.5 -7 2
been on a downward trend. Exceptions are the secondary Senegal 70 40 -43 5
market prices of Bolivia and Turkey (table 7-2). Claims Sudan 10 2 -80 290

on Bolivia regained some of their value from a depth of Turkey 97 98 1 1
dollar in early 1988 on news that Bolivia Uruguay 63 60 -5 3

six cents on the Venezuela 79 55.5 -30 2
was to repurchase its debt for eleven cents on the dollar. Yugoslavia 84 45 -46 3
This buyback scheme, financed with donated funds and Zaire 25 19 -24 18
completed in March 1988, unfortunately did not reflect Note: The mean relative spread is calculated as the mean of the
Bolivian economic strength, but instead some donor difference between the ask and bid prices divided by the bid price.
governments' generosity. Turkey has traditionally also Source: Salomon Brothers.
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Table 7-3. Debt Conversions on the Secondary Market for Developing-Country Debt, 1984-88
Country 1984 1985 1986 1987 19882

Debt conversions
Argentina 31 469 - 35 1,330
Brazil 731 537 176 1,800 8,643
Bolivia - - - 1 349
Chile 11 313 987 1,983 2,905
Costa Rica - - 7 146 17
Ecuador - - - 125 258
Honduras - - - 6 11
Jamaica - - - 2 100
Mexico - 769 1,023 3,804 6,670
Peru - - - - 15
Philippines - - 15 266 438
Uruguay - - - - 95
Venezuela - - - - 130
Yugoslavia - - - - 50
Sudan - - - - 1
Zambia - - - - 3

Totala 773 2,088 2,208 8,167 21,111
Debt swapsb 2,000 4,000 7,000 12,000 42,784

a. Debt-for-equity and domestic debt swaps, loan-to-bond conversions and debt repurchases, and other transactions, excluding interbank trading.
b. All transactions, including interbank trading.
Source: World Bank, Quartely Review ofFinancial Flows to Developing Countries, March 1989.

percent for negotiable Turkish loans to 55 percent for a country's debt to its total commercial bank obligations
rather shaky Nicaraguan loans. Mean spreads are 2 or 3 (table 7-4). In 1987 Chilean debt was traded most inten-
percent for the major Latin borrowers: Argentina, Brazil, sively, with trading equal to 26 percent of indebtedness.
Chile, and Mexico. Oddly enough, the last column of the table shows that

Sachs and Huizinga (1987) have shown that the vari- during thefirsthalfofl988,56.8percentofBolivianbank
ability of secondary market prices can partly be explained loans changed hands, which no doubt reflects the Brazil-
with the following variables: debt relative to GNP, the ian debt buyback of March 1988.
growth rate of real GNP dummy information reflecting Secondary market trading volumes, to some extent,
a country's interest payment record, and information on parallel the debt conversion and debt buyback schemes
whether or not its loans have been judged "value-im- put in place by the various debtor countries. Increased
paired" by U.S. bank regulators. Using the more recent trading of Argentine bank debt in 1987, for instance, may
data on secondary market prices now available, it is have been in anticipation of Argentina's debt conversion
possible to test for the role of an additional factor: coun- program, formally announced on 29 January 1988.2 The
try-specific uncertainty as reflected in the volatility of the scheme called for $1.9 billion in debt to be auctioned and
secondary market prices. The evidence shows that coun- converted in the next five years. Countries that already
try-specific uncertainty tends to depress secondary mar- had debt-conversion plans installed before 1987, like
ket prices (see appendix A for a formulation of the regres- Chile and Brazil, announced further expansions of their
sion equation). schemes in the form of equity funds tobe capitalized with

While developing-country loan prices have dropped, the proceeds of converted bank loans and to be invested
the secondary market trading volume has risen substan- in national industries.3 Finally, in 1987 the Philippines
tially. Using data provided by Salomon Brothers, Merrill set out to relax the rules for its existing debt-equity swap
Lynch, and the IMF, the World Bank has managed to piece program following criticisms that the program was slow
together some estimates of trading volume since 1984 and stuck in red tape.
for a number of debtor countries (table 7-3). In 1987 the
heaviest secondary market trading was in Mexican bank The U.S. Bank Experience
debt, at $3.8 billion, followed by trading in Chilean debt,
at $1.98 billion. Overall trading volume grew rapidly The U.S. banking system remains the single largest
from a mere estimated $2 billion in 1984 to a projected national group of private creditor banks of the developing
trading volume of $42.7 billion for all of 1988. countries, despite its relative decline in the ranks of

As an additional measure of loan liquidity, one can developing-country creditor banking systems. A few
construct the ratio of the estimated volume of trading in large banks hold most of the developing-country debt. In
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'Table 7-4. Debt Swaps as Percentages ofBank Claims on the Debtor Country, 1984-88
Country 1984a 1985 1986a 1987 1987b 1988C

Argentina 0.1 1.6 - - 2.3 1.0
Brazil 1.0 0.7 0.2 0.5 1.5 3.3
Bolivia - - - - - 56.8
Chile - 2.3 7.0 14.4 26.4 4.4
Costa Rica - - 0.8 16.9 - -
Ecuador - - - 2.4 - 2.0

Honduras - - - - - -
Jamaica - - - 0.2 - 20.3
Mexico - - 0.6 2.0 6.3 4.9
Peru - - - - - 0.3
Poland - - - - - -
Philippines - - 0.1 2.0 3.3 4.7
Venezuela - - - - 2.6 1.2

a. Debt-for-equity or domestic debt swaps and debt repurchases.
b. Debt swaps, all transactions, including interbank transactions.
c. January-June 1988.
Sources: World Bank data; debt data applied to 1987 and 1988 volume data are for the third quarter of 1987 and are from the BIS, Quarterly

Release.

fact, in 1987 the six largest U.S. banks together held $62.1 ratio well beyond the 25 percent resistance point. But
billion in developing-country loans, which is somewhat this time the equity-poor money-center banks were not
more than half of the total developing-country exposure able to follow suit.
of the U.S. banks.5 Citicorp tops the list with an develop- Money-center bank write-offs of developing-country
ing-country loan portfolio of over $13 billion, followed debt were modest in 1987 (the last column of table 7-5).
by BankAmerica with loans totaling roughly $10 billion. Write-downs as a percentage of developing-country out-

To appreciate these banks' vulnerability to developing- standings for Citicorp and BankAmerica, for instance,
country debt, it is useful to relate their developing-coun- were merely 1.6 percent and 2.3 percent. Some of the
try exposure to measures of bank resources such as total banks with smaller exposure, however, decided on far
bankassets, primary capital, and shareholders'equity net more aggressive write-offs. On 13 January 1988 the
of loan-loss reserves. When dividing exposure to develop- American Express bank, for instance, wrote off all of its
ing countries by shareholders' equity, we take the devel- private sector developing-country loans.
oping-country exposure net of the developing-country
loan-loss reserve.6 For each of these three measures of Debt Reduction Schemes' Impact on U.S. Bank
relative loan exposure to developing countries, the top Stock Prices
four banks in decreasing order of exposure are Manufac-
turers Hanover, BankAmerica, Chase Manhattan, and The Brady initiative calls for voluntary debt reduction
Chemical Bank (table 7-5). Manufacturers Hanover and in the form of an exchange of developing-country debt
BankAmerica show high ratios of exposure to developing for cash or for newly created bonds that are partly backed
countries to shareholders' equity of 2.63 and 2.45, re- by the IMF or the World Bank. Other debt reduction
spectively, even when exposure is adjusted for the already mechanisms, such as debt-equity swaps, also effectively
set aside developing-country loan-loss reserves. Citicorp, lower the debt by a swap of debt for other assets. How do
the nation's largest bank by assets, has a relatively secure such debt swaps affect the banks? These swaps obviously
developing-country exposure-to-equity ratio of 1.13. involve book losses if the book value of the developing-

During 1987 the top U.S. banks aggressively strength- country debt, which is given up, exceeds the marketvalue
ened their developing-country loan-loss reserves. This of what the bank receives in exchange. The banks can
intensified loan-loss provisioning came in two distinct benefit, despite the implied book losses, if the quality of
waves during the second and fourth quarters of the year. the assets they receive is higher than the quality of the
The first wave was heralded by Citicorp's bellwether $3 original developing-country debt. To examine how banks
billion addition to its loan reserves on 19 May 1987, are affected, we first need to know the current value of
which established an informal industrywide developing- developing-country debt as reflected in bank stock
country loan-loss reserve coverage standard of 25 per- prices.
cent, soon to be emulated by other money-center banks. Developing-country debt's value implicitin bank stock
Bank of Boston set off the second wave of reserving in prices can, in principle, differ from the explicit discounts
mid-December 1987 and took the loan-loss coverage observed in the secondary market for several reasons-
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Table 7-5. Developing-Country Exposure and Loan-Loss Coverage ofLarge U.S. Banks at Year-end 1987
Developing-

country
exposure

Developing- net of Developing-
Developing- country loan-loss country

country exposure as reserves as a loan-loss
erposure as a percent of percent of reserve Charge-off
percentage primary shareholders' coverage in 1987

Bank ofassets capital equity (percent) (millions)
Citicorp 6.5 79 113 25 214
BankAmerica Corp. 10.8 124 245 20 234
Chase Manhattan 8.7 112 171 25 78
Manufacturers Hanover 12.1 145 263 22 63
J. P. Morgan & Co. 72 74 81 25 149
Chemical NY 7.6 97 151 25 21
Security Pacific 3.0 39 36 54 78
First Interstate 2.7 36 34 54 150
Bankers Trust NY 7.1 80 104 25 55
First Chicago 6.6 75 98 39 91

Source: Salomon Brothers, Review of Bank Performance, 1988 Edition.

such as tax considerations, federal deposit insurance, and analytics). Banks fare better with high corporate tax
deficiencies of the secondary market itself. Sachs and rates, because then loan write-offs imply large deduc-
Huizinga (1987) show, however, that the explicit dis- tions from bank taxable income. Not surprisingly, the
counts observed in the secondary market and the dis- stock prices of the most heavily exposed banks (such as
counts implicit in bank stock prices have moved together BankAmerica and Manufacturers Hanover) are most af-
fairly closely for the period 1982 to mid-1987. An updated fected by any swap.
estimate of the implicit developing-country discount (as Let us define the critical debt sale discount as the
of 31 May 1988) is 41 percent (see appendix B for a threshold sale discount that causes a bank to have a zero
derivation). theoretical market value for a given tax rate. For a tax

Using this estimate, we can simulate the impact of a rate of 0.34, only BankAmerica and Manufacturers Han-
swap of developing-country debt for cash or marketable over have critical sale discounts of less than 100 percent,
securities. The debt sale price paid to banks is taken to at 88 and 86 percent respectively (table 7-6). Even with
be fifty cents per dollar of developing-country debt, hypothetically zero tax rates-which implies no tax de-
which is the volume-weighted secondary market price as ductibility of loan losses-only a few banks can reach a
of 9 June 1988. The simulations show that for tax rates theoretical market value of zero for critical discounts
of 0.34 and 0.20 the stock prices of the 10 major U.S. that are all larger than fifty cents to the dollar. Thus, little
banks rise, while for tax rates of 0.15 these banks' stock short of the developing-country loans losing all their
prices fall (table 7-6; see appendix B for the simulation value can threaten the major U.S. banks.

Table 7-6. Simulations of Cash Sales ofDeveloping-Country Loans by U.S. Banks
(percent)

Case 1:34 percent tax Case - 20 percent tax Case 3: 15 percent tar Case 4: 0 percent tax
Change in Critical Change in Critical Change in Critical Change in Critical

Bank stock price discount stock price discount stock price discount stock price discount
Citicorp 14 - 2 - -3 - -16 97
BankAmerica Corp. 47 88 6 72 -9 68 -53 58
Chase Manhattan 31 - 4 83 -6 78 -35 66
Manufacturers

Hanover 51 86 6 71 -9 67 -57 57
J. P. Morgan & Co. 7 - 1 - -1 - -7 -
Chemical NY 30 - 4 84 -6 80 -34 68
Security Pacific 5 - 1 - -1 - -5 -
First Interstate 5 - I - -1 - -6 -
Bankers Trust NY 12 - 2 - -2 - -14 -
First Chicago 15 - 2 - -3 - -17 93

Source- Data compiled from Salomon Brothers, Review ofBankPerformrance, 1988 Edition.
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How costly are debt reduction schemes to the U.S. virtually nothing to 100 percent, as in the recent First
taxpayers in forgone tax receipts? In the extreme case, if RepublicBank case.
the whole U.S. developing-country bank exposure of There are several reasons why debt swaps and the
about $100 billion were swapped and the tax rate is taken implied loan losses can negatively influence the return
to be 34 percent, then the U.S. Treasury would forgo to bank shareholders that are not quantified in our re-
about $17 billion in tax revenues. But the U.S. Treasury gression equation. First, the realization of loan losses
is likely to incur a large cost regardless of whether there implies adverse announcements of company earnings,
is a large-scale coordinated debt swap. Perhaps the major which have historically tended to produce negative stock
effect of a large sell-off of developing-country debt is that price reactions. Second, the fall in book capital that
write-offs, which would otherwise be spread out over follows the realization of loan losses may prompt more
many years, all occur at the time of the swap. frequent and costly bank examinations by the regulatory

agencies. Third, a shortage of bank capital may force the
bank to issue additional stock, which dilutes and nega-

Caveats tively influences the interest of the original stockholders.
Table 7-6 understates any potential negative impact of

Unfortunately, the regression equation that yields our debt swaps on stock prices to the extent that these effects
estimate of the implicit discount does not capture the are important.
valuation of a bank's off-balance-sheet assets, such as the
value in off-balance-sheet banking operations and the The Brazilian Moratorium
bank's contingent claim on the Federal Deposit Insur-
ance Corporation (FDIC). There are two reasons why the
value of the FDIC's claim may be expected to rise as the The Brazilian interest moratorium announced on 20

value of developing-country loans declines: first, there February 1987 has shown that the banks remain vulner-

will be a widening gap between the fixed-price deposit able to the vicissitudes of developing-country debt. Using

insurance and the true or actuarial value of deposit the event study method, Sachs and Huizinga (1987) have

insurance and second, bank regulators may prove to be shown that the announcement of an interest morato-

reluctant to actually close down the very large banks, rium by Brazil adversely affected bank stock prices.9

certainly if they all become troubled simultaneously. This Brazil's interest suspension was the major impetus be-
means that a bank that is practically insolvent will have hind Moody's decision to downgrade the credit ratings of

most of the major banks-among them Citicorp, Bank-
a chance of making a comeback and thus have a positive meia an hase an attn- early Ber

markt vaue.7America, and Chase Manhattan-in early December
marksent h t1987. As Moody put it, there was a "reduced commitment
Consistnt ith thireas bsain,rick e n Jme of borrowers to austerity programs" and a "sharp fall in

(1986) find that there was a significant decrease in the secondary market prices for third world debt." 0

comovement of savings and loans stock returns with the Negotiations that were to lead to the cessation of the
returns ofthe underlying assets heldby these institutions moratorium intensified in October 1987 with the aim of
following a relaxation of regulatory rules regarding when warding off a decision by U.S. bank regulators, meeting
savings and loans institutions are to be closed. Thus the in Washington, to reclassify Brazilian loans as "value-im-
regulatory safety net may partially mitigate the impact of paired." Such a downgrading would make it much more
large actual or expected developing-country loan losses difficult for Brazil to obtain additional credit, as private
on bank stock prices, and thus the numbers in table 7-6 creditors would have to reserve immediately at least 10
may overstate any negative impact of debt swaps on bank percent for any new loan to Brazil. During the negotia-
stock returns.8  tions, Brazil continued to make concessionsto the banks.

The value of FDIC insurance to a bank is uncertain, Abankstockreturn regression, spanningthe period from
not only because bank regulators have considerable lat- 15 December 1987 to 31 May 1988, reveals that the
itude in deciding when to close down a bank, but also outcome of the negotiations was far better for the banks
because it is uncertain to what extent the FDIC will than bank stock investors could have hoped for (see
protect the banks' deposit holders, debt holders, and appendix C for the regression results). There was a sig-
shareholders in case of a bank failure. While FDIC insur- nificant revaluation of Brazilian loans during the preced-
ance only guarantees deposits of under $100,000, the ing half a year.In a parallel fashion, the secondary market
FDIC in some cases has protected and reimbursed all price for Brazilian loans rose from a low point of thirty-
depositors. In fact, all depositors in both the failures of eight cents on 6 October 1987 to fifty-four and a half
Continental Illinois in 1984 and of First RepublicBank in cents on 26 May 1988.11
1988 were fully paid off. In federal bailouts, bank bond- In spite of the large transfer of wealth from Brazil to
holders have also received settlements ranging from the banks implicit in the resurgence of bank stock prices
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after October 1987, President Sarney of Brazil publicly examine are Canada, France, Germany, Japan, and the
confessed that the moratorium had been a mistake in United Kingdom. Exposure of these countries' top banks
early February 1988, at the time Brazil made its first to Brazil and Mexico relative to either bank assets, equity,
postmoratorium interest payment of $350 million. or market capitalization on the whole is lower than for
Sarney said that the interest suspension had caused the top U.S. banks. If implicit discounts on developing-
Brazil to miss out on interest rate reductions accorded country debt are not too dissimilar across countries, we
to other debtor countries, and that financial flows from can reasonably conclude that the non-U.S. banks are in
the country had grown, while inward investment and less danger of crumbling under the weight of their devel-
export credits from foreign governments had stag- oping-country portfolios than the U.S. banks.
nated.1 2 These immediate drawbacks of the moratorium Mexico's bank debt is more heavily concentrated in a
are no doubt real enough, but their magnitude appears few banks in the United Kingdom, Canada, France, and
small compared with the massive transfer of wealth im- Germany than in the United States. The list below (com-
plicit in the rise in bank stock prices and the surge in the piled from World Bank data) shows the exposure to
secondary market price of Brazilian debt after the mora- Mexico of the five top banks in each country (as a per-
torium had ended. centage of the country's creditor banking system's total

exposure to Mexico as of the date listed). 13

Major Non-U.S. Creditor Banks
Country Percentage Date

Non-U.S. creditor banks hold most commercial bank United Kingdom 69 percent December 1986

claims on developing countries. Japan and the European Japan 39 percent June 1986

countries have banking systems that are highly concen- Canada 91 percent December 1984

trated within a few large banks, which in principle could France 78 percent December 1986

make these banking systems more vulnerable to devel- Germany 64 percent September 1986
oping-country debt than the U.S. banking system. Unfor- United States 42 percent December 1987

tunately, the major non-U.S. banks are not subject to the In Japan, Mexico's bank debt is somewhat less heavily
stringent disclosure requirements that apply to U.S. concentrated than in the United States, but the five major
banks, and thus data on, for instance, the exposure to banks hold a still impressive 39 percent of the country's
developing countries of individual banks are more re- commercial bank exposure to Mexico. These numbers
stricted. Exposure data for the main Canadian and British warrant a focus on the creditor nations' major banks.
banks, however, have been fairly well publicized, but the Major British and Canadian banks are about as well
developing-country portfolios of German, French, and Maor Brith and Anadian banks ae bout awe
Japanese banks are still strictly off the record. Interest- capitahzed as the chief American banks (table 7-7). The
ingly, it is the banking systems with relatively low expo- top Japanese and French banks, however, are less well

sure to developing countries that have restricted public capitalized and have rather low average equity-to-assets
access to developing-country exposure data. This may ratios of 2.3 and 2.6 percent respectively. These banks'

reflect a wish on the part of low-exposure banks to equityfallswellshortofthe4percentminimumstandard
conceal their true exposure-and their ability to handle for shareholders' equity as a percentage of risk assets that
the debt crisis-to strengthen their bargaining position will be in force in each of the creditor nations mentioned

in the rescheduling arena. here.14

Since exposure data for only a few top non-U.S. Only Lloyds and Midland banks inthe United Kingdom
banks-and then only to Brazil and Mexico-are avail- and the Bank of Montreal in Canada are shown to be as

able, it is not possible to estimate discounts on develop- heavily exposed to Brazil and Mexico as the top U.S.
ing-country debt implicit in bank stock prices for the banks. Exposures relative to assets for all the top Japan-
non-U.S. creditor banking systems individually. Implicit ese, French, and German banks are much lower. Japanese
discounts can in principle differ internationally for sev- exposures relative to bank resources have also declined
eral reasons, such as international differences in taxation substantially in recent years as Japanese banks have
and accounting practices. Developing-country debt expanded rapidly, partly because of the yen's apprecia-
write-offs, for example, are more valuable to banks in tion. As of year-end 1987, the world's 10 largest banks,
high-tax countries than to banks in low-tax countries. based on deposits, were all Japanese.' 5

Instead of estimating developing-country discounts How would the major non-U.S. banks fare if their debt
for each of the non-U.S. creditor countries, our approach were sold at a discount as part of a large-scale debt
is to see how heavily exposed the top non-U.S. banks are reduction scheme? The answer, as with the U.S. banks,
(relative to bank resources) compared with their U.S. depends on the current developing-country discount im-
creditor counterparts. The non-U.S creditor nations we plicit in bank stock prices, the potential tax benefits of
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'Ible 7-7. Exposure of 7bp Banks in Major Creditor Nations to Mexico and Brazil

Equity as Mexican exposure Brazilian and Mexican
percentage as percentage of exposure as percentage of

Country and bank of assets Assets Equity Assets Equity
United Kingdom

Lloyds Bank 5.3 1.9 35.5 4.5 86.2
Barclays Group 4.7 0.8 16.1 1.3 26.8
Midland Bank 4.0 2.1 52.5 4.4 110.5
National Westminster 5.6 0.6 10.8 1.2 20.5
Standard Chartered 0.6 1.1 26.2 - -

Average 4.7 1.3 28.2 2.9 61.0

Japan
Bank of Tokyo 2.5 1.0 402 1.8 71.8
Sumitomo Bank 2.3 0.4 18.9 0.8 32.8
Dai-Ichi Kangyo Bank 2.0 0.3 17.0 - -
Sanwa Bank 2.2 0.4 8.6 - -
Mitsubishi 2.4 0.4 14.7 0.7 29.7

Average 2.3 0.5 21.8 1.1 44.8

Canada
Bank of Montreal 3.6 22 61.3 4.6 130.0
Royal Bank 4.2 1.7 41.6 3.4 81.8
Scotiabank 3.9 1.4 35.6 2.5 62.3
Canadian Imperial 42 1.3 31.6 2.9 68.6
Toronto Dominion 5.8 1.2 21.0 2.3 39.6
Average 4.3 1.6 38.2 3.1 76.5

France
Societ6 General 2.9 1.3 43.2 - -
Banque National de Paris 2.4 0.9 41.2 - -
Credit lyonnais 2.4 0.9 37.1 - -

Average 2.6 1.0 40.5 - -

Federal Republic of
Germany
Dresdner Bank 3.2 0.7 22.1 - -
West Landesbank 2.9 0.9 32.4 - -
Commerzbank 2.8 0.5 18.6 - -
Deutsche Bank 4.0 0.2 5.3 - -
Bayerische Landesbank 2.4 0.4 14.6 - -

Average 3.1 0.5 18.6 - -

United States
Citicorp 4.3 1.3 29.5 3.4 78.3
BankAmerica 3.5 2.7 76.9 5.6 159.7
Chase Manhattan 3.9 1.7 43.4 4.4 114.5
Manufacturers Hanover 3.7 2.6 71.3 5.5 149.6
J. P. Morgan & Co. 6.7 1.6 23.8 4.1 61.6
Average 4.4 2.0 49.0 4.6 112.7

Sources: World Bank data; 1986 annual reports of French banks and of West Landesbank and Bayerische Landesbank- Salomon Brothers,
Commercial Banks, 5 July 1988, and Review of BankPerfonance, 1988 Edition,

write-offs, the exposure relative to bank market capital- countries, then a debt swap's impact on bank stock re-
ization, and the operation of deposit insurance and other turns is proportional to the ratio of loan exposure to
regulatory safeguards. market capitalization (see appendix B for a discussion).

Bank exposure (to Brazil and Mexico) relative to mar- The table shows that exposure-to-market value ratios
ket capitalization is easily computed (table 7-8). If we are tend to be lower for the British, Canadian, and especially
willing to assume that implicit developing-country dis- the Japanese banks, than for the top U.S. banks. In fact,
counts and tax regulations are not too different across exposures to developing countries relative to market
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capitalizations are virtually zero for the top Japanese Japanese protection fund is also small and offers only
banks. It follows that cash sales of developing-country limited protection to individual depositors. So while the
debt can be expected to affect the stock prices of British, European countries and Japan do have deposit insurance,
Canadian, and Japanese banks less than the stock prices the coverage and subsidies inherent in these schemes
of U.S. banks. Only Midland Bank in the United Kingdom appear to be small compared with federal deposit insur-
would be affected to about the same extent as the top U.S. ance in the United States.
banks. For the Japanese banks, the debt crisis can at best
produce a small ripple in bank stock returns prices. If the Taxation, Accounting, and Other Regulations
many shortcuts that underlie this reasoning are ac-
cepted, we can conclude that the major non-U.S. banking Banks are subject to a variety of tax, accounting, and
systems are even less jeopardized by the debt crisis than other regulatory provisions that directly affect their for-
is the U.S. banking system. eign loan profitability, and thus their ability to deal with

As in the United States, deposit insurance in the other the debt crisis. These regulations have evolved indepen-
major creditor nations may mitigate the link between dently at the national level and vary widely internation-
stock returns and the value of developing-country debt. ally. This regulatory diversity makes it difficult even for
A 1977 European Community directive requires the the banks among themselves to reach a consensus on
member countries to establish deposit protection how best to resolve the debt crisis. Indeed, differences in
schemes.16 In response, the United Kingdom's 1979 the responses of U.S. and Japanese banks to Mexico's
Banking Act provides partial deposit protection for de- early 1988 proposal to exchange some of its bank debt for
posits up to £10,000. To preempt such legislation in bonds, for example, can be traced partly to differences in
Germany, the German private commercial banks estab- accounting rules. As large-scale developing-country debt
lished their own deposit protection scheme in 1976. The write-offs would cut deeply into a bank's capital, willing-
scheme is not well-funded and relies on the support of ness on the part of the banks to embrace any such scheme
the contributory banks in case of a major bank failure. In depends in part on whether it involves substantial write-
Japan, deposit protection was established in 1977. The offs. In the Mexican offer, the Japanese Ministry of Fi-

nance ruled that Japanese banks did not have to write
Table 7-8. Market Capitalization andExposure down the value of Mexican loans remaining on the bal-
of Creditor Banks ance sheet. Moreover, the Finance Ministry was expected

Exposure to to allow the inclusion of loan losses stemming from the
Market Mexico and conversion into tax calculations.17 The U.S. Securities

Country capitalization Brazil/market
andbank (US$billions) capitalization and Exchange Commission, on the other hand, stated

United Kingdom that increases in loan-loss reserves or write-downs of
Lloyds Bank 2.5 1.4 remaining Mexican debt would be required. As a result,
Barclays Group 4.5 0.4 the Japanese banks were relatively enthusiastic about the
Midland Bank 2.0 2.0 Mexican deal.
National Westminster 4.4 0.4In an important way, minimum capital requirements

Japan affect the banks' ability to overcome their developing-
Bank of Tokyo 22.2 0.1 country debt difficulties. Recently, 12 countries agreed
Sumitomo Bank 64.5 0.0 that common capital standards be adopted by 1992Mitsubishi Bank 53.5 0.0 within the framework of the Basle Committee on Bank

Canada Regulations and Supervisory Practices.' 8 The goal of the
Bank of Montreal 2.3 1.4 international harmonization of capital requirements is
Royal Bank 3.1to iron out competitive inequities that arise from differ-

Canadian Imperial 3.1 0.7 ent capital requirements across countries and to create
Toronto Dominion 3.9 0.3 an international "even playing field."

United States The new capital adequacy rules are based on the book

Citicorp 7.5 0.9 values of capital and assets, as they are now on a national
BankAmerica 1.7 3.1 level. The agreed on minimum capital standard is 8
Chase Manhattan 2.2 2.0 percent of risk assets. At least half of the bank capital
Manufacturers Hanover 1.4 2.9 must consist of shareholders' equity, retained earnings,
J. P. Morgan & Co. 6.5 2.0 or noncumulative preferred stock. The remainder can

Sources: World Bank data; company annual reports; Salomon include undisclosed reserves, asset revaluation reserves
Brothers, Commercial Banks, 5 July 1988, and Review ofBank Perfor- (only 45 percent of unrealized gains can be counted),
mance, 1988 Edition. loan-loss provisions (up to a maximum of 1.25 percent of
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risk assets), and various hybrid capital instruments and antee the greatest tax relief to the banks. If this were to
subordinated debt. These various provisions represent happen, taxpayers of the various creditor countries would
negotiated compromises that reflectpreagreement inter- face rather unequal burdens in forgone corporate income
national differences in defining bank capital. The partial tax receipts. At this point, there is no direct evidence that
qualification of unrealized holding gains as capital, for banks are in fact reshuffling their developing-country
instance, is meant to accommodate the Japanese finan- portfolios through the secondary market to reap maxi-
cial institutions that at present carry substantial unreal- mum tax benefits. German banks, which in recent years
ized gains. The partial gearability of loan-loss reserves have expanded their exposure to developing countries
assists the French and U.S. banks that currently can relative to other creditors, enjoy a favorable tax treat-
count loan-loss reserves toward capital. ment of developing-country loan-loss provisions and a

According to news reports, the new capital standards correspondingly high developing-country loan-loss re-
call for substantial rises in capital for the Japanese and serve coverage.
French banks, while the U.K. banks would not see signif- As the debt crisis unfolds, tax and accounting rules are
icant changes in their present position.19 It is estimated gradually crystalizing. Experiments like the recent Mex-
the Japanese banks will have to come up with an addi- ican offer, whether successful or not, help force bank
tional $35 billion in capital by 1992. Federal Reserve regulators to provide formal regulatory clarity. The banks
Board officials in the United States hinted that five un- themselves are important participants in this evolution
identified U.S. banks need an extra $12 to $15 billion in of regulatory practices. Citicorp's $3 billion provision for
additional capital by 1992 to be in compliance with the loan losses in May 1987, for instance, sets an implicit
newly adopted standards.20As noted, if new capital guide- developing-country loan-loss reserve coverage standard
lines cause bank capital to be in short supply, then banks of 25 percent that was quickly followed by other major
may prove to be more reluctant to write off their devel- banks. Regulators, when enunciating new rules, no
oping-country loans and participate in debt reduction doubt often look attentively at leading banks' and ac-
schemes that involve write-downs beyond current re- counting firms' existing practices.
serving levels. Scarcity of capital will more generally Major features of accounting and tax regulations re-
limit the banks' ability to provide new lending at home garding loan-loss provisioning in the chief creditor na-
and abroad. tions are surveyed in table 7-9. The first column indi-

The Basle agreement also provides for rules regarding cates the current levels of provisioning in the major
the risk-weighting of assets that could be as important to creditor nations. Of seven national banking groups, Ger-
the developing countries as overall capital requirements. man banks appear to have reserved most heavily against
The lower risk-weighting of lending to OECD govern- developing-country loan losses, while Japanese banks
ments (including Saudi Arabia) than lending to non- stand out for their low level of provisioning.2' Turning to
OECD governments could discourage banks from ex- the extent of mandatory provisioning, we see that France
tending credit to the public sector debt in developing and Germany have not prescribed any binding guidelines
countries. The equal risk-weighting of private sector debt as to the appropriate level of provisioning for developing-
in OECD and non-OECD countries alike, however, pre- country loan losses. In the United States, the bank regu-
cludes a bias in bank lending to either developed or latory bodies require a loan-loss reserve level of at least
developing countries. 10 percent for countries whose loans have been declared

Unfortunately, uniform international capital stan- "value-impaired." Canada, Japan, Switzerland, and the
dards and risk-weightings of assets alone do not guaran- United Kingdom, on the other hand, have drawn up
tee fair international competition among the banks. rather elaborate matrices of countries for which reserv-
Given persisting international diversity in tax and ac- ing is necessary and the corresponding minimum provi-
counting practices, harmonization of capital standards is sioning levels. Banks generally have already reserved
as likely to exacerbate as to alleviate unfair banking beyond the mandatory reserving levels, especially in Ger-
competition. Continuing international discrepancies in many. Deutsche Bank AG, for instance, had set aside
tax and accounting practices may also have some unin- reserves for 70 percent of its developing-country loans as
tended and unforeseen consequences for the banks' debt of September 1987, according to its chief, Alfred
crisis management other than unfair interbank compe- Herrhausen.2
tition. Banks may, for example, use the secondary market Partial deductibility of loan-loss provisions for corpo-
for developing-country loans to rearrange their interna- rate income tax purposes is allowed in all the major
tional developing-country loan portfolios to arbitrage creditor nations except the United States. Japan, how-
international differences intax and accounting rules. The ever, limits the tax deductibility of provisioning to just 1
secondary market can thus be a vehicle for directing percent of rescheduled debt orincreased exposure.Afinal
developing-country loans to those countries that guar- regulatory issue is whether loan-loss reserves are
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counted toward bank capital. The table shows loan-loss lishing normal credit relationships between the private
reserves currently do not qualify as regulatory bank banksand the developing countries. Although it may take
capital in Canada, Germany, Switzerland, and the United time, a combination of self-interest and public policy
Kingdom. In Japan only 1 percent of rescheduled debt or should, in the end, help overcome the current impasse
increased exposure can be reckoned as capital. At pres- in the debt crisis. Debt swaps and reductions involving
ent, France and the United States allow loan-loss reserves guarantees by a public agency is one way that, as we have
to be fully counted toward bank capital. As noted, the shown, the banks can withstand very well. Although still
Basle agreement will introduce a limited role for loan- in an embryonic stage, the Brady initiative clearly moves
loss reserves as capital in all the major creditor nations in this direction. At present, a similar strategy is already
by 1992. being implemented bilaterally in small steps and in a

variety of guises, such as debt conversions and debt
Conclusions buybacks.

Commercial banks in creditor nations with develop- Notes
ing-country debt appear to have weathered the debt
crisis. For the U.S. banks, we find that, at present, bank

stckpicsreflect a high discount of developing-coun- 1. The mean spread is computed as the difference betweenstock prices roffer and bid prices divided by the bid price. The mean spread
try debt. Thus the stock prices of U.S. banks are not data are based on 48 separate price quotations, with about
expected to fall if the banks get a return on their devel- two-week intervals, during the period from 11 March 1986 to 9
oping-country loans roughly consistent with the prices June 1988.
for developing-country loans currently observed in the 2. Financial Times, 21 January 1988.
secondary market. The main banks in Canada, France, 3. Financial Times, 19 October 1987 and 4 February 1988.
Japan, the United Kingdom, and Germany are shown to 4. Wall Street Journal, 7 October 1987.
have relative exposure to developing-country debt equal 5. Prom "Review of Bank Performance," Salomon Brothers,
to or smaller than their U.S. counterparts, and thus are 1988 edition.
correspondingly less imperiled by the debt crisis than the 6. As an accounting rule, provisioning for loan-loss reserves
U.S. banks. involves a balance sheet transfer from shareholders' equity to

It remains to be seen whether the commercial banks' the loan-loss reserve. Thus, by taking developing-country expo-
current strength and stability will be helpful in reestab- sure net of the loan-loss reserve, the measures of developing-

Table 7-9. Selected Industrial Countries: Regulation on Commercial Bank Provisioning against Claims
on Developing Countries at End-1987

Country Level of provisioning Mandatory provisioning Tar deductibility of provisioning Gearability
Canada 30-40 Yes; 30-40 percent against a Yes No

basket of 34 countries
France 30-40 Noc Yes; but for provisioning in Yes

excess of average provisions on a
case-by-case basis

Germany, Federal 30-70 Nod Yes; but case-by-case No
Republic of

Japan 5 Yes; 1-5 percent for 36 countries Yes; but limited to 1 percent of PAtlye
rescheduled debt and increased
exposure

Switzerland 30-50 Yes; 30 percent against a group of countries Yes; but for provisioning in No
excess of mandatory provision
on a case-by-case basis

United Kingdom 25-35 Bank of England guideline: 5-100 Yes; 80 percent of the No
percent, depending on country provisioning value derived from

Bank of England matrix
United States 25-60f Nog Nog Yes
a. In percentage of relevant exposure; numbers indicate ranges for major banks.
b. Indicates whether provisions are included in the capital base used to monitor capital-asset ratios.
c. Provisioning suggested against a number of countries with payment difficulties.
d. Adequacy judged against industry average.
e. Only the non-tax-deductible portion is included.
f. Some regional U.S. banks have substantially higher provisions.
g. Except when loans are determined to be "value-impaired."
Source: IMF data.
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country exposure and of bank equity are both net of previous GNP-
reserving, and double counting is avoided. C ARR PD/GN GROWTH SE N R2

7. In the United States, bank closure decisions are made by
the comptroller of the currency. 82.281 -15.520 -0.232 1.300 -2.111 25 0.81

8. As a related matter, the relationship between off-balance- (12.52) (-6.39) (-4.55) (1.30) (-4.12)
sheet assets (including federal guarantees) and interest rates
has been unstable and changed sign during the 1975-86 period where parentheses indicate t-statistics. The negative co-
(Unal and Kane 1987). efficient on the SE variable indicates that secondary

9. Using the same technique, Bruner and Simms (1987) market price uncertainty tends to depress the secondary
have shown that bank stock returns were negatively affected by market price.
Mexico's announcement in August 1982 that it could not fully
service its debt Debt reschedulings materially affect bank stock
values (Ozler 1988). Appendix B: Implicit Debt Discounts and the

10. Financial Times, 7 December 1987. Impact of Debt Swaps on Bank Stock Prices
11. From "Indicative Prices for Less Developed Country

Bank Loans," Salomon Brothers. The appendix describes how the discount on develop-
12. Financial Times, 4 February 1988. ing-country loans implicit in stock prices is estimated.
13. The top banks for each of the countries are in table 7-7. Using publicly available information, it is possible to

The French banks also include Credit Agricole and Indosuez. construct a reasonably complete picture of exposure of
14. These relative equity figures, however, do not reveal about 40 large banks to the five major Latin borrowers:

hidden bank resources, such as the unrealized real estate and Argentina, Brazil, Chile, Mexico, and Venezuela.' The
stock gains that are nowhere to be found on the balance sheets regression equation that yields an estimate of the devel-
of Japanese banks. oping-country loan discount implicit in stock prices is as

15. New York Times, 20 July 1988. in Sachs and Huizinga (1987).2 To derive the equation,
16. The information in this paragraph is from pp. 24, 80, first note that the market value of a bank's assets should

and 127 of Mullineux (1987). be equal to the market value of its liabilities and of its
17. Wall Street Journal, 26 January 1988. The only other equity. Then let the market value of a bank's liabilities be

occasion where Japanese banks were allowed to deduct loan approximated by itsbookvalue (this is reasonable as most
losses was at the creation of an offshore factoring company that of a bank's liabilities are short-term instruments such as
concentrated some of the Mexican exposure of Japanese banks. bank deposits). Also proxy the book value of preferred

18. The countries are Belgium, United Kingdom, Canada, equity for its market value. Assets are taken to be assets
France, Italy, Japan, Luxembourg, the Netherlands, Sweden, reported on the balance sheet, which excludes off-bal-
Switzerland, the United States, and Germany. ance-sheet assets such the bank's contingent claim on

19. Wall Street Journal, 30 September 1987. the FDIC. Some of the limitations of this omission are
20. New York Times, 13 July 1988. discussed in more detail in the main text. Let 01 and 02
21. The high level of reserving by the German banks partly stand for the market values of one dollar of developing-

reflects a drop in the deutsche-mark value of developing-coun-
try loans following the depreciation of the dollar after 195 country loans and of one dollar of non-developing-coun-

try sf gtet Jo ral, 0 Sete r . 1try assets. We can now write the balance sheet identity as22. Wall Street Journal, 30 September 1987. flos22. Wallfollows:

Appendix A. Secondary Market Price Regression MVc + BVp + BVi = 01Aldc + 02Ao .

As one of the regressors, we take an indicator of sec- Where:

ondary market price volatility, constructed as the stan- MVc = market value of common equity,
dard error (SE) of auxiliary regressions of the bid price BVc = book value of preferred equity,
on a linear time trend for each country. Other included BVp = book value of pre,
explanatory variables areARR, which is a dummy variable BV = book value of liabilities,
set equal to 1 if the country has commercial bank arrears Aldc = book value of developing-country loans,

set and
as of July 1988, public debt relative to GNP (PD/GNP),
and the growth rate of real GNP (GNPGROTH). Public
debt rather than total debt relative to GNP is included, as
secondary market quotations primarily reflect the value Both sides of the above expression can be divided by a
of public sector obligations. The dependent variable is a bank's total assets, denoted by Atotal (with
cross-section of secondary market prices for9 June 1988. Atotat Aidc +Ao), which gives us the following equation
The regression results are: to be estimated:
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Table 7--1. Asset Value Regression Results discount so that a bank's developing-country exposure,
Exposurel denoted Exp, currently contributes (1 - 8i) Exp to a

Date Constant assets R' N bank's stock market value. Let us assume that the bank
30 November 1987 0.998 -0.541 0.33 41 sells or exchanges its developing-country loans at a dis-

(232.50) (-4.36)
31 May 1988 1.007 -0.617 0.36 41 count & ,or equivalently that it receives 1 - 8s dollars in

(222.99) (4.63) cash or marketable securities for each dollar of develop-

Note: The dependent variable is the sum of the market value o ing-country loans. Let r denote the bank's marginal
common stock and the book values of preferred stock and total liabili corporate income tax rate. As realized loan losses are tax
ties, divided by total assets, computed as the sum of book assets and deductible, the debt exchange will reduce the bank's tax
loan-loss reserves. Exposure/assets stands for exposure to Argentina, liability by Ssr . Adding up, we see that the transaction
Brazil, Chile, Mexico, and Venezuela divided by assets, calculated as has changed the bank's market value MVby:
mentioned. Parentheses indicate t- statistics.hacanetebnWmrktvleM by

Source: Author calculations.

dMV= 11 - 4+ s-(1- i)]=

MVc + BV + BVi Aldc
Atotal Atotal [ - 8s (1 -,C)I Exp

Where:
The initial market value of a bank, MV, can be calcu-

a = 02, and lated as the productof the numberof stocks outstanding
= 01 - 02. and the common stock price. Using the above expression

for the change dMV, we see that the relative change in a

Here (x is again the market value of one dollar of bank's stock market value following a swap is simply

non-developing-country assets, and P is the discount of given by:

developing-country loans in relation to non-developing- dMV [8i - Ss (1 -,r)] Exp
country assets implicit in stock prices. The above equa-
tion is estimated using bank stock prices for two separate MV M
dates: 31 May 1987 and 31 November 1987. Because of
data limitations, theAldc variable is limited to bank loans Let the implicit discount Si be 0.41, which as discussed

to Argentina, Brazil, Chile, Mexico, and Venezuela The above is the lower bound for the regression estimate of

regression results are reported in table 7-B1. Note that St. As the relative stock price change dMV/MVis shown

the constant term, which estimates the market value of to be positively related to the value of the implicit dis-

a bank's non-developing-country assets, is very close to count 5i, setting 6i equal to 0.41 will give lower bounds

1 in both regressions. The estimate of the developing- for the estimated relative stock market changes resulting
country discount P is 54 percent for 31 November 1987 from debt swaps.
and a somewhat higher 62 percent for 31 May 1988. The relative stock price change can be evaluated for

Unfortunately, the estimate of the discount 3 is likely any number of individual banks and values for the van-
to be biased, as the Aidc variable only measures loan ables & and r .As a benchmark case for the sale discount

exposure to the big five Latin debtor nations. In particu- 8s, let us take the volume-weighted discount observed in
lar, the estimated discount is likely to be larger than the the secondary market as of 9 June 1988, which was 50
real discount if a bank's exposure to the big Latin five is percent.' There is no deep reason why actual debt swaps
positively correlated with its other developing-country should be transacted at observed secondary market
bank exposure. To adjust for the bias, note that U.S. prices, but for the purpose of illustration secondary mar-
banks' exposure to the Latin five amounted to 67 percent ket prices will suffice.
of the total developing-country exposure of U.S. banks at There is also some ambiguity as to the appropriate tax
year-end 1987.4 If it were true that each bank's exposure rate r, as it is unclear to what extent banks will be able
to the five Latin borrowers were perfectly correlated with to write off loan losses against taxable income. After the
other developing-country exposure, then an unbiased U.S. tax reform act of 1986, the top corporate rate was
estimate of the discount would be 67 percent of 62, or4l. reduced to 34 percent. 6 But in practice, banks may be
The correct discount probably lies between 41 and 64 able to reduce their tax liability by less than 34 percent
percent. of loan losses if they have insufficient past, present, or

Using an estimate of the implicit discount, it is possible future taxable income to deduct realized loan losses
to simulate the stock price effect of any exchange of the from. At present, banks are allowed to carry such losses
banks' developing-country loans portfolio for cash or resulting from bad debt back for 10 years, while they can
other securities. Let Si be the estimated implicit market carry such losses forward for 5 years.7
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Table 7-B2. Taxes Paid and Market Capitalization of 0.20 all 10 major banks will see their stocks rise in value,
Large US. Banks while for tax rates of 0. 15 and 0 stock prices for all banks

Market go down. Not surprisingly, the stock prices of the most
Income Income value of Developinig- heavily exposed banks (such as BankAmerica and Manu-

taxes paid, taxes paid! common country
1983-87 developing- stock exoue facturers Hanover) are most affected by any swap.
(millions country (millions market Using the expression for dMVIMV, we can derive the

Bank of $) exposure of $) value threshold sale discount Ss that causes a bank to have a
Citicorp 3,337 025 7,508 1.77zeomrevaufoangintxrte.Ins bl,
BankAmerica Corp. 594 0.06 1,701 5.8zr8aktvle o n ie a rt r nsmos
Chase Manhattan 741 0.09 2,189 3.93 this critical discount is found by setting dW1 / MV equal
Manufacturers to -1. Table 7-6l reports the borderline discounts Ss for

Hanover 708 0.08 1,408 6.32 the top 10 banks for each of the tax rates 0.34, 0.20, 0.15,
J. P. Morgan & Co. 1,457 0.27 6,547 0.82 and 0. Obviously, the higher the tax rate r the larger the
Chemical NY 353 0.16 1,581 3.73 discount5s that a bank can sustain without reaching zero
Security Pacific 461 0.34 3,829 0.57 market value. The table shows that with a tax rate of 0.34
Bankers Trust NY 597 0.15 2,607 1.53
First Chicago 223 0.08 1,520 1.91 only BankAmerica and Manufacturers Hanover will

Not: Bnkmaret ale i cacuate asth prduc o th stck reach the folding point for unrealistically high critical
Ntce an Ma ke v98alute iscuated asteordcfoh stocks usadn tya-n discounts of 88 and 86 percent respectively. Even for the

prc1 t39 ay188n7henme.fsocsottnin tya-n hypothetical case of zero tax rates, which implies there
Source. Salomon Brothers, Review of Bank Perfonnance, 1988 is no tax deductibility of loan losses, only a limited

Edition, number of banks can theoretically reach the zero value
mark for critical discounts that in all cases are larger than

The banks' potential to carry loan losses back is easy the currently observed average secondary market dis-
to asess, as it is known how much tax they have actually count of 50 percent. This indicates that little short of the
paid in the recent past. Corporate income taxes paid by developing-country loans becoming completely worth-
each the 10 major U.S. banks for the 5-year period 1983- less can push the major U.S. banks over the edge.
87 are reported in table 7-132. The table also calculates
these taxes paid as a share of each bank's developing- Appendix C: Excess Return Regression and the
country loan exposure. Note that a write-off of half of the Termination of the Brazilian Moratorium
developing-country debt (as is implicit in a 50 percent
sale discount) can, at most, reduce a bank's tax liability The dependent variable is the percentage stock price
by the tax rate (that is, 34 percent) times 50 or seventeen appreciation minus the bank's beta times the percentage
cents per dollar of debt. Citicorp and Morgan are shown appreciation of the S & P 500 stock index for the period
to have paid taxes equivalent to 25 and 27 percent, from 15 December 1987 to 31 May 1988. The explanatory
respectively, of developing-country exposure, and thus variables are a bank's exposure to Brazil divided by
appear to have sufficient loan-loss carry-back potential shareholders' equity (BRA), and its exposure to Argen-
to realize all the potential tax benefits from developing- tina, Chile, Mexico, and Venezuela divided by
country loan write-offs. Manufacturers Hanover, First shareholders' equity (OTHER). The regression results
Chicago, and especially BankAmerica have somewhat are:
more limited loan-loss carr-back capabilities. But as
loan losses can be spread out for tax purposes over 15 C BRA4 OTHER R?2 N
years (rather than only 5 years), it appears that all banks 0.042 0.612 -0.247 0.17 39
can realize sizable tax benefits following developing- (1.09) (2.18) (-1.70)
country debt write-offs.

Estimates of the top 10 banks' market capitalizations, Parentheses indicate t-statistics. The positive coeffi-
MV, are also reported in table 7-B2. The last column of cient for the BRA variable indicates a revaluation of
the table divides developing-country loan exposure by Brazilian loans as perceived by bank stock investors.
market capitalization to arrive at values of the ratio
Expl]WV.8 Noe

At this point we can evaluate stock price changes Noe
resulting from a debt swap. The discount & is taken to 1. U.S. banks are required to disclose their loan exposure to
be 0.50 throughout. As the appropriate bank tax rate any foreign country if it exceeds 1 percent of book assets.
remains somewhat ambiguous, we do the evaluations for 2. Sachs and Kyle (1984) use a slightly different specifica-
four different tax rate values: 0.34, 0.20, 0.15, and 0. The tion to analyze the links of stock market prices and developing-
results in table 7-6l indicate that for tax rates of 0.34 and country debt for data through the third quarter of 1933.
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3. Except for the stock price information, the two regres- Buynak, T. 1987. "How Will Tax Reform Affect Commercial
sions use the same data, which is mostly for year-end 1987. Banks." Economic Review (II). Federal Reserve Bank of
Some data on numbers of stocks outstanding are from Keefe & Cleveland.
Bruyette's 18 January 1988 newsletter. Mullineux, A. 1987. International Banking and Financial Sys-

4. AL developing-country exposure is computed as the sum tems:A Comparison. London: Graham and Trotham.
of exposures to OPEC and non-OPEC Africa, Asia, and Latin Ozler, Sule. 1988. "On the Relationship Between Reschedulings
America. and Bank Value." Department of Economics, University of

5. Exposure data is for year-end 1987. California. Los Angeles.
6. As pointed out by Buynak (1987), the effective tax rate for Sachs, Jeffrey, and Harry Huizinga. 1987. "U.S. Commercial

banks may actually have been raised by the 1986 tax reform act, Banks and the Developing Country Debt Crisis." Brookings
as banks now face tighter restrictions on foreign tax offsets; a Papers on Economic Activity 2:555--606.
higher alternative minimum tax, at 20 percent; and a reduced
net operating loss carry-back, from 10 years previously to 3 Sachs, Jeffrey, and S. Kyle. 1984. "Developing Country Debt and

the Market Value of Large Commercial Banks." NBER Work-
years now.

7. General operating losses can instead be carried back for ing Paper 1470. Cambridge, Mass.: National Bureau of Eco-
3 years and carried forward for 15 years. nomic Research.

8. The numbers for Exp/MV in the table are quite large as Salomon Brothers Incorporated. 1988a. Commercial Banks

they divide the book value of developing-country loans, which (July 5).
have hardly been written down so far, by astock market measure _. 1988b. Review ofBank Performance.
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Changing Market and Interest-Rate Sensitivity of Deposit-In-
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Comment

Anthony Saunders loans in stockprices, or are there some missing offsetting
effects?

There are some very important and valuable subsidies
This paper analyzes the ability of U.S. and other com- available to bank stockholders that may have increased

mercial banks to withstand future write-offs on develop- in value (in a contingent claim sense) as developing-
ing-country loans and the extent to which bank stock country debt exposures have worsened. These offsetting
prices already reflect a discount for the loans. That is, subsidies are the explicit and implicit guarantees pro-
whether the stock market-as an efficient market-has vided by regulators to large banks in the form of
already impounded into current stock prices the ex- mispriced deposit insurance and forbearance over capital
pected value of future write-offs. If these expectations are adequacy rules and closure. Bank stockholders, espe-
correct, and since positive (and in some cases rising) cially in the United States, have a valuable claim on the
prices, for bank stocks still exist, then Huizinga argues taxpayers' purse. Being too big to fail creates an expecta-
that banks have managed to withstand the debt crisis and tion of rising subsidies and guarantees that directly off-
can reasonably engage in forgiveness programs. But has sets and mitigates worsening developing-country debt
the market impounded the risk of developing-country positions. lb put it more simply, U.S. taxpayers are un-
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derwriting a lower bound to U.S. bank stock prices. This dition does not hold, Huizinga argues that arbitrage
is important for Huizinga's empirical work since it ig- profits may exist, and by using the secondary market to
nores the changing value of these guarantees. More spe- sell loans, banks can actually make an unexpected wealth
cifically Huizinga writes the market value of bank equity gain for their stockholders.
(MVe) as the difference between the market value of bank But do such differences imply arbitrage profits or do
assets and the market value of bank liabilities, they reflect unarbitragable barriers and transaction

But the marketvalue of bank equity depends on at least costs? One obvious reason for the arbitrage condition to
two other factors: (1) the value of explicit and implicit fail is mismeasurement errors in the author's analysis.
insurance guarantees and subsidies provided by regula- But there are also many analytical reasons to believe that
tors, and (2) the net value of off-balance-sheet contingent such differences are due to transaction costs and barriers.
assets and liabilities such as letters of credit, swaps, For example:
options, and futures---or the so-called invisible bank that
is for large U.S. banks many times the size of the on-bal- * Market thinness in the secondary developing
ance-sheet visible bank. countries' loan market might lead to a transaction risk

If debt exposure to developing countries worsens, on- premium being impounded in secondary prices.
balance-sheet net worth will worsen, but this is likely to * There are such barriers as the Bank Holding Com-
be offset by an increased expected value of subsidies and pany Act that limit the ability of nonbank firms to buy
guarantees. Thus there is no unitary or constant corre- banking company shares and thus a direct claim on
spondence between the market value of equity and the developing-country loans. But nonbank firms can, and
market value of balance-sheet net worth, as Huizinga's do, buy developing-country loans in the secondary mar-
empirical analysis implies. While Huizinga recognizes ket. Indeed nonbank firms are major participants in
these problems, he does not carry out sensitivity tests to debt-equity swaps.
see how important these are, such as running his regres- * The Bank Holding Company Act and other regula-
sion over different subperiods and examining the stabil- tions limit U.S. banks' ability to directly engage in debt-
ty of his "beta" coefficient. Consequently his analysis equity swaps. There are severe limitations on banks

-robably sets an upperbound on large bank stockholders' holding direct equity stakes in developing countries, and
exposure. there is a very limited number of swap programs.

Unfortunately, Huizinga's analysis also tends to direct * When bank loans are sold to nonbank firms, explicit
attention away from the true social welfare question that and implicit regulator guarantees and subsidies are lost.
needs to be asked-not the exposure of U.S. bank stock- (That is, they are not transferred to nonbanks.)

olders but the exposure of U.S. bank regulators and * There may be negative information effects of cash
taxpayers. In particular, what is the size of the current exchanges for loans at discounted prices. In particular
wealth transfer from U.S. taxpayers through the FDIC to the stock market may take a discounted cash exchange
"ank stockholders, depositors, and developing countries? as negative information regarding the bank's other assets

The developing-country debt crisis and exposure is- and impound a greater discount in stock prices than
s,Jes bear an uncomfortable resemblance to the current implied by the pure discount in the secondary market.
crsis among U.S. savings and loans, where there is no Alternatively, regulators may require a wholesale write-
d'oubt that the U.S. taxpayer has implicitly underwritten down of the book values of a bank's developing country
,and will pay the eventual cost of) their risky lending debt and costly new equity to be raised.
activities. One might also ask-as with the current say-
ings and loan crisis-does the U.S. taxpayer know the size Thus, it is unclear whether differences between 8i and
of his potential developing-country debt-related liability 8s (1 -,r) imply arbitrage gains to shareholders-as in
and, if he does know, would he be willing to forgive Huizinga's analysis-or reflect unarbitragable or equi-
developing-country borrowers some of their servicing librium prices because of transaction costs and binding
requirements? I would not be terribly optimistic! constraints and barriers. That is, a difference between

A second important aspect of the Huizinga paper is his 8i and 5s (1 - r) may imply no potential wealth gains to
comparison of the discount for developing-country debt stockholders from loan sales.
impounded in stock prices (as implied by his regression) A third issue is how will the new risk-based capital
with the tax-adjusted discount on developing-country adequacy ratios adopted by OECD countries affect the
debt observed in the secondary market. An important developing-country problem? Huizinga is correct in
cuestion for analysts of financial markets is why, if mar- identifying some concerns. While in principle it is a good
'kets are efficient, does not the implied discount on equity thing that Japanese, U.S., German, and other banks with
(3i) equal the tax-adjusted discount on developing-coun- the same developing-country exposures should be re-
toy debt in the secondary market Ss (1 - r) ? If this con- quired to hold the same equity capital on both solvency
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grounds and "level playing field" grounds, at least three developing country or area. But these risk weights do not
problems remain: take into account this convexity aspect of risk in that the

new risk-based capital requirements ignore covariances* These capital requirements are still based on book amndeloigcutesndthronsndses
rather than market values and so do not fully reflect the ande eline ris asur
true value of bank equity or net worth.

* It is very unclear how these risk weights were The fourth and last point is the trend toward loan
computed. For example, credit lines or loan commit- securitization and its potential dangers. The developing-
ments are generally given a 50 percent credit-risk rating country debt crisis has created a flightby banks to quality
(these are off-balance-sheet), loans to government-spon- borrowers, and this is best indicated by the growth in loan
sored agencies are given a weighting left to national substitutes such as note issuance facilities (NIF) and
discretion while private foreign loans are given 100 per- revolving underwriting facilities (RUF) and the very
cent risk weighting. More generally, are Treasury bills small margins earned on this business. At the same time
only 10 percent as risky as loans? there has been a growth in developing-country loan sales

To the extent that these fixed ratios are either over- and continuing incentives to move off the balance sheet.
priced or underpriced in reflecting true risk exposure, What does this imply about the quality of banks who
arbitrage opportunities will exist for banks to rearrange still make orthodox developing-country loans? Surely it
their portfolios to reduce their capital adequacy taxes. implies some type of adverse selection effect in that those
Apparently many U.S. banks are already doing this as the banks who do not or are unable to go after the NIF-RUF
new capital requirements are phased in. For example, we business or the off-balance-sheet credit guarantee and
might expect to see banks continue to switch away from enhancement business are left with a declining pool of
(capital costly) direct finance or lending to developing low-quality high-risk borrowers. Thus almost by a pro-
countries to off-balance-sheet activities such as loan cess of self-selection those banks who continue to make
commitments, letters of credit, loan sales, and asset orthodox developing-country loansmay besignaling that
securitization. they are in turn low-quality banks. This flight to quality-

* Normally we think of risk in a portfolio context- adverse selection effect may well pose added problems for
that is, diversification across a portfolio of developing- regulators in the not too distant future.
country loans is less risky than investment in a single
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The Rise of the Market-Based "'Menu" Approach
and Its Limitations

MichelH. Bouchet and Jonathan Hay

Concerted new-money packages were a central compo- ened financial position means that the creditor banks will
nent of the international debt strategy from 1982 to the become even more selective with respect to borrowers,
end of 1986. But during the last two years, the scope for investment sectors, and financial instruments. There will
further concerted lending has been substantially modi- be fewer substitutes for credible adjustment programs.
fled by growing competitive and regulatory pressure on Second is the quality of debt management in the
commercial banks to reduce exposure to developing debtor countries. The menu approach imposes heavy
countries and strengthen capital ratios. As a result, re- demands on debt negotiators and requires sophisticated
cent financing packages have offered commercial banks institutional and technical asset-liability management.
financial instruments tailored to their different regula- The menu has been monopolized by a few debt heavy-
tory, accounting, and tax environments, as well as long- weights in Latin America, but a growing number of less
term business interests. This new emphasis on including financially sophisticated low- and middle-income coun-
a wide variety of instruments in financing packages has tries will probably require these management techniques
been called the "market-based 'menu' approach." if they are to develop their own negotiating expertise and

The menu approach is, in many respects, a positive take full advantage of the menu approach.
development. It is the financial markets' pragmatic re- Third is the need for a gradual relaxation of the legal
sponse to the convergent interests between debtors and framework in which debt restructuring takes place. Thus
creditors. Its main objective is to adopt a truly case-by- far, a rigid legal framework in loan and restructuring
case approach and to tune each financial package to the agreements has produced centrifugal forces, resulting in
specific needs of the debtor country and the specific a growing number of "free riders" that are able to con-
interests and constraints of commercial banks. The tinue receiving interest payments without participating
menu approach tries to provide countries with both time in new-money exercises. The number of internationally
and debt relief, including, in some cases, a negotiated committed banks is likely to shrink in the future, and
reduction of debt obligations. The menu also encourages banks that are not involved for the long run in developing
market-oriented economic policies as part of debt man- countries will be reluctant to provide additional balance
agement: it involves liberalizing commercial and finan- of payments support. So countries would benefit from
cial markets, privatization programs (including debt- restructuring their debt stock and their community of
conversion facilities), onlending and relending activities bank creditors by facilitating the exit of banks with small
that channel external funds to private sector entities, real exposure. An important step would be including clauses
exchange rate management to repatriate flight capital, in debt-restructuring agreements thatwould allowlarge-
and an opening up to direct investment. scale exit bonds and debt-conversion programs.

While the menu approach has worthy objectives, its The fourth factor concerns the regulatory and tax
success as a debt management tool is by no means incentives for banks to participate in financing packages.
assured. Four factors should contribute to the greater Following U.S. Treasury Secretary Brady's initiative pre-
success of the menu approach. sented on 10 March 1989, voluntary debt reduction is

First is the quality of economic adjustment programs likely to be an increasingly key component of the menu,
in developing countries. Commercial banks' strength- but the current policy environment does not stimulate
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commercial bank participation in voluntary schemes. money approach. Today, the commercial banking indus-
Removing the accounting benefits from transactions try no longer considers the debt problem of the highly
that effectively recycle interest payments and requiring indebted countries as its most pressing concern. The
banks to realize tax losses might be ways to provide banks strengthening of the financial health of many banking
with incentives to participate in voluntary debt institutions leads these banks to return to more tradi-
reduction. tional banking business, that is, transactional and spe-

The menu approach faces significant obstacles to its cific purpose financing.
success. The rigidity of loan agreements, internal ten- Second, as banks became stronger, much of the sys-
sions between new money and debt reduction, and disin- temic pressure for defensive lending disappeared. Credi-
centives created by regulatory and accounting policies tor governments were less willing (or able) to enforce
may prevent the market-based approach from moving bank participation in financing packages than they had
more rapidly than it has in alleviating the debt problems been in the initial phase of the debt crisis under the
of developing countries. Without more incentives for "system's order." The ability to recycle interest payments,
commercial bank participation in market-based debt re- keep existing assets current, and thereby delay the rec-
duction, it is protably fair to be somewhat pessimistic ognition of loss was to become less of an incentive to
about the speed with which this gradual approach can participate in financing packages as the healthier banks
address the debt problems developing countries face. sought to return to equity markets.2

Banks face intensified regulatory and competitive

The Self-Limiting Character of the Concerted pressure to strengthen their balance sheets. Many banks

Approach that participated previously in concerted lending now
show little interest in new-money facilities that are taxed
by loan-loss provisions and penalized by secondary mar-

The concerted debt strategy achieved significant re- ket discounts. In Europe, mandatory reserves on new
sults in the early phase of the debt crisis, but this strategy loans levy a heavy burden on banks' before-tax income
was unlikely to be sustainable beyond a few years without while, in the United States, commercial banks face com-
greater accommodation to the different and changing petition to maintain reserves close to those of the bank-
attitudes and interests of commercial creditors.' ingiindutr moreer addi to exose is imedi-

First, the threat of an international financial collapse ing industry. Moreover, additional exposure is immedi-
could only temporarily override differences between
banks. As the financial condition of banks improved, Figure 8-1. Capital Ratios of US. Commercial Banks,
banks regained some autonomy to pursue individual 1982-88
objectives defined by specific business interests, country (percent)
evaluations, and tax and regulatory regimes. The ratio of
net exposure to Latin America to equity of the world's top 10
100 banks declined to 57 percent in 1987 from 125
percent in 1982 (Monroe-Davies 1989). But the banking
industry's strengthened financial position masks the
problems of some of the larger banks. For example, the
U.S. money-center banks' net exposure to developing
countries as a percentage of equity dropped to 90 percent
at year-end 1988 compared to more than 140 percent in 6
June of 1987. Specific bank data, however, show that J. P.
Morgan's developing-country exposure-equity ratio
reached a comfortable 60 percent at end-1988 whereas,

4
at the other end of the spectrum, Manufacturers
Hanover's ratio was 217 percent. The strengthening of
the U.S. banks' position is reflected in the evolving size
of their claims on Africa and Latin America in proportion 2
to their total capital: this proportion dropped to less than
50 percent at year-end 1988 from 110 percent in 1983.
Figure 8-1 illustrates the evolution of U.S. banks' capital o
ratios during the 1982-88 period. 1982 1983 1984 1985 1986 1987 1988

The sharp drop of developing-country bank loans in
proportion to total assets and total equity has substan-
tially modified the parameters of the concerted new- Source: FDIC.
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ately contaminated by large discounts since secondary likely to be reflected in divergent bank behavior toward
markets do not differentiate between existing assets and the debt crisis.
new money. In some cases, banks are prepared to endure These five factors illustrate the self-limiting character
protracted arrears instead of seeking new money. Debtor of the concerted lending approach. Since the approach
countries with protracted arrears to banks in 1988 in- succeeded in giving banks time to improve their financial
cluded Brazil, Ecuador, C6te d'Ivoire, Argentina, Peru, condition, it was likely to become more difficult to secure
Bolivia, and Costa Rica. As of mid-1989, only Brazil has bank participation in the strategy. Individual bank behav-
benefited from an interest refinancing package. ior is thus increasingly driven by accounting, regulatory,

Third, the legal framework that held commercial cred- and fiscal considerations. As a result, the syndication of
itors together precluded any mechanism to prevent com- new-money loans is complicated and subject to long
mercial banks from "free riding" on new-money agree- delays. For example, it took seven months to complete
ments. All loan and restructuring agreements contain the April 1987 Mexico package, and refinancing opera-
clauses designed to ensure that banks share receipts on tions for Colombia in 1988 and 1989 have faced similar
a pro rata basis and preserve the equal ranking of claims. strains when several banks backed out of the transac-
The sharing clause's objective is to achieve what has been tions. Brazil's 1988 debt-restructuring and new-money
called "syndicate democracy" (Wood 1980). But in the package was an exception because Brazil's well-diversi-
context of concerted lending, the sharing clause pre- fied menu of options and the favorable ratio of interest
cludes any mechanism to prevent free riding by legally income compared with new lending facilitated a prompt
enabling some banks to benefit from other banks' contri- agreement, though only 60 percent of the country's
butions to interest-refinancing operations. creditor banks signed the refinancing agreement.

Fourth, concerted lending was designed to overcome
a temporary liquidity gap, restoring debtors to creditwor- The Gradual Erosion in International Banking
thy status within a short period (two to three years). As Cohesion
time passed, it became increasingly clear that most, if not
all, economies of troubled debtors had major structural Involuntary lending in 1982-86 emerged because of
weaknesses that would take many years to correct. Even the need to protect existing assets through more "defen-
with optimistic scenarios, the trends in debt indicators sive lending." During the last few years, however, com-
and domestic political difficulties in implementing re- mercial banks have cut their exposure as their financial
form programs suggest that restoring creditworthiness position recovers and as debtor countries' adjustment
and renewed access to markets will be long and uneven. programs reduce external borrowing requirements. As a
Banks' willingness to participate in concerted packages result, there has been very little correlation between
is flagging, and countries are increasingly reluctant to developing countries' current economic status and ac-
embark on socially difficult adjustmentprograms, inpart cess to refinancing. Colombia, for example, experienced
because of shrinking net external financing support. severe difficulties with refinancing principal payments

Fifth, creditor governments took different approaches coming due in 1988-90, whereas Morocco has not ob-
to improving their banks' financial condition. European tained any net new financing since the early 1980s.
supervisors, for example, began to encourage and, in Several debtor countries might conclude that "adjust-
some cases, require reserving against developing-coun- ment does not pay off," since no timely external financing
try assets early in the debt crisis. In certain cases, tax support for growth-oriented adjustment programs is
authorities granted deductibility of these loan-loss re- forthcoming from the financial markets.
serves to encourage stronger capital-asset ratios without Some commercial banks no longer deem balance of
direct injection of additional funds. But in the United payments financing a traditional banking practice com-
States, regulators put pressure on banks to improve their patible with their "fiduciary obligations" (Institute of
capital-asset ratios, and the tax deductibility ofprovisions International Finance 1987). Instead, they strive to re-
was not allowed except in limited cases. The 1986 Tax turn to transactional and investment finance lending,
Reform Act in the United States removed the deductibil- while they claim that more general purpose financing
ity of general provisions that existed earlier. At first these must be provided by official creditors (Institute of Inter-
differences in the tax and regulatory environments had national Finance 1989). Because of the banks' growing
little effect on commercial bank response, because it took reluctance to provide more financing, their share of the
time for banks to respond to supervisory initiatives like total debt of the Baker 15 countries has fallen from 67
reserving. But the sense of urgency brought by the crisis percent in 1982 to 56 percent in 1988, with a correspond-
encouraged commercial banks to play by a set of clear ing rise in the official creditors' share. The burden of
rules. Over time, however, as the crisis subsided, differ- meeting country financing needs is being shifted to offi-
ences in the tax and regulatory environment were more cial sectors, as evidenced by figure 8-2.
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Figure 8-2. Net Ransfers and Net Flows June 1988 new-money facility; only 308 commercial
to Highly Indebted Countries, 1980-87 banks of about 500 creditors signed the agreement,

which has been widely regarded as the ultimate "menu"

Net transfers of financial options composed of exit bonds and various
conversion features. The attractiveness of the financing

10,000 - package stems from the interest-income-new-money
ratio. Over the three years 1987-89, banks are to receive

5,000 - $20.9 billion in interest income compared with new
lending of $5.2 billion; that is, a 4:1 ratio in favor of the

0 ' banks.
Even the more creditworthy highly indebted countries

,0 are having difficulty raising needed financing. In Colom-

-10c,000 - bia, for instance, Bank for International Settlements
(BIS) banks' claims decreased in nominal terms between

-15,000 - . year-end 1983 and year-end 1988 despite a substantial
increase in external liabilities caused by a change in

-20,000 I I I I exchange rate valuation. Even though Colombia has
1980 1982 1984 1986 1987 serviced both principal and interest payments on its

commercial bank debt, the refinancing of maturities due
Net flows in 1988 proved to be a very challenging enterprise. The

25,000 -original target of $1.06 billion was not achieved by the
January 1988 signing, and an aggressive marketing effort

20,000 - yielded only $950 million-requiring the lead banks to
"top up" to $1 billion. While Colombia's efforts to refi-

15,000 - nance maturities coming due in 1989-90 were eventually
successful, its recent experience indicates growing bank

10,000 reluctance to provide new money and stabilize exposure.
Another indicator of the eroding credibility of the

5,000 -concerted new-money process is the significant decline

o lin secondary market prices (see figure 8-3). Citicorp's
decision in May 1987 to establish a $3 billion loan-loss

-5,000 I I I reserve against its developing-country loan portfolio led
1980 1982 1984 1986 1987 to a more active involvement in the secondary markets.

Because of this decision (and similar moves by money-
0 Official creditors 0 Private creditors center and regional banks), a perceived surplus of devel-

Source: World Bank. oping-country loans has developed, causing prices to
drop. Commercial banks' willingness to sell their devel-
oping-country loans at lower prices in part stems from

The rapid decline in the number of commercial banks improved financial condition, from the response of the

participating in new-money packages reflects the limita- stock markets to developing-country asset reduction,
tions of the concerted lending approach. The community and from rising tensions surrounding the concerted

of active creditor banks keeps shrinking as more institu- new-money approach in relation to developing countries'

tions refuse to contribute to new-money exercises. The debt-servicing prospects.

decline in the number of active international banks is Because of their large long-term business interests in
reflected in a growing concentration of exposure in a developing countries and their considerable exposure of
small number of large banks. In the United States, the total assets and equity, the international banks of the
share of the nine money-center banks inthe 185 banking steering committees have tried to circumvent the free-
institutions with exposure to developing countries in- rider problem by legal novations and blacklisting debt.
creased 10 percent between 1982 and 1988. The change In two countries (Nigeria and C6te d'Ivoire) the banks'
in U.S. banks' exposure to the eight largest debtor coun- steering committees have designed legal features to in-
tries between 1982 and 1988 shows that the money-cen- duce full participation of banks in a new-money agree-
ter banks increased their exposure by 12 percent, ment and to reduce the free-rider problem. In C6te
whereas the small regional banks reduced their assets by d'Ivoire, the steering committee included a "legal nova-
65 percent. This trend was evident in Brazil's $5.2 billion tion" in the April 1988 new-money debt-restructuring
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Figure 8-3. Indicative Prices for Bank Loans to Developing Countries, 1986-89

80

70

20 -Ch-- igeri

50
Mexico

5 ~ 'Average
40

30.-

20 "..----Nigeria

Argentina
10

May 1987 March 1989

1/86 5/86 9/86 1/87 5/87 9/87 1/88 5/88 9/88 1/89

Source: Salomon Brothers.

package-a package that has not, however, been submit- blacklisted debt in any transaction. Blacklisted debt

ted for approval to C6te d'Ivoire's commercial creditors trades, in some cases, at a significant discount below

because of an interruption of the negotiations in March nonblacklisted debt.

1988. The 250 creditor banks were to be invited to con-
tribute on a pro rata basis to the F860 million interest- The Emergence of the Menu
arrears refinancing facility and the multiyear reschedul-
ing agreement (MYRA). Participation in the new money In response to increasing strains, a "market rationale"

was to be a precondition for participating in the MYRA. is being substituted for the "system rationale," the prey-
Those banks declining to sign the new-money agreement alent mode from the outset of the debt crisis (Bouchet

were to be offered the opportunity to convert their exist- 1988). The market-based menu attempts to overcome the
ing claims into exit bonds with a concessional fixed self-limiting character of the concerted approach by
interest rate, long-term bullet maturity. The other option designing financing options that recognize the diversity
for refinancing the interest arrears was "offsetting or of commercial banks' motivations and constraints. In

substituting" the amount of participation by a capitaliza- relying on voluntary bank participation, the menu ap-
tion of interest payments due. proach implicitly reflects the longer-term nature of the

To induce participation in the transaction, the steering problems facing the highly indebted countries. But this

committee agreed to rearrange the debt of C6te d'Ivoire reliance on voluntary participation also makes the legal,
through a new refinancing credit agreement that would regulatory, accounting, and fiscal incentives for partici-

substitute new obligations and would be a novation to all pating in financing packages of great importance.

of the previous agreements. This scheme ensured that
free riders do not receive interest payments from new Table 8-1. Sources ofNet Financing for the Highly
resources made available by the participating banks. The Indebted Countries
novation was intended to establish a legal basis for claim-
ing that the banks participating in the new MYRA with 19804 198587 1988 e 989-te
new money are no longer parties to the prior agreements. Financing
The fate of such novation techniques is still unclear. requirements 27.8 10.9 10.7 18.21
Legal opinions differ as to the feasibility of this approach. Medium- and

Another practice that banks and countries have re- long-term
sorted to is the practice of "blacklisting" debt. Blacklisted financing 27.6 8.1 2.0 12.16
loans are loans made by banks that have in the past Official 4.6 5.1 5.2 5.9

refused to participate in new-money facilities. According Private 23.0 3.0 -3.2 7

to traders, many large money centers refuse to accept Source: World Bank, (1988a).
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The menu approach attempts to obtain voluntary bank For many other banks, delaying the formal recogni-
participation in financing packages in two ways. First, by tion of loss on developing-country loans is much less
providing implicit enhancements of new money, it seeks important-some have already recognized losses
to make instruments that involve increases in commer- through charge-offs. The willingness of these banks to
cial bank exposure more attractive. For example, cur- engage in new-money exercises designed to keep bad
rency switching, relending, and new-money bonds are assets looking good is understandably much less appar-
enhancements included in recent menus to reflect the ent. These banks may, for example, be much more con-
fact that banks find it easier to walk away from new- cerned about the effect of increasing exposure to devel-
money packages-even if it means withstanding pro- oping countries on their stock prices than they are about
tracted arrears. Second, the menu tries to provide a the formal recognition of loss that the absence of a
structured way forsome banks to participate in a package new-money package might entail. As time passes, more
designed to meet a country's financing requirements and and more banks might be expected to record comparable
still reduce their exposure. Debt-equity conversions, ex- improvements in their financial condition and become
change offers, buybacks, and exit bonds are examples. less and less willing to participate in new-money
Designers of the market-based menu hoped that offering exercises.
a wide menu of options would stem the rise of free riders The two negotiated alternatives to new lending are
and provide a framework for negotiating debt workouts interest capitalization and voluntary debt reduction. In-
over a long period of time. The menu emerged during the terest capitalization may play an important role in the
negotiation ofArgentina's 1987 debt restructuring. More menu, but it probably does not represent a long-term
recently, the August 1988 comprehensive debt restruc- solution since it only pushes the problem into the future.
turing for Brazil included attractive features aimed at Another difficulty with interest capitalization is that it
encouraging a prompt response from commercial banks. may be difficult to combine with new money. This is
The upcoming debt reduction operations in Secretary because it may be no more attractive than free riding to
Brady's proposal are likely to include a wide range of the growing number of banks that wish to avoid new-
financing instruments with a variety of enhancements. money exercises. Such banks may legally refuse to capi-

The "Brady plan" recognizes that commercial credi- talize interest and insist on sharing in the interest pay-
tors are increasingly reluctant to provide new financing ments from the new loans to the debtor country. Another
on conventional terms. The menu was initially designed option might be to replace new money entirely with
to overcome this by providing enhancements to new interest capitalization. This could potentially deal with
money like currency switchingand onlending rights. But the free-rider problem, not addressed by interest capital-the number of banks interested in contributing new ization combined with new money. But the most heavily
money and the size of achievable financing packages is
likely to keep declining. Table 8-1 shows the substantial exposed U.S. banks (still the dominant members of many
decline in the London Club's financing contribution, steering committees) would find this unattractive be-

Although the number of banks willing to participate is cause they cannot recognize capitalized interest as in-
declining, new money is likely to remain an important come (Office of the Comptroller of the Currency 1985).
component of many financing packages for the immedi- Consequently, interest capitalization (without changes
ate future. In spite of widespread improvements in finan- in regulatory policies) in combination with new money,
cial condition, a small number of large banks are rela- or as a replacement for new money, will probably not
tively less-well capitalized and still have large exposure solve the difficulties of the concerted approach.

to developing countries in relation to their equity. New Given the limitations of new money and interest cap-
money continues to provide these banks with a mecha- italization, voluntary debt reduction must play a larger
nism for keeping assets current that otherwise might role in determining long-term solutions to overindebted-
have to be treated as nonperforming and written down. ness. As more banks are prepared to abandon concerted
Exposure to highly indebted developing countries re- new money, the success of the market-based menu may
mains well over 100 percent of total equity for a small depend increasingly on how voluntary debt reduction
number of large U.S. banks. For these banks, the costs of can be successfully incorporated into financing pack-
increasing their exposure to maintain full servicing of ages. Because they perceive its role as key in new financ-
existing developing-country assets will probably remain ing packages, more authors (Krugman 1988, Williamson
less than the costs of formally recognizing losses. But this 1988, Lamdany 1988a, and Diwan and Claessens in this
is probably not true for many other banks, as exhibited volume) are analyzing voluntary debt reduction. The
by the decline in banks participating in new-money recently announced Brady initiative has given official
agreements and their corresponding increased willing- support to the centrality of voluntary debt reduction to
ness to endure arrears. the international debt strategy.
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Problems and Limitations of the Menu Approach cial banks. One important illustration of this flexibility is
modification of the negative pledge clause. The negative

Although the market-based menu approach has pledge clause, a pervasive covenant in international
achieved significant results in Chile, Brazil, Mexico, and loans, is designed to prevent discrimination by selectively
a few other countries, it is making slow progress. Ac- pledging assets. It establishes equality between creditors

cording to estimates (Morgan Guaranty 1988), cumula- of the same class on the principle of "same claim, same
tive voluntary debt reduction has retired approximately treatment

$27 billion in claims on the highly indebted countries The Chilean restructuring agreement in September

since 1982. This represents about 11 percent of outstand- 1988 made important, if limited, modifications of the

ing long-term commercial claims on these countries. negative pledge clause. The new Chilean debt documen-

But several observations should be made to put this tation stipulated that debt-exchange offers may be se-

number in perspective. First, voluntary debt reduction cured by pledging the assets of a borrower under specific

has achieved very little current financing for the highly conditions. Private assets may be used as collateral only
indebted countries. Since as much as 85 percent of this with consent of banks holding more than 50 percent of

reduction was accomplished through buybacks and debt- the credits. Debt collateralized with public sector assets

equity swaps, it may have actually increased short-term requires approval of banks holding two-thirds of the

financing requirements. Second, about $13 billion of this credits and must be offered to all creditors on a pro rata

reduction was in the form of debt-equity swaps.When the basis. The combined debt repurchases and collateral for

$13 billion in retired debt is netted against the present debt exchanges cannot exceed $500 million unless all

value of future profit repatriation, the actual reduction creditors consent In addition, exceptions to the negative

in external liabilities of the indebted countries may be pledge clause are allowed so that Chile can collateralize

substantially less than $13 billion. Third, about $10 bil- future new money with an overall aggregate limit of $500
lion of the reduction was in the form of buybacks, mostly million outstanding.
carried out by cash-rich firms. Prospects for expanding In 1988, Mexico required waivers of the negative
this type of debt reduction are severely limited by the pledge clause in its loan agreements with commercial

structure of indebtedness. Almost 90 percent of the com- banks to exchange collateralized bonds for existing
mercial debt of the highly indebted countries is public claims on the government of Mexico. Mexico was able to
sector debt (World Bank 1988a). Given past experience, obtain the necessary waivers in a little over a month.
it is difficult to be optimistic about how much debt
reduction can be achieved though buybacks of public The Mandatory Repayment Clause. The mandatory
sector debt. Bolivia and Chile are the only two countries repayment clause (which stipulates that rescheduled
since 1982 to reduce debt through buybacks. These op- debt prepaid before maturity must be paid on a ratable
erations accomplished at most $650 million in total debt basis) is another legal rigidity that has been made more
reduction, about 0.1 percent of the public and publicly flexible in recent debt-restructuring agreements. These
guaranteed debt of the highly indebted countries. provisions typically apply to public sector borrowers so

As currently conceived, the market-based menu ap- that prepayment of one credit by one borrower would
proach faces several serious obstacles, some of which accelerate all loans on a proportionate basis to all bor-
may limit the success of the recently announced Brady rowers, thus triggering mandatory prepayment by all the

initiative. Among these obstacles are the continuing legal public sector borrowers to all lenders on a pro rata basis.

obstacles to voluntary debt reduction, the political dom- These clauses are of particular importance because they
inance of steering committees by banks that have the can be interpreted to prohibit debt-reducing transactions

least flexibility in managing their developing-country including buybacks, debt-equity conversions, and ex-

loan portfolios, difficulties in combining voluntary debt change offers.

reduction with new money, the cost of voluntary debt
reduction to the debtor, and tax, accounting, and regula- Buybacks. Mandatory prepayment (and sharing pro-
tory policies that discourage voluntary debt reduction. visions) implies that borrowers'repurchases of sovereign
Each of these factors is considered below. credits in the secondary markets are not possible accord-

ing to the contractual terms. Buybacks or cash repur-
chases typically require that all concerned external debt

LegalFrameworkfor VoluntaryDebtReduction creditors waive these provisions. In July 1987, Bolivia
and its commercial lenders agreed to allow the country

The Negative Pledge Clause. Several loan restructur- to repurchase all or part of its bank debt. An amendment
ing agreements since 1985-86 have included flexibility to a 1981 refinancing agreement was required to permit
to allow voluntary market-based transactions to reduce the Banco Central to purchase foreign currency debt
the developing countries' external liabilities to commer- owed by public sector obligors from lenders of record.
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Bolivia requested the IMF's involvement in implement- to make qualified investments, that is, equity invest-
ing this transaction to assure bank creditors that the ments in Chile or purchase of certain assets from Public
funds received for the buyback came from donor govern- Sector Borrowers and financial institutions. Those Ad-
ments and not from the country's international reserves. vances that are converted into Qualified Investments
The February 1987 amendment stipulated that the Cen- shall no longer be considered 'External Indebtedness."'
tral Bank of Bolivia could use foreign currency to volun-
tarily purchase external debt owed or guaranteed by the Exchange Offers. Exchange offers seem to be prohib-
government if the same offer was made to all banks and ited by the original loan agreements because the ex-
if the funds were from other countries, provided exclu- change of a new asset for an existing asset could be
sively for buying back debt. interpreted legally as a prepayment. Moreover, if the

On 18 March 1988, Bolivia announced that 53 of its terms of the new asset exchanged can be interpreted as
creditor banks tendered over $335 million of eligible better than those of the existing asset, an exchange offer
debt, almost $270 million in exchange for cash and about could also violate the sharing provisions. Section 5.11 of
$65 million in exchange for investment bonds. This Mexico's March 1987 multifacility agreement stipulates
transaction required $28 million from the IMF trust that "any exchange of a claim shall not constitute receipt
account and extinguished more than 40 percent of of a payment, shall not give rise to a prepayment obliga-
Bolivia's commercial bank debt. tion nor shall be subject to the contractual sharing

Similarly, in April 1988, Chile and its Bank Advisory requirements." These new provisions enabled the pas-
Committee negotiated amendments to Chilean debt doc- sage of legislation for Mexico's February 1988 collateral-
umentation to introduce additional flexibility to permit ized debt exchange offer. A total of $3.7 billion was
peso repayments and debt-for-debt and cash-for-debt ex- converted from 95 banks through an auction, at an
changes. These amendments were declared effective on average price of 69.8 percent of loan value. This required

14 September 1988. They provide that any foreign cur- that $2.65 billion of Mexican bonds be used, backed by
rency denominated prepayment of debt must be offered the purchase of $532 million of U.S. zero-coupon bonds.

to all creditors on a pro rata basis. Banks holding two-
third of the claims must consent to the proposed trans- PoliticalDominance
actions. Repayments in Chilean currency need not be
offered on a pro rata basis and would not trigger the Exposure to developing countries is concentrated
sharing or mandatory prepayment clauses. The buybacks among banks that have the least flexibility in managing
could be funded with no more than $500 million from that exposure. U.S. money-center banks increased their
revenues of the Copper Stabilization Fund. After receiv- exposure to the eight largest debtor countries by 12
ing bids from its creditors, Chile announced on 10 No- percent between 1982 and 1988. But small regional
vember 1988 that it was buying back $299 million of banks reduced their exposure by 65 percent in the same
foreign bank debt for $168 million at a weighted average period! Many banks with large exposure to developing
price of fifty-six cents. countries are also banks that are constrained by a lack of

regulatory capital, operating at or near the minimum
Debt-Equity Conversions. Debt-equity conversions capital-asset ratio allowed by banking regulators. For

are another important transaction that may be prohib- example, the BIS guidelines require banks to maintain
ited by prepayment clauses in standard debt-restructur- tier 1 capital equal to 4 percent of risk-weighted assets.
ing agreements. These transactions require specific ac- In June of 1988 Salomon Brothers made the following
commodative covenants because they can be considered estimates of year-end 1988 capital-asset ratios: Chase
the legal equivalent to debt prepayments. Debt-equity Manhattan Bank, 4.1 percent; Chemical Bank, 3.5 per-
swaps enable creditors to settle foreign currency claims cent; Citicorp, 4.1 percent; and Manufacturers Hanover,
before contractual maturity in return for the payment of 4.0 percent. While these banks do not technically need to
local currency. Special amendments have been included satisfy the Basle guidelines until year-end 1990, commer-
in many loan agreements to ensure that the new debt- cial banks may have an incentive to meet the guidelines
conversion provisions will not trigger mandatory prepay- early-meeting the BIS guidelines will probably be a
ment clauses. In addition, compared with the banks precondition for the regulatory approval of many new
participating in new-money or restructuring agree- business initiatives (Gurwitz and Dudley 1988). The con-
ments, capital and dividend repatriation restrictions pro- sequence of this capital constraint is that banks with
vide that debt conversions will not lead to preferential large exposure to developing countries may still find it
payment to a specific creditor. For example, Section 5.11 too costly to pursue any strategy that does not involve
of Chile's 1985 new-money agreement stipulatesthat "all keeping existing assets current and performing. It should
or a portion of the Advances held by banks can be used not be surprising, therefore, that the menu remains tied
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to the original concerted new-money concept with a few sources to extinguish debt rather than to increase invest-
minor modifications. ment may be quite high (see Froot 1989 and Claessens

and Diwan, chapter 12 in this volume).
Voluntary Debt Reduction and New Money

Tax, Accounting, and Regulatory Policies

Combining significant debt reduction with a new-
money package is difficult For voluntary debt reduction Tax and regulatory policies that are most likely to
to occur, the consent of at least a majority, and usually a influence bank participation in financing packages are
unanimity, of a country's commercial creditors is re- those that affect the timing of loss recognition for regu-
quired.5 As a result, most voluntary debt-reduction oper- latory and tax purposes. Among these specific tax, ac-
ations cannot proceed without the approval of many counting, and regulatory issues are the regulatory and
banks which are likely to remain committed at least in tax treatment of interest capitalization, reduced-rate
the short term to the new-money approach. For these loans, provisions, losses, nonaccruing loans, principal
banks to be willing to provide the needed waivers for the insurance funds, and contamination issues. A consider-
transactions to go forward, they must, at a minimum, ation of each of these issues is beyond the space limita-
believe that the transactions will not reduce the value of tions of this paper.6 But the manner in which tax and
their existing claims or new-money loans. regulatory policies create incentives can be illustrated by

A growing number of papers (for example, Krugman examining the regulatory and tax treatment of loan-loss
1988, Williamson 1988, Diwan and Claessens in this reserves in greater detail (see table 8-2 for summary).
volume, and Lamdany 1988a) attempt to establish a
framework for analyzing the theoretical conditions for Regulatory and Tax Treatment ofLoan-Loss Reserves.
voluntary debt reduction to occur since any successful The regulatory treatment of loan-loss reserves is impor-
operation must appeal to the debtor country and both tant because it can influence the banks' willingness to
participating and nonparticipating banks. But it is per- accept restructuring options that involve loss recogni-
haps easiest to appreciate these conditions by noting how tion. When reserves are included in a bank's reported
recent operations have been structured. In each of the regulatory capital, banks may be discouraged from par-
recent voluntary debt-reduction operations, creditors ticipating in voluntary debt reduction that involves the

have insisted on severely constraining the operation's recognition of loss. Recognizing losses by writing down

scope to ensure that the value of claims not exchanged is assets against reserves reduces a banks' reported capital-
in Bolivia, creditors insisted asset ratio when the reserves against which the asset is

not edued.For xamle,written down are included in the bank's regulatory capi-
that only donor funds be used in the buyback and that it tten Mo anwud pf to de regnton of
take place in a specified four-month period. In Chile, 100 tal oss as l poefbl to ai reonito ow

percnt redtor pprvalwas equredto uderakeex- capital losses as long as possible to avoid having to show
percent creditor approval was required to undertake ex- a reduced capital-asset ratio. Assuming banks fully lever-
change offers in excess of the $500 million of the windfall age their regulatory capital, the benefit of delaying the
increase in export receipts from the rise in copper prices.
In each case, creditors placed stringent restrictions on
the use of debtor resources in debt-reducing transac- Table 8-2. Tax andAccounting 7,eatment
tions. This is, in part, because many banks currently ofLoan-Loss Reserves
committed to the new-money process believe that their Reserve capital Tax
own strategies in relation to the debtor are threatened by Country level inclusion deductibility
debt-reducing transactions on a large scale. As long as Canada 45% No Yes, up
this is the case, voluntary debt reduction is likely to to 45%
proceed slowly. France 52% Yes Yes

Another of the menu's shortcomings is that many (large
debt-reducing transactions involve the debtor's current Germany 58% No Yes
resources. This is true of buybacks, debt-equity swaps, Japan 15% Yes, Only 1%
and collateralized exchange offers. Buybacks and collat- up to 14%
eralized exchange offers (without additional funds) re- United Up to
quire debtors to use scarce foreign exchange. A debt-eq- Kingdom 35% No matrix
uity swap requires that domestic resources be mobilized levels
to prepay participating creditors for their claims. Since U.S. money
a debtor's current resources are limited, the pace at centers 30% Yes No

which such transactions can take place is also limited. U.S. regionals 55% Yes No
Moreover, the opportunity cost of using current re- Source: Hay and Bouchet (1989).
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recognition of loss for regulatory and book purposes may offs or provisioning, they have no tax incentive to dispose
be considerable.7  of their loans through exchanges or sales.

When loan-loss reserves are excluded from capital, In those countries where tax-deductible provisions are
banks recognize no further capital loss when assets are more limited (for example, the United States and Japan)
written off against reserves. Instead, loss of regulatory the possibility of charging off a loan for tax purposes also
capital is recognized when reserves are created. In this exists. In the United States, the Internal Revenue Service
situation a bank may have less incentive to keep current (IRS) code states that "in determining whether a debt is
its existing exposure to developing countries, because worthless in whole or in part the district director will
keeping developing-country assets current will be a less consider all pertinent evidence" (IRS Reg. 1.166-2 Evi-
effective way to delay the recognition of capital loss. dence of Worthlessness) in assessing the worthlessness
Consequently, excluding loan-loss reserves from regula- of a loan. But the IRS code and case law do not provide
tory capital may increase bank participation in voluntary clear guidance on determining the worthlessness of a
debt reduction. loan. IRS regulations allow banks to deduct losses that

One possible objection to this analysis of the incentives are recognized after an Interagency Exposure Review
created by the regulatory treatment of loan-loss reserves Committee (ICERC) has categorized the loan as value-
emphasizes the efficiency of equity and capital markets impaired. U.S. banks are sometimes required by the
in responding to a bank's true capital position. According ICERC to establish specific reserves (ATRRs) that are
to this argument, delaying the recognition of capital loss excluded from capital and are tax deductible. But ICERC
provides a bank with no economic benefits since a bank's in general has been reluctant to impose this require-
share price and cost of funds adjust efficiently to its true ment. Currently only eight countries are known to be
capital position. subject to ATRR requirements. It is interesting that the

But two factors make this objection unpersuasive. 1989 U.S. interagency report on accounting and regula-
First, it does not explain why banks are so reluctant to tory issues (Office of the Comptroller of the Currency
recognize losses. According to the above objection, banks 1989) addresses the income effects of reserving, but does
should be indifferent about whether or not they should not deal directly with the incentives created by treatment
recognize losses. This is clearly not the case. Second, as of loan-loss reserves as an element of regulatory capital.
many have argued, the cost of funds to large banks does In Japan the Ministry of Finance (MOF) bank inspectors
not respond fully to increased risk on theirbalance sheets must issue a certificate of loss to the bank before it can
because of explicit and implicit forms of deposit insur- charge off a loan for tax purposes (Peat Marwick 1988).
ance. As a result, shareholders should be able to maxi- There are four basic policy possibilities with respect to
mize the return on their equity by increasing their lever- the tax and regulatory treatment of provisions against
age tothe maximum allowed by regulators. country risk.Abrief discussion of these possibilities helps

The tax treatment of loan-loss provisions also creates to understand the incentives at work.
incentives for banks by determining how they can recog-
nize tax losses without disposing of their assets. Where * Case 1: Tax-deductible provisions that are included
banks are able to recognize tax losses through charge- in capital (France).

Thble 8-3. Loan-Loss Reserves (LLR) and Capital-Asset Ratios, U & Banks
Total LLRs as

risk-weighted 7btal percent Tier-1 77er-2 LLRs in
assets LLRs of risk capital/asset capitallasset excess of

Bank (millions) (millions) assets ratio ratio 1990 rule#
Bankers Trust 58,195 1,298 2.2 6.7 2.8 425
Chase Manhattan 106,284 2,719 2.6 4.1 4.1 1,125
Chemical Bank 86,832 2,106 2.4 3.5 3.5 804
Citicorp 240,396 4,618 1.9 4.1 4.1 1,012
Manufacturers Hanover 78,545 2,653 3.4 4.0 4.0 1,475
J. P. Morgan 73,260 1,708 2.3 3.2 3.2 609
Bank of Boston 35,513 733 2.1 5.8 4.0 200
BankAmerica 98,165 3,221 3.3 3.4 3.4 1,749

a. This column shows loan-lossreserves thatcouldnotbe counted aspartofcapital according to the 1990 targetestablished by the Basle agreement,
which limits loan-loss reserves to 1.5 percent of risk-weighted assets. Consequently, this column gives some indication of the size of losses that these
banks could recognize with no further capital loss.

Source: Salomon Brothers (1988).
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Case 2: Non-tax-deductible provisions that are in- capital for U.S. regionals as they are for the money-center
cluded in capital (U.S. General Reserves, Japan).9  banks, which may help to explain why regionals tend to

* Case3: Tax-deductible provisions that are excluded have much higher capital-asset ratios for regulatory pur-
from capital (United Kingdom, Germany, Switzerland, poses than do U.S. money-center banks. This suggests
U.S. mandatory ATRRs, Japan).10  that these banks have an incentive to participate in

* Case 4: Non-tax-deductible provisions that are ex- transactions that involve the recognition of loss to cap-
cluded from capital. ture tax benefits, since no further capital loss is required.

The new capital guidelines in the Basle agreement
Banks should be least interested in recognizing losses ThnecailgudiesnteBsearem t
BnCans shule leavistinterebte inx-eucizingloscomplicate the discussion of the current status of loan-in Case 1 where provisions are both tax-deductible and ls eevs h gemn,wihecue onls

included in capital. In this case recognizing losses for reserves e e o15erent of eighed ass
reguatoy prpoes podues o tx beefis bt hs a reserves in excess of 1.5 percent of risk-weighted assets

rgapitory pose.Banks prodCes no(li txs bni thas anitd from capital, will impose near uniformity of treatment of
capital cost. Banks in Case 2 (like those in the United
States) also have little incentive to recognize losses be- loan-loss reserves for regulatory purposes by the end of

1990. Assuming modest asset expansion and limited loancause they would have to write down reserves that are chgeos,mnbakwilavla-osrsresn
part of regulatory capital. But disincentive to recognize cesseof the an all he ase reement.
losses is less strong than in Case 1 because a tax deduc-
tion has not been claimed from reserving. A higher tax This suggests that while additions to reserves may be

rate would mean lower costs of taking losses. While banks treated as capital throughout 1989, as year-end 1990

in Case 2 should be reluctant to recognize losses, they approaches an increasing number of U.S. (see table 8-3

should be less reluctant than banks in Case 1.11 below), French, and (to some extent) Japanese banks will

For banks in Cases 3 (for example, Germany) and 4, consider additions to loan-loss reserves to be a capital

the level of loan-loss reserves is crucial. To the extent that loss. If regulators do not reduce reserve requirements

loan-loss reserves have been established, these banks are against claims on troubled debtors, the Basle agreement
able to recognize losses with no further capital loss. may remove some of the current regulatory disincentives

When losses are recognized in excess of reserve levels, to voluntary debt reduction. But the full implementation
these banks must recognize capital losses. In Case 3, of the agreementis still fouryearsaway. In the meantime,
tax-deductible provisions are excluded from capital. To significant differences in the regulatory treatment of

the extent that loan-loss reserves have been established, loan-loss reserves will persist. Moreover, at least one

the recognition of loss has neither tax nor regulatory country (France) has signaled its intention to exploit a

consequences for these banks. provision in the Basle agreement that allows banks to

Banks in Case 4 that have established loan-loss re- "temporarily and exceptionally" include loan-loss re-

serves may have an incentive to recognize losses. The serves in regulatory capital up to 2.25 percent of risk-

recognition of loss, up to reserve levels, involves no weighted assets.

capital loss because loan-loss reserves have already been This analysis of tax and regulatory treatment of loan-
excluded from capital. But since no tax losses have been loss reserves may help to explain how some banks man-

realized by provisioning, they might be realized by par- age their developing-country debt. U.S. regional banks,
ticipating in voluntary debt reduction. for example, have reduced their exposure to the highly

None of the major creditor countries treats loan-loss indebted countries by 65 percent since 1982. Gross Ger-
reserves, like Case 4, as taxable and excluded from capital. man bank exposure to developing countries has re-
But non-capital-constrained banks that have not recog- mained relatively constant over the same time period,
nized tax benefits upon provisioning might, to some even after exchange rate adjustments. German banks
extent, be placed in this category (for example, U.S. have reserve levels against exposure to developing coun-
regional banks). U.S. banks cannot deduct loan-loss pro- tries very similar to those found in U.S. regionals, yet they
visions from taxable income. Most U.S. regionals are are apparently much less interested in disposing of these
reserving at high levels against their exposure to devel- claims in the secondary market. One explanation is that
oping countries. These banks, because of their expan- German banks have enjoyed the full tax deductibility of
sionary objectives and competitive pressures, are anxious provisions. They seem to prefer to hold on to the maxi-
to meet the 1990-92 guidelines as early as possible. mum-size claim and recognize losses by establishing

Moreover, these banks may be much more sensitive to provisions. The tax deductibility of provisions has dis-
the effect of exposure to developing countries on their couraged German banks from widely considering debt-
share price because they have easier access to equity reducing alternatives. Many German banks are "over-
markets and can rely to a greater extent on share issues provisioned" and would be forced to recognize a capital
to realize growth objectives. These factors suggest that gain upon disposing of a highly indebted country claim
loan-loss reserves may not be as important a part of in the secondary market.
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A close correlation exists between the strictness of tax loss but does claim a tax deduction. There is some case
policy with respect to developing-country debt and the law to support this practice in the United States.12
speed with which banks in different countries have re- Currently the tax and regulatory treatment of loan-
duced their exposure. Since 1985, France has reduced its loss reserves discourages market-based debt reduction
home-currency exposure to developing countries by 12 and presents a major obstacle to the success of the Brady
percent, Germany by 6 percent, the United Kingdom by initiative. Including loan-loss reserves in capital encour-
19 percent, and the United States by almost 23 percent ages banks to hold and reserve against their existing
(1988 World Bank data). claims instead of restructuring or reducing claims. In

Tax policy on provisioning is most stringent in the other countries the exclusion of loan-loss reserves from
United States, where only a small portion of reserves capital has discouraged the new-money process but has

against developing-country risk is currently tax-deduct- not offered any alternatives. For example, tax deductibil-

ible. In the United States, banks have reduced exposure ity of provisions in most European countries removes an

by more than in any of the other three countries. In the important potential incentive for banks to participate in

United Kingdom, tax policy is somewhat more lenient. market-based debt reduction. If tax deductions can be

Banks -will probably be allowed to deduct provisions UP realized by provisioning, there is no tax incentive to
Banks lvls robablyd b aled tanof Euctgp ind s upt. negotiate restructurings. The tax losses that could pro-to the levels required by the Bank of England's matrix. vide incentives for creditor participation in a market-
But the matrix levels are quite low, averaging about 2 based debt restructuring have already been realized by
percent against exposure to developing coUntes Tax- provisioning. This may help to explain many European
deductible provisions are much lower in the United King- banks' indifference to proposals for market-based debt
dom than in France, where banks have been allowed to reduction.
deduct much more provisioning from taxable income. Of The same can be said about tax policies that allow
these four countries, tax policy is the most lenient in banks to take tax deductions for secondary market trans-
Germany, where banks enjoy the full tax deductibility of actions that produce no benefits for the debtor country,
very high levels of provisioning. German banks have had such as debt-for-debt swaps between creditors. Allowing
the smallest reduction (0.6 percent) in exposure to devel- banks to realize tax losses by swapping debt discourages
oping countries since 1985. market-based debt reduction. In 1988 the debt-for-debt

This analysis may explain large French banks' reluc- secondary loans market for developing-country debt was
tance to participate in the Mexico-Morgan collateralized estimated at about $18 billion. If banks realized tax losses
bond exchange. The exchange created no tax benefits for equal to 30 percent of face value on one-half of these
French banks, while it would have required a write-down trades, the cost to the U.S. Treasury was about $2 billion.
of reserves to some extent. The write-down of reserves Of course, the U.S. taxpayer would probably have had to
would have resulted in a capital loss for these banks. U.S. pay this price eventually, but the point is that the U.S.
money-center banks, however, may have been more in- Treasury paid out $2 billion and produced little or no
terested in the Mexico-Morgan bond exchange because benefit for debtor countries. With appropriately struc-
they could recognize tax deductions from losses incurred tured tax incentives, the $2 billion could have been used
in the exchange. to provide incentives for voluntary market-based trans-

The analysis may also help to explain the growth and actions designed to ease the debt problems of developing
quality of the secondary loan market Some U.S. banks countries.
find the secondary loan market attractive for structuring
transactions that take advantage of their regulatory and Conclusions
tax environment Although it may be difficult for U.S.
banks to recognize tax losses by charging off loans, a debt The market-based menu was in many ways a natural
swap in the secondary loan market can create a tax loss evolution of the debt strategy as the tensions inherent
so long as the asset received is "materially different in within the concerted lending approach became more
kind or extent" (IRS Code Section 1091) from the asset manifest While the market-based menu approach is a
given. When a bank has difficulty charging off its claims positive development and should be welcomed as a cre-
on Mexico for tax purposes, it may be able to exchange a ative way of appealing to the divergent interests, strate-
claim on Mexico for a claim on Brazil and recognize a tax gies, and financial positions of different creditors, its
loss. Two-thirds of the transactions in the secondary loan ability to enable creditors and debtors to reach coopera-
market are debt-for-debt swaps. Some banks have also tive solutions is by no means ensured. A difficult collec-
apparently engaged in transactions that allow them to tive action problem remains. The dominance of certain
swap a claim on a developing country for another claim banks in the committee negotiating process, legal rigid-
on the same country where the bank recognizes no book ities, and tax and regulatory disincentives suggest that
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the menu approach will face significant obstacles. The tion of loss for regulatory purposes can be valuable assuming
recently announced Brady initiative recognizes the need that banks fully leverage their regulatory capital. It is assumed
for some additional financial incentive to support the here that the timing of the tax benefit is independent of the
cooperative approach to resolving situations of over- timing of losses for regulatory purposes.

indebtedness. It remains to be seen whether sufficient 8. Loan-loss provisions are currently tax deductible in Ger-

resources will be forthcoming to provide such incentives. many, Prance, Canada, Switzerland, to a large extent in the
United Kingdom, and to a very limited extent (up to 1 percent

Without such resources, a more aggressive approach to of developing-country exposure) in Japan. The most important
altering the tax and regulatory environment in which exception is the United States, where loan-loss reserves are not
banks manage their claims on the highly indebted coun- generally tax deductible.
tries should be seriously considered asa way of producing 9. The MOP puts a ceiling on loan-loss reserves of 15 per-
the needed incentives for wide bank participation in cent of developing-country exposure. Loan-loss provisions are
negotiated debt-reduction operations and of leveraging only deductible in an amount up to 1 percent of this exposure.
limited official funding. 10. Most U.K. banks believe that U.K. tax authorities will

allow the deductibility of provisions up to the floor provisioning

Notes levels prescribed by the Bank of England's matrix.
11. Banks may be required to partly replenish their provis-

ions if they write down an asset against reserves. To the extent
The authors are indebted to their colleagues of DPS for this is true, there will still be capital cost for a write-down of an

suggestions and comments. asset against provisions in a regulatory environment in which
1. Commercial banks have restructured about $320 billion loan-loss reserves are excluded from capital. But even if provis-

of maturities since 1980 for more than 40 developing countries; ions are replenished so that they are maintained in a constant
in addition, banks have assembled $48 billion of new-money proportion to assets, the capital cost of a write-off against
facilities and have maintained short-term credit lines of about reserves will be less when reserves are excluded from capital
$36 billion. than when they are not.

2. The reserving actions of 1987 can to some extent be 12. See, for example, First Federal Savings and Loan Asso-
interpreted as efforts by commercial banks to show that they ciation of Temple vs. UnitedStates., No. W-86-CA-117,7/26/88
were in a sound enough financial position to recognize losses. or Centennial Savings Bank FSB, Plaintiff vs. United States of

3. The importance of the ability to recognize income can be America, No. CA3-86--1396-H, United States District Court for
appreciated by noting the expected effect of the Brazilian pack- the Northern District of Texas, Dallas Division.
age on revenue of U.S. banks. The package is expected to
increase Citicorp's revenues by $688 million, BankAmerica's by
$360 million, and Manufacturers Hanover's by $304 million. References

4. For example, the Mexico-Morgan bond exchange, al-
though disappointing to many, provided Mexico with about $1 Bird, Graham. 1988. "Commercial Bank Provisioning against
billion of debt relief in present value terms (Lamdany 1988a). Claims on Developing Countries." Policy, Planning, and Re-
The Bolivian buyback cut Bolivia's commercial debt by nearly search Working Paper 121, World Bank. Washington, D.C.
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Comments

Luis R. Luis continuous threats of nonpayment and mandatory debt
forgiveness also hinder the concerted lending process.

The paper also implies that banks do not properly
This paper attempts to systematically analyze the mar- differentiate among countries, and that even the more
ket-based menu approach to debt restructuring and de- creditworthy countries have difficulty raising needed
veloping-country financing. It illustrates the diversity of financing, such as Colombia's $1 billion loan in 1988. It
the environment banks face for making decisions regard- is true that syndications of such magnitude are, in most
ing their developing-country portfolios by comparing the cases, complex transactions, and such packages must be
treatment of loan-loss provisions and tax benefits and by designed with flexibility to make them attractive to com-
reviewing the legal framework of restructuring agree- mercial banks. For instance, the lack of attractive invest-
ments in the main creditor countries. By emphasizing ment projects and World Bank cofinancing funds (appar-
the wide variety of conditions banks face, the paper ently unavailable because of the narrow interpretation of
emphasizes the need for flexible options for banks partic- the Colombia bank loan as a refinancing) made the
ipating in debt restructurings. Colombian syndication more difficult

These specific comments will point out some issues The authors state that new money will remain the
that may be raised by commercial bank creditors. centerpiece of many financing packages for the immedi-

The authors state that there are self-limitations in the ate future because some banks still have a large exposure
concerted lending approach and that concerted lending in relation to their equity. This comment is unfair since
was bound to run into trouble. There is no denying that banks recognize that requests for financing in countries
concerted lending is difficult, but it can be argued that pursuing far-ranging structural and macroeconomicpol-
these difficulties stem in great part from unsatisfactory icy reforms mustbe given serious consideration. A recent
policy and payments performance of the debtor coun- report of The Institute of International Finance, "The
tries, which have reduced banks' willingness to provide Way Forward for Middle-Income Countries" (1989),
fresh funds. Policies are needed to improve the macro- stated that many banks will consider multiyear financing
economic stability and the long-term international com- commitments to support productive investments as part
petitiveness of debtor countries' economies. Weak pay- of a coordinated process with the IMF and the World
ments performance, which may include arrears, and Bank.
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The paper contrasts new money with debt reduction lead to debt reduction. Evidence of this is the boost in
and indicates the difficulty designing a package that voluntary sales of developing-country assets after many
contains both significant debt reduction and new financ- banks markedly increased their reserves in 1987. But the
ing. But the 1988 Brazilian package, in addition to pro- need to set aside provisions against problem loans is
viding a large amount of new money, also provided many costly and has adversely affected banks' willingness to
options that facilitate voluntary debt reduction through make new loans to troubled countries. This is particu-
equity and local currency conversions (see Lamdany in larly costly when regulators require that additional re-
this volume). Also central to the paper is the issue of serves be established when concerted new loans are
up-front debt reduction, such as buybacks, but not the made.
flexible menu of options that would be exercised over The policy suggestion to disallow banks' tax losses for
time, like those included in the Brazilian program of provisioning or for secondary transactions that do not
1988. Achieving simultaneous debt-reduction and new realistically restructure a debtor country's obligations
money in a single package is difficult, and requires a should be approached with caution. It is impractical and
satisfactory resolution of many issues: a) differentiation could greatly reduce banks' ability to finance innovative
between old and new money; b) how to ensure future operations and to restructure their portfolios. The au-
policy improvements in the country when the benefits thors point out correctly that there is potential moral
from debt reduction are front-loaded; c) the appropriate hazard in this proposal because of the policy's ineffective-
pricing of the menu components, and d) the accounting ness in distinguishing among countries that have per-
and regulatory treatment of a package with simultaneous formed differently. Also, disallowing banks to count so-
new money and debt reduction. called recycled interest payments as income would be

A central conclusion of the paper is that the tax and very detrimental to raising new money for those coun-
regulatory treatment of reserves may make a difference tries following proper policies.
in the way banks value market-based debt restructurings. In sum, the question of bank decisionmaking concern-
This is valid, but should not be overemphasized. For ing debt restructuring and concerted lending is signifi-
instance, in the United States the alternative minimum cantly more complex than this paper recognizes.
tax effectively limits tax benefits. Analysis of specific Although the concerted lending process keeps evolv-
transactions such as the Mexican debt-for-debt conver- ing, the market-based menu is not a substitute but a
sion of February 1988 indicates that although tax consid- complement to the concerted approach. Troubled debt-
erations are involved, they are not usually a central factor ors will continue to need new money, and policy recom-
in the decisionmaking process within individual banks. mendations to modify regulatory, tax, and accounting

The paper has an interesting discussion on how loan- treatments should not promote debt reduction in such a
loss provisions affect bank decisions regarding their ex- way as to make new money more costly for lenders.
posure to developing countries. It suggests that includ-
ing loan-loss provisions in capital encourages banks to Reference
hold and reserve their existing claims instead of restruc-
turing or reducing them. This can be disputed, because Institute of International Finance. 1989. "The Way Forward for
many banks believe additional provisions provide more Middle-Income Countries." Report by the Board of Directors
flexibility for managing their portfolios, allowing them of the Institute of International Finance. Washington, D.C.
more freedom to engage in voluntary transactions that (January).

Richard E. Feinberg

Bouchet and Hay lucidly and cogently analyze the bal- determine whether new policies could make a difference
ance sheets of the international banks to explain why the and stimulate banks to more actively participate in vol-
concerted new-money package approach broke down untary debt reduction. Their tentative answer is "yes, but
and, with greater originality and purposefulness, why a . . . ." The "but" is that industrial country governments
purely market-based or voluntary debt reduction ap- and regulatory authorities are not likely to adopt the
proach is likely to proceed too slowly. They delve into appropriate policies because they would tend to under-
some of the regulatory, tax, and accounting regimes to mine other, more important objectives. So the chapter
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ends with a sudden swerve toward credit enhancement ment program. Together they select net resource transfer
by official agencies as a more politically feasible and targets consistent with short- and medium-term macro-
efficient solution. economic objectives. The official creditors hold a pledg-

Bouchet and Hay, in my view, give up prematurely. ing session, then the debtor government, shepherded by
Regulatory, tax, and accounting policies should not be the IFIs, and with OECD backing, informs the banks of
seen as alternatives to official credit enhancement but the maximum net resource transfer that they can expect.
instead as complementary instruments harnessed to a Within that target, each bank can choose between new
concerted effort to reduce the net resource transfer that lending and debt-service reduction instruments, in ac-
is undermining development in the highly indebted na- cordance with its business strategy. The arrangement
tions. Regulatory regimes should not be designed in should include interest rate caps that limit debt service
isolation from objectives. Once the policy is clear, then, if rates spike, and it could also include warrants or other
and only then, can the details of a supportive regulatory contingency claims that allow creditors to benefit from
regime be engineered. an upturn. This is a case-by-case approach, but within an

Bouchet and Hay would move beyond a "market- overall "adjustment with growth" strategy, consistent net
based" solution tQ one where official agencies play an resource transfer reduction objectives, and the support-
active role in enhancing restructured bank claims. But ive tactics of guided voluntarism.
the paper does not present a full-blown picture of how Besides setting net resource transfer targets, how else
the public sector might orchestrate the more rapid debt can the IFIs support this approach? When a developing
reduction that the authors correctly prefer. country is seriously committed to reforms, the IFIs can

Bouchet and Hay escape, albeit only partially, from a sometimes withhold their own resources until the criti-
flaw common to many World Bank analyses of Third cal mass of financial assurances is determined, as in the
World debt. While the debt crisis' severity is emphasized, past; or, when the developing country is using arrears to
the proposed solutions too often seem half-hearted. An- reduce its net resource transfer, the IFIs can be willing
alytically, the situation is considered urgent; the debt to lend into arrears to private creditors. This could stim-
overhang is impeding recovery and distorting adjust- ulate private creditors to act responsibly and place their
ment. Prescriptively, the answer is gradual voluntary accounts in order.
debt reduction that probably has limited potential. To The IFIs can provide surveillance of debt conversions
reconcile these disparities, the IFIs (the International by checking them against fiscal-monetary targets and
Monetary Fund, World Bank, and Inter-American Devel- short- and medium-term balance of payments projec-
opment Bank) are being forced into another round of tions. The IFIs can demonstrate a willingness to allow
rosy projections, showing high volumes of voluntary debt their own resources to be eligible (directly or indirectly)
reduction and, simultaneously, rapid and sustained de- for conversions, but only when in the public's interest.
veloping-country recovery. They can more vigorously gather information on the

This common emphasis on undirected voluntarism for tax, regulatory, and accounting regimes that govern the
creditors contradicts the observation that the developing capital markets of the various industrial countries and
countries need greater certainty for financial planning. propose policies that would harness these policy instru-
The World Bank also needs more certainty to design its ments to a new debt strategy. In this sense, the work by
structural adjustment loans, as does the IMF to design Bouchet and Hay is a fine example.
its reborn extended fund facility (EFF). Moreover, unme- To have credibility, the IFIs will have to provide posi-
diated voluntarism contradicts the observation that tive net resource transfers to performing countries. Oth-
creditors' cartelization and the debtor fragmentation has erwise they will become targets for debt reduction. Un-
contributed to the large net resource transfer that im- fortunately, current projections for the World Bank and
pedes adjustment. This implies that the IFIs should work the IMF indicate continuing reverse flows rather than
harder to correct that bargaining imbalance. positive contributions.

What direction should the international community Can the banks afford this? And can governments per-
and the World Bank take? Net resource transfer reduc- suade them to participate? Banks are now stronger, with-
tion should be the strategy, replacing for many countries out a doubt. There is assurance from some quarters
the illusory objective of a near-term resumption of cred- (including some U.S. regulators) that all major U.S.
itworthiness. This could be accomplished by "guided" banks are out of danger and that their capital exceeds
instead of undirected voluntarism. Guided voluntarism their exposure to the developing countries. But these
implies free choice with constraints. Briefly defined, assessments are misleading. First, such calculations fail
"guided voluntarism" is as follows: to take into account nonperforming domestic loans. Sec-

The IFIs work with the debtor governments to lay out ond, the issue is not whether a few dollars would remain
a multiyear financing plan consistent with a solid adjust- after a developing-country meltdown, but whether banks
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would have sufficient capital to retain confidence. To erous grace periods, larger structural adjustment loans,
provide this confidence, the Basle Committee instituted and quicker disbursements. The commercial banks could
new capital adequacy guidelines. In our article in Chal- reduce net intake by about $12 billion through country-
lenge, coauthor Gordon Hansen and I calculate that by-country combinations of new lending and debt-ser-
several major U.S. banks may not be able to simulta- vice reduction. This policy recommendation is similar to
neously take a 40 percent loss on developing-country Bill Cline's, except some differences exist in the magni-
long-term debt while taking losses on nonperforming tude of the recommended flows, the more equitable
domestic assets, and still meet the 1992 capital require- burden sharing between the public and private sectors,
ments. So regulators will continue to be concerned about and the greater certainty of participation by private cred-
developing-country debt, and the banking system will itors that I propose.
need to take action to assure smooth adjustment. This strategy would be consistent with the World

But the essential truth is that banks are financially Bank's own sense of urgency about the problem, and it
stronger today in relation to developing-country debt. So would provide direction to the banks without bankrupt-
greater weight can be given to the interests of other ing them. It would also give the debtors a chance to
parties. implement programs of adjustment with growth.

OECD governments sometimes respond that they lack
leverage over their banking systems. They may lack the References
willpower, but it is naive to argue that they lack the
instruments of influence. Beyond moral suasion, there Feinberg, Richard E., and Gordon H. Hanson. 1989. "LDC Debt
are several tangible levers mentioned by Bouchet and Will Restructure U.S. Banking." Challenge 32(2):44-49.
Hay and in other papers in this volume: risk weighting Office of the Comptroller of the Currency, Board of Governors
of assets, tax treatment of provisions, and accounting of of the Federal Reserve System, and the Federal Deposit
losses. In the United States, clarification of the applica- Insurance Corporation. 1989. "Study on Accounting and
bility of FAS 15 to interest rate caps would expand the Regulatory Policies Affecting Debt Restructuring." Study
menu of options immediately.' conducted by interagency task force pursuant to Section

So there are other carrots and sticks that could stim- 3122 of the Omnibus Trade and Competitiveness Act of 1988.

ulate commercial bank compliance with an agreed-on Washington, D.C.
net resource transfer reduction strategy, while allowing
banks to make choices among financial instruments Note
consistent with their individual business strategies.

To conclude, taking Latin America as the example, to 1. Financial Accounting Standard (FAS) 15 is the directive
on accounting for troubled debt restructuring issued by thereduce the net resource transfer by $20 billion-a bit Financial Accounting Standards Board in 1977. It states that a

short of the average over the last several years-the restructured loan should continue to be carried by a bank at its
burden could be divided roughly equally between the IFIs previously recorded value, as long as the sum of interest and
and the commercial banks. The IFIs could contribute principal cash payments expected to be received over the life of
about $8 billion by transforming the projected $3 billion the restructured loan are at least equal to the bank's carrying
drain into a positive $5 billion flow, through more gen- amount (Office of the Comptroller of the Currency 1989).
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The Market-Based Menu Approach in Action:
The 1988 Brazilian Financing Package

Ruben Lamdany

The 1988 Brazilian financing package was the first finan- though the inclusion of a particular option in the package
cial package specifically structured along the lines of had a negative effect on the debtor, it does not imply that
what has been called the market-based menu approach the debtor erred in allowing such an option. To deter-
to sovereign debt workouts. This approach was first ad- mine if the option's inclusion was an error it is necessary
vocated by U.S. Treasury Secretary Baker and by Brazil's to compare the costs related to the option with the
Finance Minister Dilson Funaro in April 1987. The ap- benefits that the debtor may have received in compensa-
proach tailors participation in the package to the differ- tion. This assessment requires an analysis of the bargain-
ent needs and preferences of different banks. The devel- ing process, which, however, is beyond the scope of this
opment and the mechanics of many of the options in the paper. Second, it is necessary to be very careful while
menu, including most of the options in the Brazilian trying to apply the conclusions of this paper to other
package, are discussed in Cline (1987), World Bank situations, since the analysis depends on many factors
(1988), and Bouchet and Hay (in this volume). that are "country specific." So, in each case careful atten-

The 1988 Brazilian financing package has four basic tion should be paid to differences in the restrictions on
components: the current and capital accounts of the balance of pay-

* Restructuring $62 billion of outstanding debt into ments, public finances, and the structure of the domestic
capital market

a single deposit facility in Brazil's central bank, Theiolowigk e c
" fve ew-ony pckaestotlin $ .2blin The following section describes the structure and

* five new-money packages totaling $5.2 bilhon, main components of the 1988 Brazilian financing pack-
* renewal of trade and interbank credit lines, and age. Subsequent sections discuss the effects of certain
* an exit option that can substitute for both restruc- options and facilities in the package: currency switching,

turing and new money. interest retiming, relending, debt-equity swaps, and exit

Each component was structured to allow for many bonds.

different options, referred to as "bells and whistles,"
which are attractive to different banks. The instruments Main Components of the Brazilian Financing
and options were tailored to the regulatory and tax needs Package
of banks in different jurisdictions. In addition, the dis-
bursement of new money is linked in different forms to The main components of the financing package are the
actions by the World Bank and the IMF, which banks restructuring of existing debt, the new-money package,
expect will enable them to treat the new money differ- and the commitments pertaining to trade and interbank
ently from the old. These factors may explain the credit lines. In June 1988, Brazil and its Bank Advisory
creditors' favorable response to the package.' Committee reached an agreement on a financing pack-

This paper analyzes the economic and financial effects age for 1988-89, which formally terminated the morato-
of some of the instruments and facilities included in the rium declared by Brazil in February 1987. More than 90
package. Two important observations must be borne in percent of the new money was committed by August 5,
mind. First, each clause and option in any agreement is the deadline to receive an early participation fee of three-
negotiated between the debtor and its creditors. So, even eighths of a percentage point. In September 1988 the
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agreement was signed by Brazil's creditors, and in No- * Exit bonds. Brazil undertook to issue up to $5 bil-
vember 1988 the first $4 billion of the new-money loans lion of Brazilian investment bonds, but only about $1
was disbursed. billion were subscribed. The bonds are exempt from this

and any future new-money requirements.
Restructuring Existing Debt

New-Money Package
The main terms of the restructuring agreement are:

* The outstanding claims of each participating credi- Each creditor bank was expected to commit 11.4 per-
tor bank will be converted, as they become due, into a cent of its outstanding exposure to Brazil as of the base
deposit account on the bank's behalf in the Brazilian date.3 This was the first major concerted new-money
central bank. These deposits are consolidated into a package in which the original base date was changed,
multiyear deposit facility (MYDF), which by 1993 will from December 1982 to March 1987. The change in the
total $62 billion and will account for 95 percent of base date benefited those banks that were active in dis-
Brazil's outstanding medium-term external debt owed to posing of their exposure through sales or conversions,
commercial creditors. This facility includes the deposits like American regional banks. But the change in the base
under the 1983, 1984, and 1985 deposit facility agree- date hurt those banks with exposure denominated in
ments and all maturities due up to 1993. currencies that appreciated since 1983, especially Japan-

* The MYDF has a tenor of 20years, and a grace period ese banks.
of 7 years.2 The principal of the MYDF will be repaid in Banks were allowed certain flexibility in deciding what
26 semiannual installments. The installments increase they would commit to each of the five new-money facil-
over time, from 1 percent for the first two, to 5 percent ities. The new money will be disbursed in three tranches,
for the last four installments. and each is linked in some form to World Bank or IMF

* The interest rate on the MYDF is set at thirteen-six- actions. The first tranche of $4 billion was disbursed on

teenths of a percentage point over the six-month London 1 November 1988, and the rest will be disbursed by
Interbank Offered Rate (LIBOR). Alternatively, creditors mid-1989. Four of the facilities have a tenor of 12 years,
can opt for a similar spread over an agreed-on domestic a grace period of 5 years, and are repayable in equal
rate or for an equivalent fixed rate. The repricing leads to semiannual installments; the trade facility has a bullet
an average reduction in the cost of funds for Brazil of over maturity of 9 years. They all carry an interest rate equal
three-sixteenths of a percentage point, which becomes to thirteen-sixteenths of a percentage point over LIBOR

effective as the claims become part of the MYDF. The and are eligible for debt-equity conversion under Reso-

annual savings for Brazil rise from about $90 million in lution 1460 on the same terms as the MYDF.
1989 to more than $115 million annually after 1993. The five new-money facilities are:

* Each bank may choose to denominate its claims * The parallel new-money facility. This facility is for
either in U.S. dollars or in its "home currency" through $2.85 billion plus any amount lenders decide to commit
currency switching. in lieu of committing under the other facilities. All funds

* Interest payments are retimed and shifted from a under this facility are eligible for relending. And begin-
quarterly to a semiannual basis. ning in August 1989 and for three years thereafter, these

* All deposits will be available for relending. loans are eligible for debt-equity conversion at par at a
* Deposits in the MYDF will be eligible for debt-equity rate of $50 million a month ($1.8 billion in conversions).

conversions in accordance with the resolution that reg- * Two cofinancing facilities ($750 million in total).
ulates conversion of existing deposits. Disbursements under these two facilities are closely

* Brazil undertakes to have in place an IMF-supported linked to disbursement by the World Bank under certain
program until 1994 and will make all purchases author- Bank loans.
ized under such program. If for any reason a program is * New-money bonds. Brazil will issue up to $1 billion
not in place, Brazil will request that the IMF implement of bonds carrying the same terms as the parallel facility.
the Article IV procedures as promptly as is practicable. Banks can purchase bonds for up to 20 percent of their
This clause is tailored to fit regulatory requirements commitments or $5 million, whichever is less (or total
faced by some creditor banks. commitments if less than $1.3 million). The bonds will

* The interest on amounts in arrears due to the mor- be issued in bearer form, which may enhance their mar-
atorium was set at thirteen-sixteenths of a percentage ketability and may immunize them from future new-
point over LIBOR. Creditors waived their rights to re- money requests. This may lead some banks to prefer the
ceive penalty interest on the amounts overdue because bonds to the other facilities. But other banks may rather
of the moratorium. increase their commitments to the parallel facility, since
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the bonds are not eligible for debt-equity conversions at the average cost of funding the loans. There are other
par or, obviously, for relending. Furthermore, regulators important considerations that banks should take into
may ask banks to mark the bonds to market if a market account in deciding on whether to switch currencies: the
for these bonds develops in the future. duration of the loans, the effect on future new-money

* New-money trade deposit facility ($600 million). requirements, and the relative interest rate spread on the
Funds under this facility will be available for trade financ- loans.
ing after an initial depositperiod of oneyear at the central "Strong currency" loans have a longer duration (aver-
bank. Individual loans within the facility will have a tenor age maturity) than dollar loans.4 This is because a larger
of at least one year. part of the total loan proceeds are expected to be paid as

principal at maturity, rather than as interest payments.
New and Additional Trade and Interbank But these loans may carry a greater credit risk than dollar
Commitments loans.

A bank switching to a "stronger currency" faces an-
Participating banks will commit to renew trade and other risk if Brazil requires an additional new-money

interbank credit lines to the level agreed on in the 1986 loan in the future. Over time, as its currency appreciates,
commitment, approximately $15 billion. To enforce this the dollar value of the principal of its loans will increase.
commitment, Brazil will require that banks comply with So the share of the switching banks' loans to Brazil will
their commitments under these facilities and with the increase relative to the share of those banks whose loans
new-money trade deposit facility to be able to relend are denominated in dollars. If the base date for future
under the MYDF or the parallel new-money facility new-money loans is changed, switching banks will have
agreements. The same is true for the right to convert to provide more such new-money loans, since commit-
loans under the parallel new-money facility to equity at ments to these loans are assessed as a proportion of
par. principal outstanding.

The interest rate spread is the same in all currencies.
Currency Switching But a spread of thirteen-sixteenths of a percentage point

The agreement established that each creditor bank yields a higher income in an appreciating (low interest
rate) currency than in a depreciating (high interest rate)may choose to denominate its claims in U.S. dollars ors "currency. Banks that switch to stronger currencies can

btwee thoesew currenc ieks haeth rtin t for sinh expect to receive larger payments over the life of the loan,between these two currencies at certain times, for in- asln.sBai evcsisdb codn otecn
stance upon relending or on the last interest date before as long as Brazil services its debt according to the con-
the grace period ends. The interest rate was set at thir- tractual terms. To some extent, the larger payment com-
teen-sixteenths ofa percentage point over LIBOR or over pensates the banks for the loan's extended maturity.
a comparable and agreed upon domestic interest rate. Switching some of its long-term liabilities to stronger
The spread over the base rate is the same for all curren- currencies is likely to be beneficial from Brazil's view-
cies, regardless of the base rate, point. The switch extends the duration of the loans,

Some type of currency-switching option was included which provides cash flow relief in the short and medium
in most restructuring agreements since 1984, including term. Also, lengthening the duration reduces the pres-
those of Argentina, Chile, Mexico, and Brazil's previous ent value of the loans, as evaluated by Brazil. This is true
1986 rescheduling agreements. In all cases the decision as long as Brazil's rate of discount is higher than the
to change the currency denomination was the option of (exchange-rate-adjusted) interest rate on the loans,
the creditor banks, implying that including this option which is very likely to be the case.
can only improve banks' situation. But most debtors have An additional, though probably less important, effect
strongly opposed the inclusion of this option because of the currency switching is its effect on Brazil's exposure
they perceived that it could raise the cost and riskiness to unexpected fluctuations in exchange rates (which
of the loans. represent deviations from covered interest rate parity).

The currency-switching option enables non-American The currency-switching option, if exercised, leads to
banks to denominate the loans in the same currency as changes in the currency composition of Brazil's liabili-
their capital and reserves, therefore immunizing their ties, and therefore modifies Brazil's immunization to
capital-asset ratios from exchange rate fluctuations. In unexpected exchange rate fluctuations. This change can
addition, by denominating their claims in the same cur- increase or reduce the volatility in Brazil's ability to pay
rency as their deposit base, they may be able to reduce depending on if U.S. dollar-denominated liabilities in
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Brazil's total liabilities before the switching are higher or interest rates is greater, the debtor ends up with a larger
lower than the "optimal" share (Claessens 1988).5 interest burden.

Estimates of the effect on the present value of the

Retiming Interest Payments MYDF contractual debt service caused by retiming from
three to six months are presented in table 9-1. The

Restructuring and new-money agreements include in- calculations are made under different assumptions for
terest retiming clauses. Interest payments on the MYDF LIBOR, Brazil's rate of discount, and the term structure

and the new-money facilities will be paid on a semiannual of interest rates. Loans (with and without the retiming)
basis. This represents a shift for the 75 percent of the are assumed to carry a spread over LIBOR of thirteen-six-

commercial bank loans that were serviced on a quarterly teenths of a percentage point, and to be repaid according
basis. The interest rate on the loans was shifted accord- to the repayment schedule agreed on for the MYDF in the

ingly from the three-month to the six-month LIBOR. financing package. The figures represent the change in
Interest retiming clauses have been included in other the present value of Brazil's service payments over the 20

debt-restructuring agreements. The 1987 credit agree- years of the loan per $1,000 of face value of debt, and the

ment between Chile and its creditor banks shifted inter- change in the present value of debt service per $1,000 of

est payments from six months to one year, beginning in present value of debt.

the second half of 1988. Under the agreement, interest In the calculations, Brazil's rate of discount was placed
paymentswould revertgradually to a six-month schedule between 12 percent and 15 percent. Benefits for Brazil
between 1991 and 1993. are greater, the higher its discount rate. Different factors

The main reason for including retiming in the package determine the difference between the three- and the
is that it reduces Brazil's financial requirements for the six-month rates. Six-month rates tend to be higher be-
years 1988-89, by moving the equivalent of one quarterly cause of the liquidity premium. Also, interest rates may
interest payment beyond the period covered by the agree- be different (in either direction) because of expectations
ment. In this way the retiming reduced Brazil's financial of future developments in credit markets. In the calcula-
requirements for the period 1988-89 by over $1 billion, tions, differences between the three- and the six-month
which is a substantial amount, since it represents over rates were between 0 percent and 0.15 percent. These
20 percent of the new-money package. In this way the differences capture only the liquidity premium, since it
retiming facilitated raising the new money by reducing is assumed that the "expectations effect" will have no
its size (but increasing Brazil's financial requirements effect on the cost of borrowing. As table 9-1 shows, a
beyond the period covered by this agreement). The re- given absolute difference between the three- and six-
timing has an immediate positive cash flow effect on month rates is smaller as the LIBOR rises. We assumed
Brazil that is reflected in its balance of payments (since that the two LIBORs remain constant over the 20-year
the balance of payments is calculated on a cash basis).
But the retiming does not affect the banks' income state-
ments, which are computed on an accrual basis. This has
more to do with accounting practices than with changes LIBOR LIBOR Brazil's discount rate (percent)

in the transfer of real resources. 3-month 6-month 12 15

Retiming may also have an important effect on the real 8 8.00 -2.2 -3.6(-2.7) (-5.5)
debt-service burden on the restructured loans, as it may 8.075 2.8 0.7
change the present value of the loans as evaluated by (3.5) (1.0)
Brazil. Although retiming extends immediate cash flow 8.15 7.7 4.9
relief by postponing interest payments, it may actually (9.7) (7.5)
increase the debt-service burden caused by the corre- 9 9.00 -1.6 -3.3

sponding move on the yield curve that, on average, is F19) (-4.7)
upward sloping, that is, the longer-term rate is generally 9.075 3.3 0.9(3.8) (1.3)
higher than the shorter-term rate. The total effect on the 9.15 8.2 5.2
present value of the debt will be positive or negative (9.6) (7.3)
depending on which of these two effects dominates. Note: All loans carry a spread over the corresponding LIBOR of
Retiming reduces the present value of the outstanding thirteen-sixteenths of a percentage point. Figures represent change in
loans if the relief (caused by stretching out interest present value of debt service per $1,000 of face value of loan. Negative

numbers indicate savings; positive numbers indicate additional costs.
payments) is larger than the additional cost (caused by The figures in parentheses represent change in the netpresentvalue of
the movement on the yield curve) evaluated using the debt service per $1,000 of the loans.
debtor's rate of discount. If the effect of the higher Source: Author calculations.
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period covered by the agreement at about 8 percent and packages of Argentina, Chile, the Philippines, and Vene-
9 percent. zuela.

The retiming reduces the present value of debt service Relending was created in the context of the Brazilian
by between $2 and $3 per $1,000 of face value of Brazil's rescheduling in 1982-83. While Brazilian debtors had
debt, assuming that the difference between three- and the cruzeiros to repay their foreign debts (at the going
six-month LIBOR is almost zero over the duration of the exchange rate), the central bank was unwilling or unable
loan. Since the loans' present value is only 65 percent of to provide foreign currency. Instead, the government
their face value when evaluated using discount rates of took over the foreign liability and asked original borrow-
12 percent to 15 percent, this represents a reduction in ers to repay the equivalent in domestic currency to the
future debt service of about $2.5 to $5.5 per $1,000 central bank. The foreign creditor became the owner of
present value of the loans. Over 20 years this implies an account in the central bank denominated in foreign
savings in debt service of between $90 million and $135 exchange. Therefore, a large and increasing portion of
million on the $45 billion of debt affected by the commercial banks' loans to Brazilian enterprises were
retiming. converted into central bank deposits, sometimes exceed-

But as the difference between the three- and six-month ing the amount that individual creditor banks were al-
LIBOR increases, the positive effects of the retiming are lowed to lend to a single borrower under their national
greatly reduced. When the difference between these rates regulatory regimes. The relending facility allowed banks
is 0.075 percent, the retiming becomes negative. As the to reallocate these funds as new loans among different
difference approaches 0.15 percent, the retiming costs public and private sector entities while deferring the
become quite substantial; the present value of debt ser- outflow of foreign currency from Brazil.
vice increases by between $4 and $8 per $1,000 of face Relending gives creditor banks the right to use their
value, and by about $7 and $10 per $1,000 of present central bank deposits (from the MYDF) to fund loans to
value of the loans of Brazil's debt Evaluating retiming different borrowers in Brazil. As Brazilian borrowers
over shorter periods reduces its effects, but does not repay their loans to the MYDF, the creditor bank can
change whether these effects are positive or negative. again relend those funds within Brazil. Although the new
Over a two-year period the present value of Brazil's debt borrower appears to get a foreign currency loan, he
service increases by between $1.5 and $4.4 per $1,000 of actually receives a loan in cruzados that is linked to the
face value of Brazil's loans as the difference between the exchange rate. So the borrower of relent funds bears the
three- and six-month LIBOR approaches 0.15 percent. exchange rate risk of the loan but cannot use its proceeds
Therefore, retiming could be very costly for Brazil, as it to import or pay other debts abroad because of foreign
could imply an increase in debt service of between $180 currency restriction. The funds available for relending
million and $360 million over 20 years. will diminish as the MYDF gets repaid.

For the creditor banks retiming of interest payments Creditors prefer to relend to the private sector since

has no direct costs, since they can switch the funding of this enables them to collect higher fees, to develop busi-

the loans accordingly, from three- to six-month deposits. ness relationships, and to fund their own subsidiaries at

Retiming reduces the number of payment dates, reduc- a preferred effective exchange rate. They can also sell the

ing administrative costs, and allows banks to match more loans at a premium in the secondary market. But the

closely the disbursement of new money with interest government of Brazil, which has to authorize each trans-

payments. action, prefers to limit relending, particularly to the
private sector, to minimize whatever effect this may have
on the expansion of domestic credit and on the allocation

The Relending Facility of credit. Thus, as a compromise, the agreement estab-
lishes that the central bank will authorize at least mini-

The agreement establishes that all amounts in the mum annual private sector relending quotas, which
MYDF and the parallel new-money facility will be avail- banks can be expected to use fully. After the MYDF
able for relending subject to central bank approval. Re- becomes effective, the agreed on minimum of authorized
lending facilities were also provided for as part of all relending to the private sector would be $100 million a
previous concerted lending packages for Brazil.6 The month for the rest of 1988. In 1989-90 the minimum
actual amounts of onlending or relending were $2.5 annual quotas would be about $1.5 billion. Thereafter,
billion in 1983, $7.9 billion in 1984, $5.9 billion in 1985, the amounts available for relending to the private sector
and declined to $0.6 billion by 1986. In 1987 total relend- will be at least equal to the principal maturities repaid by
ing amounted to $1.7 billion, and from January to April private sector borrowers each year.
1988 it amounted to $0.5 billion. Relending facilities Loans relent to public sector borrowers must have a
were also present in the restructuring or new-money tenor of at least 12 years and will carry an interest rate
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equal to that applicable to the MYDF. Loans to the private * Finally, banks claim that they prefer to lend to firms
sector must have a tenor of at least seven years and an that engage in productive activities, especially export-
interest of fifteen-sixteenths of a percentage point over oriented ones. They claim that this will improve Brazil's
LIBOR. All relendings made before 1994 must have a creditworthiness and indirectly increase the probability
grace period of at least five years. of being repaid. These arguments are mostly for public

relations purposes because relending has a small effect

Benefits for the Creditor Banks on the overall allocation of credit.

For commercial banks the main benefits ofa relending The Effects on Brazil

facility are:
Three main issues need to be addressed to assess

* Relending enables creditor banks to circumvent the relending's effects from Brazil's perspective: the effect on
legal limit on the amount they can lend to a single the timing and size of the external resource transfer, the
borrower. This is especially important for nationally effect on the domestic credit expansion (and therefore on
chartered American banks (for instance, Citibank and inflation), and the effect on credit allocation in Brazil.
Chase Manhattan) and for some European banks. First, the relending facility will probably have only a

* Relending to the private sector enables banks to minor effect on the size and the timing of the external
charge higher spreads than they receive on the deposits transfer. The transfer can be indirectly accelerated by the
in the central banks, which in part reflect the additional factors described above, for example, quasi debt-equity
credit risk. swaps. But the introduction of relending in the package

* Relending enables banks to maintain or develop may have contributed to delaying the external transfer
business relationships with clients in the borrower coun- by enabling Brazil to obtain better rescheduling terms
try. Without cross-border lending, this is the only way to and a larger new-money package than it would have
develop these relationships, which are especially impor- obtained otherwise.
tant for those banks with subsidiaries in the borrower Second, the main objection to relending raised by
country. Relending allows operations of the subsidiary to Brazil's government (and by other debtor countries' gov-
expandwithouthavingto expand its capital (which would ernments) is that it is inflationary. Relending has an
increase the country exposure). The relent funds are not expansionary effect on domestic credit. The difficulties
counted as assets of the subsidiary and therefore do not that the Brazilian government faces in trying to offset
require capital. But all the operations are processed by this depend on the size of the facility, the distribution of
the subsidiary, which receives commissions and expands the relent funds between the private and the public
its market share. sector, and the initial situation in credit markets.

* Banks tend to relend to firms where they may get Quotas on private sector relending limit its size to
related business, for instance opening of letters of credit about 2 percent of the outstanding domestic credit to the
or conducting a feasibility study on investments. This private sector (or less than 1 percent of total outstanding
allows them to charge fees that firms are often entitled domestic credit) for each of the next three years.8
to pay in foreign currency. Whether the government is willing or able to sterilize

* Loans that can be relent to the private sector sell in this expansion is hard to assess. In any case, the effect of
secondary markets at a premium of 15 percent or more such an expansion on Brazil's inflation can only be lim-
over other loans. The reason is these loans enable invest- ited. But the government can control the amount of
ors to fund investments in Brazil at preferential terms. A relending to the public sector by controlling the demand
multinational company with subsidiaries in Brazil can for credit from public agencies and parastatals. In addi-
buy relendable loans and later extend these loans to the tion, the central bank can offset part of the credit expan-
subsidiary. The parent company can then fund its subsid- sion caused by relending by reducing its direct credit
iary at a preferential exchange rate (for instance, with a lines to these public agencies and parastatals. Overall,
secondary market discount of 50 percent on Brazil's relending may have some inflationary impact, but in
loans, the effective exchange rate is twice as high as the Brazil this is unlikely to be a major effect.
official one). The parent company will be repaid in for- Finally, an important consideration for Brazil is how
eign currency (at the official exchange rate) on the same relending affects the allocation of credit; that is, if credit
terms as all other rescheduled debt. Also, creditor banks flows to more or less productive sectors and firms than
or other investors (including Brazilians) may use a sim- would otherwise have been the case. But if the central
ilar mechanism to invest in Brazilian firms ata preferred bank accommodates the "credit needs" of government
exchange rate, thus these quasi debt-equity swaps cir- agencies, parastatals, and "preferred sectors," relending
cumvent the restrictions on debt-equity swaps.7  will only have a minor effect on credit allocation. It is
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highly unlikely that this facility would have any sizable visions is by charging a facility fee to either the borrower
"general equilibrium" effect on the allocation of credit in or the creditor or auctioning the relending rights.
Brazil, even for a given level of domestic credit
expansion. Debt-Equity Conversion

Two extreme cases explain this effect. In an economy
with relatively free financial markets (and barring subsi- Deposits in the MYDF, the debt held under the different
dies) firms would substitute the "relending" loans for new-money facilities, and the Brazilian investment
other types of credit without much change in the overall bonds will be eligible for conversion into equity under
allocation. But, in an economy where the government Resolution 1460.9 This resolution, issued February 1988,
administratively allocates credit, it is very likely that the sets the terms and conditions for conversions, permitted
government will offset the effects of relending through investments, and the limitations on capital and profit
the reduction of other credit lines. In either case, the repatriation. Under different programs during the past
government can also affect the allocation of credit decade, over $3 billion of foreign debt was converted to
through its control on the demand for relent funds by equity in Brazil. Most of the swaps involved multination-
public sector borrowers. Finally, whether the allocation als converting intercompany loans into equity holdings.
of credit is affected or not, it is impossible to assess, in Conversions under Resolution 1460 take place
advance, if any such change would have a positive or through two monthly auctions: one for investments in
negative welfare effect. "incentivated" areas (that is, the less developed areas in

northeast Brazil), the other for all other projects. In each

Costs and Benefits for Brazilian Enterprises and Banks auction, the government offers the cruzado equivalent
(at the official exchange rate) of $75 million. Investors
bid for those funds in terms of outstanding foreign debt,

In many cases, the borrower in the relending operation for instance $1.33 of loans (face value) for the equivalent
is the same as the original borrower. These new loans are of $1 in cruzados. The banks offering the highest bids
the only way in which these borrowers may share benefits (the larger discounts) receive the auctioned cruzados in
from rescheduling of the foreign debt. Borrowers also exchange for their debt. These funds are then used in
benefit because relending is almost the only source of prespecified investments, which can be new projects,
long- or medium-term credit available in Brazil. In addi- expansion of existing business, or special capital conver-
tion, these loans are currently cheaper than most other sion mutual funds. The auctions are used to convert
credit lines. But borrowers are exposed to foreign ex- private debt (or formerly private sector loans converted
change risk, since the debt is linked to the currency into central bank deposits) into equity in private firms.
designated in the agreement between the central bank Resolution 1460 sets several restrictions on the swap
and the foreign creditor. operations:

Relending enables subsidiaries of foreign banks to
expand their operations, and the government protects * The converted proceeds cannot be repatriated for 12
the market share and "profitability" of official banks. So years.
domestic private banks are prime candidates to be * Dividend remittances of over 12 percent of regis-
"crowded out" by this facility. This effect has been atten- tered capital are restricted, as is all other foreign invest-
uated by partnerships formed between foreign banks and ment.
Brazilian banks to handle both relending and debt-con- * Foreign investors cannot acquire control over a
version operations. Brazilian firm through swaps.

Relending provisions render important benefits to * Conversion funds may not acquire more than 20
creditor banks, although they have only minor effects on percent of Brazilian-owned companies (5 percent of the
the economy of debtor countries. Thus, it is likely that voting capital).
relending provisions will be included in most future * Public sector debt can only be invested in public
agreements, because banks should be able to compensate sector companies or used to cancel debt to these compa-
debtor countries for any negative effects by sharing the nies. These conversions are assessed by the government
benefits. In Brazil's case relending in the financing pack- on a case-by-case basis.
age facilitated negotiations with the banks and enabled
Brazil to obtain better terms than it would have other- The Effects on Commercial Banks
wise. For instance, relending was made contingent on
maintaining certain interbank and trade lines. An addi- Commercial banks support debt-equity swap pro-
tional way in which governments of debtor countries can grams because these programs create a demand for sov-
share benefits that creditors obtain from relending pro- ereign loans outside the financial institutions, which
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increases the secondary market price of these loans. This at debt-equity swaps in this way, it becomes clear that
demand by "ultimate users"of debt instruments provides swaps do not necessarily accelerate the transfer abroad
afloor for the price of the loans and has astabilizing effect of Brazil's official foreign currency reserves. Whether
on secondary market trading. Debt-equity swap pro- debt-equity swaps accelerate or delay the transfer de-
grams also create a vehicle for banks to diversify their pends on two factors:
exposure to Brazil between equity and debt. * First is the degree of additionality in foreign invest-

ment achieved through the swaps. By the degree of
The Effects on Brazil additionality we mean to what extent the foreign invest-

ment that takes place through the swaps would have
To analyze the effects of debt-equity swaps on the occurred even without the "subsidy," in which case the

Brazilian economy, it helps to separate the operation into swap would be replacing the direct inflow of capital (and
two parts: the "prepayment" of Brazil's debt at a discount, reducing the inflow to the extent of the preferential
and a subsidy to direct foreign investment in the form of exchange rate). This is an empirical issue that is difficult
a "preferential" exchange rate. It is as though the govern- to assess. About $2 billion a year of foreign investment
ment applied a preferential exchange rate to buy foreign can take place through the auction over the next three
currency from a foreign investor, and then used the years. But during 1983-87 gross direct foreign invest-
proceeds to buy back its debt in the secondary market. ment (including portfolio investment, but excluding
The main difference between this "two-stage operation" conversions) averaged about $500 million a year, and net
and debt-equity swaps is that, while buybacks are legally foreign investment (gross minus capital repatriation) has
restricted, swaps are not only legal but are also encour- been nonexistent. Therefore, a substantial part of the
aged by creditor banks. investment that will take place through the swaps will

As with direct foreign investment, the main concern probably be "additional." This expected increase will be
for the government should be that investment goes to mainly caused by the preferential exchange rate, and
industries in which Brazil has comparative advantage creditor banks can be expected to spend considerable
and that are not motivated by distorting regulations, as resources to promote investment in Brazil among their
with highly protected industries. Two other important clients.
issues from Brazil's viewpoint are the size and timing of * Second is the path of profit and capital repatriation
the resource transfer abroad. The "prepayment" of debt relative to that of debt servicing. During the coming
takes place at a substantial discount In the first five seven years (when debt service consists only of interest
"nonincentivated" auctions, Brazil paid the cruzado payments), debtservice and swaps would lead to the same
equivalent of $375 million (at the official exchange rate) resource transfer as long as LIBOR is about 8 percent, the
to retire almost $500 million of debt. Brazil's savings are average discount in the auctions is at least 25 percent,
larger than this 25 percent discount because the effective and the repatriation ofprofits on the swap-related invest-
dollar value of the domestic currency the government ment is about 12 percent a year (the maximum unre-
used to "buy back" the debt is lower than implied by the stricted transfer). A higher LIBOR, or a larger discount
official exchange rate, as hinted by a parallel market in the auctions, or lower profit repatriation would make
premium of over 50 percent. Since the exchange rate is the transfer under the swap lower than the transfer under
likely to move closer to the "true scarcity value" of the rescheduled debt-service profile during this period.
foreign currency, foreign investors will have to repatriate After the grace period on debt repayment and up to year
their profits and capital at those higher exchange rates. 12, swaps will probably reduce the transfer since Brazil
Taking this into account, the implied buyback renders is scheduled to repay part of the principal on the resched-
Brazil an annual rate of return of about 20 percent over uled debt, while investors would not be allowed to repa-
20 years relative to debt service on contractual terms. triate capital invested through swaps. At some point after

An alternative way to assess the swap is by looking at year 12, the transfer under the swap will become larger
the difference between the expected debt service and the than the service of the rescheduled loan. Overall, the
expected profits and capital repatriation from the swap- swap may end up lengthening (rather than shortening)
related foreign investment. The assets acquired by the the de facto duration of Brazil's foreign liabilities.
foreign investors are likely to render a rate of return
(calculated over the face value of the loans) that is much Each individual investor may accelerate transfer of its
smaller than the debt-servicing cost.10 Actually, prepay- own capital by purchasing foreign currency in the paral-
ment through debt-equity swaps consists of an asset lel market. This is usually called "round tripping."
exchange in which Brazil trades one type of foreign claim "Round tripping" would not affect Brazil's official cur-
on its resources, like external debt, for a different foreign rency reserves, as long as the foreign currency comes
claim, like future profit and capital repatriation. Looking from other foreign investors or from capital repatriation
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by domestic residents (again, subject to the additional- pends on how these two options affect the private sector's
ity). But "round tripping" puts pressure on the parallel demand for domestic currency assets and money.
market and may increase false invoicing in trade, which Debt-equity swaps have two opposite effects on the
would affect Brazil's official reserves. money supply (relative to what the public perceived as

The "incentivated swaps" took place at a much lower the future path of monetary policy before the swap). They
discount But the discount is less important in assessing expand the present money supply, but they reduce it in
the welfare effects of these swaps, since they are used by the future. The present expansion of the money supply is
Brazil to achieve different goals. The difference in the smaller than the present value of the future contraction
discount obtained in the two auctions should be seen as because of the discount that the government collects in
a subsidy to the projects in the "incentivated" area, and the auction. So swaps should reduce the private sector's
it is probable that without the swap program, the govern- expectations of future monetary expansion, therefore
ment would subsidize the projects in some other way. reducing expectations of future inflation, other things

Debt-equity swaps also give creditors a positive signal being equal. This should lead to an increase in the de-
on Brazil's willingness to service its debt (seeAcharya and mand for money (offsetting in part the increase in the
Diwan 1988). Thus, a debt-equity swap program facili- money supply) and to an increase in the demand for
tated the negotiations on the package and reduced the domestic-currency-denominated assets (making iteasier
likelihood of retaliatory measures should Brazil need to to sterilize the nonoffset part). Thus, whether all these
renegotiate the terms of the loans, changes are inflationary or not depends on the public's

evaluation of future changes in the money supply rela-
Monetary Effects tive to present changes in the money supply (and its effect

on the demand for domestic currency assets and money).
The main argument in Brazil against debt-equity Several factors may make the public reluctant to in-

swaps is that they can exacerbate Brazil's already high crease its demand for domestic currency assets. First, the
inflation. This is because the government uses domestic public may believe that without swaps the debtor would
currency to purchase foreign debt, therefore expanding end up paying less of its debt in present value terms, for
the money supply. Analysis here indicates that the Bra- example, because of partial defaults or refinancing at
zilian conversion program may be less inflationary than concessional terms. Second, the public may believe that
alternative ways of financing debt service. And, because after the discounted swap the government might in-
of their expected size, swaps could lead to an annual crease its expenditures or reduce taxes in a way that
expansion of at most 1 percent in outstanding domestic would maintain the future rate of monetary expansion.
credit. Under these circumstances swaps would have an infla-

First, consider, for example, the monetary effects of a tionary effect.' 2

swap of $100 of central bank deposits for private assets, Discounted swaps of private debt are less likely to
and compare the effect on the money supply of a swap cause inflation than swaps of public debt, since they are
with servicing the foreign debt on its contractual terms. basically an exchange of assets within the private sector
The foreign investor (the creditor bank or an investor .
that purchased the debt from the bank) participates in .a iets arieasierstosterilize.'oWithdthes
the auction and exchanges with Brazil's central bank the swaps, an investor participates in the auction and ex-
$100 debt for $75 of cruzados. The investor then uses the changes $100 of debt for $75 of cruzados, which he then
cruzados to buy equity in the investment project and the uses to buy equity in an investmentproject. Although the
money supply increases by the equivalent of $75. The money supply mereases by $75, the government's net
reason for the expansion in the central bank's net liabil- liabilities to the private sector fall by the difference be-
ities to the private sector (in the form of monetary tween $75 and the present value of the $100 loan, approx-
expansion) is that it indirectly used private domestic imately by $25. Eventually, as the debtor services its debt
assets to pay for public external debt." (now held by the central bank), the money supply will

Still, the inflationary effect of the swap option could contract by the amounts paid, principal plus the interest
be smaller than it would be if the central bank services payments. Therefore, the swap causes an increase in the
the foreign debt as scheduled. In that case, the central money supply in the present, and a larger contraction in
bank would have to purchase dollars with cruzados from the future. So the effect on inflation depends on how the
exporters to service the debt (interest plus principal), private sector discounts the future contraction relative
therefore increasing the money supply by the equivalent to the immediate increase. Actually, the central bank
of $100 plus interest. Whether this monetary expansion could sterilize the immediate expansion by selling the
is easier to sterilize or more or less inflationary than the loans that it acquires in the auction; and the swap can
monetary expansion taking place under the swap de- end up having a contractionary effect if the loans are sold
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at a lower discount than the one obtained from the regulators. No exit instrument that ensures some degree
foreign bank. of burden sharing can be more valuable than free riding.

Banks are also permitted to use the proceeds of the Brazil Investment Bonds have a 25-year tenor and a
auction to invest in equity in public firms, in which case grace period of ten years. They are exempt from new-
the operation does not have any immediate monetary money requirements, which gives them de facto senior-
effect. The effects on future monetary expansion depend ity, but they carry a concessional fixed interest rate of 6
on whether the public firm pays the private investor percent. They are eligible for debt-equity conversions on
higher or lower dividends than the original interest pay- the same terms as deposits in the parallel facility and the
ments. If the tendered debt is private sectorexternal debt, MYDF. The main additional enhancement of BIBs is that
the money supply would contract in the future, as the they are exchangeable, at any time, for cruzado-denom-
private debtor repays its debt to the government, which inated instruments (called OTNs), with a repayment
has acquired this claim through the swap. schedule similar to the remaining schedule of the invest-

In sum, debt-equity swaps are cheaper for Brazil than ment bond. These OTNs will pay a tax-free interest rate
servicing debt on its contractual terms. To a large extent, of 6 percent plus a "monetary correction," which over the
the opposition to swaps is based on the belief thatwithout long run should be equivalent to a 6 percent real return
them Brazil will service a much smaller fraction of its in cruzados. Upon each maturity the holder can choose
external debt.' 4 Swaps of public debt for private assets whether he wants the principal adjusted by the monetary
have two opposite effects on the money supply: they correction or by the U.S. dollar exchange rate. Because
expand the money supply in the present, but they reduce of the OTN option, BIBs have a lower credit risk than
it in the future. These changes are in comparison with Brazilian loans, since Brazil is unlikely to default on a
what the public would otherwise perceive as the future cruzado-denominated instrument. BIBs will also be eli-
path of monetary policy before the swap. Because of the gible for swaps for nontraditional exports, if such a pro-
discount that the government collects in the auction, the gram ever becomes effective.16

present expansion of the money supply is smaller than Because of these enhancing features, exit bonds may
the present value of the future contraction. Whether the be attractive to banks that want to diversify their expo-
combined effect of these two changes is inflationary or sure across different instruments. For instance, BIBs
not depends on their effects on the demand for domes- become an attractive option for those banks that want to
tic-currency-denominated assets and money. Discounted dispose of their exposure to Brazil when their secondary
swaps of private debt are less likely to cause inflation than market price is higher than the secondary price of the

public debt-swaps, since they are basically an exchange deposit facility agreement (the original loan) minus the

of assets within the private sector and their effects are difference between the face value and the secondary
easier to sterilize. market value of the new money loan. BIBs may also be

attractive as a speculative instrument for those banks
that expect large fluctuations in Brazil's real exchange

Exit Bonds rate.
To price the BIBs we can look at them as convertible

Exit bonds, called Brazil Investment Bonds (BIBs), securities with a main component (a stream of dollar
were included in the package to deal with "free-rider" claims) and two conversion options (to OTNs and to
banks. These are banks, usually with small exposure, that equity). The BIBs' secondary market price will be at a
do not lend any new money in the expectation that Brazil premium over the highest market value of each of its
will pay them from other banks'lending. Exit bonds were components. The value of the "dollar claims" depends on
designed to create a mechanism that gives these banks a the rate of discount the market uses to evaluate future
formal exit from concerted lending while ensuring ade- payments. Using the discount rate implied by the second-
quate burden sharing, a lower contractual interest rate, ary marketprice of Brazilian debt (over20 percent), these
and longer maturity. The main problem with this ap- claims are worth about 30 percent of the BIBs' face value.
proach is that for most banks that can afford and intend BIBs' market yield is likely to be lower than the one on
to free ride, the formal exemption from new money calls deposit facility agreements (DFAs), given their implicit
is not very valuable and does not represent enough of an seniority and lower credit risk. The market discount rate
incentive to accept a lower return. Several additional would have to be less than 15 percent for the value of the
features were added to the BIBs to make them more "dollar claims" to be around the secondary market price
attractive and prevent the disappointing response re- of DFAs.
ceived by the Argentine exit bonds.' 5 But exit bonds can The dollar value of the OTN option depends on two
only work if, in conjunction with their offer, potential factors: the cruzado price of the OTNs and the parallel
free riders are pressured from other creditor banks or foreign exchange market premium. The cruzado price of
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an OTN is inversely related to its real market yield. It is lar; that is, the market instantly closes any arbitrage opportu-
difficult to estimate the OTNs' yields since presently nities. So loans in all currencies yield the same total return

there are no long-term securities in Brazil for compari- when evaluated at the risk-free discount rate.
son. The effective dollar value of the OTNs is inversely 5. The U.S. dollar share in Brazil's total debt is about 70

related to the premium in the parallel market over the percent, which at first glance may look too high.

official exchange rate, since the seller of an OTN will not 6. The 1983 and 1984-86 deposit facility agreements spec-
Sified that lenders could relend to private and public sector

have access to foreign exchange at the official rate. For borrowers the amounts that were due during the life of the
example, the cruzado price of the OTNs would be about agreements. The 1983 and 1984 new-money packages provided
60 percent of their face value, assuming a market yield for onlending on similar terms. Onlending is the same as
of 10 percent in real terms. In this case, and assuming a relending but in the context of a new money loan.
parallel market premium of 40 percent, the dollar price 7. Some of the transactions described are not allowed under
of the OTN would be less than 45 percent of the face value Brazilian law.
of the original BIB. & Part of these relent funds actually offsets the initial

The financing agreement established thatBrazil would contraction that occurs as Brazilian firms service their out-
issue up to $5 billion of BIBs. The BIB was relatively standing foreign loans, by depositing cruzados in the central

successful, with over $1 billion subscribed. Initially bank. This is also true for relending to the public sector.

banks could subscribe forup to $15 million, but laterthey 9. This paper does not analyze "informal" conversions-

were allowed to increase their subscription as the target that is, operations outside the formal auction.

of $5 billion was not reae thei largest subscriber was 10. The swap may still be a profitable venture for the in-
fof $50 billion . s nor d (e larstt ssibner ws vestor, as long as he purchases Brazil's debt at a substantial
for $50 million). Of over 300 banks that signed the discount over its face value.
restructuring agreement, 108 subscribed to the BIBs. 11. It is important to recall that this monetary expansion
Some of these banks may have been potential free riders matches the contraction of $100 that takes place when private
or are banks that expect to exit completely from Brazil, borrowers pay their foreign debt into a deposit account in the
as is indicated by the fact that about 50 of the subscribers central bank.
converted their entire portfolios. But most of the bonds 12. Actually, a swap would cause an immediate jump in the
were purchased by banks trying to diversify their expo- price level followed by an inflation rate similar to the one that
sure to Brazil across different instruments. From Brazil's would have prevailed in its absence.
viewpoint, placing $1 billion of BIBs will render annual 13. If the debtor and the investment project are in the same
savings of over $30 million, which combined with the firm, the swap becomes acapitalization of debt, with the central

effects of a longer maturity will result in a reduction in bank playing only a marginal role.

the net present value of debt service of over $200 million 14. Under those circumstances swaps are obviously "expen-
sive" and "inflationary." This argument assumes that Brazil will

tov 5t percent be willing and able to renege on part of its debt, but that it will
to 15 percent). not be able to expropriate foreign investments or substantially

restrict repatriation of profits and capital in other ways.
Notes 15. The 1987 financing package for Argentina included an

exit bond option, which proved to be a failure, as only two banks
I am indebted to S. Gooptu, N. Paul, J. Shilling, and S. Vatnick subscribed to it. Those bonds carried a 4 percent interest rate
for their useful comments and assistance. and had a maturity of 25 years.

1. All this said, it is possible that almost any package would 16. Although several banks (including some official Brazil-
have been well received by most creditors, given their large ian banks) are working on designing such programs, it is
exposures in Brazil, that this package ends the moratorium, and unlikely they will be implemented in the near future.
that a large share of the new money would go to repay the banks
that participated in the Interim Agreement of November 1987. References

2. Excluded from these terms is $1.7 billion of the MYDP
that will be paid according to their original maturities over the
period 1991-93. Achayra, Shankar, and Ishac Diwan. 1988. "Signaling Credit-

3. Past new-money participations, exit bonds, and debt that Worthiness by Debt Swap Schemes: Theory and Evidence."

has been either assigned, paid in cruzados, or forgiven before New York University, New York.

15 July 1988 are not counted as part of the base. The "old new Baker, James A., III. 1987. "The International Debt Strategy."
money" was also excluded from the base. Presentation for the IMF Interim Committee Meetings,

4. "Strong currency" as used here refers to currencies, like Washington, D.C. (April).
the yen and the Deutsche mark, which pay a lower interest rate Claessens, Stijn. 1988. "The Optimal Currency Composition of
in the expectation of an appreciation. There is no covered External Debt." Policy, Planning, and Research Department
interest rate differential between these currencies and the dol- Working Paper 14, World Bank. Washington, D.C.
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Cline, William R. 1987. "Mobilizing Bank Lending to Debtor World Bank. 1988. "Market-Based Menu Approach." Debt Man-
Countries." Policy Analyses in International Economics 18. agement and Financial Advisory Services Department. Wash-
Washington, D.C.: Institute for International Economics. ington, D.C. (September).

Comment

Silvina Vatnick one year and formal debt-equity conversions have been
slowed down.

Even though the amount of relending to the private
Lamdany analyzes comprehensively the main-and sector agreed to in the financing package represented
more innovative-features of the 1988 Brazilian Financ- only 2 percent of the outstanding domestic credit to the
ing Package. The topic is quite relevant at present, when private sector in 1988, this added up to the relending
most highly indebted developing countries are seeking funds to the public sector, the released funds from the
alternatives to lower their external transfers and to re- formal debt-equity conversion program, and the effects
gain, eventually, access to voluntary credit markets. of the informal conversions. There were about $8 billion

Brazil signed its first multiyear agreement with com- of Brazilian external debt conversions into equity in
mercial creditors in 1983, following the emergence of 1988, of which 50 percent were informal conversions.
widespread debt-servicing difficulties in the highly in- The funds available for relending and debt-equity con-
debted countries. Two other agreements followed in 1984 version offset the initial monetary contraction that oc-
and 1986 that included some provisions for relending, curs when private or public sector external debt matures
debt conversion, and currency switching. Brazil's inter- and becomes deposits at the central bank. There has not
national reserves were about $7.8 billion in May 1986 and been a perfect matching of those flows in 1988. There-
$3.7 billion in January 1987, because of the domestic fore, evidence exists that both relending and debt-equity
currency appreciation provoked by the Cruzado plan. conversions have caused a net monetary expansion. De-
The two options available to Brazil at the time were to monetization influenced the conduct of monetary policy
request a bridge loan from the U.S. Treasury, which in 1988 in Brazil. Sterilization of the monetary impact of
would have implied restarting negotiations with the IMF external trade flows, relending, and debt-equity conver-
(highly undesirable politically) or to declare a morato- sions would have required more active monetary policy
rium on interest payments to commercial banks. Brazil and higher interest rates. A more active monetary policy
opted for the latter, declaring a moratorium on 20 Feb- started in January 1989.
ruary 1987, suspending interest payments on the me- The package includes such elements of external debt
dium- and long-term external debt to commercial banks reduction as an extended debt profile, further opportuni-
and freezing all existing trade and interbank deposits at ties for debt conversions, and a lower spread. The last
the foreign branches of Brazilian banks. An Interim Fi- would yield current account savings of about $200 mil-
nancing Agreement was announced in November 1987 lion a year, even though it is not yet clear that the
as the first step toward the financing agreement reached retiming of interest payments will benefit Brazil. The
with the banks' Advisory Committee on 22 June 1988 and external transfer of resources abroad is not binding for
signed on 22 September 1988. Brazil under the present external debt strategy, while the

Lamdany discusses the effects of relending and debt- internal fiscal transfer represents the most relevant pri-
equity conversions on the creditor banks and Brazil. ority for the Brazilian policymakers. The substitution of
Although he describes quite clearly the structure of each internal for external debt, which debt-equity conversion
of those mechanisms, I disagree with his conclusions or the exit bond with a convertibility option to a domestic
about their monetary impact. Relending to the private instrument imply, will worsen the government's budget-
sector has an expansionary effect on domestic credit. The ary position as long as the real domestic interest rate is
difficulties the government faces in trying to sterilize higher than the real foreign interest rate (corrected for
that effect depend on the amount of relending, the effi- real exchange rate depreciation). The current ratio of net
ciency of domestic credit markets, and monetary policy. internal debt to GDP is 21 percent when all the debt has
In an effort to reduce monetary pressures, relending short maturity (compounding the effect of any change in
operations to the private sector have been suspended for the real interest rate).' The expected real domestic inter-
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est rate was at least 5 percentage points higher than the of the instruments of the "menu approach" imply a
average real cost of external debt in 1988, and it is even trade-off between external debt reduction and internal
higher under the Summer Plan. As a result, a 1 percent debt increase. The effects of this substitution in the
increase in the domestic real interest rate caused by composition of a debtor country's liabilities should be
financing such substitution will raise the fiscal deficit by evaluated whenever the policy decisions are made. In

0.15 percent of GDP. Furthermore, the interest rate im- particular, the downside risks of exacerbating the already
pact of domestic bond financing-including debt conver- existing domestic disequilibria should be considered.
sions consistent with an operational fiscal deficit of 4
percent, a 2 percent growth rate, and a monthly inflation Notes
rate of 20 percent-is 4 percentage points as opposed to
1.33 percentage points (excluding debt conversions). The 1. For the last six years the reduced availability of external
inflationary impact of domestic monetary financing is 2 savings, coupled with large fiscal deficits, forced an increased
percent a month under the assumptions described reliance on domestic financial resources.
above.2  2. These estimates reflect the underlying consistency model

The debt crisis has recently entered a distinct new used in Brazil's Macroeconomic Assessment Report, World
stage characterized by external debt reduction. But some Bank, December 1988.
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The Baker Plan and Brady Reformulation:
An Evaluation

William R. Cline

Origins In U.S. policy circles, new Treasury Secretary James
Baker favored a more active government role as illus-

After the suspension ofMexican debt payments in August trated by his Plaza agreement in September 1985 to

of 1982 through 1983, the debt problem was addressed reduce the value of the overly strong dollar to avoid

on a basis of short-term crisis management. Banks re- protectionism. In debt, Mexico provided reason for this

scheduled payments and provided new loans, countries Texan's concern, as that country experienced fiscal ero-

adopted adjustment programs, international financial sion, rising inflation, weakening oil prices, and a devas-
agencies (especially the IMF) provided leadership to the tating earthquake. Mexico would once again need to

banks and funding and policy guidance to the countries, borrow from the banks as its large 1984 current account

and the industrial countries rescheduled export credits surplus evaporated with a partial recovery in imports and

in the Paris Club and provided bridge loans. The objective lower oil exports. Yet the banking community was in no
was to avoid a collapse of the international banking mood to renew lending.
system and to permit adjustment and renewed develop-
ment in the debtor countries. Design

Extremely high interest rates and severe global reces-
sion had played a major role in precipitating the debt Although Mexico was an important catalyst, the Baker
crisis. Buoyant recovery by 1984 (with industrial country team prepared a broader attack on the debt problem-a
growth at 5 percent) and a reduction of interest rates (as global indicative plan.
LIBOR, the London Interbank Offered Rate, ebbed from
19 percent at its 1981 peak to 11 percent) led to consid- Strategy and Targets
erable optimism in that year that the debt crisis was on
its way to resolution. Key debtors ran large current The new initiative called for banks to extend new
account surpluses, and economic growth in Latin Amer- lending of about $7 billion annually ($20 billion over
ica again turned positive (3.7 percent, versus -1.2 per- three years), or 2.5 percent of existing exposure each
cent in 1982 and -2.6 percent in 1983). year, to 15 major developing countries with debt difficul-

By 1985 the mood began to swing once again towards ties (later augmented to include Costa Rica and Jamaica;
pessimism. Latin American policymakers were facing see table 10-2 for country list). This target was conceived
intensifying political pressure as a result of the lagged of as a net disbursements concept, above and beyond
effect of severe recession in 1983. Moreover, they were amortization of principal (but not net of interest pay-
beginning to conclude that bank lending could be ex- ments). This goal for bank lending served notice that
pected to remain frozen over the near term, despite absence of major new-money programs in 1984-85,
adjustment progress. Governments had shifted from mil- which had been possible because of the greater than
itary to civilian rule in Argentina and Brazil, and in both expected increases in trade surpluses of debtor countries,
countries there were temporary breaks with the formula could not be expected to continue over the medium term.
of IMF-led adjustment that had dominated the initial The plan called for structural reform by debtor coun-
response to the debt crisis. tries by trade liberalization, liberalization of direct for-
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eign investment, and state enterprise sector reform, in- this direction early in the crisis, and the Baker plan
cluding through privatization. targets sought to continue this strategy.

Industrial countries were to provide more support, The initiative also implicitly confirmed industrial
increasing net loan disbursements of multilateral devel- country governments' responsibility in the solution to
opment banks (MDBs) by $3 billion annually ($9 billion the debt problem. The public sector was to act primarily
over three years). Baker indicated that successful imple- through the MDBs. This commitment was important in
mentation by all parties was the condition for U.S. sup- an environment in which popular political criticism dic-
port for a substantial increase in World Bank capital-a tated that the public sector should not bail out the banks.
measure that, however, U.S. authorities were not yet The plan was broadly correct in its priority for struc-
prepared to endorse. Added to the 1985 base of net tural reforms in debtor countries. Excessive protection
disbursements by MDBs, the expansion meant total net and inefficient and extreme import-substituting indus-

capital flows (excluding interest) of approximately $7 trialization increased Latin America's vulnerability to
billion annually from these agencies, or almost the same debt, as this development strategy left an export base

as the $20 billion asked of the banks over three years. muchweaker than thatdeveloped in the EastAsian newly
Private bank-public sector symmetry therefore seemed industrialized countries (NICs). Similarly, the fiscal fra-

present. gility that encouraged much foreign borrowing was ag-

The Baker plan provided a more concrete formulation gravated by chronic deficits of state enterprises. Direct

of existing strategy on the debt problem without chang- investment was also needed to reverse the swing in the

ing fundamental assumptions of that strategy. From the 1970s from risk capital inflows to borrowing abroad.
outset the debt strategy rejected a bankruptcy approach
in which major portions of existing debt would be for- Weaknesses
given by coercion. The plan's architects judged that
forced forgiveness would "admit defeat" and cut off bor- The Baker initiative did not address the difficult tran-
rowers from capital markets for many years. sition from "concerted" (or "involuntary") lending

The plan instead continued the policy that principal through "new-money packages"-in which all banks
debtor countries could grow their way out of debt and were pressured to lend additional amounts in proportion
could expand their exports enough to reduce their rela- to their exposure at the outset of the debt crisis-back to
tive debt burdens to levels compatible with a return to voluntary capital flows. The more pressure applied in
normal credit market access. The new initiative also pursuing bank lending targets, the more resentment was
continued financial support by foreign official creditors likely, and the longer the delay of voluntary lending. At
and bank creditors, matched by adjustment in debtor the same time, the official sector had only moral suasion
countries. to ensure that the private sector met the plan's lending

targets.

Strengths The initiative was misleading in its capital flow targets
for the public sectorby not taking an integrated approach
to all official lending, and by remaining silent on the

The plan made an important shift in emphasis, how- IMF's role. The IMF's shift from an active new lending
ever, stressing that the official community recognized role early in the crisis to minimal (or negative) new
that the debt problem would take a long time to address, lending meant that the targets for lending expansion by
and that it was foremostan economic development prob- MDBs overstated the net capital contribution that could
lem. This change was widely interpreted as a move away be expected from the international institutions. It was
from short-term balance of payments stabilization, par- argued that the IMF was not a "development agency" and
ticularly through contractionary programs, to longer- thus could not be expected to continue indefinitely its
term development objectives. The institutional shift was high level of net lending, but from the broader develop-
from the IMF to the World Bank as the leading institution ment objectives of the Baker plan, a comprehensive view
in debt management. This new emphasis was timely in of public sector financing for the debt problem was
view of the costly recessions of 1982-83. necessary. This also applied to bilateral export-credit

The plan was also correctly oriented in encouraging agencies, which had provided considerable financing be-
new bank lending. The free-rider problem-whereby in- fore the debt crisis but cut back-much like the private
dividual banks could avoid new lending and still benefit banks-after its onset.
from the country's ability to survive the crisis because of Seeming interventionism by industrial country gov-
new loans by other banks-could cause bank lending to ernments into internal affairs of the debtor countries was
grind to a halt. Orientation from a central force was awkward. Although liberalization of imports and foreign
necessary to deal with this problem. The IMF provided investment and slimming of the state sector were desir-
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able in many debtor countries, adjustment and growth backed the new approach more concretely by blessing
could have been possible through other fiscal correction Mexico's exit bond, designed with Morgan Guaranty,
and increased state firm efficiency according to each which used Mexican reserves to purchase zero-coupon
country's political traditions. There were delays in new U.S. Treasury bonds as collateral for twenty-year bonds
lending mobilization in early 1986 as each major debtor paying LIBOR plus 15/8 percent. Mexico hoped banks
waited for others to sign up in the program first, for fear would convert existing claims at close to the secondary
of appearing to accept foreign conditions in areas more market price of fifty cents on the dollar in return for this
fundamental than macroeconomic guidelines familiar in more secure instrument. Although some did convert, the
IMF programs. total volume exchanged was limited ($3 billion) as was

There was also considerable doubt about the capital the discount (which turned out to be 30 percent rather
flow targets of the Baker plan. From 1981 to 1985 the net than 50 percent), because the bonds had a guarantee only
transfer of resources (capital inflow less net payments of for distant maturity and none for ongoing interest pay-
interest and profits abroad) to highly indebted countries ments. Also, banks credited the menu approach with
in the Baker plan fell from $18.3 billion to -$26.5 billion mobilizing $5.2 billion in new lending for Brazil in 1988,
(World Bank 1988, vol. 1, p. xvii), a decline of almost $45 but when Brazil launched its new anti-inflation program
billion. The 1981 flows were seriously exaggerated by in January 1989 its negotiators informed the banks that
excess demand in key countries such as Mexico. The 1985 some attractive features ("relending" and debt-equity
flows were artificially small because of transitory high conversion) would have to be suspended or temporarily
current account balances in major debtor countries such scaled back.
as Mexico and Brazil, which accordingly did not ask for
new money. Nonetheless, reversal of only one-fourth of Results of the Strategy
the decline in resource transfers (through an increase of
$10 billion annually between the banks and the MDBs) By the end of the Baker plan's original three-year
was too modest a policy goal, and many analysts argued target, its results as the core international strategy for
that the objective should be at least twice as large. There the debt problem were mixed. They were considerably
was an inherent tension between new lending and reduc- more positive, however, than suggested by the image of
tion of the debt burden to more sustainable levels, which widespread failure conveyed by some media, some enti-
many critics of the Baker plan-who attacked the lend- ties representing developing countries, and some aca-
ing target as too low and the debt buildup as too high- demic, legislative, and business figures. The Baker initia-
failed to recognize. tive can be reviewed according to several criteria.

Midterm Evolution Economic Growth

Brazil's moratorium in early 1987 triggered wide- The Baker plan was to restore economic growth in
spread loan-loss provisions by U.S. banks. Both events led debtor countries. Ironically, their growth rates were
to a market psychology that drove secondary market higher in the two years before the plan than after its
prices for the debt of major Latin American countries implementation. Thus, Latin America achieved growth
from sixty to eighty cents on the dollar to the forty of 3.7 percent in 1984 and 3.6 percent in 1985. Although
tosixty cent level. Banks, especially regional ones that the rate was approximately the same at 3.9 percent in
were involved in Latin American lending for a brief 1986, the region's real GNP growth decelerated to 2.5
period in the late 1970s, increasingly wanted to be rid of percent in 1987 and only 0.7 percent in 1988 (CEPAL
their loan portfolios to debtor countries. Lengthy delay 1988). However, as discussed below, the primary source
in the $7.7 billion new-money package for Mexico in late of this decline was not the external debt problem but
1986 led many to question if there could be any further adverse growth effects of high domestic inflation. Coun-
new lending programs. tries that achieved favorable performance on domestic

At the annual meetings of the IMF and World Bank in adjustment had relatively high growth in the Baker plan
September 1987, Secretary Baker suggested further de- period (1986-88).
velopment of his initiative, calling for a "menu approach"
to tailor bank participation in support of debtor countries International Environment
to individual bank interests. The approach included more
attractive vehicles for new money (bonds to confer im- The Baker plan assumed that the international econ-
plicit seniority, rights to convert new loans into equity) omy would not collapse, making it impossible for debtor
and alternative options for banks desiring to exit from countries to increase their exports and "grow their way
the new-money process ("exit bonds").' Secretary Baker out" of debt. Industrial countries more than fulfilled this
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prerequisite. Average growth in industrial countries in fell by 16 percent, dominated by excess supply in the
1986-88 was 3.3 percent, comfortably above the 3 per- world grain and coffee trade. Dollar commodity prices
cent (or, after LIBOR fell to single digits, 2.5 percent or were expected to rise once the dollar fell, and signs of this
lower) that was considered necessary for progress on debt began with higher copper prices by 1987. By 1988 there
(IMF 1988, p. 59; Cline 1985). was a much broader commodity price increase, as the

International interest rates also remained in a range index for the six raw materials rose by 30 percent from
compatible with emergence from the debt problem. For 1987 and stood 10 percent above the 1984 level. U.S.
1986-88, LIBOR averaged 7.3 percent, less than half the drought spurred grain prices, and a world boom in pro-
1981-82 rates. Although the rate rose 200 basis points duction and trade added more upward pressures.
from the fourth quarter of 1987 to the fourth quarter of
1988 (when it was 8.9 percent), in part because of at- Debt Indicators
tempts to stabilize the dollar, U.S. inflation was also
up--from -3 percent in 1986 and 2.6 percent in 1987 to In a hospitable world economic environment (except
4.1 percent in 1988 (wholesale price index)-so that real for oil prices), the debt indicators for major debtor coun-
international interest rates were not much different at trieswereshowingsignificantimprovementby 1988. The
the end of 1988 (and were lower than in 1986). six largest Latin American debtor countries account for

International commodity prices (especially oil) were 69 percent of external debt of the Baker 17 countries. By
the principal area of difficulty in the Baker plan period. 1988 the most important indicator of the debt burden-
The dollar price of oil fell by half in 1986, and after a the ratio of interest payments to exports of goods and
modest recovery in 1987, in 1988 was not much higher services-was lower than its highest past year in all six
than the low 1986 level (figure 10-1). Several of the countries (figure 10-2). From their peak for the 1980s,
Baker 17 debtor countries depend heavily on oil, espe- the interest-export ratios declined from 57 percent to 30
cially Mexico, Venezuela, Nigeria, and Ecuador. Because percent in Brazil, 47 percent to 29 percent in Mexico
oil is a smaller share of imports for such oil-importing (despite the oil price collapse), 58 percent to 40 percent
debtors as Brazil than it is of exports for the oil-exporting in Argentina, 31 percent to 26 percent in Venezuela, 50
countries, the collapse of oil prices in the period was a percent to 23 percent in Chile, and 27 percent to 21
severe blow to the strategy. percent in Colombia. By 1988 the interest-export ratio

Other commodity prices were weak but less so. An was not only lower than in the crisis year 1982 but also
index of nominal dollar prices for six commodities lower than or equal to the ratio in the precrisis year of
weighted by their shares in Latin America's exports 1981 for Brazil, Mexico, Chile, and Colombia. For Latin
showed promising recovery in prices of these raw mate- America, by 1988 the ratio returned to the same level (28
rials as they rose by 9 percent from 1982 to 1984 (figure percent) as in 1981 and stood well below the 1982 peak
10-1).2 But from 1984 to 1987 these commodity prices of 41 percent (CEPAL 1988, table 17).

Figure 10-1. Commodity Price Indexes Figure 10-2. Ratio ofInterest Paid (Accrual Basis)
for Latin American Exports, 1980-88 to Exports of Goods and Services, 1980-88
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Source: IMF, International Financial Statistics. Source: Economic Commission for Latin America.
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The overall level of debt and the ratio of debt to exports Table 10-1. Total External Debt, 1982 and 1987
and goods and services (the latter of which fails to take 1982 1987 Percentage
account of the sharp decrease in the price of debt, the (US$ billions) (US$ billions) change

interest rate) showed moderating trends by 1988. In 1988 All developing 781.2 1,167.1 49.0

the dollar value of total external debt for Latin America countries

fell (from $410 billion to $401 billion) because of debt- Highly indebted
countries 391.2 527.3 34.8

equity conversions and substantial discounted debt Other countries 392.1 639.9 63.2
buybacks in the private sector. In real terms (deflating by Aleri 1 22.9 3.2
U.S. wholesale prices), by 1988 debt for the six countries China 8.4 30.2 259.5
was only 14 percent above the 1982 level, for average Egypt 26.2 40.3 53.8
annual growth of only 2 percent. And the ratio of debt to Greece 11.2 23.1 106.3
exports of goods and services declined from its 1986 peak Hungary 9.0 19.0 111.1
for the six countries at 424 percent to only 339 percent, India 25.6 46.4 81.2
a level moderately lower than in 1982 (354 percent) and Indonesia 26.5 52.6 98.5
not far from the precrisis 1981 level (331 percent). Malaysia 11.3 21.7 92.0

Pakistan 11.6 16.3 40.5
In view of these trends, the World Bank's 1988 debt Polanda 31.0 42.1 35.8

report was misleading: Portugal 13.6 18.2 33.8

Most of the indebted countries are still no better off than Thailand 12.2 20.7 69.7
Turkey 19.7 40.8 107.1

in 1982-when the debt crisis erupted. Debt disbursed Subtotal 223.0 394.3 76.8
and outstanding has doubled, and debt service payments Latin America
on a cash basis are one-third higher (World Bank 1988, World Bank 332.8 442.0 32.8
vol. I, p. xi). ECLA 331.0 410.5 24.0

Aggregating debt for all developing countries seriously Latin America, six

obscured progress in major Latin American debtor coun- major countries
World Bank 281.2 363.3 29.2

tries that had been (and remain) the systemic core of the ECLA 285.1 331.3 16.2
debt crisis. Thus the debt increase in the 17 highly
indebted countries (the original Baker 15 plus Costa Rica a. Initialculat frmWorld Bank (1988),vol. 2; CEPAL, Balance
and Jamaica) was much smaller than in other developing Preliminar (1987 and 1988).
countries-34.8 percent compared with 63.2 percent
(table 10-1). Moreover, large debt increases in other .
developing countries occurred in countries well capable app a te $ billion nnul rathe r hrisngb
of carrying debt. Had they not been, debt would not have the plan's targeted $3 billion. The public sector shortfall
increased as it did. The largest percentage increase in was because decreases in IMF and bilateral (mainly ex-
debt occurred in China. Other large increases occurred port credit agency) lending were not offset by increases
in Greece, Hungary, India, Indonesia, Malaysia, Thailand, in lending by MDBs.
and Turkey, many of which have remained outside the Banks achieved capital flows of approximately $13
debt crisis (and Turkey overcame its earlier crisis to billion over the Baker plan period, or about two-thirds of
aci an a e ova redit) the $20 billion target for these countries (table 10-2).4 It

Inshort, for ajoreat A a dis clear, however, that the flows were concentrated in
ben shormfo im rm tin keican deb tors thereis major debtor countries. Smaller countries typically werebeen more improvement in key debt indicators than is unbetmoizeew oeypcas.Tspter

generally recognized. Large debt increases in countries unale t lie ew-oney pace this anreflected the large debtors' importance to the banks, andsuch as China, India, Greece, and Portugal are evidence implicitly the bargaining power that these countries had
that the capital markets for developing countries con-
tinue to function despite the Latin American problem, in new-money negotiations.
not that the world debt problem has grown worse. Multilateral development banks achieved average net

disbursements of $4.2 billion annually during the same
period. This represented a massive shortfall from the

Capital Flows plan's targeted increase in annual net disbursements by
$3 billion. Considering the annual average for 1983-85

Many think private banks fell far short of their lending of $3.86 billion (table 10-3), the actual increase achieved
targets under the Baker plan. They did lend less than the was only about $300 million annually, or one-tenth of the
plan called for, but the shortfall was about one-third. Less target.s
recognized is that, on a consolidated basis, capital flows The outcome was worse in IMF lending. For 1986-88,
from the public sector to the Baker countries fell by the IMF received a net total of $2.7 billion from the Baker
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Table 10-2. Capital Flows under the Baker Plan, 1986-88
(US$ millions)

Public sector

Country Banksa Multilateral Bilateral IMF Total Total
Argentina 2,607 1,680 716 844 3,240 5,847
Bolivia 0 555 230 111 896 896
Brazil 4,000 1,556 -385 -2,032 -861 3,139
Chile 215 1,132 87 -3 1,216 1,431
Colombia 0b 952 286 0 1,238 1,238
Costa Rica 0 134 -17 -146 -29 -29

C6te d'Ivoire 0 502 357 -226 633 633
Ecuador 0 858 264 -39 1,083 1,083
Jamaica 0 154 110 -327 -63 -63
Mexico 5,472 2,190 2,301 1,166 5,657 11,129
Morocco 0 949 553 -495 1,007 1,007
Nigeria 0 1,009 704 0 1,713 1,713
Peru 0 314 180 -52 442 442
Philippines 525 355 928 -185 1,098 1,623
Uruguay 0 174 -9 -113 52 52
Venezuela 0 145 -215 0 -70 -70
Yugoslavia 0 -59 -280 -1,171 -1,510 -1,510
Total 12,819 12,601 5,809 -2,667 15,742 28,562

a. Disbursements under new-money packages.
b. Excludes $1.96 billion in concerted lending because of use to cover amortization.
Source: World Bank (1988), vol. 1, p. ixliii, and vol. 2; IMF, International Financial Statistics, January 1989; and World Bank data. Estimates

include bank lending of $4 billion to Brazil completed in late 1988.

countries. The largest net repayments were from Brazil significant recovery from the low point of less than $700
and Yugoslavia, but of the 17 countries in question, 11 million in 1987 (although the 1986-88 average still re-
had negative capital flows from the IMF over the period. mained below the $2.5 billion annual rate in 1981-83).

Disbursements from banks averaged $4.3 billion an- Overall, the failure of MDB lending to rise by the target
nually in 1986-88, modestly lower than in 1985 but less amount, and the limited recovery of bilateral lending,
than half the rate of the early debt crisis years of 1983-84 meant that the large decline in net IMF lending placed
($12 billion) and even further below the more than $20 consolidated official sector lending in the period sharply
billion in 1981-82 (table 10-3). Nonetheless, the banks below the average of the preceding three years.
met approximately two-thirds of their new lending There were good reasons for part of this decline. Coun-
target. tries such as Brazil that chose not to enter an IMF

For the public sector, capital flows to Baker countries program faced large repayments of earlier IMF credits.
averaged $5.2 billion annually in 1986-88, sharply lower And in the very design of the Baker plan, the IMF was
than the average of $9.3 billion in 1983-85. This decline regarded as a "revolving credit" agency rather than an aid
was because of the reduction in IMF flows (from $6.5 institution, and international officials did not deem re-
billion in 1983 to -$1.1 billion in 1988, a swing of $7.6 flows to the IMF inappropriate. The broader problem,
billion). Flows from bilateral credit agencies averaged however, was that the original design of the Baker plan
$1.9 billion annually in 1986-88, and thus showed a failed to treat the official sector on a consolidated basis.

Table 10-3. Capital Flows to Highly Indebted Countries, 1981-88
(US$ millions)

1981 1982 1983 1984 1985 1986 1987 1988
Public sector

Multilateral 2,719 3,881 3,069 4,522 3,997 5,150 3,370 4,082
Bilateral 3,158 1,719 2,539 1,525 697 1,158 1,919 2,738
IMF 1,213 2,110 6,517 3,334 1,686 -206 -1,384 -1,077
Total 7,000 7,710 12,125 9,381 6,380 6,102 3,905 5,743

Banksa 20,205 23,263 13,575 10,427 5,345 2,447 4,922 5,450
Total 27,205 30,973 25,700 19,808 11,725 8,600 8,836 11,193

a. For 1981-82, net disbursements from "financial markets"; for 1983-88, disbursements under new-money packages.
Source: World Bank (1988), vol. 1, pp. xliii, 30-31; World Bank data; table 10-2.
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The lending increase targeted for MDBs should have advent of the Baker plan, the debt problem's focus had
included expected reflows to the IMF and anticipated already shifted from bank vulnerability to sustaining
declines in bilateral lending. Limitation of the Baker plan growth in debtor countries. By the end of 1988, the
target for official sector lending to the MDBs alone sent international banking system was even less vulnerable.
a misleading signal.Unfortunately, noteventhat (already European banks had set aside large provisions on Latin
low) target was achieved. American debt. U.S. banks continued to build capital and,

The record on capital flows to the Baker countries in after Brazil declared its moratorium in early 1987, set
1986-88 shows that both private and public sectors fell aside sizable loan-loss reserves. By late 1988, U.S. banks
short of their goals. The public sector shortfall was con- reduced their ratio of exposure to the 15 Baker countries
siderably greater than that of the banks, especially if the to primary capital from 136 percent in 1982 to 58 per-
IMF and bilateral institutions are included. This suggests cent. For the nine money-center banks, the ratio of total
that increased official sector financing of debt is developing-country loans to primary capital fell from 191
appropriate. percent in 1982 to 85 percent in 1987. Bank regulators

testifying before Congress in early 1988 indicated that
Structural Refonn third world debt was no longer an impending threat to

the banking system.7
There has been significant structural reform under the

Baker plan, although presumably less than its authors PoliticalFatigue
envisioned. The most far-reaching reforms are in Mexico,
probably because it faced one of the largest fiscal and
external shocks (from the collapse in oil prices) and has By the end of its first three years, the Baker plan had
a political regime with strong control from the top. In failed to dispel the debtor countries' perception that debt
1986 Mexico broke tradition and joined the General was condemning their economies to stagnation. Elec-
Agreement on Tariffs and Trade (GATT). By the end of tions were pending in 1989 in both Argentina and Brazil.
1988, it had cut its maximum tariffs to 20 percent (and The front-runner in Argentina, Peronist Carlos Menem,
average tariffs to 10 percent) and reduced imported prod- spoke of a five-year "negotiated" moratorium on debt
ucts under quantitative restrictions from 100 percent in payments. Two leading presidential candidates in Brazil,
1982 to only 23 percent. In the state sector, the Mexican leftists Leonel Brizola and Luis Inacio da Silva (the labor
government reduced state firms from 1,200 in 1982 to leader "Lula"), called for a moratorium as well. Even in
less than 500 by 1988. Although many privatizations or Mexico, the new president, Carlos Salinas de Gortari,
closures involved small entities, by late 1988 the govern- faced unprecedented domestic opposition over the debt
ment privatized such large enterprises as the airline issue, and he emphasized the need for debt reduction
Aerovias de Mexico and the copper firm Mexicana de (but not through moratorium or confrontation). And the
Cobre. There was also progress toward trade liberaliza- new president of Venezuela, Carlos Andres Perez, took a
tion and privatization in Argentina (where by late 1988 similarly tough line on debt.
the government planned to sell 40 percent of the state Political debt fatigue is easy to understand. In Mexico,
telephone company to a Spanish telephone entity and 40 real wages in 1987 were almost 30 percent below their
percent of Aerolineas Argentinas to Scandinavian Airline 1980 level. Inflation reached unprecedented dimensions
Systems). Even in Brazil, where import protection re- in Latin America in 1987-88. Per capita income for the
mained relatively unchanged and there was a tradition of region in 1988 was 6.6 percent below its 1981 level
strong state enterprises, in late 1988 the government (CEPAL 1988, table 3). The understandable (but simplis-
announced freeing of half of 2,500 import categories tic) reaction was to blame external debt for all economic
under import prohibition, and in early 1989 the ills. An equally simplistic and dangerous tendency was to
government's new anti-inflation plan included a pledge infer that radical debt relief would renew growth and
to reduce government employment by tens of thou- stabilize prices.
sands.6  Confrontational attempts to reduce the debt burden

were counterproductive. In Peru, a unilateral ceiling on
Bank Vulnerability debt payments was followed by a short-lived boom and

then recession and high inflation, and by 1988 the coun-
From the onset of the debt crisis in 1982, a major try had to adopt austerity measures and renew ties with

policy goal was to avoid a severe disturbance to the world the IMF. In Brazil, a debt moratorium in 1987 was sub-
economy from an international banking crisis. By the sequently characterized as a mistake by the president and
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the finance minister, and the loss of credit lines alone Latin American debtor countries. Chile, Venezuela, and
may have cost the country at least $1.5 billion. Colombia together had an unweighted average outward

transfer of 4.6 percent of GNP, yet they achieved relatively
The Debt-Inflation-Growth Nexus favorable growth rates (averaging 5.2 percent annually).

In contrast, Argentina and Brazil had lower outward

The experience of major Latin American debtors in the resource transfers, and Mexico's was lower than the ratio

past six years is not that debt condemns them to stagna- for Venezuela and Chile. Yet the three large countries

tion and inflation; instead, countries that adopted appro- (with an average outward resource transfer of 3.6 percent

priate economic policies achieved economic growth, rel- of GNP, or 1 percentage point lower than that of the three

ative price stability, and reductions in relative debt other countries) nonetheless had lower growth as well

burdens. Stagnation in 1987-88 was primarily from do- (an average of 1.9 percent annually). Although few would

mesticpolicy distortions and high inflation, not debt. Nor conclude that largeroutward resource transfers generate

was inflation caused mainly by debt faster growth (although the notion of export-led growth
tends in that direction), the data contradict the view that
outward resource transfers are causing economic stag-

Resource Transfers and Growth nto nItnAeianation in Latin America.

In traditional simple development models (such as
Harrod-Domar), growth is determined by resources Resource ransfers andInflation
available for investment. These resources equal domestic
saving plus saving from abroad. As capital inflows fell Recent low growth in countries such as Brazil and
below interest payments on external debt after the debt Argentina has been primarily caused by their
crisis, foreign saving turned negative, and the standard governments' inability to control inflation. High infla-
saving-investment model suggested lower growth. Sim- tion-several hundred percent annually-is inimical to
ilarly, in the "two-gap" model, in which foreign exchange growth, making investment decisions difficult because of
for critical imported inputs and capital goods may be unstable economic projections. Among the same six
required for development, reducing net foreign exchange Latin American debtors, those with the lowest inflation
availability can slow growth, in 1985-87 had the highest growth in 1986-88. In Chile,

The "resource transfer" argument becomes less rele- Colombia, and Venezuela, where inflation averaged 23.5
vant, however, when production is below full capacity, as percent annually in 1985-87, economic growth averaged
has been true in recent years in many debtor countries. 5.2 percent annually in 1986-88. In contrast, in Argen-
Output can be expanded for a time without much new tina, Brazil, and Mexico, inflation averaged 177 percent
investment. Similarly, where domestic savings rates are annually in 1985-87; growth averaged 1.9 percent.
abnormally low, domestic policy correction to boost say- There is, however, a popular perception and an eco-
ing can substitute for foreign saving. At the same time, nomic argument that high inflation has been caused by
export expansion can serve as an engine of economic debt. The popular perception is that debt has been the
growth, so that high exports and thus high outward major cause of all economic disturbances. The economic
transferof resources may be associated with high growth. argument is that, first, external adjustments have re-
The extraordinary trade surpluses of Taiwan and the quired exchange rate devaluation, and devaluation
Republic of Korea, coupled with their high growth rates, boosts cost-push inflation. Second, the debt crisis sud-
are vivid examples. denly thrust governments into fiscal crisis because they

Data for the six main Latin American debtor countries could not mobilize the internal resource transfer from
(Argentina, Brazil, Chile, Colombia, Mexico, and Venezu- the private sector to the public sector to replace the
ela) do not support the view that the outward resource former inward transfer from foreign creditors to the
transfer imposed by the debt crisis caused a collapse in domestic public sector. The internal transfer problem
growth. Average real GNP growth in the Baker period thus necessitated a higher inflation tax.
(1986-88) may be compared against average outward Mexico is the best example of debt-imposed inflation.
transfer of resources as a percentage of GNP for these The government adopted sharp exchange rate devalua-
countries.8 If the resource constraint were binding, one tion in 1986 when oil prices collapsed, and the devalua-
would expect the countries with the highest ratio of tion in part caused inflation to accelerate from 65 percent
outward transfer of resources to GNP to have the lowest to, by 1987, 160 percent. In Argentina and Brazil, how-
growth. Instead, there is no such pattern (and if Mexico ever, triple-digit inflation has been because of high do-
is excluded, just the opposite appears to be the case). In mestic fiscal deficits (4 to 8 percent of GNP in real terms,
1986-88, Chile and Venezuela had the highest ratios of and over 30 percent in Brazil in nominal terms) and
outward resource transfer to GNP among the six main indexation mechanisms that perpetuate each successive
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plateau of inflation. The real exchange rate was almost Despite the evidence that domestic destabilization
constant in Brazil from 1983 through 1987 and actually rather than outward resource transfer has been the pri-
appreciated by almost 10 percent in 1988. Similarly, mary cause of recent stagnation in some major debtor
although there was a large real devaluation of the Argen- countries, it is time for a more determined international
tine currency in 1982 after major overvaluation earlier, effort to increase net capital flows to the debtor coun-
the real exchange rate in 1986-88 was not much different tries. In 1981 and 1982, the net resource transfer to the
from that in 1982. Baker 17 countries was an annual average of $8.9 bil-

The internal transfer argument is more ambiguous. lion.'0 In the first three years after the debt crisis, the
The issue is whether countries should sustain large fiscal average annual resource transfer was an outflow of $38.4
deficits over several years. Since all principal LatinAmer- billion. In 1986-88, the annual outward resource trans-
ican governments have concluded that high fiscal deficits fer from these countries averaged $28.6 billion. With
are incompatible with growth and reduced inflation, it domestic stabilization and renewed growth, excess ca-

would stretch a point to imply that if the debt crisis had pacity would eventually be exhausted. Higher resource

not occurred, countries could have maintained fiscal inflows can contribute to future growth even though
deficits with high foreign financing. stagnation in Latin America in 1988 was not primarily

Once again, evidence from the Baker plan period does because of external debt or outward resource transfers.

not support the theory that debt caused inflation. In- Elimination of the outward transfer could be too am-

stead, some principal debtor countries achieved rela- bitious over the next three to five years, as it would mean

tively low inflation and (usually) fiscal adjustment de- a sufficiently more rapid buildup of debt that improve-

spite high debt burdens. Colombia, Venezuela, and Chile ment in debt indicators could be halted prematurely.
had high resource transfers (averaging 4.6 percent of However, a reasonable goal would be to cut the outward

P iresource transfer in half, to about $15 billion annually inGNP in 1986--88) and still had relatively moderate infla- tenx he er.Ti betv ol eur n
the next three years. This objective would require in-

tion (averaging 22.9 percent annually for the same pe- creasing net capital flows from foreign private and official
riod), whereas Argentina, Brazil, and Mexico, with lower creditors to debtors by $15 billion annually over the
outward resource transfers (an average of 3.6 percent of average under the Baker plan.
GNP), encountered extremely high inflation (an average
of 245 percent annually for 1986-88). In short, cross-
country evidence suggests that it is possible to control Multigear New Money
inflation despite the debt burden if proper domestic
policies are pursued.9  Debtor country governments could plan more accu-

rately if banks could agree to new lending programs over
three-year or even five-year periods." Ideally, new bank

The Next Phase money would decline (for example, from a benchmark in
the first year equivalent to half of interest due, to 30

Because there has been considerable improvement in percent by the third, and to 10 percent by the fifth), with
the key debt indicators, and because countries that have a progressive shift to voluntary private capital and to
achieved domestic adjustment and moderate inflation official lending sources. To the extent possible, countries
have been able to sustain growth despite high debt bur- should make new-money options attractive to banks
dens, there is no reason to change the central strategic (debt-equity conversion rights, relending rights, new-
premise of the Baker plan. Principal debtors can achieve money bonds) to facilitate mobilization (as in Brazil's
renewed growth and continue to manage their debt on a 1988 program). Moreover, those banks (primarily in Eu-
market-related basis, and forced forgiveness of principal rope) that prefer for tax or regulatory reasons to partici-
or interest is in most cases unnecessary and counterpro- pate by capitalizing interest rather than providing new
ductive for the countries' growth. However, there is a money could be permitted to do so. But such banks would
need for a more intensified effort in the future. have no basis for insisting that all other banks also

For the banks and the capital markets, the next phase capitalize. That could initiate unilateral insistence by the
in the strategy should be threefold: multiyear new- country that specified fractions of interest be capitalized
money programs, voluntary debt reduction, and return each year.
to voluntary lending using more attractive instruments.
For the public sector, the objective must be considerably Voluntary Debt Reduction
higher actual net lending. For debtor countries, the
objective must be adjustment, centered on fiscal balance By the end of the three-year Baker plan target, the
for domestic stability and appropriate real exchange rates principal changes from what its authors anticipated were
for export growth. the low value of debt in secondary markets, and corre-

184



The Baker Plan and Brady Reformulation: An Evaluation

sponding activity in debt-equity conversions and dis- converted about $1 billion into bonds paying 6 percent
counted debt repurchases. Secondary market prices for over 25 years). In particular, creditors continue to doubt
Argentine debt were close to twenty to twenty-five cents that the reduced instruments will be fully honored by the
on the dollar; for Brazil, forty cents; forMexico, forty-four government. The Mexico-Morgan Guaranty bond sold at
cents; for Chile, fifty-eight cents; and for Venezuela, a price that attributed confidence only to the zero-cou-
forty-two cents (Salomon Brothers 1988). pon-backed principal but continued to discount unguar-

Low secondary market prices offer the opportunity for anteed interest at the going secondary market rate for
mutually beneficial voluntary debt reduction operations Mexican obligations.
between the countries and banks desiring to exit. Banks One important potential change in the strategy over
are not monolithic, and many smaller ones will accept the medium term would be joint action by banks and the
fifty cents on the dollar (or less) if the asset they receive public sector in industrial countries to provide effective
is secure, even if other banks (particularly experienced guarantees to exit bonds. If these instruments were fully
ones with local branches in the countries) anticipate reliable, it is conceivable that banks representing about
eventual recovery of the countries' economies and con- 30 to 40 percent of the claims on debtor countries would
sider their claims much closer to face value than the be willing to accept them at fifty cents or less on the
secondary market indicates. Yet banks with more favor- dollar to make a clean exit from the debt problem.
able long-term expectations typically are notin aposition So far the public sector has been unwilling to back exit
to buy up the debt from banks seeking immediate exit bonds. Political concern has been that to do so would
because of their own exposure limits in the countries. appear to be "bailing out the banks." It is time to discard

Much debt reduction has already occurred. Mexico this false argument. Any bank that accepted an exit bond
reduced its private sector debt from $22.5 billion in 1983 worth, say, fifty cents or less on the dollar would by
to $10 billion at the end of 1988, primarily through definition already be absorbing massive losses up front.
debt-equity conversions and discounted debt repur- Public sector guarantees of the instrument would not
chases. The Institute of International Finance estimates necessarily make good the losses that the bank should
that $26 billion in external debt of the Baker 17 countries otherwise absorb.
has been eliminated by voluntary debt reduction, with Two measures would make exit bonds secure. First, the
$17 billion occurring in 1988 alone (Institute of Interna- banks should agree that exit bonds have seniority over
tional Finance 1989, p. 22). Approximately three-fifths of other claims. Those choosing to retain their full claims
this occurred in debt-equity and local currency conver- would benefit from the reduced burden on the country
sions, one-third in private sector restructuring with a accorded by the banks choosing to exit at a cost. For this
relief component, and a small portion in debt buybacks purpose, serious consideration should be given to new
and debt exchange into exit bonds.12  legislation permitting a two-thirds majority of bank cred-

Countries with adequate reserves can make dis- itors of a sovereign nation (by value of claims outstand-
counted debt repurchases, as Chile did in late 1988 with ing) to grant senior status (over their existing claims) to
its windfall gains from higher copper prices. Other coun- specific new instruments. The legislation would provide
tries can conduct debt-equity conversion programs, al- for carefully controlled conditions, such as a program
though Mexico and-by early 1989-Brazil's experience approved by the IMF. Moreover, the banking community
suggests that sensitivity to monetary expansion under could authorize such instruments for specific amounts
these programs can limit their dimensions. over specified periods. Once it became clear that exit

The most promising debt-reduction instrumentwould bonds were at the head of the queue, the instruments
be an "enhanced exit bond." These convert the bank's would have a high reliability.
existing claim into other assets that are valued closer to Because most Latin American debt contracts specify
the secondary market price. This alleviates a country's New York as the jurisdictional area, U.S. law might be
debt, gives banks greater security for the asset, and able to make this change, although a similar law in the
removes the expectation that the bank will provide addi- United Kingdom would cover the rest of the debt's juris-
tional lending as part of future concerted new lending diction. Although initially such laws could not be iron-
packages. clad assurance against constitutional challenge by a dis-

The problem with these instruments so far has been sident bank and issues of extraterritoriality could arise,
their lack of blue-chip security. This problem was evident the class whose interests could be injured by the granting
in both the early 1988 Mexico-Morgan Guaranty exit of such senior status-the banking community-would
bond (which converted some $3 billion into long-term by law be directly represented in the decision on a two-
bonds with principal but not interest guaranteed by U.S. thirds majority basis. As a result, the standing of such a
Treasury zero-coupon bonds and sold ataprice of seventy plaintiff would be questionable. In this regard, seniority
cents on the dollar) and the 1988 Brazil exit bond (which by a majority of banks would be different from attempts
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to legislate mandatory debt forgiveness, because the af- enough; more relief of a bankruptcy nature would be
fected parties would (in their majority) approve in the required. But as analyzed above, at least for the principal
first case and disapprove in the second.13 Moreover, there debtors the progress to date is compatible with the mod-
is precedent in domestic bankruptcy law for joint action erate alleviation that voluntary debt reduction offers
by a class of creditors that supersedes claims of dissident rather than requiring more radical measures.
individual members. One important side-effect of more energetic voluntary

The second step to make exit bonds secure instru- debt reduction would be an increase in the secondary
ments would be guarantees by the World Bank and Inter- market price. The secondary market is extremely thin,
American Development Bank (see Williamson 1988). Be- and voluntary debt relief would boost the demand sub-
cause the senior status accorded by the banks would stantially. Sometimes officials and analysts in debtor
already make the instruments relatively secure, it would countries express concern that debt-equity conversion
be appropriate to count only a fraction, such as 20 per- and other voluntary measures would raise the secondary
cent, of the exit bonds against the capital of the institu- market price; their implicit fear is that somehow the
tions, rather than require one-for-one capital backing as country would lose the opportunity to cancel the debt at
is the usual case for lending by these institutions. low prices, such as thirty to fifty cents on the dollar, if the

Exit bonds would usually need to be relatively long- secondary market price rebounded to the sixty to eighty
term (such as 20 to 25 years). Otherwise, the payments cent level. The flaw here is that in the absence of conver-
on the instruments would be as high as the interest sion, debt continues to accrue interest at the full face rate
payments on existing bank claims.14 Yet for most coun- regardless of its low secondary market price, so that the
tries voluntary debt reduction must make a contribution seemingly lost opportunity is in fact not a loss at all.
to near-term cash flow as well as to long-term balance- Instead, the proper way to view the rising secondary
sheet improvement. market price likely to follow voluntary debt relief is as a

In September 1988 Japanese authorities proposed es- sign of restored health and return toward creditworthi-
tablishing a window at the IMF that would take reserve ness. Until the secondary market price returns much
deposits from debtor countries for collateral for exit closer to the eighty cent to one hundred cent range, it
bonds. The Japanese apparently had in mind parallel will be difficult to reestablish truly voluntary capital
lending from industrial countries to debtor countries flows.
that would provide the reserves required for this purpose.
This was moving in the direction of official support to
enhance exit bonds. Although industrial country officials New Vohmtary Mechansms
have disavowed the use of World Bank guarantees for this
purpose, a reconsideration is in order, especially under The third track for capital flows in the near term
the condition that the banking community would mini- should be instruments designed to revive voluntary lend-
mize the risk to the World Bank by granting seniority to ing even as the secondary market price rises. Direct
the instruments. investment is a crucial component of these flows. Reduc-

The World Bank and other official lenders could in tion of high domestic inflation and more normal condi-
principle contribute to voluntary debt reduction by mak- tions in domestic economies would help spur renewed
ing policy-related (nonproject) lending available for foreign interest. But, in addition, liberalization of restric-
country debt repurchases from the secondary market at tions (in such countries as Mexico) could help.
a discount. However, any such lending would have to be For existing bank creditors, it makes sense to supple-
in addition to official flows that would otherwise occur. ment new-money packages that involve all creditors (ex-
If lending for buybacks were not additional, the net effect cept those choosing exit bonds) with club loans involving
for the country would be a negative cash-flow impact for fewer principal players. These loans would ideally have
the first five years or so.' 5  elements to make them attractive so that they would not

A big push for voluntary debt reduction by banks and have to be coerced. One example would be issuing bonds
international financial institutions could reduce debt convertible into commodities as the instrument for club
owed to banks by perhaps 15 to 20 percent. This reduc- deals. Banks could thus anticipate some profit, while
tion would be important economically and perhaps even actual convertibility (for instance, into oil at $20 per
more important politically, as it would enable leaders in barrel if the current price is $15) would provide inherent
debtor countries to pointto an important supportive shift collateral (in this example, equivalent to seventy-five
by creditors. If the debt problem were as intractable as cents on the dollar, well above the secondary market
many believe, this amount of reduction would not be price for standard obligations of the country). It would
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be desirable to bring new actors, such as insurance com- ments, voluntary debt reduction, and club loans and
panies, into the club operations. other voluntary finance from the banks.

Above all, however, sound economic policies in the

Public Sector Lending debtor countries will determine the feasibility of such a
program. With poor policies, official donors will be un-
prepared to move ahead, and banks may allow arrears to

Beyond these approaches for bank lending, it will be build and set aside more reserves rather than provide
necessary in the nextphase of international debtstrategy additional new money or voluntary debt relief. With
to make good on the promise of increased official support sound policies in debtor countries, there is reason to
in the original Baker plan. Using 1983-85 as a base, net believe that financing in the ranges shown in the table
capital flows from the consolidated public sector (IMF, could be mobilized, and more broadly, that most of the
MDBs, and bilateral export credit agencies) fell from $9.3 debtor countries will be able to achieve politically accept-
billion annually to only $5.2 billion annually. The public able economic growth and moderate inflation while con-
sector could well seek increased net disbursements to the tinuing to make progress in restoring external creditwor-
large debtors of some $10 billion annually, of which half thiness.
would be merely returning to 1983-85 levels. Private
capital flows could then pick up the other $5 billion of
the $15 billion increase in net flows to the highly in- Epilogue: The Brady Plan
debted countries as the increment required to cut their
outward resource transfers in half. The initial version of this paper was completed in

January 1989. On 10 March 1989 U.S. Treasury Secretary
Capital Flow Objectives Nicholas Brady announced a new debt strategy that

would emphasize voluntary debt reduction. The new plan
contained many of the elements proposed in the main

Net disbursements by MDBs could double to approxi- text here. By early June, Mexico was on the verge of being
mately $8 billion annually; export credit and other bilat- the first country to benefit from the plan. The following
eral agencies could increase net flows to $4 billion annu- discussion presents an initial assessment of the potential
ally, with perhaps an especially large rise by the Japanese for the new plan.
(table 10-4). Private banks would double the new-money On 17 March 1989 U.S. Treasury Undersecretary David
equivalent of their lending and debt-reduction efforts, Mulford told Congress that the Brady plan might cut the
returning their net flows to slightly below the 1983-85 bank debt of debtor countries by approximately 20 per-
average. Some further expansion in direct investment cent (or by $70 billion of the $340 billion owed to banks
would be expected, bringing the total increase to the $15 by 39 developing countries), although he indicated the
billion needed to cut outward resource transfers by half. reduction for Mexico mightbe greater (Washington Post,
These objectives are feasible, although they would re- 17 March 1989). His estimates implicitly indicated that
quire an intensified commitment by the multilateral the Brady plan concurred with the diagnosis above in this
agencies (but not necessarily immediate increases in essay: that although additional reinforcement was nec-
capital, except for the Inter-American Development essary, there had been sufficient progress to warrant
Bank) and increased dynamism in new-money arrange- adherence to the basic market-related strategy of debt

management, rather than any collapse requiring the
Table10-4. AnnualAverage Capital Flows to Highly radical alternative of massive mandatory forgiveness.
Indebted Countries, 1983-91 Otherwise, 20 percent debt reduction would be
(US$ billions) inadequate.

1983-85 1986-88 1989-91 By May it became clear that the public sector was

utilateral prepared to place some $28 billion in resources to provide
banks 3.9 4.2 8 enhancements for voluntary debt reduction. The IMFand

Bilateral 1.6 1.9 4 World Bank were to set aside one-fourth of policy-based
IMP 3.8 -0.9 2 lending for discounted debt buybacks (or, according to
Total 9.3 5.2 14 some interpretations, for collateralization of debt-reduc-

Private tion instruments). These funds were expected to amount
Banks 9.8 4.3 9 to $12 billion over three years. After considerable initial
Direct opposition from some European governments, the two

investment 14.5 8.1 10 institutions also approved the use of a comparable
Total 33.6 17.6 33 amount of resources for the purpose of supporting inter-

Source: IMF (1988), p. 115, table 3 (for "non-debt-creating" flows). est on debt-reduction instruments. The IMF Executive
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Board indicated that up to 40 percent of quota could be ticipation for the banks seeking to remain in the country
used for this purpose, and again it was expected that the over the longer term. Attempts to enforce a uniform
World Bank would provide a matching amount, for an- forgiveness across all banks would inevitably yield either
other $12 billion over three years. In addition, the Jap- minimal reduction or a transition to mandated forgive-
anese government indicated that it would provide up to ness. Nor would the latter result be solely the conse-
$4.5 billion in support of debt reduction. A crucial break- quence of inadequate enhancements. In addition it
through had thus occurred: the official sector had over- would stem from the view of banks representing a major
come the shibboleth that any support of debt reduction block of debt that the country in question could in fact
would amount to bailing out the banks. Nonetheless, a honor a considerably higher proportion of its debt than
central question was whether the resources envisioned reflected by currently distressed secondary market
were sufficient to support debt reduction of a meaningful prices, so that even if fifty cents on the dollar were paid
magnitude. in cold cash it would not be accepted on a voluntary basis

This issue in turn depended on the resolution of a by these banks.
fundamental ambiguity in the Brady plan. In principle Even if properly implemented, did the Brady plan offer
the plan was presented as a voluntary program. But as enough resources to make a significant difference? My
the Mexican negotiations illustrated, at times the official tentative answer is yes. The resources of some $30 billion
community seemed to be leaning away from voluntarism should be sufficient to reduce debt by close to the $70
as it compared the debt reduction the banks seemed billion target stated by Undersecretary Mulford.
prepared to offer against the amounts country officials In the Mexico-Morgan Guaranty conversion bond dis-
and IMF staff deemed appropriate.' 6  cussed above, Mexico tried to leverage $1 in enhance-

At one level the problem was resources. Banks consid- ment resources into backing $5 of face value of the exit
ered the amounts of collateralization being offered too instrument. That leveraging proved to be too ambitious.
slim to warrant deep discounts on any wide scale. At a But leveraging of 1-to-1 would seem unnecessarily rich.
more fundamental level, the problem was conceptual. At Moreover, the presence of the IMF and World Bank in the
times the official community appeared not to have a clear Brady enhancement mechanisms should provide some
perception as to whether the essence of the Brady plan "umbrella" effect that gives the banks comfort that the
was to achieve some "minimum required debt reduction" instruments involved have de facto seniority, because of
down to some threshold level that would permit coun- the great reluctance of countries to default against the
tries to grow, or whether instead the exercise was prem- international financial agencies. On this basis, it should
ised on mobilizing the rent inherent in the secondary be possible to leverage $30 billion in official support into
market discount while permitting the market to deter- adequate backing for some $60 billion to $70 billion in
mine how much debt would be forgiven as a result. conversion bonds. Assuming that debt is converted at
Country negotiators and, at least some of the time, staff fifty cents on the dollar, the original claims correspond-
of official agencies appeared to tend toward the former ing to these instruments would be as much as $140
interpretation; yet there was little empirical basis for it. billion, or 40 percent of debtor-country obligations to the

In particular, there was no evidence that countries banks.
such as Mexico lay on the adverse leg of the "debt Laffer Consider in particular the following instrument. Zero-
curve," where reduction of nominal bank claims (hori- coupon Treasury bonds are used to collateralize a thirty-
zontal axis) would actually increase the expected value of year conversion bond (as in the Mexico-Morgan Guar-
the debt to the banks (vertical axis) by raising the prob- anty model). This step costs some twenty cents for each
ability of repayment more than proportionately.' 7 Yet dollar of bond value. Then, in addition, three years of
only in this region would uniform voluntary forgiveness "rolling interest guarantees" would be added, requiring
by all banks make sense. In contrast, voluntary debt approximately another thirty cents per dollar of face
reduction tailored to different risk-reward preferences value of the bond.18 The total enhancement required
and alternative long-term strategies among different would stand at half of the value of the instrument, so that
banks did make sense even with the country not in the $30 billion in official resources could back $60 billion in
adverse Laffer curve zone. debt conversion bonds.19 On this basis, the resources

Importantly, there was some risk that country negoti- identified to date would come close to making the an-
ators and official agencies would lose sight of the fact that nounced objectives of the Brady plan feasible.
a voluntary scheme would indeed have to be oriented to It would be desirable to increase the Brady plan re-
two distinct groups of banks, with enhanced debt-reduc- sources to the range of $50 billion. This amount could
tion instruments aimed at the banks seeking "exit," and back some $100 billion in conversion bonds, and permit
new money (or, for some European banks preferring it, a reduction of a $200 billionblockof existing debt to $100
interest capitalization) the preferred mechanism for par- billion in converted instruments, thereby saving the
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debtor countries approximately $10 billion annually in to the full amount of interest falling due. At that point
interest payments. In this way, officially backed debt the banks increasingly see the operation as a Ponzi
reduction could reduce the outward transfer of resources scheme. Before thatpoint they can reason thatby lending
from the debtor countries by about one-third (and con- a dollar, they receive more in interest payments and so
tribute a major portion of the cash-flow improvement end up with a positive net transfer.20

suggested in this essay). Other features of the emerging Brady plan also war-
At the same time, new money will remain important. rant comment. The decision to set IMF funds available

Banks have criticized the Brady plan for giving short for interest support at a specific fraction of quota is overly
shrift to new lending from the banks that decide to stay rigid. The share of countries such as Mexico and Brazil
rather than exit at a discount. Yet clearly new money will in external debt is much larger than their share in IMF
be needed. The illustrative Mulford figures reviewed quotas among developing countries, and there should be
above imply that 60 percent of preexisting bank debt is more flexible treatment that more closely relates avail-
not converted, and new lending will be required to help ability of enhancement resources to debt shares.
finance the interest coming due on this unconverted Another key element of the new plan is the decision
debt. Similarly, the Mexico proposal sought total cash- that the IMF can "lend into arrears." That is, if a country
flow improvement from the banks amounting to $4.5 has notworked outan agreement withthe banks, the IMF
billion. Yet only $5 billion has been identified in Brady is no longer to act as "policeman for the banks" by
plan enhancements for Mexico (ofwhich $2 billionwould withholding its own disbursements. For the IMF (and
be from the Japanese). At 2-to-1 leveraging, these en- World Bank), this solution has the benefit of avoiding
hancements would back only $10 billion of conversion country arrears to the official agencies themselves. How-
bonds, corresponding to a reduction by half on preexist- ever, this new flexibility should be used with great cau-
ing debtof $20 billion (or only 36 percent of the medium- tion. If it encouraged more rigid negotiating demands
term total) and permitting a cash-flow savings of only $1 and prompted otherwise avoidable entry into arrears, the
billion annually (the interest on the $10 billion elimi- results could be destabilizing. For example, in Mexico,
nated). Even if a more modest total cash-flow target of where the chief objective of the debt negotiations is to
$3 billion were accepted, two-thirds would have to be foster domestic confidence so that interest rates can
raised in new money. decline to levels compatible with growth, entry into

The banks have sought World Bank cofinancing with arrears could instead trigger a run on the peso and have
at least limited cross-default clauses as the enhancement the opposite effect.
needed for new money. World Bank lawyers should be In sum, the Brady plan holds the potential to make an
capable of tightly circumscribing the amount of World important contribution to international debt manage-
Bank liability so that no more is involved than a commit- ment. Ideally the plan requires more public sector re-
ment to sharing of receipts on the specific loans in sources. It is essential that in implementation the inter-
question (rather than the full World Bank portfolio on national official sector not mislead country authorities
the country). The Inter-American Development Bank as to the amount and depth of debt forgiveness that could
could provide similar cofinancing. With such arrange- be achieved in view of the enhancement resources avail-
ments in hand, the banks could with a clearer conscience able. There has already been an initial wave of exagger-
make new loans without setting aside the same propor- ated expectations about the scope of debt reduction that
tional reserve losses as on old loans. At the very least, can be accomplished. It is also important that the plan
regulators in countries now requiring high loan-loss remain voluntary rather than slide toward mandated
reserves could waive reserves for new money that is forgiveness. Otherwise the objective of minimizing long-
contributed as part of a Brady plan program. term damage to country access to world credit markets,

In the end, however, gold plating is probably not nec- which has been pursued at great cost since 1982, could
essary to encourage new money. The basic calculus of be seriously jeopardized. In that case there could be
new money remains intact: so long as the reduction in negative spillover to capital flows to other developing
the probability of default achieved by lending, multiplied countries so far not caught up in the debt crisis. Corre-
by the existing debt stock, exceeds the terminal probabil- spondingly, it is up to the banks to show that they can
ity of default multiplied by the amount of the new loan, mobilize voluntary participation, through conversion at
the banks have an incentive to extend additional finance. a discount by banks seeking exit and through reasonable
Moreover, potential sanctions within the banking family amounts of new money from those planning to remain
have so far proved sufficient to suppress major leakage to active in the country.
free riders. There does come a point where the feasibility Governments of the debtor countries need to pursue
of new money becomes more questionable, however: economic policies that would qualify them for participa-
when the amount being requested begins to reach close tion in the Brady plan. For their part, governments of
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industrial countries need to follow economic policies 6. Note that the close timing of Mexico's acceleration of
compatible with a stable international economy. In par- privatizations in late 1988 and the October announcement by
ticular, the rise in U.S. (and international) interest rates U.S. authorities of a $3.5 billion credit line to Mexico suggested

by almost 300 basis points from late 1987 to early 1989 that linkage of financial support to structural reform under the
Baker plan had concrete content. Similarly, there have been

thrat to wibe ounerated ay debtor-country i estl sa s large World Bank loans to Argentina and Mexico for trade sector
that could be generated by even abhighly successful Brady reform (Cline and Roett 1988).
plan. Serious fiscal adjustment in the United States is 7. The Comptroller of the Currency testified that "the vul-
necessary to restore more normal interest rates. nerability of the U.S. banking system to LDC debt performance

has lessened significantly," while the chairman of the Federal

Notes Deposit Insurance Corporation stated that "at this time we
cannot foresee any bank failures resulting from LDC exposure
alone." Washington Post, 6 January 1989; New York Times, 6

1. Several of these options and alternatives, such as dis- January 1989.
counted debt buybacks, are examined in Cline (1987). 8. The resource transfer estimates refer to the excess of net

2. Price series are from IMF, International Financial Sta- payments of interest and profits over net inflows of capital. The
tistics; trade shares are: coffee, 32.6 percent; soybeans, 25.8 data are from CEPAL (1988).
percent; copper, 22.8 percent; corn, 9.1 percent; sugar, 5.9 9. A variant of the inflation argument warrants further
percent; and beef, 3.9 percent. Calculated from Inter-American attention. In Brazil, the finance minister has complained that
Development Bank (1987), pp. 474-75. the need for the central bank to buy up a large trade surplus

3. The World Bank data, which only extend through 1987, has led to excessive money expansion. And there has been great
do not capture the reduction in Latin American debt that criticism of the bank package for Brazil because of its use of
occurred in 1988. Note also that the World Bank shows larger debt-equity conversions, under the perception that these feed
1987 debt than does the Economic Commission for Latin excessive money expansion and thus inflation. But the central
America (table 10-1). bank could reduce money growth from the trade surplus by

4. Table 10-2 reports capital flows (net disbursements) to permitting exporters to sell foreign exchange to firms seeking
the Baker countries in 1986--88. For private banks, the figures to buy backexternaldebt atadiscount, instead of requiring that
refer to actual disbursements under the agreed new-money all of it be turned in to the central bank in exchange for local
packages. Because outstanding principal was typically rolled currency (and it could afford to do so because the trade surplus
over in this period, net disbursements are approximately the in 1988 well exceeded the amount required to service debt). As
same as gross disbursements. The major exception is Venezu- for debt-equity conversion, the amounts in Brazil in 1988 that
ela, where there were repayments of principal of about $1 billion passed through formal operations, and thus potentially affected
annually. However, the Venezuelan government chose to repay the money supply, amounted to less than 3 percent of total
principal rather than enter an IMF adjustment program, the money and quasi-money, including overnight holdings of gov-
condition the banks insisted on for complete rescheduling and ernment paper-hardly the source of quadruple-digit inflation.
new money. In any event, overstatement of the effort made by 10. Estimated as the difference between the current ac-
the banks from the standpoint of not deducting Venezuelan count deficit (assumed to be equal to capital inflow, abstracting
repayments is approximately offset by understatement from the from reserve changes) and net payments of interest and profits.
standpoint of commitments undertaken by the banks but not Calculated from IMF data (1988, p. 104).
disbursed because of changes in circumstances. Thus, the 11. President Carlos Salinas de Gortari of Mexico stated as
banks pledged up to $7.7 billion to Mexico in the 1986-87 one of his four principles on debt that the country should be
new-money package, but because oil prices recovered, the full assured multiyear access to new loans. His three other princi-
amount was not activated. For the IMF, net flows are calculated ples were reduction of the outward resource transfer, reduction
by multiplying the change in the number of SDRs in outstand- of the stock of debt to closer to its secondary market value, and
ing "use of Fund credit" at the end of each year by the average reduction of the debt-GNP ratio during his regime (Wall Street
dollar-SDR exchange rate for the year. Note also that where Journal, 6 December 1988).
principal repayments did occur (except for Venezuela), they 12. However, much of the "local currency conversion" also
typically involved debt relief in the form of discounted repur- includes debt buybacks, as recipients then use the local cur-
chases, especially by 1987-88. It is misleading to charge such rency to purchase dollars on the parallel exchange market.
repayments, which can be part of the solution to the debt 13. The Institute of International Finance has recently
problem, against the banks' performance under the Baker plan warned that mandatory cancellation of debt would be "uncon-
objectives. For further discussion of the lending data for banks, stitutional taking of property" and "would be contested in the
see appendix. courts" (Institute of International Finance 1989, p. 20).

5. The World Bank made net disbursements to Latin Amer- 14. For instance, seven-year bonds bearing 9 percent inter-
ica of $1.8 billion in FY88. This was below the institution's est would involve cash outflow equal to 23 percent of face value
average of $2.4 billion annually in FY8448. For its part, the in the first year. Even if the face value were set at one-half the
Inter-American Development Bank faced paralysis in net lend- original loan, the resulting payments would stand at 11.5
ing because of an impasse with the United States over U.S. veto percent of original loan value, higher than interest payments
power. on the original claims (with all principal rolled over).
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15. Suppose that in case A the country would receive fast- implied that the derivative of expected value of debt to creditors
disbursing policy lending that it would use for general pur- with respect to face value turned negative only once the debt-
poses, while in case B it would dedicate the same funds to debt GNP ratio exceeded a range of 1.8 to 2.7. (That is: V=pD, where
buybacks. In caseA there would be $1 of freely available foreign V is market value of debt; and dVdD = k -. 3(D/Y), where k
exchange for each $1 of World Bank policy lending. In case B, depends on A and S.) Yet Mexican debt is only about 0.6Y, and
the country would spend the dollar to repurchase $2 of debt few countries have debt-GNP ratios in the range of 2 or higher.
owed to the banks. The interest on the $2 debt would be some 18. This discussion assumes that principal is cut but market
twenty cents for the current year. The net effect on cash flow interest is paid on the reduced principal. The economics of
for the country would be $1 in case A but only twenty cents in fractional collateralization should hold as well for the alterna-
case B. Unless the secondary market price falls to the interest tive of reducing interest on unchanged principal, however.
rate level (that is, ten cents on the dollar), buybacks have 19. For countries such as Argentina where the secondary
negative cash flow in the first year. market price is extremely low (some sixteen cents on the

16. Thus, in late May 1989, Undersecretary Mulford told a dollar), it would be attractive to use the simpler alternative of

congressional panel that if banks did not cooperate with debt outright buybacks. Each dollar of Brady plan resources could

reduction they might find it forced on them by legislation, and retire $6 of debt and save sixty cents in interest annually.
IMP Managing Director Michel Camdessus made a speech that 20. In this regard, the Mexican proposal of May 1989 came

the press headlined as "IMF Chief Blames Banks for Stalled close to the Ponzi point. The $4.5 billion amounted to only 60
Brady Plan" (Washington Post, 25 May and 1 June 1989). percent of total interest on Mexico's $67 billion bank debt. But

17. Thus, Sachs and Huizinga (1987) estimated the follow- excluding short-term trade credit and interbank loans, the debt

ing equation for the secondary market price of debt (fraction of base was only $55 billion, and of this amount some 10 to 20

face value): p = .772 -. 0964 -. 1725 -. 15(D/Y) - 2.2g, where percent would be hard to locate because of secondary market

A and S were dummy variables for regulator classification and sales (including to Mexican banks). Relending of $4.5 billion

moratorium, D was face value of debt, Y was GNP, and g was could come close to 100 percent of the interest on the rest.

growth rate. Although not noted by the authors, the equation

Appendix. Alternative Measures of Private
and Multilateral Lending during the Baker Plan
Period

The analysis of this study applies disbursements under Bank 1988, vol. 1, pp. 30-33, and by communication).
new-money packages as the best measure of net disburse- Nonetheless, this increment exceeded the $20 billion
ments from banks to the highly indebted countries dur- target of the Baker plan.
ing the Baker plan years. In contrast, unadjusted data on Two adjustments are essential to make these stock
debt stocks or flows in the World Bank's World Debt estimates meaningful. First, the ballooning of MDB
Tables give an impression that is considerably more claims by virtue of the rise in strong currencies against
favorable to lending performance of the multilateral the dollar should be eliminated. At the end of 1985, of
banks, and less or more favorable to that of the commer- $41.4 billion in World Bank claims outstanding, 26 per-
cial banks depending on whether flow or stock data are cent were denominated in Swiss francs, 22 percent in
applied. deutsche marks, and 24percentinyen (World Bank 1986,

The stock data indicate the following trends. From the p. 171). From the end of 1985 to the end of 1988 these
end of 1985 to the end of 1988 the outstanding stock of three currencies rose against the dollar by 38.1 percent,
multilateral development bank (MDB) claims on the 38.3 percent, and 59.4 percent, respectively (IMF, Inter-
highly indebted countries rose from $35.8 billion to an national Financial Statistics, March 1989). Applying
estimated $64.7 billion, or by 80.7 percent, while claims these changes to the 1985 base of World Bank claims on
of private creditors on (or guaranteed by) governments the highly indebted countries, the strengthening of these
rose from $231.3 billion to $280.2 billion. Although the three currencies against the dollar added $7.6 billion to
absolute rise was larger for private creditors ($48.9 bil- the value of World Bank claims on these countries, in a
lion versus $28.9 billion for MDBs), the percentage in- change that represented a windfall loss (in return for the
crease was smaller (21.1 percent). Moreover, if non- earlier benefit of lower interest rates on these currencies)
guaranteed claims on the private sector are included (and rather than a gain in actual current capital flows. If this
attributed entirely to private creditors), the comparison increment is removed from the 1988 MDB stock of claims
was even less favorable to the banks: an increase of only on the highly indebted countries, the estimate declines
8.6percent-from $301.3 billion to $327.3 billion (World from $64.7 billion to $57.1 billion, and the MDB expan-
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sion of exposure during the Baker plan period was 59.5 tor exposure can swamp increases in MDB exposure that
percent rather than 80.7 percent. If instead the adjusted are high in proportionate terms.
1988 debt stock is estimated by adding actual net dis- The dataon net capital flows (instead of stocks)provide
bursements of the MDBs in 1986-88 to the year-end 1985 another alternative evaluation of relative lending perfor-
stock, the estimate amounts to $51.5 billion, and the mance. The World Bank debt tables (World Bank 1988)
increase in exposure over the period was 43.9 percent. indicate that, from the end of 1985 to the end of 1988,

In contrast, proper evaluation requires adjusting the net flows from MDBs to the highly indebted countries
stock data on bank exposure upward. The bulk of these amounted to $12.6 billion (table 10-2). The same source
claims is in dollars, and currency valuation is not the reports that net capital flows from private creditors to the
main issue.' Instead, it is necessary to add back into the highly indebted countries were $4.66 billion for loans to
bank claim totals a sizable amount of voluntary debt public and publicly guaranteed recipients, but net flows
reduction that took place in this period. The Institute of were -$6.4 billion for private nonguaranteed loans, plac-
International Finance (IFI) estimates that in 1986-88 ing the total at -$1.7 billion over the three years (World
commercial banks reduced their claims on the highly Bank 1988, vol. 1, p. 31, and by communication). But
indebted countries by $25.9 billion through conversion once again a proper evaluation requires adding back the
into equity or local currency ($15.5 billion), exit bonds $26 billion in voluntary debt conversion and reduction
($1 billion), buybacks ($1 billion), and discounted re- discussed above. That is, the debt statistics treat a debt-
structurings ($8 billion) (Institute of International Fi- equity conversion as a repayment of principal (counted
nance 1989, p. 22). as a negative entry in net capital flows) combined with a

A proper evaluation of bank lending performance new inflow on direct investment (not counted in the net
should treat this debt reduction as maintenance of expo- flows for private financial creditors), and similarly in
sure. In the case of conversion into equity, the bank economicterms discounted buybacksand restructurings
clearly does not withdraw its principal. Discounted are likely to be more favorable for the country than
buybacks, exit bonds, and discounted restructurings all simple rollover of the entire principal. If the $26 billion
reflect operations that convey a windfall gain to the of these operations identified by the IIF is added in, net
country that would have been absent otherwise, and in flows from private creditors to the highly indebted coun-
most of these cases the country would have had the tries under the Baker plan period amounted to approxi-
option of rolling over the full principal instead. In short, mately $24 billion, larger than the plan's target.
the $26 billion in voluntary debt conversion and reduc- In sum, if proper account is taken of voluntary debt
tion carried out by the banks for the highly indebted reduction and conversion, the World Bank data for pri-
countries in the Baker plan period should be included in vate creditor debt stocks and flows give larger rather than
estimation of the terminal debt stock for policy purposes smaller figures for net new lending by the banks than
of assessing bank participation in the solution to the debt those used in the main text (the sum of new-money
problem. The only exception would be amortization at package amounts), reinforcing the central analysis of this
full face value, which is excluded from the IIF data (and study with respect to bank performance under the Baker
is likely to have been minimal on medium-term debt). Plan. This review nonetheless does underscore the great

On this basis, the stock of debt held by private creditors caution that is required in interpreting the debt data.
at the end of 1988 (including private unguaranteed) may More important, it highlights the fact that private banks
be adjusted upward to $353.2 billion, for an increase over will need to continue to participate in resolving the debt
three years by 17.2 percent. The shortfall in the percent- problem, either through new lending or voluntary debt
age increase of private sector exposure from that by the reduction. The initial base of MDB lending to the highly
MDBs is considerably less (17 percent compared with a indebted countries is so small relative to that from the
range of 44 to 60 percent) than in the unadjusted debt private banks (only one-sixth, at the end of 1988) that
stock data (9 percent compared with 81 percent). More- even highly ambitious rates of expansion for the MDBs
over, the extent to which the absolute increase in private cannot compensate if private creditor participation fails.
creditor exposure exceeds that of the MDBs is greater
than in the unadjusted data: $51.9 billion by private Notes
creditors versus a range of $15.7 to $21.3 billion (instead
of $26 billion versus $28.9 billion, respectively, in the 1. Thus, for Brazil, external debt denominated in yen,
unadjusted data). These comparisons emphasize that deutsche mark, and Swiss francs accounts for 21.9 percent of
because the base of private creditor claims is so much the total. After taking account of the portion owed to the World
larger than that of MDBs (a ratio of 8 to 1 at the end of Bank, only about 16 percent of the remainder of Brazilian debt
1985), even modest proportionate rises in private credi- is in these three currencies (Brazil 1988, p. 93-94).
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Comments

John Shilling tion, liberalization of direct foreign investment, and state
enterprise sector reform, including its privatization."

In evaluating the Baker plan, Cline rightly notes that the Countries pursuing adjustment have generally made sig-
international environment has largely been as favorable nificant progress in these areas, which Cline applauds. It

as the plan's designers assumed. OECD growth has con- should be noted that the first two objectives are con-

tinued strong, and its markets have remained open to cerned primarily with improving the ability of the econ-
exports from developing countries. Commodity prices omy to transfer resources abroad. The third objective is
have not risen but-except for oil, which declined more controversial, has a large ideological content, and
sharply after early 1986-have not dropped either. The can only be implemented successfully with more far-
net effect of the oil price decline on the highly indebted reaching reforms of industrial policy, the public sector's
countries is about nil, but there are strong differential role, and price-setting policy for public enterprises. Suc-
effects between the oil exporters (negative) and oil im- cess in this area on long-term economic growth remains
porters (positive). Interest rates have risen in nominal to be fully analyzed.'
terms in 1988 by about 2 percentage points, which has Cline cites the inability to mobilize sufficient domestic
cost the highly indebted countries an additional $5 bil- resources and maintain adequate fiscal policy in major
lion in interest payments in 1988. Although Cline argues debtor countries as reasons for disappointing perfor-
that accelerating inflation in the developed countries mance under the Baker plan. I agree and would also fault
may have maintained real interest rates, rising inflation the analytic basis of the Baker plan for insufficient em-
cannot be viewed with equanimity given the likely reac- phasis on domestic fiscal policy and the internal transfer
tion of monetary authorities in the industrial countries problem in the plan's design.2 It focused excessively on
to tighten monetary policy, raising interest rates further the external transfer problem, reflecting perhaps a
and slowing growth-both would be detrimental to the greater concern for assuring repayment to the commer-
interests of the debtor countries. cial banks than a sensitivity to the internal problems

The Baker plan's contribution to the debt strategy's faced by the debtors. This unfortunately echoes a similar
analytic basis was to emphasize the medium-term devel- lack of sensitivity of the commercial banks, who actively
opment context rather than the short-term liquidity promoted syndicated loans in the late 1970s and early
issues that dominated the first phase of the strategy. 1980s when there was mounting evidence that the debt
Cline presents a useful analysis of the adjustment objec- burden exceeded the medium-term servicing capacity of
tives he attributes to the Baker plan: " trade liberaliza- the debtors.
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Missing in both Cline's comments in this paper and in percent excluding the IMF). More than 70 percent of
the Baker plan is any consideration of investment's role their debt is owed to commercial banks, but in recent
in restoring growth to these debtor countries.3 Their years only about 45 percent of the net disbursements
investment shares of GDP have fallen on average from 25 have come from commercial sources. I doubt that we
percent to 15 percent between 1980 and 1988. This want to conclude that higher capital flows contributed to
decline is because of shortfalls on domestic resource the fiscal laxity and inflation, or that lack of access to
mobilization and low net disbursements of foreign capi- private foreign capital spurs growth. The answer will
tal (or large negative net transfers). Investment fell be- undoubtedly be more complex.
cause reducing public investment expenditures was eas- The question of the amount of capital flows and from
ier than reducing current expenditures or raising whom turns out to be a disputable one in Cline's paper.
revenues in stabilization programs and because the com- It involves more than just a review of the numbers.
bination of stabilization, inflation, and declining real Without being too defensive, let me try to present the
incomes reduced private investment. Without raising data and interpretations as I understand them. The Baker
investment levels, it is difficult to see how these countries plan called for the commercial banks to provide new
will be able to grow out of their debt crises. money to increase their exposure by about 2.5 percent a

In these circumstances, one must agree with Cline year in 1986-88, equivalent to net flows of about $20
that political fatigue, or "adjustment fatigue" as it is billion over the three years.4 The multilateral develop-
frequently called, is a problem that cannot be overlooked. ment banks (MDBs) were supposed to increase their net
If the electorates in the debtor countries do not believe disbursements by about $3 billion per year, which, added
that more adjustment will bring them relief from declin- to the existing base of nearly $4 billion per year, would
ing per capita incomes, they are not likely to support amount to total disbursements of about $20 billion over
governments publicly committed to continued adjust- the three-year period, achieving rough parity with the
ment with continued austerity. Demonstrating positive commercial banks on total net disbursements.5 Bilateral
growth results will depend on increasing investment, agencies were also assumed to contribute $2-3 billion
which may depend on generating adequate capital per year, though this was less explicit. There were no
inflows. assumptions about the IMF. In total, net disbursements

On the results of the strategy, Cline correctly notes were to have been about $47 billion, and the commercial
that the international financial system and most of the bank share would have been about 42 percent This
commercial banks are effectively out of danger. By rais- already implied a dynamic shift in risk to the public
ing capital, increasing loan-loss provisions, and reducing sector since the commercial banks held about 60 percent
their exposure to developing countries, most commer- of the medium- and long-term debt outstanding of the
cial banks are no longer threatened by nonperformance highly indebted countries at the end of 1985.
of the highly indebted countries. Unfortunately, this also Cline argues that the banks met nearly two-thirds of
reduces the pressures to participate in any concerted their target while the MDBs only met 10 percent, and the
debt workout not perceived to be in their interest The public sector did even more poorly because of the net
banks' posture is reinforced by attractive profit opportu- repurchases of the IMF of $2.7 billion. In addition he
nities in their markets: interstate banking and further questions the failure to include the IMF in the initial
deregulation in the United States, expanded domestic allocation of responsibility in the Baker plan. His conclu-
commercial and consumption lending in Japan, and in- sion rests on some arguably inappropriate comparisons.
tegration in 1992 in Europe. First, the commercial bank target was for total net dis-

I would have welcomed a deeper discussion of the bursements, while the target for the MDBs was expressed
growth determinants in debtor countries in relation to as an increment over their then current level of disburse-
foreign capital inflows, investment, and domestic re- ments. Using his data for total net disbursements in table
source mobilization. The question still lacks a satisfac- 10-2, the commercial banks provided $12.8 billion, com-
tory explanation, and it is critical in designing future pared to $12.6 billion for the MDBs and $15.7 billion for
phases of the debt strategy to understand how to restore the whole public sector, including the IMF. These levels
growth in the debtor countries. The countries Cline used are close to the proportions foreseen by the Baker plan;
to demonstrate that low growth was more because of the commercial banks provided 45 percent of the net
domestic inflation than lack of foreign capital were ex- disbursements.
actly those countries that benefited most from net capital But Cline estimates the net disbursements of the com-
inflows from the commercial banks. According to the mercial banks to be the total disbursements under new-
data in Cline's table 10-2, Argentina, Brazil, and Mexico money packages, assuming other flows are minimal or
received 94 percent of commercial bank net disburse- net out. The official flows are all actual net flows taking
ments, and 70 percent of total net disbursements (77 account of all gross disbursements and all repayments.
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Is Cline correct in his commercial bank figures? Actual packages. These countries need the assurance of sus-
data on net flows from commercial sources are consider- tained external support to undertake real structural ad-
ably less positive than those on new-money disburse- justment. And their officials need to spend more time
ments. The World Debt Tables (the same source of data managing domestic policies and less in protracted nego-
as he uses for the official sector) show that for the private tiations with the foreign financial community.
sector, there was a net outflow of $4.2 billion from the Voluntary debt reduction will form an important part
highly indebted countries to all private sources in 1986- of future debt negotiations. Cline suggests some possi-
88. This includes nonguaranteed as well as guaranteed bilities here, and many more options are likely to appear
debt, but not short-term trade credits. 6 Looking only at on the menu. It is worth noting that not all transactions
the category of financial markets for publicly guaranteed classified as debt reduction are also liability reductions.
medium- and long-term debt, there were average net Debt-equity swaps only reduce liability to the extent that
disbursements of $1.2 billion a year. But it should be the swap occurs at less than face value. For the rest, the
noted that this includes both sovereign lending and equity remains a liability for the country, albeit a contin-
export credits guaranteed by export credit agencies, in gent one. But in view of the priority given to profit
which the banks have much less risk. For example, a remittances inmost of these countries, the burden of the
country like Morocco has received no new money from external transfer problem remains. Cline's proposal for

the Baker plan, despite relatively successful adjustment, seniority on a class of exit bonds is an interesting one,
but it has received some guaranteed export credits. which the banks themselves must decide, with perhaps

Overall, how successful the commercial banks were in some encouragement from regulatory authorities. Guar-

meeting the Baker plan targets depends on whether one antees on converted assets reflecting debt reduction also

looks only at new-money disbursements or their total net deserve further reflection. They may represent an impor-

disbursements. But Cline is right, noting that less than tant instrument in the next stage of the debt strategy. But

expected disbursements for both private and public lend- in analyzing debt reduction and guarantee options,
ers were due to inadequate adjustment efforts as well a greater consideration should be given to alternatives that

reluctance to lend. reduce the debt service or cash-flow burden in the short

The distribution of the new-money disbursements term than to debt reduction instruments that may have

raises another question. To what extent has the availabil- a short-term cash-flow cost or little cash-flow benefit.
ity of new money been related to successful performance Cline closes by recommending that more capital is
in the areas identified by the Baker plan? Cline's table needed than has been available in recent years, particu-
10-2 shows that nearly all the new money went to three larlywhen interestpayments are taken into account. And

again, one can only support him. He proposes annual net
countries: Argentina, Brazil, and Mexico, with Chile and disbursements of $5 billion for the commercial banks
the Philippines picking up a little. Since these countries and $10 billion for the official sector, for a total of $15
together hold about two-thirds of the debt of the highly billion a year. Since the average for 1986-88 was only $10
indebted countries, and the banks met over two-thirds of billion, this is a welcome increase, but not necessarily
their target (on Cline's terms), could one not argue that enough. Although the incremental effort is great for
the barnks succeeded entirely for one-third of the coun- both the banks and the official sector, the implied shift of
tries, and failed completely for the rest? This is not quite the burden to the public sector is greater than under the
fair. Some of the remaining countries were not deserving Baker plan. The commercial banks' share of incremental
of any new lending (Peru), and others did not need it financing falls to one-third. Given past performance,
(Venezuela). But it does illustrate that the Baker plan has perhaps this is all that can be expected of the private
been much more directed at the major debtors and sector, but it is not encouraging unless it is accompanied
offered little to the others. by substantial debt-service reduction.

The allocation of commercial new money bears little
relation to country performance, rhetoric notwithstand-
ing. Countries that have managed successful adjust- Notes
ments and have respectable growth rates-such as Mo-
rocco and Chile-have not recently been able to gain 1. Studies in several countries have failed to yield conclu-

access to private markets for commercial loans. Colom- sive evidence that public enterprises are systematically run less

bia had protracted negotiations just to roll over most of efficiently than private sector companies. Nor is it clear that a
tie ha trted ne in just T roll e tof privatization program will divest the government of the least
the maturities falling due in 1989-90. The public sector efficient companies. This is not to say that privatization is not
picked up the burden in these countries and deserves desirable in many cases, but it is not the panacea that many
more credit than Cline's aggregate numbers indicate. proponents claim.

As for the future evolution of the debt strategy, I fully 2. Perhaps the difficulty the United States was facing in
support Cline's recommendation of multiyear financing keeping its own budget deficit under control prevented Baker

195



The Baker Plan and Br4 Refermaion. An Evaluadon

from speaking out more strongly on this issue. Or perhaps he figures are confounded by exchange rate fluctuations, second-
really did not believe it was a problem. The U.S. consolidated ary market sales, and conversions.
budget deficit was 3.3 percent of GNP in 1985, and the central 5. Commercial banks net disbursements in 1983-85 aver-
budget deficit was 5.3 percent of GNP. aged $8 billion a year, so the Baker plan called for a reduction

3. But Cline treats this important question in his other work on average of $3 billion a year. But compared to net disburse-
on debt problems. ments of $2.6 billion in 1985, the increase was great.

4. Although partly expressed in exposure terms, one must 6. Trade credits pose a problem in this analysis because
concentrate on the flow data, since the net change in exposure debtors often run up arrears on these accounts that then are

incorporated in future new-money packages.

Simon Teitel

Mr. Cline has produced, as usual, a good paper. But it is increasing by almost 50 percent in constant dollars be-
seriously biased in its defense of the Baker initiative, and tween 1980 and 1987, while at the same time imports fell
particularly of the commercial banks' role. In view of his by almost 25 percent (table 10C-1).
earlier work on external debt, this is rather surprising.' Moreover, as shown in table 1OC-2, while the amount
It also flies in the face of the available evidence, which of Latin America's exports increased from 1980 to 1988
shows that the Baker plan, while correct in its broad by 56 percent, the value increased by only 15 percent. So
diagnosis, failed to mobilize the required resources for the problem was really not with the export supply perfor-
its implementation. Moreover, since the plan's main pur- mance (which was excellent) but with the rest of the
pose was to facilitate repayment to the banks, it seems international scenario, including the terms of trade. In
disingenuous to blame the public sector and the debtors fact, assuming that the increase in the value of exports
for its failure. had kept pace with the amount, there would have been

an additional $40 billion (approximately) of Latin Amer-
Adjustment and Structural Reforms ican exports in 1988.

It should also be noted that although the paper is
The adjustment with structural reform programs have concerned with commodity export prices, more than 50

had highly undesirable outcomes. Investment has fallen percent of Latin American exports are already manufac-
drastically among major borrowing countries (including tured goods (IDB 1982, chapter 5). Also, recent studies
those in Latin America), and the temporarily attained of the demand for manufactured goods from developing
trade surpluses were in many cases the result of substan- countries consistently show export income elasticity es-
tial decreases in imports. Nevertheless, and although the timates much higher than those for import elasticity
paper deprecates the borrowers' export performance, it (Faini, Pritchett, and Clavijo 1988; Faini, Clavijo, and
has been quite significant in Latin America, with exports Senhadji-Semlali 1988; Marquez and McNeilly 1986;

T'ble 1C-1. Latin America: Imports, Exports, Investments, and GDP Selected Years
(1986 $US)

1960 1970 1980 1983 1987,
Value of imports of goods and

nonfactor services
(in millions) 37,134 68,813 139,558 93,293 107,091

Imports as a percentage of GDP 14.1 14.0 17.2 11.8 11.9
Value of exports and nonfactor

services (in millions) 45,919 80,429 116,720 131,993 154,454
Exports as a percentage of GDP 17.4 17.6 14.4 16.7 17.1
Investment (millions) 47,830 95,679 192,367 122,209 140,905
Investment as a percentage

of GDP 18.1 21.0 23.7 15.5 15.6
GDP (in millions) 263,438 456,131 812,234 789,273 901,650
GDP per capita ($) 1,274 1,675 2,340 2,141 2,223

a. Preliminary estimate.
Source: Inter-American Development Bank (1988, statistical appendix).
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Thble 1OC- 2. Latin America: Export Growth, 1980-88 Figure 1OC-2. Latin America: Transfer ofResources,
(1980=100) as a Percentage ofExports of Goods and Services,

Unit value Amount Value 1973-88
Latin America 74 156 115

Oil-exporting countries 58 152 87

Non-oil-exporting countries 87 159 139 40
Note: Exports; preliminary estimate. 30 -
Source: CEPAL (1988, table 8).

20 -

Moran 1988), thus clearly indicating the long-run poten- 10 -
tial for export growth and a trade surplus. While higher L
exports of manufactures were, in a number of cases, the U C
result of better capacity utilization (as the paper notes),
some new investments to expand exports have also been
carried out in several Latin American countries. -20

Evidence from the adjustment programs carried out
in borrowing countries shows that, besides the trade 1 1

surpluses, debt servicing at the high levels prescribed by
these programs has induced growth in the fiscal deficit Source: CEPAL 1988, table 15.
and capital flight. As to the effect of the advocated sharp
curtailment in public spending, it is difficult to expect a
one-to-one correspondence between reduced domestic attained historical lows in many Latin American coun-

spending and its counterpart contribution to a trade tries.2 Thus, it seems to make little sense to continue

surplus. This is because cuts in public expenditures-- advocating such adjustment programs.3

particularly in such nontradables as health, education, The only rationale remaining seems to be that the deep
and so on-do not free resources immediately trans- domestic structural reforms included in the adjustment

formable into exportables. So a reduction in the size and programs, although justifiable in some cases in long-
a change in the structure of the government's interven- term development programs, could only be agreed on at

tion in the economy will generally not have the expected a time when debtor developing countries suffer from

properties of quickly stimulating confidence, new private greatly diminished bargaining power. Besides being po-
investment, repatriation of flight capital, and so on. litically unpalatable (which even Cline seems to admit in

Furthermore, the promoted cuts in domestic expendi- his paper), it is not clear that they are generally required

tures are of such magnitude that they can not be sus- to attain long-term economic growth. The record of the
tained. The shift to tradables also has limits; among region for 1950-80 speaks otherwise, since, on average,
them, the reduction in real wages, which have already GDP increased by slightly above 5 percent a year through

the period (Syrquin 1986).

Figure 1OC-1. Latin America: 7)ansfer of Resources, Solution: Debt Relief
1973-88

After six years of adjustment, the situation in Latin

40 America is so bad that, with the exception of a few
countries, any further adjustment seems unfeasible, at

30 - least in the short run. In particular, the drastic reduc-
tions in imports and investment limit any future growth

20 - originally projected as part of the Baker plan. Because the
debt servicing presently required of the Latin American

10- debtors is, in most cases, not compatible with the long-
term economic growth required to attain social and

a political stability, it must consequently be reduced. This
would diminish the fiscal deficit, provide funds for invest-

-10 - ment, and restore confidence in these economies'future.

-201 Figures 10C-1 and 1OC-2 show the value of the total
1973 1975 1977 1979 1981 1983 1985 1987 capital transfer from Latin America between 1982 and

1988, which was almost $179 billion. Thus, the discus-
Source: CEPAL 1988, table 15. sion about the extent to which parties in the Baker plan
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Figure 10C-3. Latin America: Potential and Actual Notes
GDP, with Potential Based on 5 Percent Growth,
1982-88 (1980 = 100) 1. See Cline (1983).

2. For recent data on real wages in several Latin American

150 countries, see CEPAL 1988, tables 6 and 7.

10 3. See Teitel (1983) for an early plea in the same direction.

140 4. Morgan (1988, p. 5) states: "They . . . have engaged in a
variety of debt-reducing transactions, which... make it impos-

Potential sible to assess how close the banks may have come to the Baker
130 -,- initiative's target of $20 billion in net lending to the 15 coun-

tries for the period since 1985. Still, given that the Baker 15
120 -are paying in excess of $20 billion interest to commercial banks

this year, it is clear that the banks, like the multilateral institu-
110 Ations, are receiving sizable net transfers from the major

Actual debtors."
100
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Future Financing Needs
of the Highly Indebted Countries

Ishrat Husain and Saumya Mitra

The external financing prospects of 17 highly indebted credit enhancement, debt reduction, and other innova-
countries for 1989-95 fall considerably short of the re- tive financing techniques in support of growth-oriented
quirements if a steady rate of growth is to be achieved, adjustment programs. The alternative is continued stag-
The most significant shortfall is in commercial bank nation in the highly indebted countries-which could
lending. Without adequate burden sharing, it is unlikely mean political and social unrest, a greater reluctance to
that official creditors, particularly the multilateral insti- maintain orderly debtor-creditor relations, and a disrup-
tutions, will assume a disproportionately large exposure tion of debt servicing even in countries that have carried
in these countries. With sound adjustment policies in the out their obligations unfailingly.
debtor countries, a combination of concerted lending,
debt reduction, reflows of flight capital, and some inter- The Record
mittant accumulation of interest arrears will be the prin-
cipal means of financing.

Some countries-such as Mexico, Venezuela, Nigeria, The net flows to highly indebted countries declined
and Ecuador-need external finance to offset their wors- precipitiously from an annual average of $41 billion
ening terms of trade; others need it to restore productive during 1980-82 to about $8 billion a year during 1986-
investment at reasonable levels. At least some countries 88 (table 11-1).1 In the earlier years, private lending
should be able to work their way out of the debt crisis provided three-fourths of the resources to these coun-
sholdbecas e towork their resouc re u ts ahe fea isie a tries. In recent years, official lending and transfers ac-because their resource requirements are feasible and cutfrtebl ftersucs h itr eoecommrcil bnk rediorswil prbabl repon faor- count for the bulk of the resources. The picture becomescommercial bank creditors will probably respond favor-
ably. Others will have to balance the finance from official
and private creditors. Others still will be unable, even Table ll-1. HighIy Indebted Countries Aggregate
under the most stringent conditions and most sensible Net Resource Flows, 1980-88

(annual averages in US$ billions)
policies, to grow out of their difficulties without some (a8nual 19e3a85 1986l88

reduction in the stock or servicing of their debt. 1980cia t r0-85 1.4Official transfers 0.4 0.8 1.4
The lumping together of good and bad debtors is Private direct

repulsing efforts of countries that should have access to investment 4.0 3.5 2.5
voluntary lending. The main actors should begin by Official lending (net) 6.7 82 4.4
abandoning the concept of a homogeneous group of 15 Bilateral 2.2 1.6 1.6
or 17 highly indebted countries. The contagion effect Multilateral 3.1 3.8 3.9

should not deter the creditors from differentiating be- IMF 1.4 3.8 -1.1
Private lending (net) 30.1 7.3 -0.5

tween countries in the same continent that have man-
aged their economies well and are close to creditworthi- Aggregate net flows 41.2 19.8 7.8

ness from those whose economic policies and Memo item

management are of questionable quality. The next logical Aggregate net

step is to develop a cooperative framework that channels transfers 15.9 -20.8 -29.0

money through equitable burden sharing and promotes Sources: World Bank, OECD, and IMF data.
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Tablell-2. Highly Indebted Countries: Net Lending Bank has stepped up its adjustment lending, and in
by Commercial Banks, 1982-88 1985-88 it was about the only identifiable source of net
(US$ billions) new funds to these countries, with average net disburse-

1982 1985 1986 1987 1988 ments of $2.9 billion annually. Net lending by multilat-
Disbursements 48.8 13.5 10.5 10.6 11.7 eral institutions accounted for about 29 percent of inter-
Principal est payments in 1988, much lower than the 326 percent

repayments 21.0 12.3 12.6 10.0 12.6
Net lending 27.8 1.2 -2.1 0.6 -0.9 in 1982.
Interest As the debt indicators show, most highly indebted

payments 27.5 27.9 25.6 21.3 28.9 countries are no better placed than when the debt crisis
Net lending as erupted six years ago-signaling the need to depart from

percentage of the present approach. The stock of outstanding debt grew
interest one-third during this period, and the debt-GNP ratio and
payments 101.1 4.3 -8.2 2.8 -3.1 debt-export ratio have almost doubled (table 11-4). Total

Source: World Bank data. debt servicing, despite repeated reschedulings, ac-
counted for 43 percent of their exports in 1988, up from

bleaker if net transfers are examined. From an aggregate 37 percent in 1982. The interest-to-export ratio has eased
net annual transfer of $16 billion in 1980-82, net trans- only marginally and only because of rising arrears. The
fers started to turn negative in 1982 and accelerated to ratio of interest payments to exports in 1988 was still as
an average outflow of about $29 billion a year in the last high as 26 percent, despite the highly indebted countries'
three years.2  expansion of export volumes by almost 3 percent a year

Because commercial banks accounted for most of the for the last six years. So, despite net resource transfers of
external financing to highly indebted countries, the dra- 3 to4percent of their GDP to creditors-by compressing
matic decline in their net flows from $28 billion in 1982 imports and generating a trade surplus-the highly in-
to $1 billion in 1988 is quite revealing (table 11-2). In debted countries could not reduce their debt ratios, and
1982 net lending by these banks financed almost 100 they have paid aheavy price in forgone economic growth.

percent of interest payments due to them. By 1988 inter- To sum up, the past six years for the highly indebted

nally generated resources of highly indebted countries countries have not been favorable. Per capita incomes

financed 100 percent of interest payments and even a and real wages have declined, inflationary pressures have

small fraction of amortization. During the same period, intensified, net investment rates are abysmally low, the

the domestic savings rate of these 17 countries remained debt burden has risen, and external financing flows have

almost unchanged at around 21 percent of GDP, showing turned negative. This setting augurs poorly for a speedy,

that domestic savings were financing both domestic in- sustained recovery by these countries in the near future.

vestment and external outflows. The rest of this paper examines the external financing

Multilateral institutions are still the major source of needs of these 17 countries for the next six years. How

positive net flows, but the volume has shrunk consider- much do they need to resume modest growth in their per

ably due to repayments of large borrowings from the IMF capita incomes? And what are the prospects for, and
ablydueto rpayent of arg borowigs rom he l~' constraints on, this financing?

during 1982-85 (table 11-3), as the Fund's resources are
revolving and for temporary support only. The World External Financing Needs

'ablel11-3. Highly Indebted Countries: Net Lending
Tble MukateralInstitutionsa Two scenarios underlie the estimates here of the highly
(US$billions) indebted countries' external financing requirements

1982 1985 1986 1987 1988 through 1995. The scenarios differ in the assumptions

Disbursements 7.7 8.9 10.7 10.2 10.8
Principal Table 11-4. Highly Indebted Countries: Debt

repayments 1.5 3.3 5.9 8.2 9.2 Indicators
Net lending 6.2 5.6 4.8 2.0 1.6 1980 1982 1985 1986 1987 1988
Interest Total external debt

payments 1.9 3.7 4.8 5.6 5.5 (US$ billions) 289 391 454 482 527 512
Net lending as Debt-GNP ratio 33 45 59 62 63 61

percentage of Debt-export ratio 171 259 296 353 357 321
interest Debt service ratio 26 34 39 43 36 43
payments 326 151 100 35.7 29.1 Interest-export ratio 12 20 26 27 22 26
a. Includes IMF. n.a. Not available.
Source: World Bank data. Source: Author calculations.
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about the GDP growth of the highly indebted countries' policy correction to realize high marginal savings rates
trading partners and about developments in interest for domestic growth. Implicit in the projections is that
rates and the terms of trade. The effect of a slowdown in external flows are required to finance the investment and
industrial countries' growth in 1989-90 and higher real imports needed for a successful export-led growth strat-
interest rates on the external financing requirement is egy. In all of the above cases, the projections are based on
discussed, but no effort is made to trace the effects of a the successful implementation of strong adjustment pro-
lesser adjustment effort by the highly indebted countries. grams.
(The underlying assumption is that the countries that are The improvements in export performance are striking,
not prepared to undertake strong adjustment efforts are with the debt-to-export ratio falling substantially by
not eligible for external financing support.) This sce- 1995. The dangers to this strategy are twofold. First, the
nario may seem to err on the pessimistic side, but it is domestic adjustment may be insufficient to redirect the
intended to provide a possibly higher bound measure of required resources to the export and investment sectors.
the external financing needed to support growth in a Second, the external financing may fall short of what is
"stagflationary" environment similar to that of 1979-82. required. Later in this paper the likelihood of the external
The GDP growth rate of the highly indebted countries is financing requirement is assessed at some length.
projected at 4.5 percent for 1988-95--ranging from 5.5 The required net external long-term flows (net dis-
percent for Brazil and the Philippines to 2 percent for bursements) are projected to rise sharply from $1 billion
Yugoslavia. in 1988 to a range between $14 and $17 billion a year

during 1989-95 for the highly indebted countries (table
11-5). Given the identified sources of financing from the

The Base Scenario official sector, the expected contribution from commer-
cial banks required to cover the external financing re-

The projections under the base scenario have three quirement, which amounted to a net outflow of $4 billion

assumptions: (1) continued annual growth in the GDP of in 1988, amounts to $9 billion ayear in 1989-91 and $12

the highly indebted countries' trading partners of 2.5 to billion a year in 1992-95.

3 percent to 1995, enabling annual increases in the Lending on such a scale from commercial sources is

highly indebted countries' export volumes of about 5 fraught with uncertainty. It implies a significant increase
percent; (2) some recovery in the terms of trade from the in exposure and in the implicit capitalization of interest.3

historic lows of 1986 and 1987; and (3) nominal LIBORs The implicit interest capitalization was only 19 percent

of 8.5 percent until 1991, then gradually falling to 7 in 1983-86; and net flows were only marginally positive

percent in 1995. The aggregate projections are com- in 1987.4 The projections imply interest capitalizations
prised of individual countries (given the common exter- of 35 percent for 1989-91 and 37 percent for 1992-95,
nal environment for growth, prices, and interest rates) clearly large.
that utilize the IBRD's Revised Minimum Standard Model The external payments positions, including reserve
(RMSM). This model contains a close relationship be- holdings, of these countries differ considerably, as does
tween the rate of investment within an economy and the the degree of macroeconomic or structural adjustment
rate of growth of output. This simple specification per- of their economies. For some countries (Chile, Uruguay)
mits the use of this approach across countries. It is widely a return to voluntary access to private markets is within
familiar to individual country economists and is the grasp if adjustment policies are sustained. For others the
central tool in formulating projections in the World financing requirements from the commerical banks re-
Bank. It has the disadvantage of failing to capture other main high, even under tough adjustment programs. For
(important) elements that influence growth, but it is another group of countries exceptionally high net flows
judged that for medium-term analysis the robustness is are required from both commercial banks and official
sufficiently great to project financing requirements re- creditors. And a few need heavy support from official
quired to support growth. Once the investment require- creditors.
ments are identified (through incremental capital-out- An examination of the projections for individual coun-
put ratios) and the domestic savings performance is tries (that underlie the aggregate projections in table
specified, the external financing requirement is obtained 11-5) shows that the 17 highly indebted countries can be
as a residual. In most cases an improvement in the divided roughly into three categories. Four countries,
domestic marginal savings effort has been postulated which account for 10 percent of total highly indebted
(presumed to occur because of policy improvements as country debt, require external financing over the period
adjustment programs proceed); this helps to avoid a to 1995 that is modest in absolute terms or in light of
possible overstatement of the external financing require- recent history. For these few countries a strategy of
ment. The country projections also hinge on a fiscal growth-oriented adjustment based mainly on largely vol-
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11-5. External Knancing of Highly Indebted Countries, Base Scenario, 1982-95
(annual averages in US$ billions)

1982 1983-86 1987 1988 1989-91 1992-95
Current account deficit 51.3 8.7 7.9 8.2 16.0 17.0
Addition to reservesa -21.3 5.4 9.7 -5.5 4.0 6.0
Financing requirement 30.0 14.1 17.6 2.7 20.0 23.0
Non-debt-creating flowsb 7.5 4.5 5.6 5.3 6.0 7.0
Net LT flows 36.9 13.5 6.2 1.0 14.5 17.0

IBRD/IDA 1.9 2.9 2.3 1.5 3.0 1.5
Other multilateral 4.1 4.3 1.1 1.6 1.0 1.0
Bilateral 2.0 1.3 1.9 2.1 1.5 1.5
Total official 8.0 8.5 5.3 5.2 5.5 4.0
Privatec 28.9 5.1 0.9 -4.2 9.1 12.0

Short-term flows -16.6 -6.7 7.1 -3.7 -0.5 -1.0
Net IMF 2.2 2.8 -1.3 0.1 - -

Memo items
Net flows as percentage of interest payments to creditors
Official 245 166 51 62 58 46
Private 103 19 4 2 35 37

a. Includes statistical discrepancy.
b. Principally foreign investment and official transfers.
c. Includes financing via arrears.
Source: Author calculations.

untary new-money packages is unlikely to be constrained growth assumption. Such a temporary slowdown would,
by the external financing availability. Five more coun- besides lowering the demand for imports from the highly
tries account for 35 percent of total highly indebted indebted countries, mean lessimprovementinthe highly
country debt that is large in absolute terms or in light of indebted countries terms of trade than that projected in
recent history and require external financial flows from the base scenario. This slowdown is triggered by an
official or private sources. The final category has holders officially induced rise in nominal and real interest rates
of over half of total highly indebted country debt. They of two percentage points compared to base case projec-
face a heavy financing requirement, in all cases except tions on the assumption that, asin early 1989, authorities
one from the private sector; the exception is the Philip- react to accelerated inflation. This rise in interest rates
pines, which has the option of an officially sponsored would not only raise the cost of the highly indebted
"Marshall Aid." countries' floating rate debt, but would also-through

For several highly indebted countries, especially ones reduced inventories and a fall-off in domestic demand in
that are not major debtors, the limits of the debt strategy industrial countries-dampen the highly indebted
prevailing in 1988 were clear to the market, making it countries' growth and tend to soften their terms of trade.
extremely difficult to arrange financing packages. When In the simulations in table 11-6 it is assumed that growth
financing packages have been negotiated, they have re- in highly indebted countries' export volumes is damp-
quired greatly increased participation by official credi- ened by two percentage points in 1989 and one percent-
tors. For several of these countries prolonged interest age point in 1990 and that their terms of trade worsen by
arrears have become a large source of financing from two percentage points in 1989-90. These adverse shocks
commercial banks. The forced burden sharing by banks are temporary, recovering to the parameters in the base
in new lending has meant a shift toward a unilateral scenario in 1992.
approach-hindering other (trade-related) flows and ris- This scenario shows how much the financing require-
ing costs and uncertainties. ments of the highly indebted countries would increase.

The net annual flows required rise to $30 billion for
The Low Scenario 1989-91 and $24 billion for 1992-95 (see tables 11-5 and

11-6). Even on the assumptions that the multilateral and
Growth in the industrial world in 1988 and thus far in official lenders step up their lending, that the IBRD lends

1989 has exceeded initial forecasts, with the United amounts equivalent to the maximum exposure permit-
States, the Federal Republic of Germany, and Japan in ted, and that other official lenders greatly raise the
particular experiencing a strong rise in domestic de- amounts extended over the base case, the contributions
mand. But there is some risk of a marked slowdown in of the private sector would have to be greatly enlarged.
1990 and 1991, to less than the 2.75 percent of GDP The required net flows between 1989 and 1995 would
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11-6. Deterioration inExternalFinancingofHighly ital repatriation--should also facilitate a return of
Indebted Countries Caused by a Weaker External residents' holdings abroad, or at least reduce the capital
Environment, 1989-95 outflow from these countries, now about $9 billion ayear.
(annual averages in US$ billions)

1989-91 1992-95
Change in current account balance -12 -8 Net Official 7Tansfers

(-= weakening)
Changeinnetflows(+= increase) 8 6 Net official transfers (including bilateral aid) to the

Private 6 4 highly indebted countries have averaged $1-$2 billion a
Memo items year and seem likely to be sustained at this level. Except

Total net flows as percentage of for Bolivia (and perhaps Nigeria, Jamaica, Philippines,
interest payments to creditors and Costa Rica), there is little possibility that official aid
Official 75 66 flows to the 17 highly indebted countries as a group will
Private 55 66 be stepped up. The continuing budget deficits in indus-
Source: Author calculations trial countries, the growing attention to Sub-Saharan

African countries, and the relatively high level of per
amount to high rates of interest capitalization by banks. capita income in the highly indebted countries make it
In light of both recent history and the current lending difficult to expect any significant change in the attitude
attitudes of the commercial banks, such financing re- of official donors.
quirements are large.

None of the 17 highly indebted countries is likely to Bilateral Lending
obtain the additional external financing required if there
is a 1989-90 recession. Brazil's new-money require-
ments would increase by $3.5 billion a year during 1989- Bilateral net lending to the highly indebted countries,
91, with interest capitalization of more than 50 percent including export credits and mixed credits, has also av-
overall and about 80 percent from private sources. Chile eraged about $2 billion a year. Although there will be
would require commercial bank interest capitalization of some variation in the availability of these credits, depend-
about 70 percent. Mexico is perhaps a little more robust, ing on the country situation and the political and strate-
but its commercial bank interest capitalization would gic attractiveness to creditor governments, the aggregate
still be about 40 percent. Morocco and Nigeria would sums are unlikely to be substantially higher than before.
need extremely heavy "new-money" support in 1989-91. The net flows from export credit agencies have been

disappointing in recent years-reflecting their difficult
Prospects for Financing financial situations and the decline in borrowing

countries' demand for imported capital goods and other

Private Direct Investment imports. Net new lending from these agencies has picked
up somewhat, but more net flows from them in the next

Private direct investment flows to the highly indebted few years will be needed, as well as further financial relief

countries have been slowing significantly since the be- through rescheduling and refinancing of interest.5

ginning of the decade. But because of higher growth, The exception to this pattern is Japan, which has been

better policies, an improved investment climate, and the playing a prominent role. The recent actions by Japan's

sometimes strong incentives of debt-equity conversion Export-Import Bank to make large sums of untied funds

programs, this trend may be reversed. These flows could available suggest the way in which the lending policies

recover strongly if countries implement programs that of export credit agencies should be adapted to suit the

improve incentives to the private sector, liberalize trade highly indebted countries' special circumstances. A com-

and investment regimes, privatize public activities, and bination of some increase in Official Development Assis-

reform and develop financial markets. Such reforms are tance (ODA) and untied loans by the Export-Import Bank

central to the objectives of World Bank assistance, and of Japan may boost Japan's net lending to the highly
the expansion of this assistance beyond levels currently indebted countries as much as $1 billion a year in the
planned can have favorable effects on the flow of private near term. But the reallocation of concessional lending
equity capital as well. At a minimum, it would seem to Sub-Saharan Africa and export credits to more credit-
reasonable to expect net direct investment flows of $4-$5 worthy countries in Asia by other bilateral creditors may
billion a year (including debt-equity conversions) over offset some of these gains. It is therefore safe to assume
the next few years. The same policy measures-with an annual net inflow of $1.5 billion from bilateral
higher growth rates and specific steps to encourage cap- sources.
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Multilateral Lending pose real constraints. Even in the best of circumstances,
structural reforms meet formidable political obstacles

During 1986-88, the share of the World Bank and the across the board.
other multilateral development banks (MDBs) was 50 The political problem is that the costs of adjustment
percent of total medium- and long-term flows, up from are immediate, while the diffuse benefits materialize only
roughly 12 percent in 1980-82. If adjustment programs gradually, far beyond the horizon of political leaders.
and economic performance develop as assumed, net George Schultz, when U.S. secretary of state, observed:
flows from the IBRD to the highly indebted countries can "If the immediate visible impact of changes in economic
be expected to be about $3 billion a year over the next policy is hardship at home to keep up service on the debt,
five years. A further $1 billion, at a minimum, in net flows then that debt service can have the effect of a marginal
is likely to be available to these countries from the other tax on economic reform. Any effort taxed at 100 percent,
Multilateral Development Banks (MDBs). or at only excessively high rates, will be discouraged and

become politically difficult to sustain (U.S. Department
Commercial Banks of State 1988).

Is it feasible to achieve some minimal acceptable
Commercial banks continue to lend to a handful of growth in output and consumption and simultaneously

creditworthy borrowers (mainly in Asia), and some con- improve creditworthiness? Most of the highly indebted
certed loans are still arranged for such highly indebted countries cannot restore creditworthiness or gain access
countries as Brazil and Mexico. But loan charge-offs, debt to capital markets even with strong adjustment policies.
conversions, swaps, buybacks, and sales have all contrib- Moreover, the sharp cuts in investment, maintenance
uted to the declining bank claims on highly indebted expenditure, and imported inputs disrupt the supply
countries. An estimated $12.3 billion of commercial bank responses to better relative prices and make output
debtwas taken off the books in the first half of 1988 alone, gains-normally assumed as a result of successful ad-
and the process is gaining momentum. This outcome is justment programs-difficult. Another problem is that,
a major reason for pessimism about securing adequate in assuming private sector debt, governments have had
net flows from commercial banks. It is not likely that the to increase their budgetary outlays on interest payments.
commercial banks' attitudes toward the indebted coun- Financing the growing public deficits by internal bor-
tries will be reversed soon. True, there will be reschedul- rowing or expansion of money supply has exacerbated the
ings of principal, reduction in spreads and fees, and some inflationary pressures, generated high real domestic in-
concerted new-money packages, mainly to finance retro- terest rates, and added to the interest bill.
active interest arrears.6 But no significant new flows for
balance of payments support are likely before 1995. External Environment

Constraints on Action The ability of highly indebted countries to grow out of
debt also depends on the markets for their main export

Debtor Adjustment Efforts products. The major debtors have increased the volume
of their exports substantially since 1982, but terms of

The highly indebted countries and their creditors dis- trade losses eroded the dollar gains. The value of their
agree about the nature, extent, and outcome of adjust- exports in nominal terms remains unchanged-at
ment efforts. Most creditors believe that the economic $150.0 billion a year.
plight of the highly indebted countries has much to do The GDP growth rates of the G-7 countries have been
with their weak commitment to reforms and with their reasonably high, but the spillover to the highly indebted
policy slippages. The highly indebted countries have countries has been modest. The situation may get worse.
found it easier to cut investment than to tax or reduce Instead of averaging 3 percent or more, the major indus-
the consumption of powerful high-income groups. The trial economies are expected to grow at 2.5 percent
stop-go cycle of economic policies has also eroded the annually forsome time. And if the United States is serious
credibility of adjustment policies. But political leaders of about reducing its huge trade deficit, the chances of its
the debtor countries, particularly in the new democra- taking a large increase in exports from the highly in-
cies, argue that a decade of continuous decline in per debted countries are slim. Nor is it obvious that Japan
capita income and consumption has generated enor- and Germany, always reluctant to stimulate and open
mous social and political tensions and stretched the their economies, will absorb substantially more exports
feasibility of these reforms to the maximum. Further from the highly indebted countries. Their combined GDP
reforms to pay off their debts to foreigners-reforms that exceeds the U.S. GDP by more than 60 percent, but they
impose even greater sacrifice on the population-will absorb far fewer exports of manufactured goods from
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Latin America. Another potent threat to the highly in- growth, focus on fee-based activities, cut exposure to
debted countries is the growing market share of the developing countries, and improve profitability.
newly industrializing economies in Asia. Third, the effect of depressed secondary market prices

The price prospects of debtor countries' major com- for developing country loans has damaged the share
modities are also unpromising. Real prices for most prices of banks that have large exposures. Prices in the
primary commodities will remain depressed because of secondary market suggest a reserve level of about 50
structural and cyclical demand factors. And the heavy percent. If the reserves are increased that much, the
subsidies the industrial countries give to their relatively regulatory capital position of the U.S. money-center
high-cost producers will continue to depress basic food banks will get worse, probably costing them substantial
prices. losses. Moreover, banks face the prospect of additional

Another uncertainty is the movement of real interest provisioning on new lending, making participation in
rates, which remain high. Almost two-thirds of the highly concerted new-money packages expensive and at best
indebted countries' debt is tied to variable interest rates, marginally profitable. Intercountry differences make
opening them to interest rate shocks. Every percentage matters worse. Even though the loan-loss provisions by
point rise will add $3.5 billion to their debt servicing, the U.S. banks appear to be in line with other major
creating larger demand for new capital inflows or debt banking systems, the burden and risk for the U.S. banks
reduction. The policies of the United States and its major is greater. They have a higher concentration of lending
trading partners will determine the interest rate, ex- to highly indebted countries and much weaker capital-
change rates, and the debt-servicing capacity of the ization. Banks in Japan and the United States, unlike
highly indebted countries. For example, a fall of the U.S. their European counterparts, receive no major tax bene-
dollar could drive interest rates way up and push the U.S. fits for creating reserves. The depreciation of the U.S.
economy into a recession. dollar has also reduced the relative exposure of non-U.S.

A combination of slower OECD growth, collapsing banks in developing countries. The reluctance of U.S.
commodity prices, and rising real interest rates could money-center banks and Japanese banks to increase their
wreck the highly indebted countries' economic pros- exposure to highly indebted countries is thus under-
pects. standable.

Fourth, the long-term business interests of commer-
Commercialnance cial banks are once again diverging. The universal (or

critical-mass) participation in concerted lending-the
The total likely to be available from all known and modus operandi in the early years of the debt crisis-was

identified sources of finance-private investment; offi- made possible by the banks' shared interest in protecting
cial transfers; bilateral, multilateral, and export credits- the international financial system and in buying time to

will not exceed $6-$7 billion a year. The financing gap reduce exposures. Except for the large international
during 1989-95 remains about $9-$10 billion. Private banks, this phase has ended, and the underlying differ-
commercial banks traditionally supplied the bulk of fi- ences in exposures and business strategies are determin-
nancing to the highly indebted countries, but the con- ing the decisions of individual banks to participate in
straints on their lending have intensified in recent years lending new money. Many regional and small-exposure
for five reasons. banks are redirecting their lending to traditional domes-

First, skepticism is growing about the near-term pros- tic and trade financing. Even among the larger banks,
pects for improved creditworthiness in the debtor coun- there are differences in financial interests and objectives.
tries. Bankers know that restoring creditworthiness will Those with multinational corporate clients-and, in
be a long and uneven process. They know, too, that the some cases, with significant domestic banking opera-
domestic political difficulties of implementing reform tions in developing countries-can be expected to main-
programs reduce the likelihood of success. To make tain direct interest in improving the liquidity of specific
matters worse, interest arrears are increasing, some be- debtor countries. But other banks are trying to leave the
cause of unilateral moratoriums on debt-service pay- debt-restructuring process, even at the cost of significant
ments. write-downs.

Second, banks face intensified pressures, both regula- Fifth, sustaining the concerted new-money process
tory and competitive, to strengthen their balance sheets. will require adaptations and new approaches whose suc-
The regulatory authorities in many industrial countries cess is as yet uncertain. Restructuring agreements have
are adopting more conservative guidelines, presenting consolidated most of (formerly independent) debt obli-
banks with stricter and more comprehensive capital re- gations and established a uniform legal standing for all
quirements. As a result, they are realigning their strate- commercial creditors' claims. The sharing clauses in
gies to strengthen their capital base, restrain asset these agreements make it possible, however, for some
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creditors to collect full interest due on their outstanding their economies are, the more resilient they become in
claims without contributing to the fresh-money loans facing unexpected economic shocks and in improving
that help provide the resources to pay that interest. This their creditworthiness. Favorable economic policies and
free-rider (or recalcitrant bank) problem has become good economic management will attract both new proj-
much greater as the new-money participation rates have ect and trade financing, multilateral lending, export
fallen.7 As a result, the ability and willingness of the credits, and direct equity investment. So, sound policies
larger banks to continue to lend is subject to additional are essential for capital inflows and for other alternative
stress. Exit instruments thus far have not sustained the financing. The other possible means for filling the financ-
burden sharing concept that was part of the original ing gaps include reduction in the stock of debt or debt
restructuring, for reasons that have perhaps less to do servicing followed by reflows of flight. And in cases where
with the design of the instrument than with the ex- the debt reduction achieved is not sufficient to fill in the
tremely complex legal issues surrounding attempts to gap and the country is pursuing sound adjustment poli-
close off the free-rider opportunity. cies, consensual or sanctioned accumulation of interest

It will thus be extremely difficult-perhaps impossi- arrears could supplement.
ble-to generate aggregate net flows for the highly in-
debted countries in the needed amounts exclusively Debt Reduction
through the concerted new-money approach. Banks still
hold about two-thirds of total medium- and long-term
claims on the highly indebted countries, but the pres- Why is debt reduction then a preferred option for the
sures not to lend will grow, forcing selectivity and strong highly indebted countries to fill in their external financ-
reluctance to accept exposure increases that in other ing requirements in pursuit of a reasonable level of
circumstances might look reasonable (2 to 3 percent on growth? The negative net transfers have lowered the
average, roughly a quarter to a third of interest due). The investment ratios, which have reduced output growth
number of banks participating in new-money packages and exports, and in turn their capacity to fully service
is likely to narrow further, as is the number of countries their debt. The reversal of the negative net transfers can
for which such financing can be arranged. Banks will be achieved by increasing new flows of money, but, as we
likely concentrate any new exposure on countries where have examined earlier, the probability of new-money
their financial and long-term business interests are sub- flows to highly indebted countries in the next five years
stantial and where the prospects for a successful workout or so, especially from the commercial banks, is very
are reasonably good. Smaller countries, particularly limited. The other option is to reduce debt or debt ser-
those with weak adjustment programs, will continue to vicing. The general argument in favor of debt reduction
find it difficult to arrange concerted support (though not rather than new money is that many debtor countries
necessarily continued restructurings of principal). have been unable to return to growth in the presence of

very large debts. One reason for the persistence of slow
growth is that debt overhang acts as a tax on increases in

Scope for Action current and future income. If for example, a country is
able to increase its exports as a result of policy reforms

The constraints to mobilizing adequate flows of new or more investment, a large share of the benefits is likely
money, especially from the commercial banks, are likely to accrue to creditors rather than to the country itself.
to remain strong. Part of the reason for this is that when This will depress the returns to the country from fixed
a systemic payments problem arises, markets tend to capital investment and thereby weaken the incentive to
experience "revulsion," and credit volumes become par- invest even if finance is available. By reducing the
alyzed by a neighborhood problem- good and bad debt- creditors' share of the benefits from the adoption of
ors are lumped together (Eichengreen 1989). Colombia adjustment policies and by reducing the uncertainty
has not had a debt problem as such in the 1980s, but its surrounding the sustainability of adjustment, debt re-
efforts to secure truly voluntary syndicated loans has duction encourages investment and the incentive to im-
nevertheless been severely frustrated. plement better policies that, in turn, boost exports and

If the net flows from commercial banks are unlikely to debt-servicing capacity. In this case, debt reduction could
rise significantly, what other means would meet the make both debtors and creditors better off.
financing requirements of this group of countries? There The IMF (1989) has found supporting empirical evi-
is no clear-cut or simple answer. Needless to say, the dence for the debt overhang hypothesis. When external
debtor countries themselves have to continue taking financial flows dried up after 1981, debtors were forced
primary responsibility for their fate through further ad- to run trade surpluses in order to service their debt.
justment, however painful and politically difficult it may Adjustment in the trade balance can be achieved by
be in the short term. The more flexible and responsive reducing the consumption-output ratio or the invest-
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ment-cutput ratio. In the highly indebted countries, the new instrument is a more secured asset, and the proba-
consumption-output ratio has not only failed to decline bility of the borrower fully servicing this asset is larger
in proportion to the investment-output ratio but has than with the old debt This usually requires that the new
actually risen on average between 1982-87. asset is backed by collateral for the principal or a guar-

The second piece of evidence of the existence of these antee for interest, or both. To purchase the collateral the
disincentives is the contrast in the behavior of invest- country must have excess reserves that it can use or
ment-output ratio between groups of countries with and borrow, or obtain the resources from other sources. In
without recent debt-servicing problems. For countries the Mexican deal, although Mexico provided collateral for
with debt-servicing problems, the average investment the ultimate repayment of principal (zero-coupon U.S.
ratio fell from about 25 percent in 1980-81 to about 18.5 bonds it had bought for cash), the outcome was disap-
percent in 1987. By contrast, the group of countries pointing since the additional value placed by creditors on
without debt-servicing problems experienced very little the new instrument did not exceed the present value of
change in its investment-output ratio, from about 28 the collateral.
percent in 1980-81 to 27.25 percent in 1987. In the third type of operation, a country buys back its

A third indication of this phenomenon is provided by debt at a discount for cash. Boliviaand Chile are two such
changes in the composition of investment in the in- examples. Countries in debt difficulties rarely have much
debted countries. If debt service depends on overall mac- cash lying about: the Bolivian operation had to be fi-
roeconomic performance, disincentives should apply to nanced by aid agencies. Chile was able to accumulate
both the private and public sectors. Empirical estimates some reserves in the Copper Stabilization Fund due to
of disaggregated behavior of investment in a sample of unanticipated increases in the price of copper. In both
debt-problem countries show that both public and pri- cases, there were exceptional circumstances that facili-
vate investment ratios drop from 1981 to 1984. tated the debt buybacks. In the literature, pursuasive

The cumulative thrust of the evidence reviewed in the arguments support this.
IMF study-that is, the behavior of the consumption- The fourth type of debt reduction, that is, reduced
output ratio in the debt-problem countries, the contrast interest rates on exisiting debt instruments, has not so
between the investment-output ratio in these countries far been put into practice. The reduced interest rate
and in countries without debt-problems, and the sectoral option is attractive from the debtors' viewpoint as they
evolution of investment between the public and private receive a substantial relief in cash flow. As the reduced
sectors--is broadly consistent with the presence of debt interest rate is tied to economic performance, the fear of
overhang disincentives, moral hazard is also, to a large extent, neutralized. A

Debt-reduction measures can be divided in several case-by-case approach to interest rate reduction negoti-
categories: (a) exchange of foreign debt against domestic ated in the framework of an agreed structural adjustment
assets (debt-equity conversion); (b) exchange of foreign program can make a significant dent if the accounting
debt against another foreign asset at a discount; (c) debt and tax rules are modified to strengthen the incentives
buybacks, and (d) debt-servicing reduction through re- for the commercial banks.
duced interest rates. The present tax and accounting rules do not provide

In the first approach, the original lender (or another any incentive for the banks to agree to reduction in
party) has bought the debt at a discount on a secondary interest rates. A variant of reduced interest rates that is
market, takes a loan to the country, and obtains in attractive is analogous to warrants attached to bond
exchange local currency for the full face value of the issues. If the country's major export commodities regis-
official exchange rate. This local currency is used for ter an upward swing relative to the threshold, the credi-
purchase of local equity, relending, and so on. The advan- tors participate in the gains proportionately and the
tage for lenders is that they find a use for their loans at a interest rate reduction granted earlier is brought closer
face value, while the advantage to the borrower is re- to the market rate in accordance with the country's
duced debt. But if the assets acquired by the creditor are payment capacity.
private and the debt is held by the government, which is It has also been suggested that reflows of flight capital
the case in most highly indebted countries, this type of to the highly indebted countries can also fill their exter-
conversion contributes to accelerating inflation and nal financing gap. Estimates of flight capital vary greatly,
higher real interest rates if the government is already but the pool may be as large as $300 billion (Morgan
facing fiscal deficits. In that case, to redeem the foreign Guaranty 1988). The conditions under which flight cap-
debt, the government increases its internal borrowingor ital finds its way back are not necessarily conducive to
prints money. the financial stability of the country. Those willing to

The exchange of debt for other debt instruments at a bring back their flight capital require higher risk premi-
discount, such as bonds and exit bonds, requires that the ums, which result in high economywide real interest
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rates. They choose to keep the assets in a highly liquid sources for debt buybacks provided by IFIs would not be
form and do not always invest in the expansion of pro- sufficient to make a significant difference in the larger
ductive capacity. And at the first possible indication of debtor countries. Thus the Brady initiative may be able
political or economic uncertainty, these financial assets to assist the smaller countries, but it appears that the
leave the shores of the country, accentuating financial expectations that have been aroused about its impact in
destabilization. While foreign debt is guaranteed by the the larger countries are at present exaggerated.
debtor's government and thus safe from default risk,
domestic investments by residents face expropriation Notes
risk (Khan and Haque 1985). This gives developing-
country residents further incentives to place their funds The authors are grateful to Don Hanna for his assistance in the
in riskless savings accounts abroad, and it gives foreign- preparation of this study.
ers a comparative advantage in lending for domestic 1. Aggregate net flows consist of net disbursements of offi-
investment. If this expropriation asymmetry persists and cial transfers, direct and equity investment, and short-, me-
an uncertain economic policy environment persists, dium-, and long-term loans from all sources to the private and
there is little hope for substantial reflows of flight capital public sectors in a country. Net flows, as defined in the World

in the near term. Unless the country is able to eliminate Debt Tables and elsewhere, consist only of net disbursements
b oof short-, medium-, and long-term loans and exclude otherdebt overhang, reduce economic uncertainty, and stabi- copensfrsucelw.

components of resource flows.
lize the economic environment, there is very little hope 2. Aggregate net transfers are defined as aggregate net flows
for significant inflows of flight capital. minus interest payments. This concept differs from the defini-

This finally leads to the question that has been the tion of net transfers that is used in the World Debt Tables and
stumbling block for the success of voluntary debt reduc- elsewhere in so faras it covers both debt-creating and non-debt-
tion, that is, free-riding banks that do not wish to partic- creating flows.
ipate in voluntary debt reduction, hoping others will. 3. A measure of net transfer, implicit interest capitalization
These banks hold out, expecting that the value of their is the ratio of net lending by a creditor (say, private banks) to
claims will be strengthened and pushed back to par value the interest payments due to it in any period.

by the exit of other creditors. The regulatory authorities 4. The aggregate figure masks large differences. Through
concerted lending packages, generally supported by Fund ar-

can play an important role in this regard by treating the coerdlnigpakesgnrlysuotdbyFda-
rangements, certain countries (Argentina, Brazil, Chile) were

nonparticipants differentially and harshly compared to able to obtain increases in commercial bank exposure, but
those participating in the debt reduction. The key to the others suffered a withdrawal of commercial bank lending.
future direction of debt reduction therefore lies in the 5. Some $61 billion in debt relief was provided by Paris Club
way the sticks and carrots are allocated. members to developing countries during 1983-87, compared

with only $19 billion in 1976-82.

The Brady Initiative 6. Since the inception of the debt crisis, commercial banks
have restructured about $300 billion in outstanding principal;
they have assembled $40 billion of new-money packages and

The Brady initiative, announced in March 1989, de- have arranged special short-term credit lines on the order of
parts significantly from the existing debt strategy by $36 billion. The figures for new financing from commercial
allowing the use of financial resources of the Interna- sources in individual country situations through new-money
tional Financial Institutions (IFIs), that is, the World packages do not take account of the outflows to commercial
Bank and the IMF, in support of debt and debt-service creditors in some countries. Hence, the total new money that
reduction in countries pursuing strong adjustment pol- must be raised in the market could be somewhat larger than

icies. Although this is a step in the right direction, the the aggregate net financing requirements.

voluntary choice given to the commercial banks for 7. In Colombia, for instance, only 112 of about 175 creditor
volta n ubanks participated in the January 1988 new-money facility,
participation under the existing ground rules and the which had to be reduced to complete the deal.
limited resources likely to be available from the IFIs have
raised some skepticism as to whether the size of the debt References
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Comment

Mohsin S. Ehan 1982-87. How much of this 3.1 percent a year shortfall
can be explained by the fall in investment? Eduardo
Borensztein and PeterMontiel at the IMF have found that

This interesting and useful overview paper discusses the even under the best set of circumstances, such as an
main issues of debt and external financing problems of ICOR of 2.5, the decline in investment can only account
the highly indebted countries. It addresses three ques- for about 1 percentage point of the 3.1 percent shortfall
tions. First, what has been happening to financial flows (Borensztein and Montiel 1989).
to indebted countries since the onset of the debt crisis? There must be other explanations for the decline in
Second, what flows will these countries need in the next growth rates other than the supply-side effect of the fall
few years to achieve satisfactory economic growth? in investment rates. Possible candidates include restric-
Third, will these countries obtain the external financing tive demand-management policies and import-compres-
they apparently need? sion policies that were adopted in the pursuit of trade

I happen to agree broadly with both the analysis in the balance improvement by the indebted countries. If the
paper and its conclusions. Few economists could dis- slowdown in growth rates was because of the fall in
agree with the bottom line of the paper-that is, external investment, deficient demand, and the negative effects
flows to indebted countries in the 1980s are sharply on productivity created by distortionary trade policies,
down; these countries need a lot of external financing to then simply raising investment rates to precrisis levels
revive their growth rates; and they are unlikely to get it will not raise growth rates sufficiently.
unless something radical (perhaps along the lines sug- The fall in investment was not solely because of the
gested in a number of the papers in this volume) is done.

willfocs o thecenralpart ofthesharply reduced external financing flows. Factors such as
paper-extenal terms of trade deterioration, high real interest rates,financing needs and the scope for action. My comments gcutbacks in public investment, and the disincentive ef-

on the calculation of external financing needs can be fects of the debt overhang were also important and they
divided into those dealing with method and those relat- fe of the det o n wr als impo ad the
ing to the estimates for 1989-95. are not taken into account in this type of model. For

itothe estimates r based ontheexample, if the fall in (private) investment is because of

much-loved, RMSM model of the Bank. For those not the debt overhang, an increase in lending could decrease
familiar with the RMSM model, it is an open-economy investment if it did not generate a commensurate in-

variant of the fixed-coefficient Harrod-Domar model. crease in government revenues or in the tax base. Simply
One problem of the model has a direct bearing on the increasing external financing may, thus, not be enough
estimates of external financing needs. This model attri- to raise investment rates.
butes any fall in growth exclusively to the investment So the estimates can be seriously off if one uses the
decline, and, given unchanged domestic policies, all the fixed-coefficient RMSM model without care. Think of
investment decline to the lack of external financing. what this model would have shown in 1981 about 1982-
Consequently, a dollar increase in external financing 88 growth rates, assuming that private external financing
leads to a dollar increase in investment, and thus a dollar fell from around $30 billion to zero. If the model could
(times the inverse of the incremental capital-output predict accurately, then one could be more comfortable
ratio) increase in output. with the estimates. But it is doubtful if this model could

How reasonable is the assumption that the fall in have the actual growth rates observed in the past sixyears
growth during the 1980s in indebted countries was be- or so.
cause of the decline in investment? During 1975-81, the Having said that, the estimates provided in the paper
growth rate of real output for the 15 highly indebted do not seem all that unusual. Under the optimistic sce-
countries averaged about 4.6 percent a year. This de- nario, indebted countrieswill need $16-$20 billion ayear
clined to about an average of 1.5 percent a year during during 1989-95. The pessimistic scenario results are
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more alarming, with these countries needing about $30 nificantly, debt-equity swaps, exit bonds, and securitiza-
billion a year-about what they were receiving in the tion of debt do not seem to offer much reprieve.
heyday of international lending. There are two questions Since most of the options are not expected to cover the
about the pessimistic scenario: first, why assume the gap, it would be interesting to see the exercise in reverse.
same target growth rate for developing countries as in Suppose the banks did not come in, so that the amount
the optimistic scenario? And second, is the growth rate of external financing was limited to official flows-what
for industrial countries an assumption or a projection? would the average growth rates be? Some simple calcu-
Concerning the second, why is there likely to be a mon- lations indicate that if net capital inflows were about $10
etary shock in 1990-91 that causes a fall in the growth billion a year (from official sources), and sensible macro-

rate in the United States, Germany, and Japan and simul- economic and structural policies were in place, the per
taneously leads to an increase in nominal and real inter- capita growth rates of the indebted countries would

est rates? This scenario is not too convincing. average about 2.5 percent a year. This is certainly below

The prospects for needed flows (even under the opti- average per capita growth rates observed in the 1970s,
mistic scenario) are pretty dismal. The paper goes and well below desirable growth rates, but the picture is

not as horrendous as some would make out. A similarthrough various options in a careful and reasonably exercs ondu by sing the mode in this ar
objective manner, and while one can quibble about some exercise conducted by using the model in this paper

of henubes,tht s,tht riat dret nvste. would yield more negative results, but that is because theof the numbers, that is, that private direct investment mdlde o atr te rwhehnigfcos
willgo p $45 bllin a earbut hatthee wil b no model does not capture other growth enhancing factors.will go up $4-$5 billion a year but that there will be no Ti ae ae nageaieapoc n au

return of flight capital when both are presumably af- Ti ae ae nageaieapoc n au
return of filt fcapita, whebot argmens pmabl a- trally implies systemic solutions. But all countries are notfected by similar factors, the arguments made in the intesm bo.Thparcnlusbyfvigte
paper seem sensible. The outlook for renewed lending by intesmbo.Thparcnlusbyfvigte
papereembsnseve to ascalofaboutloo fo ne nd by case-by-case approach to the debt strategy, based on the
commercial banks (even to a scale of about one-third of argument that there are intercountry differences, but
lending in 1980--82) is bleak. does not elaborate on these differences. There is much

What can be done to fill this financing gap? The paper variation across the indebted countries, and more in the
seems to imply that economies are already suffering from paper on the financing needs of different countries-par-
adjustment fatigue so that one cannot expect much ticularly if we are being asked to accept the present
more. But since the authors do not spell out the assump- case-by-case debt strategy-would have been useful.
tions made about domestic adjustment underlying the
calculations-the improvement in fiscal deficits, the re-
duction in monetary growth, and the change in the References
exchange rate-it is difficult to judge whether the adjust-
ment is the maximum possible or whether the countries Borensztein, Eduardo, and Peter Montiel. 1989. "Investment

and Growth in Heavily Indebted Countries." In Internationalcould still do more. I agree that reflows of flight capital Monetary Fund, WorldEconomic Outlook, Washington, D.C.
are unlikely to provide much to fill the financing gap. But (April).
it is always tempting to think of ways to get this money Khan, Mohsin S., Peter Montiel, and Nadeem U. Haque. Forth-
back-at the end of 1988, private nonbank deposits of the coming. "Adjustment with Growth: Relating the Analytical
15 indebted countries in the major financial countries Approaches of the World Bank and the IM." Journal of
were over $70 billion. Finally, unless things change sig- Development Economics.
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Liquidity, Debt Relief and Conditionality

Stijn Claessens and Ishac Diwan

How do the amount and structure of liquidity and debt Moreover, to the extent that the private sector in indebted

relief affect the welfare of a debtor country and the payoffs countries expects the governments to operate a large
of its creditors? The framework that the chapter develops transfer from this sector, private investment also gets

helps in understanding how various combinations of new distorted, as these expectations are transmitted through

money, interest capitalizations, and debt and debt-ser- the economy in the form of large expected taxes. This
vice reductions affect a debtor country's growth and debt negative incentive effect on investment can be expected

repayments. Most important, the analysis distinguishes to be particularly pronounced in the sectors most likely

between debtor countries that are willing and able to to be tapped for public financing, be it the monetary and
precommit credibly to an adjustment program and those financial systems, the manufacturing sector, or trade
that are not. This allows for a discussion of possible roles activities.2

for the International Financial Institutions (IFIs) in the Both the liquidity and incentive effects can pull highly
debt crisis. indebted economies in a downward spiral, in spite of

Building on recent literature, the chapter contrasts productive-but unexploited-investment opportuni-
two channels through which the burden of external ties. But the country's creditors also suffer from the lack
public debt depresses capital formation and lowers eco- of growth when it depresses their payoffs. If the low
nomic growth below its potential. First, current re- investment status quo is maintained, creditors and debt-
sources must be divided over some combination of do- ors lose, as in an inefficient prisoner's dilemma
mestic consumption, investment, and current external equilibrium.
transfers. After years of austerity and low output, many Creditors and debtors can offer to improve the status-
debtor countries cannot afford to lower consumption to quo allocation. Offers with different combinations of
achieve an external transfer and thus shift more of the liquidity and future debt-service relief imply different
burden of external adjustment onto investment. This degrees of productive efficiency and sharing of the
shift is exacerbated when liquidity is scarce-that is, debtor's output. Since unexploited investment opportu-

when current debt obligations are large, new loans are nities exist in the status quo, there are offers that repre-

scarce, and income is low-and when consumption is sent Pareto improvements.
close to a minimum acceptable level. Often, this "liquid- But because of the intertemporal nature of credit
ity effect" is manifested by crowding out private sector relations, each side will not move first unless convinced
investment.' In an extreme situation, a liquidity trap can that the other side will do its share. Both parties must
develop, with consumption taking an increasingly larger commit simultaneously to some action to improve on the

share of output, just as a temporary grain shortage can status quo: creditors must provide liquidity and commit

become self-perpetuating, causing a permanent famine not to extract too large future repayments, and the debtor
in a rural island. must credibly commit to invest a large share of any

Second, expectations of future debt burdens tend to additional resources made available by relief. Both par-
reduce the incentives for current investment and adjust- ties have access to some-albeit imperfect-commit-

ment. Debtor-country governments' incentives to re- ment mechanisms in the real world: banks can commit
form get dampened, because current austerity for future to reduce future debt-service obligations by recontract-

growth becomes less attractive the larger the share of ing and agreeing to debt write-offs, debt exchanges, and

future marginal output that has to be transferred abroad. low interest rates on rescheduled debt; and debtors can
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commit to invest and adjust before receiving new liquid- second-period resources in case output falls short of the
ity by taking part in IFIs' conditionality programs. The debt service due.5

debtor's commitment to more efficient investment will The economy can be represented by the following five
lead the creditors to provide additional liquidity since equations:
their returns become more secure. As a result, a larger
pie will be available for division between the debtor and (12-1) W= U(Ci) + bC2
the creditors, and Pareto improvements are possible.

The analysis leads to a typology of debt crises. It defines
a debt overhang as a situation where outstanding debt is (12-2) Ci E +L -I
so large that investment will be inefficiently low without
new money or debt and debt-service reductions. A mild
debt overhang can be resolved with new money alone: (12-3) C2 = E + f (I) - R

this is called a liquidity trap. Otherwise, a debt overhang
requires debt or debt-service reductions unless the
debtor uses a commitment mechanism. When a debtor (12-4) R= mi [E+f I),Do+LJ
experiencing a debt overhang that is more severe than a
liquidity trap is willing to commit to an adjustment
program against the provision of liquidity alone, the (12-5) P-R-L
situation is called a "weak" debt overhang. In such a
situation, the commitment mechanism and new money where
resolve the crisis without the need to reduce debt and
debt service. But a "strong" debt overhang cannot be E = the country's endowment in each period,
resolved without debt and debt-service reductions: the Ci = aggregate consumption in period

debtor will be unwilling to commit to a large investment i= (1, 2),
program without debt reduction, even if large amounts I = the investment level in period 1,

of liquidity are made available. f(I) = the return on investment6 in period 2,
L = the amount of resources lent in period 1,
R = the actual repayment,

Liquidity, Debt Stock, and Repayment Do = the inherited debt in period 1,
P = the creditors' intertemporal payoff,

To highlight the effect of liquidity and debt on produc- W = the debtor's intertemporal welfare, and
tive efficiency, the analysis is cast in terms of a simple b = the debtor's discount factor.
two-period certainty model (see Claessens and Diwan
1989 and the appendix). Consider a small, one-good, The debtor's welfare is a linear combination of utility
open economy. In each period the country is endowed of consumption today U(C ) and the present value of
with an exogenous supply of a good, which can be used consumption in the future bC2. The first-period utility
for consumption, repayment of loans, or investment, and function, U(Ci), satisfies the usual concavity and Inada
is a price-taker in the international goods and credit conditions. So the model recognizes that lowering con-
markets. The inherited stock of foreign debt is denoted sumption becomes increasingly painful. For analytic
by Do.3  

convenience, second-period utility is chosen to be linear,
The country is governed by a central planner, who and b is the country's discount factor. This avoids, among

maximizes a welfare function subject to resource con- other things, having to deal with risk-sharing consider-
straints. Decisions must be made regarding new external ations and simplifies the analysis. Take the world interest
borrowing and the allocation of current resources among rate to be zero. To reflect the relative scarcity of capital
domestic investment, consumption, and external trans- in the debtor's country, the country's discount factor is
fers. The timing is as follows: in the first period, the assumed to be below the world's discount factor-that is,
planner may borrow abroad subject to supply con- b < 1. The creditors' net payoff, equation (12-5), is the
straints. The available resources are then divided be- difference between the amount actually repaid in the
tween investment and consumption. In the second pe- future and the amount of resources lent today.
riod, the country makes transfers to the creditors from In a world with perfect capital mobility, the debtor
its endowment and the return on its first-period invest- country's investment and consumption decisions are
ment and consumes the remaining resources.4 To separable. All investment projects with a rate of return
sharpen the analysis, assume that the creditors have a above the world's interest rate are undertaken, resulting
"gunboat" mechanism for capturing all of the country's in an aggregate efficient investment level of I*. If the
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resources available for current consumption are too low to the efficient investment level I**) and to overconsume
in relation to future expected output, the country can (or engage in capital flight).7

reallocate consumption intertemporally by borrowing The relationship between debt stock and repayments
from abroad, which results in the equalization of the can be represented in the form of the debt Laffer curve
marginal rate of substitution of intertemporal consump- for a given level of liquidityL.8 In figure 12-1, the actual
tion with the discount factor b. repayment R is depicted as a function of the debt obliga-

Butwithalarge inherited debt, the separation between tion Do by the curve Lo when no new liquidity is made
investment and consumption decisions no longer holds. available to the country. The repaymentfunction initially
Investment responds to two additional considerations, a increases one-to-one with indebtedness, but after a cer-
liquidity and an incentive constraint. As a result, the level tain level of debt not all debt is repaid, and the repayment
of investment chosen by the country can be represented function curves down, reaching a maximum at D*(Lo).
by a function I*(L, D) that increases with liquidity L and Past this maximum, an increase in debt obligations re-
decreases with outstanding debt D. In this stylized duces actual repayment.9
model, it is best to think of investment as being deter-
mined in two stages: first, the country must decide if it
is stategically desirable to invest at all; and second, it Liquidity Considerations
must decide how much to invest -if at all- according
to its liquidity situation. The opportunity cost of investment increases with the

scarcity of current resources. As a result, the country's
The Incentive Effect of a Large Debt effective rate of time preference becomes larger than the

world interest rate, rendering investment opportunities
With a large inherited debt, investment decisions obey that are valuable by international standards-whose rate

strategic considerations. To illustrate, consider an ex- of return is above the world interest rate-unattractive.
treme situation where external debt is infinitely large. The investment level chosen,*, will then be too low from
Because of the gunboat technology assumed in the a world efficiency viewpoint. Only when enough new
model, the debtor can rationally expect that all its future resources are made available will investment be efficient:
returns from investment will be expropriated. It then I* = **.
becomes irrational to sacrifice any current consumption For each level of debt obligations, the country will
for investment, since all the resulting increase in future invest and repay more, the larger the available liquidity.
output will benefit the country's creditors, but not the As a result, a debt Laffer curve exists for each level of
residents. liquidity. In figure 12-1, this is depicted by a family of

More generally, when the amount of future contrac- Laffer curves, one corresponding to each level of liquid-
tual obligations falling due is large, the associated future ity. As liquidity increases (from 0 to Li to L2), the country
repayment obligation can act as a tax on investment since retains its creditworthiness for higher levels of debt, and
a share of the return will go to creditors. It then becomes the tops of the Laffer curves correspond to larger
rational for a high-debt country to underinvest (relative amounts of nominal debt obligation-that is,

D*(O) > D*(Li) > D*(L2).

Figure 12-1. Laffer Curves and Liquidity
The Maximum Repayment Function

Actual repayment (R)
The important implication of the dual liquidity and tax

effect on investment is that, in general, the incentive for

D investment will depend on the amount of liquidity pro-
vided and on the amount of debt repayments, D, that the
creditors are expected to ask for in the future. The debtor

Cwill invest 1, and repay D only when D is smaller than
some threshold level D'(L), with D* increasing in the

L 0 Lj Lamount of liquidity provided (L). If the creditors are
expected to ask for a repayment larger than D*(L), invest-
ment is optimally set to zero, and creditors can at most

a Debt outstanding (D) expropriate the country's endowment, E, in the future. If
D*(O) D*(LI)J the creditors instead asked for D*(L), the country would

Do D*(L2) invest and be willing to pay D*(L).
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Figure 12-1 can be used to derive the maximum creditors of different amounts of liquidity and debt repay-
amount creditors can expect to get as a function of the ment to try to improve its welfare level.
amount of new liquidity theyprovide, assuming thatthey What kind of deals, pairs (L,D), are feasible between
adjust the level of contractual future debt obligations to the two parties? For each level of liquidity L, the two
get the maximum possible repayment D*(L) (as given by parties know that it would be in their joint interest that
the tops of the corresponding Laffer curves). This can be future debt obligations be written down to D*(L).u1 Cur-
seen in figure 12-2, where the curve RR' depicts the rent negotiations can therefore be viewed as centering
maximum repayment frontier that implicitly embodies on the issue of picking a pair (L, D*(L)); that is, a point
the optimal creditors' action regardingD at each level of on the maximum repayment frontier RR'.
liquidity. On the frontier RR', the creditors always take Existing foreign creditors may want to finance new
the debtor's trade-offs regarding investments and con- profitable investments to increase the size of the eco-
sumption into account and collectively write down the nomic pie to be divided in the next period between
debt to the level at which their collective returns are themselves and the country. But the creditors need to be
maximized. Therefore, the disincentive effect is elimi- assured that (part of) their new loans will be used for
nated in all the allocations on RR', and the gross return investment. Since the country decides after receiving the
is maximized.' 0 In figure 12-2, points C, D, and R corre- new loans how to allocate these new resources between
spond to the maximum future repayment that can be investment and consumption, creditors can rationally
secured with new loans of size Li, L2, and zero, expect that only part of those resources will be invested,
respectively especially when the tax and liquidity effects are strong.

The creditors will take the debtor's ex-post trade-off into
Optimal Provision ofLiquidity without Commitment account in making their ex-ante decision regarding new

loans. This time-consistency problem (or ex ante com-
pared to ex post) limits the offers the creditors can make

Define a debt overhang as a situation where initial debt to the debtor, or the debtor can make to the creditors. In
Do is larger thanD*(). The rest of the paper will concen- terms of figure 12-2, debt offers of (R,L) above the
trate on cases of debt overhan-that is, will assume that maximum repayment curve RR'are not credible because
Do > D*(0). they are not time-consistent. Only offers on or below

In figure 12-2, the status quo (no debt relief, no new RR'are time-consistent and thus credible. The credibility
liquidity, and no new investment) is depicted by point S problem increases with the scarcity of liquidity, since the
that lies below the maximum repayment frontier. Assum- debtor is more likely to consume the new resources. This
ing creditors act collectively, they can make offers to the is reflected in figure 12-2 by the very flat slope of the
debtor to try to improve their net return. Bywriting down maximum repayment function RR' near the origin: ini-
debt fromDo toD*(0), banks can increase their return (to tially, increasing liquidity has very little effect on invest-
point R in figure 12-2) without providing new liquidity. ment, and thus on maximum repayment, and the slope
But larger net payoffs are generally possible with more of RR' is almost zero.
liquidity. The debtor can similarly make an offer to the It is possible to plot in the space (RL) in figure 12-2

Figure 12-2. Allocations without Investment the indifference curves of the creditors. They care about

Commitment their net return, P, where net return is the future ex-
pected repayment, R, minus the amount provided this

Actual repayment (R) period, L. Their indifference curves are thus straight
lines, whose slope is equal to their discount factor. 2 For
example, the creditors are indifferent between the status

pc pS quo allocation, S, and all the allocations on the line PS:

R' larger new loans are compensated by larger future repay-
"' D ments. The creditors would refuse any offer on RR' that

c yields a payoff smaller than in S, implying that they
would find offers to the right of line Ps unacceptable but

X/ would accept offers to the left of PS."
The debtor would prefer to be as much on the right on

RR' as possible: after all, more liquidity cannot hurt,
R given that the investment decision is freely reached after

loans are disbursed. An offer at point R (no new money
New loans (L but a debt write-off to D*(O)) is preferable to the status-

L, L2 quo allocation S. The increase in actual repayment
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(R - S) is more than offset by the future gains from must provide enough resources today and commit not to
increased investment. Thus, any offer on RR is, in prin- extract too much in the future. In an infinite-horizon
ciple, acceptable to the debtor since it would increase his model, and in the real world, what is needed is a commit-
welfare above the status-quo level. ment from the creditors not to extract too much in each

From the creditors' viewpoint, the highest payoff ac- individual period from the country, given the country's
ceptable to the debtor is given by point C, where the line investment potential and its intertemporal trade-offs. In
Pc is tangent to RR'. Interestingly, the offer at point C the presence of a high level of future obligations, credi-
improves the debtor's welfare also, a reflection of the tors can achieve this commitment by reducing the pres-
time-consistency problem, since the debtor has to be (ex ent value of future contractual debt obligations embod-
post) aswell-off investing and repaying as defaultingwith ied in debt contracts-for example, through debt
more liquidity. It is in the interest of creditors to provide write-offs or by lowering interest rates on rescheduled
the debtor with some liquidity since it yields them a debt and new money.
higherpayoff as the debtor invests some and repays more. More generally, in a model with uncertainty, the cred-
The debtor gains because only part of the new liquidity itors should commit not to extract too much relative to
is invested. The preferred allocation for the debtor ac- the resources available each period for consumption,
ceptable to the creditors (that is, on or above line Ps) is investment, and repayment. Ideally, the creditors should
given by pointD. AtD, the debtor's welfare is maximized, commit to extract smaller resources in bad states of
subject to the constraint that the payoff of the creditors nature, but retain the option to collect more in better
is not below the status-quo level Ps. states of nature. Debt reduction should be state-contin-

The final allocation agreed upon between the debtor gent to minimize any disincentive effects, while allowing
and the creditors will therefore have to lie on the segment the creditors to benefit from positive developments that
CD of the maximum repayment frontier. The exact allo- would raise the debtor's ability to pay (see Krugman,
cation will depend on the relative bargaining strength of forthcoming). But contingent commitments are more
the two parties. In general, it will be a combination of complicated to arrange. Cohen (in this volume) presents
debt and liquidity relief, with the debtor preferring allo- a useful and practical interpretation of the creditors'
cations with more liquidity relief. Debt or liquidity relief commitment in an infinite-horizon model. The key is
alone will not be as efficient to encourage investment that as one moves into the future (that is, as the two-pe-
unless one of the liquidity or incentive constraints is not riod model is rolled forward), the debtor knows that its
binding in the status quo. liquidity concerns will be taken care of. It is only in this

sense that debt reduction matters, as it represents a
Productive Efficiency commitment by the creditors to ensure that sufficient

liquidity is available for the debtor to overcome its incli-
Moving along the maximum repayment frontier RR' nation to underinvest to reduce future debt repayments.

from C to D, the debtor increases investment. With
diminishing marginal returns, the slope of RR' becomes EmpiricalEvidence
less steep as L goes up. But as long as the debtor remains
liquidity-constrained, the marginal return on invest- It is useful to review at this point the (little) empirical
ment will remain above the world gross interest rate. The evidence that is available on the debt Laffer curve. There
debtor would like to obtain more loans but cannot cred- are no accurate empirical estimates on the exact magni-
ibly promise to repay these loans since it cannot commit tude of a debt overhang's disincentive effect on invest-
to invest a large enough share of them to guarantee full ment that correct for country-specific variables such as
repayment. For example, allocations on RR' to the right the amount of liquidity available. What is available are
of point D would lead to larger investment, but the various estimates of the relationship between the second-
creditors' net payoffs would be belowPs. If commitments ary market price of developing countries' debt and the
on investments were available, the debtor could over- countries' indebtedness (as reflected in standard credit-
come its credibility problem and obtain more loans, worthiness variables).14 Relying on panel data, these re-
which would lead to higher investment, higher debt gressions relate the secondary market price to standard
repayment, and increased welfare. debt ratios (debt to GNP, debt to exports) and to dummies

for factors such as time, the existence of a debt-equity
Debt Relief and Creditors'Commitments program, arrears, and the classification of loans to the

country by regulators.15

The model distinguishes only two periods: today and These price equations can be used to derive individual
the future. For creditors to maximize their return, they countries' debt Laffer curves based on market percep-
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tions (Claessens 1988 and Cohen in this volume). The Figure 12-3. Allocations with Investment Committment
level of debt for which the market value of debt is maxi-
mized can then be compared with the actual outstanding Actual repayment (R)
debt. The conclusion of this empirical evidence is that PC,
only a few countries seem to be on the side of the Laffer PC
curve for which the market value of debt declines when
the nominal face value of debt increases.16 According to P
this evidence, debt reduction is perceived by the market L(I**)+E RC D1 R'
to be in the collective interest of creditors for only a D
limited number of countries. But in reality, incentive
effects may well be entirely separable from market per-
ceptions. Since none of these exercises comes close to a
full-fledged structural model or even controls for coun-
try-specific variables such as liquidity, it is unreasonable ,'
to draw any conclusions about the desirability of debt 0 I
relief.17

Optimal Allocations with Commitments
by the Debtor o New loans (L)

Because productive inefficiencies cannot be resolved L2

without investment commitment in the presence of liq- Which allocations on or below the new maximum
uidity constraints, both parties can stand to gain if new repayment frontier are acceptable to the debtor and the
loans can be made secure to finance additional invest- creditors? At each level of liquidity, the creditors can now
ment.18 A mechanism that allows the debtor to commit extract larger repayments from the debtor in the future
to an investment level before new loans are provided can because output is larger. For the commitment (to lower
lead to overall gains, since it can overcome the credibility consumption in the first period in order to increase
problem the debtor has in assuring creditors that new investment to ]**) to be welfare increasing, the debtor
resources will be invested instead of consumed. The must be compensated either through larger new loans
analysis above revealed that the credibility problem is (liquidity relief), lower future repayments, or both. 'Ike
more important when the liquidity constraint is more point C for instance: there must be some allocation on
binding. But while the extra gains of the commitment RR' that leaves the debtor indifferent between non-
mechanism can be shared, it will be shown below that it commitment and a commitment to invest I**. Plot this
can also hurt the debtor. second point in figure 12-3 by point C*. To compensate

The possibility of making offers in terms of a triplet the debtor for its investment effort, C* must include
(D,L,I) will allow for a larger economic pie than through larger loans, and it therefore lies to the right of point C.
making offers in terms of (D,L) alone. The exact division In turn, various allocations with larger liquidity (but also
of the larger pie depends on the bargaining position of larger future repayment) yield the same welfare as C* in
the two parties and can be influenced by the objectives of the commitment mode. They are represented by the
the provider of the commitment mechanism.19  curve C*C' in figure 12-3. Along C*C', the debtor is

willing to trade more repayment for more liquidity, but
Pareto Improvements its rate of time preference remains larger than the

creditors' (that is, the slope at each point on C*C'is larger
A commitment mechanism can allow for the maximi- than the unitary slope of Ps). Using similar reasoning,

zation of the economic pie that gets divided between the there exists a point S* that represents the commitment
two parties. This is achieved when the debtor commits to allocation on RR' with equal welfare level for the debtor
undertake all profitable investment opportunities (from as under the status quo at S, and a corresponding indif-
a world capital market viewpoint), so that the marginal ference curve S*S'.
return on investment is set equal to the world gross Offers that yield a lower welfare than the status quo (at
interest rate. Feasible (D,L) offers, when the level of point S) will certainly be rejected by the debtor. This
investment committed to is **, will be bound by the new restricts acceptable offers to lie to the right of the indif-
maximum repayment [E + f(I*)], represented in figure ference curve S*S', as shown in the gray area in figure
12-3 by a horizontal line. 12-3. Moreover, offers that yield a welfare level lower
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than in the worst cooperative noncommitment alloca- best noncommitment allocation (point C in figure 12-3,
tion (to the left of C*C') are also likely to be rejected which is equivalent to its welfare under the commitment
(unless the creditors can credibly threaten to impose the allocations on the indifference curve C*C'). This leads to
inefficient status-quo allocation in the absence of a deal the following classification of debt crises.
involving a commitment by the debtor). From the
creditors' viewpoint, offers that result in a payoff smaller Debt Overhang
than the status quo will not be accepted, so acceptable
offers must thus lie above line Ps. A debt overhang was defined earlier as a situation in

Therefore, there will always be a setof allocations with which the liquidity effect, the incentive effect, or both,
a commitment to invest I** that will Pareto-dominate are strong enough to discourage growth without conces-
the status quo. These allocations are represented in fig- sions by creditors. In a debt overhang, the debtor is
ure 12-3 by S*DD'S'. Moreover, there will always exist a unable (or unwilling) to invest without new loans or debt
set of allocations with commitment that will Pareto- relief. In terms of figure 12-3, a debtor with outstanding
dominate any noncommitment allocation on RR'. For debt Do above pointR will have a debt overhang because
example, the area *C'C" represents the set of allocations R corresponds to the top of the "no new liquidity" Laffer
that are Pareto improvements relative to C: the debtor curve.
has the same welfare on C*C' as in C, while the creditor
has the same payoff on CC" as in C. Liquidity Tap

But one can always find commitment allocations (in
S*DD'S' ) that do not Pareto-dominate any particular A liquidity trap occurs when current liquidity is very
noncommitment allocation. It is thus possible that the scarce, consumption is close to its minimal acceptable
debtor or the creditors become worse-off when the com- level, high-return investment opportunities are unused,
mitment mechanism is used. For instance, pointD with- and debt outstanding is not too large. In such a situation,
out commitment will be preferred by the debtor to point providing small amounts of new loans is not profitable
C' with commitment (and vice versa for the creditors). since most of the new resources will be consumed. But
More important, the set of commitment allocations in providing large amounts of new loans can be profitable
S*C'C*S' make the debtor worse-off than in its worst since the marginal share of investment in new loans
noncommitment allocation in C. Without commitment, increases with the loan size. If marginal returns on
the creditors have to provide some extra incentive for the investment are large enough, aggregate investment
debtor to invest and not default. But using the commit- can-in this situation--exhibit increasing returns to
ment mechanism cannot make the creditors worse-off scale.
than in their worst noncommitment allocation (pointD). In this model, a liquidity trap arises when the slope of

the maximum repayment frontier RR' is smaller than the
Types of Debt Crises and Associated Policies creditors' discount factor around L= 0, and the initial

level of debt is low enough to make full repayment of the
While the severity of debt crises depends on the sever- old debt and the new loan possible. In figure 12-3, that

ity of inefficiencies associated with the incentive and happens forDo smaller than T.20 To see that, consider the
liquidity effects, it helps to classify debtor countries ac- allocations on the line Pc. When initial debt is given by
cording to the types of financial arrangements that are Do = T, S is collected in the absence of debt relief, and R
required to restore efficient production. Such a typology is collected with optimal debt relief. But the provision of
helps to clarify the policy debate by discriminating (at liquidity Li allows the creditors to recapture the out-
least conceptually) between countries that need debt standing debt T plus the new loan Li. Consequently, a
write-offs and those that need only new liquidity. liquidity trap arises for any initial level of debt below T

The typology is built around the three instruments but above R.21
that, individually or in some combination, are used for
debt recontracting: new loans, near-term debt-service Weak Debt Overhang
reduction, and debt write-offs. It should be noted at the
outset that any typology of debt crises is not value neu- When outstanding debt is large enough to create a debt
tral. To say that a debtor country needs debt reductions overhang that cannot be resolved with the provision of
involves a judgment on the exact welfare level desirable liquidity alone, but not too large, the status-quo situation
(or necessary) for the debtor. Here the debtor's reserva- can be improved upon by using the commitment mech-
tion welfare is defined as its welfare under the creditors' anism alone. This encourages creditors to provide larger
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loans that, when invested, generate larger "surpluses" to increased volatility of various world prices. When actions
be shared. In other words, investment commitments can needed to prevent a liquidity trap from deteriorating are
transform a debt overhang into a liquidity trap that can not taken, a downward spiral can occur, leading to a
be resolved only with new liquidity. situation that requires debt reduction and conditionality.

In figure 12-3, this corresponds to a situation where With some lag, decisionmakers have recognized this
inherited debt Do is below point 0 (but above T). The deterioration and have moved from an IMF balance of
availability of sufficient amounts of liquidity that are payments strategy with a stress on liquidity needs (Baker
conditioned on efficient investment can make investing plan I), to a strategy with a stress on conditionality (Baker
sufficiently attractive for the debtor to prefer it over the plan II), to a strategy with a stress on a combination of
alternative in C. Creditors are willing to provide new conditionality and debt reduction (Brady plan).
liquidity, given the debtor's investment promises. The
debtor would restore its creditworthiness and repay its Instruments
old and new debt. Without the commitment mechanism,
it would have been in the interest of the creditors to write
off debt to T and provide new loans in the amount of Li. The analytical framework and the typology of debt

crises developed above provide some guidance on how
the different tools of debt recontracting must be com-

Strong Debt Overhang bined to alleviate the debt crisis on a case-by-case basis.
. sFor this, it is necessary to distinguish between the effects

A strong debt overhang exists when inherited debt is o h ifrn eotatn ntuet ndb
so large that the status-quo, low-growth equilibrium of the different recontracting instruments on debt
allocationWstocks, and current and future debt service.

aloain ilb peerd ytedetrul.ssm New loans, interest capitalizations, and rescheduling
portion of the existing debt is written off. The allocation of prini ere als c oliuiditysthat in

of rsoucescanthenbe urter mproed y nw lans of principal are all sources of liquidity that increaseof resources can then be further improved by new loans furecnataloiginsRdcinsncret
and investment commitment. The reduction in the con- future contractual obligations. Reductions in current

tractual future debt obligations is needed because the debt-service oi s re also a source of liquidity, but

debtor would refuse to commit to restore its creditwor- iement ithra detwre-off,gateorary re
thinss wthou it.implemented with a debt write-off, a (temporary) reduc-thiness without it. tion of interest rates, or both. But a write-off will have

I iuionre -3ait debt isboven ncorespodsh. little impact on current liquidity when principal repay-
a iutinwer neitddbti bvepit.. h ments are regularly rescheduled; only interest payments

debtor will only be interested in regaining creditworthi- would be reducdilyinthatuadola oftet reuc
ness when the creditors give an upfront debt write-off would led oolyibott cents of dit relief
that brings the future debt obligations down to O. At that uc eit ons abte quiywsl reue

poin a ommtmet t inest ffiienly oul beac- Buybacks, exit bonds, and debt-equity swaps also reduce
point a commitment to invest efficiently would be ac- ftr otata biain.Btteemre-ae
ceptable to the debtor because it would provide him with detredcon orations ut in aregaei

a wefar leel t lest qua tothatat oin C.debt reduction operations often result in a negative liq-
a wefar lee.tlateul ota tp tC uidity effect because current resources are expended
The classification above suggests a natural evolution udt fetbcuecretrsucsaeepne

nthe classfcao b cris s a nerls revoltn (swaps are buybacks with strings attached, while for exitin the degree of a debt crisis when proper policies are not bonds the expense can take the form of collateral). See
undertaken on time--from a liquidity trap, to a weak bodthexnscatkehefrofoltrl)Se
udetoertakng to t romg aebt liquidity ft, toClaessens and Diwan (in this volume) for a discussion of
debt overhang, to a strong debt overhang.0Often, difficul- these market-based debt reduction instruments.
ties have prevented or delayed the policies needed at a theabov ed can reummarzenta 1
specific phase in a debt crisis: collective-action problems

creditors, coordination problems within the which scores debt-recontracting instruments according
a ont bto their liquidity and incentive effects on investment.
debtor country between public and private agents, and Temti hw htnwmnyivle rd-fThe matrix shows that new money involves a trade-off

between a positive liquidity and a negative incentive
'tble 12-1. Effects ofDebt-Recontracting effect. At low debt levels, the incentive effectwill be small,

and new money can be a sufficient inducement for
Liquidity Incentive growth. At higher debt levels, the incentive effect can

instrumnent effect effect
New loans + dominate. Thus, overcoming the liquidity effect by pro-

Future debt and debt-service viding new money alone is not an attractive proposition
reduction 0 + for heavily indebted countries. But a combination of new

Current debt-service reduction + 0 money and future debt and debt-service reduction can be
Market-based debt reduction - + attractive in those cases, because the negative incentive

Note: A + indicates an increase in the incentives for investment, effect of new money is partly offset by future debt
while a - indicates the reverse. reduction.
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A discussion of the relative benefits of debt reduction times, some trade-offs. While a preference for growth
and new liquidity should be based on empirical measure- leads them to attempt a division of the efficiency gains
ments Of the magnitudes of the liquidity and incentive that favors debtor countries, an interest in the stability
effects, together with an assessment of the potential of the international financial system creates incentives
investment opportunities. At a minimum, countries to favor higher payoffs for the creditors at the debtor's
should be classified in the debate on debt relief according expense.
to a taxonomy that matches up instruments with In practice, since the IFIs are better informed than
countries. commercial creditors about the debtor's true commit-

ment to an adjustment program, they will only be able
Conditional Lending by IFIs to influence the relationship between debtors and credi-

tors by putting their own funds at risk. After all, if an IFI
has nothing to lose when its conditionality program fails,

Bnsecuse varos a maoeonmic th refonditied why would the creditors believe that the commitment ofon specific micro- and macroeconomic reforms, it is thdetriceib?Ceiilyisseta,snewt-
logical to think of the provider of the commitment mech- the debtor is credible? Credibility is essential, since with-

anism as an IFI.23 The influence of IFIs often goes beyond out it the creditors are less willing to share the burden of

the exact amount of resources they provide to include the necessary liquidity relief.

larger parts of the public sector influence on the econ- This argument implies that for the IFIs to be able to

omy, as in the World Bank's structural adjustment lend- contribute to the resolution of a debt overhang, they
ing. The commitment mechanism should therefore be must be willing to provide loans, or guarantees on other

viewed to cover not only investment decisions, but also parties' loans, not only to add to resources but-more

(public sector) consumption decisions and policy and important-as a means of signaling their beliefs. If the

institutional reforms to increase the efficiency of re- IFIs believe that the creditors have given enough conces-

source use-and to increase domestic savings and hence sions for a viable, acceptable conditionality program,
the resources available to finance investment and they should perceive their lending or guarantee opera-

growth.24 tions to be of limited risk. Without such a judgment,
IFIs are able to provide an effective commitment however, conditional loans and guarantees will be risky

mechanism using conditional loans because of their ca- and unprofitable. Since the IFIs must earn a fair return
pabilities in economic analysis, their long-term relation- on their operations to remain financially sound, they
ships with debtor countries, and their status as interna- must have assurances regarding a viable financing sce-
tional organizations. The commitment mechanism is nario, including the appropriate amounts of debt and
made operational by conditioning the IFIs' own disburse- liquidity relief, before accepting to lend (or guarantee)
ments on specific policy actions, linking other lenders' themselves.
financing and disbursements to the IFIs' own actions, When a weak debt overhang exists, new loans can be
and through the long-term relationship with the coun- profitable if conditionality is imposed. New loans and
try. There has been reasonable success in implementing proper conditionality will then be sufficient to increase
conditionality, which can thusbe considered asomewhat output and assure repayment 6 The exact amount of the
effective commitment mechanism.25  liquidity provided by the IFIs is not important, provided

The IFIs can get involved in various ways in a debt the remaining creditors fill the residual financing gap.2 7

overhang situation. One way is to simply make their Butin cases of strongoverhang, newliquidity provided
commitment mechanism available, allowing the debtors by IFIs will not be sufficient nor efficient, as incentives
and creditors to reach their own bargain, which presum- for investment will still be lacking; when all is done, the
ably could produce Pareto improvements. As shown economic pie will not be larger because the new loans
above, the exact effect of the use of commitments on the will have been largely used for consumption. Effective
welfare of the two parties will depend on their respective conditionality is in this case unacceptable to the debtor
bargaining strengths. But, as possible brokers with added since it requires investment without offering increased
value, the IFIs' own objectives will also be important in welfare?8 In situations of strong debt overhang, the IFIs
determining their position in the bargaining process cannot enforce an efficient allocation using conditional-
between debtor and creditors. Their objectives are likely ity and new loans unless future debt obligations are
to include a preference for a stable international financial reduced. The relative lack of conditional lending pro-
system and for growth in the developing countries. These grams in the least creditworthy countries may thus be
preferences will play an important factor in any attempt explained by the creditors' (past) unwillingness to grant
by the IFI to distribute the efficiency gains associated debt relief. In addition to liquidity relief, debt and debt-
with its commitment mechanism between the debtor service reductions are needed, as the multilateral will not
country and the creditors. But, the IFIs'goals involve, at be able to "sell" its conditionality program otherwise.
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Conclusions mitmentmechanism can be divided between debtors and
creditors.

The chapter has shown that commitment mechanisms An important aspect not addressed in the paper is the
on both sides can lead to substantial efficiency gains interaction between the public and private sectors when
when a debt overhang exists. The exact division of the a debt overhang exists. The exact transmission of the
larger pie will depend on the strategic interactions be- liquidity and incentive effects from an indebted public
tween the debtor and creditors and on the objectives of sector to the private sector, which is responsible for a
the provider of the commitment mechanism. For some large share of investments, has remained unexplored so
countries, committing to efficient investment levels can far in the literature and needs to be addressed. Further-
be sufficient to avoid debt write-offs. more, the ability of a government to commit to an ad-

In designing a financial package for a debtor, it is justment program will probably be influenced by politi-
important to incorporate its intertemporal trade-offs in cal circumstances, and would need to be explicitly
the analysis. In proposals to address the debt crisis, the considered in the design of any program.
analysis must incorporate linkages between the external The chapter can be used as a starting point to study
debt situation and growth prospects, not only by me- the implications of uncertainty and asymmetric informa-
chanically filling financing gaps, but also by analyzing tion on the outcome of the bargaining process between
the strategic trade-offs facing the debtor. To this end, debtors and creditors, and the implications for more
further analysis and empirical estimations of the liquid- efficient strategies. This would allow a further analysis of
ity and incentive effects are needed for a proper design the difficulties in the implementation of efficient debt
and evaluation of debt deals. write-offs in cases of strong overhang and the explana-

The IFIs should redefine their policies of "financing tion of the current strategy of muddling through as a
assurances," "burden sharing," and "critical mass" to pooling equilibrium. Various financial tools used by cred-
mean that the appropriate amounts of debt and liquidity itors and debtors, which, at face value, do not seem to
relief must be committed to by other creditors before generate financial benefits, might then be explained in
they offer their commitment mechanism and before they terms of providing some screening and signaling
provide new loans or guarantees. Once these conditions benefits.
are met, the gains associated with the IFI's com-

Appendix

Solutions with Noncommitment

Given an amount of liquidity L, the debtor chooses P (12-2') D 5 E + f[ I*(L)]
that maximizes welfare in (1), subject to (2) and (3) when
repayment considerations are ignored. Therefore, P is an U(E + L) +[ E -t(L) + L ]
implicit function of liquidity, L, which satisfies: b b

(12-1') f'(I) = U > 1. Denote by D*(L) the largest D that satisfies (12-2'.
D*(L) represents the top of the L Laffer curve in figure

In t = 1, the debtor chooses a pair (, h) given (D, L). 12-1, and the maximum repayment frontierRR'in figure
Investment is suboptimal when the debtor is planning to 12-2.
default in t=2. As a result, either: f(D,L)=]* and Assume that the debtor experiences a debt overhang;
(tD, L)= D, or (D, L)= 0 and (,D, L)= E. The for- that is, Do2D'(0). We define the status quo as

mer is optimal iif (D,L) satisfies: (D,L)= (Do, 0). In the status quo, represented in figure
U(E + L - *) + blE + /tP) - D] U(E + L-I*), that is, iif: 12-2 by point S, Ws= U(E) and Ps = E.
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Optimal (D, L) Offers Optimal (I, D, L) Offers

Debtor: The problem of the debtor is to find an offer Debtor: The problem of the debtor is to find an offer
(DD, LD) that solves: (P*, DD, LD) that solves:

W(DD, LD) = max W[4(D, L), (t D, L)J W(]*, DD, LD) = max W[I, (I, D, L)]

subject to (12-2') (the offer is credible) and to: subject to: (12-2") and to:;

(12-3', DD - LD (12-5') DD E + f(1 ) (ex-post creditworthiness);

Expression (12-3') constrains the offer to be accept- (12-6) Do - LD P = E (offer acceptable to the
able to the creditors. Clearly, (12-3') will be binding. creditor).
Moreover, (12-2) will be binding if the debtor is liquidity
constrained in the sense that a larger L is always pre- Since (12-6) will certainly be binding, Do = E + LD.
ferred when feasible. In this case, the optimal offer solves When the debtor has a high preference for liquidity,
D*(LD)-LD =E and is represented in figure 12-2 by U(E)<U(E+LD -ID), implying that (12-5') is more
pointD. binding than (12-2"). Denoting by n the Lagrange mul-

Creditors: The creditors' objective is to find a pair tiplier associated with (12-5'), and plugging (12-6) as an
(Dc, LC) that solves: equality in (12-5), the first-order conditions yield:

PC[((DC, LC), DC, LC)] = max [R - L] tr(E + LP - J**) = (b + n)f '(I**) = b + n,

subject to: implying that f(I**) = 1. When (12-5') is binding
(n> 0), LP = f(f**) and D**= E + f(I**), implying that

(12-4') W*(Dc, LC) C2 = 0 and Ci E as LD = f(F*) > **, This solution is

(acceptable offer) and (12-2') (credible offer). represented in figure 12-3 by point D'.
.D*.CCreditors: The creditors' problem is to find

Clearly, (12-2) will be binding, and thusDc= D*(Lc. T cetr Do Ls ta sovd
Plugging (12-2') into (12-5) and differentiating, Le *
solves the following first-order condition: P[L, k(I*, DC, LC)] = max [D - Ll

0 = V[E + LC - t(Lc)I _'(E + LC) subject to (12-2") and to:
b b

(12-7) E + f(t*) DC (ex-post creditworthiness).

b As above, (12-7) is more constraining than (12-2")
when the debtor has a preference for liquidity. The first-

implying that f'[I*(Lc)] > 1. Also (12-4') holds since order condition implies that f '(I**) = 1. This solution is
U(E + Lc) > U(E). The solution is represented in figure represented in figure 12-3 by point S'.
12-2 by point C.

Notes
Solutions with Commitments

The authors would like to thank Guillermo Calvo, Daniel
The effect of commitmentP* is to replace the credibil- Cohen, and Ken Froot for their helpful comments.

ity constraint (12-2') by the acceptability constraint: 1. Note that capital accumulated abroad by the private
sector does not provide the public sector with resources. Thus,

(12-2") D5 E + f (**) - + U(E - ** + L) investment can well be constrained by liquidity considerations
b b even when a segment of the private sector accumulates capital

abroad.
2. The flight away from taxed sectors can lead to very

which says that given L, the debtor must be better-off inefficient equilibria, developing sometimes into panics when
investing the committed ]* and repaying D than getting expectations of reduced tax bases feed expectations of higher
the reservation welfare Ws. taxes, further increasing the incentives to pull out. Such unsta-
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ble equilibria become more likely in high-debt situations and 15. A typical equation would be the one reported by Sachs
can lead to a flight from money, causing hyperinflation (see and Huizinga (1987), where the secondary market price is a
Calvo 1988), capital flight, and a rapid decapitalization of an function of (with the sign of the parameter in parentheses) the
economy (see Eaton 1987). debt-to-GNP ratio (-), average GNP growth over the last five

3. The economy of the model is close in spirit to the econ- years (+), a dummy indicating whether the country has unilat-
omies of Krugman (forthcoming), Proot (1989), and Corden erally suspended debt-service repayments (-), and a dummy
(1988). indicating whether the U.S. regulators have required an allo-

4. The results of the model would not change if current cated reserve (-). In other equations, the existence of a debt-eq-
transfers to creditors out of the debtor's first-period endowment uity conversion program has been used (+).
were incorporated. 16. Claessens found only Bolivia, Zambia, and Sudan to be

5. Assuming that the creditors can only obtain part of the on the wrong side, with Peru and C8te d'Ivoire being marginal
country's resources in event of a default does not change the cases. See further Cohen (in this volume).
major conclusions of the analysis (but complicates the algebra). 17. It has often been argued that the disincentive effect

6. Assume that the production function is concave-that is, cannot be that large since debtors rarely pay out more than 2-3
f' > 0 and f" < 0. Investment should be interpreted broadly percent of their GNP. But since sanctions are most likely trade-
here and should be thought to include changes in (public) related, it is more reasonable to focus on distortions in the
policy that improve the allocation and efficiency of resources, tradable sector. The ratio of total debt service to exports is well
the domestic resource mobilization, and cuts in unnecessary above 20 percent for the highly indebted countries. Moreover,
public expenditure programs. this is only the average "tax," and it is quite possible that the

7. In this simple model, the marginal tax rate is 100 percent marginal tax is much higher. In any case, this issue can only be
because of the assumed gunboat technology, and the country resolved by careful empirical analysis.
either invests or does not invest. In more general models, 18. Sachs (1989) and Aizenman and Borensztein (1988) also
however, the strategic investment decision will be based on an discuss the benefits of a commitment mechanism.
expected tax smaller than 100 percent. Investment will then be 19. The interpretation of the commitment mechanism, and
reduced, but not necessarily to zero. how and when it must be associated with debt relief to make its

8. The underlying concept of a Laffer curve is quite old. Ibn provision financially viable, is discussed later.
Khaldun (1967, pp. 230-31), an early Arab thinker, wrote in 20. Formally, the special analytical model used here does
1377: "[When a dynasty raises taxes] the result is that the not generate a liquidity trap because the slope of RR' is either
interest of the subjects in business disappears when they see larger than 1 at the origin and decreasing thereafter, or smaller
the little profit they make. The result is that the total tax than 1 for all levels of liquidity. In a more general model, a
revenue goes down, as individual assessments go down. Often, liquidity trap can occur.
when the decrease is noticed, the amounts of individual taxes 21. A liquidity trap can arise because of collective-action
are increased. This is considered a means of compensating for problems among creditors. Every individual creditor is tempted
the decrease. Finally, individual taxes and assessments reach to free-ride on the willingness of other creditors to provide new
their limits. It would be of no avail to increase them further. funds.
The costs of all enterprise are now too high, taxes are too heavy 22. The classification used for a strong debt overhang in-
and the profit anticipated fails to materialize." volves a judgment on the debtor's reservation welfare. If the

9. The debt Laffer curve drawn here is more general than status-quo welfare in S was considered as the reservation level,
the one that results from the certainty model used. The cer- the threshold level of outstanding debt above which cases of
tainty model used here would result in Laffer curves that are strong debt overhang occur would be larger than at point 0.
45-degree lines, up to a maximum repayment; beyond this 23. See Sachs (1989) and Bacha (1989) for discussions of
maximum repayment, the Laffer curves fall to a constant the cost, benefits, and effectiveness of conditional lending when

10. This is special to the model used here. In general, the viewed as a commitment mechanism.
disincentive effect is not minimized at the top of the Laffer 24. The World Bank's report on adjustment lending (1988)
curve. mentions reforms emphasing improvements in public sector

11. The discussion here concentrates on the best possible management, removal of price distortions, the opening of the
deals within the available contracting mechanisms to show the economy, and the promotion of domestic savings as important
potential Pareto improvements introduced by commitments. possible elements of an adjustment program.
Debt relief is in the best interest of the creditor group in the 25. The World Bank (1988) reports that, in an evaluation of
absence of uncertainty. See Krugman (forthcoming) and Cohen 51 adjustment lending operations in 15 countries, about 60
(in this volume) for an analysis of the uncertainty case. percent of all conditions were fully implemented during the

12. Since the creditors' discount factor is taken to be 1, the period loans were disbursed. Performance in the areas that were
indifference curves are 45-degree lines. considered critical was somewhat better, and implementation

13. The existence of an intersection between the lineP and performance was 68 percent. It also mentions that clear gov-
the curve RR' is guaranteed by the curvature of RR' and by the emient commitment to and ownership of any adjustment
fact that it was assumed that D*(0) > R(Do, 0). program is necessary for a program's effectiveness.

14. Examples of this are Sachs and Huizinga (1987), Vatnick 26 Another way to make injections of liquidity by multilat-
(1988), Purcell and Orlanski (1988), and Cohen (in this vol- erals profitable is forthe debtors to grant some form of seniority
ume). to multilateral loans. But in cases of weak overhang, this is not
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needed if conditionality works and leads to restored creditwor- Eaton, Jonathan. 1987. "Public Debt Guarantees and Private
thiness. In general, seniority rights are more meaningfully Capital Plight." World Bank Economic Review 1(May):377-
analyzed in the context of amodel of lending under uncertainty. 95.

27. The World Bank's adjustment lending report (1988) also Proot, Kenneth. 1989. "Buybacks, Exit Bonds, and the Optimal-
concludes that the financing and sustainability of adjustment ity of Debt and Liquidity Relief." International Economic
programs are mutually reinforcing and that inadequate funding Review 30(February):49-70.
can be a reason for a country to reverse its policies and renege Helpman, Elhanan. 1989. "Voluntary Debt Reduction: Incen-
on its commitments. tives and Welfare." NBER Working Paper 2692. Cambridge,

28. If the IFI is granted seniority rights over the other Mass.: National Bureau of Economic Research.
creditors, it might agree to inject some new liquidity, but that Ibn Khaldun. 1967. The Muqaddimah (The Introduction).
cannot be associatedwith conditionality, since the debtor would Translated by Franz Rosenthal; edited and abridged by N. J.
not accept it. Dawood. Princeton, N.J.: Princeton University Press.

Krugman, Paul. Forthcoming. "Financing versus Forgiving a
Debt Overhang." Journal ofDevelopment Economics.
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Comment

Guillermo A. Calvo forces may not be able to lead the system to a Pareto
optimum.

This is a nice paper that puts together several crucial The paper's main novelty is that it complicates the

aspectsof the debtproblem. One prominent aspect is that usual story in a relevant way by assuming that the bor-
the debt overhang prevents the world from attaining a rower can cheat (or, in the paper's language, that the
Pareto-optimum allocation. borrower can be time-inconsistent because of his inabil-

The debt-overhang problem appears to have been first ity to precommit). This has the interesting implication
noted in the writings of Sachs (forthcoming). The theme that the Pareto-optimum solution may not be attainable
was later explored by many authors: Corden, Dooley, even when the lenders are able to overcome the free-rider
Froot, Krugman, and Helpman, to name just a few. A problem, simply because the borrower cannot make
central message of this literature is that unless lenders credible commitments. Thus, the paper reaches the im-
are persuaded to work together, spontaneous market portant conclusion that a precommitment technology
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may be as crucial for Pareto optimality as the coordina- Figure 12C-1. Debt Relief and Cheating
tion among lenders. One way to obtain precommitment
from the borrower is to subject him to (credible) third-
party loan conditionality. The authors, however, do not cheat-2
elaborate on how to make conditionality stick- who will
bell the cat, as it were. Nevertheless, the paper has iden-
tified a crucial ingredient in the solution of the debt cheat-1
problem.'

I find myself in almost complete agreement with the
paper's results, but some of them need more careful
qualification. Since the central issues are important, I P
will first present an alternative, simpler model that cap- D

tures the paper's main features. I will then discuss some -Dc' N) - + r) N- D
of the central results and show new ones inspired by their -D,
framework.

A Simple Model

A simple, alternative model captures the paper's main The authors also assume that the borrower can cheat
features. The whole action occurs "tomorrow." Output by consuming or squandering the new money, so, gun-
tomorrow is a function of investment today; the produc- boats or not, the proceeds of the new money become
tion function is f(N), where N stands for "new money." irretrievably lost for the lender. Figure 12C-1 depicts two
For dramatic effects, I assume that f(0) = 0; that is, no different cheating technologies, denoted cheat-1 and
new money, no output. Otherwise, fis, as usual, assumed cheat-2. Each of these curves shows the net output that
to be strictly increasing and concave. New money, N, is could be secured by the borrower if he does not invest
lent only if it receives the international interest rate, r. the new money and uses it, say, for consumption. So if
Therefore, if the borrower takes the loan N and employs cheat-2 is the relevant function, the borrower would be
it to invest, his net income tomorrow will be: unable to obtain any new money, even in the weak

overhang situation. This is so because cheating always
(12C-1) f(N) - (1+ r)N-D yields higher utility than investing and paying back the

competitive interest rate. Under these circumstances,
whereD is initial debt. This curve is represented in figure equilibrium net income is zero for the borrower, and the
12C-1 for different initial debt levels. Notice that these original debt is fully repudiated.
curves peak at the Pareto-optimal point, P, at which the The advantages of a third party that eliminates cheat-
gross marginal productivity of capital, f', equals the ing opportunities in a weak overhang situation with a
interest rate factor (1 + r). cheat-2 technology are clear. Such an arrangement

Consider the case in which if the debtor is bankrupt; would automatically assure that P units of new money
that is, if expression (12C-1) is negative, then every will be borrowed, thus ensuring Pareto optimality, posi-
creditor gets repaid in proportion to his claims. In other tive net income for the borrower, and full repayment of
words, if (12C-1) is negative, assume that new-money debts. No doubt, the magic wand of conditionality (or,
lenders get: rather, precommitment) works wonders in this case! This

(12C-2) f (1 + r)N is one of the central and, certainly, one of the most
(1 + r)N+ D dramatic results of the paper.

A third party may not be needed if the cheating tech-
while the difference goes to the holders of the original nology is below cheat-1; for if N= P, then there would be
debt documents. This is referred to as the "equal-shar- no incentives to cheat. The importance of this observa-
ing" system. tion will become apparent after discussing the strong

It follows immediately that under the equal-sharing overhang case.
system, no new money will be forthcoming if D = D ," as Suppose now that D = D " and the economy is, there-
depicted in figure 12C-1. This corresponds to what the fore, in a strong overhang situation. Obviously, under the
authors call a "strong" debt overhang. But ifD = D ', new equal-sharing system, cheating does not help getting out
money will be lent if the money is invested (and a gunboat of the low-level equilibrium. As the authors note, how-
technology, as the authors suggest, ensures payment). ever, debt relief can help to get to a Pareto-superior
This illustrates a "weak" debt overhang. situation. For example, if lenders forgive D "-D' and
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cheating is prevented, then, as noted above, all the char- amount of domestic bonds and have been fully servicing
acters get positive payoffs. them, even when, at the same time, their foreign debt

Suppose that lenders move first and that they unilat- has, at best, been only partially serviced. So these coun-
erally decide the amount of debt relief. The debtor moves tries may actually subordinate foreign debt to domestic
second and chooses N, subject to his ability to make debt. Why would they do that? A possible explanation is
credible repayment promises. Obviously, if cheating that, contrary to our working hypothesis, some of these
could be prevented, the original lenders would grant the new-debt transactions do not increase net indebtedness
minimum debt relief consistent with positive repayment of the country as a whole. For example, government
of the original debt. In terms of the figure, the latter could borrow from the domestic private sector to make
implies lowering debt obligations from D " to Dc (c for transfers to the domestic private sector. Social-welfare in
"critical"). Suppose now that cheating is possible and the debtor country is, in principle, not affectedby this
that the relevant technology is cheat-1. Clearly, under transaction. But if domestic lenders get paid first, this
these circumstances, debt has to fall to at least Dc '. If amounts to a de facto repudiation of the old debt. This

debt relief is D "-Dc, Pareto optimality is not achieved, possibility is not considered in the Claessens-Diwan
because the only level of new money that will lead to paper, and it is ruled out in my previous analysis because

cheating is Nc'. But the borrower is better off when there I implicitly netted out domestic obligations. Anal-

cheating is possible. This shows the possibility that a ysis of this debt-repudiation mechanism, which provides

third party may tilt the scales against a debtor country a rationale for the apparently heavier reliance on domes-

by imposing conditionality. This is an important point tic debt on the part of debtor countries, deserves further

which seems to have been somewhat missed by the debt attention.

literature (see Calvo forthcoming).
Claessens and Diwan assumed that the original lenders Conclusions

can also determine the amount of new money,N. Results,
however, are basically the same. Thus, for example, with Claessens and Diwan have brought to the surface the
no precommitment and a cheat-1 technology, one can simple, but deep, economics of debt relief and condition-
easily show that equilibrium debt relief will be, as before, ality (or, more generally, precommitment). Their mes-
D " - Dc', and new money will be Nc ' <P. sage is that conditionality helps. I agree, and I disagree.

The authors confine themselves to the equal-sharing I agree because some form of precommitment always
system. But in practice, the actual system does not seem dominates discretion. But I disagree because precommit-
to have developed entirely that way. Countries have been ment may reduce the country's bargaining power and, in
able to borrow from international institutions and to some cases, lower a debtor country's welfare.
issue bonds denominated in domestic currency, which A question the paper does not answer is, why did we
are not subject to the same cross-default clauses as end up where we are now? Rational lenders (and I sup-
international debt. World Bank loans, for example, ap- pose they would not accept any other adjective) could not
pear to have enjoyed de facto seniority over private debt possibly have envisioned a situation where lenders and
in several recent cases. borrowers could be better off by just redefining the loan

If new money subordinates initial debt in that it is paid contract. Otherwise, this would have already happened,
first, then Pareto optimality could always be guaranteed and we (the intellectuals) would not be spending any
if cheating can be prevented. For the sake of definiteness, time on this case.
imagine that the original debt is D ", so the economy Sachs (forthcoming) has an explanation: creditors
suffers from a strong debt overhang. The following prop- may be waiting for somebody-that is, the taxpayers-to
osition can be shown: with no debt relief and credible bail them out. This sounds reasonable. It could explain
conditionality, the country's net income is zero, while why banks are so reluctant to move a finger, and why they
(giving marginal incentives to the debtor) the original- appear to be so belligerent about debt-relief strategies
debt holders could secure themselvesDc. This shows that that do not involve the taxpayer's participation. My com-
seniority-with-conditional new money may make the ments suggest that, in addition, the present stalemate
debtors worse than if they and their creditors were left to may also be because of the banks' expectations that old
their own devices. Therefore, if cheating is not possible, debt could be subordinated to new debt with condition-
debt subordination may not be to the debtor's advantage ality, since such an arrangement may be preferable for
unless it comes together with sufficient debt relief. the banks to a market-based solution.

Debt subordination could be attractive, however, if it In the final analysis, the debt problem is a situation in
were a subterfuge to actually force debt relief beyond Dc, which, as a general rule, it is not feasible to honor
or even beyond Dc'. Some countries that could have previous debt commitments. Furthermore, the
benefited from equal sharing are issuing a sizable Claessens-Diwan type model shows that efficient out-
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comes are not unique, and that, essentially, borrower and Notes
lender are involved in a bargaining situation, the out-
come of which depends, quite naturally, on the relative 1. The sovereign-country debt literature before the current
bargaining power of the two sides. Consequently, the debt crisis put the possibility of cheating at center stage (see
active participation of outsiders- that is, third parties- Eaton, Gersovitz, and Stiglitz 1986). This feature was later
will tilt the scales in one direction or the other, and the somewhat downplayed in the discussion of lenders' coordina-
Claessens-Diwan model shows that the way scales are tion problems. The paper can, therefore, be seen as a recogni-
tilted may depend on very subtle mechanics. tion that the same ideas that helped to explain why some Pareto

An important observation that emerges from this optimality could not be attained with free international loans
paper's analysis is, therefore, that third parties should are also relevant for understanding why the debt crisis could be

have a clear notion of what is a "fair" distribution of deeper than a neoclassical economist would believe.
2. To be definite, it is assumed that in case of indifferencewealth between borrowers and lenders. My suggestion is the borrower decides not to cheat

to try to extricate the corresponding "implicit contracts"
from actual debt agreements, to help enforce the spirit
rather than the letter of these contracts. Thus, for exam- References
ple, debt contracts during the 1970s exhibited a small but
nonetheless positive spread over LIBOR, which appears Calvo, Guillermo A. Forthcoming. "A Delicate Equilibrium:
to exceed loan administration costs by a comfortable Debt Relief and Default/Penalties in an International Con-
margin. Therefore, if lenders are risk-neutral, such a text." In Jacob A. Frenkel, ed., Analytical Issues in Debt.
spread could be interpreted as an insurance premium Washington, D.C.: International Monetary Fund.
against less than full repayment, and it can be argued that Eaton, Jonathan, Mark Gersovitz, and Joseph E. Stiglitz. 1986.
debt relief was contemplated in the original contract. The "The Pure Theory of Country Risk." European Economic

problem now is to find out under what conditions Te Review 30: 481-513.
Sachs, Jeffrey Forthcoming. "The Debt Overhang of Developingrelief was expected and, of course, how much. (Calvo Countries." In J. B. de Macedo and R. Findlay, eds., Debt,

forthcoming). Growth and Stabilization, Essays in Memory ofCarlosDiaz-
Alejandro. Oxford: Basil Blackwell.
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How to Cope with a Debt Overhang:
Cut Flows Rather Than Stocks

Daniel Cohen

The idea that many debtor nations' debt is too big gets the absolute value of the elasticity is greater than 1,
support from casual observation of accumulated arrears, lenders may increase the value of their claims by writing
failed reschedulings, and lenders that sell their nominal off the face value of the debt I will label as Q2 the
claims on developing countries at a discount on the questions surrounding this second approach to the inef-
secondary markets. To identify the sources of inefficiency ficiency of rescheduling.2

from excessive debt, the literature on developing-coun- Q1 and Q2 are thus apparently not the same, and the
try debt has followed two distinct approaches. One has to tests that they suggest to challenge the efficiency of the
do with the relative price distortion induced by discounts debt situation are quite different. Indeed, Q1 suggests
on the secondary market, the second with the "debt that any discount is a potential source of inefficiency; Q2
Laffer curve" problem.' suggests that only those countries where the debt is so

The first approach, initiated by Dooley (1987), states large that the price elasticity is larger than 1 (in absolute
that any discrepancy between the market value and the terms) may be inefficiently rescheduled. But drawing on
nominal value of the debt-however small-is a source my previous work (Cohen 1988), I will argue here that
of inefficiency. I would rephrase the intuition behind this the two questions are two faces of the same coin and that
statement as follows. To all investors in the world (but the essence of the Q2 approach is the relative price
one), purchasing a dollar of the nominal claims on Brazil distortion denounced in Q1.
costs, say, fifty cents. The exception is Brazil. When Brazil As a result, I will recommend that a debt write-off-
repays its debt, a dollar of surplus buys off one dollar of while sometimes a good thing-is never in itself the
principal or interest falling due, not two. To any econo- appropriate remedy to a debt overhang. Instead, the key
mist raised with the idea that relative price distortions to an efficient rescheduling is a clear commitment from
are inefficient, this discrepancy says that something is lenders that the flows of resources they will ask the
wrong. I will label as Q1 the questions surrounding country to transfer will always acknowledge the discount
rescheduling's inefficiency from the discrepancy be- on the market value of the debt. These flows will always
tween the face and market value of the debt have to be scaled down to the market value. A write-off

The second approach, initiated by Sachs (1988), states of the stock, short of a commitment on forthcoming
that there may be a debt overhang, a problem that Krug- flows, may change little.
man (forthcoming) restated as a "debt Laffer curve" As a simple rule and as a fairly close approximation to
problem. When the debt is zero, lenders receive nothing. the first-best solution, I will argue that a "generalized
When the debt is infinite, they may receive nothing buyback scheme" can reschedule the debt efficiently.
either. Presumably the debtor will have defaulted, or the This scheme would price all transfers by the debtor at
domestic economy will be in such a mess that the return their market price: that is, a dollar of hard currency
on the debt will be miniscule. This Laffer curve approach repaid by Brazil would redeem two dollars of principal or
has direct empirical content. If the price on the second- interest, if the market price of Brazil's debt is fifty cents
ary market reveals the market price of the debt, one must on the dollar (see Portes 1987 for an earlier similar
check whether the price elasticity of the face value of the proposal). Another manner of offering the same proposal
debt is bigger or smaller than 1, in absolute terms. When is as follows: if the "true" market price of Brazil's debt is
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fifty cents on the dollar, then any dollar of interest paid maximum amount of taxes above which the returns to
by Brazil should be accompanied by an interest holiday the government must go down. (The argument's empir-
of one dollar also. This scheme has two important fea- ical relevance is a totally different matter.) In the debt
tures that distinguishes it from others. The first is that Laffer curve argument, it is more difficult to understand
the scheme makes debt relief contingent upon the effort intuitively how it is that lenders could lose by having
undertaken by the country; this is the key feature that more nominal claims than fewer. If indeed there were
explains it is an efficient one: it undoes the debt overhang some threshold debt D* above which they would lose, it
risk by encouraging the country to adjust For that cru- seems that lenders could always (if they acted rationally)
cial reason, it is not akin to previous ("uncontingent") scale how much money they ask the country to pay on
interest holidays. D and systematically reschedule any difference between

The second important feature (which explains why the face value of the debt and the amount D-without
lenders should accept it) is that this "interest holiday" explicitly writing it down. And it has to be tested empir-
proposal does not lock lenders into a "once and for all" ically whether this is what the reschedulings of the past
(stock) debt relief. They keep an important element of seven years have achieved. In other words, in a full-
flexibility for the future and can afford to be much more fledged model in which lenders are offered a full menu of
generous on flows rather than on stocks. options for rescheduling debt, they should not lose by

The firstpart of this paper reassesses the debt overhang having more nominal claims rather than less.
problem and shows the equivalence of Q1 and Q2. The
second part makes an empirical estimate of the debt A Theoretical Benchmark
Laffer curve problem and claims that even a substantial
write-off may change little. The third part proposes a
generalized buyback scheme and sheds some light on the In Cohen (1988) i set up a multiperiod framework to
recent controversy between Bulow and Rogoff (1988) and address these issues explicitly (see the appendix to this
Sachs (1988). chapter for a summary). The economy is infinitely lived

so that lenders can always reschedule debt that has not

How to Reschedule the Debt been serviced. Growth is endogenous and depends on the
productivity of capital (which is a stochastic process) and

The Debt Overhang Argument on the country's chosen investment rate. To define the
optimal rescheduling strategy for lenders, I first spell out

The basic idea of the debt overhang has in most of the an abstract benchmark that defines the maximum pres-
now blossoming literature been couched in a two-period ent discounted value of the repayment lenders can ex-

model. In period 1, the economy inherits a stock of debt pect. In a second stage, I show how the lenders should

(from previous times) that it must repay in period 2. In proceed to capture this maximum amount.

period 1 the country may decide to invest (at the expense The abstract benchmark is calculated as follows. Con-

of, say, domestic consumption) and get the return on this sider a hypothetical scenario in which the borrower gives
investment in period 2. But the country knows that up to its creditors all dimensions of its sovereignty but
lenders will try in period 2 to extract as many of the one. It abandons the decisions to consume, to invest, and
benefits from the decision to invest as they can. Debt thus to service the debt. The exception is the decision to
becomes a tax on the country's resources, possibly deter- default. If lenders design a policy that is too harmful, the
ring profitable investment opportunities. As the face borrower would keep the option of defaulting. Default is
value of the debt increases from zero to infinity, the costly (because lenders can retaliate), but it is never so
returns associated with the debt may initially go up, next costly that the lenders could impose any policy. Default
pass through a maximum, and then go down as the debt therefore provides a lower bound of welfare that lenders
wipes out all investment opportunities. The simple rem- cannot push the country below.
edy is to write off any debt proven to exceed the threshold Lenders, however, do not exactly mimic the
D* for which the returns are maximal. If lenders insist on postdefault scenario: that is, they do not simply ask the
keepingthe facevalueofthe debtaboveD* in theirbooks, country to pay what it would lose if it were to default.
the borrower would scale down its investment decisions Instead, they let the country invest more than it would if
appropriately, and both the country and the lenders it were to default, and the service of the debt is a lower
would lose. proportion of the country's income than the cost of

Here I would criticize not the empirical relevance of default (measured as a fixed percentage of GDP). By so
the argument but its intellectual universality. The usual doing they get less period-by-period but more when their
tax Laffer curve argument is universal in that there is a return is measured in present discounted value.
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How to Capture the Maxim um Repayment A Reappraisal of the Debt Overhang Problem

The present discounted value of the transfers under The theoretical approach outlined in the previous sec-
this theoretical benchmark offers an upper bound to the tion has emphasized that flows (not stocks) are the core
market value of the debt. Is there a way, short of full of the matter. More specifically, what is really needed for
sovereignty on the country's decision, that lenders can an efficient rescheduling are clear rules of the game that
attain this maximum value? Yes. Lenders should proceed the borrower believes the lenders will commit to obey.
exactly as hinted in the introduction. They should split Short of such rules, a self-fulfilling downward spiral may
the debt into two components, call one the performing occur. If the borrower does not trust that future re-

part of the debt and the other one the nonperforming schedulings will obey the principles just outlined, it may
part, and act "as if" the debt amounted to the performing anticipate that the lenders will ask for too much in the

part only. When they succeed to commit themselves to future. This discourages investment (for exactly the rea-

do that all the time, I show that the performing part can sons exposed in the Q2 approach to the debt overhang)
do thated l the aimme,rIpshwethat hepro m r can- and induces the lenders to raise the debt service above

be euatd t th maimu repymet shem cacu- the theoretical benchmark to the extent that they want
lated above. At equilibrium, the market value of the debt toe theresouchmareedobyhreduenvestent
must therefore coincide with this benchmark, so that the the f sowr d pireder imextly

debtsericemustin wa be cald dwn t it maket the end of this downward spiral, lenders mimic exactlydebt service must in a way be scaled down to its market the postdefault path; they ask the country, period-by-pe-
value so as to attain an efficient rescheduling. riod, to transfer the amount they would forgo by default-

Lenders should not, however, observe the market ing. No trade-off between the debt's service and the
value of the debt (on secondary markets) and scale the country's growth is exploited.
debt service to this observation. If they did, they would Under these circumstances, a write-off of the debt may
induce the country to do whatever it could to reduce the benefit lenders, and a debt Laffer curve problem may
market value of the debt, and the incentive would go in arise. By reducing the stock of outstanding debt, lenders
the wrong direction. Instead, the lenders should calcu- may gain some credibility that they will let the country
late the debt's market value. If they are correct, and if the invest appropriately.
scaling of the debt service is appropriate, they should But no write-off can ever bring the equilibrium back
check that their estimate is consistent with the second- to the (constrained) first-best solution. To see why the
ary markets. I will label as ex-post market value the problem is more than semantic, consider a write-down
theoretical benchmark that lenders must calculate. of 30 percent of the Brazilian debt. If the lenders were to

Lenders should scale down the debt service to this insist that all interest falling due and perhaps all or part
ex-post marketvalue, but they should not write down the of the principal coming to maturity should be serviced,
debt explicitly to let the face and the market value of the this would differ little from Brazil's current difficulties.
debt coincide. Indeed, they want to keep the nonperform- A write-off may help the country only if lenders make it
ing part of the debt on their books, so that they might clear that they will reschedule the newly written-down
benefit from positive exogenous shocks that raise the debt in ways that acknowledge the country's investment
country's ability to pay. In brief, they should want to scale and growth opportunities. Short of such an understand-
down the flows from the country, but not the stock of ing, even a 30 percent write-off may do little to improve
debt due. the country's opportunities if lenders insist on a strict

The intuition behind this result underlies the Q1 ap- service of the debt falling due. These considerations are
proach to the debt overhang. By scaling the debt service now (briefly) investigated empirically.
to the ex-post market value, lenders acknowledge the
relative price distortion implied by the discount on the An Empirical Estimate of the Debt Laffer Curve
secondary market. Any discount, however small, is a Argument
potential source of inefficiency if not appropriately taken
into account. By scaling the debt-service flows to the Data from the secondary market confirm the intuition
debt's market value, lenders act as if only market prices that a reduction of the stock of debt is not as much of a
apply. But they do not want to offer the country the problem as the need for a commitment to reduce the
discrepancy between the face and market value, for no- flows associated with the service of the debt. The debt
body knows how the country may be 20 years from now. Laffer curve hypothesis does not come out as very signif-
They simply want to make sure that the country's invest- icant (except for three or four very indebted countries).
ment decisions (which are flows) acknowledge the exact And even a sizable reduction of the stock of the debt
return on capital embodied in the secondary market would not significantly change the market value of the
discount. debt-that is, the service of the debt that the lenders
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expect they can extract from the country. (This is also the tion in which the dependent variable has the logistic form
core of the argument in Bulow and Rogoff 1988.) log (q1 - q) to let the elasticity depend on the price:

The Elasticity of the Price of Debt (13-2) log q = 2.152 - 1.5091- q (0.378) (0.305)

Previous attempts to measure the elasticity of the price log D IX - 0.048 Xgrowth -
of the debt with respect to its nominal value systemati- (0.024)
cally found a low estimate. A study by Purcell and Orlanki 0.583 Dummy 1987.12
(1988) following a previous estimate by Sachs and (0.288)
Huizinga (1987) reported an elasticity of 0.34. I have
estimated an equation, representative of these earlier where X growth is the rate of growth of exports. The R2

studies, as follows: hr rwhi h aeo rwho xot.TeR
is 0.389 for a pooled equation for end-1986 and end-1987

(13-1) log q = 5.06 - 0.653 data with 60 degrees of freedom. According to this equa-
(0.152) tion the elasticity of price to debt is 1.509 (1 - q) with a

standard error of 0.305.3
log D /X -2.231 A /D - This means the debt Laffer curve problem could not be

(0.603) rejected at the 95 percent level of confidence for coun-
1.016 R ID - 0.274 Dummy 1987.12 tries in which the price was almost zero (such as Sudan).

(0.373) (0.132) At the 90 percent level of confidence, only four countries
pass the test (table 13-1).

where q is price of the debt on the secondary market, D
is debt, X is exports,A is arrears, and R is the amount of Table 13-1. Debt Overhang Countries (End-1987)
rescheduling performed since 1982. The R2 is 0.560 for Secondary

pooled equations for year-end-1986 and year-end-1987 market prices
Cents per

data with 60 degrees of freedom (standard errors are in Country dollar
parentheses). At the 50 percent level Argentina 34

From this equation, one would tend to reject at the 95 of confidence: q < 34 Jamaica 33
percent level of confidence that the elasticity of the debt Nigeria 29
was largerthan 1. The price of the debt seems to be poorly At the 75 percent level Dominican

correlated with the country's macroeconomic data. For of confidence: q < 23 Republic 23

instance, the most important of these macroeconomic Congo 23

data-the noninterest current account or domestic in- Zambia 17
flation-never are significantly correlated with the price. Costa Rica 15
But arrears and rescheduling are. In addition, a dummy At the 90 percent level Bolivia 11
variable separating the 1986 and 1987 data appears to be of confidence: q < 11 Peru 7
significant. According to market analysts, this may be a Nicaragua 4
reflection of Citibank's decision to build up $3.0 billion At the 95 percent level Sudan 2
in reserves, a move that significantly influenced the of confidence: q = 0

market. Source: Author calculations.

Despite the equation's appeal and simplicity, it is ex-
tremely misleading. First, it rejects the hypothesis that The lmpact of a Debt Write-off
the elasticity of the price with respect to debt is larger
than 1 for the entire sample. But it may very well be that Now consider the implication of a debt write-off on the
only a subgroup of countries was hit by the debt over- value V (= qD) of the debt. From the collective viewpoint
hang. Running the same regression for a subsample of of lenders, a nominal write-off (A D) of the debt reduces
16 countries with a debt-to-export ratio larger than 3 the market value of the debt by:
would yield a larger elasticity, estimated at 1.183 (with a
standard error of 0.339). Second, and perhaps more im-
portant, the equation takes the arrears and rescheduling AV= q(1 - e) AD
variables as exogenous, while these variables obviously
depend on debt and perhaps on the price. To overcome where E = 1.509 (1 - q). The marginal price of the debt,
these two difficulties (and a more technical one in which q(1 - e) , indicates by how much, for the lending com-
log q cannot be normally distributed when the price is munity as a whole, the market and the face value are
smaller than 1), I have estimated a reduced-form equa- correlated, on the margin.
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At the x present level of confidence, the marginal price adjust, while the current rescheduling scheme locks
cannot be significantly accepted as strictly positive as them in "debt fatigue."
long as e = 1.509 (1 - q) > 1 - txa in which tx is the t-sta- It is important, however, that lenders and borrowers
tistic corresponding to the x degree of confidence and agree on an equilibrium market price and do not simply
a = 0.305 is the standard error of the elasticity in equa- rely on the market's estimate. This agreement could be
tion (13-2). part of a rescheduling agreement: borrowers would com-

At the 95 percent level of confidence, only countries mit themselves (through the World Bank or the IMF) to
for which the price of the debt is above sixty-eight cents an adjustment program, and lenders would commit
on the dollar can therefore be shown to benefit from a themselves to a "market" evaluation of the flows of re-
debtwrite-off. Of the group of highly indebted countries, sources to be generated by the program.
only Colombia and Turkey could benefit from a write-off The reason such a scheme is only an approximation of
at this level of confidence. For all other highly indebted the first-best solution is that a sequence of good stochas-
countries, one cannot reject that a debt write-off would tic stocks may lift the price of the debt back to par. Then,
not change what the lenders expect the country to pay. lenders may in retrospect regret having reduced the
For Brazil, even a 30 percent write-off would not signif- value of the resources transferred by the debtor. Indeed,
icantly change the market value of the debt. These results this is the main reason they do not want to write down
may be interpreted as a confirmation of the idea that the stock of the debt. But the difference between the two
lenders should not be expected to change the service of approaches is crucial. In the generalized buyback
the debt, even (in Brazil's case) after the debt has been scheme, only the flows are upgraded so that a sequence
written down by a third of its value. of good shocks can be acknowledged by the lenders in

time. But when the stock is written down permanently,
A Generalized Buyback Scheme the contingent dimension of the rescheduling is lost.

Except for this (low-probability) event, the generalized
As emphasized earlier, the core of rescheduling's inef- buyback scheme exactly mimics the optimum resched-

ficiency is the Q1 approach. Lenders must acknowledge uling strategy (see the appendix to this chapter) for
the discount on the secondary market and avoid impos- further details on this equivalence). It is important to see
ing a relative price distortion on the borrower. The failure that the ex-post market price underlying this generalized
to acknowledge such Q1 incentives may push the re- buyback scheme is the average price of the debt and not
scheduling into Q2 problems. the marginal price (which is often zero or near zero). This

One simple way to achieve-or almost achieve (see feature may shed some light on the recent controversy
below)-an efficient rescheduling is to price the service between Bulow and Rogoff (1988) and Sachs (1988).
of the debt at market terms. In other words, if the Bulow and Rogoff have argued that buybacks are ineffi-
(equilibrium) price of the debt is 50 percent, lenders cient: the debtor pays the average price for a claim which,
should accept that a dollar serviced by the debtor is at the margin, may have little (or no) value. Sachs re-
counted as two dollars. By so doing, they eliminate all sponded that buybacks (such as the Bolivian one) should
relative price distortions and offer the borrower the same be viewed as part of a comprehensive scheme keeping
price as they would to any other investor. This scheme Bolivia from servicing its debt.
can be interpreted as a "generalized buyback"scheme: all The debate can thus be interpreted as dealing with
transfers from the debtor to the lenders are evaluated whether the buyback is made "once and for all" or gen-
through the (shadow) window of the secondary market. eralized. A "once and for all" buyback may not help the
Just like any other investor, the indebted nation would country very much if the marginal (market) value of the
then face the appropriate relative price of "hard cur- debt that is redeemed is zero. But a generalized buyback,
rency" (earned through exports) to "nominal debt." An- hinging on the commitment that all resources are viewed
other way of obtaining this result would be to grant an through an ex-post market window, is the right thing to
interest holiday that is proportional to the amount actu- do.
ally paid by the debtor. It is intuitively easy to understand
why this scheme goes in the right direction. Rather than
create a disincentive to adjust and make the adjustment Appendix
process a tiring and increasingly burdensome process
(since the debt-to-export ratio keeps rising), this "con- This appendix will briefly set up the model on which
tingent interest holiday" scheme would give a chance to the discussion in this chapter has been based. Further
stabilize and perhaps to bring down the debt-to-export details and the proofs of the results can be found in Cohen
ratio. The opportunity to benefit from the interest holi- (1988). The model is an extension to a stochastic envi-
day scheme would give the debtors the incentive to ronment of a previous paper (Cohen and Sachs 1986). On
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the debt overhang, see also Corden (1988), Helpman xd <x* <. The country is then asked to pay the lenders
(1988), and Cohen (forthcoming). Pt = b* Qt, with b* < X.

The model describes an economy whose available tech- In contrast, the "time-consistent" equilibrium, char-
nology of production is simply: acterizing the equilibrium in which no rules of the game

are agreed on, exactly mimics the postdefault solution.
Ot= Kt The country chooses the investment rate Xd and pays

Pt = X Qt in every period. (The argument hinges on
where Qt is domestic output and Kt is the installed stock Cohen and Michel 1988.)
of capital. To increase the stock of installed capital by It To reach the efficient rescheduling equilibrium, lend-
units, the country must spend: ers should themselves calculate the "maximum repay-

ment" value (call it q*D). They should ask the country to

Jt = it + i t service that value only so that the transfers Pt must be
2 Qt "thought" to redeem the market value only:

(following Abel 1978 and Hayashi 1982). The law of q*Dj+ =qt Dt(1 +r)-Pt .motion of capital is a stochastic process:

This is equivalent to postulating that the debt follows
Kt+1= 1+0t+] [Kt (1- d) +It the law of motion:

Ot can be interpreted as an exogenous shock to the 1
productivity of installed capital. Ot+1 = 0 with probabil- Dt+1- (1 +r)Dt= -- Pt.

qt
ity q and 0t+I= 0 with probability 1- q. Ot is an iid
stochastic process. This equation explains the equivalence of the optimal

The country's representative consumer has an ex- rescheduling agreement with the generalized buyback
pected utility function of the type: scheme suggested in the text

U= Eo Ct; Y < 1. Notes

If the country were to default on its debt, I assume-fol- 1. In the sequel, an inefficient rescheduling will be defined
as one which can be Pareto dominated. The appendix to this

lowing Eaton and Gersovitz (1981)-that the postdefault chapter addresses the case when all the potential gains are
technology of production is: captured by the lenders, because I assume away any bargaining

power of the debtors. Once the bargaining power of the debtor
Ot = (1 - X) Kt. is taken into account, any improvement on an inefficient re-

scheduling is clearly beneficial to all parties.
The world interest rate is constant and equal to r; I 2. A third question, not addressed here, has to do with the

assume impact of debt in the lending countries (see Dornbusch 1988).
3. Differentiating equation (13-2) yields:

1 +dq = -1. 5 09 so that = -(1 - q) 1.509.
< 1 + r q 1-q q

Under these assumptions, one can show that the so- References
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Comment

Eduardo Borensztein creditors insisted on full repayment debtors would de-
fault Cohen searches for the optimal policy for creditors

This paper adds some very useful insights to the problems in such a situation. Economic sanctions cause debtors to
of debt overhang, investment incentives, and the possible lose a fraction X of GDP every year. Creditors could
existence of an unexploited debt Laffer curve. The paper therefore choose a repayment plan that implies a smaller
extends the work of Cohen and Sachs (1986) to take into loss to the debtor and demand only that much as repay-
account a situation where foreign debt is not expected to ment. The maximum present value of payments that
be serviced in full (thus resulting in a discount in the creditors can obtain, what is termed the "maximum
secondary market for the debt). In this framework the repayment" program, is a fraction b (< X) of GDP. In
debtor country considers, at all times, how profitable it expected value terms, this is still not enough to service
is to repudiate foreign debt. For that purpose the debtor existing debt but, being the best creditors can do, they
must weigh eliminating debt obligations against the forgo economic sanctions and adhere to this "maximum
sanctions imposed on defaulters-exclusion from inter- repayment" scheme. Cohen implements this repayment
national capital markets and a permanent real output program with two instruments: a performing asset, with
loss (from other economic sanctions). By controlling a face value equal to the expected value of payments
indebtedness, that is, by setting a debt "ceiling," creditors under the maximum repayment scheme, and a nonper-
make sure that repudiation is not profitable. Therefore, forming asset, with a face value equal to the residual.
the debtor country will never choose to default on its Debtors are required to service only the performing asset
foreign debt. but, as random shocks are realized, the creditors can

This paper, in contrast, starts "the day after." Debts convert portions of one asset into the other. This is not
have gone through the 1986 ceiling. This means that if the only scheme that would generate the desired pay-
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ments; another would be to simply replace existing debt resources suggest a Pareto improvement, by combining
contracts by an obligation contingent on the random higher investment with some debt reduction.
shocks to productivity that implies the same payment Cohen argues that the maximum repayment program
stream. might notbe feasible because of a temporal inconsistency

The maximum repayment program generates an effi- problem. In any period, the maximum repayment that
ciency gain relative to default. Investment, which is too creditors can extract is a fraction ? of GDP; therefore, if
low in the default case, is increased, and both debtor and creditors cannot successfully precommit their actions,
creditor are better off. It is interesting to note that the they would request a payment of A even though the
maximum repayment program is the most favorable optimal intertemporal program implies the lower pay-
outcome to the creditors. In this model, creditors make ment of b. Thus the time-inconsistency problem traps
one final offer to the debtor, and debtors would take it the system in a Pareto-inferior equilibrium in which
rather than default. By contrast, one could envision a payments are equal to X. This is a novel explanation of
different framework-for example, a cooperative game why a debt Laffer curve situation could have arisen.1 But
in which debtor and creditors bargain over the fraction there seems to be a way around this problem, which is to
of GDP that will be repaid. The debtor's "threat point" replace the original claims by a contingent security loan
(what it could getby walkingaway from the negotiations) that fixes payments at their optimal level. Then creditors
would be a payment of X. The creditors threat point is, could never request higher payments than a fraction b of
however, 0: they do not capture any payments if default GDP, and no inefficiencies would arise. An argument for
occurs. Whatever the equilibrium concept is applied to why this would not occur spontaneously is necessary to
this game, the value of payments should be somewhere strengthen the case for time inconsistencies as a justifi-
between 0 and X. This implies that, although the quali- cation of the existence of the alleged unexploited debt
tative results regarding investment would not be af- Laffer curve.
fected, the creditor's position would not be as favorable The empirical section confirms that observations on
as in the maximum repayment program. secondary market debt prices alone are an insufficient

Investment is below its optimal level-the level that base from which to draw robust conclusions. The limited
satisfies a condition such as the equality of the marginal sample forces the use of a cross-section of debt prices and
product of capital to the world interest rate even with the debt levels to try to discover a functional relationship
maximum repayment program. The challenge that arises between those two variables for any given country.
here is whether it would be possible to achieve the Strictly speaking, this requires that the coefficients that
optimal investment rate. Two problems prevent invest- would be obtained in individual time-series regressions
ment in the debtor country from achieving its optimal would be the same for each individual country. This
level: the loss of a fraction of output to creditors (which assumption is not very appealing. I do not believe that
I will term the debt overhang), and the inability to obtain Mexican debt would fall to six cents a dollar (Peru's debt
as much foreign borrowing as desired (which I will term price) if Mexico's debt-to-exports ratio were to rise from
the credit constraint). A debt relief measure reducing 4.5 to 6 (from Mexico's to Peru's level). Not surprisingly,
debt to the level at which it does not pay to default would the results do reveal lack of robustness to sample changes
solve the debt overhang problem but not the credit-con- and to changes of specification. Unfortunately, there is
straint problem. If it were possible to change the costs of probably no easy way around these problems, and full-
default, the optimal investment path could be achieved fledged structural models (of investment, growth, and
by making the costs arbitrarily large. If the default costs debt payments) may be required to draw more robust
were infinite, there would be no need for credit rationing conclusions about debt overhang incentives and the pos-
because debtors would never choose to default, and debt sibility of a Laffer curve.
would never become too large and create a debt over-
hang. Ruling out increasing default costs, another route Notes
would be to impose conditionality on domestic policies,
effectively forcing the debtor to invest at the optimal 1. The fact that the optimal payment schedule is a constant
level. But even though this is more efficient and would fraction of output is a consequence of the linearity of produc-
maximize production, it is not Pareto improving-the tion technology that is assumed.
debtor is actually worse off, since too much of its output 2. The original ideas are in Krugman (1988) and Sachs

is used to service foreign debt Nevertheless, the larger (1989).
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Efficient Debt Reduction
Jeffrey Sachs

It is now widely recognized that the overhang of sover- debt-equity swaps represent a kind of debt reduction that
eign debt is imposing major costs not only on debtors but is typically of significant harm to the debtor country,
also on creditors, by seriously disrupting the debtor which helps to explain why most countries have canceled
economies. 1 The World Bank, in the 1988-89 edition of or very sharply limited their programs by this point.
the WorldDebt Tables, has recently recognized that the Moreover, much of the actual debt reduction that has
debt overhang of the highly indebted countries is "a taken place has involved private sector debt, instead of
burden ... that reduces incentives to undertake sustain- the restructured public sector debt that is at the core of
able long-term adjustment" (p. xvi). The costs of debt the debt crisis. Since the main source of the debt crisis
overhang have led to a widespread acceptance of the need is a financially distressed public sector, private debt con-
for a process of debt reduction, by the World Bank and versions might be helpful, but are unlikely to play more
others. The major commercial banks have, in rhetoric at than an incidental role in resolving the debt crisis.
least, started to advocate debt reduction as one step out In sum, when the banks advertise "more than $26
of the current crisis.2  billion" of debt reduction, the vast bulk of this amount is

In order to discuss the potential usefulness of debt private sector conversions (approximately $8 billion)
reduction mechanisms, it is useful to have a working and debt-equity swaps and local conversions (approxi-
definition. Debt reduction is defined here as a restructur- mately $16 billion), compared with only about $2 billion
ing of the outstanding debt in a way that reduces the of debt buybacks and exit bonds for public sector debt
expected present discounted value of the contractual (Institute of International Finance 1989, p. 21). This
obligations of the debtor. Thus, debt reduction will mean paper focuses on debt reduction mechanisms that are not
something more than simply lowering the debt that is harmful to the debtor, unlike private sector conversions
owed by repaying principal. It also means something and debt-equity swaps and local conversions. Note too
more than converting the external debt into an internal that many creditor banks have substantially reduced
debt that carries the same or greater debt-servicing bur- their exposure to developing countries by selling their
den.3 The overall terms of repayment must be eased in a claims in the secondary market to other institutions that
present value sense.4 Thus, debt reduction would include now hold the debt. Such operations reduce the debt
a rescheduling of debt at submarket interest rates, a holdings of the banks, but do not reduce the debt of the
cancellation of part of principal, exit bonds with sub- debtor countries, since they merely transfer the owner-
market interest rates, a buyback of debt at a discount ship of the claim to another creditor.
relative to face value, and so on. The gap between the rhetoric of debt reduction and the

Despite the discussion of debt reduction mechanisms harsh reality of debt negotiations for the debtor countries
in the past couple of years, Bolivia remains the only has never been greater. In the past two years, debt re-
country that has eliminated a large part of its debt obli- structuring programs have done little to satisfy the finan-
gations through a debt reduction program (in this case, cial needs of the debtor countries. Only four new-money
through a buyback of debt at a deep discount) (Sachs packages were negotiated in the past two years, and all
1988b). In other countries, of which Chile is the most have by now collapsed. In fact, the banks have become
notable, debt reduction has come in a piecemeal fashion, increasingly aggressive in recent negotiations, unre-
mainly as part of debt-equity swap programs and indirect strained by any discipline of public policy. They pressed
debt repurchase agreements (Larrain 1988). Ironically, for extensive debt-equity swap programs and relending
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provisions for Brazil, thus contributing markedly to certed settlement found in a bankruptcy proceeding, and
Brazil's hyperinflation, while providing inadequate refi- found in new-money packages. 6

nancing of interest. Citicorp praised the Brazilian agree- A simple mechanism is at hand to achieve concerted
ment as the most innovative to date, only to see its major debt reduction. The existing debt should be rescheduled
provisions collapse in a matter of three months (Rhodes at submarket interest rates, where the rates are guided
1988). by various indicators of ability to pay, and are decided in

The theme of this paper is simple. The failure in the negotiations between the debtor country and the creditor
last two years to make real headway with debt reduction banks.7 This simple mechanism would treat all banks
is not an accident. Even when reducing the debt burden symetrically, facilitate substantial debt reduction, and be
would be beneficial to the broad class of creditors and easily accomplished both legally and administratively. In
debtors alike, it is unlikely to emerge from the current addition to lowering the interest rates, the interest pay-
structure of debt negotiations. Meaningful debt reduc- ments could be made more secure for the banks through
tion requires an appropriate institutional setting to over- various means, including collateralization, guarantees
come important collective action problems. In the do- by the official creditor community, and escrow accounts
mestic economy, bankruptcy law provides the framework in which export earnings are deposited for the purpose
for organizing the collective interests of the creditors in of future debt servicing, and so forth. These alternative
a situation of financial distress of a debtor. In the inter- forms of credit enhancement are at the core of several
national setting, no such institutional framework yet proposals for debt reduction, and could in fact be flexibly
exists. applied on a case-by-case basis.

What is worrisome about current discussions is the The kind of interest rate reduction suggested in this
apparent failure to recognize these serious institutional paper could be easily managed in the context of an
limitations to debt reduction. Almost all of the new- international debt facility, which is one form of institut-
found advocates of debt reduction in the creditor com- ing a global approach. The facility itself is not focused on
munity put enormous stress on the fact that debt reduc- here (details may be found in Sachs 1989c); instead, the
tion should be "voluntary" and "market-based," without focus here is on the problems of debt reduction for each
paying serious attention to the extent of debt reduction particular country.
that is likely to be achieved according to these guide- One more important point about debt reduction
lines.5 Under the currentincentives, voluntary debt relief should be stressed at the outset. Meaningful debt reduc-
is bound to mean no more than a continuing nibbling tion will require the active participation of the interna-
away at the edges of the debt overhang, without real relief tional community. The IMF and World Bank will have to
for the debtor or real benefits for the creditors. provide technical guidance concerning the appropriate

Instead of voluntary debt reduction, what is needed is levels of reduction; the international community will
"concerted" debt reduction. Again, some definitions are play a role in structuring the negotiations; and the inter-
in order to understand this point. Voluntary usually national community might provide crucial credit
means that each bank should be able to decide whether enhancement as part of the debt reduction mechanism.
to participate in a debt reduction scheme (that is, each The official role in any debt reduction agreement should
bank chooses whether to accept a given exit bond in a be predicated on the debtor country's participation in an
swap for the existing debt). This is contrasted with "con- ongoing, internationally supervised adjustment pro-
certed" relief, in which all of the banks participate jointly gram, subject to strong conditionalities. Debt reduction
on a fairly equal basis. It has long been recognized that must be matched by responsible policymaking in the
in the case of new-money packages, a concerted arrange- debtor country. As is stressed here, the prospect of
ment rather than a voluntary arrangement is needed. The achieving debt reduction can by itself be an important
same is true with respect to debt reduction. spur to good policymaking.8

The banks have some public relations success in The paper proceeds as follows. The next section de-
stressing the need for voluntary programs, since it ap- scribes briefly the efficiency arguments concerning debt
pears that the opposite of a voluntary program must be reduction and provides some circumstantial evidence in
a coercive program, which sounds unfair. Voluntary debt support of the basic theory. It also stresses why the
relief seems to be morally unassailable. But, in truth, the existing approach of new-money packages is bound to
issue is not whether debt reduction should be coercive fail. Next the reasons for the general ineffectiveness of
or not; the issue is whether all banks should commit to voluntary debt reduction mechanisms, both on a theo-
participate in any given debt reduction arrangement (as retical and empirical basis, are highlighted. The follow-
the banks have repeatedly decided in the case of new ing section argues that concerted debt reduction,
lending). This paper envisions a negotiated, concerted brought about through submarket interest rates and
form of debt relief that would parallel the kind of con- with various forms of credit enhancement, offers the

240



Efficient Debt Reduction

simplest, most realistic, and most efficient form of debt are owed to the firm (because debtors to the firm try to
reduction. The final section presents some conclusions. escape their obligations by delaying payments), and lim-

iting the access of the firm to the long-term capital

The Basic Efficiency Case for Debt Reduction market.
The process of bankruptcy (and specifically the reduc-

Under certain circumstances, debt reduction can im- tion of the debt claims on the firm) will typically restore

prove the welfare of creditors as well as debtors, because the access of the firm to the capital markets, both for
a large debt overhang can worsen the economic perfor- short-term trade financing and for long-term borrowing
mance of the debtor and thereby diminish the expected for fixed capital investment It is common in a bank-

returns of the creditor. This point is well known in the ruptcy action that once the existing debts are reduced,

literature on corporate bankruptcy (see Jackson 1986), the bankrupt firm may immediately return to the credit

and was first stressed in the context of sovereign debt by markets for new financing based on a cleaned-up balance
Sachs (forthcoming). Bankruptcy law is also founded on sheet.9

the proposition that efficient debt reduction will nor- Seen in this light, the most common argument against

mally not occur in a decentralized market process, since debt reduction made by the creditor banks seems per-
each individual creditor has the incentive to press for full verse. It is sometimes argued that debt reduction for a
payment on its own claims, even if it would be in the sovereign borrower is harmful to the debtor because it
collective interests of the creditors to reduce the debt will block the return of the sovereign to the loan market.
burden. The bankruptcy settlement cuts through this In fact, it is the debt overhang itself that prevents the
fundamental collective action problem by enforcing a return of the sovereign to the loan market, and the most
concerted settlement on the creditors. effective way to revive lending for trade financing and

The efficiency gains of the formal bankruptcy process fixed capital formation is to reduce the debt burden to a
are seen most vividly in the case of corporate reorgani- level that can be serviced by the debtor.
zation (Chapter 11 of the U.S. Bankruptcy Code). The Those who argue against debt reduction because of an
case for corporate reorganization under bankruptcy alleged adverse effect on future lending confuse the ef-
arises when a highly indebted firm-usually one with fects of two kinds of actions on the debt. A unilateral and
negative net worth-is more valuable to the creditors as hostile suspension of payments by a debtor may in fact
a going concern rather than in liquidation. The creditors delay the debtor's return to the capital markets. (It may
as a group would like to find a way to keep the firm still make sense as a measure of last resort, however.) But
operating, and operating efficiently. The problem arises an agreed and negotiated reduction of debt can speed the
that each individual creditor may still try to protect its return of the sovereign to the capital market. Note, for
own claim on the firm by racing to seize assets of the firm example, that Indonesia had access to commercial mar-
in order to guarantee repayment of the claim. The result ket borrowing just four years after its debts to foreign
of this creditor "grab race" is that the firm is pushed into governments were substantially reduced in 1970. The
liquidation, to the mutual detriment of the creditors. The alleged reputational onus against a government that
mad scramble of creditors is to everybody's disadvantage. failed to honor its debts simply did not exist in this case.

The goal of bankruptcy law is to protect the creditors If the creditor banks are truly worried about a sovereign's
"from themselves," by pushing them into a compromise y a

(in hic thy eah rlinuishpar ofthe lai onthe future access to lending, then the banks should strive to(in which they each relinquish part of the claim on the rdc h etbre hog eoito,isedo
firm). Thus, while a bankruptcy proceeding "forces" the reduce the debt burden through negotiation, instead of
individual creditors to give up part of their legal claims, cornering the debtor into the need for unilateral actions.
and reduces the contractual obligations of the debtor, itThere is a resistance in many quarters to interpret
does so for the benefit of the creditors, by preserving the debtor countries as being in a state of bankruptcy. Many
capacity of the debtor to function effectively and thereby observers, starting with Cline (1984), have interpreted

to service as much of the debt as possible. the debt problem as a liquidity problem rather than a

Unnecessary liquidation is one kind of cost that is solvency problem. Others, in the tradition of Eaton and

prevented by a formal bankruptcy process in which an Gersovitz (1981), view the issue as a problem of "willing-
overhang of bad debt is reduced. There are other possible ness to pay," rather than ability to pay. In fact, the whole
costs of a debt overhang that are also avoided through a question of whether the debt poses a liquidity, solvency,
formal bankruptcy process. An overhang of debt can orwillingness-to-pay problem has turned outtobe rather
cripple the normal operation of a firm by restricting the sterile. From a purely technological viewpoint, there is
firm's access to trade financing, hindering the mainte- no doubt that the countries are solvent: given existing
nance of long-term suppliers' relations between the firm technologies and national resources, the debts could
and other firms, raising the cost of collecting debts that surely be serviced in the long term.
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Even so, most governments will be unable to service has declined because of the lack of foreign resources, and
the debts in entirety, even if they want to.10 The debt is because of the more general disincentives against invest-
mostly owed by the public sector, where political, eco- ment in the debtor countries created by the debt crisis.
nomic, and administrative limitations to debt servicing Though most observers recognize the seriousness of
present a profound barrier to debt servicing. Budget cuts the decline in investment rates, there is a considerable
or tax increases needed to muster public resources for divergence in views as to whether debt reduction is really
debt servicing may be opposed in Congress; tax adminis- a necessary condition for a substantial improvement in
tration may be highly inefficient and incapable of quick investment rates, and whether debt reduction could ac-
reform; the realities of political competition, with the tually benefit the creditors by spurring enough invest-
risks of electoral defeat, may frustrate a government that ment to raise the eventual servicing of the debt. One
attempts to service the debts in full; the austerity pro- school of thought holds that higher investment should
voked by debt servicing may lead to insurrection and be financed by a reduced net resource transfer out of the
domestic unrest." From the viewpoint of the economic highly indebted countries brought about mainly through
team in the government, the situation typically looks new lending instead of debt reduction; a second school
much more like an inability to pay, instead of an unwill- of thought holds that the net resource transfer should be
ingness to pay. cut mainly through debt reduction.

There is in fact prima facie evidence for applying the The new-money school of thought holds that the inef-
lessons of bankruptcy to the case of the sovereign debt ficiencies of the debt overhang can be kept under control
overhang. The single biggest failure of the debt manage- without a formal reduction of the debt. Defenders of this

ment process to date is the progressive decapitalization position used to argue that the debt crisis was merely a
of the debtor countries, justas is predicted by the analysis short-term liquidity problem, and that after a bit of

of how creditors will behave without a collective debt bridge financing the countries would soon return to the

reduction mechanism. This decapitalization is evidenced capital markets. Now, defenders of this viewpoint suggest
anecdotally by events such as the electrical blackouts in that it is not clear whether the problem is liquidity or
Buenos Aires in early 1989, which reflect not only un- solvency,12 but that until it is known conclusively, the

forseen disturbances, but also years of underinvestment debtors can be nurtured along with new loans and
thereby avoid the high costs of a debt overhang.' 3 In

in energy facilities. The decapitalization is more gener- eece, the hi ng poces isecalled u n
essence, the debt-rescheduling process is called upon toally evident in statistics showing the remarkable drop-off

in the rate of capital accumulation in the countries with mimicatual debtrelief by priin enugh new monso that the debtor pays no more in actual cash flow than
debt-servicing problems, as table 14-1 shows. This de- it would in the case of actual debt reduction, but does so
cline in investment is blocking the effective recovery and through a combination of larger debt repayments bal-
growth of the debtor countries, to the disadvantage of anced by new lending.
creditors as well as debtors.

Though there are many factors in this decline in in-
vestment rates, at least some are closely related to the Why the New-Money Approach Will Continue to Fail
debt overhang. Countries in debt-servicing difficulties
have lost access to new international capital market In practice, rescheduling never has, and almost surely
lending, even for incrementally profitable investments in never can, come close to mimicking the benefits of actual
the private sector (and certainly the public sector); they debt reduction. This is for several reasons. First, new
have suffered a significant reduction of foreign direct lending requires a collective action by creditors that is
investment; and they have lost access, in many cases, to no longer achievable except on rare occasions in the very
normal short-term trade financing. It is important to largest countries. The process of negotiating new money
note that the decline in investment in the highly indebted is very costly, and inevitably so, in that it is prone to
countries exceeded the decline in net resource transfers breakdowns, inadequate financing levels, long and costly
from abroad in recent years, suggesting that investment delays, high-stakes brinksmanship, and so forth. Second,

'lble 14-1. Gross Capital Formation in Countries with and without Debt-Servicing Problems, 1980-87
(percentage of CDP)

1980 1981 1982 1983 1984 1985 1986 1987
Countries with

debt-servicing problems 25.5 24.7 22.6 19.0 18.4 18.6 19.0 18.4
Countries without

debt-servicing problems 27.9 27.9 26.9 26.5 26.5 27.8 27.4 27.2
Source. IMF (October 1988), p. 66.
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even if the existing creditors agree to refinance a signif- available for the smaller 25 to 30 countries now in finan-
icant proportion of payments that are due, new creditors cial distress.15

are still blocked from participating in new lending on a The IEF letter was not simply a negotiating ploy. The
decentralized basis, for fear of having their new loans decline of actual agreements reached in 1987-88, and
become part of the overall bad debt. And third, refinanc- that all have broken down in short order, is one kind of
ing (rather than debt reduction) causes a buildup of evidence. Another is the fact that the U.S. banks in droves
future debt that may adversely affect the incentives of are now selling off their Latin American exposure, as
current investors, mainly the debtor governments. Each shown in table 14-2. The important point that the
of these points is considered in turn. smaller banks are divesting at a more rapid rate than the

First, the rescheduling process has all but broken larger banks is stressed below, but the key point here is
down. There are at least 42 countries that have re- that all banks are getting out of the term-lending busi-
scheduled their debts with commercial banks in recent ness, and the capacity to put together realistic agree-
years.' 4 Of these, only four countries were able to nego- ments (which last for more than three months at a time)
tiate new-money agreements in 1987-88: Argentina has virtually disappeared. And despite the rhetoric, even
(1987), Brazil (1988), Ecuador (1987), and C6te d'Ivoire the banks with the most extensive foreign operations are

(1988). Every one of these agreements has come to leaving the scene: BankAmerica will be sharply contract-

naught. As of January 1989, the Argentine agreement had ing its international operations in 1989.
completely collapsed, with Argentina in arrears for more The only possibility for substantial amounts of new

than nine months; important parts of the Brazilian money would be for a major increase in official creditor

agreement have collapsed, with various provisions uni- lending (for example, the banks are now pressing hard
laterally suspended by Brazil and with the prospects for for public guarantees of new private bank lending). Such

drawing the next credit tranche very slim; the Ecuador- a shift of lending from the banks to the official creditors
the would be a politically untenable bailout of the commer-

banks did not subscribe an adequate amount of money, cial banks if it were not combined with significant con-
bank di notsubcrib anadeuateamont o moey, cessions from the banks themselves. Such new lending

leading Ecuador to suspend the provisional agreement; .esosfo h ak hesle.Sc e edn
lang theCudoirssendtheprovisio agreement; alsowaswould almost surely run up against strong political op-
mened,and the e oury areemeintlso wasenotrimpr e position in the United States, unless the new official

Foet od, and theotherdebtor countryr si he ar elending were visibly tied to debt reduction (for example,For most of the other debtor countries, the absence of through official guarantees of exit bonds). There was
a new-money agreement signifies the collapse of ade- cnieal ogesoa poiint h eea
quate financing. The following countries were in arrears capial e ofgtes ol Banksin 18 the
on interest payments as of January 1989 (this list is grounds that it represented a thinly veiled bailout of the
almost surely not comprehensive): Argentina, Bolivia, money-center banks.
Costa Rica, C6te d'Ivoire, Dominican Republic, Ecuador, meenew monear

Guyaa, ondras Libria Niaraua, igeia,Panma, Even if new money became available to cover mnterest
Guyana, Honduras, Liberia, Nicaragua, Nigeria, Panama, payments, it would not overcome the inefficiencies of the
Peru, Sudan, Zaire, and Zambia. Many other countriae debt overhang. A reduction of debt through bankruptcy
are not in arrears, but have been unable to negotiate is helpful not only because it reduces the repayments due
new-money agreements. For example, Yugoslavia rene- from debtors to creditors, but also because it allows new
gotiated its bank debt in 1988 but received no new creditors to enter into agreements with the bankrupt
financing (despite a presumptive need for external fi- firm on a normal market basis. Similarly, with a highly
nancing suggested by a 250 percent annual inflation indebted country, the overhang of public sector debt puts
rate). a damper on a vast range of financial relations between

This situation is unlikely to change, since the banks residents of the country and the international capital
have become less willing over time to participate in these markets. For example, most of the smaller highly in-
packages. The Washington-based Institute of Interna- debted countries have lost access to normal trade financ-
tional Finance (IIF),which lobbies on behalf of the banks, ing, since banks fear that even short-term trade lines will
made this point explicitly in a letter to the IMF last fall, be subject to transfer risk. While the data are not avail-
when it announced that it would be "unable" to provide able to establish this point generally, it is certainly the
$6-$9 billion of loans ayear. Since this would reflect less case in Bolivia, Costa Rica, Ecuador, and Peru, and prob-
than 2 percent of existing exposure, the banks are an- ably in most other problem debtor countries.
nouncing that they will not refinance even one-fifth of The final reason that the new-money approach is
the interest due from the debtor countries. Since the vast bound to fail is that even if much greater short-term cash
bulk of any new money will inevitably go to Argentina, flow relief could be provided by new money, and even if
Brazil, and Mexico, there is essentially no refinancing the problem with new creditors could be overcome, the
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debt overhang would almost surely create extremely 1988, and Krugman 1988.) But the real problem is more
adverse incentive problems for the debtor governments serious than this. Even more pernicious than this incen-
in regard to their decisions on public investment and tive effect is the effect of the debt overhang on the
economic reform. Governments would continue to have electoral choices in Latin America. Candidates in favor of
a difficult time justifying tough reform measures to the long-term reform in the present situation have little
extent that such reforms seem designed to increase fu- apparent to offer to the public: they promise to impose a
ture debt-servicing payments abroad. As stressed by burden today in order to carry out the reforms, and then
Sachs (1988a, 1988b, 1989b, and forthcoming), such implicitly to maintain the burden in the future when they
reform measures are almost everywhere in Latin America service the foreign debt. Candidates with a shorter-term
caught in a political stalemate, except in those countries message, of debt moratorium and real wage increases in
that rule by repression or that have won a measure of the current period, therefore have a much more attrac-
effective debt relief (for example, Bolivia). tive message to offer to large parts of the population. The

Formal models of this incentive problem typically result is a resurgence of populism in Argentina, Brazil,
depict a government choosing between investing or con- Ecuador, Mexico, and Peru that poses a significant danger
suming in the current period, to show that a debt over- to the possibility of long-term reform.
hang acts like a tax on future investment. (See, for The creditor community has rarely shown an appreci-
example, Sachs forthcoming, Corden 1988, Helpman ation of the need for a compromise on debt reduction for

Thble 14-2. Reduction in Exposure to Developing Countries at 29 of the Largest U.S. Banks
7btal developing-country exposure

(US$ millions unless Exposure reductions, June
otherwise noted) 1987 to September 1988

June 1987$ Sept 1988$ (US$ millions) Percent
Citicorp 14,600 12,100 2,500 17
BankAmerica 10,354 9,000 1,354 13
Manufacturers Hanover 9,234 8,688 546 6
Chase Manhattan 8,740 7,950 790 9
Chemical Bank 5,945 5,900 45 1
1. P. Morgan & Co. 5,400 4,700 700 13
Bankers Trust 4,000 4,000 0 0
First Chicago 3,120 2,429 691 22
Continental Illinois 2,400 2,000 400 17
Irving Bank Corp. 1,950 1,890 60 3
Mellon 1,600 1,386 214 13
Security Pacific 2,200 1,260 940 43
Bank of Boston 1,400 1,000 400 29
First Interstate 1,606 996 610 38
Wells Fargo 1,909 760 1,149 60
Bank of New Yorka 544 470 74 14
Republic of New York 487e 461e 26 5
PNC Financialc 481e 291 190 40
First Fidelityb 237 177 60 25
Northern Trusta 321 149 172 54
Southeast Banking" 215 117 98 46
MNC Financial 223 107 116 52
Bank of New England 307 106 201 65
Valley National 155 62 93 60
Fleet/Norstar 145 52 93 64
First Wisconsin 289 17 272 94
Norwest Corpb 515 16 499 97
First Wachovia 212 8d 204 96
NCNB Corp. 247 4 243 98
Total 78,837 66,095 12,742 16

Note: Exposures only in dollars (and not in local currency) are included.
a. Includes loans only.
b. Includes non-trade-related credits only.
c. Includes medium- and long-term loans to developing countries only.
d. The exposure totals at these dates were fully reserved against.
e. Estimate.
Source: Keefe, Bruyette & Woods, Inc. (December 1988.)
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the sake of bolstering the moderate political factions that with little benefit to the debtor country. As with a bank-
are most likely to service the debt. All of the short-run rupt firm, there is little sense in reorganizing the debt if
pressures for reform by the IMF and World Bank count the firm is going to remain in acute financial distress.
for nothing if the moderate political forces are unable to Under voluntary arrangements, a small number of
maintain power in Latin America's increasingly turbu- banks can frustrate a comprehensive settlement of a
lent political environment. Actual debt reduction should country's debt overhang. As table 14-3 shows, of the 18
be seen as an instrument for bolstering reformist politi- U.S. banks that held Bolivian exposure at the time of the
cal forces, so that they themselves have the incentive to Bolivian buyback (and that did not otherwise dispose of
undertake the right policies, and so that they can win their debt in the secondary market), 12 banks sold out
elections against candidates that promise easier solu- entirely, while the largest creditors (BankAmerica,
tions. Citicorp, and Morgan Guaranty) held on to most of their

claims. Another large bank, Chemical Bank, failed to

The Ineffectiveness of Voluntary Debt Reduction dispose of the exposure that it inherited from Texas
Commerce Bank (listed separately in the table), which it
acquired in early 1987. The motivation of the big banks

The idea of debt reduction has been around for several in holding on was mainly to avoid setting a precedent for
years, but the actual accomplishment of debt reduction other countries, but the implications forBolivia are clear
has been meager. The main channel for debt reduction these few banks, and several like them abroad, have so far
has been debt-equity swaps, which ironically are the kind frustrated a full settlement of Bolivia's debt problem.' 7
of debt reduction that is typically harmful to the debtor There are several barriers to comprehensive debt re-
country. In fact, despite enormous pressure from the duction, even with more extensive use of voluntary meth-
commercial banks for such programs, they have been ods that are now supported by the official creditor com-
suspended in almost every country that has introduced munity (for example, buybacks, exit bonds, and
them, with the exception of Chile. Moreover, despite the debt-equity swaps).' These barriers are: (1) the inherent
dozens of commercial bank reschedulings since 1982, collective action barrier to comprehensive debt reduc-
there is not a single case of commercial bank debt being
rescheduled at submarket interest rates, despite the fact
that many countries are almost universally acknowl- Thble 14-3. U.S. Bank Participation in the Bolivian
edged to be financial "basket cases" that have no possi- DebtBuyback
bility of fully servicing their debts on normal market (US$ millions)
terms.16  7btal sales

This section stresses that the meager record on debt Bank Exposure Cash Bonds
BankAmerica 69.2 10.0

reduction is an intrinsic feature of the bargaining process Citicorp 50.974 9.315 12.829
between the banks and the debtor countries, as it is now Morgan Guaranty 11.465 0.0
structured. Without a bankruptcy institution, and with- Manufacturers Hanover 7.984 7.984
out the official creditor community attempting to design Bankers Trust 7.359 7.359
concerted agreements asin a bankruptcy court, real debt Wells Fargo 6.311 6.311
reduction will almost surely not be accomplished even AMEX Bank Ltd. 4.55 4.55

with a broadened "menu of options" that includes more First Penn. Bank 4.116 4.116
debtredctio mehanims.Atlantic International 3.616 3.616debt reduction mechanisms. Bank

Debt reduction schemes should be measured against Chemical Bank 3.105 3.105
the standard of restored creditworthiness of the debtor Texas Commerce Bank 3.092 0.0
country. Specifically, the debt reduction should be exten- California First Bank 2.86 2.86
sive enough to accomplish the following goals: to allow AmSec Bank 2.23 223
the debtor country to service the external debt on the Irving Trust 1.417 1.417

revised contractual basis without the need to refinance Shawmut Bank 0.955 0.955
interest payments in new, concerted-lending packages; N. Carolina)
and to allow the private sector in the debtor country to Allied Bank Int'l 0.295 0.295
attract supplier credits, trade credits, and project finance Seattle-First National 0.177 0.177
on a decentralized basis. If some partial debt reduction Note: In the Bolivian buyback, banks could swap existing debt for
takes place but fails to accomplish these two goals, most cash (at 11 percent) or for investment bonds (which can be used for
of the inefficiencies discussed earlier will remain despite debt-equity swaps, and are redeemable in bolivianos for the boliviano

the effort of arranging the debt reduction. Also in that equivalent of 16.5 percent of the face value of the debt). All of the banks
except for Citicorp, BankAmerica, Morgan Guaranty, and Texas Com-

case, as Bulow and Rogoff (1988) have stressed, it is likely merce Bank sold or swapped 100 percent of their portfolios.
that official guarantees will cost a lot of public money Source: Keefe, Bruyette & Woods Inc. (1988b).
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tion, (2) the problem of precedents, (3) the problem of they fail to understand its analytical importance, or its
public sector bailouts, (4) the distorted incentives of the implications for the failure of the voluntary approach.
large banks, and (5) the structure of the bargaining cycle. The IIF has recently written (1989, p. 23), that "the cost
It is useful to examine each of these barriers in turn. [of debt reduction] is the discount incurred in exchang-

ing old assets for new assets, but the benefits accrue to

The Inherent Collective Action Banier of Voluntary all creditors and to the debtor country because its exter-

Schemes nal debt servicing costs are reduced. Thus, particular
creditors benefit if other creditors can be induced to
reduce their claims." This externality is praised by the IIFIn a voluntary debt reduction mechanism, each cred- as an added benefit of voluntary debt reduction, rather

itor is free to choose whether or not to participate. than as the profound barrier to efficient debt reduction
Nonparticipation means that the creditor continues to that it is in fact.
hold the original claim and can attempt to collect as thtiisnfa.
mhod te poiional claim . n, cn te to c t basc The key to efficient debt reduction is to require credi-

muchas ossbleon tat lai. Tus, her isa bsic tors to exercise their own self-interest by participation in
arbitrage condition attached to voluntary schemes: par- a coere treduon seme.e aropriate ts
ticipation in the scheme must, on the margin, be no for a concerted debt reduction scheme is whether the
worse than holding out and sticking with the original cor a re de beteron ihe statu uoB
claim. Thus, in a voluntary scheme, the creditor must this e th e bs oul cmare the sary mar-

compre he alu of he xisingclai afer he ebt this test, the banks should compare the secondary mar-
compare the value of the existing claim after the debt ket price of the debt before the debt reduction with the

redutio ha takn pacewiththevale ofthealtma- value of the asset that they would receive in the concerted
tive claim that is available through participation in the det edu t sche.
ddebt reduction scheme.

But now an obvious paradox arises, which is best
illustrated in the case of certainty. A full restoration of The Problem ofPrecedent
creditworthiness would imply that all claims on the
debtor, including "old" debt that does not participate in Among the banks and the U.S. Treasury, almost the
the debt reduction process, will rise in value to its face entire debt process is conceived of in terms of no more
value. The secondary market price of the old debt will be than five countries: Argentina, Brazil, Mexico, the Phil-
100 cents on the dollar after the debt reduction, if full ippines, and Venezuela. While there are at least 42 coun-
creditworthiness is restored.' 9 Thus, under certainty, tries that have rescheduled their commercial bank debts
there would be no motivation for an individual creditor in recent years, the five main debtors account for about
that has a small share of the overall debt to participate in 80 percent of the exposure of the nine money-center U.S.
a voluntary scheme if the creditor receives something banks to all 42 countries. The top three countries (Argen-
less than 100 percent of face value. tina, Brazil, and Mexico) alone count for 64 percent of

The result, which is proved formally by Helpman the total exposure of the money-center banks to the
(1988), for example, is that debt reduction may be impos- problem developing countries. Importantly, however,
sible as a market equilibrium even when the creditors as from a humanitarian and geopolitical viewpoint, the five
a whole would benefit from the debt reduction relative to countries account for only 40 percent of the population
the status quo. In the case studied by Helpman, the of the entire group? In the debt management process,
creditors would be made better off by being "forced" (as there is little serious attempt to address the problems of
in a bankruptcy settlement) into an agreement. Thus, the the smaller debtor countries for fear of setting adverse
insistence that debt reduction be voluntary may actually precedents for the larger countries. There is also no new
hurt the creditors as a whole. It probably helps, however, money for these countries. The arguments that the banks
a part of the creditor group (the large money-center use for opposing debt relief (for example, that they are in
banks), a point stressed below. the countries for the "long haul," that the countries can

The same point can also be made from the viewpoint successfully service their debts in the long term, that the
of the international institutions. It may be prohibitively countries will want to return to commercial bank lend-
costly to use official money for a buyback, or for other ing in the near term) manifestly do not apply for many if
forms of credit enhancement, in a purely voluntary debt not most of the smaller debtor countries. Countries such
reduction arrangement, since the cost of restoring cred- as Bolivia, the Dominican Republic, Ecuador, and Peru,
itworthiness becomes virtually the entire face value of among others, cannot pay their bills; are in no condition
the debt in the case that the individual banks can freely to expect a return to commercial bank lending for a great
decide whether to opt in or opt out. many years; and do not expect a continuing presence of

The fundamental distortion of voluntary debt reduc- the money-center banks in their countries. And yet for
tion schemes is recognized by the banks, even though these countries, as much as for Argentina, Brazil, and
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Mexico, comprehensive debt reduction has been off the official community that public money will come to the
agenda. rescue of the faltering renegotiation process. The banks

The reason is not hard to decipher: it may be found in and the debtor countries are certainly not the only play-
the cartoon. The small debtor countries have so little ers in the debt renegotiation game. The official creditor
debt that there is almost nothing to gain for the big banks community has a major stake in the process, one that is
in reaching a more efficient solution for them, while the well understood by the largest commercial banks.
risk of a precedent might be very damaging. The smaller The money-center banks are essentially in the position
countries are truly worth more as an example. of Stackelberg leaders compared with the official lenders

Thus, in the case of Bolivia, the money-center banks (including the treasuries of the Group of 7 countries, the
have held on to their claims, even as all of the rest of the IMF, the World Bank, and the multilateral development
U.S. banks have abandoned theirs. There is still a good banks). To the extent that the banks limit new lending or
chance for a comprehensive settlement in Bolivia (as is debt reduction, they know that the official community
supposed in the IMF and World Bank programs for the will make up at least part of the difference in official
country, and has been committed by key banks in the lending to the debtor countries. This is because the
steering committee), but only after overcoming signifi- official creditors have an important stake in maintaining
cant money-center bank resistance to the risk of a prece- political and economic stability in the debtor countries
dent. Bolivia's needs at this point have relatively little to and thus are willing to put money into the process if the
do with the strategy of the big banks. banks do not.

This infusion of public money acts as a tax on debt
The Expectation of Public Sector Bailouts reduction schemes. It is easy to show that if the official

creditors decrease their contributions to a debtor coun-
The third major reason why comprehensive debt re- try for each dollar increase of debt relief from the private

duction is unlikely is the continuing signal from the banks, the banks will have the incentive to underprovide
debt reduction, at the expense of both the official credi-
tors and the debtor country.

This process is increasingly evident In Sachs (1988b),
it is shown that the official creditors have systematically
put net resources into the major debtor countries while
at the same time the commercial banks have systemati-
cally removed net resources. In the Paris Club, the official
bilateral creditors have virtually stopped collecting
money: almost all countries are now able to negotiate

Why Are You Bankers Choking That Man? rescheduling agreements in the Paris Club in which 100
percent of interest and principal is postponed for several
years. The terms are substantially more favorable than

Y AF those given by the commercial banks, despite the
CeoviNe T9r NM ERV I% \5 PAYMETS debtor's commitment under the terms of the Paris Club

to negotiate terms with other creditors with terms at
least as concessional as the terms offered by the Paris

-3 Club creditors.
The process of substituting official finance for bank

finance has become more explicit over time. In recent
months, for example, the U.S. Treasury has engineered a

9Vr V e DIES, %T 60D \NtL. large bailout for Mexico, in which a large bridge loan was
lie Fe To You A tl.emade ($3.5 billion) to future World Bank and IMF lending

even though loan programs from those institutions had
as riot been negotiated. The money was to guarantee a

smooth transition period in which commercial bank
interest payments would not be interrupted. More gen-
erally, the World Bank and Japan (especially through its
Export-Import Bank) are widely seen to be acting as
"lenders of last resort" to fill in the financial needs of

Source: 0 3 October 1988, Boston Globe. Reprinted by permission large debtor countries that are not met in new-money
of Los Angeles Times Syndicate. packages 2 Similar treasury loans are now under consid-
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eration for Argentina, Brazil, and Venezuela. The general tries.23 It has to do with three other factors that should
capital increase of the World Bank, the recycling pro- be deemed highly distortionary to the debt reduction
gram of the Japanese government, and anticipated quota process. First, the large banks are resistant to write-
increases for the IMF and the Inter-American Develop- downs because of the greater exposure to developing
ment Bank are all viewed by the commercial banks as countries relative to capital. As we shall see, the higher
important sources of money that will substitute for fresh exposure can cause banks to resist debt reduction even
bank lending in the coming years.2 when the debt reduction is highly efficient in the sense

of raising the expected present value of future debt
The Distorted Incentives of the Large Banks repayments.

Second, the large banks have superior access to debt

Despite all of the biases against debt reduction (like equity swaps than do the small banks. In general, these

the advantages of waiting for others to give relief, the debt-equity swaps offer a less costly way of divesting debt
problems of precedent, and the prospects of an official than does the secondary market. So the big banks resist

bailout), most banks are now prepared to accept signifi- comprehensive agreements in order to maintain their

cant losses on the debt in return for ridding themselves options to pursue debt-equity swaps. Unfortunately, from
of the problem. This is evidenced by the fact that the the viewpoint of the debtor country, the debt-equity
regional U.S. banks are now divesting of their entire swaps tend to be highly deleterious.
developing-country debt portfolios on the secondary Third, the large banks recognize that by slowing their
market at a remarkable rate, with losses reaching 50 to own debt reduction process, they also gain by having the
60 percent of the face value of the portfolios. It is a few smaller banks "cash in," and accept losses by exit bonds,
money-center banks, not the vast bulk of small- and secondary market sales, and so forth. Since any creditor
medium-size U.S. banks, that are resisting comprehen- is made better off if another creditor voluntarily makes a
sive write-downs of their portfolios. Note in table 14-2 concession to the debtor (since the remaining debt in-
that, while most U.S. banks are reducing their exposure, creases in value), the large banks have an added incentive
the non-money-centerbanks are reducing their exposure to let the small banks get out at a large loss, while the big
at a much faster rate. banks postpone any significant concessions. This is just

It is important to analyze why the large banks are less another reflection of the collective action problem dem-
willing to sell off their portfolios, since that also helps to onstrated at the beginning of this section. It is helpful to
explain why the large banks have so vigorously resisted look at these three factors in a bit more detail.
concerted debt reduction arrangements. The large banks
typically argue that they should not be expected to accept Exposure ratios and the incentive to accept debt re-
the losses that are being accepted by the smaller banks, duction. The money-center banks are more heavily ex-
since the big banks, unlike the small banks, intend to posed than the smaller banks in the United States. At the
remain in these countries for the long haul. In other end of 1987, the money-center bank exposure to the 42
words, since the large banks are going to maintain busi- troubled debtor countries was $56.1 billion, or 109 per-
ness in Latin America, they should not be expected to cent of capital.24 For the rest of the U.S. banks, the
accept losses on their existing debt; the smaller banks are exposure was $27.3 billion, or 35 percent of capital. High
selling off their portfolios because they are getting out of exposure per se can be an important barrier to accep-
Latin America entirely. tance of debt reduction.

This explanation actually makes little sense on closer The key point is that regulatory oversight of the banks
inspection. Citicorp could remain in Mexico for the long is based on the book values, not market values, of the
haul even if it agreed to cut interest rates on existing banks' assets and liabilities. This means that heavily
sovereign Mexican debt to submarket rates. In normal exposed banks may sometimes have the incentive to
banking practices, it would be the bank with the long- avoid book losses on their portfolios even if they repre-
term relationship with a client that would be expected to sent market gains. A bank with a large exposure of devel-
grant the concessions to the client in a case of financial oping-country debt relative to bank capital might satisfy
distress. In Japan, for example, it is precisely the "main capital adequacy requirements when measured at book
bank" (that is, the bank with the long-term relationship, values, but fail to satisfy them when measured at market
and largest exposure, with the client) that is called upon value. In this case, the bank might turn down participa-
to grant submarket interest rates in order to nurse a firm tion in a debt reduction scheme, even if it raises the
back into profitability in the case of financial distress. market value of the exposure to developing countries, if

The reasons for the large banks' greater resistance to at the same time it causes abook loss on the bank's claims
debt write-downs has little to do, in fact, with their that pushes the bank out of compliance with the regula-
alleged long-term commitment to the debtor coun- tory guidelines on capital adequacy.25
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This kind of distortion arises because of faulty ac- Not surprisingly, the largest banks have pushed relent-
counting procedures. In the United States, the banks are lessly for these programs, while the debtor countries
not required to mark-to-market the valuation of devel- have typically restricted or cancelled them soon after
oping-country claims, so that the vast bulk of the claims they have come into operation. In the Brazil reschedul-
is kept on the books at 100 percent of face value, despite ing agreement of September 1988, the Brazilian govern-
a secondary market value of around 40 percent of face ment committed to a debt-equity swap program in which
value.26 Banks are willing to absorb some losses on their the debt would be repurchased at face value, so that
developing-country claims to clean up their portfolios, Brazil would not even benefit in the market discount
but only if such losses do not jeopardize the bank's plans through the program! Mercifully, the Brazilian govern-
for meeting the guidelines on capital adequacy, which are ment suspended this part of the agreement in January
based purely on book values.27  1989. The amazing thing is that the official community,

So if banks that have actually reduced their develop- which should know better, has not opposed this kind of
ing-country portfolios the most (that is, through sales in mechanism despite the harm to the debtor countries.3 1
the secondary market) are examined, there is a very A second problem with the debt-equity swaps is that,
strong negative correlation between the exposure-to-eq- given their attraction to Citicorp and a few other banks,
uity ratio and the percentage decline in exposure in the these large banks have frustrated more comprehensive

past year. The data from table 14-3 show that on an arrangements (for example, submarket interest rates) for
unweighted average the 9 money-center banks have re- fear of jeopardizing the debtor countries'aquiescence in

duced their exposure by 10.9 percent, while the 20 banks the debt-equity programs. Thus, comprehensive agree-
with less exposure have reduced their exposure by an ments have been held hostage to a form of debt reduction

unweighted average of 49.8 percent2 8 that is harmful to the interests of the debtor countries.
It is important to mention one further distortion that

leads debtor countries into accepting these swap pro-
Large banks and debt-equity swaps. There are, more-

over, several ways to reduce the exposure to developing grams despite the highly adverse macroeconomic conse-
countries, including participation in a comprehensive quences. As stressed by Luiz Carlos Bresser Pereira
debt reduction scheme (for example, the Bolivian (1989), the former finance minister of Brazil, who faced

buyback), sales directly into the secondary market, and enormous internal political pressures to implement such

participation in a debt-equity swap program. The last programs:

offers banks the least expensive way to divest their devel- The debt is a chance for speculation and profit. Formal
oping-country debt, since debt-equity swaps generally and informal (through the parallel exchange rate mar-
allow the creditor to avoid the full market loss implicit ket) debt-equity conversions make possible huge gains
in the secondary market (the discount is shared between from speculation by some. The discount in the second-
the debtor and the creditor). But effective participation ary market is shared by a number of people-bankers,
in debt-equity swap programs requires a close working brokers, investors, lawyers-and these people know
knowledge of the local economy that can be gained only that, if a global securitization scheme is adopted, they
through extensive operations in the country. Thus, the will lose this extraordinary source of gains.
largest banks, with local branch networks, are best able Actually it is possible to take two opposite views about
to use the debt-equity swap programs to their advan- tu t is osions. Yo oppos t i s a
tage. 29  the debt-equity conversions. You can think that this is a

The large banks, and especially Citicorp, have blocked positive way of gradually reducing the debt, or you can
think that this is a form of coopting the elites of thecomprehensive debt reduction arrangements in the past dbo onre,mkn hi neet omnt h

year (for example, in Bolivia, Brazil, and Costa Rica) in interests of the major creditor banks. I am today firmly
order to press for expanded debt-equity swap programs. convinced that the second alternative is the correct one.
This is perfectly justifiable as a corporate strategy, but is These debt-equity swaps are based on the discount in
highly distortionary from the viewpoint of a settlement the secondary market, that is, in the misery of many in
on the debt issue. The main problem is that the debt-eq- the debtor countries whose incapacity to pay is so por-
uity swaps by themselves are generally harmful to the trayed, but the ones who make large profits from these
countries undertaking them, since they imply an accel- conversions are a small, but influential, minority in the
eration of debt repayments rather than an easing of the debtor countries.
debt-service burden.30 There are only limited circum-
stances in which debt-equity swaps may make economic The large banks'incentive to wait. The big banks have
sense: for private sector debt and in the case of privatiza- several fundamental reasons to avoid a comprehensive
tion of public enterprises (for which there are no infla- solution at this moment, mainly their heavy exposure
tionary consequences). relative to equity, their expectation of official bailouts,
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and their preference for debt-equity swap programs. commercial bank agreements, not mainly because of
These fundamental factors lead to another, induced mo- their bargaining weakness in relation to the banks, but
tivation for waiting. The smaller banks are now cutting because an agreement with the banks has been made the
their losses and getting out in separate side deals (for sine qua non of good relations with the creditor
example, buybacks and exit bonds). The money-center governments.
banks know that by waiting, they reap advantages from The only cases of real progress toward debt reduction
the concessions of the smaller banks. John Reed (1988), (the Bolivian buyback in 1988, and Costa Rica, with a
chairman of Citicorp, was quite explicit on this point in buyback likely in 1989) have occurred when the official
a recent speech: creditor community has allowed the debtor country to

What is happening right now is that some banks, like maintain good official relations (for example, to have IMF
our own, are converting debt into long-term investments programs) during a period in which the countries were
[i.e., debt equity swaps]. At the same time, some smaller in prolonged arrears to the commercial banks. The im-
banks that have very different interests are selling out at plicit official sanction of the arrears both enabled the
prices that, frankly, are quite convenient to those of us country to persist in long-term negotiations with the
who are going to stay in for the long haul, and quite banks and sent a signal to the banks that the debts were
convenient for the countries [emphasis added]. not going to be defended by the official community to the

The waiting game imposes costs on the creditors as a last penny of interest.

whole (by allowing a continuing economic deterioration
in the debtor countries), but these costs are borne by the Toward Efficient Debt Reduction
smaller banks (who sell their debts at exceptionally dis-
counted prices), not by the larger banks that impose the The voluntary approach, at least as now conceived, is
obstacles to concerted debt reduction. unlikely to succeed in its central purpose: to restore the

creditworthiness of the debtor countries so that they may

The Problem of the Negotiating Cycke achieve productive efficiency. Debt reduction should be
comprehensive to achieve this goal, but we have seen that
several important barriers block a comprehensive settle-

Despite all of the resistance to comprehensive debt ment on a voluntary basis: the inevitable tendency of
reduction on the part of the creditors, it still might be holdouts to wait for others to grant relief, the problem of
asked why the debtor countries do not have the bargain- precedents, the expectation of official bailouts, and the
ing power to achieve more comprehensive relief. The distorted incentives of the largest banks.
answer, it seems, lies in the nature of the bargaining These problems can be overcome, but only with reso-
process. To put the matter simply, the countries have two lute actions by the official creditor community. The key
objectives: to remain on good terms with the official point that the official community should recognize is
community, as a matter of foreign policy as well as that a real debt settlement requires the concerted partic-
financial policy; and to reach better agreements with the ipation of the banks. To the extent that there remains a
creditor banks. But as the negotiating process is actually menu of options for the banks, this menu should only
carried out, it is virtually impossible to attempt the latter include alternative ways of accomplishing debt reduc-
without threatening the former. tion. In other words, banks should not have the luxury of

The official community (that is, the U.S. Treasury, the opting out of debt reduction entirely, for that frustrates
IMF, and the World Bank) expects debtor countries to the whole process.
reach negotiated agreements with the banks as a precon- The simplest way to achieve a comprehensive reduc-
dition for good official relations. When Brazil went into tion of debt is through a reduction of interest rates to
moratorium in 1987, for example, it was the withdrawal submarket levels on the existing debt. This mechanism
of official financial support (for instance, export credits is nearly ideal: it is administratively straightforward (the
from the official agencies) that proved to do the most contracts merely have to be rewritten to include interest
harm to Brazil's negotiating position. Similarly, the IMF rates of, say, a fixed 4 percent, rather than LIBOR plus
almost always requires that the country reach an agree- 13/16); it is comprehensive; it is equitable in its impact
ment with the commercial banks (at least in principle) across banks; it avoids the adverse consequences of debt-
before it will sign an IMF Standby. In turn, the IMF equity swaps; it is a standard mechanism for debt work-
agreement is needed for the country to reschedule its outs in the domestic context; and it may even obviate the
bilateral debts in the Paris Club, which is in turn neces- need for large, immediate write-downs of capital under
sary for the country to arrange new export financing from U.S. banking regulations?2 Furthermore, it is easy to
the export credit agencies of the creditor governments. combine interest rate relief with credit enhancement,
The result is that the countries are pressed into signing since the reduced interest rates can be guaranteed by the
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official creditors, like the World Bank, as part of the * An official policy of support for debt reduction
restructuring process. through the mechanism of submarket interest rates as

Achieving comprehensive debt reduction for a partic- the simplest, fairest, and administratively easiest form of
ular debtor country will require several steps on the part comprehensive debt reduction.
of the official creditor community (especially the IMF
and World Bank): To understand the import of these principles, it is

useful to focus on a concrete case, like the pending
* An explicit recognition by the IMF and World Bank negotiations with Ecuador.3

that the debt burden of the country should be perma-
nently reduced (conditional on the commitment of the
debtor country to pursue appropriate macroeconomic Targeting Debt Reduction: Ecuador
policies).

* An official policy that the banks should share Ecuador offers an important case for debt reduction,
equally in the debt reduction. A menu of options may still and is an important illustration of the crucial choices
be used in recognition of regulatory differences facing facing the official creditor community in guiding the
different banks, but in economic terms, all banks should debt reduction process. Since 1981, per capita income in
participate equally in the debt reduction mechanism.33  Ecuador has declined by more than 8 percent Urban

* An official policy against debt-equity swaps as a unemployment has reached 13 percent, and the real
significant component in debt reduction, except for the minimum wage has fallen by 46.4 percent since 1980.
handling of private sector debt or the case ofprivatization Ecuador's terms of trade have deteriorated by 33 percent
of a public sector firm. since 1980. Since early 1987, when Ecuador was hit

* The design of official lending programs (for exam- simultaneously with a collapse of international oil prices
ple, standby programs and structural adjustment lend- and a severe earthquake, the government has been in
ing) based on debt-servicing targets that take into suspension of interest payments on commercial bank
account the necessary debt reduction.3 debt. A new-money package was negotiated between the

* An official policy that IMF and World Bank pro- government and the banks in 1987, but the agreement
grams can go forward despite arrears to the commercial lapsed when the banks failed to come up with the full
banks in circumstances in which the IMF determines amount of lending to which they had committed, and
that the debt should be reduced, but in which the banks when it became clear to the Ecuadorian government that
have not yet agreed to a comprehensive debt reduction even if the money were available, the remaining interest
mechanism. servicing due under the agreement was far beyond the

* Regulatory support for debt reduction, with regu- government's capacity.
lators requiring write-downs of debt to market values for A new government came into power in August 1988,
those countries for which debt reduction packages are inheriting the debt suspension, a macroeconomic mess
not concluded. At the same time, stretching out write- (negative net reserves, inflation rates of nearly 100 per-
downs in cases where comprehensive debt agreements cent, and stagnant growth in the nonoil economy), and
are reached. an extremely difficultpolitical situation, with deep polar-

* The use of official money to "enhance" the interest ization and unrest. The government immediately imple-
stream of debt for cases in which the countries and the mented strong stabilization measures designed to reduce
commercial banks have agreed to a comprehensive debt the budget deficit and to unify the exchange rate at a
reduction scheme. The official institutions can provide realistic rate. It also charted out a path of longer-term
partial or complete interest payment guarantees, de- reforms. At the same time, the government announced
pending on the precise economic circumstances of the its intention to pursue negotiations with the creditor
debtor country and the nature of the debt reduction banks in search of a fundamental solution to the external
agreed to with the commercial banks. debt problem, rather than another short-term patch-up.

* Strict conditionality on official lending for all coun- The new government has expressed its eagerness to pur-
tries negotiating debt reduction programs, and for all sue lending programs with the IMF and the World Bank
countries seeking programs in the face of commercial and to submit to the conditionality of those institutions.
bank arrears. With a debt-GNP ratio of about 140 percent, Ecuador

* A policy that sustained interest arrearages on pay- presents a clear case for debt reduction. The secondary
ments after debt reduction has taken place should trigger market value of the debt stands at 13 cents on the dollar
cross-default provisions with other IMF and World Bank (as of 5 January 1989). Both measures suggest that the
lending. This is especially important in cases in which debt burden will have to be reduced significantly and
there are official guarantees of the interest payments that permanently as a basis for economic recovery. Of course,
have been missed. a detailed estimate of reasonable capacity to pay, with due
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attention to social, political, and budgetary considera- example, from the World Bank), and perhaps by the
tions, would be needed to fix an appropriate target for pledge of future receipts on oil export earnings.36 The
debt reduction. rate of interest could itself be indexed to the price of oil,

The IMF and World Bank will face a decision relative so that an increase in oil prices leads to a rise in the rate
to Ecuador in the near future. Ecuador is requesting a of interest on the loan. Finally, a "kicker" might be
standby agreement with the IMF and, as usual, the IMF attached to the new loan, such that interest payments are
will recommend a program of fiscal austerity for the increased in step with increases in GNP growth above a
country. The nature of the program, however, will depend certain rate.
fundamentally on the Fund's treatment of the Ecuador-
ian debt. If the Fund treats the debt in a normal bureau- Conditionality with Debt Reduction
cratic manner as requiring full servicing at market inter-
est rates, then the Fund will determine that the
government of Ecuador has a gaping budget deficit of Debt reduction should only be granted to countries
more than 8 percent of GNP. It will recommend a pro- pursuing internationally supervised programs of stabili-
gram of crushing austerity so that the government will zation and structural adjustment. Especially in cases in

generate the resources to service the interest. If the which official creditors are providing guarantees on in-

government actually tried to follow such a program, it terest payments, there is a legitimate role for condition-

would surely plunge the country into serious political ality in protecting the use of official financing. It is

unrest l sometimes suggested that debt reduction would take the

If, instead, the Fund acknowledges that the interest pressure off of conditionality-that is, that a "tight leash"

cannot seriously be considered as payable, it will deter- on debt is necessary to make countries undertake pro-
grams of economic reform. Both theory (for example,mine that the budget is close to balance, once allowance Sachs, 1989b) and experience suggest otherwise. Debt

is made for substantial debt reduction. Most of the defi- reduction can enhance the effectiveness of conditionality
nition of the budget deficit, and the need for austerity, by making it more likely that a good government can
will depend on one's accounting of the 8.5 percent of GNP maintain power and by offering governments a more
that is due in commercial bank interest servicing each attractive incentive to pursue a reform program.
year. It would be prudent for the official community to pressThe Fund might believe that it can duck this determi- for debt reduction only after a government has a track
nation altogether, by deciding that Ecuador must ar-
range adequate financing or debt reduction with the reodfsucsulajtmnefrs(ithmatm,arrears on debt repayments might be a necessary evil, in
banks before an IMF program can be established. But in lieu of an adequate financing package). What is impor-
this case, the Fund is essentially condemning Ecuador to
respect its debt payments or choose the path of ostracism tant i ot e l tn offdebt redui t the. ex-ante commitment by the official community to sup-
from the official financial community by failing to con- port debt reduction for any government that pursues an
clude an IMF program. If the banks know that Ecuador effective adjustment program under the supervision of
must choose between signing a bank agreement and the international financial institutions, in circumstances
walking away from a Fund program, they will certainly in which the debt is demonstrably beyond the political
be unwilling to explore any serious options regarding and economic capacity of the country to pay in full.
debt reduction.

In sum, the IMF can push the process of debt reduction
only by acknowledging (either implicitly or explicitly) Legal and Regulatory Aspects of Concerted Debt

the need for debt reduction, and then giving Ecuador the Reduction

time to negotiate a program of debt reduction. To do this,
the IMF must extend a program to Ecuador despite the Concerted debt reduction requires that a high propor-
presence of large and growing bank arrears, with the tion of banks agree to a restructuring of debt at sub-
understanding that the arrears will be settled only when market interest rates. Since the submarket rates will
a long-term arrangement is reached between Ecuador enjoy credit enhancement with official funds, the pack-
and the banks. age of debt reduction combined with credit enhancement

A final settlement on Ecuador's bank debt is not diffi- should be attractive to the vast majority of banks, as most
cult to envision. The interest rate should be brought of these banks are already divesting their portfolios on
down to submarket rates, reflecting the secondary mar- the secondary market at substantial discounts. Further-
ketprice of Ecuador's debt and other indicators of capac- more, as a practical matter, the difficulty will lie in
ity to pay. These submarket rates should then be collat- gaining the assent of the biggest banks in the steering
eralized by a combination of official guarantees (say, for committee, rather than the smaller banks.37
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The difficulties of achieving a concerted settlement are branch position on the renegotiation of debt contracts.
vastly overstated. The big problems have already been This is leverage that can be held in reserve.
mentioned: given current regulatory and official lending
policies, the big banks have no particular reason to con- Conclusions
cede to relief now. Once the official policies change, then
the incentives facing the large banks will change as well. This paper has stressed that effective debt manage-
The main changes needed are fourfold: (1) an end to ment should mimic two of the essential characteristics
official bailouts of interest servicing; (2) a tolerance of of bankruptcy: the debt burden should be reduced and all
interest arrears in the course of debt negotiations; (3) a creditors should participate in a concerted settlement.
regulatory environmentin whichbookprofits lookbetter The paper suggests, at some length, why the new-money
if the banks agree to a concerted debt reduction; and (4) approach has broken down and stresses that even while
official money available for credit enhancement. it may work (occasionally) for the largest countries, it

Complete unanimity among the banks would not be simply does not function at all for the smaller debtors.
required to achieve a concerted restructuring. The debt The paper also casts doubt on the efficacy of the voluntary
contracts of each country allow for debt restructurings approach to debt reduction, in which individual creditors
with various qualified majorities of creditor banks, in are permitted to choose whether or not to participate in
some cases two-thirds of the banks, in other cases three- a debt reduction scheme. Such voluntary arrangements
fourths, and, in some, simple majorities. make as much sense as voluntary bankruptcy-that is,

It is important to keep in mind, as well, that even if the not very much. There are simply too many obstacles (for
regulatory changes fail to break the logjam, there are example, inherent externalities, distorted incentives of
some other, more potent, policy actions that could be the largest banks, and so on) to give much hope to a fully
relied upon. For example, with respect to IMF actions: decentralized market approach to debt reduction.

The most efficient and straightforward form of debt
There is a provision under the IMF articles (Article reduction would be a rescheduling of existing debt at
VIII), which would provide for an arrangement of pay- submarket interest rates. The official creditors could play
ments and exchange restrictions approved by it to su- an important role in the process by providing official
persede all previous arrangements, and which could not guarantees on the interest rates after they have been
be challenged in the courts of any of its members. Thus, reduced. There are many important steps that could be
if some banks refuse to participate in an IMF approved taken by the policy community to bring about a settle-
arrangement, and if the debtor countries discriminate ment on this basis, including regulatory changes and
against those banks and met their obligations only after changes in the lending policies of the international finan-
meetng those of the banks which participate in the cial institutions. The regulators should be more aggres-
arrangement, the latter are given effectively a senor sive in requiring banks to set aside allocated reserves on
status, which the former cannot challenge [Sengupta their developing-country debt, so that distortions in book

valuations of developing-country debt do not create dis-
incentives to debt reduction. Also, the international fi-

Within the United States, similar policy options exist, nancial institutions should recognize that interest ar-
as shown by the legal history ofAllied Bank v Costa Rica, rearages can be a normal part, and perhaps are an
in which a U.S. bank attempted to sue Costa Rica for inevitable part, of a process leading toward debt
nonpayments on a sovereign debt contract In the first reduction.
decision of the court 566 F.Supp 1440 (S.D.N.Y. 1983),
the court ruled in favor of Costa Rica and refused to Notes
enforce the contract on behalf of the plaintiffs, on the
grounds of a doctrine known as "state action." The court This paper was prepared several months before the announce-
essentially held that as long as Costa Rica's actions in not ment of the Brady plan on 10 March 1989. While the Brady plan
paying were in conformity with the foreign policy of the calls for a new focus on debt reduction, for reasons very much
U.S. government, then the courts would not enforce a in line with the arguments of this paper, it urges that debt
judgment against a Costa Rican sovereign action. In the reduction be achieved through "voluntary, market-based"

event the court later reversed itself (Allied v Costa Rica, mechanisms. A major theme of this paper is that such voluntary
ee7 the courthe Umechanisms are unlikely to resolve the crisis, because they are
567 F.2d 516) when the U.S. government made clear that unlikely to produce the necessary magnitude of debt reduction.
in fact it would like Costa Rica to pay the debt. But the Thus, this paper can be read as casting doubt on the efficacy of
point here is not the final resolution of the case, but the the Treasury's proposals in the spring of 1989. At the same time,
fact that the enforceability of contracts by the banks the paper suggests how the international financial institutions
appears to depend in large measure on the U.S. executive could play a central role in achieving the necessary magnitudes
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of debt reduction by helping to arrange "concerted" (rather reduction could be of enormous benefit in mobilizing the
than voluntary) programs. A further analysis of the Brady plan support for reform, as is stressed here. Moreover, all official
itself by this author can be found in Foreign Affairs (1989c). credit guarantees on restructured debt should be appropriately

1. The economic crisis in Latin America, and the role of the protected through conditionality, and failures of governments
foreign debt, is analyzed in Sachs (1988a), which can be re- to pay the reduced debt (thereby triggering the official guaran-
garded as a companion paper to the current analysis. tees) can be met with stiff sanctions.

2. See, for example, the recent statement of the Institute of 9. A recent example is the case of the bankrupt Washington
International Finance, "The Way Forward for Middle-Income Power Supply Company, which settled with its creditors in
Countries," January 1989, which states that "the scope for December 1988, reducing their claims substantially, and then
voluntary debt reduction should be significantly enlarged" (p. returned to the capital markets immediately with significant
2), and that creditor governments should seek ways to encour- new borrowing.
age banks to "accelerate the application of voluntary, market- 10, More specifically, even if the president and his economic
oriented financing techniques that reduce existing bank debt" team want to service the debt.
(p.4). Similarly, Morgan Guaranty Trust, in the December 1988 11. For instance, a congressional party may split with the
issue of World Financial Markets, states that the "multilateral president in voting for austerity measures, for fear of electoral
organizations should support bank-debt reduction, for exam- consequences. The president and a small set of cabinet minis-
ple, by helping debtors to issue new obligations of enhanced ters may then be left virtually isolated in pushing for economic
quality and retire existing ones at a discount" (p. 2). reforms, as has occurred in Argentina.

3. Some kinds of debt conversion give the creditor a local 12. With solvency considered in the expanded sense of
currency claim in place of the external claim. Typically, how- recognizing the government's limited political resources to
ever, the local currency claim is indexed, and with a higher muster debt-servicing capacity.
interest rate than on the external claim. In this text that is not 13. Bulow and Rogoff (1988) suggest, for example, that the
counted as a case of debt reduction, even though the measured current negotiating process has resolved most of the inefficien-
cross-border debt is reduced. cies in debt management.

4. It is important to make this basic point since the banks 14. These are listed in table III-5 of the World Bank's World
have sometimes used the term "debt reduction" to mean little Debt Tables, 1988-89 Edition. One country, Turkey, has rees-
more than a reduction of the debt through a straightforward tablished normal market creditworthiness after falling into a
amortization of the debt, something that the banks obviously debt crisis. One other country, Colombia, has not rescheduled,
support, but which brings little comfort to the debtor country! but does not have normal market access to new lending. After
Thus, in the recent debt rescheduling with Brazil, completed a prolonged negotiation, Colombia and the creditor banks
in September 1988, the banks advertised that the agreement agreed in late 1988 to a new-money package of $1.7 billion.
led to a significant, $4.5 billion, reduction of debt in 1988. (See Notably, to the consternation of the Colombian government,
Citicorp 1988.) But $3.4 billion of this "debt reduction" was this new-money package does not even fully refinance amorti-
simply the repayment by Brazil, at par, of arrears on earlier zation payments (which are about $2.1 billion), and therefore
interest. Similarly, the banks advertised that Brazil would reap refinances none of the interest payments due.
a $1.8 billion reduction in debt from a debt-equity program in 15. In their new report, 'The Way Forward for Middle-In-
which Brazil would buy the debt from the banks at par value, come Countries," the IIP states: "In short, for many banks the
But since a repurchase at par is akin to a direct amortization of benefits of maintaining the current collective strategy [of new
debt at par, this will not be counted as a debt reduction accord- money] have diminished, while most banks' willingness to
ing to the definition in the text. make new loans to troubled debtors has declined" (1989, p.16).

5. Advocates of voluntary debt reduction envision that debt 16. Some countries in this category include Bolivia, Sudan,
reduction should be achieved through the transactions in Nigeria, and Peru. The absence of submarket interest rate
which each bank creditor may choose whether or not to partic- settlements is absolutely astounding and belies the commit-
ipate. Examples of voluntary debt reduction include the pur- ment to a truly case-by-case approach. For the most difficult
chase of debt for cash (in buybacks), or the creation of new cases, countries that have been declared "value impaired" by the
financial claims (for example, exit bonds, debt-equity swaps), U.S. regulators, there is no possibility whatsoever for a new-
which each bank creditor can voluntarily choose to accept in money package, since such packages are virtually circum-
exchange for the existing debt. scribed by U.S. regulations, which would force immediate

6. At the risk of belaboring the point, "voluntary" is distin- write-downs of the new loans granted to these countries.
guished from "concerted," and "negotiated" from "unilateral." 17. Note that the list in table 14-3 may not be comprehen-
A meaningful solution will have to be negotiated, rather than sive, due to some problems with identifying the complete list
unilateral; but it will also have to be concerted, rather than of Bolivia's U.S. bank creditors. Note also that there is still an
voluntary (as that term is now used). excellent prospect for completing the debt reduction in the

7. The international agencies would have an important role Bolivian case, since the official creditor community supports a
in providing indicators of debt-service capacity. complete solution to Bolivia's problems, and since a very few

8. One of the myths about debt reduction is that it would banks are now the bottleneck to a complete solution. In any
reduce the incentive for reform. This point of view hardly seems event, as described in Sachs (1988b), the Bolivian debt manage-
compelling after six years of a "tight leash" approach in Latin ment process since 1985 (which includes a prolonged period of
America has left the region in a shambles. The prospects of debt arrears on commercial bank loans, extensive official financial
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support, and the 1988 debt buyback) has given Bolivia crucial ratio on equity-to-assets. This would limit the regulatory inde-
breathing space that has allowed an economic and political pendence of the bank (perhaps restricting its dividend issue;
recovery to get under way in the country. perhaps calling for intervention in bank management by the

18. Here "comprehensive" debt reduction is debt reduction regulatory authorities). It is possible that the market value of
that is sufficient to obviate the need for concerted-lending the bank would fall because of the resulting regulatory inter-
packages and sufficient to allow fora restoration of trade credits vention (in which case the bank management should reject the
and project financing for the private sector. debt reduction deal on behalf of the shareholders). It is also

19. It is important to note that this illustration is consider- possible that the market value of the bank would rise because
ing the case of certainty only; with uncertainty, market credit- of the increase in value of the developing-country debt, but that
worthiness may be consistent with a discount on the face value the management would still reject the deal (contrary to the
of the debt. interests of the shareholders) because the resulting regulatory

20. In geopolitical terms, it should be remembered that restrictions would hurt management even though they would
even a country of 3 million people, Nicaragua, with an insignif- not hurt the shareholders. In the last case, failure to enter into
icant proportion of the foreign debt, virtually dominated U.S. the debt reduction program would reflect aproblem of account-
foreign policy attention in Latin America in recent years. And, ing distortions combined with an "agency" problem in firm
of course, Nicaragua's political crisis in the 1980s was crucially management.
tied to the economic crisis in the country in the 1970s. 26. The banks are required to write-down the value of the

21. This has become explicit in country negotiations, where claims only in the case that the regulatory authorities, specif-
the banks resist new money because they insist the financing ically the Interagency Country Exposure Review Committee
gap can be made up with contributions from Japan and other (ICERC), declares that a country's assets are "value impaired,"
creditors. in which case the banks must set up an allocated transfer risk

22. The IIF was quite explicit about this point in its public reserve (ATRR), which effectively forces a write-down of the
letter to the IMF and World Bank last fall. The letter said that value of the debt. ICERC has studiously avoided any write-
the demand for bank financing "exceeds the capacity and will- downs for the major debtors, however, so that the ATRR is only
ingness of banks to supply it," and continued with the statement required in a few cases of very small countries (including
that- "The World Bank will have to accept a larger share of the Bolivia, Costa Rica, Ecuador, Nicaragua, Peru, and Sudan).
overall lending risk by increasing its own disbursements, by 27. There is considerable evidence that stock market prices
offering banks better cofinancing opportunities, and by taking of the U.S. commercial banks already reflect the fact that market
the initiative to introduce other financing techniques, includ- values of the claims on developing countries are substantially
ing limited interest payment guarantees." See the report below book values (see Sachs and Huizinga 1987, for evidence).
"Banks 'Unable' to Meet Loan Demands from Third World," The implication is that a bank that sells its debt at a deep loss
Financial Times ofLondon, October 1988, p. 1. in book value may well experience no loss in market value (or

23. The extent of this long-term commitment is also not even an increase), since the bank's market valuation before the
something to take at face value. Most banks, even large ones, sale already discounted the loss on the developing-country
are simply getting out of the sovereign-loan business, and out claim.
of Latin America entirely. Citicorp is nearly alone in staying in 28. The nine money-center banks are: BankAmerica,
Latin America in a significant way, but there is simply no sense Citicorp, Chase Manhattan Bank, Manufacturers Hanover, Mor-
to the idea that this bank alone should be exempt from sharing gan Guaranty, Chemical Bank, Continental Illinois, Bankers
losses in a debt reduction agreement simply because it has Trust, and the First National Bank of Chicago.
highly profitable local operations in Latin America. 29. Extensive evidence from the income statements of the

24. Calculations are based on "Country Exposure Lending money-center and regional banks suggests that the largest
Survey: December 1987," of the Federal Financial Institutions banks (especially Citicorp) have been able to divest their devel-
Examination Council, 22 April 1988. By the end of 1988, the oping-country assets at a lower percentage loss than have the
capital ratios had come down to well below 100 percent of bank regional U.S. banks. Citicorp's stated losses in the pastyear have
capital ("Country Exposure Lending Survey: April 1989"). averaged between 20 and 25 percent of the reduction in devel-

25. Consider the following example. A bank has total book oping-country exposure, while for the superregionals, the loss
assets of $1 billion, equity of $40 million, and deposit liabilities has been on the order of50 percent of the reduction in exposure.
of $960 million, thus meeting the requirement of an equity-to- These data are from Salomon Brothers (1988) and Keefe, Bruy-
assets ratio of 4 percent. Of the $1 billion, suppose that the ette & Woods, Inc. (1989).
exposure to developing countries is $30 million in book (that 30. In a debt-equity program, the debtor country repur-
is, face) value, but witha market value of $10 million. The bank's chases the debt, usually at somewhere between the face value
other assets are perfectly secure, with a market and book value price and the secondary market price. Thus, instead of paying
of $970 million. The book value of the bank is $40 million, and simply the interest on the debt (net of new lending), say, a rate
the market value of the bank is $20 million ($10m + $970m- of 5 percent of exposure, the debtor government pays 70 to 80
$960m). Now, suppose that a comprehensive debt reduction percent of the exposure to repurchase the entire debt. This
scheme comes into place that reduces the face value of the debt repurchase worsens the budgetary situation and thereby con-
to $15 million and raises its market value to $15 million. If the tributes to inflation. Even if the monetary increase of the
bank accepts participation in the scheme, its book value would repurchase is sterilized, the result is still likely to be a signifi-
fall to $25 million, and the bank would sink below the 4 percent cant rise in the debt-service burden of the government (for an
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illustration with relation to Brazil, see Sachs 1989a). The re- Federal Financial Institutions Examination Council. 1988.
purchase terms are also generally far worse than a direct "Country Exposure Lending Survey: December 1987' Wash-
buyback on the secondary market. In Chile, for example, ington, D.C.
Larrain (1988) has shown that the Chilean government has _. 1989. "Country Exposure Lending Survey: December
captured one third or less of the discount on the secondary 1988." Washington, D.C.
market, with the rest going to traders, foreign firms, participat- Helpman, Elhanan. 1988. "Voluntary Debt Reduction: Incen-
ing banks, and so on. tives and Welfare". NBER Working Paper 2692. Cambridge,

31. The Federal Reserve, for example, has gone out of its Mass.: National Bureau of Economic Research.
way to encourage debt-equity swaps by amending Regulation Institute of International Finance. 1989. "The Way Forward for
K, for example, which governs the extent of equity participation Middle-Income Developing Countries." Report by the Board
that is allowed for a U.S. bank in a foreign firm. of Directors of the Institute of International Finance. Wash-

32. Under FASB 15, a debt restructuring that preserves ington, D.C. (January).
principal, but reduces interest rates, does not require a capital International Monetary Fund. 1988. World Economic Outlook.
write-down. Washington, D.C.

33. As an example, some banks might prefer to take debt Jackson, Thomas. 1986. The Logic and Limits ofBankruptcy
reduction by a cut in principal, while others would prefer to Law. Cambridge, Mass.: Harvard University Press.
maintain principal while accepting a submarket interest rate Keefe, BTuyette & Woods, Inc. 1988a. Keefe Bank Review (De-
level. These differences should be accomodated in a menu of cember).
options, but all banks should be required to choose among the cem b.
menu selections. New money, or longer maturities and grace 1988b.KeefeNationwideBankscan28 (November 16).
periods, definitely should not be equated to debt reduction in . 1989. "In the Southeast, 'LDC' Stands for 'Less Dire
the menu. Consequences"' (January).

34. In other words, if a country has a huge overhang of debt, Krugman, Paul R. 1988. Market-Based Debt Reduction
the IMF and World Bank programs for the country should be Schemes. NBER Working Paper 2587. Cambridge, Mass.:
designed on the assumption that the debt will eventually be National Bureau of Economic Research.
reduced in negotiations between the debtor and the banks. Larrain, Felipe. 1988. "Debt-Reduction Schemes and the Man-

35. The author participated in a fact-finding and advisory agement of Chilean Debt." Harvard University. Cambridge,
mission to Ecuador on behalf of the United Nations Develop- Mass.
ment Programme in October 1988. Morgan Guaranty Trust Company of New York. 1988. "LDC Debt

36. Ecuador already has extensive experience with collater- Reduction: A Critical Appraisal." World Financial Markets
alizing interest payments with future oil earnings, in the form (7):1-12.
of a special "oil facility" with the commercial banks that was Pereira, Luiz Carlos Bresser, 1989. "Solving the Debt Crisis:
operative in recent years. Debt Relief and Adjustment." Testimony presented before the

37. Interestingly, this is nearly the opposite of the case of House Committee on Banking, Finance, and Urban Affairs, 6
concerted lending, in which the big banks participate while the January.
smaller banks attempt to avoid participation. In the case of debt Reed, John S. 1988. "Opportunities for the New Administra-
reduction, the smaller banks will, on the whole, be delighted to tion." Remarks presented at the National Foreign Trade
be done with the problem, and havedemonstratedawillingness Council, New York, New York (18 October), and at the Los
to accept losses. Angeles World Affairs Council, Los Angeles, California (27

38. The ironies here are wonderful, since the court origi- October).
nally took it as a matter of course that the U.S. government Rhodes, William. 1988. "An Insider's Reflection on the Brazilian
would want Costa Rica to enjoy relief on the debt. Judiciary, Debt Package." Wall Street Journal (14 October).
meet the Baker plant Sachs, Jeffrey. 1988a. "New Approaches to the Latin American

Debt Crisis." Harvard University. Cambridge, Mass.
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Comment

Marcelo Selowsky be an argument for automatic interest capitalization of
the required interest refinancing; but it is not automati-

Professor Sachs has made a forceful call for debt and cally an argument for debt reduction. This important
debt-service reduction for highly indebted countries, to distinction is not carefully drawn in Sachs' paper.
be supported by official guarantees on the remaining My main problem with the paper is that it does not
obligations. It would be implemented in conjunction make an effort to distinguish between these two catego-
with an adjustment program of domestic reforms to be ries of countries. Why is this important?
agreed on with multilateral agencies. The recently an- First, calls for across-the-board debt reduction for all
nounced Brady plan is a step in that direction. countries may hamper progress toward obtaining and

There is no doubt that, in many countries, additional concentrating that reduction in countries that need the
financing coupled with better domestic policies, while relief most-the first category of countries. Generalized
improving output and consumption growth, will not be and indiscriminate calls for debt relief that do not recog-
able to lower debt indicators; that is, interest over GDP. nize these differences weaken the understanding of the
In these countries new financing-in spite of better problem's seriousness in the countries that need it most.
policies-adds more to debt accumulation than to By pooling together all the countries, it becomes easier
growth. Those economies cannot grow out of debt be- for opponents of debt relief to argue their case by focus-
cause the initial conditions are too severe (the initial debt ing on the countries that need relief the least, and where
overhang, particularly in the public sector), their export the present economic situation can be largely explained
prospects are too grim, or because domestic savings by domestic mismanagement and not by the debt over-
cannot increase significantly after too many years of hang. Professor Sachs, by not making such a distinction,consumption declines. These economies need a reduc- romotes the"precedent" or "contagion" effect, which,
tion in their external debt obligations to recover growth p p g
and macroeconomic stability compatible with a declin- paradoxically, is singled out in his paper as one of the
ing debt burden. mam reasons for lack of progress in debt reduction.

Nevertheless, there are also countries where the debt Second, official funds to support such a debt facility
burden is much smaller, the economy much more resil- will probably be limited, unable to cope with the debt of

ient, and where there is significant room for improved all debtors. How then are countries to be selected? How

domestic policies, particularly on the fiscal side. These will priorities be established? Should we not be more

countries can "grow out of debt," that is, improved do- careful in establishing analytical taxonomies of countries
mestic policies plus new financing will allow higher so as to help identify the priority cases?
growth and an eventual decline in the debt-burden indi- I hope Professor Sachs will be able to draw more
cators. Whether these countries can get new voluntary careful distinctions among debtor countries in the fu-
financing is another matter. Lack of voluntary financing ture. It will help the case for obtaining debt reduction for
to support serious adjustment in these countries might countries that need that relief most.
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Market-Based Debt Reduction

Stdn Claessens and Ishac Diwan

Interest has increased in voluntary debt reductions and replace the retired debt leads to overall gains that are
transformations (VDRTs) negotiated by debtor countries shared between the two parties.3

using market mechanisms. Over the last fewyears, agree- Are there market-based schemes, financed by the
ments reached between commercial banks and a number debtor's own resources, that simultaneously improve its
of countries have encouraged various forms of VDRT. welfare and creditors' payoffs? The paper analyzes criti-
These transactions are estimated to have increased from cally the following claims: (1) capital might be misused
about $1 billion in 1984 to about $21 billion in 1988.1 domestically and, thus, debt prepayments might be a
Policymakers endorsed this menu of options, and the more productive use of funds than domestic investment;
original Baker strategy for dealing with the debt crisis (2) debt is evaluated differently by the two parties and the
was adapted to the consensus that besides new lending, debtor gains by capturing-what he considers to be-a
a broad menu of VDRT contributed to a strategy of large discount; (3) debt reductions can reduce dead-
resolving the debt overhang of the highly indebted coun- weight losses associated with a debt overhang; (4) VDRT
tries. More recently, officials of several creditor coun- transactions benefit both parties because they can in-
tries-former Finance Minister Miyazawa of Japan, Pres- crease the incentives of the debtor to adjust (5) contract
ident Mitterand of France, and Treasury Secretary Brady changes can lead to better forms of financing, in partic-
of the United States-have proposed to include debt and ular better risk sharing between the debtor and the
debt-service reduction more formally in the debt strategy creditors and the provision of better incentives; (6) if
and to promote official support for it. As a result, the IMF, small creditors exit, the creditors' coalition can aim at
the World Bank, and the Japanese government have longer-term solutions; and (7) debt reductions that are
agreed to provide funding for market-based debt reduc- in themselves costly to the debtor can produce secondary
tion operations.2  benefits by acting as a credible signal of a willingness to

The main argument in favor of VDRTs has been that "adjust" the economy and increase creditworthiness.
debtor countries can improve their welfare by "captur- The main conclusion is that, from the debtor country's
ing"part of the discount at which their debt trades on the perspective, the financing costs of VDRT transactions are
secondary market. But the case for VDRTs cannot simply likely to exceed the benefits-and thus, that Pareto-im-
be based on this sort of argument the welfare gains for proving schemes are difficult to find in practice-unless
the debtor cannot be equal to the discount captured if, at the debtor uses funds donated for this sole purpose, or
the same time, the discount is an adequate reflection of that it gains in exchange some concessions from the
expected shortfall in repayments. From a narrow present creditors' group. The paper also argues that the Pareto-
value viewpoint, VDRTs only reallocate resources be- improving benefits attributed to debt-equity swaps are
tween the two parties involved with no overall gains. In only likely to exist under a set of fairly restricted condi-
other words, VDRTs are likely zero-net-present-value tions. But, in some cases, VDRT operations can benefit
operations when evaluated narrowly. But by incorporat- the debtor, especially when they reinforce coordination
ing various externalities in the analysis, it is possible to in the creditors' coalition, when capital is misused do-
study the likely effects of VDRT operations on both the mestically, when tensions over external debt issues im-
size of the debtor's output and its sharing with the pose heavy deadweight costs on the debtor's economy,
creditors. Conceptually, Pareto improvements can arise and when it is profitable for the debtor to signal its true
if debt reduction or the characteristics of contracts that creditworthiness.
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A Simple Analysis of Buybacks recognize that international debt contracts represent
risky claims that might not be fully repaid in some

Assume that a country's foreign debt is trading at a circumstances. The actual repayment may deviate from
discount. What are the effects of a buyback on the the contractual, nominal repayment when the debtor can
debtor's and creditors' welfare? Start the analysis in a bargain for a smaller repayment, a situation that arises
simple and quite neutral framework. These simplifying when output is relatively low, making the threat of de-
assumptions are then dropped in subsequent discus- fault more credible.6 The repayment in the states of
sions. nature where bargaining occurs will be independent of

(Al) Both the debtor country and its creditors are risk the size of the contractual obligation. Since a marginal
neutral. debt buyback will reduce the contractual future debt

(A2) Both the debtor country and its creditors have repayment in all future states of nature by the face
similar rates of time preference. amount of debt bought back, and therefore the effective

(A3) Creditors are homogeneous and similar in all repayment only in the good states, it will only lead to a
respects. The secondary debt market is competitive and marginal reduction of the effective repayment in the
efficient; that is, it reflects correctly the anticipated good states of nature.
stream of payments received by creditors. For a highly indebted country, it is likely that the

(A4) All that is paid by the debtor accrues to creditors. probability of a full repayment-that is, of good states of
(A5) The debtor and its creditors have the same infor- nature, is small. Accordingly, the expected savings im-

mation set. plied by a marginal reduction of the contractual size of
Debt buybacks are prepayments of liabilities since they debt can be quite small. But the price at which debt can

involve using current resources to lower future obliga- be reduced through a buyback will reflect the creditors'
tions. Given the neutrality assumptions (Al) to (A5), the valuation of the average repayment across both good and
operation affects the debtor and the creditors through bad states of nature, instead of the marginal reduction in

expected debt service. As a result, the debtor ends up
* A nominal effect: the reduction in future nominal overpaying for a marginal reduction in its future debt

obligations makes it more likely that the remaining debt burden.
will be serviced, for a given amount of resources. To show more precisely this nominal effect's influence

* A real effect: the expenditure of current resources on the payoffs, consider the simplest intertemporal
affects investment and thus the future ability of the model of a debtor economy. There will be two periods,
debtor to pay, changing the risk and the return on the today (t = 1) and the future (t = 2). The debtor has an
remaining debt. outstanding external debt obligation ofD, which falls due

In general, the resources used in the buyback come in the future. The risky nature of external debt is reflected
from an optimal mix of consumption and investment by the common knowledge that the debtor country will
reduction.4 To focus on the nominal effect, start the only repay all its obligations when the contractual repay-
analysis by considering first that only consumption will mentD is below a certain fraction a of its future, random
be reduced. This allows us to analyze the benefits and output [Y+ f(1)]. Thus, a represents the maximum share
costs of a reduction in future obligations per se-not a of resources that can be extracted by creditors. Uncer-
simple matter once the riskiness present in external debt tainty about future output is introduced by considering
claims is recognized. The real effect is analyzed afterward the future endowment Y to be a random variable, de-
by considering the case where all the funds used in the scribed by a distribution function G(-) and a density
buyback come from a reduction in investment, thus function g(-) with a support of [ Y, Y 1. The variable f(J)
reducing the resources available in the future. represents the gross return on the investment I under-

taken in the first period, with f'= a f(I)/ I> 0. Thus,
The Nominal Effect the future debt repayment, denoted by R, will be the

smallest of D and a[ Y+f(I) ]. The secondary market
With investment fixed, it is best to think of the relation price for debt, p, is taken to be consistent with this

between the two parties as a zero-sum game: the debtor's repayment behavior.
current and (uncertain) future resources must be divided If the debtor uses an amount X of current resources
between itself and its creditors. The buyback only affects for a debt buyback at a price of p (per unit of future
the division of output in all periods. The key point is that obligations), a reduction in current consumption of X
as the buyback reduces the riskiness of the remaining will allow for a reduction of (X/p) of future contractual
claims, it shifts the sharing of future output to the debt obligations.7 The actual future debt repayment, R,
detriment of the debtor.5 To see that, it is important to will now be given by:
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(15-1) R(X, p)= min[ D- , a(Y+ f()) will necessarily be less than the $1 used in the buyback.
S )X Mathematically, this is simple to verify. Using (15-3) and

To close the model, assume that the debtor's welfare is (15-4) proves that (1 - G*)/p < 1:

given by a simple intertemporal expected utility function *
E(W) = C1 + bE(C2), where C represents consumption in
period i, i= (1, 2), b is the country's discount factor, and f [a(Y+ f(I))] g(Y) dY+ [D - - (1 - G *)
E is the expectation operator. The debtor's budget con- y
straints are given by: P - X

(15-2) Ci= El-X- I,
Y

where El is the endowment in period t = 1, fa(Y+ 41)] g(Y

(15-2) C2= Y+f(1)-R. = L {) (1 G

For every level of the variablesD,X, and Ithere will be p
a cut-off income level Y* below which the remaining debt
obligation ID - (X/p)] will not be fully serviced and the Intuitively, the expected repayment reduction,
debtor partially defaults. Y* solves: (1 - G*)/p, is necessarily smaller than the initial expense

of $1 because debt is retired at its average price, which is
(15-3) a(r + f (1)) = D - . always larger than the marginal reduction in future

repayment. In fact, these two values are equal only if the

The probability of this happening is G(r) (or, in short, debt is not risky and the price of a unit of debt is one (that
G*).The xprobabi al of th apeg sis e (Y(n ho, b is, G*= 0).

G*). The expected value of the debt service can then be The remaining creditors' gains are reflected by an
written as a function of X and p as follows: increase in the price of debt after the buyback as the

remaining debt becomes more likely to be repaid. Differ-
(15--4) (x entiating (15-4) and solving using (15-3), we have:
EIR(X,p)] fJa[Y+f ()]g(Y)dY+ (1- G*) D_ ( ( dE[R]

P (15-5) = )[ 1 ER
Y dKxo dp

The "price" of a unit of debt can be written as the (1- G*)/p 0.
present value of the expected repayment divided by the
amount of outstanding debt:

Thus, the payoff of the remaining debtholders pD
(15-4') p=E[R(X,p)] increases by [(D-X/p)(dp/dX)], which, evaluated at

rD - X X= 0, is equal to Li -(1- G*)/p]. Their gain for a $1 of
p buyback is thus $1, less the discounted value of the

expected reduction of future payments given by
where r is the world gross interest rate. Assuming for (1 - G*)-the probability of full repayment-times the
simplicity that r = (1/b) = 1, it is possible to show that: quantity of debt retired (1/p).

PROPOSITION L.A marginal buybackfundedby a reduc- The Real Effect
tion in consumption is a zero-sum game. The transac-
tion reduces the welfare of the debtor by It is unlikely that buybacks will be financed solely by
[1 - (1 - G*) /p] and increases the wealth of the remain- reduced current consumption. In general, they would be
ing creditors by the same amount through an increase accommodated by an optimal combination of consump-
in the price ofthe remaining debt. tion and investment cuts. If a reduction in investment is

used to finance buybacks, the debtor's output is expected
For a $1 reduction in consumption, the debtor can to decrease in the future, reducing the resources poten-

retire $1/p units of contractual debt obligation. But this tially available for debt service. The remaining creditors
reduces the expected repayment only by $(1 - G*) /p, will then implicitly pay part of the buyback costs as
where (1 - G*) is the probability of full debt service. It expected future resources decline. For example, if inter-
turns out that the reduction in the expected repayment national reserves are depleted in the operation, expected
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future repayments can decrease. This real effect counter- Figure 15-1. Effect ofLiquidity and Incentives
acts the nominal effect and can make buybacks less on the Payoffs
attractive to the creditors.

To appreciate the importance of the source of funds

used in the buyback, consider that it is completely fi-
nanced by an equal reduction in investment. In terms of
our model, this fixes Ci and implies that I decreases by f
an amountX. It can be shown that:

PROPOSITION 2. A marginal buyback financed by a B I
reduction in investm ent affects the payoffs ofthe debtor 1 *- - - --- A
and the remaining creditors by:

0 a

(15-6) d - f '(1 - aG (15-8) 1 - f

(15-7) Ddp = I (1 - G-) - af G. The debt buyback operation is thus a positive-sum
dXx=o p game only if f'< 1; that is, if capital was misused in the

debtor country initially. The gains of reduced investment
can then be shared between the creditors and the debtor.

A buyback of $1 reduces the contractual obligation by Otherwise, debt prepayments are a negative-sum game
$(1/p) and increases the debtor's future consumption by and the economic pie gets smaller when loans are prepaid
that amount in the good states of nature. The resulting at the cost of reducing investment in ventures with a
expected gain in future consumption is (1 - G*)Ip. At the higher return than the world interest rate.
same time, investment goes down by $1, which reduces To illustrate the effects of a buyback financed by a
expected future output in all states by f', the marginal reduction in investments on the marginal payoffs of the
return on capital. The reduced output in turn leads to a creditors and the debtor, one has to consider equations
reduction in expected repayments ofaf' in the bad states, (15-6) and (15-7). Equation (15-6) implies that the
implying an expected debt reliefofG*af'. The remaining country's welfare is unaffected if and only if
creditors gain $1 minus the expected reduction in future (1 - G*)/[p(1 - aG *)] = f '. Equation (15-7) implies that

repayments in the good states by [(1 - G*)/p] and in the the creditors' payoff is unaffected if and only if
default states by [af'G *]. [1 - (1 - G*)/p]/[aG*] = f'. Finally, equation (15-8) im-

The size of both a and f 'are thus crucial in determin- plies that the total economic pie increases only when

ing the overall effect of a buyback on the debtor's wel- f'< 1. These equations, given certain assumptions for

fare.9 The debtor stands to gain and the remaining cred- the distribution function C and for the parameters f(I)

itors to lose from a buyback when: (1) the share of future and D, implicitly represent combinations of a and f 'that

;in that case, a large leave the debtor and the creditor respectively indifferent
resorcespai by he ebto a s lage;to a buyback operation financed through a reduction of

part of the costs of the buyback would be financed by the investment.kTherto in nce cue aredrawn in
creditors through smaller future repayments (in the bad
states); and (2) the marginal productivity of capital, f', is figure 15-1 in the a, f' space.
staes; themander(2)s,the margnles postlyitherductivtf is The debtor's indifference curve starts at the origin and
small; the smallerf' is, the less costly is the reduction in flattens out quite rapidly for most parameter combina-
investment for the debtor. tions. The creditors' indifference curve looks like a hy-

But beyond the accounting of gains or losses for each perbole, starting at high levels off'for low levels of a and
side of the debt contract, what is ultimately more impor- approaching f '= 0 for a = 1. The intersection of the two
tant for debt reduction operations is whether they gen- indifference curves is always at f'= 1. The two indiffer-
erate overall gains. In this model, overall gains can be ence curves divide the a, f' space into four regions. Both
secured only when funds are put to a better use; that is, the creditors and the debtor gain (lose) in those areas
when f is smaller than 1, the world gross interest rate. below (above) their respective indifference curves. The
Unless this holds, it is easy to show that one side of the debtor gains in regions III and IV, where a is relatively
debt contract must lose if the other side gains.10 To see large and f 'is low. The creditors, however, gain in regions
why this is so, compute the overall value of the game by I and IV where both f' and a are low. Area IV is the only
adding (15-6) and (15-7). We get: region where both parties gain from the transaction.
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When f'> 1, at least one side, and possibly both sides, repayment per unit of remaining debt and will therefore
lose (as is shown in equation 15-8). But at least one side, only sell at the higher ex-post price. This price effect
and possibly both sides gain when f'< 1. makes anticipated buybacks more costly and less desir-

able for the debtor. The extra gains for the creditors will
Special Cases now be split equally between the participating and re-

maining creditors.14

Assume first, as in the corporate bankruptcy case and The considerations analyzed so far indicate that

in the case considered by Krugman (1988), that f'= 1 buybacks financed by either consumption or investment

and a = 1 (this situation is represented in figure 15-1 by cuts are unlikely to benefit the debtor unless capital is

point A in region III). Buybacks will then increase the initially misused. 5 In the rest of the paper, we explore
debtor's welfare and reduce the creditors' payoffs." A $1 other channels through which buybacks can lead to

used for buybacks reduces debt repayment in the good overall gains by removing inefficiencies associated with

states by $(1/p) and by $1 in the bad states. The debtor a debt overhang.
comes out ahead because it manages to use its reserves
to reduce its repayment in the good states without affect- Buybacks and Overall Gains
ing its repayment in the bad states. With a= 1, the
country's foreign exchange resources, if not consumed, Various factors other than those analyzed above can
were always available to the creditors for future debt produce overall gains without relying on inefficient in-
service. But the country can use these reserves in the vestment. In particular: (1) the debt contract may be
current period to reduce future debt by more than one valued differently by the two sides; (2) with less debt
unit. The creditors consequently lose. outstanding, the debtor may be more inclined to expend

In the other extreme case, when a - 0 and f = 1, these more effort (on producing future resources) because
results are reversed (point B in region I in figure 15-1).12 more of the future benefits of its "efforts" can be inter-
In this case, the debtor bears fully the output reduction nalized; (3) a costly buyback (from the debtor's perspec-
in all states and thus fully finances the debt buyback. The tive) can signal that the debtor is creditworthy and will-
nominal effect then dominates, and the debtor loses ing to increase its investment effort; (4) buybacks can
while the creditors gain at its expense. The resources reduce creditors' coalition problems since certain "prob-
used for the buyback could never have been extracted by lem" creditors exit; and (5) differences in valuation
the creditors, so effectively prepaying debt is a loss to the among creditors exist, so that what was in the previous
debtor. analysis a loser can be reinterpreted as a pessimistic

Bulow and Rogoff (1988), who consider in their ana- winner.
lytical model 0 : a ! 1, argue on the basis of empirical
evidence that a is likely to be small and close to zero. As Differences in Valuation
they also pointed out, the resources transferred by debtor
countries to (private) creditors in any given year have Drop assumptions (A2) and (A4) of the earlier analysis
been at most 10 percent of GNP and at most 25 percent to explore the possibility that each side of the debt con-
of exports. The 1988-89 edition of the WorldDebt Tables tract values the cash stream arising from the debt obli-
indicates that the highest ratio of debt service to GNP gation differently (using the basic case of the previous
over the years 1980-87 for developing countries as a section, with the funds for the buyback coming from a
whole was 4.5 percent in 1987 and 5 percent for the reduction in consumption).
highly indebted countries. The highest debt-service-to- In a rational and efficient market, the price of an asset
export ratio for all countries was 20.2 percent in 1986; is given by the sum of the discounted expected repay-
for highly indebted countries it was 29 percent in 1986.13 ments received by the asset holders. Similarly, the value

of a liability to the debtor country is given by the sum of
Large Swaps and Price Effects the discounted expected future repayments made. Differ-

ences in valuation can only arise when: (1) future cash
So far, the discussion has been for small swaps, where flows are evaluated differently; that is, discount factors

the price at which the debtor could buy back its debt are not equal; (2) the amounts paid by the debtor are
could reasonably be assumed not to be affected. For large different from those received by the creditors; and (3)
swaps this would not be realistic. The country will only assessments regarding the probabilities of repayment
be able to buy up its debt at the ex-post price, which will differ. In this last case, it is natural to believe that the
be higher than the current price assuming competitive debtor possesses superior information about relevant
creditors. This is because a rational market will foresee variables. But unless the buybacks were kept secret, the
that reducing foreign debt increases the expected future operation would reveal favorable information and drive
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prices up. This factor is discussed later, while (1) and (2) received in the bad states of nature. If b = 1/r and a = c,
are incorporated in the analysis below. the payoffs in equations (15-9), (15-10), and (15-11)

Denote by c the proportion of output received by the reduce to the payoffs given in proposition 1. In particular,
creditors in the bad states of nature, which may be the sum of the game in (15-9) becomes zero.
different from a, the share of output paid by the debtor. The first effect, the discount rate effect, is positive
The presumption is that a is larger than c. One reason for when b > 1/r; that is, when the debtor is less impatient
this wedge is that penalties imposed by the creditors in than the creditors. In that case, a Pareto-improving
case of a partial default do not necessarily accrue to them transaction is for the debtor to lend, or similarly, to
as net benefits. For example, penalties like a trade em- prepay debt. When a > c, the second effect is positive and
bargo do not benefit the creditors (c = 0), but impose is due to the marginal saving of resources that would
costs on the debtor (0 <a < 1).16 Moreover, negotiations have been wasted in a partial default.
and constant rescheduling exercises are costly,17 partly A $1 of buyback on the debtor's expected future debt
because of temptations for posturing to extract conces- payments is given by a reduction in debt payment of
sions,18 and the uncertainty surrounding debt negotia- $(1/p) in all the good states that occur with a probability
tions generates deadweight losses in the debtor country of (1 - G*). As c gets smaller, the price, which reflects the
as the private sector becomes less inclined to invest present expected value of what accrues to the creditors,
domestically and more inclined to save abroad. Moreover, decreases. Thus, the expected reduction in future repay-
regulatory and tax considerations in the creditor coun- ments in the good states increases per unit of buyback.
tries can also generate valuation wedges: for nonper- The debtor will be better off with a buyback when c is
forming loans, an important cost to the lender will be small relative to a, and when b is large relative to (1/r).2 2

tying up of reserves because of regulatory guidelines.
Finally, selling loans at a discount allows the banks to Investment Incentives
take tax losses, making the repayment received larger
than the repayment made.' 9 Thus, a case can be made for
a being larger than c: not all costs and payments borne Strong arguments for debt reduction-parallel to

by the debtor accrue to the creditors.20  those made in the context of domestic bankruptcy and
Furthermore, to explore the effect of differences in financial distress (Myers 1977)--can be made when a

time preferences, allow the creditors' discount factor, severe debt overhang exists: the negative transfer of

1/r, to be different from the debtor's discount factor, b. In resources reduces the amount of savings that can be used

a manner similar to (but more general than) proposition for investment and growth, and the prospect of constant

1, it is possible to show that:21 rescheduling weakens the incentives of debtor countries
to undertake painful efforts to grow out of the crisis. The

PROPOSITION 3.A marginal buybackfundedby a reduc- constant negotiations over the "new-money" packages
tion in consumption is a game with a total marginal that are needed to fill the financing gaps imply that, at
payoff of the margin, any improvement in a debtor's balance of

payments benefits first and mainly its creditors. This
perverse incentive effect of a debt overhang is reinforced

(15-9) (1 - G*) b - 1+ - C by the elusive nature of restored creditworthiness and of
L P!JL r L(apr)] a renewed access to the international financial markets.

These considerations-often summarized by the claim
The transaction affects the welfare of the debtor mar- that debtors are on the wrong side of a debt Laffer

ginally by: curve-provide a good reason why it may be in the
collective interest of the creditors' group to write down

dW b(1 - G*) the nominal value of their claim (or to reduce the interest
(15--10) 1+ rate charged in rescheduling agreements) in order to

increase the claim's market value.

and the wealth ofthe remaining creditors marginally by: But does the Laffer curve argument also imply that
buybacks initiated by the debtor country itself are welfare
increasing? The answer depends crucially on the invest-

(15-11) D (1 - + 1 -c ment response. In a debt overhang, the presumption is
dK pr ] (apr)-j a) that valuable investment projects remain idle because of

perverse incentive effects and thus, that the marginal
The total payoff from the transaction consists of two productivity of capital f' is quite large. In this situation,

elements, one due to discount rate differences and the we have seen above that a buyback partially funded by an
other due to differences between payments made and investment cut reduces the amount of resources to be
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shared by the two parties and likely hurts the debtor. The Table 15-i. Gains for Creditors, Debtors,
largerf', the greater the reduction in future resources to and in the Aggregate
be shared. Therefore, a debtor can gain from a buyback Cases Creditors Debtor 7btal
only when it leads to an overall investment increase. For d> 0 f' < r + - +
this to occur, consumption must be reduced by the a= 0
amount of resources used for the buyback plus those f'<r ? ? +

going into additional investment, an unlikely scenario = 1
for liquidity-constrained debtors. d> 0 f'> r + - -

But at least conceptually, buybacks can represent a a= r -
positive-sum game in the presence of a debt overhang a= 1
when investment reacts positively. Using the same setup d<0 f'>r + +
as above, the parameterdis now introduced asa measure a= O
of the sensitivity of investment to income; that is, f' > r + ? +
dl/dX= -d. ? A negative d indicates that investment a =1
increases after a buyback, as the reduction in the debt d<O f'<r + - -
overhang removes some of the disincentives to invest a=0
Earlier, the cases d= 0 (buyback financed by consump- f'<r + - -
tion cuts only) and d= 1 (buybacks financed solely by a =1
investment cuts) were analyzed. It is possible to show (+) indicates a gain, (-) a loss, and (?) an undetefnined sign.
that for the more general case, the welfare effects are
given by:

creditors gain as the market value of remaining claims
Proposition 4. A marginal buyback that affects invest- increases.26

ment produces the following marginal effects on the Split up the interesting cases for d> 0 and d <0 by
value of the game and on the payoffs of the debtor and f'> r and f '<r, and fora = 0 or a = 1. For convenience
the creditors: assume that b = 1/r and further limit d < 1; that is, the

buyback cannot lead to more than a one-to-one reduc-
(1512) dEtion in investment. The different possible combinations,

1 1 + d including the ones discussed earlier, and the correspond-
(ing gains and losses, as far as they can be signed, are now

4 -G*(1-a)f 'd + - (1- G*)f 'd indicated in table 15-1.
p The table shows that no combination of the important

(1 1*) variables ensures that the debtor gains from the buyback.
(15-13) Dd 1p r - G*af'd (- G)J Even if the buyback is an overall positive-sum game, the

r p debtor can still lose. The debtor can gain only when a is
large and the buyback is a positive-sum game; that is,
eitherd> 0 andf'<r ord< 0 andf'>r.

(15-14) d + D
dX dX Signaling Creditworthiness with Buybacks

d + (b -[1G*af'd + (I- bf'd
r ] bfd As mentioned earlier, a wedge between expected repay-

ments made by the debtor country and received by the
The special case b = 1/r (the total gains reduce to creditors can exist if the debtor ascribes a higher proba-

d(1 - f'/r)) shows clearly that the buyback will only be a bility of full repayment than their creditors. Buybacks
positive-sum game when either d > 0 and f ' < r (the case could then represent gains. But public buybacks done
analyzed earlier) or when d<0 and f'>r. The case consistently over a period of time would release this
d <0 is the one that ties in with the debt Laffer curve: information and drive up the price of debt.
when the reduction in nominal debt leads to an increase An interesting hypothesis in this context is that large
in investment, the economic pie gets larger if profitable enough debt buybacks can act as a credible signal of
investment opportunities exist. For the appropriate com- creditworthiness and generate secondary benefits, even
binations of parameters, both parties can gain from a if (the announcement of) the buyback releases this infor-
buyback: the debtor gains as its portion of output is mation and drives up the price at which the transaction
sufficiently increased to compensate for the initial outlay is operated. Thus, even when the buyback itself hurts the
for the buyback and the increase in investment; and the debtor, the secondary gains from signaling its "true"
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creditworthiness can outweigh these primary losses. The collective action one, which in the case of a debt over-
secondary gains can include better terms on rescheduled hang is not in the group interest of the creditors. The
debt, more financing from multilateral institutions, debtor country will perceive the implicit tax rate on
more direct investment, and a slowdown of capital flight future output tobe larger, and investmentwill be lower.2 7

as the government's adjustment operations become For this reason, debt buybacks (and exit bonds) might
more credible. be profitable to the debtor and to large creditors as they

Acharya and Diwan (1988) present such a signaling allow certain "fringe" creditors such as small banks to
argument in the context of a debt-rescheduling model. withdraw, strengthening cooperative behavior and allow-
The starting point of the analysis is that, due to invest- ing for Pareto-improving agreements.2 8 The banks that
ment incentive considerations, debt relief can be profit- remain in the lending business will be those that have
able when given to patient countries (with a high dis- some long-term strategic interest in the countries in-
count factor b), but not when given to impatient volved and might be more inclined to search for long-
countries (with a low b). The reason for this is that a lot term solutions.29

of relief is needed to get the impatient countries to It is interesting to note that regulatory and accounting
increase investment, and that this will not be profitable practices in the United States encourage small creditors
for the creditor banks given the prospects of collecting more than large creditors to participate in VDRT. Current
the whole debt in the good states of nature. But it might accounting and regulatory practices can oblige a bank
be profitable to give relief to patient countries as those that sells part of its loans to a given country to mark down
will increase investment substantially in response to the its whole portfolio of loans to the country. For large U.S.
relief. But the rate of time preference, b, is unobservable banks, this would mean taking losses that are so large as
by the creditors, and they might be better off not giving to wipe out a large portion of reserves. This could be a
relief to any debtor rather than giving relief to all debtors. further reason why large banks' participation in VDRT
Without debt relief for the patient debtors, an opportu- has been minimal.
nity for Pareto improvement is lost.

Acharya and Diwan show that debt buybacks and debt- Differences among Creditors
equity swaps could be costly mechanisms that signal the
willingness of the debtor to use the future resources from There have been a few recent attempts to formalize
debt relief for increases in investment rather than for behavior within the creditor group (Williamson 1988,
consumption. As a result, countries with large debt-eq- Fernandez and Kaaret 1988, and Bulow and Rogoff 1988).
uity swap programs will be given relief, which is hypoth- Williamson (1988) uses differences in valuation between
esized to occurthrough betterterms on rescheduled debt a "pessimist" and an "optimist" group to argue that
than for those countries with no or small swap programs. debt-transformation schemes are Pareto improving. In
Empirically, the hypothesis that bank spreads are lower his framework, pessimists sell at a price above their own
when a swap program is in place could not be rejected at valuation and gain from their viewpoint. The optimists
a significance level of 5 percent. That swap programs are and the country are glad to see the debt reduced ata price
perceived by the market as good news is also confirmed they consider a bargain. In fact, Williamson chooses a
by various secondary market price regressions. In partic- quite neutral setup to make his point: the funds used for
ular, Purcell and Orlanski (1988) report that a swap the buyback would have been paid to the creditors any-
program increases a country's debt price by about 16 way. In this case, buybacks do not affect the welfare of
percent over the debt price of a country with otherwise both the creditor group and the debtor as long as there
similar characteristics. was no probability of the country fully repaying its debt.

But now, this neutrality is somewhat offset by differences
Creditors Coalition Concerns in valuation among creditors. Because of valuation dif-

ferences between pessimists and optimists, both groups
Coordination failures within the creditors' coalition of creditors will perceive that they have gained in the

can prevent unilateral debt reductions by the, creditors transaction: the debtor remains indifferent.3 The
(debt write-offs without a transfer of resources from the buyback remains in these examples a zero-sum game,
country) even when the group benefits as a whole. In with apparent rather than real gains.
particular, individual creditors will realize they can get a
better deal by refusing to participate in coordinated debt- Contract 'lransformation
reduction attempts and by "free riding" on other parties.
The net effect is an increase in the bargaining power of Contract transformations of external obligations, pre-
the creditor group. The reservation utility of the credi- dominantly swapping existing general-obligation fi-
tors will be the free-riding scenario rather than the nance for other forms of external finance, should be
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discussed against a standard of the characteristics of a buyback that uses it. The transaction usually involves
"good" external finance.A transformation of claims could sharing the discount in the secondary market between
provide gains for both the debtors and creditors when the new investors and the country. The second step has
better characteristics are introduced. Lessard (in this been analyzed above and was shown to be unlikely a
volume) and Lessard and Williamson (1985) provide a positive-sum game if either consumption or investment
useful taxonomy of the characteristics of Pareto-improv- were cut. But even if the debt buyback itself does not lead
ing financial contracts. This taxonomy will be used to to overall welfare improvement, overall gains from debt-
evaluate two common forms of contract transforma- equity swaps could still arise from the first transaction,
tion-exit bonds and debt-equity swaps-since they are the promotion of another financial contract that is in-
often thought to be "better" contracts. dexed to domestic and external variables.

It is often claimed that converting debt to equity or to
Exit Bonds claims indexed to domestic variables generates gains

because: (1) a subsidy (or preferential exchange rate) is
Exit bonds reduce the future nominal claims of the implicitly granted to investors that use the swap pro-

creditorson the country without affecting the availability gram, and that attracts foreign investment;3 (2) alloca-
of current resources.3 1 Thus, the debtor country cannot tion of resources improves because of the development
lose. But the creditors as a whole will lose unless overall of the domestic equity market and new regulations that
gains are unlocked as a result of the reduction in debt remove restrictions on foreign direct investment, port-
obligations. If the exit bond is made senior to the remain- folio investments, and foreign ownership, in general, lead
ing debt, the remaining debtholders stand to lose even to more foreign investment (see for instance Gill 1987);
more. For the exit bond to be acceptable to all parties-a (3) better risk sharing can lead to gains; (4) the domestic
precondition to make the instrument more senior than resource transfer can be less binding than the external
the remaining debt-new and remaining debtholders transfer constraint leading to reduced overall costs; (5)
mustbe at least as well off. For new debtholders the issue the incentives to invest increase; and (6) equity claims
is clear: they would not convert their existing claims into are more senior than the existing debt contracts.3
the new instrument if they did not perceive it to be of at The first two arguments can be dismissed as a source
least equal value. The voluntary character of the transac- of overall gains. Subsidizing foreign investment through
tion ensures this. Remaining creditors will only jointly shared discounts is likely to be inefficient when coi-
agree to make the exit bonds legally senior if they are at pared to policies that attract foreign investment not tied
least as well off afterward; that is, if their existing claims to polics th a acoe i inv ment i
do not decline in value by becoming subordinated. Some to debt buybacks. If the macroeconomic environment is
overall gains from debt reduction are thus necessary to not conducive to foreign investments, investment subsi-
make the exit bond acceptable to all creditors.32 dies will end up being quite costly. Similarly, financial

Important considerations for an evaluation of the liberalization and the sale of domestic assets to foreign
gains for the debtor are: (1) If the remaining debtholders investors can be achieved without linking the proceeds
gain, the debtor must gain at least as much to compen- to debt buybacks. In effect, if swaps are costly, it would
sate for the larger expected repayments. (2) The debtor bc better to use other means to subsidize investments,
need not sacrifice any current resources in an exit bond develop the domestic financial markets, and restore ap-
(as in the debt buyback) and stands more likely to gain propriate macroeconomic conditions for foreign
from an exit bond than from a buyback. The Pareto investments.
improvement might thus be easier to establish for exit Risk sharing can be a source of positive-sum games. A
bonds than for debt buybacks, since the effect of exit swap replaces an (implicit) risk-sharing rule by another.
bonds is limited to an incentive effect on investment. But If this increases the gains from sharing risk between the
in practice it is difficult to legally establish the seniority debtor and the international financial community, over-
of the new instrument without using some form of col- all gains will be generated. For instance, if the new
lateral. In turn, cash collateral makes the exit bond a contract reduces the debtor's risks, there are overall
partial buyback that, as shown earlier, is less likely to gains if the debtor is more risk averse (or less diversified)
result in overall gains. than the creditors.

But even though equity contracts do involve risk shar-
Debt-Equity Swaps ing, once one accounts for the implicit risk sharing

already embodied in existing debt contracts, the condi-
To analyze debt-equity swaps more clearly, it is useful tions required for small debt-equity swaps to improve the

to split up a debt-equity swap into two transactions: a sharing of risk between the two parties are not as easily
foreign investment that brings in foreign exchange, and established.
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Figure 15-2. Swapping All the Debt for Equity risk sharing when Y < Y, but that equity claims allow for
risk sharing over a larger spectrum. Thus, if the debtor
is more risk averse than the creditor, he would gain by

e(Y) swapping all his debt into equity."
But the analysis does not carry through completely for

D(Y), em DY)small and medium-size swaps. In fact, as illustrated in
)DY) figure 15-3, with a small swap, the debtor's cost of

financing is actually increased in very bad and very good
states, and is only reduced in intermediate states, be-

o O* Output Y tween Yi and Y2. Depending on the exact probability-
weighting of the marginal utility of the state-contingent
payments, these small swaps can increase or reduce the

Moreover, risk-sharing arguments become even less welfare of a risk averse debtor.
appealing in the case of public debt swaps. In that case, Finally, figure 15-4 illustrates the effect of a debt-eq-
one also must consider the effect of the swap on the uity swaps involving a swap of external public debt into
variability of the debtor government's financing costs. In internal public debt in the case where domestic debt does
most instances, the government ends up reducing its not allow any risk sharing. Foreign debtD(9 allows some

foreign debt and increasing its domestic debt (or stock of limited risk sharing for low values of Y; on the other
money). If the government is less able to default on its hand, domestic debt B(Y) pays out a constant amount B.

domestic debt than on its foreign debt, then the welfare Swapping half the foreign debt into domestic debt leads
costs to the government are increased as total financing to a total government repayment [D'(Y) + B(Y)], which
costs increase in the bad states and decrease in the good leads to less risk sharing. In fact, risk is now shared only
states. in states where Y < Y1, while previously risk was shared

The effect of a debt-equity swap on the schedule of for all states up to Y2.
payments made by the debtor across states of nature can As a result, Pareto-improving swaps of external public
be illustrated. The equity contract pays out a propor- debt for domestic public debt can onlyoccur if the foreign
tion-say, e---of output in all states of nature, while debt creditors are more risk averse than the debtor govern-
pays out a proportion a in states below Y* and a fixed D ment. This seems unlikely given the rich portfolio choice
in the good states. The area under each repayment curve available for creditors in the developed world. Moreover,
can be interpreted as the expected repayment on that the costs for the government of such swaps are further
instrument (assuming that Y is uniformly distributed). increased when domestic financing is expensive, either
Assume that the debt-equity swap is achieved through a because of high real interest rates or because of the
competitive market, and the price at which claims are inefficiency of the inflation tax.
exchanged is therefore such that the expected value of Public debt-equity swaps result in a different mix be-
the old and new contracts are the same. tween current and future internal transfers (from the

In figure 15-2 the extreme case in which foreign debt private sector to the government) and external transfers
D(Y) is entirely swapped for domestic equity is plotted. e (from the government to the foreign creditors). The
must be large enough to assure equal present value of the acquisition of private equity by the government implies
old and the new contract. For the creditors to be indif- current budgetary costs; and the substitution of public
ferent between the two instruments, e must be smaller external debt by private equity alters the external trans-
than a, since equity gives a larger payoff for large values fer. The implications of the internal and external trans-
of Y. Note that the standard debt contract allows for some

Figure 15-4. Public Foreign Debt to Public Domestic

Figure 15-3. Small Debt-Equity Swap Debt Swap

D (Y)

D(Y) D'Y) + e(Y) B(Y) D'(Y) + B(Y) D(Y)

D(Y),(Y e()D())BY

0 Y, Y2 Output Y 0 YJ Y2 Output Y
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fers arising from a debt-equity swap are not straightfor- * investment is wasteful, and buybacks lead to a re-
ward, since at least three elements complicate the anal- duction in investment;
ysis: * there are valuable but unexploited investment op-

(1) If the new claims are held by foreigners, their portunities in the debtor economy, and buybacks lead to
servicing will ultimately require an internal and external an increase in investment;
transfer. * there is a large probability of a costly renegotiation

(2) Debt-equity swaps may lead to a different timing of of debt contracts, and the costs of bargaining are high
debt service, especially of the external transfer.36  and largely borne by the debtor;

(3) In general, external debt reductions and debt-eq- * there are ways to extract seniority rights from the
uity swaps at a discount performed by the government creditors without the need for large collateral;
imply an external price for foreign exchange, which is * private rather than public debt is swapped for equity
different from the one at which private and public enter- investments; the external transfer constraint is more
prises service their external debt internally to the central binding than the internal transfer;
bank. Domestic companies will then have incentives to * the country has no other way of signaling its com-
buy external debt at a discount to extinguish their exter- mitment and willingness to adjust;
nal claims at the central bank at par. This introduces a * the level of the country's tradable resources is
distortion. highly sensitive to external developments and risk shar-

Incentive effects associated with debt-equity swaps can ing generates benefits; and
be a source of gain. Debt-equity swaps can mimic more * the exit of fringe creditors is likely to reinforce the
closely a policy of state contingent write-offs, a policy creditors' coalition, reducing free riding and leading to
that can constitute the first best response to a debt more efficient reschedulings.
overhang problem (as opposed to an uncontingent write- The next research step in this area will have to be
off). Debt-equity swaps could for that reason reduce the careful empirical investigations on whether some of
overall losses associated with a debt overhang and lead to these conditions are satisfied. An evaluation of these
a positive-sum game.37  

schemes requires that we geta handle on the disincentive
and proincentive effects of a debt overhang, the opportu-

Conclusions nity costs of foreign exchange, the deadweight losses due
to bargaining, and the working of the creditors' coalition.

This paper has shown that there might exist combina- For this, it will be necessary to get a better understanding
tions of prices and types of contracts under which mar- of the formation of prices on the secondary markets of
ket-based debt reduction and transformation schemes developing-country debt.
can benefit a highly indebted country and not hurt cred-
itors. No general statements can be made regarding the Notes
welfare implications of these schemes. The schemes will
have to be evaluated individually for a specific country, The authors would like to thank Bela Balassa and Ken Rogoff
for which, as the paper shows, simple present value for their useful comments.
calculations will not be sufficient. The benefits of debt 1. See appendix for a description of the most commonly
reduction and transformation schemes, if any, are con- used VDRTs and the magnitude of transactions.

tingent on the existence of positive overall gains associ- 2. The official debt strategy has thus shifted focus consider-
tengeitho the schmexstpecfiote per gaiscass- ably over the past four years from the Baker strategy (whichated with the schemes. Specifically, the paper discusses relied on new lending), to the adapted Baker strategy (whichas a source of gains changes in the expected repayments endorsed the menu of VDRT), and to the Brady initiative (which

on the remaining debt as a result of incentives for invest- encourages official support for VDRT).
ment and adjustment, different divisions of repayments 3. But some gains can be external to the debtor and the
among creditors, and risk-sharing aspects and signaling creditors. Similarly, both parties gain when a third party takes
values that can be associated with certain debt reduction a loss in the VDRT operation or subsidizes it. The VDRT can also
and debt transformation schemes. In general, the paper be part of a larger deal between creditors and the debtor, with
finds (assuming no costs borne by third parties) that losses on those operations being compensated through other
fairly strict and not easily observed conditions must be concessions.

satisfied for these voluntary schemes to benefit both 4. Foreign exchange reserves are treated here as a form of
investment.

5. This is the reverse of a classical argument in corporate
As a result, market-based debt reduction and debt- finance, according to which a new issue of risky debt transfers

transformation schemes are only likely to be welfare wealth from the old bondholders to the shareholders. Issuing
improving for the debtor when: "junk bonds" to finance takeovers leads to substantial reduc-
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tions in the price of old bonds, while at the same time share creditors has been disputed by Bulow and Rogoff (1989) who
prices rise. Moreover, corporations seldom buy back their own stress the ex-post irrationality of such a Pareto-dominated
bonds unless they are required to do so by the bond covenants. settlement; instead of punishing defaulting countries, debtor
With international debt, this argument is forcefully made in and creditors are better off (ex post) agreeing on apartial default
Bulow and Rogoff (1989). that divides the costs of the penalty.

6. Output is to be interpreted here as the resources available 17. For example, the cost of the Brazilian moratorium of
for external debt service. The threat of default is more credible 1987 has been estimated at about $2 billion. This includes the
when the opportunity costs of servicing the debt are high, cost of reduced trade lines and of lost interest on official
which is more likely to occur when output is low. This type of reserves.
result has been derived in bargaining models of international 18. Rotemberg (1988) develops a more formal model, in
debt, either by using a Nash solution or the extensive form of a which debt repurchases are advantageous for all parties because
bargaining game. In particular, see Bulow and Rogoff (1989) of a reduction in bargaining costs. In his model, the bargaining
and Fernandez and Rosenthal (1988) for further details. costs are large when sovereign debts are large and the costs are

7. This ignores the change in the price of debt as a result of borne by the creditors. As a result, reductions in debt can lower
the (announcement of the) debt buyback. For small debt bargaining costs and improve both parties' welfare. See also
buybacks this assumption is justified. See the section on large Morande and Schmidt-Hebbel (1988) for a macroeconomic
swaps and price effects. model with this feature.

8. The expression for the price effect can be derived as for 19. But a sale of a loan in the secondary market can oblige
proposition 1 by differentiating (15-1) and using (154), and the seller to take an accounting loss and may contaminate the
taking into account that the buyback is done at the original rest of the loan portfolio, obliging the seller bank to increase
price. its loan-loss reserves considerably.

9. Krugman (forthcoming) presents a more restrictive 20. See Eichengreen and Portes (forthcoming) for similar
model that implicitly assumes that f' = 1. arguments for the debt crisis of the 1920's.

10. It is also possible that both lose. As mentioned in foot- 21. The secondary market price is now defined as before by
note 3, overall gains might not be necessary for buybacks to equation (15-4 with the exception that a is replaced by c.
occur in the presence of third-party interventions or "subsi- 22. But it is easy to verify in our particulai model that even
dies," or when the buyback is part of a larger "deal." in the extreme case where c= 0, the added benefit of a $1 of

11. It can be checked that in that case, buyback does not offset the nominal effect unless the debtor's
dE(W)/ dX= (1 - G*) (1/p - 1) >0 and Ddpl dX= 1 - [G* discount rate is smaller than the creditors' discount rate. To see
+ (1 - C) /pl < 0. that, evaluate equation (15-10) atc = 0. (Imposec= 0 in (15-4),

12. In terms of the formulas in proposition 2, leading to p = (1/r)(1 - G*), and insert in (15-10)). The effect
dE(W)/dX= [-1+ (1- G*)/pl < 0 and Ddp/dX= 1-1/ on the debtor of a marginal buyback is then given by [-1 + brl,
rl(1 - G*) /p) > 0. For a exactly zero, the price of debt is zero which is necessarily negative when b <1/r. As it is more likely
as the country can always default without any penalty. The that the country's discount rate will be higher than the
result of the limiting case a = 0 implies that (1 - G*) /p goes to creditors', it is more likely that the buybacks will hurt the
zero and that dE[W / dX = -1 and Ddp / dX = 1 country and benefit the creditors when funded by reductions in

13. The World Economic Outlook, which uses a broad def- consumption, even for large differences in valuation.
inition of debt-service payments, including interest on short- 23. See Claessens and Diwan, in this volume, for a survey
term debt, indicates in its October 1988 edition that the highest of this literature.
ratio of debt-service payments to exports for countries with 24. Aggregate consumption will thus be reduced by the
debt-servicing problems was 39.5 percent in 1982 and that the amount of the buyback plus the increase in investment-that
corresponding debt service to GDP ratio was 7 percent The is, dC1 / dK= (-1 + d).
figures for net transfers are even smaller. 25. Froot (1989) derives d endogenously from the debtor's

14. Bulow and Rogoff (1988) argue that the Bolivian welfare optimization problem. In his setup (as in ours), d*> 0
buyback did next to nothing for the country since the increase because it is assumed that the marginal utility of second-period
in the secondary market price after the buyback was so large consumption is not affected. A more general utility function of
that the market value of debt (the expected value of repayments the form l(C1, C2) will imply both a proincentive and a disin-
by Bolivia) only slightly decreased, from $402 million to $392 centive effect on investment- on the one hand, a large debt
million. This made Bolivia only marginally better off, in spite obligation spurs investment as the marginal utility of the sec-
of the fact that the funds used for the buyback were donated. ond-period consumption is likely to be high; but on the other,
See further Dooley (1988) and Rodriguez (1988) for an analysis the large debt obligation reduces the effective return on the
of the price effect of large buybacks in a dynamic framework. investment. In such a case, dl*/dX can be positive or negative,

15. Taking a debt for resource ratio of 10 percent, a = 10 depending on the magnitude of the income and substitution
percent, p = 0.5 , and assuming that Y is normally distributed, effects, which, as Helpman (forthcoming) shows, depend on the
the model implies positive-sum outcomes when f' < 0.2; that degree of relative risk aversion. This issue is also discussed by
is, when returns on investment are very negative and in the Corden (1988).
order of minus 80 percent. 26. But being on the wrong side of the debt Laffer curve is

16. The notion that the payments made by the debtor can not necessary for positive-sum debt buybacks. To see this, one
be significantly smaller than the payments received by the can use the following: the slope of the debt Laffer curve,
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dE(R) / dD, is equal to: ( +pG *af'd + (1- G*) ). Only when d is foreign exchange is always available to the creditors, a = 1, and
sufficiently negative can the slope of the Laffer curve be nega- thus, f'(1-a C)=0, implying that dEWdX=0 and
tive. But for positive-sum games, d only needs to be marginally Ddp/dX = 0.
smaller than 0 (and f' > r). 31. For a description of exit bonds, refer to the appendix. It

27. This can be shown in the investment incentive version is worth pointing out here that the Mexico-Morgan bond issue
of the model by increasing a. This will produce a Laffer type of in 1988 was a combination of a cash buyback and a conversion
curve as investment reacts negatively to a. But current as well of existing claims into a bond with lower contractual obliga-
as future taxing power is increased, which increases current tions.
transfers to creditors, something that has to be weighted 32. Froot (1989) discusses the similarity of exit bonds and
against the incentive effects on investment. As secondary mar- pure debt relief.
ket prices over the last few years have decreased considerably, 33. This is analyzed by Roberts and Remolona (1987), who
while at the same time the financial positions of the banks (and point out the importance of additionality in investment.
thus their bargaining position vis-a-vis debtors) have improved, 34. Valdes-Prieto (1987) presents an explanation for debt
one is led to conclude that the free-rider problem must have conversion schemes, which he calls the "claims dilution the-
increased; otherwise the banks would have collectively pre- ory." He shows, in particular, that debt-equity swaps by money-
vented prices from falling. center banks result in claims on the country that have priority

28. Valdes-Prieto (1987) presents what he calls the "weak- over claims of remaining banks on the country's foreign ex-
ening of the bank cartel theory" to explain debt conversions. change, which leads to wealth transfers between the creditors
Since debt conversions affect the bargaining game between the from regional to money-center banks. Regional banks will not
bank cartel and the debtor country, it matters whether debt lend to the country anymore, and secondary market prices will
conversions are permitted after a rescheduling has been agreed fall as debt-equity swaps get implemented over time. Under his
on. Under his theory, the creditor group loses from debt con- hypothesis, no overall gains are necessary to explain why debt
versions, but international banks, which will convert early in conversions occur.
comparison to regional banks, will gain. The country will gain 35. That this does not happen is presumably explained by
from debt conversions, but will have a higher probability of moral hazard considerations. See Cole and English (1988) for
default. There is an incentive for the individual bank to convert such a model.
first as the converted claims are senior to the old claims. But 36. Repatriation of capital and dividends on equity acquired
Valdes-Prieto does not address the issue of the sharing clauses through debt-equity programs is often restricted for a certain
that would prevent individual banks from converting their period.
claims against the interests of the remaining banks. 37. See further Krugman (forthcoming) and Lessard (in

29. That the relative exposures of the large banks have this volume). In general, risk-sharing and incentive considera-
increased in recent years suggests that smaller banks have tionswill point in different directions. An indexed debt contract
withdrawn. But Sachs (in this volume) argues that the can lower the after-servicing return on investments, reduce
creditors' bargaining power will be increased as a result of the incentives, and can thus lead to lower investments. This effect
concentration of claims and that the country will be worse off. is not present in our example only because the uncertainty was

30. Williamson's example can be easily translated in terms taken to be additive.
of equations (15-6) and (15-7). The country never fully repaid
its obligation, and therefore G* = 1 and (1 - G) = 0; as the

Appendix: Debt Reduction and Transformation
Schemes

Buybacks repurchase debt at low prices, which would reward, and
possibly encourage, this behavior.

Debt buybacks involve a cash purchase of existing debt For these reasons, two amendments to the loan con-
on the secondary market. The resources for the buyback tracts must be made to allow an open buyback. The
usually come from the country's foreign exchange re- debtor must be allowed to prepay its loans, and partici-
serves, but they can also come from outside grants for pating banks must be given waivers from sharing provis-
this specific purpose. For a debtor to openly use its ions so that they do not have to share the payments they
reserves in a buyback, it needs the consent of all its receive from the debtor country with nonparticipating
creditors. There are two good reasons for this. First, creditors. Thus, for the transaction to be allowed to
using reserves to repurchase debt may impair the proceed, all the creditors must believe that the operation
debtor's ability to service the remaining debt. Second, will not hurt them.
there is a moral hazard problem: countries could lower A recent example of an open buyback of public debt is
the price at which their debt is trading, allowing them to provided by the consecutive operations by Bolivia during
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1987-89 in which a large part of Bolivia's commercial and for bonds that are collateralized through escrowing
indebtedness was extinguished at a price of eleven cents future export receipts.
per dollar using donated funds.' It has also been reported
in the financial press that governments-but more often Debt-Equity Conversions
private firms-have been buying back their debts
through intermediaries on the secondary market. Debt-equity swaps have been instituted in a number of

countries, including Argentina, Brazil, Costa Rica, Mex-
Securitization ico, the Philippines, and (more extensively) Chile. A

debt-equity swap involves an investor exchanging a
An "exit bond" is a buyback financed by future cash country's debt at the central bank for local currency to

flows. A recent example is provided by the Morgan-Mex- be used in equity investments (usually with some restric-
ican conversion operation of January 1988. This was tions on remittance rights, on the type of investments,
actually a combination of a buyback using reserves and and on the sale of the equity). Debt-equity swaps fall into

an exit-bond swap. The Mexican offer was as follows: all four categories: 1) a sovereign or public sector debt is

creditor banks under the 1987 restructuring agreements exchanged for equity in a private sector enterprise, either

were invited to bid for an exchange of their loans against in direct equity or as portfolio equity; 2) debt of a private

a bond with a collateralized principal. The bond had a sector company is exchanged for an equity investment in

20-year maturity, paid 1.625 percent over LIBOR, and the the same company; 3) sovereign or public sector debt is

principal was fully secured by nonmarketable, zero-cou- exchanged for equity as a part of a privatization program
U.S. Treasur securities. The 1987 rstructurin of public sector enterprises; and 4) private external debt

n o tesg of one company is exchanged for equity of another pri-
agreement exempted the transaction from the sharing vt opn.Db-qiysashv rdmnnl
provisions, but the negative pledge still had to be waived bee so publi eterna bfo predeqity
to allow the use of reserves to collateralize the principal se swaps of private debt for private equity vo
of the new bonds. The exit bond part thus consisted of curred. Similar to debt buybacks, debt-equity conver-
thestreamofinterest payments onthe reduced principal sions require special provisions in order not to trigger
Furthermore, creditors had not made the interest pay- the mandatory prepayment clauses. The special provis-
ments on the bonds more senior compared to other ions are commonly inserted in rescheduling agreements.
existing claims on the country.2  Restrictions on repatriation of remittances prevent the

From the auction, it appears that the bidders decided new investors from obtaining more advantageous terms
on their offering price by looking at the collateralized than bank creditors. Recently, some debt-equity conver-
bond as a combination of two instruments: the fully sions have been processed through conversion funds
collateralized principal as a U.S. Treasury risk, and the where foreign debt is converted into risk capital that is
promised interest payments as a Mexican risk, valued at pooled and used to fund longer-term investment pro-
the discount rate implicit in the secondary market price jects.
of Mexican commercial bank debt. Therefore, it appeared Some evidence suggests that equity-like instruments
that, in spite of Mexico's assurances on the seniority of are perceived by creditors to be more valuable than debt.
the interest payments, the market did not perceive the In Chile and Brazil, where debt-equity swap rights are
unsecured portion of the exit bonds as senior to Mexico's auctioned, debt is typically retired at a price above sec-
remaining outstanding debt.3  ondary market prices (but still below par). The enhanced

Other forms of securitization have involved (or are value of these claims can be due to their (perceived)
rumored to involve) exchanging commercial bank debt seniority status or to the fact that these equity claims can
at a discount for commodity-price-indexed instruments be sold on the domestic market, and perhaps even be

'Pble 15A-1. Debt Conversions by 7jpe of 7Tansaction, All Countries, 1984-88
(US$ millions)

Debt-equity informal
Year swaps swaps Exit bonds Buybacks Other Total
1984 773 - - - - 773
1985 1,843 - - - 245 2,088
1986 1,494 - - - 714 2,208
1987 3,435 3,500 15 - 1,216 8,167
1988 8,854 4,813 4,725 648 2,072 21,111

Note: Countries include Argentina, Brazil, Chile, Costa Rica, Mexico, and the Philippines.
Source: International Economics Department, World Bank.
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exchanged for foreign currency without the approval of Fernandez, Raquel, and Robert Rosenthal. 1988. "Sovereign
the authorities. Debt Renegotiations: A Strategic Analysis." NBER Working

Paper 2597. Cambridge, Mass.: National Bureau of Economic

Magnitide Research.
Froot, Kenneth. 1989."Buybacks, Exit Bonds, and the Optimal-

I'able 15A--1 approximates the division of the second- ity of Liquidity Relief." International Economic Review 30
Tabl 15-1 pprximtesthedivsio ofthesecnd(February: 49-70.

ary market transactions over debt-equity swaps, informal
Gill, David. 1987. "Privatization and Internationalization of

conversions, exit bonds, buybacks, and other transac- Securities Markets: Opportunity for Financial Market Devel-
tions involving the debtors. opment." International Finance Corporation, Capital Mar-

kets. Washington, D.C.
Notes Helpman, Elhanan. Forthcoming. "The Simple Analytics of

Debt-Equity Swaps and Debt Forgiveness." In Jacob Frenkel,
1. The buyback was financed by funds donated for this ed., Analytical Issues in Debt. Washington, D.C.: Intema-

purpose, but it appears that most of these funds were diverted tional Monetary Fund.
from aid budgets already designated for Bolivia. See further Krugman, Paul. 1988. "Market Based Debt Reduction
Bulow and Rogoff (1988) and Lamdany (1988). Schemes." NBER Working Paper 2587. Cambridge, Mass.:

2. Presumably, if the creditors thought this to be in their National Bureau of Economic Research.
interest, they could have made the bonds more senior than _. Forthcoming. "Financing versus Forgiving a Debt
existing claims through the appropriate legal measures. Overhang." JournalofDevelopment Economics.

3. This analysis is from Lamdany (1988). Bulow and Rogoff Lamdany, Ruben. 1988. "Bolivia, Mexico and Beyond... " World
(1988) find that the market regarded the bond as somewhat Bank, Debt Management and Financial Advisory Services
senior to existing debt since the unsecured part of the new Department. Washington, D.C.
bonds was worth a little bit more than Mexican bank debt Lessard, Donald, and John Williamson. 1985. Financial Inter-

4. Venezuela has raised approximately $500 million, essen- mediation beyond the Debt Crisis. Washington, D.C.: Insti-
tially through selling its oil export receipts forward. The deal tute for International Economics.
involved collateralizing a bond issued on the U.S. market with .orntenana Ec mis.

the xpor reciptsfromoil.Morande, Felipe, and Klaus Schmidt-H-ebbel. 1988. "The Dy-
namics of Secondary Market Prices under Sovereign Debt
Conversion." World Bank, Country Economics Department.

References Washington, D.C.
Myers, Steward. 1977. "The Determinants of Corporate Borrow-

Acharya, Shankar, and Ishac Diwan. 1988. "Signaling Credit- ing."Journal ofFinancial Economics 5(2):147-75.
Worthiness by Debt Swap Schemes: Theory and Evidence." Purcell, J., and D. Orlanski. 1988. "Developing Country Loans:
New York University, New York. A New Valuation Model for Secondary Market Trading."

Aizenman, Joshua, and Eduardo Borensatein. 1988. "Debt and Salomon Brothers, Corporate Bond Research, International
Conditionality under Endogenous Terms of Trade Adjust- Loan and Trading Analysis. New York.
ment." IMF StaffPapers 35(4):686--713. Roberts, David, and Eli Remolona. 1987. "Debt Swaps: A Tech-

Bulow, Jeremy, and Kenneth Rogoff. 1988. "The Buyback Boon- nique in Developing Country Finance." Group of Thirty. New
doggle."Brookings Papers on EconomicActivity 2:675-704. York._. 1989. "A Constant Recontracting Model of Sovereign Rodriguez, C. A. 1988. "The Strategy of Debt Buybacks: A
Debt." Journal ofPolitical Economy 97(February):166-77. Theoretical Analysis of the Competitive Case." International

Cole, Harold, and L. English. 1988. "Expropriation and Direct Toetal Ana ofthe Copet Caseintenationa
Investment." International Economics Research Center Dis- onery FundoWorking Paer 88/20. W anto, D aC.
cussion Paper No. 10. Philadelphia. University of Pennsylva- Rotemberg, Julio. 1988. "Sovereign Buy acks Can Lower Bar-
nia. gaining Costs." NBER Working Paper 2082. Cambridge,

Corden, W. Max. 1988. "Debt ReliefandAdjustment Incentives." Mass.: National Bureau of Economic Research.
IMF StaffPapers 3(4):628-43. Sachs, Jeffrey. Forthcoming. "The Debt Overhang of Develop-

- . 1989. "Macroeconomic Adjustment in Developing ing Countries." In J. B. Macedo and R. Findlay, eds., Debt,
Countries." World Bank Research Observer 4(1):51--64. Growth and Stabilization:Essays in Memory ofCarlos Diaz-

Dooley, Michael P. 1988. "Buybacks and the Market Valuation Alejandro. Oxford: Basil Blackwell.
of External Debt." IMF StaffPapers 35(2):215-29. Valdes-Prieto, S. 1987. "Foreign Debt Conversions: Causes and

Eichengreen, Barry, and Richard Portes. Forthcoming. "Set- Consequences." Instituto de Economica, Universidad
tling Defaults in the Era of Bond Finance: the Bondholders' Catolica de Chile.
Perspective." World Bank Economic Review. Williamson, John. 1988. Voluntary Approaches to Debt Relief

Fernandez, Raquel, and David Kaaret. 1988. "Bank Size, Repu- Washington, D.C.: Institute for International Economics.
tation and Debt Renegotiation." NBER Working Paper 2704. World Bank. 1988. WorldDebt Tables, 1988-89 Edition. Wash-
Cambridge, Mass.: National Bureau of Economic Research. ington, D.C.

272



Market-Based Debt Reduction

Comment

Kenneth Rogoff money gets paid to creditors immediately. Of course, the
face value of the country's debt goes down, but this will
help the country only if it ends up repaying the remainder

Do highly indebted countries benefit by buying back a of its debt in full. If instead the country defaults on its
portion of their foreign debt at market discount? The remaining debt, creditors will probably be able to get
academic literature contains a broad range of opinions repaid just as much as they would have without a
on this issue, and Stijn Claessens and Ishac Diwan are to buyback. After all, none of the fundamental factors gov-
be commended for producing a paper that cuts to the eming the relative bargaining power of the two sides
heart of the debate.' As they show, the case for buybacks would have changed. With the hel of a little algebra one
turns out to hinge on the empirical values of a few key g g
parameters. My view is that for any empirically plausible can show thaasl, the debr thbe woe off
values of these parameters, buybacks at market discount when aid is channeled through a buyback than when aid
are not an efficient use of a highly indebted country's is given unconditionally. This result turns on the fact that

resources (see Bulow and Rogoff 1988a, 1989a, b). the odds against full repayment are always greater than

(Diwan and Claessens generally reach the same conclu- the secondary market discount. (In the terminology of
sion, though they choose to present it in a slightly more Bulow and Rogoff 1988a, or marginal debt is always
guarded fashion.) worth less than average debt.)

Iwill first review the theoretical case againstbuybacks, A buyback is a much more dubious proposition for a
and explain why the same general argument applies to sovereign debtor than for a domestic corporation. In the
all voluntary debt reduction schemes. (I can afford to be domestic case, creditors can directly seize a firm's pro-
quite brief, since the reader already has the benefit of ductive assets, so that a is typically near one.
Diwan and Claessens' cogent analysis.) Then I will con- This critique of buybacks does not apply to jointly
sider what implications the buyback critique has for negotiated deals in which all creditors agree to write
implementing recent plans to channel foreign aid into down their claims in exchange for a payment. (Bargains
buybacks (such as the Brady plan). Finally, I will discuss of this type are implicit in any standard rescheduling
whether buybacks sponsored by creditor countries might agreement.) It applies only to arrangements where indi-
be viewed as an "efficient bribe" to the banks. vidual creditors can choose whether to tender some of

The basic problem with sovereign debt buybacks is their debt; this is the key distinguishing feature of volun-
that they generally increase the pot thatgoes to creditors. tary debt reduction. The problem with voluntary partic-
Absent buybacks and creditor-country bailouts, that pot ipation deals is that when the sovereign buys out one
depends mainly on the debtor's willingness to pay, and creditor, the value of remaining claims must rise, since
therefore on the relative bargaining power of the debtor there will be fewer creditors left to divide up more or less
relative to its foreign creditors. Standard bargaining-the- the same pot of resources. Note that this problem exists
oretic models of developing-country debt negotiations whether the buyback is large or small; the larger the
suggest that a key factor governing repayments is the buyback, the larger the problem.
debtor's gains from trade, which in turn depends on buyback, the l t e
factors such as the country's output, its terms of trade, Man hod the et tev if stylcks nese te
and its degree of openness (see Bulow and Rogoff 1989a). pot going to creditors, the debtor may still benefit be-
Suppose, for example, that a foreign donor gives the caus it helps ameliorate debt overhang induced invest-
country some resources to spend on consumption or mentlinefficiencies.4 While this argument may seem
investment. Will creditors be able to seize a share of this plausible at first glance, more careful consideration re-

aid money? In general, the answer is probably yes, espe- veals that, if anything, the reverse must be true. That is,
cially if the country tries to increase imports.2 But the the presence of a debt overhang tax on investment only
"tax" that creditors can extract (the parameter a in strengthens the case against buybacks. If there is a high
Claessens and Diwan model) is likely to be rather small.3  rate of return on domestic investment because of debt
After all, few countries have ever made net repayments overhang, then the debtor country will always do better
equal to more than a tiny fraction of their GNP over any by channeling resources directly into investment instead
extended period. of into buying back debt at discount. Claessens and

Now suppose that the foreign donor requires that the Diwan correctly point out that buybacks are much more
debtor country use the same aid money to buy back some likely to be a good use of resources when alternative
of its debt at market discount. Then the entire pot of aid domestic investments yield a very low rate of return.5
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So contrary to popular belief, a debt overhang does not if the new seniority clauses are credible, then priority 10
justify buybacks; in fact its presence only exacerbates the debt (the most junior class) will sell for much less than
case against them. But it is true that a debt overhang can priority 1 debt. The existence of this new class of very
provide a reason for nonvoluntary debt-reduction plans, junior debt allows the debtor to make repurchases at a
temporary relief, and, possibly, debt forgiveness. Of much lower price than it could have prior to the trans-
course, this is only a theoretical possibility and I agree formation. In essence, this scheme allows the debtor to
with the authors that a debt overhang may not be large buy back marginal debt at (closer to) marginal debt
empirically (see Bulow and Rogoff 1989b). The lion's prices.8

share of Latin America's growth problems probably has There are, of course, many other concessions creditors
to do with unfavorable terms of trade shocks, high world might be asked to make, but they cannot all be addressed

interest rates, and, above all, poor policy choices. But it here.

should be noted that even if a debt overhang accounts for One reason for subsidizing buybacks, which has not
only a small fraction of Latin America's growth shortfall, been previously mentioned in the literature, is that they
there can still be a strong case for debt forgiveness. That may be the most efficient way for creditor-country gov-
is, if by relieving Latin America of its debt overhang one ernments to "bribe" their banks. For in practice, the
could raise its growth rate by half a percent per year for bargaining over developing-country debt repayments is

10 years, then it is easy to show that the efficiency gain not simply a two-way negotiation between the debtors

could be quite large relative to the size of the debt and their bank creditors, but a three-way negotiation
forgiven. Of course, a growth rate increase of half a involving creditor-country governments.9 Nonbank

percent per year will not turn an Argentina into a Korea.6  creditor-country citizens have an important interest in

What implications does this discussion of buybacks maintaining political stability and in continuing unfet-

have for recent initiatives to provide official (industrial- tered trade in the debtor countries. When banks threaten
to interfere with the debtor's access to trade in goodsized country) financial support for buybacks? Some re- t an d cita marets ceito try in s

cent proposals suggest that for a highly indebted country as oe Thi p ae s wydiproprtin
to qualify for buyback subsidies, its government would
have to be willing to adopt pro-growth policies. If such share of the net transTers made by highly indebted coun-

countries tries has been going to private lenders as opposed to
culontoalhit rowouldlru, the n id be aofficial creditors (see Bulow and Rogoff 1988a).
pull out of their growth doldrums, then it has to be a good The point is that the current rescheduling process
idea. But this discussion suggests that foreign creditors already allows banks to bargain for a share of foreign aid,
should also be asked to make concessions. After all, it is and this may well be the right base case against which
the creditors who benefit most when aid money is chan- buybacks should be measured. In the theoretical analysis
neled through buybacks instead of being donated uncon- above, it was instead assumed that the donor's best alter-
ditionally. What types of compensating concessions native to buybacks is to give all its aid resources directly
might creditors be asked to make? Clearly, they could be (and unconditionally) to the debtor country. I admit to
asked to simply forgive part of the debt, or, equivalently, being skeptical that buyback subsidy programs involve
to reschedule debt at concessionary interest rates. A less leakage to banks than more conventional reschedul-
more elaborate scheme would involve a relaxation of the ing agreements, but the issue merits further
equal-sharing clauses. The February 1988 Mexican-Mor- consideration.
gan deal was an attempt to do just that; unfortunately it
failed, because creditors did not sufficiently believe that Notes
the new Mexican bonds would really be treated as senior
to existing bank debt.7 Still, this type of possibility merits 1. Papers that argued that buybacks at market discount
further consideration. benefit a highly indebted country include Krugman (1988),

As a simple example, suppose a country's debt were Sachs and Huizinga (1987), and Williamson (1988). Bulow and
homogeneous, and that all creditors agreed to divide Rogoff (1988a, 1989b) argue that for most plausible parameter
their claims into ten equal-size classes of debt, each with values, highly indebted countries benefit more from a dollar
a different seniority level. That is, for each dollar a cred- spent on domestic investment or consumption than from a

itor holds in old debt, he is given ten cents worth of dollar spent on buybacks. They emphasize that buybacks may

priority 1 debt, ten cents worth of priority 2 debt, and so make sense as part of a larger negotiated deal in which creditors
priorty 1make compensating concessions.

on. Note that this relabeling of debt has no effect on the
2. Bargaining-theoretic models suggest that the debtor may

country (which only cares about the total amount it sometimes benefit more from aid-in-kind (for example, food)
owes), and no effect on any of the individual creditors than from cash, since the country then does not have to worry
(the sum of their ten new claims must have the same about bargaining with creditors for the right to increase its
value as their initial claim). The key to this scheme is that imports.
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3. This parameter is the same as q in the notation of Bulow References
and Rogoff (1988a).

4. See for example, the Brookings panel discussion in
Bulow and Rogoff (1988a). Bulow, Jeremy, and Kenneth Rogoff. 1988a. 'The Buyback

5. In Claessens and Diwan's analysis, the rate of return on Boondoggle." Brookings Papers on Economic Activity

marginal investment, f, and the effect of a buyback on total 2:675-704.

investment d are treated as two independent parameters. As -. 1988b. "Multilateral Negotiations for Rescheduling
they correctly point out, these two parameters must be deter- Developing Country Debt. A Bargaining-Theoretic Frame-
mined simultaneously in equilibrium, as in Bulow and Rogoff work." IMF StaffPapers 35(4):644-57.
(1989b). Doing this makes it quite clear that the likely overall -. 1989a. "A Constant Recontracting Model of Sovereign
effect of debt overhang is to make buybacks less attractive. Debt." Journal ofPolitical Economy 97(February):166-77.

6. 1 am grateful to Lawrence Summers for discussions on - . 1989b. "Sovereign Debt Repurchases: No Cure for
this issue. Overhang." NBER Working Paper 2850. Cambridge, Mass.:

7. For a theoretical and empirical analysis of the Mexican- National Bureau of Economic Research.
Morgan deal, see Bulow and Rogoff (1988a). According to their Krugman, Paul. 1988. "Market-Based Debt-Reduction
calculations, the new bonds were viewed by the market as Schemes." NBER Working Paper 2587. Cambridge, Mass.:
slightly senior to existing bank debt. .

8. This "debt plan" arose from discussions with Jeremy
Bulow. Sachs, Jeffrey, and Harry Huizinga. 1987. "U.S. Commercial

9. Bulow and Rogoff (1988b) present a formal bargaining- Banks and the Developing-Country Debt Crisis." Brookings

theoretic model of developing-country debt rescheduling nego- Papers on Economic Activity 2:555-601.

tiations involving three-way bargaining among debtor coun- Williamson, John. 1988. Voluntary Approaches to Debt Relief
tries, creditor banks, and creditor-country taxpayers. Washington, D.C.: Institute for International Economics.
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16

Do the Secondary Markets Believe in Life after Debt?

Vassilis A Hajivassiliou

The recent literature on external debt repayment prob- market, it investigates empirically whether the discounts
lems of developing countries places primary emphasis on on the secondary market reflect past repayment prob-
the "debt overhang" issue (see, among others, Krugman lems, or whether they anticipate future debt crises. The
forthcoming, Sachs forthcoming). This term refers to answer to this question has implications about the desir-
outstanding external debt amassed in the past that ex- ability of debt relief. For example, debt overhang is com-
ceeds a country's expected ability to repay it. These au- monly referred to as being "on the wrong side of the
thors build theoretical models that highlight the impor- Laffer curve," implying that forgiving part of the out-
tance of debt overhang and derive policy implications standing debt will eventually lead to a higher value of
about the desirability of forgiving or refinancing such debt being repaid by a country. The precise way this can
debt. The external financing problems of the developing happen is typically left unspecified. One possible mecha-
nations have been worsening steadily since the first nism that may make partial forgiveness appealing to the
major oil shock of 1973 and have also been affected international lenders is the following: if the secondary
adversely by the second major oil shock in 1978 (see market discount is a good predictor of future debt prob-
figures 16-1 to 16-3). Moreover, the figures suggest that lems and does not merely reflect such past problems,
we may now be experiencing a substantial world debt then debt relief, in averting anticipated problems, may
crisis, since the problems have been accelerating. reduce the secondary market discounts and thus increase

The rapidly mounting outstanding external debt of the the value of the debt held by the international lenders.,
countries under investigation is contrasted with the only The type of econometric analysis that is feasible in
mildly rising quantity of debt actually serviced (figure attempting to investigate these questions empirically is
16-1). The gap between obligations and repayments is constrained, since the secondary markets have been in
widening alarmingly. The same point is made in figure operation for less than three years.2 The approach devel-
16-2 by showing the fraction of debt-servicing obliga- oped here is to employ the econometric creditworthiness
tions that are in arrears in each year. Figure 16-3 pres- methodology in Feder and Just (1977), McFadden and
ents a similarly bleak picture, showing that the propor- others (1985), and Hajivassiliou (1987). These creditwor-
tion of countries under analysis that are experiencing a thiness indicators are then used to investigate whether
repayment problem of some type (obligations in arrears, the secondary market discounts anticipate or follow eco-
or a need to request IMF assistance or a rescheduling of nomic performance.
repayments) exhibits the same deteriorating pattern. The next section presents descriptive econometric

To shed some light on the relative merits of the argu- creditworthiness models that are the basic framework for
ments and policy implications concerning the desirabil- the paper's empirical analysis, and it summarizes the key
ity of debt forgiveness or refinancing, a clear need re- empirical results. Also addressed are such issues as "liq-
mains for an empirical investigation of the mounting uidity versus solvency," how discrepancies between offi-
external financing problems of the developing countries cial and black market exchange rates can predict future
and of the theoretical propositions of the debt overhang financing problems, and the importance of world factors
literature regarding such problems. This paper attempts exogenous to a country in causing debt crises. Also in-
to meet such a need through panel-data econometric vestigated is whether large surpluses run by the oil-ex-
techniques. By exploring the relations between credit- porting nations significantly affect the international
worthiness and the debt discounts on the secondary credit markets. These models are then tested for struc-
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Figure 16-1. Debt over Exports and Debt Serviced Figure 16-2. Arrears to Debt Service Due,
over Exports, 1970-87 Unweighted and Weighted, 1970-87
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Note: Weighted by total outstanding debt; 93 countries reporting.
Note: Averaged over 93 countries reporting in all 17 years. Source: See appendix.
Source: See appendix.

volume of exports and amount of interest payments due,
tural breaks following major external events, like the the significance of world economic factors, exogenous to
1973 oil shock and institutional changes in meeting the developing countries, in precipitating crises. Such fac-
debt crisis in the early 1980s. Indices of exchange rate tors include measures of imports by industrialized coun-
overvaluation are constructed-based on discrepancies tries, inflation in the OECD nations, and world interest
between black market and official exchange rates-to rates. The findings are important for policy-related ques-
examine whether overvaluation is one precursor of debt tions that address the adjustment efforts by developing
crises. Econometric methodological issues are discussed countries and the distinction between economic mis-
in appendix 1. management and adverse world developments beyond

The section that follows discusses the estimation re- the control of country administrators. The paper then
sults and their policy implications. As expected a priori, examines the econometric stability of the models after
we show that reliable econometric inferences on these the major oil shocks of the 1970s and after 1981, the last
issues require explicit accounting for unobservable per- year of observation of most past studies of creditworthi-
sistent heterogeneity among nations and for the impact ness in the literature.
of a history of bad debt performance on bankers' percep- A discussion of the debt overhang follows and a de-
tions. The next section evaluates, after controlling for scription of some characteristics of the recently devel-
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Figure 16-3. Incidence ofRepayment Problems, 1970-87 Let us begin with an empirical motivation for the
econometric models to be presented. Information on

100 - three primary indicators of debt repayment problems was
compiled: (1) confidential data on external debt obliga-

s0 - Ar/Rs/Im tions in arrears; (2) the occurrence of a rescheduling
agreement between the debtor nation and the interna-

/ Ar/Rs tional bankers; and (3) programs of IMF involvement,
60 - //Ar such as stand-by agreements of a high tranche level.

,t .,,-'/ Table 16-1 presents the empirical evidence on transi-

40 -tions between these types of difficulties. Each transition
, -' from the state in the previous year to the one in the

/ current year is given in three ways. The number of
20 - - country-years with such a transition is first presented;

then in parentheses the column percentage appears, the

0 I I I I percentage of transitions into a given current problem;
1970 1973 1976 1979 1982 1985 1987 last, in square brackets is the row percentage, the per-

centage of all types of ensuing states that emanate from
Note: Ar = arrears, Rs rescheduling, and Im = IMF program. a specific problem in the previous year.
Source: See appendix. As the table shows, arrears can be viewed as the mildest

oped secondary market for outstanding developing- problem and seem to act as a reliable predictor of more
country debt. Do the discounts observed on this market severe crises. For example, of the 952 country-years
routinely reflect past debt problems or anticipate future without a repayment problem in one period, nearly 5
crises? This is a main question I attempt to answer in this percent had their obligations go into arrears in the fol-
paper. lowing period, as opposed to a combined total of 7 per-

The last section offers concluding remarks. Appendix cent that approached the bankers or the IMF for assis-
1 includes the econometric methods for limited depen- tance. Moreover, more than 90 percent of countries with
dent variable models, and appendix 2 presents data significant arrears in their obligations maintained this
sources and construction of variables. situation the following year or experienced more severe

repayment problems (a combination of arrears, IMF in-
Econometric Models of Creditworthiness volvement, or reschedulings). In contrast, only 70 per-

cent (60 percent) of countries currently having only an
Reduced-form descriptive econometric models were IMF agreement (rescheduling) in effect maintained their

estimated in Feder and Just (1977) to quantify the deter- status or had more than one type of repayment problem
minants of developing countries' external financing in the followingyear. These last two typesof problem thus
problems. In particular, binary logit models (McFadden seem to indicate a more severe debt crisis, since they are
1973) were employed to explain the dichotomous vari- typically accompanied by more than one other repay-
able g: yit = 1 if a debt problem occurs in country i in ment difficulty. Another way of highlighting these styl-
yeart, and yit= 0 otherwise, as a (linear) stochastic func- ized facts is to note that of the 51 country-years exhibit-
tion of k exogenous explanatory variables xit, with the ing a severe crisis with all three types of difficulty present,
index i = 1, . . . , I denoting country and t = 1, . . .,Ti the 45 percent had a severe crisis in the previous period, 14
year of observation. McFadden and others (1985) and percent had significant arrears accompanied by an IMF
Hajivassiliou (1987) present more structural credit-ra- agreement in effect, and 20 percent had only significant
tioning models that incorporate refined measures of the arrears in the previous period. In only nine cases was a
severity of debt crises. Moreover, these studies address severe crisis preceded by a rescheduling or IMF involve-
important methodological issues thatshow how differing ment without any arrears present. These features of
country characteristics, such as colonial histories and repayment difficulties will guide the econometric mod-
political, financial, and religious institutions, imply un- eling below.
observed persistent country heterogeneity. Appendix 1 To explain the basic models used in this paper to
discusses these issues from an econometric perspective quantify creditworthiness, denote by yjt the latent (un-
and presents econometric methodologies appropriate to observed) propensity of country ito have a debt problem
address them (see also Hajivassiliou and McFadden in period t. This is modeled as a linear, stochastic func-
1989). tion of observable country characteristics, past history,
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Table 16-1. Patterns of TYansition between Repayment Problems
(number and percent)

Thpe of problem in year T Row

N A R I AR A[ RI AR total

N 821 44 9 61 0 2 13 2 952
(90.8) (23.0) (40.9) (27.5) (0.0) (4.0) (21.3) (3.9) 63.0
[86.21 [4.61 [0.9] 16.41 [0.0] [0.2] [1.4] [0.21

A 15 119 0 1 5 4 4 10 158
(1.7) (62.3) (0.0) (0.5) (45.5) (8.0) (6.6) (19.6) 10.4
[9.51 [75.3] [0.0] t0.61 [3.21 [2.51 [2.51 [6.31

R 5 4 7 0 0 0 2 1 19
(0.6) (2.1) (31.8) (0.0) (0.0) (0.0) (3.3) (2.0) 1.3

[26.31 [21.11 [36.8] [0.0] [0.01 [0.01 [10.5] [5.31

Type 59 6 1 138 0 11 15 1 231
Tp (6.5) (3.1) (4.5) (62.2) (0.0) (22.0) (24.6) (2.0) 15.3
of [25.51 12.6] [0.4] [59.7] [0.0] [4.8] [6.51 [0.41
problem AR 2 4 0 0 4 0 0 0 10
in (0.2) (2.1) (0.0) (0.0) (36.4) (0.0) (0.0) (0.0) 0.7
year [20.01 [40.0] [0.01 [0.01 [40.01 [0.01 [0.0] [0.0]
T-1 Ai 0 8 2 3 0 17 3 7 40

(0.0) (4.2) (9.1) (1.4) (0.0) (34.0) (4.9) (13.7) 2.6
[0.0] [20.0] [5.01 [7.51 [0.0] [42.51 [7.51 [17.5]

RI 2 3 3 18 1 9 21 7 64
(0.2) (1.6) (13.6) (8.1) (9.1) (18.0) (34.4) (13.7) 4.2
[3.1] [4.7] [4.7] [28.1] [1.6] [14.1] [32.8] [10.9]

ARI 0 3 0 1 1 7 3 23 38
(0.0) (1.6) (0.0) (0.5) (9.1) (14.0) (4.9) (45.1) 2.5
[0.01 [7.91 [0.01 [2.6] [2.6] [18.4] [7.9] [60.5]

Column 904 191 222 22 11 50 61 51 1,512
total 59.8 12.6 1.5 14.7 0.7 3.3 4.0 3.4 100.0

Note: Column percentages in parentheses; row percentages in square brackets; 1,512 valid country/year observations. N= No repayment problem,
A = significant arrears, R =rescheduling occurrence, I= IMF involvement, AR =A andR, A =A and, RI= Randl, andARI= A and R andL

world conditions, and other relevant factors, measured (16-3) P(Yit= 1) = Fe(x'it).
by a vector xit:

Under the specific distributional assumption of nor-

(16-1) yt =.x'it P + Eit. mality for the error term eit, we obtain what is known as
the probit binary response model. Expression (16-3) will

In the credit-rationing models of Eaton and Gersovitz serve as a simple indicator of lack of creditworthiness of
(1981), McFadden and others (1985), and Hajivassiliou country i in period t. In the sequel, the binary variable
(1987), At is directly related to the gap between notional indicating the presence of a repayment problem, yij, will

demand for and supply of new funds to the economy. be defined by a combination of one or more of the
When the debt-crisis propensity exceeds some threshold, following types of difficulties: "significant" arrears in the
normalized to 0, the realization of an external financing debt repayment obligations, an IMF stand-by agreement
problem is observed and is indicated by of a high tranche level or an extended fund facility agree-

ment, or procedures to implement an agreement of a
(16-2) yit= 1 iffyt> 0 rescheduling of debt obligation initiated by a country and

0 otherwise. its international creditors.3

An alternative measure of creditworthiness that relies
on a three-regime rationing model developed in

This is the threshold-crossing model. McFadden and others (1985) and in Hajivassiliou (1987)
Denoting the cumulative distribution function of the is defined as follows. Two distinct thresholds, Oo and 81

error term eit by Fe (-), one can calculate the probability on the range of the debt-crisis propensity, ylt, determine

of a financing crisis as the regime for economy i in year t.
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Define an indicator variable yit by on bankers' perceptions of a history of bad debt perfor-
mance. This is done by using the so-called random-ef-

(16-4) Yit = 0 if yt < 0o fects panel-data methodology (see appendix 1 for details).
As is shown later, the findings strongly confirm the

=1 if o ty* < 1 expectation that such heterogeneity is important.

=2 if 0i:Yt.
Empirical Results

This model, known as an ordered reponse model, will
be estimated by imposing necessary assumptions about The main results of the basic creditworthiness analysis
the distribution of the error term. Assuming normality appear in tables 16-2 and 16-3. In all versions of the three
as above yields the ordered probit model. This model models estimated-binary-probit, three-regime or-
captures some of the features identified in the transition dered-probit, and tobit, the signs of the coefficients of the
matrix of table 16-1, by defininggit = 0 to indicate a "no explanatory variables exhibit considerable stability and
crisis" situation, yit = I to stand for a "mild" crisis, and are mostly as expected, when the estimated coefficients
yit= 2 to represent a "severe" crisis. Recognizing the are statistically significant, 7
importance of significant arrears as a precursor of more Our results are uniformly strong with respect to the
severe repayment crises, a "mild crisis" is defined as one importance of information on past repayment problems.
with only significant arrears in a country's obligations, All variables that signal past problems (presence of sig-
and a severe crisis is characterized as one with IMF nificant arrears in interest, presence of significant ar-
involvement or rescheduling.4  rears in principal, presence of either a rescheduling

A third measure of creditworthiness based on even agreement or IMF involvement) 8 are positive and signif-
more information can also be obtained by using censored icant in each of the models in predicting future repay-
regression models. Again suppose that (16-1) measures ment problems. This importance of history of bad debt
a country's propensity to experience a debt-repayment performance, though somewhat weakened, is still pre-
problem with yjt measuring the excess demand gap for served by the introduction of persistent unobserved het-
external funds. Suppose further that a strictly positive erogeneity among countries.
excess demand gap will manifest itself in the country's Our prior expectations of the importance of both un-
letting repayment obligations go into arrears, whereas observable persistent heterogeneity among nations, and
no arrears will be observed for a country that is experi- the impact on bankers' perceptions of a history of bad
encing no repayment problem.5 In thisvein, ifyit denotes debt performance, are strongly confirmed. Thbles 16-2
observed arrears, we have the censored regression model: and 16-3 show that allowing for heterogeneity does not

eliminate history's effect, though it predictably some-
(16-5) Yit =yit ifyit > 0 what reduces history's significance. This also corrobo-

rates previous findings by McFadden and others (1985),
= 0 otherwise. Hajivassiliou (1987), and Hajivassiliou and McFadden

(1989). One other interesting related finding is that once
Since in this model the full extent of the crisis is we condition on information about repayment problems

observed in the form of the level of arrears when these in the immediately preceding period, the cumulated
are strictly positive, more information is used here than number of past problems is not statistically very impor-
in the threshold-crossing model (16-2). As a result, the tant.
creditworthiness indicator based on (16-5) will be more The coefficient of the ratio of reserves to imports is
accurate than the analogous indicator based on (16-3). generally small, negative as expected, and statistically
Normality assumptions will be imposed on the censored significant. The coefficient on the debt-to-exports ratio
regression model, and hence a tobit model will be esti- is small but has the expected positive sign. The ratio of
mated. interest service due to exports has a significant and

Versions of all three models are estimated for a panel positive effect on the propensity to encounter debt repay-
set of data of 109 developing countries observed through ment problems, while the ratio of principal service due
the years 1970-86. The preferred specifications are then to exports, even though generally less significant, has a
used to construct creditworthiness indicators. The final negative sign. This evidence mildly favors the "solvency"
step is to investigate if such creditworthiness indicators hypothesis. Since the ratio of total outstanding debt
exhibit any links to secondary market discounts.6  relative to exports appears strongly significant, the liq-

In the econometric implementation of these models, uidity hypothesis would predict positive coefficients for
it is important to allow explicitly for unobservable, per- both interest and principal due, because of the implied
sistent heterogeneity among nations, and for the impact deleterious effect of shortening average maturities. That
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Table 16-2. Binary Response Estimation Results
Explanatory Probit Probit model with Probit Probit model with

variable model random effects model random effects
const -1.16 -1.23 -0.84 4.91

[-10.17] [-11.271 [-2.52] [-2.02]
pcgdp8O -5.39e-4 -5.57e-4 -2.82e-2 -2.44e-2

[-1.45e-21 [-1.27e-2] [-0.64] [-0.52]
dbttoexp 1.46e-3 1.59e-3 2.16e-3 2.39e-3

[2.761 [2.331 [3.371 [2.991
restoimp -7.92e-2 -7.81e-2 -9.88e-2 -9.01e-2

[-4.211 [-3.88] [4.351 [-4.011
isdtoexp 6.94e-2 5.77e-2 6.14e-2 6.22e-2

[4.43] [4.991 [3.301 13.221
psdtoexp -2.373-2 -2.52e-2 -2.52e-2 -2.07e-2

[-2.351 [-2.591 [-2.21] [-2.44]
catognp 4.40e-2 4.56e-2 0.59 0.91

[0.111 [0.291 [1.21] [1.27]
libor6mo - - 4.64e-3 4.01e-3

- - [0.221 [0.181
opecres - - -2.03e-3 -2.82e-3

- - [-0.491 [-0.381
opecca - - 9.54e-4 8.92e-4

- - [0.24] [0.331
indcinfi - - -3.50e-2 -4.00e-2

- - [-0.711 [-0.67]
indcca - - -2.60e-3 -2.83e-3

- - [-0.661 [-0.57]
overval - - -0.32 -0.29

- - [-126] [-1.031
psari 1.91 1.95 1.71 1.64

[7.021 [7.591 [6.10] [6.071
psarp 1.59 1.21 1.12 1.06

15.34] [5.271 [2.74] [2.49]
prssimf 1.45 1.01 1.36 1.17

[12.051 [10.111 [10.041 [9.331
cumpsari 3.00e-2 2.77e-2 4.78e-2 3.98e-2

[0.621 [0.53] [0.961 [0.561
cumpsarp 6.12e-2 6.55e-2 -3.32e-3 -3.52e-3

(0.791 [0.881 [-4.09e-21 [-4.99e-21
cumrori 427e-2 4.01e-2 9.48e-3 8.92e-3

[1.731 (1.121 [0.311 [0.211
- 0.32 - 0.29

[3.26] [3.021
Log likelihood

at convergence 498.54 497.61 -410.65 409.22
constrained -927.43 -927.43 -739.59 -739.59

Pseudo R2  0.463 0.469 0.442 0.447
Number of

observations 1,338 1,338 1,067 1,067
Percentage

correctly
predicted 84.60 84.60 83.97 83.97

Note: Dependent variable, parif. Standard deviation of random effect, an. All variables are defined in appendix 2.

there is typically a negative effect of principal due lends service-due variable is statistically very strongly rejected;
weak support to the "solvency" view by rejecting the debt service due appears to be insignificant.
liquidity view. It is interesting to note that trying to pool The estimated models in table 16-2 can shed some
interest and principal repayments due into a single debt- light on another important policy issue: Is an overvalued
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Table 16-3. Estimation Results
Erplanatory Ordered probit Ordered probit Tobit Tobit model

variable model REModel model with RE
const -0.91 -0.81 -2.40e-2 -2.53e-2

[-8.93] [-8.441 [-11.991 [-8.08]
pcgdp8O -1.28e-2 -1.38e-2 8.01e-4 9.70e-4

[-0.38] [-0.35] [1.641 [1.69]
dbttoerp 8.87e-4 8.36e-4 6.65e-6 8.53e-6

[2.14] [2.881 [1.56] [1.73]
restoimp -7.72e-2 -7.42e-2 -3.35e4 -2.99e-4

1-4.63] [-4.01] [-1.64] [-1.35]
isdtoexp 4.65e-2 4.48e-2 2.05e-4 2.53e-4

[2.82] [2.27] [1.56] 11.61]
psdtoexp -6.63e-3 -6.28e-3 -2.90e-5 -1.80e-5

--0.701 [4.331 [-0.26] [-0.161
catognp 0.12 0.22 -1.46e-2 -1.39e-2

[0.361 [0.181 [-2.86] 1-2.03]
psari 0.83 0.93 1.04e-2 8.98e-3

15.90] [5.371 [5.411 [5.12]
psarp 0.36 0.26 8.82e-3 8.24e-3

[2.561 [2.061 14.021 [3.83]
prssimf 1.55 1.59 1.76e-3 1.24e-3

[14.22] [14.16] [1.251 [0.81]
cumpsari -3.00e-2 -3.50e-2 1.06e-3 9.33e-4

[-1.14] [-1.021 [3.25] [2.891
cumpsarp 9.13e-2 9.63e-2 -9.57e-4 -1.27e-3

[1.84] [1.72] [-1.54] [-2.031
cumrori 2.16e-2 2.08e-2 9.93e-4 1.31e-3

[1.08] [0.731 [3.811 [4.16]
sari - - 1.68 1.82

- - [3.14] [3.13]
sarp - - 0.84 0.80

- - [8.80 [8.321
81 0.51 0.57 - -

[10.41] [9.28] - -

Ga - - 1.26e-2 1.20e-2
- [93.00] [14.96]

on - 0.43 - 3.96e-3
- [3.68] - [4.37)

Log likelihood
at convergence -863.97 -861.04 554.880 556.399
constrained -1,273.13 -1,273.13 227.560 227.560

Pseudo R2 0.321 0.326 0.732 0.746
Number of

observations 1,338 1,338 1,338 1,338
Percentage

correctly
predicted 76.31 76.31

Note: i= threshold level between regimes and 2 in ordered probit model (8o= 0); 0,= standard deviation of i.i.d. error; oa= standard deviation
of random effect error. Dependent variable for ordered probit models is crisis3f and sarf for tobit model. All variables are defined in appendix 2.

exchange rate (possibly leading to capital flight in antic- based on a discrepancy between official and black market
ipation of an imminent devaluation) one of the funda- exchange rates. Simple econometric causality tests are
mental causes of external financing problems, or is over- performed to test statistically whether overvaluation pre-
valuation a very costly distortion that arises from very cedes or follows external debt problems. Such tests are
high external indebtedness? One way to investigate this not conclusive and hence are not reliable to distinguish
issue is to construct a measure of overvaluation and test between the competing claims. With these caveats, note
whether it exhibits any predictive power in the models of that it was not possible to obtain any statistically signif-
(lack of) creditworthiness. The overvaluation measure is icant predictive power of the overvaluation index in an-
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ticipating future crises nor was any effect in the reverse After controlling for a country's export flows and in-
direction found. The level of the overvaluation index terest repayments, we find that such world factors do not
neither causes debt crises nor is caused by them in the have any significant additional explanatory power. To be
sense of Granger. Since these findings may be a direct more specific, neither the three-month nor the six-
result of inadequacies in the constructed overvaluation month LIBOR is statistically significant in the estima-
measure, the issue is still open. tions. The same holds true in general for the oil-export-

ing countries' current account surplus and their
international reserves, and for the current account sur-

Pcunatry ADtet Effots vplus of industrialized countries. The only notable excep-
Precipitating Debt Crises tion is inflation in the industrialized countries, which in

some estimated versions of the models marginally re-
Another issue analyzed using the estimated models, duces the likelihood of future problems. This finding,

which already control for volume of exports and amount albeit statistically weak, may be explained if this inflation
of interest due, is the importance of world economic is associated with a loosened monetary policy by the
factors that are exogenous to a developing country in authorities in the industrialized countries, which leads
explaining the occurrence of external debt repayment to an easing of the credit conditions in international
problems. Such factors include import demand by indus- markets. Similarly, one might expect a higher LIBOR to
trialized countries, inflation in the OECD nations, and increase financing problems for developing countries
world interest rates. The findings have important policy even after controlling for the implied higher interest
implications on developing-country "adjustment efforts" repayment obligations, if higher LIBOR signifies re-
to stave off external financing crises. Distinguishing be- stricted world liquidity. The presence of such an effect
tween economic mismanagement and unwillingness to was not confirmed by our estimations.
implement policies that would ease the external financ-
ing requirements and adverse world developments be-
yond the country administrators' control and for which
it is deemed unfair to penalize the country is important.

Table 16-4. Structural Stability of Creditworthiness Models
Model Probit Ordered probit Tobit

A. Complete sample
log likelihood -497.61 -861.04 556.40

B. Tests for 1973 break
Dummy variable test

Post-1973 0.20 0.28 0.13
t-statistic 1.63 1.59 1,13

LR test
Post-1973 (1,066 observations)
Log likelihood -400.20 -706.81 451.24
Percentage correct 84.43 75.33 77.43
Pre-1973 (272 observations)
Log likelihood -83.66 -135.38 115.64
Percentage correct 87.87 76.73 78.26
Value of LR statistic 27.52a 19.70 20.96

C. Tests for 1981 break
Dummy variable test

Post-1981 0.23 0.11 0.24
t-statistic 1.97b 1.07 1.82a

LR test
Post-1981 (420 observations)
Log likelihood -134.55 -251.76 177.21
Percentage correct 86.67 70.24 72.54
Pre-1981 (918 observations)
Log likelihood -341.65 -597.26 389.98
Percentage correct 8529 76.24 77.24

Value of LR statistic 42.82b 24.04 21.58

a. Significant at 5 percent level
b. Significant at 1 percent level
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Stability of Creditworthiness Models country lying on the "wrong side of the Laffer curve."
Partial debt relief may be a sensible option for creditors

Table 16-4 presents the results of investigating in such a case, because the total value of the debt they
whether structural breaks occurred in the processes de- will eventually recover maybe higher than without relief.
termining repayment problems over time. One popular To investigate this issue, the econometric framework
view attributes part of the blame for the developing- developed in the preceding sections can be used and
country repayment problems to the glutof "petrodollars" related to information on discounts at which external
after the 1973 oil shock. Only weak evidence exists that debt trades on the secondary markets. Part of the main-
such a structural break occurred in the estimated rela- tained hypothesis will be that the econometric creditwor-
tionships. Similar tests were carried out to examine the thiness indicators constructed reflect the relevant actual
importance of the second major oil shock of the late repayment profiles of countries and therefore can be used
1970s in causing structural instability of the economet- to predict future repayment problems. If the secondary
ric models. The evidence strongly rejects this hypothesis. markets are backward looking and only reflect past per-

Another possibility investigated is that a structural formance, then their economic efficiency is rejected.
break occurred after the much greater institutional in- Today's conditions would then not feed into secondary
volvement that followed the onset of defaults in 1982. market discounts right away, even though such events
The probabilities of repayment problems seem to have clearly may have implications about future creditworthi-
worsened after 1981. See the significantly positive post- ness. In such a case, an incentive would exist for a debt
1981 dummy variable in table 16-4 and the significant facility to buy back debt and forgive part of it, because the
likelihood ratio, which suggests a structural break after operator of the facility might believe that investment will
1981. This year also coincides with the last period of respond favorably to forgiveness and alleviate the over-
observation of most previous creditworthiness studies. hang. Alternatively, if the secondary market discounts
So it may be misleading to attempt to extrapolate the can successfully anticipate future repayments problems,
findings of such studies to cover recent developments the bankers might find partial debt relief to be an attrac-
without incorporating recent data in the estimations. tive option. Then partial relief may reduce the likelihood

of a future debt crisis and hence possibly raise the value
The Secondary Market for Developing-Country Debt of the debt held by the bankers, if it leads to sufficiently

lower discounts.
Several authors have recently explored the theoretical To complete the argument, suppose now that we

and policy implications of debt overhang.9 Krugman change the maintained hypothesis and take for granted
(forthcoming) builds models showing that it may be in that the markets are efficient; that they quickly assimi-
the interest of international lenders to keep refinancing late new information. Given this maintained hypothesis,
such loans at higher interest rates to reflect the increased that is, that they price the assets to reflect rapidly the
risk of basic underlying insolvency. The creditor's hope relevant economic information, one should expect the
is that the debtor's fortunes may unexpectedly turn dra- secondary market discount also to be able to anticipate
matically for the better, in which case the loans will be future repayment performance. Then correlating credit-
repaid. This is a formalization of Keynes' famous dictum worthiness indicators and discounts would be implicitly
that "if you owe your banker one hundred pounds you testing whether the indicators constructed are good
are at his mercy; if you owe him a million, he is at your proxies, and just how well they do in anticipating future
mercy." debt-servicing capacity. The structural stability and high

A conflicting consideration, however, is that the inter- predictive ability of the models give some hope that the
est rate on the refinanced loans should not rise to dis- power in being able to separate the two hypotheses is
couragingly high levels. Amassed external debt that ex- relatively high. Therefore, finding that the secondary
ceeds by far a country's ability to repay has been blamed market discounts are only weakly correlated with mea-
by several authors for introducing possibly severe distor- sures of the probability of future repayment crises would
tions in the operation of a country's domestic economy. suggest significant inefficiencies in these markets in
For example, according to Sachs (forthcoming), a very absorbing information. This might then suggest, of
serious consequence of debt overhang is that it discour- course, that countries would have an incentive to buy
ages domestic investment. Public investment declines back their own debt because they can realize that debt is
because of the bad state of governmental finances, and undervalued and that the markets do not appropriately
private investment is then caught in a vicious circle, with value their true creditworthiness.
dwindling public investment causing a deterioration of A problem we want to acknowledge directly is that the
infrastructure needed for private enterprise. For these reduced-form indicators may reflect an incipient liquid-
reasons a debt overhang is commonly referred to as a ity problem or a more fundamental long-term insolvency
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Figure 16-4. Secondary Market Discount Prices debt of "bad risks" like Nicaragua and Sudan command-
for Thirty-Five Countries, 1986 and 1987 ing less than five cents for each dollar, while the debt of

100 financially more sound economies, like Turkey, suffer
I only a small discount. Note that in some cases the dis-

90 - o counts vary quite substantially over the two years of

8o o observation. The discounted price for Nigerian debt, for
example, falls from 55 percent in 1986 to 29 percent in

70 - 1987, while in the case of Colombia the discounted price
rises from 64 percent to 84 percent over the same period.

Jw 60
50 What relation, if any, exists between the discounts
so5 - observed for outstanding developing-country debt on the

40 secondary market, and the measures of country credit-
worthiness and propensity to encounter a debt problem

30 - 86 constructed using our econometric estimates? Table 16-

20 0- 87 5 presents the main evidence on the central question of
whether the discounts reflect a history of repayment

10 -problems, or instead primarily anticipate future debt
0 1 I I crises. Findings here generally support the conclusion

0 5 10 15 20 25 30 35 that the secondary market discounts are correlated in the
Country number expected direction' 2 with the econometric measures of

creditworthiness we construct and with direct indicators
Number Country Number Country of past repayment problems. But these correlations are

1 Nicaragua 19 Argentina not very strong. Their weakness is confirmed by the low
2 Bolivia 20 Madagascar explanatory power of the estimated regressions in the last
3 Sudan 21 Ecuador
4 Liberia 22 Chile part of table 16-5, which try to explain the discounts by
5 Zambia 23 Togo past, future, and current creditworthiness indicators.
6 Zaire 24 Panama Moreover, these regressions suggest that the secondary
7 Peru 25 Senegal
8 Honduras 26 Morocco market evaluations anticipate only rather imperfectly
9 Poland 27 Malawi future external financing difficulties.13

10 Dominican Republic 28 C6te d'Ivoire So, the evidence casts doubt on a case for debt relief
11 Jamaica 29 Brazil
12 Guatemala 30 Venezuela that is built on the argument that such relief would cause
13 Costa Rica 31 Yugoslavia secondary market discounts to fall and, hence, of out-
14 Nigeria 32 Gabon standing debt value to rise. These findings suggest that
15 Phppines 33 Alg ia the secondary markets, still in an early stage of develop-
17 Uruguay 35 Turkey ment, may be relatively "thin" and hence not able to
18 Colombia exploit efficiently and rapidly all the available creditwor-

Source: Salomon Brothers. thiness information. The large information set used in
estimating the econometric models in this paper makes

problem.1 0 Since the secondary market is pricing an it unlikely that this finding can be explained by the
asset, it ideally will reflect the anticipated lifetime stream inability of the constructed indicators of creditworthi-
of income of the asset and not necessarily short-term ness to capture both upcoming short-term liquidity and
adverse income effects. Given the large information set longer term solvency problems. Nor can this finding be
used in constructing the indicators, however, I am con- explained by predictive inadequacies of the estimated
fident that they are able to reflect long-term problems as models on which the creditworthiness indicators were
well. based, since (as can be seen from tables 16-4 and 16-6)

The recent burgeoning of unilateral debt actions by only mild structural breaks occur in the models and the
major developing-country borrowers helps to explain models exhibit a high ability of predicting future repay-
much of the significant discounts at which developing- ment problems. Instead, this result seems due to the fact
country debt is valued on the secondary markets." Some that the secondary markets are dominated by exogenous
descriptive statistics on secondary market discounting of institutional factors. An interesting question that re-
the outstanding debt of 35 nations appear in figure 16-4 mains is whether these markets will eventually become
for 1986 and 1987. The range is quite dramatic, with the more efficient.14
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Table 16-5. Explaining the Secondary Market Discounted Prices Using Indicators of Creditworthiness
A. Actual Series

1985 1986
Country secdprc credp credop credt secdprc credp credop credt

Algeria n.a. n.a. n.a. n.a. 94.0 89.25 78.40 44.02
Argentina 64.0 0.00 0.10 24.69 47.0 0.00 0.01 31.90
Bolivia 5.0 0.01 15.73 4.94 9.0 n.a. n.a. n.a.
Brazil 75.0 0.01 1.94 18.88 61.0 0.68 2.29 43.85
Chile 66.0 1.60 4.82 66.14 69.0 0.84 3.31 55.73
Colombia 64.0 7.11 8.49 15.05 84.5 13.10 54.92 69.32
Costa Rica 53.0 1.08 3.13 60.66 36.0 0.05 2.44 51.05
C6te d'Ivoire 74.0 2.92 4.60 39.47 62.0 0.02 1.64 12.03
Dominican

Rep. 45.0 0.06 2.67 25.28 45.0 0.00 0.65 81.43
Ecuador 65.5 1.98 4.33 95.37 49.0 0.95 2.80 14.18
Gabon n.a. n.a. n.a. n.a. 82.0 n.a. n.a. n.a.
Guatemala 52.0 1029 46.89 45.08 72.0 7.21 43.32 36.56
Honduras 40.0 3.10 31.20 12.92 38.0 0.02 15.95 18.45
Jamaica 45.0 4.90 6.04 14.85 37.0 0.04 2.05 8.08
Libya 13.0 0.00 1.06 0.24 5.0 0.06 22.10 24.35
Madagascar 64.0 0.00 0.35 64.68 55.0 n.a. n.a. n.a.
Malawi 74.0 11.05 9.46 54.80 74.0 n.a. n.a. n.a.
Mexico 60.0 0.97 2.59 88.92 56.0 0.55 2.06 85.74
Morocco 70.0 n.a. n.a. n.a. 65.5 n.a. n.a. n.a.
Nicaragua 4.0 n.a. n.a. n.a. 5.0 n.a. n.a. n.a.
Nigeria 55.0 80.23 72.57 50.78 29.0 22.96 16.36 59.75
Panama 69.0 20.58 16.82 13.51 66.0 n.a. n.a. n.a.
Peru 20.0 0.00 2.33 70.01 11.0 0.07 27.46 49.93
Philippines 59.0 6.83 8.36 36.98 69.0 9.76 11.22 95.70
Poland 43.0 n.a. n.a. n.a. 44.5 0.06 2.31 93.38
Romania 88.0 n.a. n.a. n.a. 88.0 n.a. n.a. n.a.
Senegal 70.0 12.44 11.66 40.83 64.0 n.a. n.a. n.a.
Sudan 10.0 0.00 0.04 79.12 2.0 n.a. n.a. n.a.
Togo 68.0 26.99 23.83 65.76 68.0 1.20 10.67 18.90
Turkey 97.5 14.71 11.53 97.35 97.0 59.49 60.95 28.21
Uruguay 63.0 6.54 11.01 73.26 73.5 0.48 11.65 67.98
Venezuela 76.0 40.93 39.11 85.49 70.0 72.26 78.00 69.81
Yugoslavia 79.0 2024 17.56 45.09 75.0 0.60 8.02 86.10
Zaire 20.0 n.a. n.a. n.a. 24.5 n.a. n.a. n.a.
Zambia 18.0 0.00 0.60 54.86 18.0 0.00 0.93 68.47

(Table continues on the following page.)

Conclusions pated problems, may reduce the secondary market dis-
counts and therefore increase the debt's value held by the

In this paper, I employed panel-data econometric tech- international lenders. The main finding here-that the
niques to draw some inferences about a possible case for secondary markets do not seem to absorb rapidly eco-
external debt relief by exploring whether secondary mar- nomic information-suggests that they are still in an
ket discounts for external debt efficiently reflect impor- early evolutionary stage and not yet very efficient.
tant economic performance information and underlying Descriptive econometric models of creditworthiness
creditworthiness. I investigated empirically whether the served as the basic framework for the empirical analysis
discounts on the secondary market reflect a history of of the paper. The results strongly confirm earlier expec-
past repayment problems or whether they anticipate tations of the importance of both unobservable persistent
future debt crises. The answer to this question carries heterogeneity among nations and the impact on bankers'
with it implications for the desirability of debt relief. If perceptions of a history of bad debt performance. The
the secondary market discount is a good predictor of estimated models were also used to analyze several other
future debt problems and does not merely reflect past issues in the international finance literature. For exam-
problems, then debt relief, by possibly averting antici- ple, indices of exchange rate overvaluation were con-
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B. Correlations between Discounted Prices and Creditworthiness Indicators
secdprc credp credop credt parif crisis3f sarf

1985 correlations
(28 observations)
secdprc 1.00
credp 0.29 1.00
credop 0.13 0.85 1.00
credt 0.60 0.42 0.52 1.00
parif -0.39 -0.30 -0.21 -0.52 1.00
crisis3f 0.01 -0.12 -023 -0.66 0.75 1.00
sarf -0.55 -0.21 -025 -0.80 0.16 0.10 1.00

1986 correlations
(24 observations)
secdprc 1.00
credp 0.52 1.00
credop 0.49 0.87 1.00
credt 0.42 0.33 0.43 1.00
parif -0.51 -0.96 -0.83 -0.41 1.00
crisis3f -0.32 -0.81 -0.94 027 0.83 1.00
sarf 4.48 -0.22 4.23 0.39 0.18 0.17 1.00

C. Discounted Prices Explained by Regressions with Creditworthiness Indicators
Current and future

secdprc85 = 52.62 + 0.48 * credp86 + 0.11 * credp85
[11.03] [2.55] [0.061

Nobs=22 R-= 0.21 DW=1.99

secdprc85 = 52.73 + 0.20 * credop86 + 0.47 * credop85
[9.651 [2.011 [0.241

Nobs=22 R-=0.16 DW=1.94

secdprc85 = 53.26 - 0.29 * credt86 + 0.17 * credt85
[5.65] 1-1.741 [1.181

Nobs=22 R =0.19 DW=1.91

Current and past
secdprc86 = 49.97 + 0.64 * credp86 -0.20 * credp85

[9.721 [3.03] [-0.82]
Nobs=23 R' =0.28 DW=2.06

secdprc86 = 45.50 + 0.48 * credop86 -0.0002 * credop85
[8.311 [2.231 [-0.00091

Nobs=23 R?=0.24 DW=1.92

secdprc86 = 44.94 + 0.33 * credt86 + 0.19 * credt85
[4.89] [2.581 [1.17]

Nobs=23 R' =0.26 DW=1.77

Note: For table A and B, secdprc = secondary-market discounted price; credp = probit model creditworthiness indicator; credop = ordered probit
modeL creditworthiness indicator; and credt = tobit model creditworthiness indicator. For table C, the last two digits of a variable name signify the
year; Nobs = number of countries in regressions. The remaining variables are defined in appendix 2.

structed, based on discrepancies between black market strong evidence for structural breaks after the two major
and official exchange rates, and were used to examine oil shocks was detected. But it does appear that analyses
whether overvaluation is a precursor of debt crises. Little using only information before 1981 cannot be safely
evidence was found for this proposition, nor did we find extrapolated to the 1980s. The considerably greater
evidence for causality in the reverse direction. amount of information available to us in this study,

Next, the possibility of structural breaks in the pro- covering six more years of observation, seems to offer
cesses determining repayment problems over time was significant statistical efficiency gains in estimation,
also explored, after the major oil shocks of the 1970s and which result in more robust models.
after 1981, when a much greater institutional involve- Finally, attempts were made to evaluate the signifi-
ment in the international financial markets occurred. No cance of additional world economic factors, exogenous
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Table I6-6. Prediction Ability of Creditworthiness Models: Correlations
predp predop predt parif sarf crisis3

A. All available data (1,338 observations)
predp 1.00
predop 0.95 1.00
predt 0.63 0.72 1.00
parif 0.73 0.69 0.52 1.00
sarf 028 027 0.73 0.26 1.00
crisis3f 0.69 0.71 0.61 0.95 020 1.00

B. 1985 (28 observations)
predp 1.00
predop 0.85 1.00
predt 0.42 0.52 1.00
parif 0.30 0.21 0.52 1.00
sarf 021 025 0.80 0.16 1.00
crisis3f 0.12 023 0.66 0.75 0.10 1.00

C. 1986 (24 observations)
predp 1.00
predop 0.87 1.00
predt 0.33 0.43 1.00
parif 0.96 0.83 0.41 1.00
sarf 0.22 0.23 0.39 0.18 1.00
crisis3f 0.81 0.94 0.27 0.83 0.17 1.00

Note: For actual data, parif = presence of a repayment problem; sarf= level of significant arrears; and crisis3F= classifying dummy variable: "no
problem," "mild crisis," and "severe crisis" regimes. For predicted probabilities of a repayment problem, predp = prediction from the probit model;
predop = prediction from the ordered probit model; and predt = prediction from the tobit model.

to developing countries, in precipitating crises after con- some indicatory. For example, in the threshold-crossing
trolling for a country's flow of exports and amount of model
interest due. The findings are important for policy-re-
lated questions that address the "adjustment efforts" by (16-1-2) -(-): yit= sign (yt),
developing countries and the distinction between eco-
nomic mismanagement and adverse world developments y* may indicate the net utility of country i choosing
that are beyond the control of country administrators. alternative 1 over alternative 0 in year t, but the observed
Conditional on the export volume and interest repay- information is only in terms of the actual choice made.
ments due, these additional world economic factors were Similarly, the ordered response model is defined as
generally found to be statistically insignificant as predic- follows:
tors of developing-country repayment problems.

(16-1-3) r(.): yit = 0 ifyt < eo
Appendix 1. Econometric Methods for Limited
Dependent Variables Models for Panel Data = 1 if 0osit < 01

The canonical panel data limited dependent variable = 2 if 0i5y*t,

(LDV) model is:

where Oo is normalized to 0 and 01 is estimated as an
(16--1-1) gt =x'itt + Cit i = 1,. . ., I; t= 1, .. ., Ti additional unknown parameter. For example, the utility

xt =vx7t) value of choosing a particular (continuous) level of a
commodity or activity may be given by y*, but due to
some exogenous (possibly) institutional reason, only in-

where the function r(.) specifies the rule that relates the teger values of the commodity can be acquired. In case
unobserved latent variable yt*t to the observed limited these possible values are 0, 1, or2, the three-way ordered
dependent variable yit. This is the sense in which the response model (16-1-3) is a natural characterization.
models have "limited dependent" variables: the underly- For further discussion, see McKelvey and Zavoina (1975).
ing latent variable y* on which our economic theorizing The third model we employ is the censored regression
is mostly concentrated is only partially observed through model:
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(16-1-4) r(): yit= max (yit, 0). presentations of this issue and discussions of possible
econometric solutions.

This situation arises when some exogenous market The final issue addressed in our estimations is the
characteristic imposes a censoring level or threshold on possibility that the distributional assumptions of nor-
the ideally desired level of a commodity or activity. mality made in (16-1-5) and (16-1-7) are incorrect, in

These models are nonlinear through the r(.) function which case our estimates would lose their desirable sta-
that characterizes the specific LDV nature of the model tistical properties. To investigate the robustness of the
in question. This has very important implications for results with respect to the normality assumptions, we
econometric analysis given the panel nature of our data. also derived maximum score estimates (Manski 1985) for
Country-specific factors like colonial histories and polit- model (16-1-2) and least-absolute-deviation estimates
ical and religious institutions imply persistence in the (Powell 1984) for model (16-1-4) that retain their con-
stochastic structure of unobservables in these models. sistency even when the distributional assumption of nor-
One simple way to model the unobserved persistent mality is violated. The findings are quite similar to the
country heterogeneity is through the one-factor error- ones obtained under the parametric distributional as-
components model: sumption of normality and are thus not reported in

detail. Moreover, the distribution-free maximum score
(16-1-5) Eit = (i+ Vit binary-response estimator only achieved a predictive ac-

i-dA'O, ~ curacy of 73 percent, compared with about 85 percent for
w i-i-d- 0 ' the normal binary probit model. Since ability to predict

ensuing external financing problems is at the heart of our
vit - i 0, Uv) argument, our preferred specifications impose the para-

metric normality assumptions.
Let the density ofyit implied by (16-1-2), (16-1-3), or

(16-1-4) conditional on ai be f(it I ai). Then the log- Appendix 2. Data Sources and Construction of
likelihood function for these models involveslunivariate Variables
integrals:

(16-1-6) Abbreviations for Data Sources (Computer Tapes)

L(P, l) = [ In O d f(yit I Xi) g(ai) daj. BOP-World Bank, World Tables, economic data sheet 2,
i6 - t I balance of payments (1987).

ERP-U.S. Council of Economic Advisers, 1985 Eco-
Maximizing this likelihood function yields consistent, nomic Report ofthe President.

asymptotically normal and efficient estimates , that IMF-IMF, Annual Reports, 1980-88 issues.
are reported in the tables. IFS-IMF, International Financial Statistics (1987).

The one-factor scheme (16-1-5) can be generalized to WB-World Bank, World Tables, economic data sheet 1
allow for additional serial correlation of the autoregres- (1987).
sion of order 1 type (AR[1]) WDT-World Bank, World Debt Tables (1987).

WCY-World Currency Yearbook, 1980-88 issues.
(16-1-7) All series consist of 1,853 country-year observations,

on 109 countries over the 1970-86 period. All conver-
Eit= ai+ vit, Vt= pVit-1+ lit, sions between U.S. dollar and local currency values em-

oti i-i-d-N(0, oa),Tjit - iMi-dN(0, (,), ployed the period average exchange rate from IFS.

But this generalization is beyond the scope of this Indicators of Repayment Problems
paper as it implies a series of I T-dimensional integrals
that necessitate the use of novel econometric techniques PSARI-Presence of "significant" arrears in interest,
not yet fully developed (see Hajivassiliou and McFadden 1970-86, WB. "Significant" defined as greater than
1988). .001 of total external debt.

Our desire to allow for the past state of repayment PSARP-Presence of "significant" arrears in principal,
problems by a country in modeling current and future 1970-86, WB. "Significant" defined as greater than
financial crisis probabilities, which arises because of .01 of total external debt.
bankers' learning mechanisms, introduces the so-called PRSSIMF-Occurrence of a rescheduling arrangement
problem of initial conditions. The reader is referred to or IMF involvement, 1970-86, IMF. IMF involve-
Heckman (1981) and Hajivassiliou (1987) for detailed ment defined as IMF support. IMF support is de-
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fined by an IMF stand-by agreement of second or interest and principal paid (TDS from WDT) plus
higher tranche or use of the IMF extended fund outstanding interest and principal arrears.
facility. Reschedulings include Paris Club, com- ISDTOEXP-Interest service due relative to exports,
mercial banks, and aid consortia renegotiations. 1970-86, WDT, WB. Interest service due defined as
This information was compiled from our own interest paid (INT from WDT) plus outstanding
country-by-country investigations, and from pub- interest arrears.
lished and unpublished IMF sources. The date of PSDTOEXP-Principal service due relative to exports,
rescheduling was selected to reflect the key eco- 1970-86, WDT, HT. Principal service due defined
nomic developments precipitating the as principal paid plus outstanding principal ar-
rescheduling, rears.

SARI-Level of "significant" arrears in interest, 1970-86, DSPTOEXP-Total debt service paid relative to exports,
WB. "Significant" defined as greater than .001 of 1970-86, WDT.
total external debt. ISPTOEXP-Total interest service paid relative to ex-

SARP-Level of "significant" arrears in principal, 1970- ports, 1970-86, WDT.
86, WB. "Significant" defined as greater than .01 of PSPTOEXP-Total principal service paid relative to ex-
total external debt. ports, 1970-86, WDT.

SAR-"Significant" total arrears in principal and inter- IMPTOGNP-Imports relative to GNP, 1970-86, WDT.
est, 1970-86, WB. EXPTOGNP-Exports relative to GNP, 1970-86, WDT.

CRISIS3F-"Severity of crisis" indicator: 0 = no repay- CATOGNP-Current account balance (exports - im-
ments problem, 1 = significant arrears only, 2 = ports) relative to GNP, 1970- 86, WDT.
IMF or RSS, 1971-87. LIBOR3MO-London Interbank Offered Rate for 3-

PARIF-Binary indicator: 0 = no repayment problem, month loans, 1970-86, IFS.
1 = significant arrears, IMF involvement, or re- LIBOR6MO-London Interbank Offered Rate for 6
scheduling agreement, 1971-87. months, 1970-86, IFS.

SARF-"Significant" total arrears in principal and inter- OPECRES-OPEC international reserves (in SDRs),
est, 1971-87, WB. 1970-86, IFS.

CUMPSARI--Cumulated number of past years with sig- OPECCA-OPEC current account (exports - imports),
nificant arrears in interest present. US$ billions, 1970-86, IFS.

CUMPSARP---Cumulated number of past years with sig- INDCINFL-Average consumer price index inflation in
nificant arrears in principal present. industrial countries, 1970-86, IFS.

CUMRORI--Cumulated number of past years with a re- INDCCA-Current account (exports - imports) of indus-
scheduling or an IMF agreement in effect. trial countries, US$ billions, 1970-86, IFS.

OVERVAL-Black market exchange rate from WCY-IFS
Explanatory Variables exchange rate period average, 1970-86, WCY, IFS.

SECDPRC-Secondary market discounted price. Per- Both in units of national currency per U.S. dollar.

centage of its nominal value at which a claim on a
country's external debt obligations trades on the Acknowledgments

secondary markets. Years 1986 and 1987 available.
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1970-86, WDT, IFS. Total debt includes public and
private debt outstanding and disbursed, short-term
debt, and use of IMF credit. Notes

RESTOIMP-International reserves (excluding gold)
relative to imports, 1970-86, WDT. 1. Cohen (in this volume) also investigates whether a case

DSDTOEXP-Total debt service due relative to exports, for debt relief can be made through the secondary market
1970-86, WDT, WB. Debt service due defined as discounts.
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Comments

Homi lMaras most of the model specifications, that a lower ratio of
principal obligations to exports is associated with a
higher probability of repayment problems. Now remem-

Hajivassiliou presents an econometric analysis of the ber that in all the specifications, the debt-export ratio is
history of debt problems. Although it has been argued also included, so the effect of variations in the level of
that policy analysis should be forward-looking, a proper debt-export is already being controlled for. The coefficent
understanding of history is particularly important at this on the principal-exports variable is really picking up
juncture, when new solutions are being debated, to es- variations in the average maturity of outstanding debt-
tablish fair treatment of all parties. One principle of any and the sign shows that longer maturities are associated
proposed initiative should be fairness, and to judge this with a higher probability of repayment problems. The
it helps to be able to interpret the historical causes of debt second significant finding is that once debt-repayment
repayment problems and the roles played by countries, problems exist, it is very rare to escape at some future
banks, and exogenous changes in the world economic point. This persistence of problems, and the finding on
environment. maturities, suggests that there is not now, and was not

Among the many issues tackled in the paper, two have in the past, illiquidity, so it is quite possible that the
special relevance to the design of new debt proposals. current strategy has worsened the situation instead of
First, whether debt problems reflect illiquidity or insol- improving it.
vency; and second, how the information in secondary What are secondary market discounts trying to tell us?
market prices for sovereign debt should be interpreted. The issue is if the discount reflects future expected repay-

First, think about the solvency-liquidity debate. This ment difficulties, then not much gain can be expected
terminology is a bit confusing because, to borrow a from debt buybacks or voluntary, market-oriented solu-
phrase, countries do not go bankrupt. But there is a tions. But if these markets are underestimating expected
useful practical distinction. If one believes debt problems future repayments and the discount gives too much
reflect illiquidity, then the solutions are to lengthen

mauiis tledmrtotdthmoethughad weight to past repayment difficulties, then there is scope
matuitis, o led mre o tie tem ver hrogh ard for a rational agent, such as the Bank or the Fund, or anytimes, or to sell off some assets to raise cash. Recognize fra ratonlaen, su as the not Fnd or a

here all the ingredients of the current debt strategy (the private speculator, to buy up these debts and make a
Baker plan). But if one takes the so-called "insolvency", profit. And there are several debt solutions based on

viewpoint, then all of these are exactly wrong things to exactly this.

do. Lengthening maturities at rates negotiated in re- The author claims to have found strong support for the

scheduling agreements actually adds to the present value backward-looking hypothesis. His evidence, derived

of debt obligations, while the same forces that initiated from his econometric estimations, is that only a small

debt difficulties prevent the freed-up resources from correlation exists between secondary market prices and

adding much to tradable assets. Similarly, new lending the computed probability of debt-repayment problems in

on nonconcessional terms is seen as more of the same the nextyear. Ido not find this convincing. For one thing,
kind of policy that contributed to debt problems in the remember that the proxy for creditworthiness with
first place. Selling assets is also no solution because, by which he compares the secondary market discount is

definition in an insolvent situation, the country does not calculated using only past information. No forward-look-
have enough assets and simply ends up as poor and ing variables are present, so there is no test of any direct
bankrupt instead of rich and bankrupt. So the diagnosis link between the discount and expected future debt-re-
of a debt-repayment problem as one caused by illiquidity payment problems. Second, remember that the second-
is very important. If the diagnosis is wrong, the medicine ary market discount is not just concerned with the next
can kill the patient. period's repayment, which is what is measured by the

Two important types of evidence on this issue are creditworthiness proxy, but with the whole stream of
present in Hajivassiliou's paper. First is the finding in expected future repayments. The two variables are mea-
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suring different things, and one should not expect, with- To conclude, I think careful econometric work of this
out analysis, to find a strong correlation between them. kind is crucial to sorting out these issues, but any con-
More direct tests of the efficiency of secondary markets sensus on what the empirical findings really mean is a
are needed before reaching a verdict. long way off.

Kenneth A Froot

Hajivassiliou studies the relationship between measures expectation. Second, when the model is estimated, it is
of sovereign creditworthiness and a number of variables: not asked to explain debt-service payments, but a limited
secondary market prices of bank-held debt, domestic dependent variable that represents the upcoming
exchange rates, and proxies for world economic condi- period's repayment problems. No reason is evident why
tions. The statistical analysis is careful and sophisticated. the best forecastof this particular measure of tomorrow's
He asks some interesting questions: are secondary-mar- repayment problems should be the best forecast of all
ket prices for sovereign debt rational? Is there a system- future debt-service flows. Third, there is evidence of
atic relationship between debtor performance and ex- structural shifts when the debt crisis began in 1982. With
change rates? Is the debt crisis one of liquidity or the recent Brady initiative, surely creditors' beliefs about
solvency? There is a great deal to learn by applying the way the debt problem will be resolved looks very
limited dependent variable models to the problem of different now than in the early years of the crisis, which
debtor performance. Yet, in spite of the paper's strengths implies that the structure of the model is again changing.
and the breadth of material, its basic thrust and policy Fourth, what are the benchmarks in this exercise?
implications remain somewhat fuzzy. Hajivassiliou finds that secondary market prices are

The paper's primary statistical goal is to establish aivsilofdtat secondary mar es are
whether secondary market prices reflect the present more closely correlated with past measures of creditwor-
value of rationally expected future debt-service pay- thiness than with the predicted values of his model. He
ments. The alternative hypothesis is that these prices are in , tisra eince that the mar et ispbawr
backward-looking and do not reflect rational valuations. looking, not forward. Of course, that the model explains

For sovereign debt-as with almost any asset mar- repayment problems well (in sample) does not imply that
ket---one tends to judge tests of efficiency on the basis of backward-looking measures of creditworthiness are not
their maintained hypotheses. In this particular case optimal forecasts of future debt services. In sum, one can
thaivaiiouestimates several li dpeti ari conclude little from this exercise about the market'sHajivassiliou etm esevrllimited dependent vari- aiiyt vlaesvrincam ainly
able models of one period ahead repayment problems ability to evaluate sovereign claims rationally.
(using numerical indicators of debt-servicing difficulty). The policy implications of this exercise are also un-

The explanatory variables are a host of debt ratios, mea- clear. Hajivassiliou wants to draw conclusions about the

sures of debt repayment, and other macroeconomic in- desirability of debt reduction, and I just do not see any
dicators. He then takes the predicted values from the connection. If forgiveness is desirable forall, itisbecause
model and asks whether they are correlated with market lower levels of debt permit debtors to grow much more

prices. The maintained hypothesis is, therefore, that quickly so that they can actually service more debt on
Hajivassiliou has estimated the true model of rationally average. This "incentive" mechanism is entirely separate
expected future cash flows. from creditors' perceptions: whether or not prices are set

There are several leaps of faith in going from what rationally says nothing about the ultimate desirability of
seems to be a sensibly estimated model of repayment partial write-downs. Perhaps it says whether bankers will
problems to the rational expectation of future debt-ser- need to be dragged kicking and screaming into the pro-
vice payments. First, left out or improperly included cess, but I suspect the free-rider problem is enough to
variables will tend to bias downward the correlation make this true no matter how bankers go about pricing
between the model's predicted values and the rational their claims.
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Beyond the Debt Crisis.
Alternative Fonns ofFinancing Growth

Donald R. Lessard

As the debt crises of developing countries continue with occur through negotiated exchanges involving all lend-
no end in sight, the structure and aggregate amount of ers and through separate new-money packages. There-
these countries' obligations are receiving increasing at- fore, it is inappropriate to associate the potential short-
tention. A structure of obligations dominated by general- comings and abuses of voluntary exchanges with
obligation, floating-rate borrowing is far from ideal alternative forms of finance.
(Lessard and Williamson 1985, Krugman 1988) and has This chapter therefore focuses on the alternatives to
contributed to the severity of the crisis. The alternatives general-obligation finance in the inevitable restructur-
in resolving the crisis are receiving even greater atten- ing of Latin American countries' obligations, whether or
tion, but with much less agreement. Debt-equity swaps not this restructuring includes much debt reduction.
and other variants that combine debt buybacks with
alternative forms of finance, typically voluntary ex- What Is "Alternative" Finance?
changes, are held out as the leading way out of the crisis
by institutional observers, bankers, private sector groups Commercial alternatives to general-obligation finance
in developing countries, and a few academics (see, for are defined here as finance that involves ex-ante risk
example, Ganitsky and Lema 1988 and Regling 1988). sharing in particular projects or enterprises or in the
But such exchanges are typically depicted as inconse- borrowing country's portfolio and, in many cases, a cor-
quential or even damaging to the interests of developing responding sharing of responsibility and control. Al-
countries by many academic economists and developing- though this broad definition includes modes of finance
country officials (see, for example, Bulow and Rogoff ranging from nonrecourse project lending to direct for-
1988, Dornbusch 1988, Froot 1989, and Krugman 1988). eign investment, it is narrower than commercial finance

Much of this debate rests on the false premise that one that includes all modes of finance that bear commercial
must choose between debt conversion and debt reduc- terms (that is, everything but concessional finance) or
tion. It is true that the champions of conversion pro- that involve a private lender, a private borrower, or both.
grams include banks that seek to maintain the value of This definition excludes many types of financing that
their claims (see, for instance, Institute of International private lenders can provide on commercial terms. The
Finance 1989) and that much of the opposition to such types excluded are most forms of general-obligation fi-
programs comes from developing countries and others nancing, including traditional LIBOR-linked floating-
who believe that substantial debt reduction is in order rate debt and fixed interest rate bonds, note issuance
(see, for example, Sachs in this volume). But there is no facilities, and so on, whose service does not depend
logical or institutional reason that a reduction in debt directly on outcomes within the borrowing country. But
should not be accompanied by improved efficiency of the the definition does include contingent general obliga-
claims structure or that conversion somehow precludes tions with terms indexed to factors that influence the
reduction. Although the conversion of developing-coun- borrowing country's ability to pay, like commodity prices
try general obligations into alternative forms can take or indices of external economic activity or industrial
place through voluntary debt conversions, it also can production in industrial countries.
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The analysis emphasizes alternatives that provide vestment, local equity investment), and that limit the
gains to creditors and debtors, in contrast to those that explicit and implicit costs to debtors of current orpoten-
simply shift the burden from one group to the other. In tial future noncompliance;
technical terms, this implies an emphasis on completing * more closely match countries' obligations with
markets that currently function poorly or not at all. This their ability to pay (for example, commodity prices and
emphasis calls for an assessment of why markets cur- interest rates), thereby increasing the potential value of
rently are not complete along the relevant dimensions- their obligations (and the costs of noncompliance); and
in particular, which political and institutional factors act * rearrange the allocation of risks, rewards, and re-
as obstacles to various alternative financing modes. sponsibilities among agents to increase diversification

and participation.

Why Consider Alternative Finance?
Modes of Alternative Commercial Financing

Alternatives to general-obligation borrowing are
sought because these resources simply will not be suffi- The many alternatives to general-obligation borrow-
cient to meet developing-country needs. But developing ing for obtaining external finance can be classified in

countries' financial problems are not because of limita- three ways: expected cost, degree of risk sharing or hedg-
tions on the supply of international finance. Instead, they ing, and degree of managerial participation in financed

reflect the limited ability of particular developing coun- enterprise.

tries to contract credibly for sufficient external finance, The expected cost has three components: the required
especially given the already substantial debt overhang expected return to investors, which may be substantially
that many countries face.1  less than the promised rate in risky obligations; the

The financing requirements of developing countries deadweight cost or penalty in nonperformance; and the

are small relative to the world capital markets. Even an monitoring and control costs associated with particular

ambitious figure of $20 billion a year is less than 10 forms of finance. The required expected return to invest-

percent of the current net debt financing provided by the ors is determined by an international capital asset-pric-

Organisation of Economic Co-operation and Develop- ing model in which the risk premium is an increasing
ment (OECD) markets and institutions. Individual coun- function of the covariance of this cost or return with

tries face a virtually elastic supply on the condition that aggregate world consumption; that is, a world consump-

they make credible commitments to meet the terms of tion beta.3 Therefore, short-term floating-rate obliga-

their obligations.2 Therefore, tapping new funds should tions or price-level indexed obligations, with returns

not be expected to increase greatly the supply of funds to largely independent of variations in aggregate output,

a particular country. A country, however, can increase its will command minimal investor risk premiums. But

actual supply of funds (or reduce the degree of debt relief copper-linked bonds that have a significant positive co-

required to put it back on a current basis) by recontract- variance with aggregate output will require a substantial

ing in a way that shifts the promised payments across risk premium. A broadly diversified portfolio of local

future circumstances and therefore expands the commit- equities, though, will command only a slightly higher
ments it can back with credibility. So, the focus here is cost than floating-rate debt since empirical analyses
not the size of external financial markets or these show that they are close to zero-beta assets with respect

markets' appetite for developing-country assets; instead to external factors.

it is how commercial alternatives to general- obligation The enforceability of sovereign credit depends on the

finance cn increase the actual funds to these countries, lenders' ability to impose penalties for nonperformance
reduce the burden of external financing, and improve the (see, for example, Eaton, Gersovitz, and Stiglitz 1986).
performance of the assets financed. These penalties generally result in deadweight costs,

The goal of restructuring a country's obligations and since the cost to borrowers is not offset by a correspond-

recapitalizing its economy is to restore acceptable ing gain to lenders. But there is no similar accepted

growth in the short run and provide the basis for dynamic model of deadweight costs associated with nonperform-

long-run development involving domestic and foreign ance, nor are there any estimates of its magnitude.5 It is

private interests. The main reasons for changing the assumed that expected deadweight costs depend on two

amount and the structure of financing are: factors: the expected nonperformance and the ability of
lenders to distinguish between bad luck and bad faith on

* to reduce the "overhang" of senior obligations (of- the part of borrowers for meeting their commitments on
ficial and commercial bank debt) that distort public and particular claims. Therefore, these deadweight costs will
private economic incentives within the country and pre- be highest for noncontingent general obligations, espe-
clude new, junior claims (project financing, direct in- cially floating-rate obligations that enhance the proba-
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bility of default through adverse interest rate move- Figure 17-1. Modes of Commercial Finance
ments.

Monitoring costs depend on the amount and frequency Cost
of information and influence required to enforce claims.
At this stage it is assumed only that the costs are equal (1) Increased efficiency

for all general obligations, and higher for claims that (6)
penetrate the economy and thus may require informa-
tion and influence at the level of firms or projects.

Risk sharing refers to the extent to which the contrac-
tual obligation is linked explicitly to some aspect of the (3)
borrower's economic situation and thusshifts risks in the
domestic economy to the world economy. Equity invest- High
ment, for instance, entitles the investor to a pro rata Risk sharing
share of the profits of a particular firm, while commod-
ity-linked bonds or export participation notes perform
the same role for the whole economy. This attribute is High (2)
most valuable to a borrower when the risks that are Managerial involvement
shifted contribute significantly to the variability of in-
come or the availability of foreign exchange, or both-in Note: (1) General obligation, (2) direct foreign investment,

othe wods, isk tht ar sytemaic t aloca leel. (3) portfolio foreign investment (individual shares), (4) quasi-equity,other words, risks that are systematic at a local level. (5) portfolio foreign investment (country fund), (6) commodity bond.
Outstanding examples are countries whose exports are
dominated by one or two primary products, like Chile ments and, often, a substantial international integration
(copper), Malaysia (tin, palm oil), orMexico, Nigeria, and of operations. Other alternatives typically are more fo-
Venezuela (oil). Whether a particular contingent obliga- cused in the dimensions that they provide. Commodity
tion provides national risk sharing depends on its covar- bonds, for instance, provide risk sharing but no manage-
iance with national aggregate consumption oroverall net rial involvement, but portfolio-equity and quasi-equity
foreign exchange transfers.6  investment-where the lender is entitled to an income

Hedging is accomplished when financing terms are stream that depends in some well-defined way on the
selected to minimize the borrower's exposure to adverse success of the project but with a narrow claim to partic-
fluctuations in finance resulting from shifts in external ipate in ownership or control-shares risks and respon-
economic variables, such as interest rates and exchange sibilities, but over a narrower range of outcomes than
rates. Hedging can occur by purchasing options or by direct investment
swap contracts. Using either of these instruments, the
borrower can manage risk independently of the supply of Alternative Financial Instruments
capital.

Managerial participation or control refers to the extent Direct investment, the traditional alternative to sover-
of private agents' participation in the selection of invest- eign borrowing, entitles the investor to a pro rata share
ments and their management. With the exception of the of the distributed profits of the firm. It typically is moti-
World Bank, this participation is almost nonexistent for vated by the return the parent company expects to earn
general-obligation lenders. It will be greatest when there by using its existing know-how in a local operation and
are claims contingent on the outcomes of particular by incorporating the local operation in its global produc-
projects or firms such as equities, quasi-equities, com- tion and marketing network. Thus it responds largely to
mercial bonds, or project loans. firm-specific, microeconomic factors and to macroeco-

The positions along these dimensions of various alter- nomic prospects in the host country. In some cases,
natives, including general-obligation financing, direct however, direct investment also overcomes limits to the
foreign investment, portfolio-equity investment (both in enforceability of other cross-border claims posed by
individual shares and in national funds), quasi-equity, country risk or without the necessary local institutions.
and project lending, are shown in figure 17-1. Portfolio investment in equities quoted on public

General-obligation financing, at the origin, provides stock markets, like direct investment, entitles the in-
the benchmark for the analysis. On an ex-ante basis, it vestor to a share in the profits of private enterprise.
offers the lowest cost, but it also involves no ex-ante risk Unlike the direct investor, however, the equity investor
sharing or managerial involvement Direct foreign in- typically is seeking only a share of profits, and not the
vestment typically has a higher expected cost, but it also responsibilities of control. Many equity investors delib-
combines risk sharing with managerial control of invest- erately restrict their holdings to a small percentage of the
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total stock (less than 5 percent) to maintain liquidity and Potential Benefits of Alternative Finance
avoid being forced to take responsibility for saving the
firm if they lose confidence in its management. Since most alternative modes of finance involve some-

Portfolio-equity investment can involve varying pene- what higher expected costs than floating-rate, general-
tration of the domestic economy. The least penetrating obligation borrowing, why should borrowers prefer
mode, popular in many developing countries, is the off- them? The key reasons are that these alternatives are
shore investment trust (closed-end fund) that invests in often more attractive in terms of their distribution of
a broadly diversified portfolio of domestic shares. Other costs over time and across circumstances and in terms of
more penetrating modes involve investments in individ- their incentive effects and interactions with local finan-
ual shares, eitherthrough offshore listings of developing- cial markets. In contrast to expected cost, which by
country firms or local purchases of locally listed shares. definition is a zero-sum game between lenders and bor-
Although portfolio investment is typically defined as rowers, these dimensions can give rise to positive-sum
involving little or no managerial control, this can vary combinations.9

substantially. A national index fund may or may not
participate in the governance of the firms in which it 77me Profile ofDebt Service
invests. But if it does, the general practice is to separate
the nationality of ownership and control by appointing a Other things being equal, a borrowing country will
local investment management firm to represent share- prefer financial instruments with a time profile of repay-
holder interests. ment obligations matching the profile of resources avail-

As opposed to direct investment, quasi-equity invest- able for debt service. The rule of thumb is that long-term
ments allow for separation of risk sharing and manage- projects should be financed by loans with equivalent
rial control. These new forms of international investment maturities, while current trade activities can be financed
include joint ventures, licensing agreements, franchis- with short-term obligations. But for countries, the
ing, management contracts, turnkey contracts, produc- matching should be in terms of ability to pay at the
tion sharing, and international subcontracting.7 They aggregate level, which has little to do with the maturity
permit the host country to single out the particular of the assets being financed. In practice, the matching of
features controlled by the foreign enterprise that cannot the time profile of obligation with that of debt-servicing
economically be obtained elsewhere and to contract for capacity requires spreading debt service equally over
those without allowing foreign control of the domestic periods where foreign exchange surpluses or ready access
operation. to new financing (or both) are anticipated. It requires, in

Nonrecourse project or stand-alone finance provides particular, avoiding the bunching of maturities. Debt
another way to shift risks and responsibility to foreign rescheduling has transformed the obligations of most
investors by linking borrowing to particular enterprises developing countries into perpetuities, leaving little
or projects without a general guarantee. In such cases, room for further gains on this dimension. The time
the lender is exposed to the downside risks of the under- matching of developing countries' obligations could still
takings being financed, but in contrast to equity or quasi- be improved by recontracting on a price-level-indexed
equity claims, does not share in the upside potential. basis, thus transforming a nominal annuity into a real
From the borrower's perspective, such financing can be one. Automatic capitalization of the inflation portion of
thought of as borrowing at a rate that is independent of the nominal interest rate would serve roughly the same
the project's success and purchasing insurance to service purpose.10

the debt if the project fails. It may also involve earmark-
ing project revenues for servicing the project borrowing. Profile of Costs across Circumstances
Therefore, the lender would require a higher promised
interest rate on such loans than on general obligations.8  All investment involves risk taking. When a developing

Just as equities or quasi-equities linked to particular country finances an investment project by incurring
projects or firms transfer some or all of the risks of those debt, it implicitly accepts all of the risks of the activity
undertakings to investors, contingent general obliga- being financed. Losses can be passed on to the lender only
tions do the same for the country. A country that is by default or the threat of default--a strategy that typi-
heavily dependent on, say, oil or copper revenues could cally involves deadweight costs.
issue commodity-linked bonds. With such bonds, debt An oil-producing country, for instance, might consider
service would remain a sovereign obligation with the financing its needs either with general-obligation bor-
implied enforcement leverage, but the debt service under rowing or with a share of its oil income. With general-
any circumstances would be determined by the obligation borrowing, it would be committing itself to
commodity's price. repay foreign exchange that is independent of the condi-
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tion of the domestic economy." Thus, the same debt real and nominal interest rates than industrial country
service will be due when foreign exchange is scarce as borrowers or lenders. 3 This exposure will be reinforced
when it is not. In general-obligation bank borrowing or since variations in world interest rates or the exchange
floating-rate notes, the borrower promises to pay a spec- rates of borrowed currencies accentuate the volatility of
ified spread over short-term market rates regardless of their foreign exchange earnings before debt service. As a
circumstances. When the upswings in interest rates and result, developing countries will, other things being
thus debt service coincide with a deterioration of the equal, benefit from financial terms that limit their expo-
borrower's overall foreign exchange situation (either be- sure to such variations.
cause the factors giving rise to these swings tend to Once the question of cost is extended to one of how the
coincide with factors depressing demand for its exports costs are distributed across circumstances, appropriate
or because of its other interest-bearing foreign obliga- terms for borrowing vary with the specific conditions of
tions), such financing will involve large payments when countries. The general rule is that a particular country
foreign exchange is scarcest. In contrast, if servicing should finance itself on terms that balance its existing
obligations take the form of a share of net foreign ex- external exposures. For example, a country where a few
change earnings, repayments will be smallest when for- commodities make up a significant fraction of GNP or
eign exchange is scarcest, and vice versa. Obligations exports-relative to the role of these commodities in the
keyed to a country's capacity to pay are less costly in world economy-should seek to shift the risks of these
terms of its well-being, and thus the country should be commodities to world financial markets. A country that
willing to pay a somewhat higher expected cost for such has a high negative exposure to short-term interest rates
financing. because of heavy borrowing should seek forms of financ-

Borrowing with an interest rate cap might be more ing with fixed or capped interest rates.
costly, since lenders would charge a risk premium for the
interest rate insurance implicit in the cap. But it might Performance Incentives
have less impact on the borrowing country, since pay-
ments would be limited in periods where market rates In addition to shifting risks, and thus stabilizing a
are very high and, as a result, the borrower is under great borrower's net income (and wealth), finance with costs
financial pressure. The expected cost of financing a par- linked to specified circumstances may have important
ticular activity with equity will probably be even higher, macro- or micro-level incentive effects that can increase
but its ex-ante "cost" to the borrowing country might be a country's income or reduce its variability. Most debt
comparable or lower than the cost of bank credit since literature focuses on incentive effects of external borrow-
the largest payments would likely be due when times are ing on the macroeconomic choices of the borrowing
good for the borrowing country. Over the past decade, country. A large debt overhang, for example, makes the
the cumulative return to investors on private equity country less willing to forgo current consumption to
holdings in many highly indebted countries, including invest, since it will suffer the full current loss but will
Brazil and Mexico, has been substantially less than that capture only a fraction of the potential future benefits.
of general-obligation loans." These effects can either be exacerbated or ameliorated by

Because borrowing countries and investors who par- alternative modes of finance. They are most important
ticipate in world capital markets are exposed to different when there is a large debt overhang.
risks, they will possess comparative advantage in bearing Incentives also apply to lenders, often whether or not
particular risks. The economies of Mexico, Indonesia, and there is a debt overhang. When financing takes the form
Nigeria, for instance, are much more vulnerable to shifts of a general obligation, the lender has little stake in the
in energy prices than the world economy. This compar- success of the project financed and thus has little moti-
ative advantage will be reflected in the premium de- vation for intervening in its design or management. In
manded by world investors for bearing oil-price risks. It contrast, when debt-service obligations are linked to the
will be substantially lower than the premium that oil outcomes of specific projects or undertakings, with lim-
exporters should be willing to pay to avoid the risks. Thus ited recourse to a country's general credit, foreign lend-
these oil exporters can gain by reducing some of these ers or investors obtain a stake in the success of the
risks through financing arrangements. In contrast, oil project. This linkage can improve performance and re-
importers such as Brazil or the Republic of Korea would duce risk when lenders or investors have some control
benefit from financing arrangements that relate debt over variables crucial to a project's success. For example,
service inversely to oil prices. if all or part of the yield on an obligation is tied to the

Because of domestic rigidities, developing countries performance of the project financed, the lender-investor
can find themselves short of foreign exchange, which has a greater interest in seeking appropriate project
gives them a greater effective exposure to variations in design with satisfactory management. Similarly, if the
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obligations of a borrowing country are linked to its ment, in many cases, in the institutional infrastructure
volume of manufactured exports, lenders will have a required for financial deepening.
greater interest in assuring that country's continued International finance in the form of general-obligation
access to markets for its products. But if the potential borrowing has allowed developing-country governments
lenders do not have control over variables relevant to the to bypass local financial markets. As a result, many of the
project's success, the main incentive impact of linking policy measures necessary to stimulate domestic capital
debt-service obligations to outcomes is an improvement formation have been neglected. Certain forms of interna-
in the credit analysis undertaken before the loan is made. tional finance, in contrast, especially portfolio invest-
In the extreme case where the project will not generate ment in corporate equities and bonds, rely on domestic
returns sufficient to service the debt, lenders will not markets and therefore will be successful only as these
provide any finance on a project basis, and thus the markets flourish. If such claims are held by both foreign
project will be killed. and domestic investors, each will provide the other with

The incentive effects on investors of any financial leverage in their respective policy contexts, increasing
contract depend on its specificity. Because an equity the security of these claims.
share is specific to a particular firm, it gives investors an
incentive to promote that firm's success. Because a pro- Completeness of Local Markets and Potential Benefits
duction-share or risk-service contract (typically em- of External Finance
ployed on oil and gas projects) links investor returns to
a narrower measure of project success, it focuses incen- Optimal external finance depends to a large extent on
tives on managing those dimensions appropriately. Gen- the completeness of a country's internal capital markets
eral-obligation borrowing, in contrast, is not linked to and the interaction between the structure of finance and
any particular project or risk dimension and so provides micro- or macro-level economic outcomes. The simplest
lenders with a stake only in a country's overall foreign case exists when the domestic market is complete be-
exchange situation. cause it provides for full diversification of risks within the

When a foreign investor can enhance the value of an local economy-that is, all risks are spread proportion-
undertaking through its knowledge base or access to ately among all investors-and either the structure of
markets, some stakeholding will be beneficial. But in finance has no micro-level incentive effects or they are
cases where domestic policy choices are the primary dealt with optimally within the national market. In this
determinant of project success or failure, foreign partic- case, the sole benefit of international finance will be to
ipants will be exposed to opportunistic behavior by the align real interest rates with world rates and to diversify
host government. Self-serving government policies will national risks. The risk-sharing benefit can be obtained
tend to confound the incentives facing the foreign in- through the issue of shares in a national index fund and
vestor and reduce the contract credibility. Since most does not require alternatives that penetrate the domestic
activities involve both types of risks, it can be beneficial economy.' 4

to separate them in contracting. The more realistic case is where the domestic market
is not complete and where the trade-off between risk

Impact on Local Financial Markets and Domestic diversification and incentives is far from optimal. In this
Savings case, foreign commercial finance can serve to complete

the local market and to create appropriate micro-level

International finance can never be more than a com- incentives. The precise benefits depend on the departure

plement to domestic savings. It will be available on the from this ideal and the costs involved in terms of unnec-

best terms, and employed most effectively, when it is essary risks that are borne, inefficiencies in project selec-

accompanied by healthy domestic capital formation. A tion and management, and socially profitable transac-

major problem in many developing countries is insuffi- tions that are not undertaken as the result of these

cient capital formation. Capital flight has been a principal departures.
contributor to a number of countries' external financial
crises. This poor record reflects unattractive climates for Obstacles to Alternative Modes of Finance
domestic savings, including poor macroeconomic pros-
pects, high taxes, and regulations limiting investment; Even if alternative modes of finance are desirable for
discrimination against domestic savings such as re- economic efficiency, they are not necessarily feasibe.
pressed interest rates and the threat of changes in infla- They generally are harder to enforce across naho - a,
tion or other forms of default on implicit financial con- boundaries than general obligations and require specific
tracts; and macroeconomic policy distortions, especially domestic legal and institutional infrastructure. An- obln-
in foreign exchange markets. It also reflects underinvest- gation to pay a share of foreign exchange earnings, for
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instance, is ideal in matching a country's payments with them the same status as those of scheduled creditors.
its capacity to pay. But because foreign exchange earn- Some export-oriented projects protect the export pro-
ings are both hard to define and subject to the borrowing ceeds by putting them in escrow. In some cases this could
country's actions, this kind of contract presents moral even enable a country to borrow on better terms for a
hazard of a degree that makes it unlikely that finance stand-alone project than would be possible for general
would be available. Similarly, when portfolio equity shifts obligations, despite the fact that the lender would be
firm-level risks to investors, it is an open-ended contract accepting the commercial risk of the project. This will
that relies on a body of company and securities law that generally be opposed by other creditors and violates the
few developing countries possess to protect minority principle of not pledging specific assets or revenues to
investors against conveyance by insiders. Further, when strengthen general obligations.' 6

alternative modes of finance penetrate the national econ- Market-oriented projects that do not generate direct
omy, they can impair national sovereignty, reduce the export revenues present a more complex problem. Even
role of the state, and, perhaps, reduce the rents of privi- if financed on a limited recourse basis, they remain
leged domestic capital suppliers. Thus they will probably subject to transfer risk and, in many cases, to other risks
be opposed by various national constituencies. emanating at least in part from domestic policy choices

such as output pricing. These risks often inhibit financ-

Country Risk ing from lenders who have the expertise to take on the
commercial risks. Further, except in those cases where
enforcement can be transferred to another jurisdiction

Financial contracts across national boundaries face a though escrow mechanisms, there is a "Catch 22" -the
risk hierarchy. All contracts, except those involving a same factors that create these heightened exposures un-
legal set-aside of specified foreign exchange earnings, are dermine the credibility of most steps that mightbe taken
exposed to transfer risk-the risk that the country will by the borrowing country to ameliorate them.
not have or make available the foreign exchange to ser- Most of these points apply to domestic and to foreign
vice the debt. Equity investments or loans to specific invst .f ath in, dom estr wit theiy
companies or projects are also subject to the commercial ile oor tinal expsuresto th ti eco-

risk ofthefir or rojct nd ounty-plic riks. ically larger proportional exposures to the national econ-risks of the firm or project and country-policy risks. omy are more subject to country risks than foreigners, a
These commercial risks include changes in market con- major factor in explaining the substitution of foreign for
ditions, costs, and technology, and elements at least domestic capital accompanying capital flight.
partly under managerial control. Policy exposures in-
clude measures the country can adopt in managing its
economy or policy measures of other countries. Exam- Institutional Preconditions
ples are the austerity measures adopted by developing
countries in response to their debt crises, which have Most alternative modes of finance that penetrate the
thrown many local firms into severe financial crises. borrowing economy have institutional preconditions.
Protectionist policies also threaten export markets. First, the domestic legal system must provide effective
Thus, in many cases, there is no clear dividing line enforcement of contractual terms, and private investors,
between country and commercial risks.15  especially foreign ones, must have access to that system

The greater exposure of alternative modes of finance and the sanctions it imposes. Portfolio-equity invest-
to various country risks is because of at least four factors. ment, for instance, depends on the existence of a body of
First, since they are subject to a wider variety of policy corporate and securities laws and practices that provide
impacts, nonperfornance is significantly harder to de- arm's-length minority shareholders with something like
fine than with general obligations. Second, since they a pro rata participation in the benefits of the firms in
typically create divergent risk return profiles among which they invest.17 These institutions, in turn, will only
investors, they undermine the formation or functioning develop and function if the tax and regulatory environ-
of lender cartels that underlie the enforceability of cross- ment does not discriminate against share ownership as
border contracts. Third, in part because of the second opposed to direct investor control of enterprises. And to
factor, they typically are implicitly subordinated to gen- attract foreign investors, the country must be willing to
eral-obligation claims, exacerbating the conflict among allow them access to the country's market, and to allow
various classes of claimants. Fourth, because of this them to withdraw their funds when they feel that oppor-
conflict, they face an increased likelihood of opportun- tunities are better elsewhere.
ism by the borrowing country. The fact that new developing-country equity funds

Because of these heightened exposures to country have been launched over the past two years for many
risks, investors in alternative obligations will seek to developing countries, including China, India, Malaysia,
protect the obligations against transfer risk and give Philippines, Korea, Thailand, and Turkey, suggests that
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these obstacles can be overcome, and their market accep- depend on the specific circumstances of each invest-
tance supports the view that the primary limiting factor ment. Again, these arguments apply to domestic as well
is credible supply rather than demand. A further positive as foreign investors.
factor is that the steps required to attract foreign portfo-
lio investment also improve the context for local equity Political Considerations
investment."

Direct investment, even in the form of cross-border As with equity investment, many obstacles to in-
joint ventures, typically does not rely to the same degree creased quasi-equity flows lie in the policies of the devel-
on local company law and is unaffected by securities oping countries. In many cases, alternatives have been
legislation because of the linkages it creates through spurned because of their perceived high cost. Although
technology and product transfers. But direct investment this may, in part, be justified because the supply of
remains exposed to policy risks, including steps that limit alternatives is not competitive, it also appears that many
the parent company's discretion over local operations or countries have underestimated the cost of the downside
constrains its ability to remit profits. risks they have retained by financing projects with gen-

Quasi-equity contracts, since they are narrower and eral-obligation borrowing.
more explicit than equity contracts, may overcome some That penetrating alternatives typically bypass the
of these obstacles. They do not typically require the same state, and so reduce its control over the internal alloca-
sophisticated, capitalist, institutional infrastructure in tion of resources, is another factor that has led borrower
the host country, and, since they generally expose invest- countries to resist them or at least favor general-obliga-
ors only to certain relatively well-defined risks, they may tion borrowing. As Frieden (1981) and others point out,
be credible even when the investor has little orno control increased state control over resources provided by sover-
over the activity. eign borrowing was a major factor favoring its use. The

To see these differences, consider alternative arrange- same elements appear today in the debate over who
ments that may be used for financing the development should control the allocation of local resources should
of oil reserves in a developing country. The key commer- any portion of interest payments on sovereign debt be
cial risks in such an investment are the uncertainties made in local currency.
regarding recoverable reserves, the price of oil in world Finally, of course, certain local private interests may
markets, and the operating costs of the field. But many also benefit from restrictions on inflows of penetrating
risks involving the distribution of the gains between the finance. This is most probable when certain local groups
two parties may make it difficult, if not impossible, to have access to offshore markets on their own, while most
arrive at mutually agreeable contract terms. Such risks firms are cut off from such flows.
include obvious ones faced by the foreign producer of
expropriation or some after-the-fact windfall profits Investor-Country Obstacles
taxes, but they also include risks faced by the host coun-
try like reservoir stripping or, perhaps, underproduction, Although most obstacles to alternative modes of fi-
and a boycott of output if a dispute occurs. Risks also nance lie in the policies and institutions of developing
expose the profitability of oil production of either party countries, significant obstacles also have been created
to general policy measures of the other (or, in the case of through the policies and institutions of industrial coun-
foreign investors, by their home country). These risks tries. 'lx laws and foreign investment insurance schemes
include exchange controls and changes in general tax in investor countries, for instance, favor direct invest-
policies. ment over more limited contractual involvement, al-

With traditional direct- or portfolio-equity invest- though the Overseas Private Investment Corporation
ment, the foreign investor faces the whole spectrum of (OPIC) and several European insurance schemes extend
these risks. This arrangement will be inefficient if such to contractual schemes that do not involve ownership.
investors do not possess a comparative advantage relative The World Bank confines itself exclusively to lending
to the host country in bearing those risks, either because rather than taking risk positions, but it is now consider-
investors' exposures to such risks are greater or because ing commodity-price-linked financing and cofinancing
the risks involve a substantial element of moral hazard- that support quasi-equity investment The International
that is, the possibility that the host government will Finance Corporation (IFC) has made quasi-equity invest-
influence outcomes to its benefit but to the detriment of ments in mining and forest products, but because of its
the foreign investor. The inefficiency and, therefore, the mandate to finance only private sector undertakings,
benefit of a more narrowly drawn risk contract naturally these deals have typically been small.
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Alternative Finance with an Existing Debt Overhang Finally, if providing creditors (investors) with a direct
participation in the risks and responsibilities of particu-

So far, we have focused on how a country should lar investments improves the selection and operation of
structure its external obligations if it were starting with these assets, restructuring to increase participation will
a clean slate. But what about the desirability and feasibil- lead to a further shifting of the curve to DRLC".
ity of alternative modes of finance for countries with a If a debtor country could recontract by exchanging an
debt overhang, where the current market value of their efficient package of alternative obligations for all of its
obligations is discounted from face value and access to existing general obligations with identical (pre-ex-
new, voluntary financing is limited or nonexistent? The change) market values, it clearly would gain, and credi-
presence of this overhang clearly complicates the analy- tors would be indifferent. This is important, since with-
sis. It raises the tantalizing possibility of "capturing" out such an exchange, in moderately overhung countries
some of the discount, but at the same time it exacerbates there are no options to "capture" discounts that are
the conflicts among various classes of claimants and mutually desirable to creditors and debtors (Krugman
changes borrowers' incentives on the overall structure of 1988). And, if the exchange covers only some existing
their obligations.1 9  obligations, the benefit of the shifting DRLC would ac-

crue to existing creditors, and the country might actually

Benefits ofRecontracting be worse off.

The benefits of recontracting in ways that shift the ConcertedRecontracting

circumstances under which payments are due and, pos- A very strong case exists that borrowers and creditors
sibly, the responsibility for specific activities can be ex- would benefit from concerted recontracting that incor-
amined in the context of the "debt relief Laffer curve" that porates efficient alternatives to floating-rate general ob-
illustrates the trade-off between the face value of a ligations. Mexico's 1986 proposal that would have linked
country's obligations and their (discounted risk-ad- some payments to oil prices, for example, would have
justed) market value.2 o The debt relief Laffer curve benefited both parties if it could have been incorporated
(DRLC) in figure 17-2 (top) comprises two effects: the at a price that yielded lenders the same ex-ante market
value of the debt assuming no incentive effects (DRLC*) value as the package they actually obtained. Under cur-
that diverges from the 45-degree line as the possibility of rent circumstances, it is more probable that Mexico can
nonpayment increases, and an "incentive wedge" that is achieve its desired reduction of current debt service and
responsible for the decline in the curve. This incentive the desired face value of its obligations if it agrees to allow
wedge, in turn, reflects several effects. First, when the banks to recapture some of the concession if oil prices
debt burden is large, a country has less incentive to make rise and to recycle some of the interest they forgo in the
current sacrifices to improve its situation since a large
part of the new income or resources generated will be Figure 17-2. Debt Relief and Recontracting
captured by creditors. Second, a country is more likely Relief
to resort to "taxes" on subordinated creditors, typically Market value

of obligations
domestic depositors, bondholders, and investors, to meet
the claims of external senior creditors, and thus it acts to c*
reduce their investment.21 Third, when the burden is Incentive
l a r g e , a c o u n t r y i s m o r e li k e ly t o w a l k a w a y f r o m c u r r e n t L w e d g e

R
obligations, implicitly choosing to relinquish some fu- R

ture international trade and finance possibilities.
The shape of the DRLC, however, is not independent D

of the way debt is structured. If, for example, debt is Face value of obligations

indexed to some exogenous variable that is positively Recontacting
related to a country's ability to pay, the "no incentives" Market value

curve will shift up to DRLC*' (see figure 17-2, bottom) of obligations

since a higher proportion of promised future payments U C
will fall due under circumstances where the country can C
pay, and so the expected degree of nonpayment will be
smaller. Combined with the new incentive wedge, which c
will depend on the relative incentive effects of higher c
payments in good periods compared with lower ones in D

poor periods, this will yield a new overall curve, DRLC'. 22  Face value of obligations
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local currency to be invested or lent as they see fit. A swaps can have indirect benefits by breaking the existing
possible mutual gain, of course, does not mean that financial logjam and focusing financial market interest
recontracting will be easy because of the myriad conflicts on the country.
and gaming behaviors present in the debt situation. In Many past debt-equity conversions seem to make little
particular, creditors would have to grant the borrower sense, even when converted through open auctions that
some breathing space relative to the current debt service recapture as much of the discount as possible. Foreign
they would otherwise obtain to induce a borrower's com- purchases of public utilities, in which there is no tech-
mitment to greater payments than those implied by nology transfer by the new owners, little or no beneficial
traditional obligations. risk shifting, and the possible increased conflicts between

investors and the consuming public, appear to add lit-
Voluntary Recontracting tle.2 5 And the risk shifting and even incentive benefits do

not require the full sale of assets in many cases. Interme-
Voluntary recontracting can take two forms: ex- diate, quasi-equity investments will probably both im-

changes of existing assets for penetrating financial prove the structure of a country's obligations and bring
claims (typically equity) with rights to the management in foreign expertise when needed and will avoid some
and profits of particular assets; and exit bonds. Much of inevitable conflicts of foreign ownership.
the apparent magic of debt-equity swaps (or exchanges
involving any other alternative claim) disappears when Exit Bonds and New Financing
they are broken down into their two component parts: a
buyback of debt and a sale of equity with at least part of The key issue with exitbonds and new seniorfinancing
the secondary market discount being retained by the is that existing creditors will not typically grant the
private parties to the transaction. The benefits of mar- necessary waivers, since such waivers are tantamount to
ginal buybacks (even at the secondary market price) are forgiving part of the debt. There are at least two cases in
the subject of considerable dispute, with the conclusion which the linkage of abuyback and the issuance of a new
that they are limited at best. security can be mutually beneficial and, thus, overcome

The wisdom of offering discounts on equity purchases this obstacle. One is a buyback coupled with new project-
depends primarily on whether they improve the aggre- linked finance, the other is a buyback coupled with the
gate investment base by encouraging new, economically issuance of indexed exit bonds. For project financing,
beneficial investments that would not occur otherwise or consider a country whose creditworthiness is too weak
by improving the efficiency of existing assets. Equity to sustain new general-obligation borrowing, but has a
investors with strategic stakes in local firms will have highly promising, export-oriented project whose devel-
incentives to improve their performance, and the im- opment would be impossible without foreign finance.
provement may be significant if the investors also bring With stand-alone project financing (where project earn-
the relevant expertise. This effect is likely to be greatest ings are put in escrow to cover debt service), the project
in cases where the conversion involves firms that have would go ahead and, at worst, the country would have no
been controlled directly or indirectly by the local govern- less free foreign exchange than it otherwise would have
ment. This benefit is not limited to takeovers by foreign had, leaving the position of existing creditors unaffected.
firms. Domestic private investors may be able to do as But if the project were successful, it would add to the
well, with the additional benefit that they will add to the supply of free foreign exchange and thus benefit the
domestic political constituency for allowing a greater existing creditors. So the general creditors might waive
role for market forces. their "overhanging" senior claim to the project revenues

Granting a discount also may be desirable if the ex- to obtain the residual benefits.
change alters the aggregate structure of obligations in The case with indexed debt is similar. Consider, for
such a way to induce an investor, for instance, to accept instance, bonds with substantially below-market interest
a subordinated claim that will pay dividends only when, rates offset by commodity-price-linked options. Such
for instance, transferring some or all of the current debt options could be sold successfully to nonbank third par-
discount to the new investment may be justified.2 It ties typically interested in such commodity plays only if
must be recognized, however, that many debt-equity they were senior to general-obligation debt Because of
exchanges merely shuffle the asset ownership among the reduction in required debt service in "bad" times,
investors and have no such potentially beneficial aggre- banks might grant such waivers, but they would not
gate effects. Debt-equity exchanges also often result in grant waivers to an equivalent new issue that did not
such abuses as round-tripping. Nonetheless, debt-equity involve a reduction in current debt service.
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Conclusions: How to Get There from Here ance and bank regulatory system, implicitly shares some
of these banks' losses as long as they continue to hold the

Alternative modes of finance for developing countries original obligations or their restructured equivalents. A
including equity, quasi-equity, and indexed general obli- step toward more efficient recontracting would be to
gations offer major advantages of risk sharing and man- allow banks to obtain similar benefits if they exchanged
agerial participation over floating-rate, general-obliga- their holdings for alternative instruments. Creditor-
tion borrowing. The limited role they currently play in country governments also apply much of the leverage
these countries' external financing shows a lack of aware- required to put financing packages together, contending
ness of these benefits, an assertion of state power, and a with conflicts and free-ridership among banks and op-
series of obstacles to their issuance, including country portunism on the part of borrowers. This leverage can
risk and inadequate domestic institutional infrastruc- and should be applied to support alternative approaches.
ture. The debt crisis has underscored many of the bene-
fits of alternatives, but little has been done to change the International Fnancial Institutions
developing countries' financial structures because of the
loss of access to voluntary finance, the preoccupation of International financial institutions, especially the IMF
banks and international institutions with maintaining and the World Bank in its structural adjustment role,the appearance of compliance with existing debt terms, have worked in concert with holders of general obliga-
the perverse borrower incentives created by the debt tions, often at the expense of foreign and domestic hold-
overhang, and the heightened conflicts between classes tos oftenatite expense ofaorig and domescold-
of existing and prospective claimants. ers of altemnative claims. Changing this role could be

After a review of the benefits and obstacles to alterna- particularly useful in promoting quasi-equity invest-
ments and project lending that represent a middletive finance for a country that is starting with a clean ground between arm's-length and fully penetrating for-

financial slate, the general conclusions are: eign finance. For example, with quasi-equity invest-
* Any concerted refinancing arrangements should in- ments, the World Bank might extend its cofinancing

clude recontracting along more efficient lines. program to cover such operations. Alternatively, the IFC
* Despite the difficulties of marginal, voluntary ex- mandate might be broadened to allow it to take quasi-eq-

changes in debt overhangs, carefully designed and man- uity positions in government-sponsored projects that
aged programs can result in significant mutual benefits. could be structured on a commercial, stand-alone basis.

In addition, the World Bank or regional IFI might assist
In the case of concerted exchanges, the inclusion of risk unbundling by enhancing such claims against trans-

alternative forms of finance that shift payments across fer risk, perhaps by assigning some fraction of its net
circumstances can significantly close the gap between transfers to a country to a credit enhancement facility for
politically feasible levels of debt service and those that designated claims.26 This implicit shift of the benefits of
banks will demand. Voluntary exchanges should include such future financing from existing creditors to the new
debt-equity swaps and exchanges of existing government obligations would create a de-facto seniority for these
obligations for new obligations that are indexed to exter- new claims without violating existing agreements. Thus,
nal variables (like commodity prices) or to some formula without a true risk-bearing capacity for the IFIs, they are
of profitability of domestic assets (like revenue bonds for not precluded from playing a role in supporting quasi-
fee-generating infrastructure). equity investments. Instead, the IFIs'strengths, and their

Because of the obstacles to alternatives that existed preferred creditor position, make them ideal for bearing
before the debt crisis, this recontracting will not occur and mitigating transfer risk that can easily prevent such
without significant changes in policies by creditor-coun- transactions from occurring.
try regulatory agencies, international financial institu- For domestically oriented projects that provide no
tions (IFIs), and the developing countries themselves. direct foreign exchange and that entail "political perfor-

mance risks," IFIs and investment guarantee authorities
RegulatoryAgencies could do much to relieve this problem. An IFI, for in-

stance, could include as project covenants the features
Restructuring through concerted new-money pack- and performance requirements that lenders need. Simi-

ages is largely the result of an accounting and regulatory larly, an IFI or a guarantee authority such as OPIC or the
system for U.S. banks that allows them to operate with Multilateral Investment Guarantee Agency (MIGA) could
capital impaired by economic losses on developing-coun- provide guarantees against transfer risks. Such guaran-
try loans--as long as banks do not "realize" these losses tees could be much narrower than those extended by the
through sales or swaps into alternative types of claims. World Bank under its current cofinancing programs and
Thus, the U.S. government, through the deposit insur- thus would allow greater specialization in risk taking.
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Borrower Governments 9. The exception would be where a reduction in current
interest rates, by reducing the probability of default, would
increase the present value of lenders' claims.

The first step for borrower governments is to recon- 10. Price-level-linked financing locks in areal interest rate,
tract their debt and obtain relief through rescheduling, but inflation-adjusted nominal financing does not.
interest rate reductions, or outright forgiveness. This 11. Floating-rate borrowing, in fact, is likely to be more
may present them with a conflict, since moving to a more perverse since debt service will be greatest when nominal rates
efficient structure of liabilities will reduce their bargain- are highest, which is likely to coincide with periods of economic
ing power for relief. Thus they probably will not be the distress for developing countries.
first to propose such recontracting, but they should be 12. Unpublished results provided by Vihang Errunza of
ready to make it a key element in their subsequent McGill University.
negotiations. 13. This is equivalent to assuming that the country has a

greater degree of risk aversion than the representative capital
market agent.

Notes 14. To the extent that this diversification requires that a
majority of risky assets be owned by foreign interests, the

1. This is not to deny that many developing countries, governance of these assets might be called into question. See

including the poorest countries in Latin America, face a debt Lessard (1988) for more on this point.
relief and aid crisis where, regardless of how restructured, their 15. For a discussion of the nature and effects of country risk
obligations outweigh their ability to repay, and voluntary exter- on general obligations, see Eaton, Gersovitz, and Stiglitz
nal finance will not enable them to grow. (1986). Lessard (1988) extends the analysis to alternative modes

2. This result is from theoretical models (see, for example, of finance.
Eaton, Gersovitz, and Stiglitz 1986), and is supported by the 16. There is an important difference between linking a
fact that newly industrialized countries (NICs) have been able claim to a specified outcome such as export proceeds and
to achieve very rapid growth in external financing in line with pledging such proceeds to back a noncontingent claim. Pledg-
the growth of their economies. ing assets presents the borrower with the worst of both worlds:

3. Stulz (1981) derives an explicit international capital the revenues of successful projects are encumbered and so not
asset-pricing model that links returns to assets' consumption fully available to the national treasury, whereas unsuccessful
betas. projects represent a drain on the treasury. To set aside substan-

4. Risk premiums are defined here as in the financial eco- tial components of foreign exchange earnings reduces a
nomics literature as increments in the expected return on an government's flexibility in difficult times and thereby reduces

asset relative to the expected return on a zero-beta asset, not as its overall creditworthiness.
adjustments in promised rates to reflect anticipated defaults, as 17. A securities market is required as well. But the "mar-
is common in the developing-country debt literature. ket" could be in a developed country, not where the firm is

5. There is much uncertainty about the penalties a country domiciled.
will face when it does not meet its obligations. Most formal 18. Even when portfolio equity is attracted by an offshore

models assume that it will be relegated to financial and com- listing of a local firm's shares, the accounting and governance
mercial autarky for at least some period. Many observers, requirements of listings in major markets are likely to increase

though, argue that these penalties are much smaller (see, for the quality of disclosure. But this mode may also divert trading
example, Kaletsky 1985). Eichengreen and Portes (in this vol- volume to foreign markets, thus reducing the scale and depth
ume) infer from data from the 1920s through the 1950s that of domestic institutions.
differential impact of default on subsequent access to credit is 19. See Krugman (forthcoming) for a discussion of financ-
small, but this inference is questionable since in the later period ing and forgiving.
all developing countries went into commercial and financial 20. This concept was first applied to the debt issue by
autarky because of the world depression and the associated Krugman (forthcoming) and subsequently has been elaborated
collapse of the international commercial and financial system. by Krugman (1988), Froot (1989), and Claessens and Diwan (in

6. A country's "utility" will be a function of the level and this volume).
variability of its overall consumption, assuming no distributio- 21. See for instance Eaton (1987).
nal considerations. The impact of a particular obligation on this 22. Krugman's (1988) example would suggest that this
utility will depend on its contribution to the level and variability would not happen. He assumes, however, thata country is badly
of net foreign transfers that influence consumption. "overhung" to the point that it uses all of its foreign exchange

7. For a description of these instruments, see Lessard and even in good periods. If one assumes there is headroom in good
Williamson (1985) and Oman (1984). periods, Pareto-efficient recontracting will be possible.

8. The exception would be where the lender is shielded from 23. This point parallels the debate on the benefits of
transfer risk by escrow arrangements that provide for debt-ser- buybacks, with added gains resulting from efficient recontract-
vice payments out of export proceeds before those are remitted ing. For differing views on the benefits to borrowers of
to the host country. buybacks, from most pessimistic to most optimistic, see Bulow
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Comment

Jonathan Eaton contingent) obligation finance, (2) equity finance, (3)
portfolio investment in equities, (4) quasi-equity project

Lessard has provided a very useful classification of debt lending, and (5) general- (contingent) obligation finance.
instruments and of criteria to compare them. I count five He also discusses repatriation of flight capital, although
types of instruments in his discussion: (1) general- (non- this is not so much an additional form of debt finance as
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an alternative. The issue remains as to what form of they reduce outstanding government indebtedness.
investment (among these five or others) repatriated cap- Designing swaps that reduce total government debt re-
ital would take. mains a problem.

There are also five criteria by which Lessard evaluates In assessing risk sharing provided by an investment, it
these instruments: (1) the distortions that they impose, is important to distinguish between exogenous and en-
(2) term compatibility, (3) sharing of (exogenous) risks, dogenous sources of risk. The first arise from sources
(4) "penetration," and (5) enforceability. beyond the control of either lender or borrower, such as

The rows in the matrix in table 17C-1 correspond to weather and international commodity prices.A desirable
different instruments and the columns to different cri- investment shares such risks optimally between lender
teria. A "+" indicates where the corresponding instru- and borrower, which in most cases means that most will
ment performs well according to the appropriate criteria be borne by the lender. But much of the risk associated
and "-" where it performs poorly. Blanks indicate no with foreign investment arises from endogenous sources
strong presumption or my lack of opinion. Although of risk: whether the recipient will pay or pursue policies
Lessard provides adequate definitions of these terms, I that facilitate repayment. Unfortunately, the more suc-
would like to elaborate upon distortions and risk. cessfully a particular instrument succeeds in allocating

A major distortion imposed by general-obligation fi- exogenous risks optimally, the more likely it is to create
nance is the implied burden on the central governments sources of endogenous risk.
fiscal system. One cost is the excess burden of the taxes The desirability of repatriating flight capital depends
necessary to service the debt. A potentially more serious on which sources of risk are more important. A sanguine
cost is that tax obligations implied by the outstanding view of the extensive two-way movements of capital that
debt can discourage investment if mobile factors, like characterize middle-income debtors is that they have
capital, form the tax base.' The evidence on capital flight transferred country-specific sources of risk to foreign
and currency substitution, along with the propensity of investors. In other words, capital flight is the manifesta-
middle-income debtors to finance by inflation, suggests tion of standard portfolio diversification. But a more
that this effect may be a major burden imposed by cur- pessimistic view is that capital flight has transferred the
rent debt. risk of default from national creditors to foreigners.

A desirable feature of any instrument used to transfer Since servicing government debt now implies a transfer
capital to developing countries in the future, then, is that to foreigners rather than to nationals, citizens are less
repayment not require taxation. General-obligation fi- inspired to support policies that facilitate repayment.
nance scores lowest on these grounds, while equity fi- Repatriation of flight capital scores poorly in allocat-
nance and portfolio investment in equities do best. ing exogenous risk but does well according to the en-
Quasi-equity project lending is less clear. In principle, the forceability criterion.2 In fact, recent data suggest that,
project itself is meant to raise revenue for repayment.But for middle-income debtors, the debt crisis is not a crisis
since endogenous government policies can affect what of net debt at all, but a crisis of disintermediation. Do-
revenue is available, the central government is likely to mestic savings have been invested abroad where they
be viewed as the ultimate guarantor of the debt. The escape the tax base of the government and have been
experience of ex-post debt nationalization in Chile and replaced by foreign investment. According to this inter-
elsewhere suggests that almostany type of foreigninvest- pretation, repatriating flight capital-that is,
ment can wind up as an obligation of the central govern- reintermediating the debtor's economy-is the key to the
ment. solution. The propensity of middle-income problem

While the lending that took place in the 1970s and debtors to tax domestic intermediation heavily is a major
early 1980s would probably be less of a burden now if it obstacle.
had not been general-obligation finance, debt-equity Given that the sources of transfer risk are largely
swaps can alleviate the problem only to the extent that endogenous, I am troubled by Lessard's call for greater

Table 17C-1. Evaluation Criteria for Debt Instruments
Term Sharing of

compati- exogenous Lack of Enforce-
Instrument Distortion-free bility risk penetration ability

General noncontingent finance - - - + -
Equity + + +
Portfolio investment in equities + + +
Quasi-equity project lending + +
General contingent finance - + +
Repatriation of flight capital - + +
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provision of loan guarantees by international financial there may be two values of K for which F(K) - RIK= r. Even
institutions. What aspect of these institutions "make though investors might earn a competitive after-tax return if
them ideal for bearing and mitigating transfer risk," as there is enough investment to spread the tax burden widely, a
he claims? Why are they better at enforcing debt con- coordination problem could emerge. If no one else invests, then
tracts? A danger is that any expansion of guarantees a single investor would have to bear a large amount of the

tracs? dager s tat ny epanionburden of servicing debt. See Eaton (1987) and Eaton and
provided by these institutions will invite the same prob- Geo (frhcing).

lemsof ora haard s te dpost inurace rovded Gersovitz (forthcoming).
lems of moral hazard as the deposit insurance provided 2. But Khan and Haque (1985) argue that domestic invest-
in the United Statesby the Federal Home Loan Insurance ments by nationals are more subject to sovereign risk than
Corporation, with the same consequences. It seems that, domestic investments by foreigners. If so, foreign sources of
even without official guarantees, private investors did a capital perform better according to the enforceability criterion.
very poor job in the 1970s and early 1980s of assessing
the risks involved in sovereign lending. Providing explicit References
guarantees removes an incentive to assess these risks
more carefully. Eaton, Jonathan. 1987. "Public Debt Guarantees and Private

Capital Flight." World Bank Economic Review 1 (May):377-
Notes 95.

Eaton, Jonathan, and Mark Gersovitz. Forthcoming. "Country
1. Say the government owes R and imposes a proportional Risk and the Organization of International Capital Transfer."

tax on capital to finance repayment. Output is F(K), and the In G. Calvo, R. Findlay, P. J. Kouri, and J. B. de Macedo, eds.,
marginal product of capital isP(K), diminishing in K. If the tax Debt, Stabilization and Development. Oxford: Basil Black-
rate on capital is t, then R = tK, meaning that the after-tax well.
return on capital is F(K) -RIK. Say that capital abroad earns Khan, Mohsin S., and Nadeem U. Haque. 1985. "Foreign Bor-
r and escapes taxation. Even if F(IK) has standard properties, rowing and Capital Flight. IMF StaffPapers 32(4):606-28.
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